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1 Introduction – Objectives and limitations of Financial Statement Analysis 

 
This note explains the overall purpose of Financial Statement Analysis, lays out the key questions 
financial analysis seeks to answer, and explains in detail the key tools (ratios) financial analysts use to 
answer these analytical questions. 
 
Financial Analysis means using financial data to answer questions and make business decisions. It can be 
used for example to analyse company financial data to assess the overall health and financial performance 
of a company. Financial analysis tools can also be used in a macro or micro context to assess the financial 
implications of a decision, or the relative advantages of alternatives open to an organisation or an 
individual. For example financial analysis can be used to examine alternative investment opportunities 
available to a company or government. 
 
Financial Statements (the Income / Profit and Loss Statement; Balance Sheet and Cashflow Statement are 
explained in detail in the accompanying note on Financial Statements) are standardised documents 
prepared by all legally compliant companies. The statements are designed to report on the performance 
and financial position of the relevant entity. The objective of these standardised accounting statements is 
to communicate the results of its operations in a way that will be meaningful and helpful to all users who 
may have some relationship with / exposure to the company – suppliers, customers, investors etc.  
 
Despite significant efforts to make the data in financial statements more reliable and the statement 
formats and content more understandable, to a non-financial professional the implications of the 
statements are not always immediately obvious. This is partly because of the technical vocabulary used 
and concepts behind the statements (content and vocabulary are explained in the accompanying note) but 
also because the raw numbers do not directly answer the key questions. For example if a company 
delivers a profit after tax of €1m, it is not instantly clear whether this is a good or even adequate 
performance – it may be a multibillion euro revenue company with an investment of €15Bn driving the 
€1m profit. A further process of interpretation is needed so that the raw data can be seen in proportion to 
relevant key numbers – i.e. using ratios.  
 
Financial Statement Analysis is the process of using the financial data presented in historic and forecast 
financial statements to answer useful questions about the overall health and performance of a company.  
 
To get precision and clarity in financial analysis, we formulate precise questions, breaking company 
“health” down into the constituent components of  

• Profitability,  
• Liquidity,  
• Sustainability of funding mix, and  
• Capacity to grow,  

 
Financial analysis asks and answers clear questions about how the company is performing on each of 
these criteria. Financial analysis is NOT a matter of pulling out a calculator to divide one number by 
another; it is a process of answering clear questions such as: 

• Has the company generated adequate profits in recent years? (To provide adequate returns to 
shareholders and other capital providers? To drive adequate cashflows? In comparison with 
similar companies in similar sector? Compared to historic performance of the relevant company?) 

• If not why not? 
• Has the company generated adequate cashflows in recent years (to make necessary investments? 

To deal with debt obligations? To reward shareholders with appropriate dividend pay-outs?) 
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• If not why not? 
• Does the company currently have adequate cash/ adequate access to cash (How long would the 

current cash balance last to cover on-going costs if there were no inflows of cash?)? 
• Is the funding mix in the company sustainable? (Does the company have too much/ too little 

debt? Is the company over reliant on supplier credit finance – paying suppliers very late?) 
• Is the company likely to grow in the near future? (Has the company invested in growth driving 

investments in the recent past? Is the company financially strong based on the answers to the 
questions above? Is the company in a sector that is forecast to grow on a macro level? Has the 
company demonstrated the capacity to grow in the past?) 

• Has the company created value for shareholders (if the company is not a quoted company and the 
current value is therefore very unclear this question is difficult to address) 

• Is the company under/ over valued, what does the current stock market value suggest about how 
the stock market views the company? (Again only really relevant for a quoted company) 
 

All of the above questions can be addressed using historical financial statements in conjunction with good 
background knowledge of the sector and the company.  
 
The same analytical approach can be applied to forecast financial statements but this requires a very 
detailed understanding of the sector and the company itself, to assess whether or not he forecast is 
plausible / deliverable. The most important question becomes “do I believe the financial forecast?” and 
this requires a knowledge of the strength of the management team’ competitive positioning of products’ 
pipeline of new products in development and quality of on-going research; feasibility of investment 
strategy for any planned expansions etc. With this depth of knowledge you can then ask future oriented 
questions – will the company generate adequate profits in the future? Adequate cashflows? Will the 
forecast funding mix be sustainable or will the company have too much debt?  
 
The tools (ratios) explained in this note can be used with equal validity to analyse a forecast, however the 
key task of assessing the plausibility of the forecast is addressed in a separate note (“Assessing the 
plausibility of a Financial Forecast”). 
 
The clearer the questions posed when you approach a set of accounts, the easier it is to identify the data 
and the ratio to answer the questions you want to answer.  
 
The main tools used to answer these questions in financial analysis are called ratios - figures in the 
Financial Statements are looked at relative to each other (for example dividing gross profit by sales to 
calculate gross profit margin) and these “ratios” are compared across different periods and against other 
businesses – ideally in the same/ comparable sectors. However these ratios are just tools to answer 
questions, thus before calculating a ratio it is crucial to have a clear question in your head, the ratio is 
simply a means to answer your question. Rather than approaching financial analysis by calculating 
infinite quantities of ratios, it is more useful to set out with clearly articulated questions and then choose 
the appropriate ratio to answer these questions.  
 
These ratios can be used to assess Profitability, Liquidity and Leverage (which indicates riskiness of 
funding mix). They can tell what has happened but they do not tell why something has happened.  It is 
very important to understand the strategy to which a business is working, how successfully they have 
implemented that strategy, what is happening in the wider competitive and economic context etc. to fully 
understand and properly assess the performance of the business. The ratios alone cannot give this full 
understanding.  
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At best they highlight areas that should be looked at in more detail and provide information that will 
facilitate a better-informed discussion with the management of the business. It is important also to bear in 
mind that Accounting Ratios are based on accounting figures, which are at best subjective in many 
respects. 
 
