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introduction

The Top 15 Financial Ratios

For ordinary investors, the task of 
determining the health of a listed 
company by looking at financial 

ratios may seem daunting. Yet, it 
doesn’t require special training or 
countless hours of research. Even the 
novice investor can make sense of a 
listed company’s balance sheet, profit 
and loss and cash flow statement by 
using financial ratios. 

By financial ratios we mean taking a 
financial figure and looking at it relative 
to another financial figure. These ratios 

simplify the process of determining the 
health of a listed company and make 
reported financial information more 
meaningful and useful for investors.

In this e-book we cover 15 ratios 
that measure a company’s liquidity, 
leverage, profitability and share price 
value. Understanding these ratios will 
go a long way to providing you with an 
idea of how a company is performing 
in relation to key measures of business 
success. 



Chapter 1
a backgRound on Financial RaTio analysis

Financial ratio analysis has been used 
to assess company performance 
for almost as long as modern 

sharemarkets have been around. 

The methods are based on tried-and-
true accounting ratios, which have been 
around for even longer. The theory 
of financial ratio analysis was first 
popularised by Benjamin Graham who 
is considered by many to be the father 
of fundamental analysis. Benjamin 
Graham, who from 1928 was a professor 
at Columbia Business School as well as a 
very successful investor in his own right, 
was mentor and teacher to Warren 
Buffett.

“ Fundamental analysis 
and financial ratio 

analysis must form the 
basis of all investment 

decisions, because without 
knowing the true financial 
position of a company you 

are purely speculating.”

Fundamental analysis, of which 
financial ratio analysis is but one sub-
set, looks at a company’s financial 
statements, management, health and 
position in the competitive landscape 
to determine a share price valuation. It 
is different from the other commonly 
used methods of investment analysis 
– quantitative analysis and technical 
analysis – in that it looks from the 
bottom-up rather than from the top 
down, or – in the case of technical 
analysis – from what the charts say.

Financial ratios are tools to help with 
the interpretation of results and to 
allow for comparison to previous 
years, other companies and the 
industry sector. Fundamental analysis 
and financial ratio analysis must form 
the basis of all investment decisions, 
because without knowing the true 
financial position of a company you are 
purely speculating. 
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Chapter 2
Why use Financial RaTios?

Fundamental analysis and financial 
ratio analysis, as you can imagine, 
is a pretty powerful thing and is 

essential for successful investing. 

Some people may opt for quantitative 
or technical analysis methods when 
it comes to sharemarket investing, 
depending upon their personalities, 
spare time and inclinations, but for 
most investors, fundamental analysis 
offers a sound, intellectual framework 
for making informed share investment 
decisions.

Within the broad discipline of 
fundamental analysis, financial ratio 
analysis in turn offers the clearest, 
easiest and most logical set of indicators 
for a sharemarket investor. Empirical 
and tested evidence suggests that 
fundamental and ratio analysis is a 
powerful ally in the hands of an active 
and savvy investor.

“ …fundamental 
analysis offers a sound, 

intellectual framework for 
making informed share 

investment decisions.”



6The Top 15 Financial Ratios                    Lincoln Indicators Pty Ltd 2010. All rights reserved.

Liquidity ratios indicate whether a 
company has the ability to pay off 
short-term debt obligations (debts 

due to be paid within one year) as they 
fall due. Generally, a higher value is 
desired as this indicates greater capacity 
to meet debt obligations.  

1. CurrenT raTio 
The Current ratio measures a company’s 
ability to repay short-term liabilities 
such as accounts payable and current 
debt using short-term assets such as 
cash, inventory and receivables. Another 
way to look at it would be the value of 
a company’s current assets that will be 
converted to cash over the next twelve 
months compared to the value of 
liabilities that will mature over the same 
period. 

The Current ratio is useful as it shows 
whether a company has adequate 
resources to repay short-term debt or 
if it will experience cash flow problems 
in the near term. 

