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Contents 
Throughout this revision guide you will find all of the topics that could 
appear on your final exam. Each topic will have three sections; Read, 

Practice and Test. Each section is explained below: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Read 

The read sections of your revision guide give you 
definitions, explanations and key points to 
remember. You are advised to read and highlight 
the key points 

Practice 

The practice sections give you the opportunity to 
have a go at completing activities similar to the 
exam questions. You should use your notes to help 
you complete these questions 

Test 

The test section has exam questions for you to 
attempt. You should complete these questions 
without your notes and within a given time limit. 
Remember 1 minute per mark! 

 You should then use the answer booklet to check 
how you did or ask your teacher to mark it for you. 
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1) Financial 
Documents 

 

                      There are 9 financial documents used within a single transaction 
between two businesses. The documents follow a particular order and 
have to be completed accurately otherwise it could have serious 
consequences for the business.  

 

Below is a diagram to show the flow of financial documents between the customer 
(Buyer) and supplier (Seller). You will need to know the order of these documents 
and what each document is used for. 
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Continued on next page… 
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 Mark out of 8 
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Mark out of 5 

 

 

 

 

 

 

 

 



27 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Mark out of 6 
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2) Computerised      
Accounting 
Systems 

Definition: As its name suggests, “Computerised accounting” is accounting done 
with the aid of a computer. It involves using software to create financial documents 
automatically, it also allows the business to keep track of a client’s financial 
transactions 
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Billy-Bob Brannan has been told by his friend Jimmy-John Jingle that he would 
benefit from introducing a computerised accounting system to help him complete his 
financial documents. Billy-Bob isn’t sure what a computerised accounting system is 
or what it does. Help Billy-Bob out by explaining what a computerised accounting 
system is and how it might help him with his business selling Banjo’s. (8) 
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Billy-Bob likes the sound of introducing a computerised accounting system but just 
as he was looking to invest, Jimmy-John explains that a computerised accounting 
system could potentially lead to a drop in profits. Billy-Bob is confused again. Help 
him out again by explaining why a computerised accounting system could lead to a 
drop in profits (6) 
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 Mark out of 2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Mark out of 6 
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3) Business 
Costs 

 

 

A cost is occurred when the business has to pay for an object or service.  
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There are two types of costs; Running costs and start-up costs. 
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State two examples of running costs and explain how you know they are running 
costs 

1)................................................................................................................................................
...................................................................................................................................................
...................................................................................................................................................
...................................................................................................................................................
................................................................................................................................................... 
................................................................................................................................................... 
 
 
2)................................................................................................................................................ 
...................................................................................................................................................
...................................................................................................................................................
...................................................................................................................................................
................................................................................................................................................... 
 
Running or start-up? 
 

Cost Start-up cost Running cost 
Rent   
Computer equipment   
Utility bills   
Staff wages   
New factory building    
Equipment Maintenance   
Initial advertising   
Annual staff training   
Delivery Vehicle   

 

 

Macy is the owner of Grandio Supermarkets. She has 
been told that she can reduce costs by using ICT. She 
has money to invest but is unsure of what to buy. 
Advise Macy on what she could buy and explain how 
this will benefit the company. (6) 

 

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

..................................................................................................................................................................

.................................................................................................................................................................. 

..................................................................................................................................................................

.................................................................................................................................................................. 

..................................................................................................................................................................

.................................................................................................................................................................. 
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Mark out of 6 
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4) Payment   
nnnnnnnMethods 

When a customer buys something from a business they have to make a payment for 
the goods or services they receive. Equally when a business pays a supplier they 

also have to make a payment. When making a payment they have various options to 
choose from. 

 

CASH 

DEBIT CARDS 

CREDIT CARDS 

CHEQUES 

DIRECT DEBITS 

CREDIT TRANSFERS (BACS) 

ONLINE PAYMENT SYSTEMS 
e.g.PayPal 

 

 

 

 

 Each payment method is defined with advantages and disadvantages on the next 
few pages.  
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Online Payment Systems 

How Payment Method Works 

Online payment systems are used as a ‘middle man’ to transfer payment from the 
buyer to the seller using the internet.  

Often they are used on websites when the buyer uses the checkout option. The 
buyer is asked to enter their bank account and delivery details and the system 
processes the payment from the buyers to the sellers account.  

A well known example of this system is PayPal..  

PayPal allows both buyers and sellers to create an account that is linked to their 
bank account.  