Subject to these important caveats ratios can be useful in highlighting trends within a business when 
viewed over periods of time either historic or projected. This is generally quite a powerful exercise as the 
company accounting policies are unlikely to have changed significantly so the numbers re comparable, 
whereas benchmarking against other companies can be much more difficult as accounting policies may 
vary considerably. It is particularly important to fully understand both the implications and the limitations 
of ratios if they are to be effectively utilised.  If they are fully understood then accounting ratios can be a 
very useful tool of financial analysis. 
 
We will now look at selected ratios, which are particularly useful in analysing the financial performance 
and stability of a business. Names, definitions and formulae are shown for the most commonly used 
ratios. When using ratios in a professional context it is crucial to clarify precisely which definition/ 
formula is used. For example “gearing ratio” can be used to mean several slightly different variants on the 
most common formula: Debt/ equity. 
 
 
2 Analysis questions and key ratios in summary 
 
This section lays out the questions in more detail and summarises the ratios used to answer the questions. 
The ratios are then explained in more detail in the relevant following sections. 
 
2.1  Profitability: Has the company generated adequate profits in recent years?  

 
§ To provide adequate returns to shareholders and other capital providers?   Return on Equity (ROE) 

and Return on Capital Employed (ROCE) 
§ To drive adequate cashflows? EBITDA based ratios (Debt/ EBITDA; EBITDA/ Interest expense; 

EBITDA/ depreciation expense) take the profit generated (EBIT) and the corresponding gross 
cashflows from operations (approximated by EBITDA) and assess whether these cashflows are 
adequate to repay debt capital, pay interest expense on debt and reinvest in fixed assets at a renewal 
level of investment. 

§ In comparison with similar companies in similar sector? Compared to historic performance of the 
relevant company? Margins (Gross margin; Operating Profit Margin; Profit before tax margin 
and PAT margin) reflect profit relative to sales as driven by pricing model and cost management at 
the various levels of organisational costs. Margins can be benchmarked both against  

 
2.2 If not why not? Understanding causes of good/ bad profitability performance 

 
This requires an understanding of the DuPont Analysis explained in detail below. Poor Returns on capital 
(ROE or ROCE) are caused by either poor asset utilisation and/ or poor margin performance. 
Understanding why a company is not adequately profitable requires an analysis of  

• Asset utilisation (sales/ total assets; Sales/ Capital Employed) to assess whether assets are well 
utilised then drilling down into asset classes – is plant and machinery well utilised etc. 

• Margins, i.e. examining whether cost factors or pricing issues are driving margin problems. 
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2.3  Liquidity: Has the company generated adequate cashflows in recent years  
• To make necessary investments? EBITDA/ depreciation; Net cashflow from operations/ 

depreciation 
• To deal with debt obligations? Debt/ EBITDA; debt/ free cashflow 
• To reward shareholders with appropriate dividend pay-outs? Dividend Cover ratio EBITDA/ 

Dividend paid 
 

2.4 If not why not: Understanding Liquidity drivers 
The driver of adequate cashflow from operations is adequate profits from operations; hence the main 
analysis of the underlying causes of poor liquidity has already been addressed in the analysis of poor 
profitability. A company generating weak profits will logically generate weak cashflows from operations. 
The main additional factors driving liquidity which are not captured in the profitability analysis are: 
• Working capital Management – have investors and debtors been well managed? Inventory days and 

debtor days, also called Days Sales outstanding 
• Over-investment in fixed assets/ acquisitions etc. This is harder to analyse and does not lend itself to 

simplistic ratio analysis, however one simple ratio that is useful is Net cashflow from operations/ 
Cashflows to/ from financing 

 
2.5  Liquidity: does the company have enough cash 
• How long would the current cash balance last to cover on-going costs if there were no inflows of 

cash? Cash days= (cash balance/ annual total cash operating costs) * 365 
 
2.6 Leverage and funding mix: Is the funding mix in the company sustainable?  
• Does the company have too much/ too little debt? Debt/ Equity; Debt/ (Debt+ Equity); debt/ 

EBITDA; EBITDA/ Interest expense 
• Is the company over reliant on supplier credit finance – paying suppliers very late? Creditor days 

(accounts payable/ Cost of goods sold* 365) 
 
2.7       Growth prospects: Is the company likely to grow in the near future?  
 

• Has the company invested in growth driving investments in the recent past? Cashflows to 
investing activities/ depreciation. It is important when using this ratio to “clean out” and 
cashflows that are not growth driving investing activities, for example cash transfers between 
deposit accounts, these will be clearly labelled as financial transactions and should be easy to 
identify 

• Is the company financially strong based on the answers to the questions above? Companies that 
are clearly highly profitable, very liquid and funded in a reasonable not excessively risky way are 
more likely to grow than companies that show very weak profitability, liquidity and are already 
excessively leveraged, so the outcome of the other questions will heavily inform the assessment 
of growth prospects. 

• Is the company in a sector that is forecast to grow on a macro level?  
• Has the company demonstrated the capacity to grow in the past?) 