A ratio of 2:1 is usually considered the 
benchmark, however, this may vary 
across industries. A ratio of less than 
one suggests that the company may 
not have sufficient resources to settle 
its short-term debt obligations if they 
fell due today. In the example above, 
the company is considered sufficiently 
liquid as it has $2 worth of assets for 
every $1 worth of liability.  

For a more conservative alternative, 
the numerator (Current assets) may 
be adjusted to remove inventory, as 
inventory may be viewed as not very 
readily convertible to cash. This is 
known as the Quick ratio. 

Chapter 3
liquidiTy RaTios

Formula:
     Current assets
Current ratio =    
   Current liabilities
ExamplE:
   $1,000,000
Current ratio =   
     $500,000

 Current ratio =    2 
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2.  profiT before depreCiaTion and 
amorTisaTion To CurrenT liabiliTies 
(pdaCl)

Profit before depreciation and 
amortisation to current liabilities 
is defined as net operating profit 

before tax plus non-cash charges in 
relation to short-term debt obligations. 
This is a powerful ratio because it 
depicts a company’s margin of safety 
to meet short-term commitments 
using cash flow generated from trading 
operations. 

Lower risk companies exhibit a higher 
margin of safety, whereas higher risk 
companies exhibit a lower margin of 
safety. Should the company need to call 
on resources to meet short-term debt 
obligations, a lower margin of safety 
may be an issue.

“This is a powerful ratio 
because it depicts a 

company’s margin of 
safety to meet short-term 

commitments using cash 
flow generated from 
trading operations.”

Chapter 3
liquidiTy RaTios

Formula:
   Profit before depreciation and amortisation
PDACL =  
      Current liabilities

ExamplE:
  $170,000
PDACL =  
    $500,000

 PDACL =    0.34 
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3. operaTing Cash flow To CurrenT 
liabiliTies (oCfCl)

Operating cash flow to current 
liabilities pertains to the cash 
generated from the operations 

of a company (revenues less all 
operating expenses, plus depreciation), 
in relation to short-term debt 
obligations. Operating cash flow is a 
more accurate measure of a company’s 
profitability than net income because it 
only deducts actual cash expenses and 
therefore demonstrates the strength of 
a company’s operations. 

Consistently negative operating 
cash flow implies a business is going 
backwards in relation to the cost to 
conduct ordinary operations. 

A positive operating cash flow is vital 
to support ongoing operations. The 
OCFCL ratio is significant because it 
shows the ability of a company to 
meet short-term debt obligations from 
internally generated cash flow. 

The higher the value of the OCFCL 
ratio, the lower the level of risk. A 
high value indicates that the company 
generates sufficient cash from its 
operations to cover short-term 
liabilities. Conversely, a lower value for 
OCFCL denotes higher risk.

“Consistently negative 
operating cash flow 

implies a business is going 
backwards in relation 

to the cost to conduct 
ordinary operations.”

Chapter 3
liquidiTy RaTios

Formula:
  Operating cash flow
OCFCL =  
      Current liabilities

ExamplE:
  $180,000
OCFCL =  
    $500,000

 OCFCL =    0.36 
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4. Cash balanCe To ToTal liabiliTies 
(CbTl)

This ratio shows a company’s cash 
balance in relation to its total 
liabilities. Cash is the most liquid 

asset a business has. A negative cash 
balance (caused by overdrafts) raises 
a warning signal and failure to address 
such an issue will likely result in liquidity 
problems.

Lower risk firms typically have a higher 
value CBTL, because they have more 
cash that can be used to pay suppliers, 
banks or any other party that has 
provided the company with a product or 
service. Higher risk companies typically 
have a lower value CBTL, which means 
the company’s ability to meet its debt 
obligations is significantly hampered.

“A negative cash balance 
(caused by overdrafts) 

raises a warning signal 
and failure to address 

such an issue will 
likely result in liquidity 

problems.”

