financial ratio analysis example

financial ratio analysis example plays a crucial role in evaluating the financial health
and performance of a business. It involves calculating and interpreting various financial
ratios derived from a company’s financial statements such as the balance sheet, income
statement, and cash flow statement. These ratios help stakeholders, including investors,
creditors, and management, to make informed decisions by providing insights into
profitability, liquidity, efficiency, and solvency. This article explores detailed financial ratio
analysis examples, explaining key ratios, their significance, and how to interpret the
results. Additionally, practical examples will illustrate how to apply these ratios to real-
world financial data. Understanding financial ratio analysis is essential for anyone involved
in financial planning, investment analysis, or corporate finance.
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Understanding Financial Ratio Analysis

Financial ratio analysis involves the systematic use of ratios calculated from financial
statements to evaluate a company's performance and financial condition. These ratios
enable comparison over time, between companies, or against industry benchmarks. The
analysis highlights strengths and weaknesses in various financial areas and supports
strategic planning and risk management. Ratios are typically grouped into categories based
on the aspect of the business they measure, such as profitability, liquidity, or solvency.

Key Categories of Financial Ratios

Financial ratios are broadly classified into several categories to focus on different aspects of
a company’s financial status. The primary categories include profitability ratios, liquidity
ratios, efficiency ratios, and solvency ratios. Each category serves a distinct purpose in
measuring performance and financial stability.



Profitability Ratios

Profitability ratios assess a company’s ability to generate earnings relative to sales, assets,
or equity. These ratios indicate the efficiency of operations and overall financial success.

Liquidity Ratios

Liquidity ratios measure a company’s capacity to meet short-term obligations. They provide
insight into the firm’s working capital management and financial flexibility.

Efficiency Ratios

Efficiency ratios evaluate how effectively a company uses its assets and liabilities to
generate sales and maximize profits.

Solvency Ratios

Solvency ratios analyze a company’s long-term financial stability and its ability to meet
long-term debt and other financial commitments.

Example of Profitability Ratios

Profitability ratios help determine how well a company can convert sales into profits.
Common examples include the net profit margin, return on assets (ROA), and return on
equity (ROE).

* Net Profit Margin: Calculated as net income divided by total sales, it shows the
percentage of revenue that remains as profit after all expenses.

e Return on Assets (ROA): This ratio is net income divided by total assets, indicating
how efficiently the company uses its assets to generate profit.

¢ Return on Equity (ROE): Calculated as net income divided by shareholders’ equity,
ROE measures the profitability for the company’s equity investors.

For example, if a company has a net income of $50,000 and total sales of $500,000, the net
profit margin is 10%, meaning the company earns 10 cents for every dollar of sales.

Example of Liquidity Ratios

Liquidity ratios assess a company’s ability to pay off its short-term liabilities with its short-



term assets. Key liquidity ratios include the current ratio and quick ratio.

e Current Ratio: Current assets divided by current liabilities. A ratio above 1 indicates
the company has more current assets than current liabilities.

* Quick Ratio (Acid-Test Ratio): Measures the ability to meet short-term obligations
without relying on inventory sales, calculated as (current assets - inventory) divided
by current liabilities.

For instance, a company with $200,000 in current assets and $100,000 in current liabilities
has a current ratio of 2.0, suggesting strong liquidity.

Example of Efficiency Ratios

Efficiency ratios reveal how well a company utilizes its assets and manages its operations.
Examples include inventory turnover and accounts receivable turnover.

e Inventory Turnover: Calculated by dividing cost of goods sold (COGS) by average
inventory, this ratio shows how many times inventory is sold and replaced over a
period.

e Accounts Receivable Turnover: Net credit sales divided by average accounts
receivable, indicating how quickly a company collects payments from customers.

If a company has COGS of $300,000 and average inventory of $50,000, the inventory
turnover is 6, meaning the inventory is sold and replenished six times a year.