 
2.8 Has the company created value for shareholders? 
If the company is not a quoted company and the current value is therefore very unclear this question is 
difficult to address. For a quoted company: Market to Book: Market capitalisation/ Book value of 
company. If this ratio is high (very high performance companies have ratios in excess of 6), this means 
that relative to the cumulative amounts invested by shareholders and the cumulative shareholder profits 
retained in the company the current value of the company is very high, i.e. the company has therefore 
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created significant value per euro invested. Market/ Book should normally be > 1, if the market value is 
less than the book value this suggests that management have destroyed value, and also suggests that the 
asset values on the balance sheet are overstated. 
 
2.9  Is the company under/ over valued,  
What does the current stock market value suggest about how the stock market views the company? 
(Again only really relevant for a quoted company). The key ratios used to assess shares from an investor 
viewpoint are Price Earnings Ratio (PER); Dividend Yield; and Dividend Cover explained in detail in 
section 9. 
 
 
3 Profitability Ratios – Return on investment and margin benchmarking 
 
These divide into 2 main categories:  

• Profitability relative to capital invested which answers whether or not in absolute terms the 
profits delivered are adequate to compensate investors given the risk profile of the business – is 
the business generating adequate returns on overall capital invested and is the business generating 
adequate returns for shareholders 

• Profits relative to sales, generally called % margin ratios. These must be interpreted in a relative 
way – i.e. they margins must be compared against either budget margins, recent historic margins 
for the same company, or benchmarked against margins for similar companies in the same sector 
to assess whether or not the company under examination is performing better or worse, and seek 
to identify reasons for the relative performance.  
This can be quite difficult mainly because it can be hard to identify a really comparable company. 
For example two companies can make cheese but have radically different margins if one is a 
high-end premium priced product and the other is a mass-market cheaper product. It may also be 
difficult to get benchmark data in adequate detail to get meaningful answers – a full breakdown 
of cost detail would be necessary for example to fully understand WHY margins are higher or 
lower. Finally benchmarking margins has to be done with caution recognising that differential 
strategies can cause major margin differences that do not imply poor performance. A company 
that has a highly automated manufacturing facility should normally have higher gross margins 
than a company with a labour intensive production system but the return on capital may not 
necessarily be better in the automated facility as the capital invested may be huge and may even 
cancel out the cost advantages. 

 
3.1 Is Profitability adequate relative to capital invested in the company? 
 
3.1.1 Return on Equity (ROE) = Profit after Tax (PAT)/ Total Equity measures return to the 
Shareholders on their cumulative investment in the business to answer whether the profits generated are 
adequate to reward shareholders. ROE is an important stock market driver – shares in companies with 
higher ROE will naturally generally be more attractive and hence more valuable (unless there is a 
perceived accounting distortion driving the ratio as opposed to genuine business performance).  
 
ROE is impacted by leverage – i.e. the return to shareholders can be improved in a company with healthy 
profits by using a small amount of shareholder finance and a high level of debt as the funding source. 
With that strategy the PAT generated will be shared over a smaller pool of shareholders hence driving a 
better ROE. However leverage, as a strategy is highly risky. In a period of poor performance the company 
may have difficulty paying interest expense and required capital repayments out of profits generated and 
can easily go bankrupt as a result of an aggressive leverage strategy in the event that performance does 
not meet expectations. 
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For businesses with the primary aim of Maximising Shareholder Wealth this is an extremely important 
ratio. 
 
3.1.2 Return on Capital Employed (ROCE)  
The formula for ROCE has several slight variants, all seeking to answer broadly the same question. The 
most frequently used definition/ formula of ROCE is: 
EBIT (Earnings before Interest and Tax)/ Capital Employed (Debt + Equity).  
ROCE is the most important measure of the overall efficiency of the management of the business because 
it relates the overall results of operations to the total amount of funds invested in the business.   
 
In calculating it this way it avoids the distortions, which might arise from different capital and financing 
structures, and therefore gives a measure of the efficiency with which the resources of the business have 
been utilised irrespective of how they have been financed.  This is the ratio, which is most relevant for 
internal assessment of performance both against budget and as compared with similar businesses. 
 
3.2 Is profit generated driving adequate cashflows? 
Some of these ratios may more traditionally be listed under the liquidity heading. They examine the 
cashflows generated as a direct result of profits generated to assess the adequacy thereof 
Debt/ EBITDA indicates whether the EBITDA generated is enough to deal with capital repayments 
required on debt 
EBITDA/ Interest expense indicates whether the EBITDA generated is adequate to deal with interest 
expense 
EBITDA/ depreciation expense indicates whether EBITDA generated is adequate to make on-going 
investments required to renew fixed assets. Deprecation is a good indicator in capital intensive businesses 
of the amount the business must invest each year just to stay at their current volume of activity, 
investment over and above depreciation will increase the fixed asset base and should therefore normally 
drive growth. If EBITDA? Depreciation < 1 this suggests that the company is not generating enough 
cashflow to reinvest and maintain the asset base. This is very important for example in manufacturing 
industry, less important arguably in pure knowledge based industry where growth drivers are not assets 
but rather people and creativity which are not really captured in the accents. 
 
3.3  Profits relative to Sales 
 
3.3.1     Gross margin = (Sales- Cost of Sales)/ Sales 
 
In a trading business the cost of sales is the direct cost of purchasing, inbound transport and any added 
value (e.g. packaging) costs of the goods that were actually sold in a given period. The gross margin in a 
trading business will reflect the level of “mark up” or margin being applied.  In a service business cost of 
sales will be the labour and other direct costs involved in delivering the service to the client. In a 
manufacturing business the cost of sales will include all Material, Labour and Overhead costs incurred in 
producing the goods, which have been sold.  
 