Chapter 3
liquidiTy RaTios

Formula:
  Cash balance
CBTL = 
    Total liabilities

ExamplE:
  $280,000
CBTL =  
    $800,000

 CBTL =    0.35 
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Leverage ratios, also referred to as 
gearing ratios, measure the extent 
to which a company utilises debt 

to finance growth. Leverage ratios can 
provide an indication of a company’s 
long-term solvency. Whilst most 
financial experts will acknowledge that 
debt is a cheaper form of financing than 
equity, debt carries risks and investors 
need to be aware of the extent of this 
risk. 

5. debT To equiTy raTio (de raTio)
The debt to equity ratio provides 
an indication of a company’s capital 
structure and whether the company 
is more reliant on borrowings (debt) 
or shareholder capital (equity) to fund 
assets and activities. 

Contrary to what many believe, 
debt is not necessarily a bad thing. 
Debt can be positive, provided it is 
used for productive purposes such 
as purchasing assets and improving 
processes to increase net profits. 

Acceptable debt to equity ratios may 
also vary across industries. Generally, 
companies that are capital intensive 
tend to have higher ratios because of 
the requirement to invest more heavily 
in fixed assets.

The DE ratio example shown 
below indicates that for every $1 
of shareholder ownership in the 
company, the company owes $1.14 
to creditors. A higher ratio generally 
indicates greater risk. Greater debt 
can result in volatile earnings due to 
additional interest expense as well 
as increased vulnerability to business 
downturns. 

But as with all other ratios, the DE 
ratio will be more meaningful when 
compared over a period of time. For 
instance, in the example above, 1.14 is 
high when taken independently but it 
could actually be low and considered 
good if the company has historically 
maintained a debt to equity ratio of 
1.5.  Such a change in ratios could 
mean that previous investments are 
starting to pay off, leading to higher 
retained earnings and, therefore, 
higher shareholder equity.

Chapter 4
leveRage RaTios

Formula:
          Total debt
DE ratio =  
    Shareholders’ equity

ExamplE:
  $800,000
DE ratio =  
    $700,000

DE ratio =    1.14 
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6. ToTal liabiliTies To ToTal Tangible 
asseTs (TlTai)

This ratio provides the relationship 
between a company’s liabilities 
and tangible assets. Tangible 

assets are defined as physical assets, 
such as property, cash, inventory and 
receivables. This classification excludes 
intangible assets, or those assets that 
cannot be physically touched like the 
value of a brand, franchise, patent or 
trademark. 

The use of tangible assets, as opposed 
to total assets, is more conservative 
because it considers only those assets 
that can be easily valued and, therefore, 
easily liquidated to cover liabilities.

The higher the value of the TLTAI ratio, 
the higher the level of risk. In this case, 
the company is exposed to a high level 
of risk because it has $1.60 in liabilities 
for every $1 in tangible assets.

“The higher the value of the 
TLTAI ratio, the higher the 

level of risk.”

Chapter 4
leveRage RaTios

Formula:
       Total liabilities
TLTAI =  
    Total tangible assets

ExamplE:
  $800,000
TLTAI =  
    $500,000

 TLTAI =    1.60
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7. inTeresT Cover raTio

A company’s interest cover ratio 
measures its ability to meet 
interest expenses on debt using 

profits. Generally, a ratio of greater than 
two is regarded as a healthy position to 
cover interest.  

In this case, an interest cover ratio of 
three is considered good. It may be 
interpreted that the company is able to 
cover its interest expenses three times 
over using earnings.

“ A company’s interest 
cover ratio measures its 

ability to meet interest 
expenses on debt using 

profits.”

Chapter 4
leveRage RaTios

Formula:
   Net profit before tax + interest
Interest cover =  
       Interest

ExamplE:
Step 1
   $10,000 + $5,000
Interest cover =  
     $5,000

Step 2 
   $15,000
Interest cover = 
     $5,000

Interest cover =    3 
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Profitability ratios measure a 
company’s performance and 
provide an indication of its ability 

to generate profits. As profits are used 
to fund business development and pay 
dividends to shareholders, a company’s 
profitability and how efficient it is 
at generating profits is an important 
consideration for shareholders.