When buyers make a payment, the money is taken from their bank account by 
PayPal and sent to the sellers PayPal account.  

The seller can then either decide to transfer this payment in to their own bank 
account or leave it in their PayPal account to use themselves. 

 

 

 

 

 

 

 

 

 

 

 

Cost(s) for the buyer 

Online Payment accounts are usually free to create. As a buyer you don’t have to 
pay a fee to send a payment unless you are sending money that requires a currency 
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conversion. This means if you sending a payment to a business in a foreign country 
there is likely to be a charge to process this payment. 

Cost(s) for the seller 

Sellers have to pay a percentage of the transaction in commission. This is usually 
around 4% of the overall transaction. Therefore if you were selling a product online 
for £50 and your customer pays through an online payment system, £2 will be 
deducted to process the transaction. 

Time it takes 

Payment is deducted instantly from the buyers account once they press the final 
‘Buy’ button however it can take up to 3 days to be received by the seller. This is due 
to transaction times and security checks. 

In extreme cases it can take up to 21 days before the seller is able to receive the 
money. This is to ensure the seller has the money available to refund the buyer if 
something goes wrong. 

Summary of Relative Advantages 

For Buyer: 

 No transaction fee (Unless sending money to foreign country) 
 Details of your bank account are not shared with the seller 
 Can be used on smart phones 
 Convenient method of payment  
 Discounts are sometimes offered when paying using an online payment 

system 

For Seller: 

 Attract new customers using the Internet 
 Allow sales 24 hours a day – The internet is always on! 
 All of the work is done for you. No travelling to the bank 
 Digital record of all of your income. 

Summary of Relative Disadvantages 

For Buyer: 

 Cost to convert currency when sending payments abroad 
 Requires signing up and creating an account which can be difficult for non-

technical customers 

For Seller: 

 Commission has to be paid on each transaction  
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 Money can take up to 21 days (in extreme cases) to reach the seller. Normally 
takes 3 days 

 

ALWAYS! Make sure when answering a methods of payment question you identify if  
You are writing about the customer or the business.  
 

Too often marks are lost writing about the advantages or disadvantages to the 
wrong person. 

Below is a summary of the advantages and disadvantages of each payment 
method to both the customer and the business. Make sure you know them! 

 

CUSTOMER 

 

 

 

 

 

 Advantages Disadvantages 
Cash  Easy to use – Convenient. 

 No charges to pay by cash. 
 Could be easily lost. 
 No record of transactions. 

Credit Card  Can buy things you want 
but don’t have the money 
for immediately. 

 Allows you to pay back in 
stages rather all in one go. 

 Can use it online including 
using different currencies. 

 You have to pay interest on 
the repayments. 

 Charges if you miss 
repayments. 
 

Debit Card  Can use it online including 
using different currencies. 

 No fees to make a 
transaction 

 Have to have money in the 
account to be able to 
spend it. 

 
Cheque  Keeps the money in your 

account for 3 days whilst 
processing. 

 Allows you to keep a 
record of transactions. 

 Can’t be used online. 
 Not accepted everywhere, 

this type of payment is 
dying out. 

Online 
Payment 
Systems 

 No Fees 
 Allows online shopping at 

any time 
 Convenient  

 Some charges to process 
currency conversion 

 Some technical knowledge 
needed to send payments 
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See the next page for the advantages and disadvantages to businesses 

 

BUSINESS 

 

To be ready for your exam, make sure you can confidently explain advantages 
and disadvantages for both customer and businesses for each payment method! 

 Advantages Disadvantages 
Cash  Immediate payment – can 

be instantly used to buy 
new stock/invest elsewhere 
in the business. 

 No cost to process cash at 
the bank 

 Not very secure as you 
have to keep cash on your 
premises. 

 Could lead to human error 
when counting up. 

 Has to be transported to 
the bank.  

Credit Card  Customers will make 
‘impulse’ buys meaning 
they are more likely to 
spend more money. 

 Can take payment 
online/over the phone 

 Less cash on the premises 

 Costs to process the 
payment 

 Have to invest in buying 
the equipment (Chip + Pin) 

 Delay before the money is 
in the business account 
can be up to three days. 

Debit Card  Can increase payment over 
the phone and online. 

 Keeping up with customer 
expectations – most want 
to pay by card now. 

 Allows overseas payment 

 Cost to process the 
payment. 

