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By the end of this chapter you should be able to:
l determine the motivations of the different user groups of financial information
l understand how data can be made more helpful in how it is presented
l calculate ratios that measure profitability, liquidity and efficiency
l interpret and assess the results from calculating accounting ratios
l understand and evaluate the uses and limitations of data from accounting 

ratios.

INTRODUCTION
Businesses have a number of different stakeholder groups. These groups will 
be interested in business activities for a number of different reasons. Financial 
information can have more meaning if it is combined with other data. Accounting 
ratios combine financial data to provide information on business performance 
from the areas of the profitability, liquidity and efficiency of the business. 
However, these ratios should always be treated with caution as, although useful, 
they do have their limitations.

1.6.1 Users of accounting information
There are many different parties interested in the performance of a business, as shown 
in this diagram: 

y Linksencesounts
Financial Statement

Shareholders

Employees

Customers

Directors

Banks

Students

Tax authorities

Financial press

Teachers

Researchers

Competitors

Suppliers

Pressure groups

▲ Figure 6.1 The users of the financial statements of a limited company

Analysis and communication of 
accounting information to stakeholders1.6

1 FINANCIAL ACCOUNTING

KEY TERM
Stakeholders are 
groups that have a 
shared interest in the 
activities of a business, 
usually focusing on 
particular areas of the 
business activities.
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1.6
What are these different groups of people interested in? With the odd exception, all 
are probably interested in the survival of the business. The exceptions might include 
competitors and environmental groups.

Survival of the business will depend on the business’ ability to generate:

» profits – profitability
» cash – liquidity.

Profits are necessary for the long-term survival of the business and cash is needed for 
its day-to-day running, in other words, its short-term survival.

The differing requirements for information of stakeholders
The published financial statements of limited companies must satisfy the requirements 
of the Companies Acts, international accounting standards and the Stock Exchange. 
The statements are also used in various ways by other user groups.

▼ Table 6.1 The requirements for information of different groups of users

User Use

Managers As an aid to general decision making; also in order to make 
decisions regarding planning and control of the business

Employees For wage negotiations and to gauge their job security

Existing investors To make decisions about the adequacy of return on their 
investment and whether or not to sell or increase investment 
in the company

Potential investors To make a decision on whether or not to invest in the business 
(based on the information in the statements)

Lenders To know whether or not the business is able to service loans 
and, at term, to repay them

Suppliers and customers May wish long-term survival to ensure a sound and lasting 
trading partnership

General public To gain information regarding the business’ attitude towards 
environmental issues, etc

Government agencies For tax purposes and to ensure that the business conforms 
to Acts of Parliament that may be relevant, e.g. long-term 
planning

Public and environmental 
bodies

To monitor the business for its impact on the community and 
environment

How to communicate and analyse the information  
required by these different stakeholders
Users of financial information will look at the published financial statements of 
limited companies. However, the results obtained from a set of financial statements 
cannot be viewed in isolation, and the information may not be in a form that is 
required by the users. The data must be put into a useful form.

It is desirable to compare performance over a period of four or five years. If the time 
period reviewed is too short then it would be difficult to identify any trends. If the 
time period is too long then much of the earlier information will be out of date.

Methods of arranging data for analysis purposes
There are four main methods of arranging the data into a form that can be used by a 
person or organisation that wishes to analyse the results of a business.

9781398317239_Marketing_Sample.indd   7 29/08/20   6:49 AM
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1.6
1 Horizontal analysis makes a line-by-line comparison of each year’s results, revealing 

trends in the raw data.

EXAMPLE

2012 2013 2014

$000 $000 $000

Sales 2 176 2 581 2 667

This may be done using percentage changes:

% % %

8.8* 18.6 3.3

* Assuming sales in 2011 of $2 000 000.

2 Trend analysis uses a base level of 100 for the first year of analysis. Each 
subsequent year is then related to the base level of 100.

EXAMPLE

Using the same data as the previous example:

2012 2013 2014

108.8 129.05 133.35

3 Vertical analysis requires each component of a part of the financial statements to 
be expressed as a percentage of the total.

EXAMPLE

2012 2013 2014

Current assets – Inventory 25 28 24

  Trade receivables 54 48 52

   Cash and cash 
equivalents

21 24 24

100 100 100

4 Ratio analysis. To be useful, ratio analysis must be put into context. Ratios must 
not be used in isolation.

EXAMPLE

Anders scores 28 in an accounting test. Has he done well? We cannot tell; we 
need to put the result in context.
l If the maximum mark available was 30, then he has done well.
l If the maximum mark was 100, he has not done too well.
l If the rest of the class scored more than 60 marks, then Anders has a poor 

score.
l However, if the rest of the class scored below 20 marks, he has done well.

