HOW TO DO A RATIO ANALYSIS

How To Do A RATIO ANALYSIS: A CoMPREHENSIVE GUIDE FOR BEGINNERS

ARE YOU DROWNING IN FINANCIAL STATEMENTS, STRUGGLING TO UNDERSTAND THE TRUE HEALTH OF A BUSINESS? FEELING
OVERWHELMED BY NUMBERS? Y OU'RE NOT ALONE. MANY FIND FINANCIAL REPORTS INTIMIDATING, BUT THE KEY TO UNLOCKING
VALUABLE INSIGHTS LIES IN UNDERSTANDING RATIO ANALYSIS. THIS COMPREHENSIVE GUIDE WILL TEACH YOU HOW TO DO A
RATIO ANALYSIS, STEP-BY-STEP, MAKING FINANCIAL DATA ACCESSIBLE AND ACTIONABLE. WELL COVER THE FUNDAMENTAL
TYPES OF RATIOS, HOW TO CALCULATE THEM, AND HOW TO INTERPRET THE RESULTS TO MAKE INFORMED DECISIONS. By THE
END, YOU'LL BE CONFIDENTLY ANALYZING FINANCIAL STATEMENTS AND EXTRACTING MEANINGFUL INFORMATION.

UNDERSTANDING THE POWER OF RATIO ANALYSIS

RATIO ANALYSIS IS A POWERFUL TOOL USED TO ASSESS A COMPANY'S FINANCIAL PERFORMANCE AND POSITION. |T INVOLVES
CALCULATING VARIOUS RATIOS USING DATA EXTRACTED FROM FINANCIAL STATEMENTS LIKE THE BALANCE SHEET AND INCOME
STATEMENT. INSTEAD OF JUST LOOKING AT RAW NUMBERS, RATIO ANALYSIS ALLOWS YOU TO COMPARE THESE NUMBERS TO
EACH OTHER, REVEALING IMPORTANT RELATIONSHIPS AND TRENDS THAT MIGHT OTHERWISE BE HIDDEN. THIS ALLOWS FOR A
DEEPER UNDERSTANDING OF PROFITABILITY, LIQUIDITY, SOLVENCY, AND EFFICIENCY.

THIS ISNITJUST FOR ACCOUNTANTS AND FINANCIAL ANALYSTS! W/HETHER YOU'RE A BUSINESS OWNER, INVESTOR, OR SIMPLY
CURIOUS ABOUT UNDERSTANDING FINANCIAL HEALTH, MASTERING RATIO ANALYSIS IS A VALUABLE SKILL.

TypPes ofF FINANCIAL RATIOS: A Quick OVERVIEW

BEFORE DIVING INTO CALCULATIONS, LET'S EXPLORE THE MAIN CATEGORIES OF FINANCIAL RATIOS:

PROFITABILITY RATIOS: THESE RATIOS MEASURE A COMPANY'S ABILITY TO GENERATE PROFITS FROM ITS OPERATIONS. KEY
EXAMPLES INCLUDE:

Gross ProFIT MaraIN: (ReVENUE - CosT oF Goobs SoLb) / ReVENUE

NET PrROFIT MARGIN: NET INCOME / REVENUE

ReTURN oN AsseTs (ROA): NeT INcoMe / ToTAL ASSETS

ReTURN oN EQuITY (ROE): NET INCOME / SHAREHOLDERS' EQUITY

LIQUIDITY RATIOS: THESE RATIOS ASSESS A COMPANY'S ABILITY TO MEET ITS SHORT-TERM OBLIGATIONS. IMPORTANT
LIQUIDITY RATIOS INCLUDE:

CURRENT RATIO: CURRENT AsSETS / CURRENT LIABILITIES

Quick RaTio (Aci-TesT RATIO): (CURRENT ASSETS - INVENTORY) / CURRENT LIABILITIES

CasH RaTIO: (CasH + CasH EQUIVALENTS) / CURRENT LIABILITIES

SOLVENCY RATIOS: THESE RATIOS EVALUATE A COMPANY'S ABILITY TO MEET ITS LONG-TERM OBLIGATIONS AND OVERALL
FINANCIAL STABILITY. KEY SOLVENCY RATIOS ARE:

DeT-To-EQUITY RATIO: ToTAL DEBT / SHAREHOLDERS' EQUITY

TiMES INTEREST EARNED: EARNINGS BEFORE INTEREST AND TAXES (EBIT) / INTEREST EXPENSE

DeeT RaTIo: ToTAL DeT / ToTAL ASSETS

ErFiciency RaTios (AcTIVITY RATIOS): THESE RATIOS MEASURE HOW EFFECTIVELY A COMPANY MANAGES ITS ASSETS AND
LIABILITIES. EXAMPLES INCLUDE:

INVENTORY TURNOVER: CosT oF Goobs SoLb / AVERAGE INVENTORY

AccoUNTS RecelvABLE TURNOVER: NeT CREDIT SALES / AVERAGE ACCOUNTS RECEIVABLE

ASSET TURNOVER: REVENUE / TOTAL ASSETS



How To CALCULATE AND INTERPRET FINANCIAL RATIOS: A STEP-BY-STEP GUIDE

LET’S BREAK DOWN THE PROCESS OF CALCULATING AND INTERPRETING A FEW KEY RATIOS. WE'LL USE HYPOTHETICAL FIGURES
FOR SIMPLICITY.

ExampLE Company: “ABC Company”
INCOME STATEMENT (PARTIAL):

Revenue: $1,000,000
CosT ofF Goobps SoLb: $600,000
NeT Income: $100,000

BALANCE SHEET (PARTIAL):

CUrreNT AsseTs: $300,000
CurrenT LiaBILITIES: $100,000
ToTaAL AsseTs: $500,000
SHAREHOLDERS' EQuITY: $200,000
ToTaL DesT: $300,000

1. CALCULATING PROFITABILITY RATIOS:

Gross ProFIT MaraiN: ($1,000,000 - $600,000) / $1,000,000 = 409, (THIS INDICATES THAT FOR EVERY DOLLAR
OF REVENUE, 40 CENTS IS GROSS PROFIT.)

NeT ProfIT MARGIN: $100,000 / $1,000,000 = 10% (THis sHOwS THAT 10 CENTS OF EVERY DOLLAR OF REVENUE IS
NET PROFIT AFTER ALL EXPENSES.)

1. CALCULATING LIQUIDITY RATIOS:

CURREeNT RaTIO: $300,000 / $100,000 = 3.0 (ABC CoMPANY HAS $3 OF CURRENT ASSETS FOR EVERY $ 1 OF CURRENT
LIABILITIES, SUGGESTING GOOD SHORT-TERM LIQUIDITY.)

1. CALCULATING SOLVENCY RATIOS:

DesT-To-EQuUITY RATIO: $300,000 / $200,000 = 1.5 (ABC CoMPANY HAS $ 1.5 OF DEBT FOR EVERY $ 1 OF EQUITY.
THIS INDICATES A RELATIVELY HIGH LEVEL OF DEBT.)

INTERPRETATION: THE ANALYSIS REVEALS ABC COMPANY HAS A HEALTHY GROSS AND NET PROFIT MARGIN BUT A HIGH DEBT-
TO-EQUITY RATIO, SUGGESTING A NEED TO MANAGE ITS DEBT LEVELS MORE EFFECTIVELY. THE STRONG CURRENT RATIO
INDICATES GOOD SHORT-TERM LIQUIDITY.

BeYonD THE BAsIcs: ADVANCED RATIO ANALYSIS TECHNIQUES

W/HILE CALCULATING INDIVIDUAL RATIOS IS CRUCIAL, THE TRUE POWER OF RATIO ANALYSIS COMES FROM COMPARING RESULTS
OVER TIME (TREND ANALYSIS) AND BENCHMARKING AGAINST COMPETITORS OR INDUSTRY AVERAGES. THIS ALLOWS YOU TO
IDENTIFY ANOMALIES, UNDERSTAND GROWTH PATTERNS, AND MAKE MORE INFORMED STRATEGIC DECISIONS.