 Need to purchase 
equipment (Chip + Pin) 

 Can be a delay in the 
money reaching your 
account (Up to three days) 

Cheque  Less cash on the premises 
if a customer pays a large 
amount using a cheque. 

 May appeal to older 
generation who do not trust 
modern technology. 

 Takes 3-5 days to receive 
the payment from the 
customer and get it in to 
the account. 

 Cheques will bounce if the 
customer doesn’t have the 
money in their account. 

 Cheques have to be 
processed or ‘cleared’ at 
the bank. Banks charge a 
fee to clear cheques. 

Online 
Payment 
System 

 Attracts new customers 
(particularly those using the 
internet – younger 
generation) 

 Allows 24/7 purchases 
 Attracts international 

customers 

 Have to pay for each 
transaction (normally 
around 4%) 

 Can take time to receive 
the money in to your 
account. Normally 3 days 
but sometimes up to 21 
days. 
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Create your own payment methods cheat sheet 

How many advantages and disadvantages can you recall? 
 

Firstly, without your notes, give at least one advantage and disadvantage for each payment 
method for both business and customers. 

 
Once you have had a go, go back to your notes and fill in any you have missed 

 

 

 

 

Now try and do the same on the next page...this time from the point of view of the 
business/seller 
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Remember to give it a go without using your notes first 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Practice MOP questions 

Explain one advantage and one disadvantage to Sharpe’s world of knives of 
allowing customers to pay using cash. (4) 

Advantage 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 

Disadvantage 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 
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The wonderful world of Wilson have recently conducted some market research 
and found that most of their customers prefer to pay by debit card rather than cash. 
Explain why some customers may prefer debit cards rather than cash (3) 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

 

Outline one advantage to customers of allowing them to pay by cheque when 
purchasing sports cars from Carr’s cars. (2) 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

 

Outline one disadvantage to Cooper’s clothes of allowing customers to pay by 
credit card. (2) 
___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

 

Outline one advantage to Richard’s Reem Refrigerators of allowing their 
customers to pay by debit card (2) 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 
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 Mark out of 6 
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Mark out of 6 
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 Mark out of 3 
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5) Profit & Loss  
nnnnnnAccounts 

 

Introduction 

Profit is one of the main reasons why most businesses exist and ultimately why most 
people decide to start their own business. It is the reward for the risk and effort 

involved with setting up, running or investing in a business. 

Definition 

Profit and Loss accounts are statements that show the income/revenue of a 
business and all of its costs/expenses. 

It shows a business owner a breakdown of all money coming in and all money going 
out and how much is left over (Profit) within a certain time frame (Normally a year) 

A typical layout of a profit and loss account is provided below: 
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Constructing a profit and loss account 

 

Let’s annotate this example to try and understand what a profit and loss 
account is showing us: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

Total Sales 
Money coming in to the business from 
sales of products or services. 

Cost of Sales 
All of the costs directly involved in 
producing the goods or services. 
E.G – Raw materials 

Gross Profit 
Total Sales – Cost of sales 

Other Expenses 
All other costs incurred by the 
business that are not directly involved 
with producing the goods or services. 

Total Expenses 
All of the ‘other expenses’ added 
together 

Net Profit 
Gross Profit – Total Expenses 

Remember the order: 
 
Sales 
Cost of Sales 
Gross Profit 
Other Expenses 
Net Profit 
 

REMEMBER SCGON 

Silly Children Gassed On Nando’s 
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Constructing a profit and loss account 

 

So we know SCGON. 

Now we need to know how to work with the numbers. 

All you need to remember is start from the top and KEEP TAKING AWAY! 

Step 1) Sales – Cost of sales = Gross Profit 

Step 2) Gross Profit – Other expenses = Net Profit 

 

 Minus 

 

 

 

 

    Minus 

 

 

 

 

 

A profit and loss account starts by showing how much money you’ve made right at 
the top and then slowly takes away money to pay all of your costs.  

 

The net profit is what is left. Or in other words; what’s left in your net. 
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Hopefully this is making some sense. It’s simple right? 

Sales £10 
Cost of sales £3 
Gross Profit £7 
Other Expenses £2 
Net Profit £5 

 

Start from the top and minus your way down. 

Step 1) £10 - £3 = £7 

Step 2) £7 - £2 = £5 

Totes simple, easy peasy! 

 

The exam board like to make it slightly more difficult by making you work out your 
own sales and other expenses. Most of the time your profit and loss account will look 

something like this: 
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It’s up to you to fill the gaps. 