KEY TERM
Ratio is the term 
applied to the results 
of calculations 
used to compare 
the performance of 
businesses. It is a 
generic term applied to 
results expressed in:
l true ratios, e.g. a 

current ratio might 
be 4:1

l percentages, e.g. a 
gross margin might 
be 58 per cent

l time, e.g. a trade 
receivables turnover 
might be 32 days.
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1.6
Performance evaluation
How would the users of accounting information decide whether the profitability and/
or the liquidity of a business is acceptable?

The answer is: the same way that you decide whether the state of your earnings is 
acceptable or not.

» You compare your earnings this year with your earnings last year.
» You compare your earnings with those of your friends.
» You compare your earnings with the national average.
» You might even compare your earnings with what you had planned to earn.

The users of accounting information follow similar procedures to the ones that you 
might use.

Managers will ask: ‘Is the business performing better (or worse) than the figures 
produced in budgets or forecasts?’

They and other users ask:

» ‘Is the business performing better (or worse) than last year?’
  They compare previous results with the current year’s results.
» ‘Is the business performing better (or worse) than similar businesses?’
  They compare the results of businesses in the same industrial sector.
» ‘Is the business performing better (or worse) than the figures available for national 

publicly quoted companies in the same business sector?’
  They compare the results with those available for quoted companies, published as 

national statistics.

WORKED EXAMPLE

Businesses A and B compete in the same market. Based on the following 
information, which of the two businesses is performing better?

Business A
$

Business B
$

Sales revenue 125 000 200 000

Gross profit 50 000 65 000

Answer
l Business B has the higher gross profit by $15 000. This could be used to say it 

is better performing.
l Business A is better at ‘turning sales into profit’, i.e. it has the higher gross 

profit as a percentage of sales revenue (40.0 per cent compared with  
32.5 per cent).

l Using accounting ratios would help answer this sort of question.

STUDY TIP
Questions on 
interpretation and 
analysis generally 
require performance 
evaluation using ratio 
analysis. Learn the 
ratio formulae on 
page xx and what they 
reveal.
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1.6
1.6.2 Calculation and evaluation of ratios
Why use ratios?
Annual raw data is converted into ratios for the following reasons:

» Amounts expressed in isolation are meaningless; they need to be put into 
some context.

» Conversion into ratios helps in the analysis of the current year’s performance.
» It allows identification of trends by comparing results over a number of years.
» It means that trends may be extrapolated to make decisions that will influence 

future performance.
» It allows comparisons to be made with other similar businesses.

The most common ratios may be classified into:

» profitability ratios
» liquidity ratios
» efficiency ratios
» investment (or stock exchange ratios).

Although we will group ratios under these four major headings, you will not usually be 
asked to categorise your answers in this way.

In order to calculate and explain the ratios, we will use the following financial 
statements of Oyan Magenta, a public limited company, for the years 2015 and 2014. 
Even though the figures relate to a limited company, the principles would apply 
equally as well to the financial results of a sole trader or a partnership.

EXAMPLE

Oyan Magenta plc
Income statement for the year ended 31 March

2015 2014

$000 $000 $000 $000

Revenue 2 600 2 000

Less Cost of sales

Inventories 110 90

Purchases 1 460 1 240

1 570 1 330

Inventories (120) 1 450 (110) 1 220

Gross profit 1 150 780

Less Selling and distribution costs (310) (140)

Administration expenses (340) (650) (180) (320)

Profit from operations 500 460

Finance costs (debenture interest 
and preference dividend)

(46) (22)

Profit before tax 454 438

Tax (145) (151)

Profit for the year attributable to 
equity holders

309 287

KEY TERMS
Profitability ratios 
examine different 
measures of profits 
earned by the business 
in relation to other 
financial variables.
Liquidity ratios 
examine the solvency 
position of the business 
in terms of whether it 
has sufficient cash and 
liquid assets to cover 
the short-term liabilities 
of the business.
Efficiency ratios 
examine aspects of the 
working capital of the 
business and measure 
how efficiently these 
are being managed.

