Profitability Ratios.

Gross Profit Margin

Gross profit 
x 100

     

               

Sales Revenue

Expressed as a percentage %

Higher gross margins are preferable to lower ones.

Net Profit Margin


Net Profit          x 100
   



    Sales Revenue

Expressed as a percentage %

Higher margins are preferable to lower ones.

Scenario

Jake, a family friend, has been running a bakery (Jake’s Cakes) from a shop in Godalming for a few years. He is considering whether to expand and open a second bakery store in Guildford. He has asked you to prepare a report on the financial performance of his business over the last 2 years, to help him make this decision. 

Task 1:  Complete the Profit and Loss explanation table, using the attached accounts
Task 2: 

Conduct ratio analysis on Jake’s Cakes’ accounts. 
Fill in the formula in column 1 and your working out and answer in columns 2 and 3.

	Ratio Formula
	Calculations and Answer

	
	2014
	2013

	Profitability
	
	

	Gross Profit Margin =


	
	

	Net Profit Margin =


	
	


Task 3: Analysis
a) Why do businesses such as Jake’s Cakes use accounting ratios to monitor the financial performance of the organisation?
Task 4: Evaluation
a) Now analyse the limitations of accounting ratios as a tool to monitor Jake’s Cakes’ performance.

	
	
	


	
	
	
	
	

	Profit and Loss Account

Jake's Cakes, for Year Ended Dec 31st 

2014
2013
£

£

Sales Revenue
76,500

68,000

Less Cost of Sales

Opening Stock 

3,900

3,100

Purchases

38,600

37,400

Closing Stock

1,700

3,900

40,800

36,600

GROSS PROFIT

35,700

31,400

Less Expenses

Wages

18,880

14,910

Rent

4,800

4,400

Rates 

2,350

2,250

Travel 

2,300

2,105

Sundries 

1,190

825

Electricity 

1,300

1,150

Total Expenses 

30,820

25,640

NET PROFIT

4,880

5,760
 

	
	
	
	
	
	


Profit and Loss explanation table
	Element of the Profit & Loss Account
	The purpose of the element What information does each element provide you with?
	What does the element mean? What does this information suggest about Jake’s Cakes?

	Sales Revenue
	
	

	
	
	

	
	
	

	Cost of Sales
	
	

	
	
	

	
	
	

	Gross Profit
	
	

	
	
	

	
	
	

	Expenses
	
	

	
	
	

	
	
	

	Net Profit         
	
	

	
	
	

	
	
	



