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What Is Ratio Analysis?

Ratio analysis involves using numbers from financial statements
(such as the income statement and balance sheet) to create
meaningful relationships. These ratios help you assess a company’s
performance, efficiency, and overall financial health.

Why Use Ratios?

1.Comparability: Ratios allow you to compare companies of
different sizes.

2.Trend Analysis: Track changes in a company’s performance over
time.

3.Decision-Making: Provides a quick understanding for investors,
managers, and stakeholders.

Types of Ratios
Here are the most common types of ratios and what they tell us:
1.Liquidity Ratios
o Measure a company’s ability to meet short-term obligations.
o Examples:
= Current Ratio = Current Assets + Current Liabilities
= (A ratio > 1 means the company can cover its short-term
debts.)
. = Quick Ratio = (Current Assets - Inventory) + Current
Liabilities
= (This removes inventory, which might not be liquid.)

2. Profitability Ratios
Indicate how well a company generates profit.
e Examples:
o Net Profit Margin = Net Income + Revenue
o (Shows how much profit is made for every dollar of
revenue.)

o Return on Assets (ROA) = Net Income + Total Assets
o (Measures how effectively the company uses its assets.)



3. Efficiency Ratios
Assess how effectively a company utilizes its resources.

e Example:
o Inventory Turnover = Cost of Goods Sold + Avera
o (Shows how many times inventory is sold and reg

4. Leverage Ratios
Evaluate a company’s debt levels.

e Example:
o Debt-to-Equity Ratio = Total Liabilities + Sharehao
o (Higher ratios indicate more reliance on debt.)
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3. Identify Strengths and Weaknesse

e Strengths: High net profit margin ¢
healthy company.
e Weaknesses: Low efficiency ratios

management.

4. Make Informed Decisions
Investors: Use ratios to decide whe
investing in.

Managers: Identify areas for impra
increasing asset efficiency.
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Key Takeaways

e Understand the Ratios: Liquidity, p
leverage ratios offer unique insight
performance.

¢ Evaluate Trends and Benchmarks:
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student, financial analysis helps in

success.
jou






