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Ratio Analysis Practice Problems

Ratio analysis practice problems are essential tools for students, financial analysts, and
business professionals aiming to sharpen their understanding of a company's financial
health. By working through a variety of practice problems, individuals can develop the
skills necessary to interpret financial statements effectively, identify strengths and
weaknesses, and make informed decisions. Whether you're preparing for exams, evaluating
a company's performance, or honing your analytical skills, engaging with practical ratio
analysis problems is an invaluable step toward financial literacy.

Understanding the Basics of Ratio Analysis

Before diving into practice problems, it's important to grasp the fundamental concepts
behind ratio analysis. Ratios are used to evaluate relationships between different financial
statement items, providing insights into liquidity, profitability, efficiency, solvency, and
market valuation.

Key Types of Financial Ratios

Liquidity Ratios: Measure a company's ability to meet short-term obligations. Examples1.
include the current ratio and quick ratio.
Profitability Ratios: Evaluate a company's ability to generate profit. Examples include2.
net profit margin, return on assets (ROA), and return on equity (ROE).
Efficiency Ratios: Assess how effectively a company utilizes its assets. Examples3.
include inventory turnover and receivables turnover.
Solvency Ratios: Indicate long-term financial stability. Examples include debt-to-equity4.
ratio and interest coverage ratio.
Market Ratios: Reflect market perceptions. Examples include earnings per share (EPS)5.
and price-to-earnings (P/E) ratio.

Sample Ratio Analysis Practice Problems

Practicing with real-world problems helps reinforce theoretical knowledge. Below are a
series of problems designed to test and improve your ratio analysis skills. Each problem
provides financial data, and your task is to calculate the relevant ratios and interpret the
results.



Problem 1: Liquidity Ratios

Given Data: - Current Assets: $150,000 - Current Liabilities: $75,000 - Inventory: $50,000 -
Quick Assets (Cash + Accounts Receivable): $100,000 Questions: 1. Calculate the current
ratio. 2. Calculate the quick ratio. 3. Interpret the company's liquidity position based on
these ratios. Solution: - Current Ratio = Current Assets / Current Liabilities = $150,000 /
$75,000 = 2.0 - Quick Ratio = Quick Assets / Current Liabilities = $100,000 / $75,000 ≈
1.33 Interpretation: A current ratio of 2.0 indicates the company has twice the assets
needed to cover short-term liabilities, which generally signifies good liquidity. The quick
ratio of approximately 1.33 suggests the company can meet short-term obligations without
relying on inventory, indicating a healthy liquidity position.

Problem 2: Profitability Ratios

Given Data: - Net Income: $80,000 - Sales Revenue: $500,000 - Total Assets: $400,000 -
Shareholders’ Equity: $200,000 Questions: 1. Calculate the net profit margin. 2. Calculate
return on assets (ROA). 3. Calculate return on equity (ROE). Solution: - Net Profit Margin =
Net Income / Sales = $80,000 / $500,000 = 0.16 or 16% - ROA = Net Income / Total Assets
= $80,000 / $400,000 = 0.20 or 20% - ROE = Net Income / Shareholders’ Equity = $80,000
/ $200,000 = 0.40 or 40% Interpretation: A net profit margin of 16% shows the company
earns $0.16 profit per dollar of sales. An ROA of 20% indicates efficient use of assets to
generate profit, and an ROE of 40% suggests strong returns for shareholders.

Problem 3: Efficiency Ratios

Given Data: - Cost of Goods Sold (COGS): $300,000 - Average Inventory: $50,000 - Net
Sales: $700,000 - Accounts Receivable: $60,000 - Net Credit Sales: $600,000 Questions: 1.
Calculate inventory turnover. 2. Calculate receivables turnover. 3. Determine the average
collection period for receivables. Solution: - Inventory Turnover = COGS / Average
Inventory = $300,000 / $50,000 = 6 times - Receivables Turnover = Net Credit Sales /
Accounts Receivable = $600,000 / $60,000 = 10 times - Average Collection Period = 365 /
Receivables Turnover = 365 / 10 = 36.5 days Interpretation: An inventory turnover of 6
indicates the company sells and replaces its inventory six times a year. A receivables
turnover of 10 and an average collection period of approximately 36.5 days suggest
efficient credit and collection policies.