Example of Solvency Ratios

Solvency ratios evaluate a company’s ability to meet long-term debt obligations and sustain
operations in the long run. Common solvency ratios include the debt to equity ratio and
interest coverage ratio.

e Debt to Equity Ratio: Total liabilities divided by shareholders’ equity, used to assess
financial leverage and risk.

* Interest Coverage Ratio: Earnings before interest and taxes (EBIT) divided by
interest expense, indicating the company’s ability to pay interest on its debt.



For example, if a company has total liabilities of $400,000 and equity of $600,000, the debt
to equity ratio is 0.67, sighaling moderate leverage.

Interpreting Financial Ratio Results

Interpreting financial ratio analysis examples requires contextual understanding. Ratios
must be compared against industry averages, historical company performance, and
competitor data to be meaningful. High or low ratios are not inherently good or bad without
this perspective. Trends over time provide insights into improving or deteriorating financial
conditions. Additionally, ratios should be analyzed collectively rather than in isolation to get
a comprehensive picture of financial health.

Key considerations include:

e Industry benchmarks and standards
e Company size and business model
e Economic conditions affecting performance

e Accounting policies influencing financial statement figures

By integrating financial ratio analysis example calculations and interpretations,
stakeholders can make more informed decisions regarding investment, lending, and
operational strategies.

Frequently Asked Questions

What is a common example of financial ratio analysis?

A common example of financial ratio analysis is calculating the current ratio, which
measures a company's ability to pay short-term obligations. It is calculated as Current
Assets divided by Current Liabilities.

How do you calculate the debt-to-equity ratio in
financial ratio analysis?

The debt-to-equity ratio is calculated by dividing a company's total liabilities by its
shareholders' equity. It indicates the relative proportion of debt and equity used to finance
the company's assets.



Can you provide an example of profitability ratio in
financial ratio analysis?

Yes, the net profit margin is a profitability ratio example. It is calculated by dividing net
income by total revenue, showing the percentage of revenue that becomes profit.

Why is the return on assets (ROA) ratio important in
financial ratio analysis?

ROA measures how efficiently a company uses its assets to generate profit. It is calculated
by dividing net income by total assets, providing insight into management’s effectiveness.

What is an example of liquidity ratio other than the
current ratio?

An example of a liquidity ratio other than the current ratio is the quick ratio (acid-test ratio).
It is calculated as (Current Assets - Inventory) divided by Current Liabilities and measures
the company's ability to meet short-term obligations without relying on inventory sales.

Additional Resources

1. Financial Statement Analysis and Security Valuation

This book by Stephen H. Penman offers a comprehensive approach to analyzing financial
statements with a focus on valuation. It explains key financial ratios and how they relate to
a company's value and performance. The text blends theoretical concepts with practical
applications, making it ideal for both students and professionals.

2. Financial Ratios for Executives: How to Assess Company Strength, Fix Problems, and
Make Better Decisions

Authored by Michael Rist, this book provides a clear guide to understanding and utilizing
financial ratios in a business context. It emphasizes practical tools for executives to
evaluate company health and make informed decisions. The book includes real-world
examples and case studies to illustrate key points.

3. Analysis of Financial Statements

K. R. Subramanyam's book offers detailed insights into interpreting financial statements
using ratio analysis and other techniques. It covers profitability, liquidity, solvency, and
efficiency ratios with practical examples. The book aims to equip readers with skills to
analyze financial data critically.

4. Financial Ratio Analysis: A Practitioner's Guide

This guide by Martin S. Fridson focuses on the application of financial ratio analysis in credit
and equity markets. It covers a wide range of ratios and explains their relevance in
assessing company performance and risk. The book is designed for financial analysts and
investors seeking a hands-on approach.

5. Interpreting Financial Statements
Authored by Benjamin Graham and Spencer B. Meredith, this classic book breaks down



financial statements into understandable components, highlighting key ratios. It provides
fundamental tools for investors to gauge a company's financial health. The book remains a
foundational text for ratio analysis beginners.

