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ACCOUNTING - CLUTCH

CH. 14 - FINANCIAL STATEMENT ANALYSIS



CONCEPT: HORIZONTAL ANALYSIS 

 

● A horizontal analysis evaluates _______________ changes in account balances from one year to the next: 

□ Compute the _____________ amount of the change between periods 

□ Divide the dollar amount of change by the base-period amount 

 

𝑃𝑒𝑟𝑐𝑒𝑛𝑡𝑎𝑔𝑒 𝐶ℎ𝑎𝑛𝑔𝑒 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑌𝑒𝑎𝑟 𝐴𝑚𝑜𝑢𝑛𝑡 − 𝑃𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑌𝑒𝑎𝑟 𝐴𝑚𝑜𝑢𝑛𝑡

𝑃𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑌𝑒𝑎𝑟 𝐴𝑚𝑜𝑢𝑛𝑡
 

 

 

EXAMPLE: Compute the percentage change in Net Sales, COGS, and Gross Profit using the following information: 

 2018 2017  Dollar Amount of Change Percentage Change 

Net Sales 65,455 58,081   

Cost of Goods Sold 54,912 45,377   

Gross Profit     

 

PRACTICE: Complete a horizontal analysis of the following balance sheet: 

 20X2 20X1  Dollar Amount of Change Percentage Change 

Cash 26,211 18,514   

Accounts Receivable 15,912 18,530   

Inventory 6,424 16,028   

PPE, net 23,160 17,040   

Total Assets 71,707 70,112   

     

Accounts Payable 9,562 13,759   

Accrued Expenses 6,117 6,241   

Long-term Debt 30,000 25,000   

Common Stock 1,000 1,000   

APIC 19,000 19,000   

Retained Earnings 6,028 5,112   

Total Liabilities & 
Stockholders’ Equity 

71,707 70,112   
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CONCEPT: VERTICAL ANALYSIS 

 

● A vertical analysis evaluates a financial statement line item as a ________________ of its “base.”  

□ The base item will always be equal to 100%. The base used is different for each financial statement: 

 - Income Statement Base   ______________________ 

 - Balance Sheet Base   ______________________ and _______________________ 

□ Next, find the percentage of the base for every other line item using the following formula: 

 

𝑃𝑒𝑟𝑐𝑒𝑛𝑡𝑎𝑔𝑒 𝑜𝑓 𝐵𝑎𝑠𝑒 =
𝐿𝑖𝑛𝑒 𝐼𝑡𝑒𝑚 𝐴𝑚𝑜𝑢𝑛𝑡

𝐵𝑎𝑠𝑒 𝐴𝑚𝑜𝑢𝑛𝑡
 

 

 

EXAMPLE: Complete a vertical analysis of the following Income Statement for 2018 and 2017: 

 2018 2018 Percentage of Total 2017 2017 Percentage of Total 

Net Sales 65,455  58,081  

Cost of Goods Sold 54,912  45,377  

Gross Profit 10,543  12,704  

Operating Expenses     

Rent Expense 2,411  2,411  

Selling Expense 982  871  

Depreciation Expense 1,400  902  

Total Operating Exp. 4,793  4,184  

Income from Operations 5,750  8,520  

Interest Expense 480  400  

Other Expenses 70  120  

Income before Taxes 5,200  8,000  

Income Tax Expense 2,080  3,200  

Net Income 3,120  4,800  
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PRACTICE: Complete a vertical analysis of the following balance sheet: 

 20X2 20X2 Percentage of Total 20X1 20X1 Percentage of Total 

Cash 26,211  18,514  

Accounts Receivable 15,912  18,530  

Inventory 6,424  16,028  

PPE, net 23,160  17,040  

Total Assets 71,707  70,112  

     

Accounts Payable 9,562  13,759  

Accrued Expenses 6,117  6,241  

Long-term Debt 30,000  25,000  

Common Stock 1,000  1,000  

APIC 19,000  19,000  

Retained Earnings 6,028  5,112  

Total Liabilities & 
Stockholders’ Equity 

71,707  70,112  
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CONCEPT: COMMON-SIZED STATEMENTS 

 

● Common-sized statements report only _______________ amounts rather than __________________ amounts 

□ Common-sized statements just show the results of a vertical analysis 

□ The base item will always be equal to 100%. The base used is different for each financial statement: 

 - Income Statement Base   ______________________ 

 - Balance Sheet Base   ______________________ and _______________________ 

□ Next, find the percentage of the base for every other line item using the following formula: 

 

𝑃𝑒𝑟𝑐𝑒𝑛𝑡𝑎𝑔𝑒 𝑜𝑓 𝐵𝑎𝑠𝑒 =
𝐿𝑖𝑛𝑒 𝐼𝑡𝑒𝑚 𝐴𝑚𝑜𝑢𝑛𝑡

𝐵𝑎𝑠𝑒 𝐴𝑚𝑜𝑢𝑛𝑡
 

 

 

 

EXAMPLE: Calculate the common sized percentages for the following income statement: 

 2018 Common-sized Statement 

Net Sales 150,000  

Cost of Goods Sold 60,000  

Gross Profit 90,000  

Operating Expenses 40,000  

Income from Operations 50,000  

Income Tax Expense 15,000  

Net Income 35,000  
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CONCEPT: TREND PERCENTAGES 

 

● Trend Percentages are a form of horizontal analysis. Trends show the direction a business is headed (i.e. growing?) 

□ Choose a year as the base year (usually the oldest year) 

 

𝑇𝑟𝑒𝑛𝑑 𝑃𝑒𝑟𝑐𝑒𝑛𝑡𝑎𝑔𝑒 =
𝑇ℎ𝑎𝑡 𝑌𝑒𝑎𝑟′𝑠 𝐷𝑜𝑙𝑙𝑎𝑟 𝐴𝑚𝑜𝑢𝑛𝑡

𝐵𝑎𝑠𝑒 𝑌𝑒𝑎𝑟 𝐷𝑜𝑙𝑙𝑎𝑟 𝐴𝑚𝑜𝑢𝑛𝑡
∗ 100 

 

 

EXAMPLE: Compute the trend percentages for income from operations: 

 2018 2017 2016 2015 2014 

Income From Operations $676,000 $862,000 $1,406,000 $1,129,000 $842,000 

Calculation 

 
 
 
 

    

Trend Percentages 

 
 
 
 

    

 

PRACTICE: Show the trend percentages for Sales and Net Income. Use 2015 as the base year: 

 2018 2017 2016 2015 

Sales $9,960 $9,260 $8,790 $8,410 

Calculation 

 
 
 
 

   

Trend Percentages 

 
 
 
 

   

Net Income $670 $500 $480 $432 

Calculation 

 
 
 
 

   

Trend Percentages 
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CONCEPT: DISCONTINUED OPERATIONS AND EXTRAORDINARY ITEMS 

 

● Discontinued Operations result when a company plans to exit a major component of its business 

□ Example: A company sells computers and service repair contracts, but will discontinue offering service contracts 

□ The calculations for discontinued operations are beyond the scope of this class, but it is important to note that: 

 - Non-recurring item – Discontinued operations are not a persistent activity of the business 

- Separate Reporting on Income Statement – All related revenues and expenses reported separately as  

a single amount below Income from Continuing Operations, net of tax 

- Separate Reporting on Balance Sheet – All related assets and liabilities reported separately but  

not netted to a single amount 

 
● Extraordinary Items are gains and losses that are considered _______________ and _______________ 

□ Example of Extraordinary Loss: The warehouse caught on fire and inventory was burned up 

□ Example of Extraordinary Gain: Gain on sale of discontinued operation 

□ The calculations for discontinued operations are beyond the scope of this class, but it is important to note that: 

 - Non-recurring item – Extraordinary items are not a persistent activity of the business 

- Separate Reporting on Income Statement – The amount is shown as a single amount below Income 

from Continuing Operations, net of tax 
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CONCEPT: INTRODUCTION TO RATIOS 

 

● Ratios are a significant part of financial analysis. Companies and investors use ratios to make informed decisions. 

