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PROFITIBILITY RATIO: It measures the profitability of a business. These ratios are calculated to 
analyze the earning capacity of the business which is the outcome of utilization of resources 
employed in the business. 
Various Profitability ratios are: 

                                                                     PROFITABILITY RATIO 
                                                                                         
 

 

 
 

 Gross Profit Ratio                                   Operating Profit Ratio                            Return on Investment  

                                       Operating Ratio                                           Net Profit Ratio 

1. Gross Profit Ratio: It depicts the relationship between gross profit and revenue from operation of 
an enterprise. Higher the gross profit ratio, the better it is, as no ideal ratio is fixed for gross profit 
ratio. However, gross profit ratio should be adequate enough to cover not only to cover the 
operating expenses but also to provide for depreciation, interest on loan, dividends and creation of 
reserves. 
Gross Profit Ratio= Gross Profit/ Revenue from Operation*100 
 

Problem: Revenue from operations (net sales) Rs. 1,10,000, sales return Rs. 20,000, cost of revenue 
from operation RS. 82,500 and purchases Rs. 62,500. Calculate the gross profit ratio. 

Solution:  
*Gross profit= Revenue from operation- cost of revenue from operation= 1,10,000-82,500= Rs. 
27,500 
Gross Profit ratio= 27,500/1,10,000*100= 25%. 
 

2. Operating Ratio: It establishes the relationship between operating cost and revenue from 
operations. It shows the extent of revenue from operation that is observed by cost of revenue from 
operations and operating expenses. A rise in this ratio will indicate a decline in efficiency.  
Operating Ratio= Operating cost( Cost of revenue from operations+ Operating expenses)/ Revenue 
from operations*100. 
*Operating Cost= These are the cost which are associated with the operating activities of the 
business. e.g. employees benefit expenses and other expenses = Office expenses+ Administrative 
expenses+ Selling and distribution expenses+ Employees benefit expenses+ Depreciation and 
amortizations expenses. 
 
*Non-operating income and expenses (those income and expenses which are not incurred for the 
operating activities of the business) are excluded. 
 
 



Problem: From the following information, calculate operating ratio. 
Revenue from operations Rs. 6,80,000, rate of gross profit on cost 25%, selling expenses Rs. 
1,44,000, administrative expenses Rs. 73,000. 

Solution: 
Operating ratio= Operating Cost/ Revenue from operations*100 
*Operating Cost= Cost of revenue from operations+ Operating expenses. 
*Let the cost of revenue from operations be X. Gross profit is 25% on cost. Therefore Gross profit = 
X/4 
*Revenue from operations= Cost of revenue + Gross profit= X+X/4. 
Therefore 6,80,000= 5X/4 = X= 6,80,000*4/5= 5,44,000. 
Gross profit = 6,80,000- 5,44,000= 1,36,000. 
Operating Ratio= (5,44,000+1,44,000+73,000)/6,80,000*100= 111.91% 
 

3. Operating Profit Ratio= This ratio establishes the relationship between operating profit and 
revenue from operations. It helps to analyze the performance of business and throw light on the 
operational efficiency of the business. It is to be noted that Operating profit ratio and operating ratio 
are complementary to each other and thus, if one of the two ratios are deducted from 100, another 
ratio is obtained. e.g. if the operating profit ratio is 30%, it means that the operating ratio is (100-
30)= 70%. 
Operating Profit Ratio= Operating Profit/ Revenue from operations*100 
*Operating Profit= Gross profit+ Other operating income- other operating expenses 
                                                                                  OR 
                                   Net Profit(before tax)+ Non operating expenses_ Non Operating income 
*Non-operating expenses= interest on borrowings, loss on sale of fixed assets etc. 
*Non-operating incomes= interest earned on investments, profit on sale of fixed assets etc. 

Problem: 
Calculate the operating profit ratio from the following data. 
Opening inventory Rs. 5,000, purchases Rs. 50,000, Sales (gross) Rs. 75,000, closing inventory Rs. 
7,500, administrative expenses Rs. 2,500, selling expenses Rs. 6,000, dividends on shares Rs. 1,500, 
loss by theft Rs. 1,000, sales return Rs. 1,500. 