6. Financial Ratio Analysis: Theory, Application, and Interpretation

This book by Gerald I. White offers an in-depth examination of the theoretical underpinnings
of financial ratios alongside practical applications. It includes case studies and real
company data to illustrate how ratios can signal strengths and weaknesses. The text is
suitable for academic study and professional use.

7. The Interpretation of Financial Statements

Written by Mary Buffett and David Clark, this book simplifies the complex world of financial
ratios for investors and business owners. It explains how to read and interpret balance
sheets, income statements, and cash flow statements using ratio analysis. The book
provides actionable insights for making better financial decisions.

8. Financial Ratio Analysis: Guide to Ratio Interpretation and Performance Measurement
By Steven M. Bragg, this book serves as a practical manual for understanding and applying
financial ratios. It covers key performance indicators and benchmarks used in various
industries. The guide helps readers assess profitability, liquidity, and operational efficiency
effectively.

9. Corporate Financial Reporting and Analysis

This text by David F. Hawkins explores the role of financial ratios in corporate reporting and
analysis. It integrates ratio analysis with broader financial statement interpretation and
managerial decision-making. The book is well-suited for students and professionals
interested in comprehensive financial analysis techniques.
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financial ratio analysis example: Ratio Analysis Fundamentals Axel Tracy, 2012-12-07
Make Better Business & Investment Decisions To understand the fundamentals of ratio analysis and
thus improve your business or investment profits, our concise, clear & friendly book is a great place
to start. Written in a conversational manner & with explained examples, it's never a better time to
take more control of your financial statements. RATIO ANALYSIS FUNDAMENTALS:How 17
Financial Ratios Can Allow You to Analyse Any Business on the Planet There is so much we can do
with financial data beyond the mere compliance-required record keeping. Ratio Analysis
Fundamentals teaches you the fundamentals of one of these extra applications: ratio analysis. This
application allows you to take data from the financial statements & internal business records and
evaluate performance, risk & efficiency and allows benchmarking and viewing trends over time.
Ratio Analysis Fundamentals will give the financial statement novice power to add value to business
and investments. The book covers 17 Financial Ratios that can be used for the financial analysis of a
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business. Each Financial Ratio Section Provides:* The formula* A worked example* Guidance on
where to locate the data in the financial statements* Guidance on how to interpret the result of the
ratio analysis calculation Use Ratio Analysis for:* Profitability comparison, to help improve
performance of businesses and investments* Liquidity testing, to assess how comfortably a business
can maintain operations* Leverage measurement, which can be used to check risk* Valuation
analysis, to decide between alternative investments What's New in the 2nd Edition:* Revised and
improved content in many sections as a result of the author's further research* Updated formatting
to assist reading experience on mobile devices* Removal of spelling and grammatical errors to
reduce confusion and improve professionalism Buy the Book Now and Start Understanding Your
Business and Investments Better Now

financial ratio analysis example: Analysis of Financial Statements Pamela P. Peterson, Frank
J. Fabozzi, 1999-05-15 Financial statements capture and report on four key business activities:
planning, financing, investing, and operating activities. To intelligently understand, analyze, and
interpret financial statements you must look for the right information, know where to locate it, and
then act swiftly on the findings. Analysis of Financial Statements provides the essential concepts and
tools needed by analysts who make decisions on the basis of information found in financial
statements. This book offers a comprehensive approach to understanding financial statements, from
sources of financial information and the three basic types of statements to the various measures that
common stock and equity analysts can use to assess a company. Analysis of Financial Statements
also includes examples of real world applications from practicing analysts plus review questions at
the end of each chapter.