In some modern industries gross margin can be a slightly meaningless concept – for example in 
companies selling software inline via licence there is almost no direct cost behind any individual sale 
other than a credit card fee, and the gross margin is almost 100%. In other companies with a primarily 
fixed cost base for example telecom operators, gross margin is not a meaningful ratio, as again it is hard 
to distinguish specific costs behind the revenues – i.e. the specific costs of delivering a minute of 
telecommunications services. However in companies where there are in fact direct costs behind any given 
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sale – companies selling physical product, service companies where delivery of the service requires 
manpower time etc., it is an extremely important ratio. 

 
 

The Gross Margin is the main driver of profitability in such businesses and drives all the other 
profitability ratios. I.e. a company with a very weak gross margin will automatically have a very weak 
operating profit margin unless they achieve extraordinary economies on overheads. Gross margin reflects 
production efficiency of the business before measuring the impact of selling and general management 
costs, and the effectiveness of product pricing.  
 
Gross Margin should be compared internally against budgeted Gross margin to assess whether target 
margins have been delivered (and if not why not) and also compared against historic gross margins to see 
the trend is improving or deteriorating (and again why).  If, for example, the Gross Margin has 
deteriorated in recent time, either increased material or labour costs have not been recovered in higher 
selling prices and/or inefficiencies have arisen in the production process and/or price discounts have been 
applied without any reduction in input costs. Detailed analysis of each cost as % of sales should pinpoint 
where the downward trend is caused, for example materials, labour and utilities as % of sales to see which 
of these has increased. To establish precisely why the cost has increased as % of sales sectoral knowledge 
and often conversation with management is needed. 
 
Gross Margin should also be benchmarked against other businesses in the same sector to establish relative 
performance against peer businesses. The main challenge here is to identify genuinely comparable peer 
businesses for which data can be obtained, and then to make sure that you have enough understanding of 
the competitor to explore why their margins are higher/ lower, taking differences in strategy into 
consideration. 
 
3.3.2 Operating Profit Margin= Operating Profit / Sales %  

 
This ratio measures the profitability of the business relative to Sales after deducting all operating costs for 
the goods which have been sold, hence measures the efficiency of the operating management, and the 
capacity to generate profits from operations - before deducting costs or adding in income that have 
nothing to do with operating efficiency, for example profits or losses on disposal of fixed assets. EBIT 
(Earnings before Interest and Tax) captures all profits including non-operational profits, so the difference 
between Operating Profit margin and EBIT margin is non-operational income sources. 
 
The difference between gross margin and operating profit margin is overheads as % of sales – i.e. if gross 
margin is 47% and operating profit margin is 21%, this means that overheads are currently 26% of sales. 
Hence the main additional insight fro operating profit margin is into the efficiency of overhead 
management. 
By their nature overheads are mainly fixed, and would therefore normally decrease % of sales as the 
volume of Sales increases, and vice versa. Hence unlike gross margin operating profit margin is heavily 
impacted by volume fluctuations – i.e. improves when volumes go up assuming fixed overheads do not 
spiral upwards, and deteriorates when volume drops, as fixed overheads are often hard to cut. 
 
3.3.3 Profit Before tax margin= PBT/ Sales % 
 
The difference between this ratio and the Operating Profit margin is the impact of Interest so that when 
the two ratios are looked at together the impact of the capital structure, asset management and interest 
rates on the profitability of the business can be clearly seen.  For example a business with a consistently 
good Operating Profit Ratio could have a bad and even deteriorating Pre-Tax Profit Ratio over the same 
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periods, if interest expenses increase due to inappropriate capital structure (too much debt), high interest 
% costs, or poor asset management for example too much stock causing the company to extend an 
overdraft to finance the stock. 
 
3.3.4 Profit after Tax margin 
 
Measures profitability of the business after deducting all costs including taxation, and gives additional 
insight into the efficiency of management in minimising the tax charge. Often referred to as the “bottom 
line” margin. 
 
 
4 Understanding Causes of poor profitability: The DuPont analysis and Asset 
utilisation ratios          

 
4.1 The “DuPont Analysis” 
 
The logic of the DuPont Analysis is that to drive good ROE performance, it is necessary to break down 
the constituent underlying KPIs or ratios. ROE is driven by Return on Assets and Assets/ Equity. Return 
on Assets (PAT/ Total Assets) can be then broken out further into margin (PAT/ Sales) and Asset turns 
(Sales/ Assets).  
 
There are several slight variants on DuPont, but the essence of the technique is to recognise that Return 
on capital performance is a combination of margin performance and asset utilisation performance. The 
following diagram demonstrates a fictional DuPont analysis for a business showing the interrelationships 
between the constituent ratios. 
 
Breaking the headline ROE target down like this allows a company to set and track meaningful targets at 
operational level and then these should add up to a strong performance at company level. For example a 
sales manager with no production responsibility may not relate to a KPI like Sales/ Fixed Assets, but may 
be held responsible for margin delivery if they have autonomy on pricing and discounting decisions. 
 
4.2 Asset Utilisation Ratios 
 
These seek to measure how productively assets are used. Sales/ Total assets reflects overall 
effectiveness, and the assets can then be analysed in more detail using sales/ Fixed assets and 
sales/ current assets. Ratios to measure management of stock, inventory etc. are discussed in 
detail in the liquidity section. 
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5 Liquidity Ratios: Is the company generating enough cash? Holding enough cash? 
 
Liquidity Ratios assess the ability of the business to meet its day-to-day obligations and the liquidity of 
individual short-term assets and liabilities.  They also help to assess the appropriateness of the financing 
structure of the business in terms of the matching of maturities of assets and liabilities. 
 