□ Ratios fall into one of five broad categories: 

1. Liquidity (Solvency) Ratios – ability to pay ________________ obligations 

2. Financial Leverage Ratios – ability to pay _______________ obligations 

3. Efficiency (Turnover) Ratios – measures how efficiently company’s use their _______________ 

4. Profitability Ratios – measures how _______________ the company is 

5. Market Value Ratios – relate financial information to the actual ________________ on the open market 

□ A ratio is always going to divide one number by another number 

 - It is important to be able to calculate the ratio, but also important to be able to analyze the results 

 - The general rule for ratio interpretation: 

 

𝑅𝑎𝑡𝑖𝑜 =
𝐴

𝐵
 

 
The calculation will result in a decimal (i.e. 1.54): this means that for each one unit of “B” there are 1.54 units of “A” 

 

 

□ When we study each ratio, we will discuss the calculation and the analysis 

 - Some ratios have thresholds that must be maintained, otherwise it indicates a problem 

 - We can also analyze ratios by using benchmarks, comparing to similar companies or industry averages 

 - Finally, we can compare ratios to prior periods for the same company to note changes and trends 

 

EXAMPLE: Julie, a fruit enthusiast, eats both apples and oranges. This month, Julie ate 50 oranges and 20 apples. 

Express Julie’s fruit eating habits as a ratio of oranges eaten to apples eaten. Other fruit enthusiasts have an Orange/Apple 

ratio of 1.50. 
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CONCEPT: RATIOS – EARNINGS PER SHARE (EPS) 

 

● Earnings per Share (EPS) divides up the current period’s _______________ for all the common stockholders. 

□ Earnings per Share is a common ________________ ratio 

 

𝐸𝑃𝑆 =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔
=

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠

(𝐵𝑒𝑔. # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 + 𝐸𝑛𝑑. # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: This ratio shows amount of income the company earned for each share of stock. 
 

Comparison: EPS is usually compared to previous year numbers to analyze trends.  
Investors want more earnings, so ____________ EPS is always better! 

 

□ The computation above is for basic EPS. The calculation of diluted EPS accounts for the creation of shares: 

  - Bonds (debt) that can be converted into shares of common stock 

  - Employee stock options that allow employees to buy shares of the company 

  - Luckily, we don’t calculate diluted EPS in this class! 

 

PRACTICE: MoneyCo had sales revenue and net income during the current year of $500,000 and $60,000, respectively. 

The total amount of stockholders’ equity was $600,000, and common shares outstanding were 120,000 all year. What is 

MoneyCo’s earnings per share? 

a) $0.10 

b) $0.50 

c) $2.00 

d) $10.00 

 

PRACTICE: Tougher Company’s current year income statement showed an EPS of $1.25 per share. If total common equity 

totaled $600,000 (40,000 common shares) and preferred dividends were $10,000 (10,000 preferred shares), what was net 

income during the period? 

a) $50,000 

b) $60,000 

c) $62,500 

d) $72,500 
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CONCEPT: RATIOS – WORKING CAPITAL AND THE CURRENT RATIO 

 

● The concepts of working capital and the current ratio are very similar, so we will study them together 

□ The current ratio is the most common ________________ ratio 

 

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 
Analysis: The current ratio tells us how many dollars of current assets are available for each dollar of current liabilities 

 
Red Flag: A current ratio below ________ is generally a sign of liquidity problems. 

 

□ Working capital is not technically a ratio, but still a helpful financial analysis tool 

 

𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 = 𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 
 

Analysis: Positive working capital indicates short-term financial stability.  
 

Red Flag: Negative working capital generally indicates short-term financial problems. 
Also, abnormally high working capital could indicate inefficient management of assets. 

 

 

EXAMPLE: Super Liquid Company has current assets totaling $450,000 and current liabilities totaling $315,000. Calculate 

the current ratio and working capital for SLC. 

 

 

PRACTICE: The following table contains selected financial information for Tougher Question, Inc.  

Cash $45,000  Inventory $25,000 

Machinery $80,000  Accounts Payable $30,000 

Accounts Receivable $10,000  Common Stock $50,000 

Short Term Debt $40,000  Bonds Payable $100,000 

Land $60,000  Prepaid Expenses $15,000 

Accrued Expenses $35,000  Retained Earnings $20,000 

Calculate the current ratio and working capital for TQ, Inc. 
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CONCEPT: RATIOS – QUICK (ACID-TEST) RATIO 

 

● The Quick Ratio, sometimes called the Acid-Test Ratio, is similar to the current ratio, but stricter 

□ The quick ratio is a common ________________ ratio, using only the most liquid assets in the numerator 

 

𝑄𝑢𝑖𝑐𝑘 (𝐴𝑐𝑖𝑑 𝑇𝑒𝑠𝑡) 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑎𝑠ℎ + 𝑆𝑇 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠 + 𝑁𝑒𝑡 𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 
or 
 

𝑄𝑢𝑖𝑐𝑘 (𝐴𝑐𝑖𝑑 𝑇𝑒𝑠𝑡) 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 − 𝑃𝑟𝑒𝑝𝑎𝑖𝑑 𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 
Analysis: The quick ratio tells us how many highly liquid assets we have for each dollar of current liabilities 

 
Red Flag: A quick ratio below ________ can be a sign of liquidity problems, but not as alarming as a low current ratio. 

 

 

EXAMPLE: Super Liquid Company has current assets totaling $450,000 and current liabilities totaling $315,000. Included in 

current assets are $115,000 of inventory, $35,000 of accounts receivable, and $10,000 of prepaid expenses. Current 

liabilities include $120,000 in short term debt. Calculate the quick ratio for SLC. 

 

 

 

PRACTICE: The following table contains selected financial information for Tougher Question, Inc.  

