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Ratio Summary

	Ratio
	Increasing
	Decreasing
	How to Improve
	Common Benchmark
	Expression

	Working capital
	Firm can cover its short-term debts given 12 months to convert all CAs into cash.
	Firm is heading for potential liquidity crisis if firm can’t cover CLs at least once over.
	· Improve cash reserves by budgeting, invest in short-term finance options when there is excess cash.
· Review debtor collections, policies and procedures, provide incentives
· Review stock lines, payment methods, purchasing methods
· Shift to cash sales
	At least twice over
	As a % or as 1:1 ratio in dollars and cents

	Quick asset 
	Firm can cover its immediate debts after inventory prepayments and overdraft are removed from the equation.
	Firm is heading for liquidity crisis when CLs cannot be covered with liquid cash.
	· Communicate with creditors for extension
· Tighten credit policies and procedures with debtors
· Purchase inventory in bulk
· Ensure payment periods are longer for creditors than for debtors
· Sell off any inefficient assets
· Shift to greater cash sales
	At least once over
	As a % or as 1:1 ratio in dollars and cents

	Debtors’ Collection
	Greater risk of debtors turning into bad debts
Cash tied up in owing amounts and not released as received cash
	Control over debtors is working. Policies and procedures are working
	· Review policies and procedures
· Shift to lower credit terms
· Review credit history
· Provide incentives
· Provide penalties
· Follow up
· Issue invoices and reminders promptly
	Lower than 30 days and must be shorter than for creditors
	Days 

	Inventory Turnover
	Increasing risk of losing customers if stock runs out too quickly
Increases delivery costs
	Increasing risk of obsolete stock
Increases storage costs
Cash tied up in stock and not released as sales
	· Conduct sales
· Discount stock
· Review buying methods
· Reduce lead time
· Reduce unpopular lines
· Reduce inventory on hand
	Depends on industry type and size
	Times 

	Profit 
	Operating costs under control
Sales increased faster than costs
Borrowing costs can be afforded
Dividends can be declared
Future investment an occur 
	Operating costs out of control
Sales sluggish compared to rising operating costs
Dividends not possible
Investment can be restricted
	· Reduce operating costs
· Liquidate inefficient assets
· Increase sales 
· Improve marketing

	Trend required or similar business needed
	As a % or as 1:1 ratio in dollars and cents

	Rate of Return on Assets
	Total assets are managed efficiently
Operating costs under control
	Total assets not managed efficiently
Operating costs need review
Profits too low
	· Improve profits but reducing operating costs
· Liquidate inefficient assets
· Review policies and procedures
	Trend required or similar business needed
	As a % or as 1:1 ratio in dollars and cents

	Times Interest Earned
	Firm can afford interest costs on borrowing
Reduced risk of becoming insolvent
Firm able to acquire more funding
	Firm can’t afford interest costs on borrowing
Increasing risk of becoming insolvent
Difficult to attract investment due to increasing debt stress
	· Improve profits
· Reduce operating costs
	3 to 4 times
	times

	Debt to Equity
	Firm is highly leveraged
Firm in expansion mode
Increasing risk of insolvency
	Firm is lowly leveraged
Firm may be stagnant
Firm is stable
	· Pay off debts
· Increase equity finance rather than using external finance
	1:1 where claims over assets are equal
Trend or similar business needed
	As a % or as 1:1 ratio in dollars and cents

	Earnings per Share
	More after-tax profit available per ordinary share
Attractive share to buy/invest
Directors may be buying back shares to increase the after-tax profit per ordinary share
	Less after-tax profit available per ordinary share
Reduces the attractiveness of buying shares
Too many shares may have been issued which reduces the available after-tax profit per share
	· Increase after-tax profits
· Buy back shares to  increase profit spread for each share
	Trend required or similar business needed
	1:1 in dollars and cents

	Price/Earnings
	Market is confident
Positive sentiment may be overinflated
Over expectation of the company’s future growth
Earnings per share is driving up the share price
	Market is not confident
Market sentiment may be low
Expectation of company growth is low
Earnings per share is decreasing driving down share price
Shares may be a bargain to buy if profit downturn is only temporary
	· Increase earnings per share
	More than 8 times
Trend required or similar business needed
	times

	Dividend Yield
	Dividend payments increasing faster than the increase in market price
Market is confident about returns
Profits increasing allowing for directors to declare dividends
	Profits low
Dividends not often nor high enough
Market not confident about returns
Low profits preventing size of dividend payment
	· Increase profits
· Increase dividend payments
	Trend required or similar business needed
	As a %