Here’s the checklist of how to answer a profit and loss question perfect every time. 

 

1) Fill in SCGON – Make sure if there are blanks on the left hand side you fill 
them in! 

 

 

 

 

 

2) Work out how much income the business makes from sales of its products: 

 

 

 

 

 

Hmmm… 
Silly Children Gassed on 

Nando’s 
 

COST OF SALES! 

Total Sales = 

35,000 + 26,500 + 5,750 

67,250 



68 
 

 

 

3) Work out cost of sales (Normally given to you) 

 

 

 

4) Work out Gross Profit (Sales – Cost of Sales) £67,250 – £35,200 = £32,050 

 
 
Not done yet. On to the next page… 
 
 
 
 

5) Now write in the other expenses from the information given to you in the exam 
paper. Take care with your spelling and make sure the numbers are correct! 

 
 
 

 

 

 

 

 

 

6) Now add up all of the other expenses: 
£1,500 + £4,500 + £1,500 + £750 = £8250 
And add this to the profit and loss account. 
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7) And finally work out the Net profit (Gross Profit – Other expenses £32,050 - 

£8250 = £23,800) 

 

 

 

 

 

 

And that’s it! Step by step of how to complete a profit and loss account. Use these 
steps to answer the next few examples and then test yourself on the exam questions 

to see how much you know. 
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Profit and Loss account activities 

 

Fill in the blanks to show the order of a profit and loss account: 

Sales 
 
 
Other 
Expenses 
 

 

Complete the following profit and loss account: 

Sales £35,000 
Cost of Sales £12,000 
Gross Profit  
Other Expenses £6,000 
Net Profit  

 

Katy has asked you to help her construct a profit and loss account using the figures 
below 

Sales Revenue – £50,000 

Electricity - £2,000 

Phone Bill - £1,000 

Rent - £12,000 

Cost of sales – £21,000 
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       Will is a farmer who sells cow’s milk to supermarkets and vegetables in his farm 
shop. He needs help constructing a profit and loss account for 2012.  

He has provided the following figures: 

Sales of milk - £138,000 

Electricity - £23,000 

Revenue from farm shop – £24,000 

Rent - £12,000 

Equipment - £15,000 

Cost of sales – £81,000 
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If Will the farmer wanted to increase his Net Profit what would you recommend he 
does? (2) 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 

 

 

Issac creates wooden garden furniture and sells them on his online store; 
www.issacswood.com. He has asked for your help creating a profit and loss account 
for the previous 6 months: 

Here are his figures: (This one is tough – take your time) 

Online Sales - £86,000 

Raw materials - £37,000 

Rent - £12,000 

Website maintenance - £4,000 

Equipment - £25,000 

Petrol - £1,500 
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If you are struggling with this go back and read your definitions for each of the 
headings SCGON. 
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 Mark out of 8 

 

 

 

 

 

 

 

 Mark out of 2 
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 Mark out of 8 
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Complete the profit and loss account for The Kimberley Hotel for year ending 2011. 

 

 Mark out of 4 
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Final challenge! 

Create a profit and loss account using the figures below: 

Online Sales - £186,000 
In Store Sales – £195,000 
Rent - £87,000 
Equipment - £55,000 
Utility Bills - £11,500 
Wages - £169,000 
Cost of Sales - £81,000 
 
 
  

  

  

  

  

  

  

  

  

 

This isn’t an exam question so don’t worry! It will never be this tough. If you can do 
this then you have mastered Profit and Loss Accounts…check you out! 
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6) Balance   
Sheets 

 

Introduction 

It is important to accurately value a business and to get an understanding of what it 
owns and what it owes, Balance sheets show you exactly that. They are an essential 
document for business owners as well as other stakeholders such as shareholders 

and financiers. 

Definitions 

Balance sheets are a snapshot of a business’s worth. It shows the company’s 
financial position as well as what the business owns (assets) and what it owes 

(liabilities). 

Before we attempt to understand the layout of a balance sheet we need to define a 
few key terms: 

Assets – Items that belong to the business. 

There are two types of assets 

Fixed assets - Items that are bought to be used by a business over a long period of time 
(more than a year). 

 
E.g. Property, equipment, vehicles 

 
 

Current Assets - Items that are defined as short term possessions (owned for less than a 
year). 

