TOPIC 2.4: Making Financial Decisions

Gross Profit and Net Profit

Gross Profit and Net Profit Margin

Average Rate of Return (ARR)

Gross profit: shows how much
profit a business is making
from the products/service it
sells.

Gross profit = sales revenue —
variable costs

Net profit: also considers
running costs

Net profit = sales revenue —
total costs

The gross profit margin helps a business work
out its gross profit as a proportion of sales:

Gross profit _ Gross profit

margin (%)

x 100
Sales Revenue

The net profit margin helps a business work out
its net profit as a proportion of sales:

Net profit Net profit (before tax)

margin (%)

x 100
Sales Revenue

This allows a business to calculate the potential profit an investment
will make. Investment includes many things such as advertising or
new machinery.
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Cost of investment

A larger rate of return means more profit is generated as a
percentage of the cost of the investment. A limitation of ARR is that
it does not consider inflation.

If a business has a low gross profit, it may look at how it can add more value (charge more) or increase sales. It may also consider reducing variable costs
or removing poor performing products from sale.
If a business has a low net profit it should consider reducing fixed costs (e.g. asking for lower rent, for finding cheaper insurance).

If a business finds the ARR is low on a planned investment, they may look for a cheaper alternative, or abandon plans to make the investment.

Using Data to Support Business Decisions

Limitations of Financial Data

Graphs and charts: tables, pie
charts, maps, scatter graphs,
line graphs, bar charts.

v' Compare sales figures year on year/month on month

v’ Pie charts can be used to display market share

v’ Assess impact using scatter graph (e.g. advertising spend and sales revenue)
v Compare performance of different products/services

Financial data: sales revenue,
gross profit, net profit,
average rate of return, cash
flow forecasts.

v’ Gross profit margin can be used to assess performance of products

v' Net profit margin - identify whether operating costs need to be reduced
v ARR can be used to decide whether to invest (spend)

v’ Profit data can be used to decide whether to pay dividends

Market data: about
population or specific market

v' Helps inform a business about potential new opportunities ¢ ‘9
v' Useful when identifying new growth locations A A
v’ Can inform decisions about how much stock to produce 0

Marketing data: product
reviews, mystery shops, web
page hits

v’ Helps a business improve its product range based on feedback
v' Helps a business identify areas where customer service needs improving
v' Helps a business identify where its website may need redesigning

Time delay: sales data for
example is from the previous year
— market and economic conditions
may have changed.

Difference in interpretation: for
example, a 9% sales rise may
seem positive, but not if market
sales have grown by 20%.
Non-financial aims such

as environmental

impact are not considered.
Qualitative factors such as
reputation, employee morale and
brand loyalty are also not
considered in financial data.
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