Problem 4: Solvency Ratios

Given Data: - Total Debt: $250,000 - Shareholders’ Equity: $250,000 - Earnings Before
Interest and Taxes (EBIT): $60,000 - Interest Expense: $10,000 Questions: 1. Calculate the
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debt-to-equity ratio. 2. Calculate the interest coverage ratio. 3. Assess the company's
solvency based on these ratios. Solution: - Debt-to-Equity Ratio = Total Debt /
Shareholders’ Equity = $250,000 / $250,000 = 1.0 - Interest Coverage Ratio = EBIT /
Interest Expense = $60,000 / $10,000 = 6 times Interpretation: A debt-to-equity ratio of 1.0
suggests the company has an equal amount of debt and equity, indicating moderate
leverage. An interest coverage ratio of 6 times shows the company comfortably covers its
interest expenses, suggesting good solvency.

Tips for Solving Ratio Analysis Practice Problems

Engaging with ratio analysis problems requires a strategic approach. Here are some tips to
enhance your practice sessions:

1. Carefully Read the Data

Ensure you understand all the figures provided and note what each represents. Clarify any
assumptions or missing data before calculations.

2. Use Consistent Units

Maintain consistency in units (e.g., dollars, percentages, days) to avoid errors.

3. Know the Industry Benchmarks

Compare your calculated ratios with industry averages to assess performance effectively.

4. Interpret, Don’t Just Calculate

Always analyze what the ratios indicate about the company's financial health, strengths, or
potential risks.

5. Practice with Diverse Problems

Work through problems across different ratios and scenarios to build comprehensive
analytical skills.

Conclusion

Mastering ratio analysis through practice problems is vital for anyone involved in financial
analysis or business management. By regularly working through a variety of problems, you
develop a deeper understanding of financial statements and improve your ability to
interpret a company's performance accurately. Remember to combine calculations with



thoughtful interpretation to make well-informed assessments. Whether you're preparing for
exams, evaluating investment opportunities, or managing a business, ratio analysis practice
problems are your stepping stones toward financial expertise. Keep practicing, stay
curious, and refine your analytical skills for greater financial insight and decision-making
confidence.

Ratio Analysis Practice Problems: A Comprehensive Guide to Financial Insight In the
landscape of financial management and investment decision-making, ratio analysis stands
out as an essential tool for assessing a company's performance, efficiency, and financial
health. Practice problems in ratio analysis serve as invaluable exercises for students,
financial analysts, and business managers to hone their skills, interpret real-world financial
statements, and make informed judgments. This article delves into the fundamentals of
ratio analysis, explores common practice problems, and offers detailed explanations to
build a robust understanding of this vital financial discipline.

Understanding Ratio Analysis: The Foundation of
Financial Evaluation

Before diving into practice problems, it’s crucial to understand what ratio analysis entails.
At its core, ratio analysis involves calculating and interpreting various financial ratios
derived from a company's financial statements—primarily the balance sheet and income
statement. What Are Financial Ratios? Financial ratios are numerical expressions that
relate two or more financial statement figures. They provide insights into different aspects
of a company's operations, such as liquidity, profitability, efficiency, and solvency. Purpose
of Ratio Analysis - Assess Liquidity: Can the company meet its short-term obligations? -
Evaluate Profitability: Is the company generating sufficient profit relative to sales, assets,
or equity? - Measure Efficiency: How effectively is the company utilizing its assets and
managing its operations? - Determine Solvency: Does the company have enough long-term
assets and earnings to sustain operations and growth? Types of Ratios - Liquidity Ratios:
Current Ratio, Quick Ratio - Profitability Ratios: Gross Profit Margin, Net Profit Margin,
Return on Assets (ROA), Return on Equity (ROE) - Efficiency Ratios: Inventory Turnover,
Accounts Receivable Turnover, Asset Turnover - Solvency Ratios: Debt-to-Equity Ratio,
Interest Coverage Ratio