 
E.g Stock, Cash in the bank, Debtors (People who owe you money) 
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Liabilities – Things a business has to pay for. 

Again there are two types: 

Current liabilities - Short term debts that usually owed for less than a year. 
 

E.g. Utility Bills, Staff wages, Creditors (People who you owe money to) 
 
 

Long-term liabilities - Amounts that a business owes for longer than a year. 
 

E.g – Mortgages, banks Loans 
 

Working Capital  

 Current Assets – Current Liabilities 

This shows how much money the business is likely to have within the next 12 
months because it shows what will be left when they sell all of their current assets 

and then pay their current liabilities. 

 

Capital 

How much has been invested in to the business by the owners 
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Lots to think about but just remember if it has the word current it means less than 12 
months.  

A typical balance sheet is shown below: 

Balance sheet for Smith’s Superstore 1st April 2014 

  £  £ 

Fixed Assets     

Property    150,000 

Equipment    20,000 

    170,000 

     

Current Assets     

Stock    9,000 

Cash in the bank    8,000 

    17,000 

     

Current Liabilities     

Utility Bills  7,000   

     

Working Capital  10,000   

Net Total Assets  180,000   

     

Financed by:     

Capital    150,000 

Profit    30,000 

    180,000 

 

On the next page we will annotate it to make sure you understand what it shows. 
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Breaking down Balance Sheets 

Balance sheet for Smith’s Superstore 1st April 2014 

  £  £ 

Fixed Assets     

Property    150,000 

Equipment    20,000 

    170,000 

     

Current Assets     

Stock    9,000 

Cash in the bank    8,000 

    17,000 

     

Current Liabilities     

Utility Bills  7,000   

     

     

     

     

     

     

Working Capital  10,000   

     

     

     

Net Total Assets  180,000   

     

     

     

     

Financed by:     

Capital    150,000 

     

     

Profit    30,000 

     

     

     

     

     

     

    180,000 

 

 

 

Fixed Assets 

This shows the value of all of the fixed 
assets in the business. In this example the 

business has £170,000 worth of fixed assets 

Current Assets 

This shows the value of all of the current 
assets in the business. In this example the 

business has £17,000 worth of current 
t

Current liabilities 

This shows the value of all of the current liabilities 
in the business. In this example the business has 

£7,000 worth of current liabilities (debts) 

Working Capital 

Current Assets – Current Liabilities 

£17,000 – £7,000 

Net Total assets 

Fixed Assets + Working Capital 

£170,000 + £10,000 

Capital 

How much has the owner has invested  

Value of the business 

How much the business is worth.  

This should always match with Net Total 

Profit 

How much money the business has made 

Balance sheets should always balance. Think of it as 
two separate documents. The top part (above the black 
line) shows the company’s assets and liabilities and the 
bottom half shows where the money has come from to 
purchase the assets.  
 
Net Total assets and the overall value of the business 
should always match!  
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Ok so balance sheets aren’t easy! Luckily they won’t make you create a balance 
sheet from scratch in the exam. You will be asked just to fill in the blanks like this: 

Balance sheet for Smith’s Superstore 1st April 2014 

  £  £ 

Fixed Assets     

Property    150,000 

Equipment    30,000 

     

     

Current Assets     

Stock    9,000 

Cash in the bank    8,000 

    17,000 

     

Current Liabilities     

Utility Bills  7,000   

     

Working Capital     

Net Total Assets  190,000   

     

Financed by:     

Capital    150,000 

Profit    40,000 

     

 

Just concentrate on remembering the difference between assets and liabilities. This 
includes current and fixed assets and current and long term liabilities.  

Also they do like to throw in a question about working capital every now and again so 
remember: 

Current assets – Current Liabilities = Working Capital 
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Let’s have a go at some examples 

 

 

 

 

 

 

Look at the information below and in the end column decide if the item is an asset or 
liability: 

Item Amount £ Asset or liability? 
Cash in the till 565  

Suppliers awaiting payment 1,000  
Delivery van 5,000  

Money in the bank 8,000  
Stock  6,500  
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Warehouse building 120,000  
Utility Bill 6,000  

 

What is the total value of current assets for this business? 
________________________________ 

What is the value of current liabilities for this business? 
__________________________________ 

What is the working capital for this business? 
___________________________________________ 

 

Work out the following for Ice Snax LTD 
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Complete the shaded cells in the following balance sheet: 
(Use your notes if you need to)  
 

Balance sheet for Harriet’s Hardware Store 

  £  £ 

Fixed Assets     

Property    220,000 

Equipment    40,000 

     

     

Current Assets     

Stock    35,000 

Cash in the bank    8,000 

    43,000 

     

Current Liabilities     

Utility Bills  7,000   

Supplier Bill  24,000   

     

Working Capital     

Net Total Assets     

     

Financed by:     

Capital    200,000 

Profit    72,000 
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CJG Photography offer photo shoots as well as selling 
 camera equipment and accessories in their store. 
 