5.1 The Current ratio and the Quick ratio 
 
5.1.1 Current ratio  

 
The current ratio was a traditional ratio used widely to assess liquidity, which is now largely regarded as 
highly misleading and of little relevance in modern business. The ratio compares the Current Assets 
(Cash, in all its forms, Receivables and Stock) with the Current Liabilities (Payables, Short Term Debt, 
the Current portion of Long or Medium Term Debt, Accrued Taxes and other Accrued Expenses).  
 
Current ratio = Current Assets/ Current liabilities 
 
The Current Ratio was commonly used to assess liquidity, as an indication of the extent to which the 
short term obligations of the business are covered by assets of similar maturity or in other words assets 
which are expected to be converted to cash in approximately the same timeframe as the short term 
obligations will fall due for payment. 
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Many old text books state that the current ratio should be > 2, i.e. a business should have twice as many 
assets due to be converted into cash within a year as they have current liabilities, or amounts due to be 
paid within a year because thereby they have comfortable coverage on their short term liabilities.  
 
The Current Ratio is however a very crude measure of liquidity particularly when looked at in isolation.  
An example will illustrate: 

 
If a business has Current Assets of €1000 and Current Liabilities of €500 then its Current Ratio of 2:1 
would appear to indicate a strong liquidity position.  But if the Current Assets comprise €750 Stock and 
€250 Receivables who when requested to pay have difficulty doing so, while the Current Liabilities 
comprise €500 Payables overdue and demanding payment, the business is unable to meet its short term 
obligations and if petitioned by the Creditors could be put into liquidation because of this inability.  In 
such a case the Current Ratio of 2:1 would prove to be a very poor measure of liquidity. 
 
5.1.2 The Quick Ratio 
 
The above example illustrates one obvious flaw in the current ratio, which is that current non-cash assets 
may be very difficult to convert to cash. As business and banks realised that the current ratio in fact gave 
very little insight into the liquidity position of a business due to this flaw they developed the Quick Ratio, 
which recognised that stock may be hard to liquidate and therefore should be ignored in any ratio 
assessing liquidity cover: 
 
Quick Ratio = (Current Assets- Inventory)? Current Liabilities. 
 
However the flaws in the current ratio are even more fundamental – liquidity is not a matter if having 
huge levels of debtors or even holding huge amounts of cash. Liquid companies are those that generate 
cash. The fundamental flaw of both current and quick ratios is that they examine liquidity based on 
available current assets, as opposed to the true driver of liquidity, which is cash flow. This is akin to 
assessing the liquidity position of a private individual based on the cash in the bank, food in the fridge 
and wine in the cellar, and ignoring by far the most important index, which is disposable cash income. 
The equivalent number for a business is operating cash flow – i.e. the cash a company can produce from 
on-going sales after covering on-going operational expenses BEFORE investing in capital assets, and 
BEFORE repayment of debt. The operating cash flow is in fact the available cash, which can then be 
strategically invested in assets, can be used to repay banks and/ or provide e return to shareholders. This 
is the measure of the real liquidity of the business, and therefore ratios based on cash flow from 
operations are far more useful: 
This section therefore examines primarily liquidity ratios that assess the adequacy of Operating 
cashflows; the real measure of a company’s liquidity is whether or not they are generating enough cash 
from the business itself. The current and quick ratios are now highly discredited and are rarely used in 
modern banking of=r industry based financial analysis. 
 
5.2  Operating cash flow ratio 
 
Operating cash flow/ Current liabilities gives an indication of how the cash flow produced from 
operations in the last historical period compares to the liabilities coming up in the short-term future 
The equivalent ratio for a private individual would be disposable cash income compared to debts already 
incurred and due to be repaid within the next year 
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5.3 Operating cash flow / depreciation 
 
This gives an indication of how easily the company can cover the cash required to maintain fixed asset 
base – i.e. not expand fixed assets, simply maintain them at existing levels without deterioration 
 
 
5.4  Operating Cash FLOW / DEBT (Or Debt/ Operating cashflow) 
 
This ratio measures the adequacy of cashflows from operations to repay debt capital. EBITDA/ DEBT is 
often used as a proxy, as EBITDA is a reasonable indicator of the ongoing gross (i.e. pre interest and tax) 
cashflow generation potential of a business ignoring one off fluctuations in working capital. This ratio is 
similar to the bank mortgage criterion lending X times an individual’s salary 
 
5.5 Cash days: Is the company holding enough cash? 
 
Cash days= cash balance / (annual cash operating costs), this indicates the number of days the company 
could continue to function on their cash balance if no further cash was received. 

 
6 Understanding Causes of Liquidity problems 
 
Cashflow problems are caused by: 

• Weak profitability (analysed above) 
• Excess leverage (Analysed under funding and leverage ratios) 
• Excess investment in fixed assets that do not generate adequate cashflows 
• Poor working capital management – i.e. too much stock and debtors. 

 
Working capital ratios do not measure liquidity, but they help understand underlying causes of liquidity 
probes.  

 
6.1 Debtor days 
 
Debtor days, also called Days Sales Outstanding (DSO) estimates the average collection time on invoices. 
Debtor days = debtors/ sales *365 
It indicates the liquidity of the Receivables in Current Assets, but more importantly a high collection 
period will tend to cause liquidity problems for the business.  
The ratio is very rough and may be distorted for example if only a small portion of the sales are made on 
credit, so the ratio will be low but in fact the collection performance on credit sales is very poor. However 
for general purposes and to compare across periods the ratio is a good indicator.  
 
