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TYPES OF RATIO 
 

There are a number of types of ratios of interest to the various stakeholders of a 

business.  The main classifications of ratios are as follows: 

 

Profitability Ratios Measure the relationship between gross/net profit and 

sales, assets and capital employed.  These are sometimes 

referred to as being performance ratios. 

 

Activity Ratios These measure how efficiently an organisation uses its 

resources.  These are sometimes referred to as asset 

utilisation ratios. 

 

Liquidity Ratios These investigate the short-term and long-term financial 

stability of the firm by examining the relationships 

between assets and liabilities.  These are sometimes also 

called solvency ratios. 

 

Investment Ratios This group of ratios is concerned with analysing the 

returns for shareholders.  These examine the relationship 

between the number of shares issued, dividend paid, value 

of the shares, and company profits.  For obvious reasons 

these are quite often categorised as shareholder ratios. 

 

Gearing Examines the relationship between internal sources and 

external sources of finance.  It is therefore concerned 

with the long-term financial position of the company. 

 

PROFITABILITY RATIOS 
 

For most private business enterprises one of their main objectives is to make a profit.  

However, it is not sufficient just to measure the amount of profit made.    

 

(a) Gross Profit Margin 

 

This ratio examines the relationship between the profits made on trading activities only 

(gross profit) against the level of turnover/sales made.  It is given by the formula 

 

Gross Profit Margin =  gross profit x 100     expressed as a percentage 

      turnover (sales)      

  

Interpretation: Obviously the higher the profit margin a business makes the better.  

However, the level of gross profit margin made will vary considerably between different 

markets.  For example the amount of gross profit percentage put on clothes, (especially 

fashion items), is far higher than that put on food items.  So any result gained must be 

looked at in the context of the industry in which the firm operates.    
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Activities 

 

(i) Note two ways in which a firm could improve its gross profit margin: 

(a) 

 

(b) 

 

(ii) Chris Allen (a sole trader) sells 10 000 hand-made pots each year for £50 each.  

The cost of goods for each pot is £40.  Calculate his gross profit margin. 

 

 

 

 

 

 

 

(b) Net Profit Margin 

 

As opposed to gross profit margin this ratio measures the relationship between the net 

profit (profit made after all other expenses have been deducted) and the level of 

turnover or sales made. It is given by the formula: 

 

Net Profit Margin =  net profit x 100      expressed as a percentage 

    turnover (sales)       

 

Interpretation  As with gross profit, a higher percentage result is preferred.  This is 

used to establish whether the firm has been efficient in controlling its expenses.  It 

should be compared with previous years’ results and with other companies in the same 

industry to judge relative efficiency.  The net profit margin should also be compared 

with the gross profit margin.  For if the gross profit margin has improved but the net 

profit margin declined, this shows that profits made on trading are becoming better, 

however the expenses incurred in the running of the business are also increasing but at 

a faster rate than profits. Thus efficiency is declining.     

 

Activities 

 

(i) In which part of a company’s published accounts would you find the information 

necessary to calculate a net profit margin? 

 

(ii) Assume Chris Allen has net profits amounting to £50 000.  Using the information 

above calculate his net profit margin. 
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(c) Return on Capital Employed (ROCE) 

 

This is sometimes referred to as being the primary ratio and is considered to be one of 

the most important ratios available.  This ratio measures the efficiency of funds 

invested in the business at generating profits.  This ratio is actually different for 

different types of business; this is due to the fact that the various types of business 

can all raise their capital in different ways. 

 

ROCE =      net profit before tax and interest x 100               

                    total capital employed             

 

Once again this is expressed as a percentage. 

 

Total Capital = ordinary share capital + preference share capital + Reserves + 

Debentures +Long-term loans    

 

For each type of company the idea is to try to determine how much profit has been 

made for distribution from the total amount of assets employed by that business.  This 

is why we ignore tax and interest charges when calculating ROCE for a limited company.  

These items will fluctuate at the whim of agencies such as the government and the Bank 

of England.  Therefore if we were to measure profit after tax and interest we would get 

significant variations in our results.  These would not reflect changes in the performance 

of the business, but external factors.  

 

Interpretation:  As with the other ratios examined so far the higher the value of the 

ratio the better.  A higher percentage can provide owners with a greater return.  

Inevitably this figure needs to be compared with previous years and other companies to 

determine whether this year’s result is satisfactory or not.   

 

Furthermore, the percentage result arrived at for ROCE for a given organisation needs 

to be compared with the percentage return offered by interest-bearing accounts at 

banks and building societies.  Ideally the ROCE should be higher than any return that 

could be gained from interest-earning accounts.     

 

Activities 

 

The following information relates to two companies. 

Firm   Powles Plc   Fenn & Blowers Associates 

Net profit   £4 000 000    £400 000 

Capital    £36 000 000    £3 200 000 

 

Calculate the ROCE for each company. 

