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Finance and accounts

Profitability and liquidity ratios

Ratio analysis compares numbers from the final accounts so that a
business can be compared with last year and with its rivals.
Profitability ratios measure profit against sales or against the
money invested.
Capital employed is non-current liabilities plus equity:
160,000 + 200,000 = 360,000.
The return on capital employed (ROCE) of 25% is far above the
roughly 6% interest on the bank loan, so borrowing to invest has paid off.

gross profit margin =
gross profit
sales revenue × 100 =

240,000

600,000
× 100 = 40%
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Finance and accounts

Figure: Cash flow
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A six-month cash-flow forecast: bars of net cash flow and a line of closing
balance that falls below zero in April and May before recovering in June
Match each part of the diagram to the text.
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Finance and accounts

Common errors

Treating profit and cash as the same thing; a profitable business can run out of
cash if customers pay late or it buys too much stock.
Calling a loan ”revenue” or the purchase of a machine ”revenue expenditure”; a
machine is capital expenditure.
Leaving out the unit or the formula in a ratio answer: write the formula, the
numbers and the answer (%, times or days).
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Exercises 2.1·2.2

Improving profitability: raise prices (if demand is price-inelastic), find cheaper
suppliers, cut waste and expenses, improve productivity, market higher-margin prod-
ucts. Improving liquidity: sell surplus stock, collect debts faster, delay payments
to suppliers, sale and leaseback, a long-term loan to replace an overdraft.

Ratios must be compared: with past years, with competitors, with the industry.
Limits: they use past data, ignore non-financial factors, and depend on how the
accounts were prepared.

• inventory turnover (times) = cost of sales
average stock, or in days =

average stock
cost of sales × 365;

• debtor days =
trade receivables

sales revenue × 365: how long customers take to pay;

• creditor days =
trade payables
cost of sales × 365: how long the firm takes to pay suppliers;

• gearing =
non-current liabilities

capital employed × 100: over 50% is usually high, so the firm is
at risk if interest rates rise.

Answer shapes: formula → substitute → answer with units (%, : 1, days) →
interpret against a benchmark → one strategy with a drawback.

2 Practice
2.1 State the formula for the acid-test ratio, and explain why it leaves out inventories. [2]

cash + debtors

2.2 Distinguish between profitability and liquidity. [2]

profit

$

cash

2.3 A firm has sales revenue of $400,000, gross profit of $160,000 and profit before interest
and tax of $48,000. Calculate its gross profit margin and its profit margin. [4]

revenue gross profit PBIT
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Exercises 2.1·2.2
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

(current assets − inventories) ÷ current liabilities; inventories may be hard to sell quickly
for cash, so the ratio gives a stricter test of liquidity

2.2

profitability: the ability to make profit from sales or capital; liquidity: the ability to pay
short-term debts as they fall due

2.3

160 000÷ 400 000× 100 = 40%; 48 000÷ 400 000× 100 = 12%

2.4

90 000÷ 60 000 = 1.5 (or 1.5 : 1); within the range often seen as healthy: it can cover its
short-term debts

3.1

award up to [10]: profitability fell: gross profit margin 45% to 38% and profit margin
15% to 9%; possible causes: higher supplier costs or price cuts / rising expenses; liquidity
fell: current ratio 1.6 to 1.1, acid-test 1.0 to 0.6, the gap shows much cash tied up
in stock; strategies: sell slow charger stock at a discount: improves cash, but lowers
margins further; negotiate better supplier prices or switch suppliers: improves GPM, but
may affect quality; cut expenses (marketing, rent); delay payments to suppliers / collect
debts faster; better stock control to avoid over-buying; judgement: liquidity is the urgent
problem (acid-test 0.6), so clear the stock first
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Exercises 2.3·2.4

Improving profitability: raise prices (if demand is price-inelastic), find cheaper
suppliers, cut waste and expenses, improve productivity, market higher-margin prod-
ucts. Improving liquidity: sell surplus stock, collect debts faster, delay payments
to suppliers, sale and leaseback, a long-term loan to replace an overdraft.

Ratios must be compared: with past years, with competitors, with the industry.
Limits: they use past data, ignore non-financial factors, and depend on how the
accounts were prepared.

• inventory turnover (times) = cost of sales
average stock, or in days =

average stock
cost of sales × 365;

• debtor days =
trade receivables

sales revenue × 365: how long customers take to pay;

• creditor days =
trade payables
cost of sales × 365: how long the firm takes to pay suppliers;

• gearing =
non-current liabilities

capital employed × 100: over 50% is usually high, so the firm is
at risk if interest rates rise.

Answer shapes: formula → substitute → answer with units (%, : 1, days) →
interpret against a benchmark → one strategy with a drawback.

2 Practice
2.1 State the formula for the acid-test ratio, and explain why it leaves out inventories. [2]

cash + debtors

2.2 Distinguish between profitability and liquidity. [2]

profit

$

cash

2.3 A firm has sales revenue of $400,000, gross profit of $160,000 and profit before interest
and tax of $48,000. Calculate its gross profit margin and its profit margin. [4]

revenue gross profit PBIT
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current ratio and comment on the result. [2]

current assets current liabilities

$90k
$60k

3 Exam-style questions
3.1 Nimbus Accessories sells phone cases and chargers. Its ratios for two years are
shown. In year 2 it bought a large amount of stock of a new charger, which has sold
slowly.

