
Ratio Analysis

1. Definition: Ratio analysis is a financial analysis tool used to evaluate the financial performance

of a company by analyzing the relationships between various financial variables in its financial

statements.

2. Purpose:

Assessing the company's profitability, liquidity, solvency, and efficiency.

Comparing the company's performance with industry standards or competitors.

Identifying trends and making informed decisions about the company's financial health.

3. Types of Ratios:

Liquidity Ratios: Measure a company's ability to meet its short-term obligations.

Examples: Current ratio, Quick ratio.

Profitability Ratios: Evaluate a company's ability to generate profit.

Examples: Gross profit margin, Net profit margin, Return on Assets (ROA).

Solvency Ratios: Indicate a company's ability to meet long-term obligations.

Examples: Debt to Equity ratio, Interest Coverage ratio.

Efficiency Ratios: Assess how effectively a company utilizes its assets.

Examples: Inventory turnover, Accounts receivable turnover.

4. Interpretation of Ratios:

Each ratio provides valuable insights into different aspects of a company's financial health.

Ratios should be compared over time to identify trends or changes in performance.

Comparison with industry averages or competitors helps in benchmarking.

5. Limitations of Ratio Analysis:

Different industries may have different acceptable ranges for ratios.

Ratios are historical data and may not reflect future performance.
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Manipulation of financial statements can distort ratio analysis results.

6. Importance of Ratio Analysis:

Helps in making informed investment decisions.

Assists in assessing a company's financial stability and growth potential.

Provides a comprehensive view of a company's financial performance.

** By understanding and interpreting different ratios, investors, managers, and stakeholders can

make informed decisions about the company's financial well-being.
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