financial ratio analysis example: FINANCIAL RATIO ANALYSIS CHANDRA SEKHAR, It gives
me a great pleasure and satisfaction to present this book “FINANCIAL RATIO ANALYSIS”. This book
is new version of my old book “Financial Ratio Analysis”. The book will explain the need, purpose,
and usefulness of Ratio analysis. I have explained almost all ratios based on latest financial
statements of a leading manufacturing company for the financial year ended December 2019. Ratio
wise hyperlink will help the reader to go quickly to the desired ratio. The main features of the book
are simple understanding and key concepts. This book is useful to everyone in financial accounting
field like students, Accounts executives, Financial analysts, etc. I hope that the book will help the
readers to study in a focused manner. Any criticism and constructive suggestion in the direction of
making the book a better teaching and studying manual will be gratefully acknowledged by the
author. Suggestions will be incorporated in the subsequent editions. All the best ...

financial ratio analysis example: A Guide to Forensic Accounting Investigation Thomas
W. Golden, Steven L. Skalak, Mona M. Clayton, 2006-03-31 Today's demanding marketplace expects
auditors to take responsibility for fraud detection, and this expectation is buoyed by such legislation
as the Sarbanes-Oxley Act and the Auditing Standard (SAS99), which requires increased
performance on the part of the auditor to find material financial statement fraud. Written by three of
the best forensic accountants and auditors, Thomas W. Golden, Steven L. Skalak, and Mona M.
Clayton, The Auditor's Guide to Forensic Accounting Investigation explores exactly what assurances
auditors should provide and suggests alternatives to giving the capital markets more of what they
are requiring-greater assurances that the financial statements they rely upon for investment
decisions are free of material error, including fraud. It reveals the surprising complexity of fraud
deterrence, detection, and investigation, and offers a step-by-step approach to understanding that
complexity. From basic techniques to intricate tests and technologies, The Auditor's Guide to
Forensic Accounting Investigation is a rich, multifaceted, and fascinating answer to the need for
wiser, savvier, better-trained financial statement and internal auditors who are thoroughly familiar
with fraud detection techniques and the intricate, demanding work of forensic accounting
specialists.

financial ratio analysis example: Financial Ratios Richard Bull, 2007-10-26 Have you ever
worried about being expected to understand what finance people are saying when they quote
'gearing ratios' or 'equity yields' at you? Whether you are in a large organization or just starting out



on your own you will want to avoid missing something important and know how you can achieve the
financial targets that are critical to you and your business.It is important for all those engaged in
business to understand how financial ratios can be used to measure the performance of a business.
This has never been more urgent and important, when corporate frauds and corporate governance
are high on the public agenda. However it is also important to understand how they can be used
positively to maximize value and success in a business.This book covers the full scope of business. It
uses a model, the Enterprise Stewardship Model which has received international acclaim, to
illustrate the power - and the limitations - of financial ratios and explore the tangible and intangible
aspects of creating value in a business. It shows how ratios can be used to describe, measure, and
help to maximize, value and success. And it includes worked examples to illustrate how to generate
and calculate key financial ratios. The CD that is included with the book enables the reader to both
understand and apply the subject for themselves through the use of interactive exercises. It also
includes a short introductory video, a slide show and some structured questions to prompt a
strategic business review using ratios. Relationships are at the heart of this book. Ratios themselves
are relationships - between different sets of numbers or measurements. It is important to
understand them and be able to work with them. But is also important to understand and be able to
work with people in a business and this book looks at different perspectives on a business and
explores how financial ratios can be interpreted differently from different standpoints.A splendid
job! You have made a complex subject highly accessible. It is very readable for anyone engaged in
business whether in a small firm or a major corporation. - Peter Hutton, Managing Director of Brand
Energy Research and formerly Group Development Director for MORIGreat concept: nicely executed
and well written. Financial Ratios has a logical structure and flows well - I really enjoyed reading it
and couldn't put it down! - Dr David Hillson FRSA FAPM FIRM FCMI, Director of Risk Doctor and
Partners.* Financial ratios can add value to any business - understand how* Do you your customers
need to understand what the finance department is telling them and what they should do about it?*
Understand the strengths and shortcomings of financial ratios which will help you grow and manage
your business* Accompanying CD enables the reader to both understand and apply the subject for
themselves through the use of interactive exercises

financial ratio analysis example: Financial Management and Analysis Frank J. Fabozzi,
Pamela P. Peterson, 2003-07-25 Financial Management and Analysis, Second Edition covers many
important financial topics that are neglected elsewhere--from raising funds via securitization to
managing a financial institution. This book provides valuable insights into many major aspects of
financial management and analysis, and includes expert advice, real-world examples, useful charts
and graphs, and incisive end-of-chapter questions that help develop the skill set necessary to deal
with the important financial problems encountered in today's business world.

