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Common Types of Ratios

ά.ŀŎƪ-upέ aetrics

ωCoverage Ratio

ςTimes interest is covered by EBIT, 
measures a companysability to 
service its debt

ωCash Flow Ratio

ςCash Flow-to-Total Debt measures a 
companysability to generate cash for 
debt service payments

ωDebt Ratio

ςTotal Debt-to-Total Assets; its 
complement is the net worth ratio as 
required in lending agreements

Standard Ratios

ωLiquidity

ςCurrent Ratio, measured as current 
assets divided by current liabilities

ςQuick Ratio, as current assets in the 
numerator less inventory, divided by 
current liabilities

ωLeverage

ςUsually measured as Total Debt-to-
Total Assetsor Total Debt-to-Total 
Equity

ωProfitability

ςTypically measured as EBITDA
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Common Types of Ratios (contȰd)

Additional possiblecovenants

ωDividend distributions

ωAdditional loanagreements

ωJoint ventures

ωEmployeecompensationchanges

ωChange in officers

ωCreating or changing employee benefit plans 

ωMergers or acquisitions

ωOther Investments 

ωDebtretirement

ωChanginganybusinessagreements
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Which Covenants are Used
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Which Covenants are Used (contȰd)

Excursion: Fixed Charge Coverage

ωMeasuresa firm's ability to satisfyfixedcharges, such asinterestexpenseand
lease expense

ς Sinceleasesarea fixedcharge, the calculationfor determininga company'sability to
coverfixedchargesincludesEBIT, interestexpense, lease expenseandother fixed
charges: 

ωAlso referredto asthe solvencyratio, the fixed-charge ratio iscommonlyused
by lendersattemptingto analyzethe amountof cash flow a companyhas
availablefor debt repayment
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Which Covenants are Used (contȰd)
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Potential Problems with Standard Ratios

Problems with General Business 

Comparisons

ÅCompanies seldom compare 

exactly

ï Different lines of business or 

markets, at different points in 

implementing technology é

ÅAccounting standards vary

ÅDifferent fiscal year-ends distort 

results

ï Particularly due to seasonality

ÅUnusual (non-recurring) events

ï Asset sales; windfall from legal 

settlement é

Problems with Specific Ratios

ÅTotal debt ratio or financial 

leverage

ï Total debt õtotal assets

ï Including short-term?

ÅTotal asset turnover

ï Sales õtotal assets

ï Any distinction among specific 

asset categories?

ÅInventory turnover

ï Cost of goods sold õinventory

ï Inventory may be spoiled or 

incorrectly valued; among the 

most difficult of all assets to value
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Potential Problems with Standard Ratios (contȰd)

Problems with Obligations that 

are not Recognized in Financial 

Statements

ÅObligations addressed in 

footnotes cannot be evaluated 

using traditional ratio analysis

ï Lines of credit

ï Leases

ï Ongoing or threatened legal 

proceedings 

ï Value of certain derivative 

transactions 

ï Actual foreign exchange values 

ï Rights to product marketing 

following an acquisition 

ï Plans to restructure such as the 

exiting of certain businesses 

ï Employee stock options that may 

be exercised in the future

Problems with Assets Presented 

using Misleading Values

ÅCertain assets are never 

included in balance sheets

ï People; market value of 

intellectual property; potential 

value of strategic initiatives (e.g. 

joint ventures; new products)

ÅCertain assets are included at 

artificial values, misrepresenting 

actual value 

ï Land (at cost); buildings (after 

depreciation); natural resources 

(after depletion); intellectual 

property (valued after the cost has 

been amortized)
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Appendix ςWorking Capital Covenants & Collateral
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Example 1
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