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• Helps us decide whether a company would be a good long-term 
investment.

• Give us insight into a company’s:

• Profitability 

• Liquidity position

• Operational efficiency 



• How well does the business earn profits from its operations? 

• We use items listed on the income statement in these calculations. 



Gross Profit Margin=
Gross profit

Sales
= 

(Sales −cost of goods sold)
Sales

End of Year Profit Margin =
End of Year Profit

Sales



Source: L'Oréal



Gross Profit Margin=
Gross profit

Sales
= 

(Sales−cost of goods sold)
Sales

=
€21,808.9

€29,873.6
=

(€29873.6− €8064.7)

€29,873.6

=73%
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End of Year Profit Margin=
End of Year Profit

Sales

=
€3,755.2
€29,873.6

=13%



Liquidity ratios help us determine whether a company has enough cash to pay all of its 
obligations in one year. 

We use the statement of financial position to calculate liquidity ratios. 



The statement of financial position reports a company’s assets and liabilities. 

Assets
= Liabilities

Equity

Assets=Liabilites+Equity
There are two ways to 

pay for things…

Use our own money 

Borrow money



Current Ratio=
Current Assets

Current Liabilities

If the current ratio <1 

• This means current liabilities are greater than current assets

• The business does not have enough cash to pay its liabilities in one year and so they will 
have to rely on long-term debt to do so. 

• We want to find businesses where the current ratio >1. 



Source: Inditex



Current Ratio=
Current Assets

Current Liabilities

=
€10,620
€5,383

= 2 > 1

Source: Inditex



Acid Test Ratio =
Cash + marketable securities + accounts receivable

Current Liabilities

Can inventory 

really be sold 

in one year? 

Source: Inditex



Acid Test Ratio=
Cash + m.securities + accounts receivable

Current liabilities

= 
€4,866 + €1,929 +€20 +€820

€5,383

= 1.4 > 1

Source: Inditex



Efficiency Ratios measure how good a company is at using its assets and liabilities 
to generate income. 

We use both the income statement and the statement of financial position to 

calculate efficiency ratios. 



Inventory Turnover=
Cost of goods sold

Inventory

Inventory Turnover calculates the number of times a company sells 
and replaces its stock in a year. 

The higher the number the better! 



Source: Nike



Inventory Turnover =
Cost of goods sold

Inventory

= 
$21,643

$5,622

= 4

Source: Nike



Return on equity measures how effectively management is using net assets 

(assets – liabilities = equity) to generate profits for its shareholders, who own the equity. 

Return on Equity=
End of Year Profit

Equity



Ex 1. Purchasing a house with £200,000 in 

cash. You receive £10,000 per annum after 

renting it out and subtracting all of your costs. 

Ex 2. Purchasing a £200,000 house with a £20,000 

deposit and getting a mortgage (debt) for the 

remaining £180,000. You expect to make £5,000 per 

annum after subtracting all of your costs. 

Return on Equity =
Net Income

Equity

= 
£10,000
£200,000

= 5%

Return on Equity =
Net Income

Equity

= 
£5,000
£20,000

= 25%




