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Common Types of Ratios

Standard Ratios

wLiquidity
¢ Current Ratig measured as current
assets divided by current liabilities

¢ Quick Ratig as current assets in the
numerator less inventory, divided by
current liabilities

wlLeverage

¢ Usually measured akotal Debtto-
Total Assetsr Total Debtto-Total
Equity

wProfitability
¢ Typically measured dsBITDA

G . l-upg etrics

wCoverage Ratio

¢ Times interest is covered by EBIT,
measures &ompanysability to
service itdebt

wCash Flow Ratio

¢ Cash Flowo-Total Debt measures a
companysability to generate cash for
debt service payments

wDebt Ratio

¢ Total Debito-Total Assets; its
complement is the net worth ratio as
required in lendingagreements
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Common Types of Ratios (cadi)

Additional possiblecovenants

w Dividenddistributions

w Additionalloanagreements

w Jointventures

w Employeecompensatiorchanges

w Change irofficers

w Creating or changing employee benefit plans
w Mergersor acquisitions

w Other Investments

w Debtretirement

w Changinganybusinessagreements
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Which Covenants are Used

Summary of Covenant Restrictions

The table presents a list of covenant restrictions found in loans to non-financial firms in the intersection of

Dealscan and the merged CRSP-Compustat files during the period 1994-2005. Packages are collections

of loans (i.e., tranches) entered into under one collective agreement. Loan Amount corresponds to the

face value of the loans and are deflated by the all-urban CPI (year 2000).

Number of

Number of

Loan Amount ($Bil)

Covenant Loans Packages  Average Median Total
Max. Debt to EBITDA 7,544 4,417 0.20 0.09 1,480.53
Min. (Tangible) Net Worth 7,196 4,931 0.13 0.03 926.67
Min. Fixed Charge Coverage 6,064 3,514 0.14 0.06 842.95
Min. Interest Coverage 5,856 3,486 0.22 0.10 1,299.70
Max. Leverage ratio 2,401 1,748 0.32 0.15 758.06
Max. Debt to Tangible Net Worth 2,331 1,677 0.06 0.01 137.90
Min. Current Ratio 2,098 1,455 0.06 0.02 126.45
Min. Debt Service Coverage 1,906 1,186 0.07 0.01 126.08
Max. Senior Debt to EBITDA 1,654 857 0.14 0.09 231.34
Min. EBITDA 1,556 886 0.09 0.04 135.32
Min. Quick Ratio 779 555 0.02 0.01 19.16
Min. Cash Interest Coverage 321 165 0.19 0.10 60.70
Max. Debt to Equity 169 119 0.17 0.04 27.95
Max. Senior Leverage 20 10 0.23 0.12 4.54
Max. Loan to Value 19 8 0.05 0.02 0.97

http://web.stanford.edu/group/SITE/archive/SITE_2007/segment_4/michael_roberts.pdf
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Which Covenants are Used (cc@)

Excursion Fixed Charg€overage

w Measuresafirm's ability to satisfyfixed charges suchasinterestexpenseand
leaseexpense

¢ Sincdeasesareafixedcharge the calculationfor determininga company'sability to
coverfixedchargedncludesEBITinterestexpense leaseexpenseandother fixed
charges

= EBIT + Fixed Charge (before tax)
Fixed Charge (before tax) + Interest

w Alsoreferredto asthe solvencyratio, the fixed-chargeratio iscommonlyused
by lendersattemptingto analyzethe amountof cashflow a companyhas
availablefor debtrepayment
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Which Covenants are Used (cddl)

Covenant Frequency in Leveraged Loan

Credit Agreements
(1994-1998)

Leverage

Maximum Total Debt/EBITDA

Maximum Senior Debt/EBITDA

Maximum Debt/Capitalization

Maximum Debt/Net Worth

Maximum Senior Debt/
Capitalization

Coverage

Minimum Interest Coverage
Minimum Fixed-Charge Coverage
Minimum Senior Interest Coverage

Mandatory Prepayments
Asset Sales Sweep

Debt Issuance Sweep
Excess Cash Flow Sweep
Equity Issuance Sweep
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Potential Problems with Standard Ratios

Problems with Specific Ratios Problems with General Business
Comparisons
A Total debt ratio or financial A Companies seldom compare
leverage exactly
i  Total debt & total assets i Different lines of business or

markets, at different points in

I Including short-term? : :
| mpl ementing techno

A Total asset turnover
I Sales 0 total assets

i Any distinction among specific _ _ _
asset categories? A Different fiscal year-ends distort

results
I Particularly due to seasonality

A Accounting standards vary

A Inventory turnover
I Cost of goods sold 6 inventory

i Inventory may be spoiled or A Unusual (non-recurring) events
incorrectly valued; among the I Asset sales; windfall from legal
most difficult of all assets to value settl ement é
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Potential Problems with Standard Ratios (cc@)
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Problems with Assets Presented

using Misleading Values

A Certain assets are never
included in balance sheets

People; market value of
intellectual property; potential
value of strategic initiatives (e.g.
joint ventures; new products)

A Certain assets are included at

artificial values, misrepresenting

actual value

Land (at cost); buildings (after
depreciation); natural resources
(after depletion); intellectual

property (valued after the cost has

been amortized)
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Problems with Obligations that
are not Recognized in Financial
Statements

A Obligations addressed in
footnotes cannot be evaluated
using traditional ratio analysis
I Lines of credit
I Leases

I Ongoing or threatened legal
proceedings

T Value of certain derivative
transactions

I Actual foreign exchange values

I Rights to product marketing
following an acquisition

I Plans to restructure such as the
exiting of certain businesses

I Employee stock options that may
be exercised in the future
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Appendix¢ Working Capital Covenants & Collateral
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Example 1
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