Common Ratio Analysis Practice Problems: An Overview

Practice problems in ratio analysis typically involve calculating these ratios based on given
financial data and interpreting the results to assess the company's financial health. These
exercises help develop skills in data extraction, mathematical calculation, and contextual
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interpretation. Typical Structure of Practice Problems Most practice problems follow a
similar pattern: 1. Given Data: Financial statements or specific figures such as sales, costs,
assets, liabilities, etc. 2. Required Ratios: Determine specific ratios, such as current ratio,
gross profit margin, or debt ratio. 3. Analysis and Interpretation: Explain what the
calculated ratios imply about the company's financial condition. Sample Practice Problem
Types - Calculating liquidity ratios (e.g., current ratio, quick ratio) - Computing profitability
ratios (e.g., net profit margin, ROE) - Analyzing efficiency ratios (e.g., inventory turnover) -
Assessing solvency ratios (e.g., debt-to-equity, interest coverage) - Comparative analysis
between companies or across periods

Detailed Examples of Ratio Analysis Practice Problems

Below are illustrative examples of common ratio analysis practice problems, complete with
step-by-step solutions and interpretations.

Example 1: Liquidity Analysis

Problem: Company XYZ reports the following figures from its balance sheet: - Current
Assets: $150,000 - Inventory: $50,000 - Current Liabilities: $75,000 Calculate the Current
Ratio and Quick Ratio, and interpret what these ratios reveal about XYZ's short-term
liquidity. Solution: - Current Ratio: \[ \text{Current Ratio} = \frac{\text{Current
Assets}}{\text{Current Liabilities}} = \frac{150,000}{75,000} = 2.0 \] - Quick Ratio
(Acid-Test Ratio): \[ \text{Quick Assets} = \text{Current Assets} - \text{Inventory} =
150,000 - 50,000 = 100,000 \] \[ \text{Quick Ratio} = \frac{100,000}{75,000} \approx
1.33 \] Interpretation: A current ratio of 2.0 suggests that XYZ has twice the current assets
needed to cover its current liabilities, indicating good short-term liquidity. The quick ratio
of approximately 1.33 shows that even excluding inventory—which may not be quickly
convertible into cash—XYZ still maintains sufficient liquid assets to meet its immediate
obligations. Overall, XYZ appears financially sound in terms of liquidity.

Example 2: Profitability Analysis

Problem: A company reports the following for the fiscal year: - Net Income: $200,000 -
Sales: $1,000,000 - Total Assets: $500,000 - Shareholders’ Equity: $300,000 Calculate the
Net Profit Margin, Return on Assets (ROA), and Return on Equity (ROE). What do these
ratios indicate about the company's profitability? Solution: - Net Profit Margin: \[
\frac{\text{Net Income}}{\text{Sales}} = \frac{200,000}{1,000,000} = 0.20 \text{ or }
20\% \] - Return on Assets (ROA): \[ \frac{\text{Net Income}}{\text{Total Assets}} =
\frac{200,000}{500,000} = 0.40 \text{ or } 40\% \] - Return on Equity (ROE): \[
\frac{\text{Net Income}}{\text{Shareholders’ Equity}} = \frac{200,000}{300,000}



\approx 0.6667 \text{ or } 66.67\% \] Interpretation: A net profit margin of 20% indicates
that the company retains a fifth of its sales as profit, which is generally considered healthy.
An ROA of 40% suggests efficient utilization of assets to generate profit. The ROE of
approximately 66.67% reflects strong profitability relative to shareholders’ investments,
highlighting effective management and value creation.

Example 3: Efficiency Ratios

Problem: A retailer reports the following: - Cost of Goods Sold (COGS): $600,000 - Average
Inventory: $50,000 - Net Sales: $1,200,000 Calculate the Inventory Turnover Ratio and
interpret its significance. Solution: - Inventory Turnover Ratio: \[
\frac{\text{COGS}}{\text{Average Inventory}} = \frac{600,000}{50,000} = 12 \]
Interpretation: An inventory turnover of 12 times per year suggests that the retailer sells
and replaces its inventory 12 times annually. A higher turnover indicates efficient inventory
management, reducing holding costs and obsolescence risk. Conversely, very high turnover
might also signal potential stock shortages. Contextual industry standards should be
considered for comprehensive analysis.