8. earnings per share (eps)
A company’s earnings per share (EPS) 
ratio allows us to measure earnings 
in relation to every share on issue. 
This is done by dividing the company’s 
net income by the average weighted 
number of shares on issue. 

This ratio is important because, as a 
shareholder, you are a part owner in a 
company and each share is reflective of 
this. EPS indicates how much each share 

you own has earned (or will earn if we 
are referring to prospective EPS). 

However, just looking at net income 
figures for EPS is insufficient and could 
in fact be deceptive. For example, if two 
companies have the same net income, 
they won’t necessarily have the same 
EPS due to a difference in the number of 
shares on issue.  The greater the number 
of shares issued, the lower the EPS.

The earnings for every share represent 
your slice of the pie. As earnings go up 
over time, the value of that piece of 
the company becomes more valuable 
and this is why the price will be bid up. 
Whilst there are not many truisms when 
it comes to share investing, one is that if 
earnings rise consistently over the long 
term, then the share price will follow. 

Be aware that a change to the capital 
base, such as a share issue, 
increases the amount of 
shares on the market, which 
will in turn have an effect on 
EPS. In this example, it would 
have a dilutionary or negative 
effect. 

However, this negative effect 
can be offset if the capital 
raising is to fund business 
growth going forward. 
Although, in time, would need 
to be reflected by a rising EPS. 

Chapter 5
pRoFiTabiliTy RaTios

Formula:
  Net income attributable to 
     common shareholders
EPS =   
    Total shares outstanding*
* adjusted for changes in capital during the period   

ExamplE: 
  $100,000
EPS =   
    62,500

EPS =   $1.60



15The Top 15 Financial Ratios                    Lincoln Indicators Pty Ltd 2010. All rights reserved.

9. gross profiT margin

Gross profit margin tells us what 
percentage of a company’s sales 
revenue would remain after 

deducting the cost of goods sold. This 
is important as it helps to determine 
whether the company would still 
have enough funds to cover operating 
expenses such as employee benefits, 
lease payments, advertising, and so 
forth.

A company’s gross profit margin may 
also be viewed as a measurement of 
production efficiency. A company with 
a gross profit margin higher than that 
of its competitors, or the industry 
average, is deemed to be more efficient 
and is therefore, all things being equal, 
preferred. 

Chapter 5
pRoFiTabiliTy RaTios

Formula:
    Sales – Cost of goods sold 
Gross profit margin =         x 100
              Sales 
ExamplE: 
    $500,000 - $300,000 
Gross profit margin =           x 100
       $500,000 

Gross profit margin =    40% 

“Gross profit margin tells 
us what percentage of a 

company’s sales revenue 
would remain after 

deducting the cost of goods 
sold.”
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10. neT profiT margin

Net profit margin meanwhile 
indicates what percentage of a 
company’s sales revenue would 

remain after all costs have been taken 
into account. This is best compared with 
other companies in the same industry 
and analysed over time, considering that 
variations from year to year may be due 
to abnormal conditions. 

To explain this further, a declining net 
profit margin ratio may indicate a margin 
squeeze possibly due to increased 
competition or rising costs. 

  

“Net profit margin 
meanwhile indicates what 
percentage of a company’s 

sales revenue would 
remain after all costs have 
been taken into account.”

Chapter 5
pRoFiTabiliTy RaTios

Formula:
    Net income 
Net profit margin =    x 100
             Sales 

ExamplE:
    $100,000 
Net profit margin =    x 100
      $500,000 

 Net profit margin =    20% 
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11. reTurn on asseTs (roa)

Return on assets, commonly 
referred to as ROA, is a 
measurement of management 

performance. ROA tells the investor 
how well a company uses its assets 
to generate income. A higher ROA 
denotes a higher level of management 
performance. 