9781398317239_Marketing_Sample.indd   10 29/08/20   6:49 AM
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Oyan Magenta plc

Statements of financial position
at 31 March 2015 at 31 March 2014

$000 $000 $000 $000

ASSETS

Non-current assets at carrying 
amount

3 063 1 800

Current assets

Inventories 120 110

Trade receivables 240 220

Cash and cash equivalents 140 500 570 900

Total assets 3 563 2 700

EQUITY AND LIABILITIES

Equity

Ordinary shares of $1 1 500 1 500

6% preference shares 100 100

Retained earnings 849 595

2 449 2 195

Non-current liabilities

8% debentures 800 200

Current liabilities

Trade payables 169 154

Taxation 145 151

314 305

Total liabilities 1 114 505

Total equity and liabilities 3 563 2 700

Oyan Magenta plc
Extract from statement of changes in equity for the year ended 31 March 2015

$000

Retained earnings

Balance 1 April 2014 595

Profit for the year 309

904

Dividends paid (55)

Balance 31 March 2015 849

LEARNING LINK
These are not the only ratios that you should commit to memory. You will learn more 
new ratios in Chapter 13.

9781398317239_Marketing_Sample.indd   11 29/08/20   6:49 AM
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1.6
How to calculate key accounting ratios to measure 
profitability, liquidity and efficiency
The ratios we will examine in this chapter can be split into areas that focus on 
different aspects of business performance. In general, ratios are grouped according to 
whether they focus on the profitability, liquidity or efficiency of the business. These 
groups of ratios will usually concentrate on the following areas:

Group of ratios Areas of focus

Profitability These ratios look at different measures of profit of a business in 
relation to other variables, such as sales or capital employed.

Liquidity These ratios look at the solvency and liquidity of a business – whether 
or not it has sufficient liquid assets in order to settle the short-term 
debts of the current liabilities.

Efficiency These ratios look at how efficiently the business manages its 
inventory, trade payables and trade receivables.

In the following section, each ratio is explored in terms of which formula should be 
used, how the ratios are calculated and what the results of the calculations actually 
mean – i.e. we interpret the meaning behind the calculations. 

Profitability ratios and how to interpret and evaluate them
Return on capital employed (ROCE)
This ratio is often known as the primary ratio. It is the measure of how effectively 
the managers of the business are using the capital employed in the business.

Capital employed can be calculated by using:

» total assets less current liabilities, or
» issued equity capital and reserves, plus long-term loan capital.

There are a variety of ways of calculating the capital employed. We could use:

» opening capital employed
» closing capital employed
» or an average of opening and closing capital employed.

It is important that you use the same method each time. Choose the method you feel 
most comfortable with.

To enable your answer to be checked, always state the formula that you use. 
This principle applies to all ratio calculations.

Generally, ROCE (as well as inventory turnover, trade receivables turnover and trade 
payables turnover) uses average figures. However, on occasion it is impossible to 
calculate an average figure, so closing figures are used.

It is important that the same method of calculating is used each year (consistency) 
in order that results may be compared either with previous years or with other 
similar businesses.

Profit for the year to be used is profit from operations (i.e. profit before interest and 
tax). This enables us to make comparisons between businesses with different levels 
of borrowings.

ROCE
Profit for the year before interest and tax

Capital employed
100= ×

9781398317239_Marketing_Sample.indd   12 29/08/20   6:49 AM
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1.6
2015 2014

× =500 100
3249

15.39%
× =460 100

2395
19.21%

This tells us that for every $100 invested in the business in 2014, the business earned 
$19.21; a year later the business earned $15.39 for every $100 invested – a worse 
result.

Could the capital be used elsewhere to earn a greater return? Compare this ratio with 
the return in similar businesses.

Certainly, there has been a deterioration since 2014.

Gross margin
This ration is also known as the gross profit percentage.

Gross margin
Gross profit

Revenue
100= ×

2015 2014

1150 100
2600

44.23%
×

= 780 100
2000

39%
× =

This shows that for every $100 of sales, the margin was $39.00 in 2014; that is, every 
$100 of sales earned the business $39.00 of gross profit. It then improved to $44.23 
in 2015.

The margin will vary from business to business. Businesses with a rapid turnover of 
inventory will generally have a lower margin than a business with a slower inventory 
turnover.

The change identified might be due to a decrease in the cost of goods sold while 
maintaining selling price, or it may be due to a slight increase in the selling price 
while the cost of goods sold has reduced.

Mark up
Mark up is calculated as follows:

Mark up
Gross profit
Cost of sales

100= ×

2015 2014

1150 100
1450

79.31%
×

= 780 100
1220

63.93%
× =

This means that for every $100 of goods purchased, the price has been increased to a 
selling price of $163.93 in 2014 and $179.31 in the following year.

Students are advised not to use both the margin and mark up in any analysis they 
undertake because of the similarity in the data used.

STUDY TIP
Always state the 
formula that you are 
using when calculating 
any ratio.