Cash $45,000  Inventory $25,000 

Machinery $80,000  Accounts Payable $30,000 

Accounts Receivable $10,000  Common Stock $50,000 

Short Term Debt $40,000  Bonds Payable $100,000 

Land $60,000  Prepaid Expenses $15,000 

Accrued Expenses $35,000  Retained Earnings $20,000 

Calculate the quick ratio for TQ, Inc. 
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CONCEPT: RATIOS – GROSS PROFIT PERCENTAGE 

 

● The Gross Profit Percentage relates the amount of gross profit to sales revenue 

□ The Gross Profit Percentage ratio is a common ________________ ratio 

□ Gross Profit = Gross Margin 

 

𝐺𝑟𝑜𝑠𝑠 𝑃𝑟𝑜𝑓𝑖𝑡 𝑃𝑒𝑟𝑐𝑒𝑛𝑡𝑎𝑔𝑒 =
𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠 − 𝐶𝑂𝐺𝑆

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠
∗ 100 =

𝐺𝑟𝑜𝑠𝑠 𝑃𝑟𝑜𝑓𝑖𝑡

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠
∗ 100 

 
Note: This ratio is generally shown as a ______________, make sure to multiply by 100! 

 
Analysis: The Gross Profit Percentage tells how much gross profit the company earns for each dollar of sales revenue. 

 
Comparison: Different industries have different reasonable gross profit percentages, use benchmarking 

 

 

PRACTICE: If XYZ Company has net sales of $500,000 and cost of goods sold of $320,000, the gross profit percentage is: 

a) 18% 

b) 36% 

c) 48% 

d) 64% 

 

PRACTICE: A company has sales of $300,000 and gross profit of $135,000. What is the company’s cost of goods sold? 

a) $135,000 

b) $165,000 

c) $435,000 

d) Not enough information. 

 

PRACTICE: A company has sales of $300,000 and gross profit of $135,000. What is the gross profit percentage? 

a) 40% 

b) 45% 

c) 55% 

d) 60% 
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CONCEPT: RATIOS – PROFIT MARGIN 

 

● The Profit Margin relates the amount of ________________ to sales revenue 

□ The Profit Margin ratio is a common ________________ ratio 

□ Profit Margin = Net Income 

 

𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠
∗ 100 

 
Note: This ratio is generally shown as a ______________, make sure to multiply by 100! 

 
Analysis: The Profit Margin tells how much net income the company earns for each dollar of sales revenue. 

 
Comparison: Different industries have different reasonable Profit Margins, use benchmarking 

 
Red Flag: A negative profit margin only occurs if the company had a net _________ 

 

 

PRACTICE: If XYZ Company has net sales of $500,000 and net income of $25,000, the profit margin is: 

a) 5% 

b) 10% 

c) 90% 

d) 95% 

 

PRACTICE: A company has income before taxes of $100,000. Net sales are $400,000 and gross profit is $300,000. What is 

the profit margin, assuming the company has a 40% tax rate? 

a) 15% 

b) 20% 

c) 25% 

d) 33% 
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CONCEPT: RATIOS – QUALITY OF EARNINGS 

 

● The Quality of Earnings ratio measures whether incoming cash flows are aligned with net income 

□ Quality of Earnings is a common ________________ ratio 

□ Remember that income is not directly related to cash flow in accrual accounting. 

 - We book revenues when we provide services to the customer, even if they haven’t paid us yet 

 - But if we are never receiving the cash from those customers, that signifies bad earnings quality 

 

𝑄𝑢𝑎𝑙𝑖𝑡𝑦 𝑜𝑓 𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑅𝑎𝑡𝑖𝑜 =
𝑁𝑒𝑡 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑓𝑟𝑜𝑚 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐴𝑐𝑡𝑖𝑣𝑖𝑡𝑖𝑒𝑠

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒
 

 
Analysis: This ratio measures how much cash the company’s operations generated for every dollar of net income 

 
Comparison: We want to receive as much cash as possible. The __________ this ratio, the higher the quality of earnings. 

 

□ Note that not all professors focus on this ratio when discussing quality of earnings. Other issues around earnings: 

 - Quality of Earnings also refers to financial information that is ______________ and ________________ 

 - Using one-time gains (selling investments) to satisfy investor projections is called earnings management 

 - Companies may also inflate revenue through channel-stuffing 

  > Encouraging customers to purchase large amounts of goods near period-end 

  > These goods may later need to be returned because they couldn’t be resold 

   

PRACTICE: MoneyCo had sales revenue and net income during the current year of $100,000 and $60,000, respectively. 

The total amount of stockholders’ equity was $600,000. The cash flow statement indicated that cash flows from operating 

activities, investing activities, and financing activities, were $20,000, ($30,000), and $60,000. The company also paid 

dividends of $10,000. What is MoneyCo’s quality of earnings ratio? 

a) 0.10 

b) 0.16 

c) 0.20 

d) 0.33 
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CONCEPT: RATIOS – INVENTORY TURNOVER 

 

● The Inventory Turnover Ratio relates the amount of ________________ to average inventory levels. 

□ The Inventory Turnover ratio is a common ________________ ratio 

 

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝐶𝑜𝑠𝑡 𝑜𝑓 𝐺𝑜𝑜𝑑𝑠 𝑆𝑜𝑙𝑑

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦
=

𝐶𝑜𝑠𝑡 𝑜𝑓 𝐺𝑜𝑜𝑑𝑠 𝑆𝑜𝑙𝑑

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: The Inventory Turnover tells us how many times we “turned” our inventory into COGS. 
 

Comparison: Different industries have different reasonable Inventory Turnovers, use benchmarking 
______________ turnover ratios imply a more efficient use of Inventory 

 

 

EXAMPLE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of Inventory was 

$60,000 and the ending balance in Inventory was $100,000, what is the Inventory Turnover ratio? 

a) 1.8 

b) 3.2 

c) 4.0 

d) 5.0 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If Inventory had a balance of $60,000, 

what is the Inventory Turnover ratio? 

a) 1.33 

b) 2.00 

c) 3.33 

d) Not enough information 
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CONCEPT: RATIOS – AVERAGE DAYS IN INVENTORY 

 

● The Average Days in Inventory helps analyze how long a unit sits in inventory before being __________ 

□ The Average Days in Inventory ratio is a common ________________ ratio 

□ Holding inventory costs money (i.e. warehouse expenses like rent and utilities) 

□ Average Days in Inventory is related to the Inventory Turnover Ratio, which we will review here: 

 

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝐶𝑜𝑠𝑡 𝑜𝑓 𝐺𝑜𝑜𝑑𝑠 𝑆𝑜𝑙𝑑

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦
=

𝐶𝑜𝑠𝑡 𝑜𝑓 𝐺𝑜𝑜𝑑𝑠 𝑆𝑜𝑙𝑑

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦) ÷ 2
 

 

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐷𝑎𝑦𝑠 𝑖𝑛 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 =
365

𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 𝑅𝑎𝑡𝑖𝑜
 

 
Analysis: The Average Days in Inventory tells us how many days a unit sits in inventory before being sold 

 
Comparison: Different industries have different reasonable Days in Inventory, use benchmarking 

       ______________ days in inventory imply a more efficient use of Inventory 
 

 

EXAMPLE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of Inventory was 

$60,000 and the ending balance in Inventory was $100,000, what is the Average Days in Inventory? 

a) 202 days 

b) 114 days 

c) 91 days 

d) 73 days 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If Inventory had a balance of $60,000, 

what is the company’s average days in inventory ratio? 

a) 274 days 

b) 182 days 

c) 110 days 

d) Not enough information 
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CONCEPT: RATIOS – ACCOUNTS RECEIVABLE TURNOVER 

 

● The Accounts Receivable Turnover Ratio relates the amount of ________________ to average AR levels. 