To assess whether performance is good or bad, it should first be compared with the actual credit terms 
offered to customers. If DSO > credit terms this suggests that the company has poor collection 
procedures, or the customers either cannot or will not pay on time. If customers cannot pay on time that 
suggests there is a problem with the quality of the credit customer base which may suggest a change of 
marketing strategy to attract better customers and a change in credit policy whereby such customers no 
longer get credit. If customers will not pay even though they can, this may indicate quality issues with the 
product or service delivered.  

 
The Collection Period should also be compared against similar companies / competitors and any 
significant divergence from the norm should be discussed with the relevant line managers to establish the 
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reasons for the divergence.  Knowledge of competitor terms of trade is clearly important to address this 
effectively.  Geography/ culture has a big impact - There are significant differences, for example, between 
what is normal in Northern Europe compared to what is considered normal in Southern Europe. These 
‘cultural’ differences should also be taken into account. 
 
Changes in DSO from one period to the next should also be examined and the reasons should be 
discussed with the line managers involved.  
Comparison of DSO or collection period vs. Payments Period (Payables days, explained below) is useful 
to see how credit period taken by customers compares with the amount of credit suppliers are giving the 
business. In an ideal world these should be in balance whereby suppliers effectively fund customer credit 
but this is often impossible, and ultimately the credit terms from suppliers and to customers depend on the 
relative negotiation powers of players in the industry. 
 
Internally in a company a detailed Aged Analysis of Receivables should be maintained at all times – i.e. 
rather than an average collection period it is necessary to know how long each customer takes to pay.  
 
6.2 Inventory days 
 
Inventory Days or Stock Days gives an estimate of the number of days stock held in the business, the 
number of days it takes to convert stock, in all its forms, into cash or receivables. Again it only gives an 
estimate and a more accurate calculation would require the use of average stock figures to avoid the 
distortions caused by seasonal factors.  It is useful and valid when prepared consistently and used to 
assess movements in the relative levels of stock over periods of time.   
 
It should first be compared with the budgeted level of inventory to assess the quality of inventory 
management and also to help form a view as to the “saleability” of the inventory.  If items of stock are 
becoming “slow” then their liquidity deteriorates and the issue should be taken up with the relevant line 
management. 
 
The Inventory Period should be compared with the norm for the industry and any substantial deviations 
from the norm should be questioned with the line management involved.  Stock levels usually relate 
closely to the production cycle in manufacturing businesses so it is important to know what is the normal 
production cycle for different businesses so that appropriate comparisons can be made. Some Sectors 
require high levels of inventory as raw materials are scarce and shortage may disrupt supply. Purchasing 
strategy can also impact – e.g. purchasing from China may mean keeping a buffer stock as compared to a 
company purchasing from a supplier next door. 
 
Inventory Days should be compared vs. previous accounting periods to examine trends – has stock 
management improved or disimproved. The historic Inventory Period can also be used as the benchmark 
against which to judge the validity of projections for future periods.   
 
Finally it should be compared with the Payments Period to assess what level of support is being given by 
suppliers for the stock holding requirements of the business. 
 
7 Sustainability of funding mix: Leverage ratios and Days payables 
 
Leverage, or gearing ratios measure the capital structure of the business (i.e. the mix between debt/ other 
external liabilities and equity) and assess the extent to which the company has excessive external 
liabilities in general, and then specifically whether or not the company has too much debt. 
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7.1 Overall Leverage Ratio: Total external liabilities/ Total equity 
 
This measures the total contribution by third parties to the financing of the business compared to the 
amount contributed by the owners.  This ratio provides a measure of the overall level of risk being taken 
by the outsiders relative to the owners i.e. the Financial Risk 
 
The appropriate level of leverage is determined by the trade off between business and financial risk. 
Business risk is the risk arising from all the normal trading activities of the business e.g. sales, 
production, HR etc. Financial risk arises from the introduction of debt into the capital structure. The trade 
off is that if the business has high business risk then it can only take low financial risk whereas if the 
business risk is low then it can survive with a higher degree of financial risk.   
 
7.2 Debt/ Equity Ratio 
 
This ratio reflects the riskiness of the level of debt, as opposed to exposure to all liabilities. Liabilities are 
all amounts the company owes including for example taxes not yet paid. Debt is interest bearing and is 
the riskiest type of liability, hence this ratio is very important because of the strong position of bankers 
relative to other providers of funds. In most cases bank debt is secured and loan agreements usually 
contain comprehensive powers for the bank to take action if this ratio gets out of line or some other 
financial deterioration in the position of the business occurs.  It is vital therefore that the Bank Leverage 
Ratio is always kept at a level, which is acceptable to the lending bankers. 
 
Ultimately the question of whether the level of debt is acceptable is driven by the capacity of the business 
to generate sufficient cash to service the creditors and lenders making up the debt side of the Ratio.  If the 
cash generating ability is not there then the level of the actual Leverage Ratio whether apparently good or 
bad is academic. Hence Debt/ EBITDA, EBITDA/ Interest expense etc. explained under liquidity are very 
important determinants of whether not the level of debt is sustainable. There is a logical trade off between 
business risk as driven by technology, competition, regulation, pricing, etc. etc. and debt strategy, i.e. 
high risk businesses should carry low or zero debt, and very low risk businesses should use debt funding 
as a major component of their funding strategy. 
Using too little debt in a low risk business effectively means using too much equity and hence potentially 
diluting returns to shareholders. 