 

(i) What factors, other than ROCE, might influence your decision as to which is the 

best investment? 
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ACTIVITY RATIOS 
 

Activity ratios or financial efficiency ratios are concerned with how well an organisation 

manages its resources.  Primarily they investigate how well the management controls the 

current situation of the firm. They consider stock, debtors and creditors.  This area of 

ratios is linked therefore with the management of working capital. 
 

(a) Stock Turnover 

 

This ratio measures the number of times in one year that a business turns over its stock 

of goods for sale.  From this figure we can also establish the average length of time (in 

days) that stock is held by the company. It is given by the formula 

 

Stock Turnover = cost of goods sold expressed as however many times 
       average stock       

   

where average stock = (opening stock + closing stock) 

                                 2 

 

Interpretation:  This ratio can only really be interpreted with knowledge of the industry 

in which the firm operates.  For example, we would expect a greengrocer to turnover his 

or her stock virtually every day, as their goods have to be fresh.  Therefore, we would 

expect to see a result for stock turnover of approximately 250 to 300 times per year.  

This allows for closures and holidays and the fact that some produce will last longer than 

one day.  Conversely if we were examining the accounts of a second hand car sales 

business we would maybe expect them to turn over their entire stock of cars and 

replace with new ones maybe about once a month, therefore we would see a result of 12 

times.   

 

As usual we can undertake a comparison with previous years or other similar sized firms 

in the same market.  As a general rule though the higher the rate of stock turnover the 

better.   It is possible to convert this ratio from showing the number of times an 

organisation turns over stock to showing the average number of days stock is held. It is 

given by the formula: 

  

Stock Turnover =          average stock   x 365  expressed as days 
            cost of goods sold      

 

It is also possible to express stock turnover in terms of weeks or months, by multiplying 

by 52 or 12 as appropriate. 

  

Activities 

 

(i) List three business that would have a high stock turnover and three that would 

have a low figure for stock turnover. 
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(ii) A bread shop has an opening stock of £5 000 at the start of the financial year 

and at the end of the year its stock is £6 000.  The cost of sales for the shop is 

£55 000.  Calculate its stock turnover. 

 

 

 

 

 

 

 

(b) Debtors’ Collection Period 

 

This particular ratio is designed to show how long, on average, it takes the company to 

collect debts owed by customers. Customers who are granted credit are called debtors. 

The formula for this ratio is 

 

Debtor collection period =       debtors  x 365  expressed as days 
                 credit sales   

 

Often the figure for credit sales is not actually provided on the profit and loss account.  

In this case the sales/turnover figure should be substituted and used instead. 

 

Interpretation: Different industries allow different amounts of time for debtors to 

settle invoices.  Standard credit terms are usually for 30,60,90 and 120 days.  The debt 

collection period figure should therefore be compared against the official number of 

days the organisation allows for settlement.   For this ratio the shorter the debt 

collection period the better. 

 

Activity 

 

A firm’s annual sales revenue is £70 million and it has debtors to the value of £12 

million.  Calculate its debtors’ collection period. 

 

 

 

 

 

(c) Asset turnover  

 

This ratio measures a business’s sales in relation to the assets it uses to generate these 

sales.  The formula to calculate this ratio is  

 

Asset turnover =      sales      

    net assets 

 

This formula measures the efficiency with which businesses use their assets.  An 

increasing ratio over time generally indicates that the firm is operating with greater 

efficiency.  A fall in the ratio can be caused by a decline in sales or an increase in assets 

employed.   
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Interpretation: The results of asset turnover ratios vary enormously.  A supermarket 

may have a high figure as it has relatively few assets in relation to sales.  A shipbuilding 

firm is likely to have a much lower ratio because it requires many more assets. 

 

Activities 

 

(i) In the last financial year Hole & Sons Ltd had annual sales amounting to £690 

000.  During this financial year, their sales are expected to reach £725 000.  

The company’s net assets are unchanged at    £250 000.  Calculate the asset 

turnover ratio for the company for the two years. 

 

 

 

 

 

 

 

(ii) In which year did the company perform best (according to this ratio)?  Explain 

your answer. 

 

 

 

 

 

 

 

 

LIQUIDITY RATIOS 
 

These ratios are concerned with the examination of the financial stability of the 

organisation.  They are mainly concerned with the organisations’ working capital and 

whether or not it is being managed effectively.  Working capital is needed by all 

organisations in order for them to be able to finance their day-to-day activities.  Too 

little and the company may not be able to pay all its debts.  Too much and they may not 

be making most efficient use of their resources. 

 

(a) The Acid Test 

 

This ratio is sometimes also called the quick ratio or even the liquid ratio.  It examines 

the business’s liquidity position by comparing current assets and liabilities but it omits 

stock from the total of current assets.  The reason for this is stock is the most illiquid 

current asset, i.e. it is the hardest to turn into cash without a loss in its value.   With 

the omission of stock therefore we are able to perform a calculation that directly 

relates cash and near cash equivalents, (cash, bank and debtors) to short-term debts.  