Solutions: 
Operating profit ratio= Operating profit/ Revenue from operations*100 
*Cost of revenue from operations= 5,000+50,000- 7,500= 47,500 
*Gross Profit= (75,000-1,500)-47,500= 26,000 
*Operating profit= Gross profit- operating expenses= 26,000- 2,500-6,000= 17,500. 
Operating profit ratio= 17,500/ 73,500*100= 23.80% 

4. Net Profit Ratio: This ratio establishes relationship between net profit and revenue from 
operations. Thus ratio is an indicator of the overall efficiency of the business. Higher the ratio, better 
it is. 
Net Profit Ratio= Net Profit(after tax)/ Revenue from operations*100 

Problem: Calculate Net profit ratio from the following information. 
Revenue from operation Rs. 25,00,000, cost of revenue from operation Rs. 16,50,000, Administrative 
and general expenses Rs. 20,000, provision for tax Rs. 78,000.  

Solution: 
Net Profit Ratio= Net Profit/Revenue from operation*100 
*Gross Profit= R.F.O-C.R.F.O= 25,00,000- 16,50,000= 8,50,000 
*Net Profit= Gross Profit- Administrative exp- provision for tax= 8,50,000-20,000-78,000= 7,52,000. 
Net profit ratio= 7,52,000/ 25,00,000*100= 30.08% 

5. Return on Investment/ Return on Capital Employed: This ratio establishes the relationship 
between net profit before interest, tax and preference dividend and Capital employed. This ratio 



measures how efficiently the capital employed in the business is being used. Higher the ratio, the 
better it is. 
Return on Investment= Net profit before interest, tax and dividend/ Capital employed*100 
*Capital Employed: It can be calculated from two approaches: 
Liability approach: Capital employed= Shareholders’ Fund+ Non-Current liabilities 
Assets Approach: Non-current Assets+ Working Capital 

Problem: From the following information, calculate Return on Investment. 
Non-Current Assets Rs. 80,00,000, Current Assets Rs. 45,00,000, Current Liabilities Rs. 35,00,000, 
12% debentures Rs. 90,00,000, and Net profit before interest, tax and dividends Rs. 16,00,000 

Solutions:  
*Capital Employed= Non-current+ Working capital= 80,00,000+(45,00,000-35,00,000)= 90,00,000. 
Return on Investment= Net profit before interest, tax and dividend/ Capital employed*100 
                                       = 16,00,000/90,00,000*100= 17.78% 

 

On the basis of the above content and solutions, solve the following questions: 

1. A company earns a gross profit of 20% on cost. Its credit revenue from operations is twice its cash 
revenue from operations. If the credit revenue from operations is Rs. 40,000, calculate the gross 
profit ratio. (Ans: 16.67%) 

 

2. Cost of revenue from operations Rs. 1,50,000, operating expenses are Rs. 60,000. Revenue from 
operations Rs. 2,60,000. Calculate Operating ratio. (Ans: 84%) 

 

3. Calculate Operating profit ratio from the following information. 

Particulars Amount Particulars Amount 

Opening inventory 
Purchases 
Revenue from operations 
Closing inventory 
Administrative expenses 

1,00,000 
10,00,000 
14,70,000 
1,50,000 
50,000 

Selling expenses 
Dividend on shares 
Loss by theft 
 

1,20,000 
30,000 
20,000 

 

(Ans: 23.80%) 

4. Gross profit ratio of a company was 25%. Its cash sales were Rs. 20,000 and its credit sales were 
90% of the total sales. If the indirect expenses of the company were Rs. 2,000, calculate its net profit 
ratio. (Ans: 24%) 

5. From the following details, calculate return on investment. 
Gross profit Rs. 26,000, selling & distribution expenses Rs. 7,200, 10% debentures Rs. 15,000, tax Rs. 
3,000, fixed assets Rs. 65,000, current assets Rs. 30,000, current liabilities Rs. 12,000. (Ans: 22.65%) 

 

6. From the following information, calculate return on investment. 
Share capital Rs. 70,000, Reserves and surplus Rs. 25,000, Long-term borrowings Rs. 30,000, Trade 
payables Rs. 20,000, Other current liabilities Rs. 15,000, short-term provisions Rs. 42,000, Fixed 
assets Rs. 88,00, Non-current investment Rs. 20,000, Inventories Rs. 40,000, Trade receivables Rs. 
47,000, Cash and cash equivalents Rs. 7,000. 
Net profit for the year was Rs. 20,000 after charging interest of Rs. 4,000 on secured term loan, but 
before tax. (Ans: 19.2%) 

                                           This content is developed absolutely 
from home 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