Level of Business Risk 
 
7.3 Interest Cover: EBITDA/ Interest Expense  
 
This shows the number of times EBITDA (approximately gross cashflows from operations) covers the 
interest, hence measure ability to cope with interest expense from internally generated cashflows. If the 
Interest Cover is low then the ability of the business to raise additional debt finance will be very 
restricted. 
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Although it is a useful ratio in detecting trends it does not necessarily indicate ability to actually pay 
Interest Charges, because the cashflows generated are also needed to repay the capital. It can therefore 
give a misleading view.  
 
7.4  Debt Service Ratio  
 
This is a more sophisticated ratio, addressing the deficiency in interest cover as noted above by taking 
both the capital payments and the interest due in the period and comparing these to the cash available to 
deal with bank debt – Free cashflow. Individual banks will use slightly different formulae on this, the 
most commonly used is: 
Free Cash Flow / (capital payments due plus interest charge). Free cashflow is Gross cashflow from 
operations minus Capital investments. 
 
7.5 Is the company paying suppliers in a timely way: Creditor Days 
 
Creditor Days=Trade Creditors/ Cost of Sales *365 
This ratio estimates the average number of day’s credit being taken from suppliers, or more bluntly the 
number of days the company is taking to pay suppliers.  It is an estimate not an accurate calculation and it 
does not take account of seasonal purchases and the element of Cost of Sales, which is paid in cash, e.g. 
wages, expenses etc.  It would be more accurate if calculated on Purchases rather than Cost of Sales but if 
consistently calculated as above then viewed over periods of time it provides valid data for comparison 
purposes. 

 
As with the Collection Period the Payments Period should firstly be compared with the agreed credit from 
suppliers to establish whether the Creditors are being paid late and thus likely to put pressure on the 
businesses liquidity by demanding payment. If creditor days are much higher than credit terms agreed the 
credit rating / business reputation may also suffer making it increasingly difficult to get further credit.  
 
Creditor Days should also be compared with the norm for the industry and for the geographic area in 
which the business is operating. If it is found to be less than the norm then the suppliers should be asked 
to extend the period of credit – or offer a discount for early payment. 
 
It should be compared with the previous Payments Period to ascertain whether it has improved or 
disapproved over the period.   
 
As this is totally within the control of the management of the business unless the business is under major 
liquidity pressure and cannot pay on time, it should be possible to keep the Payments Period at the 
optimum level i.e. getting the best credit benefit from suppliers without incurring any of the costs (Loss 
of discounts, reputation etc.) 
 
Finally it should be compared with the Collection Period and with the Inventory Period to ascertain the 
level of support being given by suppliers compared to the amount that has to be invested in Inventory and 
Customer credit by the business. 
 
8 Is the company likely to grow? 
 
This can only be deduced to a limited extent from historic statements; the general assessment of 
profitability, liquidity and leverage explained above will give great insight into future growth prospects. 
A highly profitable company generating strong cashflows with a sustainable level of debt is more likely to 
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grow than an unprofitable company generating weak cashflows with an excessively high level of debt. In 
addition to this general assessment, the statements will answer two further useful questions, which will 
provide further specific insight into future growth prospects: 
8.1 Has the company invested recently for future growth?  
The cashflow statement shows clearly how much cash has been invested in expansion of property plant 
and equipment, acquisitions etc. in the historic period. Particularly for a company that is capital intensive 
and requires capital investment to drive growth (airlines, telecommunications operators that are not 
virtual, manufacturing companies, processing companies) the cash invested in CAPEX can be compared 
against the depreciation charge. If cash CAPEX/ Depreciation < 1, the company is not investing enough 
to ain their fixed asset base raising the question of whether the company is shrinking or fundamentally 
changing their asset ownership strategy. If Cash CAPEX/ Depreciation is high this suggests that the 
company is generating enough cashflow to easily replace assets as they expire and still have plenty of 
money left for growth investment. 
 
8.2 Has the company grown in recent years?  
Historic growth is no guarantee of future growth, but nonetheless the question of whether or not the 
company has shows the capacity to grow in the past is useful. If a company has been stuck at the same 
level of sales for years it clearly raises a question mark over capacity of the management team to drive 
growth. In this context it is recent operating profit, profit after tax and cashflow from operations growth 
that is of interest, as opposed to asset growth, which is not necessarily desirable, and in itself does not 
imply good performance. A company can invest and expand assets and as discussed in 8.1 above this 
suggests that future growth is a reasonable expectation, but if they make poor investment decisions 
growth in the really important metrics, the resulting profits and cashflows may not materialise. 
 
 
9 Stock Market Ratios: Has the company created value? Is it over/ under valued? 
 
Investors use ratios to assess the relative merits of different potential Equity investments, and these ratios 
are important drivers for business seeking Equity from the market.  
Six main stock market ratios are: 
 

(1) Earning Per Share     
(2) Dividend Yield 
(3) Dividend Per Share     
(4) Dividend Cover 
(5) Price/Earnings Ratio    
(6) Market to Book Ratio 

 
9.1 Earnings Per Share (EPS)  

 
EPS= PAT/ number of shares currently issued, hence the amount of Profit attributable to each ordinary 
share. Diluted EPS is also disclosed, showing the potential impact of share options granted to employees 
on the EPS- i.e. if all options were exercised there would be more shares issued. EPS trends over time are 
very important. As an earnings number it is valuable as it adjusts profit for all changes in the volume of 
Equity in the business. Logically the higher the EPS the more valuable the share depending on whether or 
not the market sees the most recent reported EPS as a good indicator of future EPS performance. 
 
