
Financial statements and ratios questions 
- answers 
 

1. Match the statement to the description 

Statements: 

• Statement of financial position 

• Statement of profit or loss 

• Statement of cash flows 

 

Descriptions: 

• Provides information about how the business’ bank balances have changed over the year 

o Statement of cash flows 

• Provides information about the business’ financial strength at the year end 

o Statement of financial position 

• Provides information about income and costs over the year 

o Statement of profit or loss 

 

 

 

2. In which financial statement are you most likely to find the following information? 

 

 Statement of 
financial position 

(mark with X) 

Statement of 
profit or loss 
(mark with X) 

Statement of 
cash flows 

(mark with X) 

The amount of debt owed by the 
business 

X   

The amount of money paid in the year 
for new equipment 

  X 

The amounts of income generated 
from supplies of goods and services 

 X  

The value of the business’ property, 
plant and equipment 

X   

The costs incurred by the business in 
making the goods sold 

 X  

 

  



 

3. A business’ statement of cash flows shows that the business’ bank balance rose significantly 

over the last year, but this was due to the sale property. The business’ cash flows from operating 

activities and its cash flows from financing activities were both negative. Should this be a matter 

of concern? 

 

Yes, this is of some concern as we would normally hope that a business would be able to 

generate inflows of cash from its day-to-day operations. In addition, the business’ assets have 

fallen due to the sale of the property which could indicate that it is not reinvesting money in 

new assets. Note that these concerns are not definitive – there could be valid reasons for 

them. 

 

 

   



4. Financial statements for Lomond Ltd are given below.  

 

Statement of profit and loss for the year ended 31 March 
   20X9  20X8 

   £000  £000 

Revenue   14800  11600 

Cost of sales  -7770  -6380 

Gross profit  7030  5220 

Distribution costs  -3700  -2320 

Administrative expenses -2072  -1508 

Profit from operations  1258  1392 

Finance costs  -630  -420 

Profit before tax  628  972 

Tax   -294  -133 

Profit for the year  334  839 

 

 

Statement of financial position as at 31 March   

    20X9  20X8 

Non-current assets   £000  £000 

Property, plant and equipment  18916  16200 
       

Current assets      

Inventories    1632  894 

Trade and other receivables  1776  1044 

Cash and cash equivalents  0  65 
    3408  2003 
       

Total assets   22324  18203 

Current liabilities      

Trade payables   -855  -766 

Tax liabilties   -294  -133 

Bank overdraft   -537  0 
    -1686  -899 
       

Net current assets   1722  1104 

Non-current liabilities     

Bank loans    -9000  -6000 
       

Total liabilities   -10686  -6899 

Net assets   11638  11304 

Equity       

Share capital   6500  6500 

Retained earnings   5138  4804 

Total equity   11638  11304 

 

  



Tasks 

Calculate the ratios shown below. 

Ratio Year ended 31 March 20X9 Year ended 31 March 20X8 

Gross profit margin % 7030/14800 x 100 = 47.5% 5220/11600 x 100 = 45.0% 

Operating profit margin % 1258/14800 x 100 = 8.5% 1392/11600 x 100 = 12.0% 

Return on capital employed % 1258/(9000+11638) x 100 

= 6.1% 

1392/(6000+11304) x 100  

= 8.0% 

Return on equity % 334/11638 x 100 = 2.9% 839/11304 x 100 = 7.4% 

Current ratio 3408/1686 = 2.0 : 1 2003/899 = 2.2 : 1 

Acid test ratio (3408-1632)/1686 = 1.1 : 1 (2003-894)/899 = 1.2 : 1  

Gearing % 9000/(11638+9000) x 100  

= 43.6% 

6000/(11304+6000+ x 100 

= 34.7% 

 

 

5. Which of the following best describes the term insolvency? 

a. When a business is performing poorly 

b. When a business must restructure its debts 

c. When a business cannot pay its debts as they fall due 

d. When a business has a bank overdraft 

The answer is c 

 

6. A business’ net profit margin is negative. Does this mean that the business will become 

insolvent? 

No, loss making business can still be solvent. An insolvent business is one that is unable to 

pay its debts as they fall due 

 

7. Which TWO of the following might indicate that a business is in financial trouble? 

a. A business’ Acid Test ratio is very low 

b. A business’ Return on Capital Employed is very high 

c. A business’ Gearing is very high 

d. A business’ Operating Profit is low 

The answers are a and c 

 

8. What does return on equity measure? 

Return on equity is calculated by dividing the net profit by the total equity of a business. It 

therefore calculates the return made by a business’ owners from their investment in it 



 

9. If taking on debt to raise money is financially risky, why do businesses do it? 

 

Debt is usually cheaper than equity (since a shareholder in a business will demand a higher 

return for their money to compensate them for the risk that they might lose some or all 

their investment). 

In addition, debt is often easier, quicker and cheaper to raise than equity 

 

 

 

10. A business is profitable and has low gearing but its liquidity is very poor. How might the business 

reduce its risk of running out of money? 

As the business has low gearing, it might seek to raise money by taking on additional debt. 

This would have the effect of increasing its gearing (but it might still be at an acceptable 

level) and improving the business’ liquidity as it would then have more money in its bank 

accounts 

 

 

11. A supplier’s ratios for the last year are shown below together with industry averages. 

 Supplier Industry average 

Return on equity 15% 20% 

Gearing 113% 88% 

Gross profit margin 43% 40% 

Current ratio 1.6 : 1 2.2 : 1 

 

What do the above ratios tell us about the supplier’s performance and financial risk? 

 Return on equity, gearing and current ratios are all worse than the industry averages 

Gross profit margin is better than the industry average 

Overall, the supplier’s finances are worse than the industry average 

 

 

12. A supplier’ gross profit margin and operating profit margin are very high compared to its 

competitors. What might this tell us about that supplier’s pricing strategy? 

It tells us that either the business is much more efficient than its competitors or 

alternatively that the mark-up it applies to its prices is significantly higher than its 

competitors 

 



13. Which of the following are limitations associated with the use of financial ratios? 

 Weaknesses 
(mark with X) 

They enable us to identify rends in data 
 

 

They are based on the past 
 

X 

They are not based on estimated forecasts 
 

 

The ratios might not be relevant due to changes in business strategy 
 

X 

They can be subject to short-term fluctuations in business activity 
 

X 

 

 

14. Is the following statement true or false? “It is best to review a supplier’s financial ratios with the 

financial statements from which they have been calculated” 

The statement is true 