    

In this example, the company generates 
a 12.5% return on its assets. This may 
again be compared against other 
companies in the same industry and also 
observed over a period of time. 

A rising ROA, for instance, may 
initially appear good, but turn 
out to be unimpressive if other 
companies in its industry have been 
posting higher returns and greater 
improvements in ROA. The ROA 
ratio may thus be more useful when 
compared to the risk free rate of 
return. 

Technically, a company should 
produce an ROA higher than the risk 
free rate of return to be rewarded 
for the additional risks involved 
in operating the business. If a 
company’s ROA is equal or even less 
than the risk free rate, investors 
should think twice as they would be 
better off just purchasing a bond with 
a guaranteed yield.

“ ROA tells the investor 
how well a company 

uses its assets to generate 
income.”

Chapter 5
pRoFiTabiliTy RaTios

Formula:
          Net income 
ROA =            x 100
    Average total assets 

ExamplE:
  $100,000 
ROA =           x 100
    $800,000 

 ROA =    12.5%
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12. reTurn on equiTy (roe)

Return on equity, commonly 
referred to as ROE, is another 
measurement of management 

performance. ROE tells the investor how 
well a company has used the capital 
from its shareholders to generate 
profits. Similar to the ROA ratio, a 
higher ROE denotes a higher level of 
management performance. 

   

In this example, the company generates 
a 22.22% return on its shareholders’ 
equity. This may be compared to other 
companies in the same industry and 
observed over a period of time. 

“ ROE tells the investor 
how well a company has 
used the capital from its 
shareholders to generate 

profits.”

Chapter 5
pRoFiTabiliTy RaTios

Formula:
        Net income 
ROE =          x 100
    Average shareholders’ equity 

ExamplE:
  $100,000 
ROE =            x 100
    $450,000 

ROE =    22.22% 
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Valuation ratios are used by 
investors to determine whether 
the current share price of a 

company is high or low in relation to 
its true value. Valuation ratios also 
help us assess if a company is cheap or 
expensive relative to earnings, growth 
prospects and dividend distributions.

13. priCe To earnings raTio (pe)
The price to earnings ratio (PE) shows 
the number of times the share price 
covers the earnings per share over a 12 
month period. It is measured by taking 
a company’s current share price and 
dividing this by earnings per share (EPS). 

PE may also be interpreted as how much 
an investor pays for every $1 dollar 
the company earns. PE is one of the 
most widely used ratios for assessing a 
company’s value. 

A company’s PE ratio should not be 
analysed as a standalone number. 
It may be interpreted in many ways 
depending on whether it is being 
compared with the company’s 
historical PE, the industry PE or even 
the market PE. 

In the case below, Company ABC may 
seem expensive because its PE of 
15.625 represents a premium over its 
historical PE and that of Company XYZ. 
However, it is cheap when compared 
with the industry average PE of 18.555 
and even cheaper when the broader 
market’s average PE of 19.125 is 
considered. 

Chapter 6
valuaTion RaTios

Formula:
        Share price
PE =   
    Earnings per share

ExamplE:
  $25.00
PE =  
  $1.60

 PE =   15.625 

Comparison Example:

Company ABC (historical) 14.200

Company ABC   15.625

Company XYZ    12.000

Industry   18.555

All Ordinaries Index  19.125
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14. priCe/earnings To growTh raTio 
(peg)

The PEG ratio is the PE ratio divided 
by the EPS growth figure for the 
last year. The PEG ratio should be 

considered for growth stocks where the 
PE ratio is above the industry average, 
in order to assess whether the premium 
price paid is justified given the current 
level of earnings growth.

A value of less than one implies that 
a stock may be undervalued and 
have further potential for share price 
appreciation. A value of more than 
one implies the stock is overvalued at 
current prices.

“ A value of less than one 
implies that a stock may 

be undervalued .”