□ The Accounts Receivable Turnover ratio is a common ________________ ratio 

 

𝐴𝑅 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 (𝐶𝑟𝑒𝑑𝑖𝑡) 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑁𝑒𝑡 𝐴𝑅 𝐵𝑎𝑙𝑎𝑛𝑐𝑒
=

𝑁𝑒𝑡 (𝐶𝑟𝑒𝑑𝑖𝑡) 𝑆𝑎𝑙𝑒𝑠

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐴𝑅 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐴𝑅) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: The AR Turnover tells us how many sales dollars we get for each dollar of credit we extend. 
 

Comparison: Different industries have different reasonable AR Turnovers, use benchmarking 
                         ______________ turnover ratios imply a more efficient use of AR (extending credit) 

 
Red Flag: An abnormally __________ AR turnover may signal that credit terms are too tight.  

     The company could lose potential customers. 
 

 

EXAMPLE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of AR was $75,000 

and the ending balance in AR was $25,000, what is the AR Turnover ratio? 

a) 3.6 

b) 6.66 

c) 10 

d) 20 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If AR had a balance of $16,000, what 

is the AR Turnover ratio? 

a) 5 

b) 7.5 

c) 12.5 

d) Not enough information 
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CONCEPT: RATIOS – AVERAGE COLLECTION PERIOD (DAYS’ SALES OUTSTANDING) 

 

● The Average Collection Period helps analyze how long a dollar sits in accounts receivable before being ____________ 

□ The Average Collection Period ratio is a common ________________ ratio 

□ Extending credit ties up money (i.e. cash unavailable until collected from customer; can’t repurchase inventory) 

□ Average Collection Period is related to the AR Turnover Ratio, which we will review here: 

 

𝐴𝑅 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 (𝐶𝑟𝑒𝑑𝑖𝑡) 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑁𝑒𝑡 𝐴𝑅 𝐵𝑎𝑙𝑎𝑛𝑐𝑒
=

𝑁𝑒𝑡 (𝐶𝑟𝑒𝑑𝑖𝑡) 𝑆𝑎𝑙𝑒𝑠

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐴𝑅 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐴𝑅) ÷ 2
 

 

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐶𝑜𝑙𝑙𝑒𝑐𝑡𝑖𝑜𝑛 𝑃𝑒𝑟𝑖𝑜𝑑 =
365

𝐴𝑅 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟
 

 
Analysis: The Average Collection Period tells us how many days a dollar sits in AR before being collected 

 
Comparison: Different industries have different reasonable collection periods, use benchmarking 

                         ______________ collection periods imply a more efficient use of AR (extending credit) 
 

 

EXAMPLE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of AR was $75,000 

and the ending balance in AR was $25,000, what is the average collection period? 

a) 101 days 

b) 55 days 

c) 37 days 

d) 18 days 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If AR had a balance of $16,000, what 

are the days’ sales outstanding? 

a) 73 days 

b) 49 days 

c) 29 days 

d) Not enough information 
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CONCEPT: RATIOS – RETURN ON ASSETS (ROA) 

 

● The Return on Assets (ROA) measures the income a company earns based on the amount of assets it maintains 

□ ROA is a common ________________ ratio 

□ It is better to earn the same amount of money using less assets than more assets! 

 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐴𝑠𝑠𝑒𝑡𝑠 (𝑅𝑂𝐴) =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
=

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

(𝐵𝐵 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠 + 𝐸𝐵 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Note (2): This ratio is generally shown as a ______________, make sure to multiply by 100! 
 

Analysis: The ROA tells how much net income the company earns for each dollar of assets owned. 
 

Comparison: Different industries have different reasonable ROA, use benchmarking 
 

Red Flag: A negative ROA occurs if the company had a net _________ 
 

 

PRACTICE: XYZ Company had net sales during the period of $380,000 and net income of $60,000. If total assets were 

$480,000 at the beginning of the period and $720,000 at the end of the period, what is the company’s ROA? 

a) 8% 

b) 10% 

c) 13% 

d) 63% 

 

PRACTICE: A company has income before taxes of $100,000. Net sales are $400,000 and gross profit is $300,000. What is 

the ROA, assuming the company has a 40% tax rate, and average total assets were $900,000? 

a) 6.7% 

b) 11.1% 

c) 33.3% 

d) 44.4% 
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CONCEPT: RATIOS – TOTAL ASSET TURNOVER 

 

● The Total Asset Turnover Ratio relates the amount of ________________ to average total assets. 

□ The Total Asset Turnover ratio is a common ________________ ratio 

 

𝐴𝑠𝑠𝑒𝑡 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
=

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: The Total Asset Turnover tells us how many dollars of sales we earn per dollar of total assets owned. 
 

Comparison: Different industries have different reasonable Asset Turnovers, use benchmarking 
        ______________ turnover ratios imply a more efficient use of Assets 
 

 

PRACTICE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of Total Assets was 

$300,000 and the ending balance in Total Assets was $400,000, what is the Total Asset Turnover ratio? 

a) 0.51 

b) 1.25 

c) 1.43 

d) 1.67 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If Total Assets equaled $400,000, what 

is the Total Asset Turnover ratio? 

a) 0.2 

b) 0.5 

c) 2.0 

d) 2.5 
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CONCEPT: RATIOS – FIXED ASSET TURNOVER 

 

● The Fixed Asset Turnover Ratio relates the amount of ________________ to average fixed assets. 

□ The Fixed Asset Turnover ratio is a common ________________ ratio 

 

𝐹𝑖𝑥𝑒𝑑 𝐴𝑠𝑠𝑒𝑡 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐹𝑖𝑥𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠
=

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐹𝑖𝑥𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐹𝑖𝑥𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: The Fixed Asset Turnover tells us how many dollars of sales we earn per dollar of fixed assets owned. 
 

Comparison: Different industries have different reasonable Asset Turnovers, use benchmarking 
        ______________ turnover ratios imply a more efficient use of Assets 
 

 

PRACTICE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of Fixed Assets 

was $300,000 and the ending balance in Fixed Assets was $400,000, what is the Fixed Asset Turnover ratio? 

a) 0.51 

b) 1.25 

c) 1.43 

d) 1.67 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If Fixed Assets equaled $400,000, 

what is the Fixed Asset Turnover ratio? 

a) 0.2 

b) 0.5 

c) 2.0 

d) 2.5 
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CONCEPT: RATIOS – RETURN ON ASSETS (ROA) = PROFIT MARGIN x ASSET TURNOVER 

 

● The Return on Assets (ROA) measures the income a company earns based on the amount of assets it maintains 

□ ROA is a common ________________ ratio 

□ We can break up the ROA using two other ratios; this gives us more information about how ROA was derived 

 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐴𝑠𝑠𝑒𝑡𝑠 (𝑅𝑂𝐴) =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
 

 
or 

 

𝑅𝑂𝐴 = 𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 ∗ 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠
∗

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
 

 
Analysis: Profit Margin tells us how much net income we earn for each dollar of sales. 
    Total Asset Turnover tells us how many dollars of sales we earn per dollar of total assets owned. 
    A company can increase its ROA by (1) increasing profit margin and (2) increasing total asset turnover 

 
Red Flag: A negative ROA occurs if the company had a net _________ 
 

 

PRACTICE: XYZ Company had a profit margin of 8.8% and total asset turnover of 0.77. What is XYZ’s Return on Assets? 

a) 6.78% 

b) 0.07% 

c) 11.43% 

d) 9.57% 

 

PRACTICE: A company had a profit margin of 6.1%. The company’s net sales were $3,600,000 and Cost of Goods Sold 

was $600,000. If total assets were $3,450,000 at the beginning of the year and $4,210,000 at the end of the year, what is 

the company’s return on assets? 

a) 4.8% 

b) 5.2% 

c) 5.7% 

d) Not enough information 
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CONCEPT: RATIOS – ACCOUNTS PAYABLE TURNOVER 

 

● The Accounts Payable Turnover Ratio relates the amount of ________________ to average AP levels. 