Example 4: Solvency Analysis

Problem: A manufacturing company has: - Total Debt: $400,000 - Shareholders’ Equity:
$600,000 - Earnings Before Interest and Taxes (EBIT): $120,000 - Interest Expense:
$20,000 Calculate the Debt-to-Equity Ratio and Interest Coverage Ratio. What do these
ratios reveal about the company's solvency and debt management? Solution: - Debt-to-
Equity Ratio: \[ \frac{\text{Total Debt}}{\text{Shareholders’ Equity}} =
\frac{400,000}{600,000} = 0.6667 \] - Interest Coverage Ratio: \[
\frac{\text{EBIT}}{\text{Interest Expense}} = \frac{120,000}{20,000} = 6 \]
Interpretation: A debt-to-equity ratio of approximately 0.67 indicates the company finances
its operations with a moderate level of debt relative to equity, suggesting manageable
leverage. An interest coverage ratio of 6 implies the company earns six times its interest
expense, indicating a comfortable ability to meet interest obligations and a sound solvency
position.

Advanced Practice Problems: Cross-Period and Cross-
Company Analysis

While the above examples focus on individual ratios, advanced practice involves multi-ratio
analysis over multiple periods or comparing ratios across companies within the same
industry. Cross-Period Analysis - Trend Analysis: Comparing ratios over several periods to



© qr-qa.cbsnorthstar.com Ratio Analysis Practice Problems 7

identify improvements or deteriorations. - Seasonal Adjustments: Recognizing seasonal
patterns that influence ratios like inventory turnover or sales. Cross-Company Analysis -
Benchmarking: Comparing ratios with industry averages or key competitors. - Identifying
Strengths and Weaknesses: Spotting areas where a company lags or excels relative to
peers. Practice Exercise: Given the ratios of two companies in the same industry: | Ratio |
Company A | Company B | Industry Average | ||||| | Current Ratio | 1.8 | 2.5 | 2.0 | | Net
Profit Margin | 15% | 10% | 12% | | Debt-to-Equity | 0.8 | 0.4 | 0.6 | Question: Which
company is better positioned in terms of liquidity, profitability, and leverage? What
recommendations can you make based on the data? Sample Answer:

Questions & Answers About ratio analysis practice
problems

N
o

Question Answer

1 What is ratio analysis and why
is it important for financial
analysis?

Ratio analysis involves evaluating financial
statements by calculating various ratios to assess a
company's performance, liquidity, profitability, and
solvency. It helps stakeholders make informed
decisions and identify areas for improvement.

2 How do you calculate the
current ratio in a practice
problem?

The current ratio is calculated by dividing current
assets by current liabilities. For example, if a
company has $150,000 in current assets and $75,000
in current liabilities, the current ratio is 150,000 ÷
75,000 = 2.0.

3 What is the significance of the
debt-to-equity ratio in
practice problems?

The debt-to-equity ratio measures a company's
financial leverage by comparing total liabilities to
shareholders' equity. A higher ratio indicates more
debt financing, which can imply higher risk. Practice
problems help understand how changes affect
financial stability.

4 How can I interpret a high
gross profit margin in a ratio
analysis problem?

A high gross profit margin indicates that the
company retains a significant portion of revenue
after cost of goods sold, suggesting efficient
production and pricing strategies. Practice problems
help assess whether margins are improving or
declining over time.

5 What ratios are most
commonly used in practice
problems to evaluate
profitability?

The most common profitability ratios include net
profit margin, return on assets (ROA), and return on
equity (ROE). Practicing these helps understand how
well a company generates profit relative to sales,
assets, and shareholders' equity.



6 How do practice problems
help in mastering ratio
analysis concepts?

Practice problems provide real-world scenarios to
apply formulas, interpret results, and understand the
implications of different ratios. They enhance
analytical skills, improve accuracy, and prepare you
for exams or actual financial analysis tasks.

7 What are common challenges
faced in ratio analysis
practice problems and how
can they be addressed?

Common challenges include understanding which
ratios to use, interpreting complex data, and
handling incomplete information. To address these,
focus on mastering fundamental ratios, practice with
varied problems, and learn to make reasonable
assumptions when needed.

financial ratios, ratio analysis exercises, practice problems, financial statement analysis,
liquidity ratios, profitability ratios, solvency ratios, exercise questions, ratio calculation
practice, financial analysis problems
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