
Subject 

Content 

What students need to learn? 

2.4.1 

Business 

Calculations 

The concept and calculation of gross profit and net profit 

Calculation and interpretation of gross profit margin, net profit 

margin and average rate of return 

Gross Profit Margin 

Gross profit is the difference between the selling price of the product and what it 

costs to make.  It shows the amount of money that contributes towards paying off 

fixed costs.  It uses the following formula: 

Gross profit = Sales Revenue—Cost of Sales 

Gross profit margin puts this information into a percentage, showing what per-

centage of the selling price goes towards paying off fixed costs.  It uses the follow-

ing formula: 

 

 

It is important for gross profit margin  to be for all products sold so that it takes 

into account sales as well as products sold at full price.  

The aim is to get as high a gross profit margin  as possible as this will ensure a high 

net profit margin.  

Gross Profit Margin =  
Gross Profit 

Sales Revenue 

X 100 

How to Improve Gross Profit 

 Increase the price customers have to pay 

 Cut the price paid to the supplier by: 

 Negotiating with the existing supplier 

 Get cheaper materials or redesign the product 

Net Profit Margin 

Net profit is what is left over after all the fixed costs are taken away 

from the gross profit.  It is calculated using the following formula: 

Net Profit = Gross Profit—Operating Costs 

Net profit margin puts this information into a percentage, showing 

what percentage of the sales revenue is left over after all costs have 

been taken into consideration.  It uses the following formula: 

 

 

 

The net profit margin  will always be lower than the gross profit margin.  

The higher the net profit margin is, the happier the shareholders of the 

company will be.  

Net Profit Margin =  
   Net Profit 

Sales Revenue 

X 100 

How to Improve Net Profit 

 Remove levels of management 

 Cut back on fixed costs spending e.g. marketing costs 

 Reduce bonuses paid to directors or dividends to shareholders 

Average rate of return 

Businesses will need to make a choice about  how they spend their money.  In order to make 

the best decision they can use ARR which shows the average amount of profit a project will 

make over its lifetime. The formula: 

 Average Rate of Return 
   Average Yearly Profit (including initial cost) 

Initial Investment 
X 100 


