
 
 
 
 
 
 
 BWR’s Approach to Financial Ratios  

 
Executive Summary: 

A credit rating assigned by Brickwork Ratings (BWR) is an opinion on the relative credit profile of the rated 
entity or its debt instruments. Financial ratio analysis is one of the most powerful indicators of an entity’s 
financial position. Financial ratio analysis is undertaken not only based on the past and latest financials to 
understand the point-in-time analysis but also use the projected financial wherever applicable to 
understand the potential risk. 

Risk assessment is broadly classified within BWR’s rating criteria into -Business risk, Industry risk, 
Regulatory risk and Financial risk. 

BWR uses a range of sector-specific ratios, as available in various sector-specific rating criteria and the BWR 
analytical approach. These sector- specific ratios also help spot emerging risks and trends in the business or 
industry.  

      
 

Scope :  
 
 The financial ratio covered in the criteria is for non-financial sectors and is primarily used in case of the 
manufacturing companies, infrastructure, services, real estate, construction sector etc. with sector specific 
ratios added as per the sector specific criteria. This document gives an overview of some of the critical ratios 
that BWR generally employs to understand the overall financial risk profile and evaluation of the credit 
quality of a company. Some of the ratios may play a critical role under some circumstances. As such, the 
importance of ratio analysis may vary on a case- to-case basis. 

 
The various financial ratios considered in this document have been divided into four categories viz., 
solvency, profitability, liquidity and activity.  
The ratio analysis broadly helps understand the following: 

 
1. Solvency ratios: Ability to meet its debt obligations   
2. Profitability ratios: Ability to manage expenses to produce profits from sales   
3. Liquidity ratios: Ability to meet short-term immediate obligations and liquidity   
4. Activity ratios: Measures the efficiency of operations (activity ratios)  
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Solvency Ratio 
 
Significance: 
Solvency ratios helps to understand entity’s capital structure of (in terms of debt and equity mix). These 
ratios measure an entity’s ability to meet its debt obligations and the dependency on borrowings. The lower 
the debt or dependency on borrowings, the better the leverage position.   

Although higher borrowings may result in higher returns on a shareholder’s fund or capital, it may be seen 
as negative from a credit perspective; it increases the additional burden of the interest cost and leads to an 
increase in default risk. An entity with a lower debt or leverage position is better equipped to withstand the 
market during a downturn economy or competitive challenges. By assessing the solvency of an entity, its 
future cash flow is ascertained, to assess its capacity to stay afloat.  

 
 
The various ratios which are used to analyse the solvency of an entity (refer to table 1)  

 
1. Capital structure - Gearing or Debt to Equity Ratio 

Gearing simply refers to financial leverage It is a ratio of the total borrowings of the company to 
shareholders’ funds. The company’s capital structure provides an insight into the capital employed, 
including equity invested by the promoters and accumulated profits over the years, as against the 
company’s overall debt profile. The higher the debt is, the higher will be the financial risk faced by 
the entity in the case of an economic downturn. Typically, an entity employing a higher level of debt 
as part of the capital structure will have higher cash outflows to service interest on the borrowed 
capital.  

 
BWR ascertains debt-equity or gearing as a ratio of the total debt to tangible net worth. In total 
debt, BWR includes secured loans, unsecured loans (both long- and short-term), subordinated 
debt, redeemable preference shares, optionally convertible debentures. Appropriate adjustments 
in case required are made to the contingent liabilities, off-balance-sheet items, factored receivables, 
guarantees, derivatives and pension liabilities while calculating the gearing. 

 
A company’s tangible net worth (TNW) is assessed by analysing the reported net worth figure, 
which includes the paid-up equity capital and reserves and surplus. The revaluation reserves and 
miscellaneous expenditures not written-off are deducted from the reported net worth to calculate 
tangible net worth. Hybrid instruments are assessed to form an opinion as to whether they exhibit 
equity-like or debt-like characteristics. 
 
A consistent increase in the net worth indicates good financial health; conversely, net worth may 
be depleted by annual operating losses or a substantial decrease in asset values relative to liabilities. 
The higher the net worth, the higher is the company’s ability to withstand changes in the economic 
and competitive environment.  
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2. Interest Service Coverage Ratio 

Interest coverage is used to assess the number of times a company can meet its finance charges 
from the surpluses generated from its operations. It is a ratio of operating profits to gross interest 
expense. This ratio is a basic indicator of the entity’s ability to service interest on borrowings 
through its operations. A higher value of the ratio is considered positive since higher ISCR provides 
a financial cushion and relatively better interest serviceability.  