□ The Accounts Payable Turnover ratio is a common ________________ ratio 

 

𝐴𝑃 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑠 𝑜𝑟 𝐶𝑂𝐺𝑆

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐴𝑃
=

𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑠 𝑜𝑟 𝐶𝑂𝐺𝑆

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐴𝑃 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐴𝑃) ÷ 2
 

 

𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑠 = 𝐶𝑂𝐺𝑆 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 − 𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 
 

Note: An average balance is used in many ratios. It is always calculated as ____________________ 
   If you are only given one balance (i.e. ending balance), just use that number (no average!) 

 
Analysis: The AP Turnover tells us how many times we are able to pay our AP during a year. 

 
Comparison: Different industries have different reasonable AP Turnovers, use benchmarking 

                  _____________ AP Turnover implies you pay your off your debts more quickly. 
 

 

PRACTICE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of AP was $60,000 

and the ending balance in AP was $100,000, what is the AP Turnover ratio? 

a) 1.8 

b) 3.2 

c) 4.0 

d) 5.0 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If AP had a balance of $60,000, what is 

the AP Turnover ratio? 

a) 1.33 

b) 2.00 

c) 3.33 

d) Not enough information 
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CONCEPT: RATIOS – DAYS’ PAYABLE OUTSTANDING (DPO) 

 

● The Days’ Payable Outstanding (DPO) helps analyze how long a dollar sits in AP before being __________ 

□ The Days’ Payable Outstanding ratio is a common ________________ ratio 

□ Days’ Payable Outstanding is related to the AP Turnover Ratio, which we will review here: 

 

𝐴𝑃 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑠 𝑜𝑟 𝐶𝑂𝐺𝑆

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐴𝑃
=

𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑠 𝑜𝑟 𝐶𝑂𝐺𝑆

(𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝐴𝑃 + 𝐸𝑛𝑑𝑖𝑛𝑔 𝐴𝑃) ÷ 2
 

 

𝐷𝑎𝑦𝑠 𝑃𝑎𝑦𝑎𝑏𝑙𝑒 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 =
365

𝐴𝑃 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 𝑅𝑎𝑡𝑖𝑜
 

 
Analysis: The DPO tells us how many days a dollar sits in AP before being paid off 

 
Comparison: Different industries have different reasonable DPO, use benchmarking 
______________ DPO implies stronger liquidity because you can pay suppliers quickly 
______________ DPO implies that you take longer to pay, but could mean you have leverage with your suppliers 
 

 

EXAMPLE: XYZ Company had net sales of $500,000 and COGS of $320,000. If the beginning balance of AP was $60,000 

and the ending balance in AP was $100,000, what is the DPO? 

a) 202 days 

b) 114 days 

c) 91 days 

d) 73 days 

 

PRACTICE: ABC Company had $200,000 in Net Sales and Gross Profit of $80,000. If AP had a balance of $60,000, what is 

the DPO ratio? 

a) 274 days 

b) 182 days 

c) 110 days 

d) Not enough information 
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CONCEPT: RATIOS – TIMES INTEREST EARNED (TIE) 

 

● The Times Interest Earned (TIE) ratio helps analyze if a company can cover its __________________ 

□ The TIE ratio is a common ________________ ratio 

□ There are different ways to calculate the TIE ratio, we will discuss the two most common calculations 

 - The calculations produce similar results: Double check how your professor calculates this ratio! 

 

𝑇𝐼𝐸 =
𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐼𝑛𝑐𝑜𝑚𝑒

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒
 

 
or 
 

𝑇𝐼𝐸 =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 + 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒 + 𝐼𝑛𝑐𝑜𝑚𝑒 𝑇𝑎𝑥 𝐸𝑥𝑝𝑒𝑛𝑠𝑒

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒
 

 
Analysis: The TIE tells us how many times we could cover our interest expense with our core business income 

 
Comparison: When a company gets a loan, the bank will generally stipulate a level of TIE (i.e. 3x) that must be maintained 
______________ TIE implies better solvency because you can cover your interest expense easily 
 

 

PRACTICE: XYZ Company had Income from Operations of $320,000 and Net Income of $80,000. Interest Expense during 

the current period was $40,000 and Notes Payable totaled $400,000. What is the company’s Times Interest Earned? 

a) 2x 

b) 6x 

c) 8x 

d) 10x 

 

PRACTICE: ABC Company had Net Income during the period of $60,000 after Income Taxes of $40,000. Furthermore, the 

company had outstanding Notes Payable at the beginning and end of the year, respectively, of $250,000 and $350,000. If 

interest expense was $15,000 during the period, what is the company’s TIE ratio? 

a) 7.7x 

b) 5x 

c) 4x 

d) 20x 
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CONCEPT: RATIOS – DEBT TO ASSET RATIO 

 

● The Debt-to-Asset Ratio (Debt Ratio) helps analyze how a company’s assets are financed 

□ The Debt Ratio is a common ________________ ratio 

□ Remember that Assets = Liabilities + Equity 

 

𝐷𝑒𝑏𝑡 𝑅𝑎𝑡𝑖𝑜 =
𝑇𝑜𝑡𝑎𝑙 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
 

 
Analysis: The debt ratio tells us the proportion of the company’s assets that are financed with debt 

 
Comparison: A ________ debt ratio is safer than a ________ one. _____ liabilities  _____ debt payments  Less risk 
 

 

PRACTICE: On its December 31 balance sheet, XYZ Company reported total assets of $880,000 and total equity of 

$320,000. What is the company’s debt ratio? 

a) .64 

b) .36 

c) .57 

d) Not enough information. 

 

PRACTICE: At the beginning of the year, ABC Company had total assets of $600,000, Total Liabilities of $360,000, and 

Total Equity of $240,000. At the end of the year, total assets had increased to $800,000, Total Liabilities decreased to 

$320,000 and Total Equity increased to $480,000. What was the change in the company’s debt ratio during the year? 

a) Increase by 0.20 

b) Increase by 0.83 

c) Decrease by 0.20 

d) Decrease by 0.83 

e) No change in the debt ratio 
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CONCEPT: RATIOS – DEBT TO EQUITY RATIO 

 

● The Debt-to-Equity Ratio helps analyze how a company’s assets are financed 

□ The Debt-to-Equity Ratio is a common ________________ ratio 

□ Remember that Assets = Liabilities + Equity 

 - Don’t confuse the Debt-to-Equity Ratio with the Debt Ratio (which is __________________) 

 

𝐷𝑒𝑏𝑡 𝑡𝑜 𝐸𝑞𝑢𝑖𝑡𝑦 𝑅𝑎𝑡𝑖𝑜 =
𝑇𝑜𝑡𝑎𝑙 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

𝑇𝑜𝑡𝑎𝑙 𝐸𝑞𝑢𝑖𝑡𝑦
 

 
Analysis: The debt to equity ratio notes how many dollars of debt for each dollar of equity used for financing assets. 