financial ratio analysis example: Health Care Financial Management Mary Denise
Courtney, David Briggs, 2004 Explains the fundamentals of financial management in a health care
environment in jargon free language and provides an accessible overview of key aspects, focussing
on services across Australia. Mary Courtney from QUT and David Briggs from Uni of New England.

financial ratio analysis example: U.S. and State Farm Sector Financial Ratios, 1960-91 ,
1993

financial ratio analysis example: Financial Management for Nurse Managers and Executives
Steven A. Finkler, Christine Tassone Kovner, Cheryl Bland Jones, 2007-01-01 Covering the financial
topics all nurse managers need to know and use, this book explains how financial management fits
into the healthcare organization. You'll study accounting principles, cost analysis, planning and
control management of the organization's financial resources, and the use of management tools. In
addition to current issues, this edition also addresses future directions in financial management.
Chapter goals and an introduction begin each chapter. Each chapter ends with Implications For The
Nurse Manager and Key Concepts, to reinforce understanding. Key Concepts include definitions of
terms discussed in each chapter. A comprehensive glossary with all key terms is available on
companion Evolve? website. Two chapter-ending appendixes offer additional samples to reinforce



chapter content. Four NEW chapters are included: Quality, Costs and Financing; Revenue
Budgeting; Variance Analysis: Examples, Extensions, and Caveats; and Benchmarking, Productivity,
and Cost-Benefit and Cost-Effectiveness Analysis. The new Medicare prescription bill is covered,
with its meaning for healthcare providers, managers, and executives. Coverage now includes the
transition from the role of bedside or staff nurse to nurse manager and nurse executive. Updated
information includes current nursing workforce issues and recurring nursing shortages. Updates
focus on health financing and the use of computers in budgeting and finance. New practice problems
are included.

financial ratio analysis example: Financial Accounting: Concepts Standards and Analysis Dr.
P. Kannaiah, Dr. S. S. Kanungo, 2025-01-03

financial ratio analysis example: Corporate Finance Peter Moles, Robert Parrino, David S.
Kidwell, 2011 Fundamentals of Corporate Finance helps students develop the intuition and
analytical skills necessary to effectively apply financial tools in real-world decision-making
situations. The authors provide a fully integrated framework for understanding how value creation
relates to all aspects of corporate finance; whether it be evaluating an investment opportunity,
determining the appropriate financing for a business, or managing working capital. This unique and
integrated framework also provides robust coverage of problem solving and decision-making skills.

financial ratio analysis example: Financial Management, 5th Edition Tulsian P.C. & Tulsian
Bharat, This fifth edition of Tulsian's Financial Management is a contemporary and comprehensive
treatise designed to provide a thorough understanding of the subject in a systematic manner. It
integrates the latest trends and current practical applications in financial management. Designed as
a self-study text with a to-the-point approach, this popular text is a useful resource for postgraduate
students of management.

financial ratio analysis example: Financial Sustainability for Nonprofit Organizations
Emmanuel Jean Francois, 2014-09-08 Nonprofit organizations face fierce competition for funding,
especially during times of financial crisis. In order to effectively further their goals and make a
long-term impact in the communities they serve, these organizations must remain financially viable
and sustainable. This book equips students training to become better nonprofit leaders with the
information and conceptual frameworks needed to ensure their organizations are financially
sustainable. Using practical tips and illustrative case examples, it guides the reader to an
understanding of the structures and processes of nonprofit organizations, and includes detailed
coverage of financial analysis, budget management, cash flow, financial accountability and
reporting, investing, fundraising, and organizational growth. This book is ideal for students, faculty,
and practitioners in social service administration, human service leadership, public and community
health, public administration, organization management, and health care administration and
management.