9.2 Dividend Per Share (DPS)  
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This measures the amount of Dividend paid on each share = dividend paid to shareholders/ number of 
shares 
Investors look for returns in from equity investments from income and/ or capital gain. The Dividend per 
Share measures the income element of this return. Many highly successful companies choose not to pay 
any dividend, and by reinvesting the cash in the business itself drive growth and hence a high performing 
share price, hence a low dividend yield is not in itself problematic. However funds normally focus on a 
certain type of share, and for funds focussing on high dividend shares DPS and the stability thereof is a 
very important consideration for investors. 
  
9.3 Price Earnings Ratio  (PER)  
 
PER= Market Price of share/ EPS 
The P/E Ratio expresses the current share price as a multiple of the most recent EPS, hence the number of 
years earnings needed to recover the current market price of the share and in that sense could be described 
as a potential “payback” measure.  The higher the P/E ratio the higher the market’s rating of the share, 
specifically the market’s view of the companies future growth and risk prospects, and also the extent to 
which profits (as EPS is a profit metric) will materialise as cash or get eaten in necessary CAPEX and 
working capital investment.  
 
9.4 Dividend Yield    
 
Dividend Yield= DPS/ Market Price per share %. This measures the percentage return in income that 
an investor would get by investing in the share at the current market price. If the Dividend Yield is low it 
may indicate that the market expectations of growth in dividends and capital are high. If the Dividend 
Yield is high then it may indicate that investors expect low dividend and capital growth or that they 
require a higher rate of return to cover risk. 
 
If there is a requirement for good income as well as capital growth then the Dividend Yield will be 
important to investors. If investors are more interested in capital growth then they will not attach much 
importance to the Dividend Yield. These factors need to be taken into account by the directors of the 
business when deciding on dividend policy. 
 
9.5 Dividend Cover 
 
Dividend Cover = EPS/ DPS. This is the number of times the dividend is covered by the earnings of the 
business. The Dividend Cover is a measure of the ‘Quality’ of the dividend, an important feature in the 
rating of a share.  If there is very high cover then it indicates good ‘quality’ dividend because even if there 
were a fall in income there would still be lots of profit to cover continued payment of the dividend. A 
high Dividend Cover may also indicate that the business has lots of good opportunities for investment 
within the business. If the Dividend Cover is low then it suggests that there is not much scope for 
increasing or even maintaining the dividend should profits decline even marginally, and the capacity of 
the firm to invest for future growth is limited as there will be little cashflow remaining after payment of 
dividend.  
It is also a measure of the Retention Policy of the business.  If dividend cover is high then there is 
obviously a policy of retaining a substantial proportion of the profits. Good Dividend Cover could be 
taken to be 2:1 but as in all such generalisations it really depends on the particular circumstances of each 
case and especially the risk profile of the industry sector and individual firm within it. 
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9.6 Market To Book Ratio   
 
Market to Book Ratio = Market Value per share/ Book value per share 
Book Value per Share is the Shareholders’ Funds as per balance sheet divided by the number of shares in 
issue. 
 
This is a very powerful measure as it compares the market valuation of the business with the internal 
Balance Sheet measure. In most cases it would be expected that the market value would greatly exceed 
the book value. The difference is accounted for by the markets assessment of the value of the key assets 
of the business that do not appear on the Balance Sheet. The main assets influencing this valuation are 
brands in all their formats, including customer relationships and intellectual capital including employee 
skills and knowledge and research and development. 
 
Market to Book Ratio can also be calculated by multiplying the Price Earnings Ratio by the Return on 
Equity. This brings together the internal and the external market measures of the performance of the 
business. 
 
10 Sensitivity Analysis 
 
Accounting ratios are very useful tools in sensitivity analysis and can be used for example to forecast 
future financing needs in the form of projected balance sheets. 
For example the Financial Manager might use sensitivity analysis to highlight the importance of 
collecting from customers on time.  If the credit period given to customers is, say, 60 days and the 
Collection Period is 90 days while annual sales are running at €1 million the actual Receivables will be 
€246,575.  Applying simple Sensitivity Analysis the Financial Manager can point out that the Receivables 
would have been only €164,382 if they had been collected on time and as a result the amount of extra 
finance used to support them is €82,191. Spreadsheets facilitate more complex sensitivity analysis for 
example modelling the implications of multiple improvements into future projections. 
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APPENDIX 1: SAMPLE RATIO TEMPLATE FOR HIGH LEVEL COMPANY ANALYSIS 
 
RAW	  DATA	   Dec-‐14	   Dec-‐13	  
Sales	   3.26	   3.4	  
Operating	  Profit	   0.551	   0.684	  
Profit	  after	  Tax	   0.083	   0.415	  
Equity	   3.90	   4.1	  
Total	  Debt	   4.70	   4.5	  
Total	  Assets	   13.00	   12.8	  
cash	  capex	   0.90	   0.728	  
Cashflow	  from	  Operations	   1.24	   1.18	  
Depreciation	   0.731	   0.69	  

	   	   	  RATIOS	   	  	  
	  Gross	  margin	   	  	  
	  

Operating	  Profit	  Margin	   16.9%	   20.1%	  

PAT	  Margin	   2.5%	   12.2%	  

Return	  on	  Equity	   2.1%	   10.1%	  
Debt/	  (Debt	  +	  Equity)	   0.546511628	   0.523255814	  
debt/equity	   1.205128205	   1.097560976	  
Debt/	  Operating	  Cashflows	   3.790322581	   3.813559322	  

Operating	  Cashflows/	  Depreciation	   1.69630643	   1.710144928	  
operating	  cashflow/	  Cash	  capex	   1.383928571	   1.620879121	  
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