 
Comparison: A debt to equity ratio above _______ implies the company relies more on debt than equity to finance. 

A very high ratio implies that the company is _________ because they depend more on loans than equity financing. 
 

 

PRACTICE: On its December 31 balance sheet, XYZ Company reported total assets of $880,000 and total liabilities of 

$560,000. What is the company’s debt to equity ratio? 

a) .64 

b) .36 

c) .57 

d) 1.75 

 

PRACTICE: At the beginning of the year, ABC Company had total assets of $600,000, Total Liabilities of $360,000, and 

Total Equity of $240,000. At the end of the year, total assets had increased to $800,000, Total Liabilities decreased to 

$320,000 and Total Equity increased to $480,000. What was the change in the company’s debt to equity ratio during the 

year? 

a) Increase by 0.83 

b) Increase by 0.20 

c) Decrease by 0.83 

d) Decrease by 0.20 

e) No change in the debt to equity ratio 
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CONCEPT: RATIOS – PAYOUT RATIO 

 

● The Payout Ratio (Dividend Payout Ratio) measures the percentage of earnings distributed to stockholders. 

□ The Payout Ratio is a common ________________ ratio 

 

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑃𝑎𝑦𝑜𝑢𝑡 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑎𝑠ℎ 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠 𝑡𝑜 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘ℎ𝑜𝑙𝑑𝑒𝑟𝑠

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒
 

 
Analysis: The results of the calculation tell how many dollars of dividends are paid out for each dollar of net income. 
     Most companies set a goal for a dividend payout ratio and aim to maintain that payout each year. 
 
Comparison: A low dividend payout ratio is not necessarily a bad thing. Low payout ratios indicate that the company is  

           growing and ______________ earnings into the business. However, a significant decrease in payouts could            

           indicate that the company is having _____________ problems. 
 

 

PRACTICE: ConsistoCo has a policy to maintain a constant payout ratio from year to year. During the previous fiscal year, 

net income totaled $1,200,000 and ConsistoCo paid $240,000 in dividends. This year, due to the settlement of a lawsuit, the 

company had net income of $700,000. What amount of dividends would investors expect ConsistoCo to declare this year? 

a) $70,000 

b) $140,000 

c) $190,000 

d) $240,000 

 

PRACTICE: Dive Company maintains a policy to have a consistent payout ratio from year to year. Selected financial 

information for the company is as follows: 

Account Current Previous 

Total Equity $750,000 $600,000 

Retained Earnings $240,000 $480,000 

Net Income $80,000 $60,000 

Total Assets $900,000 $760,000 

Dividends Paid ? $15,000 

What amount of dividends would the company pay during the current year? 

a) $20,000 

b) $8,000 

c) $18,750 

d) $15,000 
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CONCEPT: RATIOS – DIVIDEND YIELD RATIO 

 

● The Dividend Yield Ratio measures the percentage of the market stock price distributed to stockholders as dividends. 

□ The Dividend Yield Ratio is a common ________________ ratio 

 

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑌𝑖𝑒𝑙𝑑 𝑅𝑎𝑡𝑖𝑜 =
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘

𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘
∗ 100 

 
Note: This ratio is generally shown as a ______________, make sure to multiply by 100! 
 
Analysis: This ratio shows the amount of cash dividends received by investors per dollar of market price of the stock. 
 
Comparison: Investors are interested in dividend payments because they are actual cash returns on their investment. 
           However, investors in stock also get a return through capital ______________ (the increase in the price of  
           the stock). Companies with small dividends tend to reinvest earnings into their business, while high dividend   
           payments are seen as stable realized income to investors. 
 

 

PRACTICE: During the current year, PayCo declared and paid a cash dividend of $600,000. The number of shares of 

common stock outstanding is 1,000,000. If the current market price of the stock is $15, what is the dividend yield ratio? 

a) 2% 

b) 4% 

c) 8% 

d) 12% 

 

PRACTICE: ABC Company’s common stock currently has a market price of $20, while total stockholders’ equity has a book 

value of $600,000 (60,000 shares outstanding). During the current year, ABC Company maintained a dividend yield ratio of 

8%. What was the total amount of dividends paid to common stockholders? 

a) $24,000 

b) $48,000 

c) $72,000 

d) $96,000 
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CONCEPT: RATIOS – RETURN ON EQUITY (ROE) 

 

● The Return on Equity (ROE) measures the income a company earns based on the amount of stockholders’ equity 

□ ROE is a common ________________ ratio 

□ Investors want to maximize their returns! 

 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦 (𝑅𝑂𝐸) =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐶𝑜𝑚𝑚𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦
=

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

(𝐵𝐵 𝐸𝑞𝑢𝑖𝑡𝑦 + 𝐸𝐵 𝐸𝑞𝑢𝑖𝑡𝑦) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Note (2): This ratio is generally shown as a ______________, make sure to multiply by 100! 
 

Analysis: The ROE tells how much net income the company earns for each dollar of common equity. 
 

Comparison: A company’s ROE depends on the break-up of its financing between debt and equity. 
Highly leveraged companies (lots of debt) are riskier, but can earn bigger returns for their stockholders. 

 
Red Flag: A negative ROE occurs if the company had a net _________ 

 

 

PRACTICE: XYZ Company had net sales during the period of $380,000 and net income of $60,000. If total equity was 

$480,000 at the beginning of the period and $720,000 at the end of the period, what is the company’s ROE? 

a) 8% 

b) 10% 

c) 13% 

d) 63% 

 

PRACTICE: A company has income before taxes of $100,000. Net sales are $400,000 and gross profit is $300,000. What is 

the ROE, assuming the company has a 40% tax rate, and average common equity was $900,000? 

a) 6.7% 

b) 11.1% 

c) 33.3% 

d) 44.4% 
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CONCEPT: RATIOS – RETURN ON EQUITY (ROE) – DUPONT MODEL 

 

● The Return on Equity (ROE) measures the income a company earns compared to its level of stockholders’ equity 

□ ROE is a common ________________ ratio 

□ Investors want to make the most return from their investment! 

□ We can break up the ROE using three other ratios; this gives us more information about how ROE was derived 

 

𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦 (𝑅𝑂𝐸) =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐶𝑜𝑚𝑚𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦
 

 
or 

 
𝑅𝑂𝐸 = 𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 ∗ 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 ∗ 𝐸𝑞𝑢𝑖𝑡𝑦 𝑀𝑢𝑙𝑡𝑖𝑝𝑙𝑖𝑒𝑟 = 

 

𝑅𝑂𝐸 =  
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠
∗

𝑁𝑒𝑡 𝑆𝑎𝑙𝑒𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
∗

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐶𝑜𝑚𝑚𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦
 

 
Analysis: Profit Margin tells us how much net income we earn for each dollar of sales. 
     Total Asset Turnover tells us how many dollars of sales we earn per dollar of total assets owned. 
     Profit Margin x Total Asset Turnover = ______________________ 

     The Equity Multiplier (also called the _____________ ratio) magnifies ROA based on the level of debt. 