 

 

 

  

 

 

 

Overall mark out of 6 

 

 

 

 

 

  

Overall mark out of 1 

 

 

 

 

 

 

 

Overall  
mark out of 2 
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Complete the shaded boxes to help Sarena complete her balance sheet 

Balance sheet for Sarena’s Sugary Snacks 2013 

  £  £ 

Fixed Assets     

Property    120,000 

Vehicle    8,000 

     

     

Current Assets     

Stock    15,000 

Cash in the bank    3,000 

    18,000 

     

Current Liabilities     

Utility Bills  7,000   

Supplier Bill  14,000   

     

Working Capital     

Net Total Assets  125,000   

     

Financed by:     

Capital    112,000 

Profit     

Capital Employed    125,000 

 

  Marks out of 3 

 

 

 

 

 

 

 

 

 

 

 

(1) 

(1) 

(1) 
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7) Solvency Ratios 
 

Introduction 

Ratios are used to analyse a company’s performance and are often used to compare 
performance over multiple years. Solvency ratios are used to measure solvency or 

liquidity. In other words; how likely you are to be able to pay off debts. 

Definition  

There are two types of solvency ratios: 

 

Current Ratio 

The current ratio shows how many current assets a company has compared to 
current liabilities.  

This is shown as a ratio E.g. 1.2:1. 

Let’s try and understand what a ratio of 1.2:1 actually means: 

 

 

1.2:1 
 

 

 

Acid Test Ratio 

 

 

 

 

This shows the amount of assets 
the company has compared to 
debts. If it is 1 then it means it 
has the same amount of current 
assets as current liabilities. If it’s 
more than 1 then they have more 
current assets than liabilities.  

This number is always 1. This 
represents the current liabilities of 
the company  

Therefore in this case the ratio shows they have 1.2 
asserts to every 1 liability.  

Imagine this as having £1.20 in your pocket to pay £1 
worth of debt. This is ideal because you can afford it. 
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Acid-test Ratio 

The acid test ratio is very similar to the current ratio but it doesn’t take in to 
consideration stock.  

This is because stock is not guaranteed to sell and therefore cannot be relied upon 
when testing to see if a business can pay debts. 

 

Calculating Ratios 

Acid Test Ratio Current Assets – Stock 
Current Liabilities 

Current Ratio Current Assets 
Current Liabilities 

 

Don’t worry about memorising these as they are given to you in the exam 

Ideal Values 

Both ratios have ideal values that business should aim to achieve. They are: 

Acid-Test Ratio 1 – 1.5 
Current Ratio 1.5-2 

 

If a business has Ratios that are higher than the ideal values this isn’t a huge 
concern because they are clearly able to pay back their debts. However it may 
suggest they have too many current assets that are not being utilised. 

Example 

 £ Asset or liability? 
Stock 8,000 Current asset 

Cash in the bank 12,000 Current asset 
Utility Bills 14,500 Current Liability 

 

Let’s work out the ratios using this information: 

Current Ratio: 

Current assets ÷ Current Liabilities 

£20,000 ÷ £14,500 = 1.3 

Or 1.3:1 
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Acid-Test Ratio: 

Current assets - Stock ÷ Current Liabilities 

£20,000 – £8,000 ÷ £14,500 = 0.8 

Or 0.8:1 

 

So what does this mean?  

The current ratio is ideal and therefore suggests the business has enough assets to 
pay back its debts. 

However when we take away stock and calculate the acid test ratio, we can see that 
the business is under the ideal value. This means the business would struggle to pay 

back its debts if it cannot sell its stock. 

 

Two ideal values would mean a business is solvent and able to pay back its debts 
even if they sell no stock at all.  

Have a go for yourself on the next page. 
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Use the following information to calculate the current and acid test ratios: 

 

The Current Ratio: 

 

 

What does this show? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

The Acid Test Ratio: 

 

 

What does this show?  