This therefore provides a much more accurate measure of the firms’ liquidity. It is given 

by the formula 

 

Acid Test = current assets – stock: current liabilities 
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Again this is expressed as a ratio, for example 3:1. 

 

Interpretation:  Again conventional wisdom states that an ‘ideal’ result for this ratio 

should be approximately 1.1:1 Thus showing that the organisation has £1.10 to pay every 

£1.00 of debt.  Therefore the company can pay all its debts and has a ten- percent 

safety margin as well. A result below this e.g. 0.8:1 indicates that the firm may well have 

difficulties meeting short-term payments.    

  

Activity 

 

(i) Below is an extract from the accounts of Larner Lubricants Plc  

 

Current Assets £m   Current Liabilities £m 

 Debtors 350    Creditors  50 

 Stock   300    Tax payable               150 

 Cash   700    Dividends payable      100 

  

 Calculate the acid test ratio for Larner Lubricants. 

 

 

 

 

 

(ii) Assume the company reduces its dividends payable by 50%.  Recalculate the acid 

test ratio in the light of this change. 

 

 

 

 

 

 

 

GEARING 
 

Gearing is quite often included in the classification of liquidity ratios as this ratio 

focuses on the long–term financial stability of an organisation.  It measures the 

proportion of capital employed by the business that is provided by long-term lenders as 

against the proportion that has been invested by the owners.  Thus, we can see how 

much of an organisation has been financed by debt.  It is given by the formula: 

 

Gearing  =  long term liabilities + preference shares  x  100  

                                total capital employed          

 

Once again this is expressed as a percentage. 

 

 Total Capital = ordinary share capital + preference share capital + Reserves + 

Debentures + Long-term loans  

 Long term liabilities = Long-term loans + debentures 
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Interpretation: The gearing ratio shows how risky an investment a company is.  If loans 

represent more than 50% of capital employed, the company is highly geared.  Such a 

company has to pay interest on its borrowings before it can pay dividends to 

shareholders or retain profits for reinvestment.  High gearing figures indicate a high 

degree of risk.   As ordinary shareholders should enjoy a greater rate of return from 

lower geared companies.  Low geared companies i.e. those under 50% should provide 

therefore a lower risk investment opportunity, they should also be able to negotiate 

loans much more easily than a highly geared company as they are not already carrying a 

high proportion of debt. 

  

Activities 

 

Gettaway Holidays needs to raise £100 million to purchase new property.  The company 

is considering taking out a major bank loan.  The company’s total capital employed is 

£275 million.  It has issued preference shares worth £25 million and has existing long-

term liabilities of £50 million.   

 

(i) Calculate its gearing if it takes out the loan. 

 

 

  

(ii)   Calculate its gearing if the company changes it mind and continues as it is. 

 

 

 

 

(iii) Should a bank lend the company £100 million?  Justify your decision. 

 

 

 

 

 

 

 

INVESTMENT RATIOS 
 

Shareholders and potential shareholders are primarily concerned with assessing the 

level of return they might gain from an investment in a particular company.  These ratios 

are necessary as the value of shares can vary quite considerably.    

 

(a) Dividend Per Share (DPS) 

This is an important shareholders’ ratio.  It simply the total dividend declared by a 

company divided by the number of shares the business has issued. 

 

Dividend per share  =         total dividends      

   number of issued shares 

Results of this ratio are expressed as a number of pence per share. 
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Interpretation:  A higher figure is generally preferable to a lower one as this provides 

the shareholder with a larger return on his or her investment.  However, some 

shareholders are looking for long-term investments and may prefer to have a lower DPS 

now in the hope of greater returns in the future and a rising share price. 

 

(b) Dividend yield 

 

This is the dividend per share (for the entire year) expressed as a percentage of the 

market price of the share.   

 

Dividend yield = dividend per share x 100 

   market share price 

 

Results for this ratio can fluctuate regularly – even daily as they depend upon the firm’s 

share price.  A rising share price will cause the dividend yield to fall.  This ratio is most 

valuable to investors relying upon an annual income from the purchases of shares. 

 

Interpretation:  This ratio is expressed as a percentage.  Obviously higher percentages 

are preferred.  The current rates of interest paid on savings accounts provide a useful 

comparison, although the latter carry no risk (of capital loss).  Hence many investors 

would expect dividend yield to exceed the current rate of interest. 

 

Activities 

 

Simon Hartstone  has invested much of his savings in one of the UK’s largest 

manufacturers: Loddon Components.  The company has issued eight million ordinary 

shares.  At the end of the last financial year the company announced that it would 

distribute £400 000 to shareholders as dividends.  The company’s current share price is 

65 pence. 

 

(i) Calculate Loddon Components’ dividend per share. 

 

 

 

 

(ii) What is the company’s dividend yield? 

 

 

 

 

(iii)  Is this a good investment for Simon? 

 

 

 

 

 