     A company can increase its ROE by (1) increasing profit margin, (2) increasing total asset turnover, and 
     (3) Increasing the amount of debt used to finance assets (however, this last one makes the company _______) 

 
Red Flag: A negative ROE occurs if the company had a net _________ 
 

 

PRACTICE: XYZ Company had a profit margin of 8.8%, total asset turnover of 0.77, and an equity multiplier of 1.8. What is 

XYZ’s Return on Equity using the DuPont Model? 

a) 12.2% 

b) 3.76% 

c) 20.57% 

d) 11.37% 
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PRACTICE: A company had a profit margin of 6.1%. The company’s net sales were $3,600,000 and Cost of Goods Sold 

was $600,000. If total assets were $3,450,000 at the beginning of the year and $4,210,000 at the end of the year, and total 

equity was $2,500,000 at the beginning of the year and $3,100,000 at the end of the year, what is the company’s return on 

equity using the DuPont model? 

a) 7.8% 

b) 8.8% 

c) 5.2% 

d) Not enough information 

 

 

 

 

PRACTICE: A company with net sales of $820,000 and net income of $210,000, average total assets of $1,400,000 and 

average common equity of $940,000 is using the DuPont Model for financial analysis. What is the company’s ROE? 

a) 22.3% 

b) 87.2% 

c) 15.0% 

d) 58.5% 
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CONCEPT: RATIOS – FREE CASH FLOW (FCF) 

 

● Free Cash Flow (FCF) measures the cash that was earned from ____________  

□ Cash from Operating Activities on the Statement of Cash Flows indicates the company’s cash-generating power 

□ We reduce this amount for necessary investments in fixed assets and necessary dividends to stockholders 

□ The remainder is the free cash flow. In finance, FCF is important: the focus is on cash, rather than income 

 

𝐹𝐶𝐹 = 𝐶𝑎𝑠ℎ 𝑃𝑟𝑜𝑣𝑖𝑑𝑒𝑑 𝑓𝑟𝑜𝑚 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐴𝑐𝑡𝑖𝑣𝑖𝑡𝑖𝑒𝑠 − 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒𝑠 − 𝐶𝑎𝑠ℎ 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠 
 

Note: Some FCF calculations ignore dividends: Double check with your professor for the calculation you will use! 
 

Analysis: FCF helps investors understand the amount of cash generated to expand operations or pay dividends. 

A negative FCF could indicate that Operating Cash Flows are ________. However, negative FCF can also  

indicate _____________ into fixed assets that can provide more cash flows in the future. 
 

 

PRACTICE: ABC Company’s Statement of Cash Flows indicated the following: Cash Flows from Operating Activities 

$120,000; Cash Flows from Investing Activities ($80,000); and Cash Flows from Financing Activities $200,000. Other 

information includes the purchase of Land for $25,000 and Machinery for $15,000. During the year, ABC Company paid 

$10,000 in dividends. What is ABC’s free cash flow? 

a) $30,000 

b) $40,000 

c) $70,000 

d) $240,000 

 

PRACTICE: XYZ Company uses the indirect method to calculate cash flows from operating activities. This year the cash 

flows from operating activities totaled $60,000. The company paid $10,000 in dividends and obtained a loan from the bank 

of $50,000. The company also purchased Equipment for $20,000 and Land for $10,000. What is XYZ’s free cash flow? 

a) $20,000 

b) $50,000 

c) $60,000 

d) $70,000 
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CONCEPT: RATIOS – PRICE-EARNINGS (P/E) RATIO 

 

● The price-earnings (P/E) ratio analyzes the relationship between the stock’s market price and earnings per share. 

□ P/E ratio is a common ________________ ratio 

□ Earnings per Share (EPS) is an integral part of this ratio, we will review it here: 

 

𝐸𝑃𝑆 =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔
=

𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒 − 𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠

(𝐵𝑒𝑔. # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 + 𝐸𝑛𝑑. # 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠) ÷ 2
 

 

𝑃𝑟𝑖𝑐𝑒 𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 𝑓𝑜𝑟 𝑎 𝑆ℎ𝑎𝑟𝑒 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘

𝐸𝑃𝑆
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Analysis: This ratio shows the market price for $1 of earnings for the company. 
 

Comparison: Investors want to pay as little as possible for as much earnings.  
However, high P/E ratios could indicate high projections for future earnings. 

 

 

PRACTICE: MoneyCo had sales revenue and net income during the current year of $500,000 and $60,000, respectively. 

The total amount of stockholders’ equity was $600,000, and common shares outstanding were 120,000 all year. If the 

market price of the stock is $10, what is the P/E ratio? 

a) 5 

b) 10 

c) 20 

d) 40 

 

PRACTICE: Tougher Company’s current year income statement showed an EPS of $1.25 per share. If total common equity 

totaled $600,000 (40,000 common shares), preferred dividends were $10,000 (10,000 preferred shares), and the market 

price of common and preferred stock are $25 and $50, respectively, what is the company’s P/E ratio? 

a) 5 

b) 10 

c) 20 

d) 40 
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CONCEPT: RATIOS – BOOK VALUE PER SHARE OF COMMON STOCK 

 

● The book value per share of common stock is exactly as the name states! 

□ Book value is the historical value on the Balance Sheet, rather than the fair market value (current value) 

□ Preferred stockholders have the first claim on equity. After they are paid, everything else belongs to common. 

 

𝐵𝑜𝑜𝑘 𝑉𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘 =
𝑇𝑜𝑡𝑎𝑙 𝐸𝑞𝑢𝑖𝑡𝑦 − 𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦

# 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝐶𝑜𝑚𝑚𝑜𝑛 𝑆𝑡𝑜𝑐𝑘 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔
 

 
Note: If the company has no preferred equity, then the total equity belongs to the common stockholders. 

 
Analysis: This ratio shows the book value of equity belonging to each share of common stock. 

 
Comparison: Investors may seek companies with market prices below book value. This ratio helps find these investments. 

 

 

PRACTICE: MoneyCo had sales revenue and net income during the current year of $500,000 and $60,000, respectively. 

The total amount of stockholders’ equity was $600,000, and common shares outstanding were 120,000 all year. If the 

market price of the stock is $10, what is the book value per share of common stock? 

a) $0.20 

b) $0.50 

c) $4.17 

d) $5.00 

 

 

PRACTICE: Tougher Company’s current year income statement showed an EPS of $1.25 per share. If total equity was 

$600,000 (40,000 common shares, $1 par), preferred dividends were $10,000 (10,000 preferred shares with $10 book value 

each), and the market price of common and preferred stock are $25 and $50, respectively, what is the book value per share 

of common stock? 

a) $12.50 

b) $15.00 

c) $20.00 

d) $25.00 
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CONCEPT: RATIOS – CASH TO MONTHLY CASH EXPENSES 
 

● The cash to monthly cash expenses is a ratio used internally to manage necessary cash outflows. 