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

Is this business solvent? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

 

Current assets 
 

12,000

Current liabilities 
 

14,000

Stock 
 

2,000

Show your workings 

Show your workings 
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Have another go: 

 

The Current Ratio: 

 

 

 

What does this show? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

The Acid Test Ratio: 

 

 

 

What does this show?  

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

Is this business solvent? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

 

 

Current assets 

 
18,000

Current liabilities 

 
10,000

Stock  4,000

Show your workings 

Show your workings 
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Ok one more: 

 

The Current Ratio: 

 

 

 

What does this show? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

The Acid Test Ratio: 

 

 

What does this show?  

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

Is this business solvent? 

……………………………………………………………………………………………………………
……………………………………………………………………………………………………………
…………………………………………………………………………………………………………… 

 

 

Show your workings 

Show your workings 
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If a business has a current ratio of 2.3 what does this mean? (2) 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
____________________________________________________________ 

David is concerned as his Acid-Test ratio is under the ideal value. He is unsure of 
how to improve the ratio. Advise David on how this can be done. (6) 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 
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Mark out of 8 

 

 

 

 

Jenny is considering expanding her business but is unsure if she 
can afford to do so. Using the solvency ratios advise Jenny on 
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Mohammed is unsure of what his businesses ratios actually mean. He asked his 
finance department to calculate the ratios and send them to you. 

 

 

 

 

 

Explain to Mohammed what the ratios show about the solvency of his business.  (6) 

__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________ 
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________ 
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________ 
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________
__________________________________________________________________________________ 

Mark out of 6 

 

 

 

 

 

 

 

 

 



98 
 

8) Profitability  
Ratios 

Introduction 

Profitability ratios are used to monitor how much cash a business is able to generate. 
It is often compared with previous year’s performance and also competitor’s figures 

to get an idea of how the business is performing. 

Definitions 

There are three types of profitability ratios: 

Gross Profit Margin 

Gross profit margin shows what percentage gross profit the business has generated. 
(Go back and check the definition of gross profit if you aren’t sure what this means) 

 
Net Profit Margin 

Net profit margin shows what percentage net profit the business has generated. 
 

Return on Capital Employed 

The return on capital employed shows what percentage return the owner has made 
from their investment. This allows you to see how much money the owner has 

received from the business compared with how much money he has put in. 

Calculating Ratios 

 

 

 

 

 

 

 

You would need to look through the 
business profit and loss account to find the 
necessary values to calculate the 
profitability ratios. 

All of the three profitability ratios are 
displayed as percentages 
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Ideal Values 

The ideal values of the profitability ratios are nice and simple; 

The higher the percentage the better! 

What do the percentages mean? 

Gross Profit Margin 
 
 
 
 

The values of these ratios show how 
much of every pound earned is gross or 

net profit. 
 

Example 
If Gross Profit was 22% it would mean 
for every pound the company makes 

from sales 22p would be kept as gross 
profit. 

 
If Net Profit was 4% it would mean for 
every pound the company makes from 
sales 4p would be kept as net profit.   

Net Profit Margin 

 

Return on Capital Employed The value of this ratio shows how much 
money the owner of the business has 
made compared with his investment. 

 
Example 

If an owner invests £5,000 and makes a 
return of £2,500 then he would have 

earnt a 50% Return on capital employed
 

That is why the higher the values the better! 

Be careful though! The exam normally asks you to compare profitability ratios from 
multiple years to assess a company’s performance. Clearly the business would hope 

that profitability ratios would be rising to show the business is making more profit. 
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Example 

Let’s work out the profitability of this company using the figures below: 

 

Always give answers to two decimal places! 

 Calculation Answer 
Gross Profit Margin £120,000 ÷ £230,000 

X100 
52.17% 

Net Profit Margin £35,000 ÷ £230,000 X100 15.21% 
Return on Capital 

Employed 
£35,000 ÷ £15,000 X100 233.33% 

 

What does this mean? 

It shows that this business is a profitable business and has healthy profitability ratios. 
The owner has made a 233% return on their investment which shows that 

investment could be potentially lucrative if the business continues to perform in this 
way. 

 

 

 

 

 

 

 

 

 

Sales  230,000

Gross profit 

 
120,000

Net profit 

 
35,000

Capital 

 
15,000
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Ok your turn: 

Work out the profitability ratios for this company: 

 

Remember to show your working…and give your answer to two decimal places! 