financial ratio analysis example: Financial Statement Analysis by Dr. Jitendra Sonar -
(English) Dr. Jitendra Sonar, 2020-12-15 An excellent book for commerce students appearing in
competitive, professional and other examinations 1. Management Accounting : Meaning, Scope and
Functions, 2. Accounting Principles : Concepts and Conventions, 3. Financial Statements, 4. Analysis
and Interpretation of Financial Statements, 5. Ratio Analysis, 6. Fund Flow Analysis, 7. Cash Flow
Statement, 8. Break-Even Point or Cost-Volume-Profit Analysis, 9. Business Budgeting, 10.
Budgetary Control, 11. Standard Costing and Cost Variance Analysis, 12. Responsibility Accounting,
13. Differential Cost Analysis, 14. Marginal Costing and Absorption Costing, 15. Decision Accounting
and Marginal Costing System.

financial ratio analysis example: Ratio Analysis for Small Business , 1970

financial ratio analysis example: Managing Finance D. Crowther, 2007-03-30 Managing
Finance is developed from tried and tested materials that are easy to read and work is written from
a managerial perspective for general managers on executive or MBA courses. The text focuses on
accounting from the viewpoint of the needs of managers for financial information and
understanding. Scenarios and examples are included that demonstrate a socially responsible



approach. Business Scenarios are presented at the opening of each chapter and this is then used to
explore the topics covered given at the start of the chapter. This approach is very appealing to
people with business experience There is supplementary material with this text for the website with
additional exercises, cases, multiple choice questions, Powerpoint presentations, and tutorial
material. This will be kept up-to-date and provide links to other resources.

financial ratio analysis example: Fundamentals of Financial Management, 3/e Vyuptakesh
Sharan, 2022 Fundamentals of Financial Management by Sharan, Vyuptakesh.

financial ratio analysis example: The Complete CFO Handbook Frank ]. Fabozzi, Pamela
Peterson Drake, Ralph S. Polimeni, 2007-11-02 This must-have reference covers all of the major
areas of cost accounting and analysis including product costing, relevant costs, cost-volume analysis,
performance evaluation, transfer pricing, and capital budgeting. Includes methods of reorganizing,
classifying, allocating, aggregating, and reporting actual costs and comparing them with standard
costs. Equips experienced cost accountants with a reference tool and students with a thorough
textbook. Provides numerous examples, succinct language, chapter review, glossary, and
appendices. Includes an abundance of exercises, many of which are based on exam questions from
the CPA and CMA exams.

financial ratio analysis example: Financial Management with Quick Revision (For
CA-IPC, Group-I), 7th Edition Tulsian P.C. & Tulsian Bharat, This quick-revision text for Financial
Management - CA-IPC (Group - I) is a supplement to the main textbook for Financial Management. It
provides a means for quick text revision and self-assessment to students prior to examinations. The
book helps reduce preparation time and reinforces students understanding by providing candidates
with fully-solved chapter-wise scanner comprising CA professional examination problems with
authentic solutions. Important formulae, theoretical questions, author's own revision test papers
with answers and CA-IPC examination papers are given to help attempt the paper successfully.

financial ratio analysis example: Financial Valuation James R. Hitchner, 2003-04-07 The
appropriate, defensible way to prepare and present businessvaluations, with a strong emphasis on
applications and models Financial Valuation provides an all-encompassingvaluation tome that
presents the application of financial valuationtheory in an easily understood manner. Delivering
valuation theory,the consensus view on application, and the tools to make it happen,James
Hitchner?s all-star cast of contributors offer numerousexamples, checklists, and models to assist in
navigating avaluation project. The book contains hundreds of short, easilyunderstandable Valuation
Tips, and covers best practices from theview of these twenty-five experts.
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