□ This ratio considers the hypothetical situation: if we didn’t get any more cash, how long could we operate? 

 - The monthly cash expenses are sometimes called the cash burn 
 

𝐶𝑎𝑠ℎ	𝑡𝑜	𝑀𝑜𝑛𝑡ℎ𝑙𝑦	𝐶𝑎𝑠ℎ	𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠 =
𝐶𝑎𝑠ℎ	𝐵𝑎𝑙𝑎𝑛𝑐𝑒	𝑎𝑡	𝑌𝑒𝑎𝑟	𝐸𝑛𝑑
𝑀𝑜𝑛𝑡ℎ𝑙𝑦	𝐶𝑎𝑠ℎ	𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠  

 

𝑀𝑜𝑛𝑡ℎ𝑙𝑦	𝐶𝑎𝑠ℎ	𝐸𝑥𝑝𝑒𝑛𝑠𝑒𝑠 =
𝐶𝑎𝑠ℎ	𝑂𝑢𝑡𝑓𝑙𝑜𝑤𝑠	𝐹𝑟𝑜𝑚	𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔	𝐴𝑐𝑡𝑖𝑣𝑖𝑡𝑖𝑒𝑠

12  
 
Analysis: This ratio shows how many months we could operate before running out of cash (assuming no more cash inflow). 
 

 

PRACTICE: The Liquid Company had a cash balance at the end of the current year of $14,511. If the monthly cash 
expenses total $3,495, how long could Liquid stay in business before going bankrupt, assuming no cash inflows? 

a) 4.15 months 
b) 3.12 months 
c) 6.33 months 
d) Not enough information. 

 

 

PRACTICE: Tougher Company’s had the following data for 2018 and 2017: 

 2018 2017 
Cash and Cash Equivalents $9,353 $4,376 
Cash Flow from Operations ($13,915) ($18,770) 
Cash Flow from Financing Activities $32,000 $18,000 

What was the increase or decrease in the ratio of cash to monthly cash expenses in 2018? 

a) Increase 5.3 months 
b) Decrease 5.3 months 
c) Increase 8.1 months 
d) Decrease 8.1 months 
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CONCEPT: RATIOS – CASH RETURN ON ASSETS 

 

● The Cash Return on Assets measures the operating cash a company earns based on the amount of assets it maintains 

□ It is better to earn the same amount of money using less assets than more assets! 

 

𝐶𝑎𝑠ℎ 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐴𝑠𝑠𝑒𝑡𝑠 =
𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠

𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
=

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠

(𝐵𝐵 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠 + 𝐸𝐵 𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠) ÷ 2
 

 
Note: An average balance is used in many ratios. It is always calculated as ____________________ 

   If you are only given one balance (i.e. ending balance), just use that number (no average!) 
 

Note (2): This ratio is generally shown as a ______________, make sure to multiply by 100! 
 

Analysis: The Cash Return on Assets tells how much operating cash flows the company earns for each dollar of assets. 
 

Red Flag: A negative Cash Return on Assets occurs if the company had a net _________ from operating activities. 
 

 

PRACTICE: XYZ Company had net sales during the period of $380,000 and operating cash flows of $60,000. If total assets 

were $480,000 at the beginning of the period and $720,000 at the end of the period, what is the company’s cash return on 

assets? 

a) 8% 

b) 10% 

c) 13% 

d) 63% 

 

PRACTICE: A company has income before taxes of $120,000. Net sales are $400,000 and gross profit is $300,000. 

Operating cash inflows totaled $360,000 and operating cash outflows totaled $300,000. What is the cash return on assets, 

assuming the company has a 40% tax rate, and average total assets were $900,000? 

a) 6.7% 

b) 11.1% 

c) 33.3% 

d) 44.4% 
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CONCEPT: RATIOS – ECONOMIC RETURN FROM INVESTING 

 

● The economic return from investing is a ratio used by investors to analyze their profits from investments. 

□ This ratio doesn’t use the financial statements, rather the personal gains of the investor. 

 - A company can use this ratio to analyze their investments as well. 

 

𝐸𝑐𝑜𝑛𝑜𝑚𝑖𝑐 𝑅𝑒𝑡𝑢𝑟𝑛 𝑓𝑟𝑜𝑚 𝐼𝑛𝑣𝑒𝑠𝑡𝑖𝑛𝑔 =
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠 𝑎𝑛𝑑 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑅𝑒𝑐𝑒𝑖𝑣𝑒𝑑 + 𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐹𝑎𝑖𝑟 𝑉𝑎𝑙𝑢𝑒

𝐹𝑎𝑖𝑟 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑎𝑡 𝐵𝑒𝑔𝑖𝑛𝑛𝑖𝑛𝑔 𝑜𝑓 𝑃𝑒𝑟𝑖𝑜𝑑
 

 
Note: This ratio is generally shown as a ______________, make sure to multiply by 100! 

 
Numerator: The numerator shows the ________________ from the investment during the period 

Denominator: The denominator shows the value of the investment at the beginning of the period. 
 
Analysis: This ratio shows the amount of profit/loss per dollar invested. 
 

 

□ Economic returns come from two sources:  

 - Dividends received are known as the dividend yield 

 - Changes in the fair value of the investment (i.e. stock price) are capital gains/losses 

 

PRACTICE: An investor bought a share of Apple common stock for a cost of $160. During the year, Apple paid dividends of 

$1 per share. At the end of the year, the stock price had increased to $177. Calculate the economic return from investing. 

a) 10.6% 

b) 11.3% 

c) 0.106% 

d) 0.113% 
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CONCEPT: RATIOS – CAPITAL ACQUISITIONS RATIO 

 

● The capital acquisitions ratio reflects the portion of PPE financed by cash flows from operating activities. 

 

𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐴𝑐𝑞𝑢𝑖𝑠𝑖𝑡𝑖𝑜𝑛𝑠 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑓𝑟𝑜𝑚 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐴𝑐𝑡𝑖𝑣𝑖𝑡𝑖𝑒𝑠

𝐶𝑎𝑠ℎ 𝑃𝑎𝑖𝑑 𝑓𝑜𝑟 𝑃𝑃𝐸
 

 
Analysis: This ratio shows how many times operating cash flows could cover the costs of capital expenditures. 

A ratio below _______ indicates that PPE needed to be financed from sources other than operating cash flows. 

The higher the ratio, the more cash the company has available for other activities and less need to take on debt. 
 

 

 

PRACTICE: ABC Company’s statement of cash flows indicated net cash provided/(used) in operating, investing, and 

financing activities as $140,000, ($80,000), and $25,000, respectively. If the cash flows from investing activities included the 

purchase of land for $100,000 and the sale of machinery for $20,000, what is the company’s capital acquisitions ratio? 

a) 0.85 

b) 1.40 

c) 1.65 

d) 1.75 

 

 

PRACTICE: XYZ Company had a capital acquisitions ratio of 3.50. During the period, XYZ purchased equipment with a 

price of $60,000. If the company had cash inflows from investing activities of $90,000 and cash outflows from financing 

activities of $30,000, what is the company’s cash flow from operating activities? 

a) $105,000 

b) $210,000 

c) $315,000 

d) $420,000 
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