 Calculation Answer 
Gross Profit Margin   
Net Profit Margin   
Return on Capital 

Employed 
  

 

What does this show about the business? 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________ 

 

 

 

 

 

 

 

 

 

Sales 

 
100,000

Gross profit 

 
75,000

Net profit 

 
11,000

Capital 

 
5,000
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Ok try this one: 

 

 

  

Blane the owner invested £45,000 of his own money to start this business. 

Work out the profitability ratios for both years 

2012 

 Calculation Answer 
Gross Profit Margin   
Net Profit Margin   
Return on Capital 

Employed 
  

 

2013 

 Calculation Answer 
Gross Profit Margin   
Net Profit Margin   
Return on Capital 

Employed 
  

 

Blane (the owner of the business) has asked you to explain to him what the 
profitability ratios show. (6) 

___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________
___________________________________________________________________  
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Mark 
 out of 8 
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The past two years Sam’s accountant worked out that the businesses Gross Profit Margin. 

There were as follows: 
 

2009 2010 
69% 71% 

 
This year however Sam’s account has said he ‘can’t be arsed’ and therefore Sam has asked 

you to help out.  
Using the following figures work out the Gross Profit Margin for 2011. 

 
   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Mark  
out of 7 

 

Sales 

 
175,000

Gross profit 

 
136,000

Net profit 

 
95,000

Capital 

 
125,000

(2) 
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If they are feeling particularly evil the examiners can test you on both ratios together in one 

question. Try this one: 
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Contiuned from previous question: 

_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________
_________________________________________________________________________ 
 

Mark  
out of 10 

 

That’s a tough question! 

 



107 
 

 

9) Importance of financial 

documents to stakeholders 
Overview 

Each business document serves a purpose for the business. The profit and loss shows how 
much money is going in and out of the business. The balance sheet shows how much the 
business is worth. These financial documents are important for the business. But they are 

also important for the business stakeholders. Each stakeholder (a person who is affected by 
a business’s decisions) will have a different interest in a business’s documents.  

Here’s an overview: 

Stakeholder Why are they interested in the business 
documents? 

Customer Customers want to know how well a 
business is doing and therefore will look at 

profit and loss accounts and balance sheets 
to assess the businesses performance.  

 
Loyal customers want to check on how well 
their favourite business is doing whilst other 

customers who are thinking of making a 
purchase that they will keep for a long time 

(e.g. a new car) want to know that the 
company will still be around in a few years’ 

time if things go wrong. 
Owners Owners are obviously interested in the 

documents as it helps them to keep a track 
of the business. It allows them to make 
decisions and plan for the future of the 

business. 
Suppliers Suppliers want to know that they can be 

paid on time. They will monitor a company’s 
documents to make sure the company they 
are supplying is making enough money to 

pay back any debts. 
Government The government will assess companies 

documentation to make sure they are 
paying the correct amount of tax. 

Competition Competition will be keeping a watchful eye 
over other businesses documents to see 

how much of a threat they are to their own 
business. 

Staff Staff want to know if the business is doing 
well as they want to feel secure in their job. 

By looking at the documents they can 
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assess the chances of them being made 
redundant. 

Local Community The local community would keep a check 
on local businesses documents to see if 
there is the likelihood that there may be 

upcoming jobs. They might even look to see 
if there is a chance the business might 
close down or go the opposite way and 

expand. 
Financiers (Banks) People that are about to lend money to a 

business clearly would want to know how 
the business is doing before they give them 
any money. Banks will always analyse the 
business documents to assess if they are 

going to be able to pay them back  
 

Stakeholders all have different interests in the financial documents of a business, but 
remember a company doesn’t have to publish their financial documents unless they are a 

Public Limited Company. 
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Mark  
out of 3 

 

 

 

 

 

 

 

 

 

 

 

 

 

Mark  
out of 4 
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Mark  
out of 10 
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 Mark  
out of 8 
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That’s It, 

You’re Done! 
 

All you need to know for your exam is in this booklet. If you do have any questions or you 
are struggling with anything then please do email your teacher: 

Asmith@beaumontleys.leicester.sch.uk 

Or 

APatel@beaumontleys.leicester.sch.uk 

If you have managed to complete the entire booklet then well done you! I’m sure it will make 
a difference to your final grade. 

I hope you have found it some use and we wish you all the best of luck on your final exam. 

Mr Smith & Mr Patel 

 

 

 

 

 

 

 