Chapter 6
valuaTion RaTios

Formula:
        PE ratio
PEG =  
    EPS growth rate

ExamplE:
  15.625
PEG =   
    25%

PEG =   0.625 
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15. dividend yield

The dividend yield is a calculation 
of the dividends paid over the 
last 12 months as a percentage of 

a company’s current share price. This 
dividend yield ratio is expressed as a 
percentage and can then be compared 
to current interest rates (such as the 
risk free rate of return) to determine 
whether the annual return is attractive 
to income seeking investors. 

An investor should also consider 
whether the dividends are fully franked, 
partially franked or unfranked.

“ ...determine whether 
the annual return is 
attractive to income 

seeking investors.”

Chapter 6
valuaTion RaTios

Formula:
   Full year dividend
Dividend yield =   
          Share price

ExamplE:
   $1.00
Dividend yield =  
     $25.00

Dividend yield =    4%
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Call  1300 676 332
Visit  lincolnindicators.com.au
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The Lincoln Australian Share Fund brings you a diversified managed 
fund of Australian equities. We combine Lincoln’s Financial Health 
analysis and professional portfolio management to offer you superior long-
term performance. We don’t include stocks just because they form part of the Index 
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Did you know that there 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• 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• 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identify unscrupulous companies and operators in the sharemarket 
• Assist shareholders to help themselves to become wiser investors 
 
 

 

Register for a 3‐month ASA 
free trial membership today 
Phone  1300 368 448 

Email   share@asa.asn.au 

Website www.asa.asn.au 

 

What is the ASA?  

The ASA is a not‐for‐profit, 
member‐funded organisation 
made up of thousands of retail 
shareholders, just like you. 
Through our company 
monitoring program and 
lobbying, we stand up for the 
rights of retail shareholders and 
focus on raising the standard of 
corporate behaviour in 
Australia. 

How ASA helps you… 

Strength in numbers  
The actions of the ASA give 
shareholders more influence. 

Companies listen 
This influence means companies 
listen to the views of our 
members. 

Rest assured 
We want what you want – 
companies working hard to  
build owners’ wealth, manage 
risks and produce long‐term 
earnings. 

Raise the bar 
You can benefit from the ASA’s 
efforts to improve corporate 
behaviour, reduce conflicts of 
interest and highlight 
underperformers.  

You have a representative 
The ASA is heard by 
government, regulators and 
industry.  

 

ASA achieves this by… 

• Monitoring over 200 of the top 
ASX listed companies 

• Engaging with listed 
companies  

• Advocating for shareholders in 
industry consultations 

• Educating shareholders 
• Standing up for shareholder 
rights 

ASA focuses on… 

• Company financial 
performance 

• Corporate governance 
• Continuous disclosure 
• Excessive executive pay 
• Board independence 
• Equitable treatment of retail 
shareholders 

• Risk management 
• Honest, open and clear 
company reporting 

• Dividend policy 
• Conflicts of interest 
• Capital management 

ASA invites you to… 

Be educated  
Learn more about investing in 
shares and analysis at ASA 
investor education seminars.  

Investor Hours 
Visit monthly 
presentations by 
leading industry 
experts in your 
capital city for free 
investment analysis 
and market updates. 

 

Better Investing groups 
Share your insights, improve 
your analysis of companies and 
learn from others. 

Meetings, functions and visits 
Access investor networking 
opportunities, information and  
events around Australia. 

ASA national conference 
Attend this three‐day event 
designed to inform you of the 
state of the market and how to 
make the most of the 
opportunities. 

Receive assistance 
Call our hotline for general 
information and assistance on  
companies and proxy voting. 

*The ASA cannot provide financial, taxation 
or legal advice. 

ASA members receive…  

• Monthly members’ magazine 
• Full access the ASA website 
• Regular e‐newsletters and 
forthcoming events notices 

• Special offers and discounts 
from selected product and 
service providers  


