	IGCSE BUSINESS STUDIES



RATIO ANALYSIS

Ratios allow a business to compare their financial results from year to year or between businesses to business.  This tells them if they are performing better or worse than previously, or than their competitors, in several important areas.  These are:

Profitability

Gross profit margin

	Gross profit
	X 100
	This shows the percentage profit from sales, which is available to pay for overheads.  If the ratio is falling over time it could be due to a failure to pass on cost increases to customers or an attempt to increase market share by keeping prices down.

	Sales revenue
	
	

	
	
	


Net profit margin

	Net profit
	X 100
	This shows the percentage profit from sales that is left over after all the businesses expenses (such as wages and rent) have been paid.  If the ratio is falling over time it could be due to a rise in the running costs of the business or a drop in the level of productivity or efficiency of the workforce.



	Sales revenue
	
	

	
	
	


Mark up (profit margin)

	Gross Profit
	X 100
	Mark up is the amount of profit added to the cost of sales.  A low mark up might indicate an attempt to increase profit by gaining a larger market share.

	Cost of sales
	
	

	
	
	


Investment/Efficiency

Return on Capital Employed (ROCE)

	Net Profit
	X 100
	This is also a measure of operational efficiency.  If ROCE is lower than interest rates then it is unsatisfactory since it indicates the business would be better by depositing the money in the bank!

	Capital employed
	
	

	
	
	


Liquidity

Current ratio

	Current assets
	
	This measures how easily a business can meet its immediate financial obligations (creditors etc.)  Should be between 1.5 and 2.  If the ratio is too low the business may have difficulty paying it’s debts.  If it is too high then it suggests money is being tied up unprofitably.

	Current liabilities
	
	

	
	
	


Acid test ratio

	Current assets – stock
	
	If a high proportion of current assets is held in stock it may be difficult to liquidate these quickly.  Taking stock away from current assets gives a better measure of liquidity.  As a rule the ratio should be 1.  

	Current liabilities
	
	

	
	
	


Note: 
Liquidity refers to how easily assets can be turned into cash.

Current assets = stock, debtors, bank, cash

Current liabilities = trade credit, overdrafts

Gearing

	Loan finance
	X 100
	In a highly geared company, a high proportion of finance is loan finance and, consequently, there may be a question mark over its ability to meet repayments.

	Capital employed
	
	

	
	
	


Task

Below is a table containing financial information for a span of ten years for a business.  (All figures in £)

	Year
	Sales
	Loan finance
	Capital employed
	Current assets
	Stock
	Current liabilities


	Net profit
	Cost of sales

	1996
	100,000
	20,000
	60,000
	20,000
	5,000
	15,000
	15,000
	45,000

	1997
	250,000
	50.000
	100,000
	22,000
	6,000
	18,000
	40,000
	120,000

	1998
	300,000
	70,000
	120,000
	26,000
	8,000
	18,000
	60,000
	180,000

	1999
	250,000
	70,000
	120,000
	25,000
	9,000
	16,000
	20,000
	100,000


1)
Use the table overleaf to calculate the given ratio’s

2)
Make a comment as to how each individual ratio changed over time – did it improve or worsen?

3)
Overall how did the business perform over the period of time?

ANSWER SHEET

	
	1996
	1997
	1998
	1999


	Comment

	Gross Profit ratio
	
	
	
	
	

	Net profit ratio
	
	
	
	
	

	Mark Up
	
	
	
	
	

	Current ratio
	
	
	
	
	

	Acid Test ratio
	
	
	
	
	

	ROCE
	
	
	
	
	

	Gearing
	
	
	
	
	


Summary of results

	

	

	


ACCOUNTING RATIOS QUESTIONS


1
a)
Define the concept of liquidity.






[1]


b)
Explain the meaning of ‘cost of goods sold’ or ‘cost of sales’. 


[2]

The draft Balance Sheet of a business at 31 March 1999 is shown.

	
	    $
	
	       $
	            $

	Capital Account
	
	
	
	

	Balance at 1 April 1998
	55 000
	Fixed assets
	
	30 000

	Net profit for year
	27 000
	
	
	

	
	82 000
	Current assets
	
	

	Less drawings
	25 000
	Stock
	18 000
	

	Balance at 31 March 1999
	57 000
	Debtors
	12 000
	

	
	
	Bank
	5 000
	35 000

	Current liabilities
	
	
	
	

	Creditors
	8 000
	
	
	

	
	65 000
	
	
	65 000


c)
Calculate, to one decimal place, net profit as a percentage of capital employed.  

[3]

d)
Calculate, to one decimal place, the current ratio of the above business.


[3]


2
The following information is given for two businesses.

	
	Business B
	Business C

	
	            £
	            £

	Sales
	80 000
	90 000 

	Gross profit
	40 000
	54 000

	Net profit
	24 000
	30 000

	Capital employed
	96 000
	150 000

	Stock
	5 000
	11 000

	Debtors
	3 000
	5 000

	Balance at bank
	4 000
	

	Overdraft
	
	1 000

	Creditors
	5 000
	7 000


For each business, calculate:

a)
Gross profit as a percentage of sales






[4]

b)
Net profit as a percentage of sales






[4]

c)
Current ratio









[4]

d)
Acid Test ratio









[4]

e)
Use your answers from a - d to compare the performance of Business B with that of  Business C.  
Which 
business performed better over time?  Explain your answer. 


[10]
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