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Solvency Ratios

Solvency ratios are calculated to determine the ability of the business 
to service its debt in the long run.

Long term investors are interested in safety of their principal amount 
and interest.

1. Debt-Equity ratio

2. Interest Coverage ratio



Debt-Equity Ratio

Measures the relationship between long-term debt and equity.

From security point of view, capital structure with less debt and more
equity is considered favourable as it reduces the chances of
bankruptcy.

Debt-Equity Ratio = Long − term Debts/Shareholders' Funds

Shareholders’ Funds (Equity) = Share capital + Reserves and Surplus +
Retained Earnings



Interest Coverage ratio

It is a measure of security of interest payable on long-term debts. It
expresses the relationship between profits available for payment of
interest and the amount of interest payable.

Interest Coverage Ratio = EBIT/ Interest on long-term debts

A higher ratio ensures safety of interest on debts.



Valuation Ratios

A valuation ratio shows the relationship between the market value of a
company to the company’s earnings and dividends. The point of a valuation
ratio is to show the price you are paying for some stream of earnings, revenue,
or cash flow (or other financial metric).

In other words, valuation ratio helps an investor to determine the cost of an
investment with respect to the value or benefits of owning that investment.

1. P/E Ratio

2. P/BV Ratio

3. Dividend Yield Ratio
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P/E Ratio

Used to determine how much investors are willing to pay for a stock relative 
to the company’s earnings.

P/E Ratio = Market Value per Share / Earnings per Share

P/E is sometimes referred to as the price multiple because it shows how much 
investors are willing to pay per dollar of earnings. 

Let’s say, P/E ratio = 20

An investor is willing to pay $20 for $1 of current earnings.



Particulars Company A (in US $) Company B (in US $)

Market value per share 18 18

EPS 2 6

P/E ratio 9 3



P/BV Ratio

To compare a company’s market value with its book value.

This ratio also indicates whether you're paying too much for what 
would remain if the company went bankrupt immediately.

          P/BV ratio = market price per share / book value per share

A lower P/B ratio could mean the stock is undervalued. However, it 
could also mean something is fundamentally wrong with the company. 
As with most ratios, this varies by industry.



Dividend Yield Ratio

A financial ratio that indicates how much a company pays out 
in dividends each year relative to its share price.

For Investors, dividend yield is a way to measure how much cash flows they 
are getting for each dollar invested in a dividend-paying shares.

Dividend Yield ratio = Annual dividend per share/Market Price per share
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Du Pont Analysis

Du Pont Corporation – 1920

 ROE (Return on Equity) = Net Profit/Shareholders’ Equity

  ROE          or  
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Why ?



Du Pont Analysis

    ROE
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Increase Profits

      Profitability 

Utilize Resources

Assets Turnover/

       Efficiency ?

Reduce Equity

      Leverage ?

Net Profit

Net Sales

Net Sales

Total Assets
Total Assets

 Sh. Equity

ROA



Summary

Ratio analysis is to provide a deeper analysis of the profitability, 
liquidity, solvency and activity levels in the business. It is also to identify 
the problem areas as well as the strong areas of the business.

Users can not rely on single ratios for decision-making



Identify the right Industry

Case – Financial Detectives

Even Groups – First 4

Odd Groups – Last 4
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Dr. Monika Dhochak

DU PONT Analysis
Examining the Financial 

Statements of  Banks



Banks – SBI and HDFC Banks  

Let’s see the MS Excel file for analysis



General Observations

▪ Some of the most complex businesses to understand from the 
outside

▪Accounting statements give an overview of the banks performance 
but the clarity of the picture they present depends on the 
accounting decisions that management takes. 

▪Analysts will lack vital information about the bank’s economics 
▪ Extent of credit losses 

▪ Mismatch of assets and liabilities 

▪ Banks are highly levered 
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Introductory remarks

▪ NPA levels, recovery, and what to accept while resolving insolvency
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Points for discussion

a. Are the NPA levels 
acceptable or too high?

b. Does the ownership 
pattern of the banks 
impact NPAs?

c. Why are we looking at 
these figures?

e. For (b) above, let’s see 
peer comparison

Can IBC help the banks chart a new way forward?
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Introductory remarks 



Balance Sheet of a Bank

How does Balance Sheet look 
for a Bank?

How to analyze each line item 
using schedule to Balance Sheet?
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Assets – HDFC Bank
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Capital & Liabilities – HDFC Bank
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Liabilities - Deposits
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Income Statement - HDFC
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For the purpose of financial analysis, the major ratios for banks are as 
follows:

▪ Profitability analysis: Net Interest Margin, CASA, ROA, ROE

▪ Efficiency Analysis: Non-Interest Cost to total revenue, Credit 
deposit ratio 

▪Credit Risk Analysis: Interest Income as % of total income, NPL 
(Non-performing loans) ratio
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Why some banks perform better than others?

▪ High NIM

▪ Lower non-interest cost to total revenue

▪ More productive business segments

▪ Low NPA resulting from effective credit appraisal, monitoring and 

risk management

▪ Interest income constitutes 81% to 87% of  the total income. So credit 

risk management is major risk management task. 

▪ Let’s also browse through facets of  risk management by banks
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