STUDY TIP
An increase in the 
volume of sales will 
not affect mark up or 
margin. These ratios 
will remain constant. 
Changes in selling 
price and/or changes 
in purchasing price 
will affect both these 
ratios.
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1.6
EXAMPLE

Business renting premises versus Business owning premises

(include notional rent of premises for the second business)

Business employing management team versus Business run by owner

(include notional manager’s salary for the second business)

How to evaluate business decisions based  
on relevant information
Tom Clark is the owner of a small audio equipment retailer, ‘Seriously Hi-Fi’. He is 
concerned about the liquidity position of the business. He has just calculated the 
current ratio and acid test ratio as at 31 December 2020 and has compared with the 
calculations from last year. Here are his results:

2019 2020

Current ratio 2.4 1.3

Acid test ratio 1.1 0.7

Howard, a shop worker, studying Accounting in his spare time, believes that Tom is 
wrong and that the liquidity position is not a concern. This is because Howard thinks 
retail businesses need to worry less about liquidity than many other businesses. 

Is Tom right to be concerned about the shop’s liquidity position?

A strong answer might include the following:

Arguments which would support concern would include:

» liquidity position has worsened since last year based on the ratios
» acid test ratio is now below 1, meaning that trade receivables and cash flow would 

not cover the current liabilities in 2020
» inventory may not be very liquid after the December holiday period (unless sales 

were offered).

Arguments against concern would include:

» firm may be able to extend overdraft if seen as a reputable firm
» it is unlikely that all trade payables would need paying immediately
» current ratio is still above 1, indicating more current assets than current liabilities.

SUMMARY

After reading this chapter you should:
» know who the different stakeholder groups are and what reasons they  

have for interest in the financial statements of a business
» be able to calculate ratios for profitability, liquidity and efficiency of  

a business
» understand the meaning behind the results of the ratio calculations
» assess business performance based on the results of financial ratios
» understand that there are limitations in using the financial information to 

make judgements about business performance.

STUDY TIP
When comparing ‘like 
with like’ there may 
be a need to make 
adjustments to the 
figures given. Notional 
rents and management 
salaries may need to 
be included in one set 
of comparative figures.
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1.6.2 C
alculation and evaluation of ratios

1.6
SELF-TEST QUESTIONS

1 Why are results converted into ratios?

2 What do profitability ratios tell us?

3 Give an example of a profitability ratio.

4 What do liquidity ratios tell us?

5 Give an example of a liquidity ratio.

6 Give the formula for calculating the profit margin.

7 Give the formula for calculating inventory turnover.

8 How is average inventory calculated?

9 Bima makes a gross profit ratio of 54 per cent. Is this good or bad?

10 Mary’s average collection period is 42 days; her average payment period is 19 
days. Explain whether or not this is a good or a bad policy.

11 Identify two limitations of using ratios as an evaluation of performance.

EVALUATION SCENARIO

Once you have completed your study of the accounting system, you should be able to tackle any evaluation or 
decision-making question you may face.

These questions could focus on particular aspects of the accounting system used by a business. For example, 
as a business increases its size, the need to keep more complex records of business transactions will grow. 
In this case, having a system of books of prime entry to back up the double-entry ledger accounts should 
become increasingly useful. Smaller businesses may not see the benefits of keeping these complex, dual 
arrangements and may be able to function normally with partial accouting records maintained (e.g. single-
entry bookkeeping). Clearly keeping more records is more time-consuming, but the benefits of this for a larger 
business are apparent in terms of providing a backup, increasing the chance of locating errors, and so on.

Other decisions to be made by businesses would include deciding on the case for utilising accouting software 
for record keeping. Again, this decision will be based on the benefits and drawbacks of using software, which 
will depend on matters such as the size and complexity of the records to be recorded electronically. 

Questions may focus on whether or not the accounting system is beneficial to the business owner(s). 
Stronger answers would probably include considerations regarding:
l how large the business is – larger businesses probably need the backup that the full system offers
l how many transactions take place on a normal business day – the more there are, the more likely 

mistakes will be made
l how many people are involved in recording the transactions – the more people involved, the more likely 

errors will be made
l whether or not the business is geographically spread out – the more branches and locations a business 

operates in, the more justified a fuller system of recording transactions will be.

The same also applies to the decision of whether to use accounting software. Good answers will focus on:
l the trade-off between the cost of the software and the benefits it will bring
l the need for security – whether theft or fraud is a problem (more likely in a business with a larger number 

of workers)
l how securely data can be stored – this is usually linked to the cost of the software
l the size of the business – bigger businesses will have more transactions and this increases the risk of 

mistakes, which are less likely to occur if maintained through software (though some errors may still 
occur).
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