For EXAMPLE, A DECLINING CURRENT RATIO OVER SEVERAL YEARS COULD SIGNAL POTENTIAL LIQUIDITY PROBLEMS, WHILE
COMPARING YOUR COMPANY'S PROFIT MARGINS TO INDUSTRY AVERAGES CAN REVEAL AREAS FOR IMPROVEMENT.

UsING RATIO ANALYSIS FOR DIFFERENT PURPOSES

RATIO ANALYSIS IS NOT A ONE-SIZE-FITS-ALL TOOL. THE SPECIFIC RATIOS YOU FOCUS ON WILL DEPEND ON YOUR GOALS:

INVESTORS: FOCUS ON PROFITABILITY AND SOLVENCY RATIOS TO ASSESS RISK AND POTENTIAL RETURN.

CREDITORS: PRIORITIZE LIQUIDITY AND SOLVENCY RATIOS TO EVALUATE CREDITWORTHINESS.

MANAGEMENT: UTILIZE ALL RATIO CATEGORIES TO MONITOR PERFORMANCE, IDENTIFY AREAS FOR IMPROVEMENT, AND GUIDE
STRATEGIC DECISION-MAKING.

CoNCLUSION

MASTERING HOW TO DO A RATIO ANALYSIS EMPOWERS YOU TO UNLOCK VALUABLE INSIGHTS FROM FINANCIAL STATEMENTS. BY
UNDERSTANDING THE DIFFERENT TYPES OF RATIOS, HOW TO CALCULATE THEM, AND HOW TO INTERPRET THE RESULTS IN
CONTEXT, YOU CAN GAIN A CLEARER PICTURE OF A COMPANY'S FINANCIAL HEALTH. REMEMBER TO CONSIDER TRENDS,
BENCHMARKS, AND YOUR SPECIFIC GOALS WHEN CONDUCTING YOUR ANALYSIS. IT°S A SKILL THAT WILL BENEFIT YOU WHETHER
YOU'RE MANAGING A BUSINESS, INVESTING IN THE STOCK MARKET, OR SIMPLY AIMING TO BECOME MORE FINANCIALLY LITERATE.

FAQs

1. WHAT SOFTWARE CAN | USE FOR RATIO ANALYSIS? MANY SPREADSHEET PROGRAMS LIKE MICROSOFT EXCEL Or
GOOGLE SHEETS CAN BE USED FOR RATIO ANALYSIS. DEDICATED FINANCIAL ANALYSIS SOFTWARE ALSO EXISTS,
OFFERING MORE ADVANCED FEATURES.

1. ARE THERE ANY LIMITATIONS TO RATIO ANALYSIS? YES, RATIO ANALYSIS RELIES ON HISTORICAL DATA AND MAY NOT
ACCURATELY PREDICT FUTURE PERFORMANCE. |T'S ESSENTIAL TO CONSIDER QUALITATIVE FACTORS ALONGSIDE
QUANTITATIVE ANALYSIS.

1. How FREQUENTLY SHOULD | PERFORM RATIO ANALYSIS? THE FREQUENCY DEPENDS ON YOUR NEEDS. FOR ONGOING
MONITORING, QUARTERLY OR MONTHLY ANALYSIS IS BENEFICIAL. FOR INVESTMENT DECISIONS, ANNUAL ANALYSIS MIGHT
SUFFICE.

1. WHAT ARE SOME COMMON MISTAKES TO AVOID IN RATIO ANALYSIS? COMPARING COMPANIES WITH SIGNIFICANTLY
DIFFERENT SIZES OR BUSINESS MODELS IS A COMMON ERROR. ALWAYS ENSURE YOU'RE COMPARING APPLES TO APPLES.
|GNORING QUALITATIVE FACTORS IS ANOTHER PITFALL.

1. W/HERE CAN | FIND INDUSTRY AVERAGE RATIOS FOR BENCHMARKING? INDUSTRY DATABASES, FINANCIAL NEWS WEBSITES,
AND INDUSTRY REPORTS OFTEN PROVIDE INDUSTRY AVERAGE RATIOS FOR COMPARISON.
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