Using the data, discuss strategies Nimbus could use to improve its profitability and liq-
uidity. [10]

ratio year 1 year 2
gross profit margin 45% 38%
profit margin 15% 9%
current ratio 1.6 1.1
acid-test ratio 1.0 0.6
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Exercises 2.3·2.4
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Limits: they use past data, ignore non-financial factors, and depend on how the
accounts were prepared.
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average stock, or in days =

average stock
cost of sales × 365;

• debtor days =
trade receivables

sales revenue × 365: how long customers take to pay;

• creditor days =
trade payables
cost of sales × 365: how long the firm takes to pay suppliers;

• gearing =
non-current liabilities

capital employed × 100: over 50% is usually high, so the firm is
at risk if interest rates rise.

Answer shapes: formula → substitute → answer with units (%, : 1, days) →
interpret against a benchmark → one strategy with a drawback.

2 Practice
2.1 State the formula for the acid-test ratio, and explain why it leaves out inventories. [2]
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

(current assets − inventories) ÷ current liabilities; inventories may be hard to sell quickly
for cash, so the ratio gives a stricter test of liquidity

2.2

profitability: the ability to make profit from sales or capital; liquidity: the ability to pay
short-term debts as they fall due

2.3

160 000÷ 400 000× 100 = 40%; 48 000÷ 400 000× 100 = 12%

2.4

90 000÷ 60 000 = 1.5 (or 1.5 : 1); within the range often seen as healthy: it can cover its
short-term debts

3.1

award up to [10]: profitability fell: gross profit margin 45% to 38% and profit margin
15% to 9%; possible causes: higher supplier costs or price cuts / rising expenses; liquidity
fell: current ratio 1.6 to 1.1, acid-test 1.0 to 0.6, the gap shows much cash tied up
in stock; strategies: sell slow charger stock at a discount: improves cash, but lowers
margins further; negotiate better supplier prices or switch suppliers: improves GPM, but
may affect quality; cut expenses (marketing, rent); delay payments to suppliers / collect
debts faster; better stock control to avoid over-buying; judgement: liquidity is the urgent
problem (acid-test 0.6), so clear the stock first
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2.4 A shop has current assets of $90,000 and current liabilities of $60,000. Calculate its
current ratio and comment on the result. [2]

current assets current liabilities

$90k
$60k

3 Exam-style questions
3.1 Nimbus Accessories sells phone cases and chargers. Its ratios for two years are
shown. In year 2 it bought a large amount of stock of a new charger, which has sold
slowly.

Using the data, discuss strategies Nimbus could use to improve its profitability and liq-
uidity. [10]

ratio year 1 year 2
gross profit margin 45% 38%
profit margin 15% 9%
current ratio 1.6 1.1
acid-test ratio 1.0 0.6
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Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.
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3.1

award up to [10]: profitability fell: gross profit margin 45% to 38% and profit margin
15% to 9%; possible causes: higher supplier costs or price cuts / rising expenses; liquidity
fell: current ratio 1.6 to 1.1, acid-test 1.0 to 0.6, the gap shows much cash tied up
in stock; strategies: sell slow charger stock at a discount: improves cash, but lowers
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may affect quality; cut expenses (marketing, rent); delay payments to suppliers / collect
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Exercise 3.1

2.4 A shop has current assets of $90,000 and current liabilities of $60,000. Calculate its
current ratio and comment on the result. [2]

current assets current liabilities

$90k
$60k

3 Exam-style questions
3.1 Nimbus Accessories sells phone cases and chargers. Its ratios for two years are
shown. In year 2 it bought a large amount of stock of a new charger, which has sold
slowly.

Using the data, discuss strategies Nimbus could use to improve its profitability and liq-
uidity. [10]

ratio year 1 year 2
gross profit margin 45% 38%
profit margin 15% 9%
current ratio 1.6 1.1
acid-test ratio 1.0 0.6
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Exercise 3.1

2.4 A shop has current assets of $90,000 and current liabilities of $60,000. Calculate its
current ratio and comment on the result. [2]

current assets current liabilities

$90k
$60k

3 Exam-style questions
3.1 Nimbus Accessories sells phone cases and chargers. Its ratios for two years are
shown. In year 2 it bought a large amount of stock of a new charger, which has sold
slowly.

Using the data, discuss strategies Nimbus could use to improve its profitability and liq-
uidity. [10]

ratio year 1 year 2
gross profit margin 45% 38%
profit margin 15% 9%
current ratio 1.6 1.1
acid-test ratio 1.0 0.6
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Solutions
Marking: M1 a correct method, A1 the correct answer, B1 an independent mark.

Each answer shows the steps, then the result.

2.1

(current assets − inventories) ÷ current liabilities; inventories may be hard to sell quickly
for cash, so the ratio gives a stricter test of liquidity

2.2

profitability: the ability to make profit from sales or capital; liquidity: the ability to pay
short-term debts as they fall due

2.3

160 000÷ 400 000× 100 = 40%; 48 000÷ 400 000× 100 = 12%

2.4

90 000÷ 60 000 = 1.5 (or 1.5 : 1); within the range often seen as healthy: it can cover its
short-term debts

3.1

award up to [10]: profitability fell: gross profit margin 45% to 38% and profit margin
15% to 9%; possible causes: higher supplier costs or price cuts / rising expenses; liquidity
fell: current ratio 1.6 to 1.1, acid-test 1.0 to 0.6, the gap shows much cash tied up
in stock; strategies: sell slow charger stock at a discount: improves cash, but lowers
margins further; negotiate better supplier prices or switch suppliers: improves GPM, but
may affect quality; cut expenses (marketing, rent); delay payments to suppliers / collect
debts faster; better stock control to avoid over-buying; judgement: liquidity is the urgent
problem (acid-test 0.6), so clear the stock first
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