 
3. Debt Service Coverage Ratio (DSCR)  

The debt service coverage ratio takes into account the scheduled repayments of debt by the 
company. It is the ability of the company to service its debt obligations, both principal and interest, 
through operating earnings.  

A ratio of more than 1.0x refers to the company’s ability to meet its debt obligation from its internal 
cash accrual or cash generation, but less than 1.0x implies stress on its financials and debt 
repayment capabilities. However, BWR considers that sometimes, low DSCRs may not necessarily 
mean financial distress since that could be offset by the company’s ability to replace its existing 
debt with fresh funds. 

 
4. Debt to EBITDA (Leverage Ratio) 

Debt to EBITDA is also one of the measures of a company’s ability to meet debt obligations. This 
ratio is useful in determining how many years of EBITDA would be required to pay-back all of the 
company’s borrowing. The ratio varies from industry to industry; typically a ratio of over 3.0x 
would be considered high for a company. Moderately higher leverage is acceptable for a company 
that has a high degree of certainty in its cash flows.                                                                                                               

Table 1 

Ratio Method of Computation 

Gearing Ratio 
𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 

 

𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝑁𝑁𝑁𝑁𝑁𝑁 − 𝑤𝑤𝑤𝑤𝑤𝑤𝑤𝑤ℎ 

Interest Service Coverage Ratio 
𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸 

 

𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼 & 𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹 𝐶𝐶ℎ𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 
 

Debt Service Coverage Ratio 
Net Operating Income 

 

𝐼𝐼𝐼𝐼𝐼𝐼. +𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃 𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅 

Debt to EBIDTA Ratio (Calculated both 
for Total and Net Debt) 

Total Debt/Net Debt  
EBIDTA 

 

   Profitability Ratios:  
 
     Significance: 

Profit margins are good indicators of a company's fundamental health, competitive position and ability to 
sustain its cash accruals. A company that has been consistently making losses or witnessing decline in its 
margins and returns, coupled with bleak industry prospects, cannot be expected to maintain the same level 
creditworthy for long. A consistent track record of higher profitability reflects the company’s strong 
competitive and market position, higher cost efficiencies, and pricing power based on the brand 
value/integrated nature of operations. Thus, in the overall analysis, profitability analysis is coupled with 
industry and business analysis to form an opinion on the sustainability of the business. 
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The various ratios which are used to analyse an entity’s profitability are discussed below (refer to table 2) 

 
1. Net Profit Margin  

This ratio is a measure of the company’s ability to generate earnings that can be ploughed back into 
the business. It is a function of the company's competitive positioning within the industry, its brand 
positioning, value addition and the industry's overall profitability. However, since the Net Profit 
Margin also includes income from non-operating income or expenditure sources, the real 
operational efficiency of the entity cannot be determined. Hence, BWR also considers Operating 
Profit Margins (OPM) as a measure of the company’s operating efficiency and pricing power for its 
products. Needless to say, the entities having both Net Profit and Operating Margins high show an 
ability to improve revenues while being able to keep the costs under control and hence have a 
positive impact on the rating view. 

 
2. Return on Capital Employed  

The return on capital employed indicates the ability of a company's management to generate 
returns for both debt holders and equity holders. It is a measure of efficiency as against the total 
capital employed. The higher the ratio is, the more efficiently the capital is being utilised by the 
company to generate returns. The RoCE, like the PAT margin, is a function of the industry that the 
company operates in and its competitive positioning. Even if operating margins are low, the RoCE 
is an important metric for understanding how well the capital are used towards profit generation 

 
3. Net Cash Accruals (NCA) to Total Debt 

The company's current year debt obligation is to be paid out of the cash that the company generates. 
This ratio indicates the amount of cash being generated as a proportion of the total debt that the 
company currently has on its books. This ratio clearly indicates the burden of debt on the cash flows 
of the entity. Higher rated entities tend to have a higher numerical value of this ratio since highly 
profitable entities are likely to generate sufficient cash accruals. 

 

Table 2 
 

Ratio Method of Computation 

Net Profit Margin 𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃𝑃 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑇𝑇𝑇𝑇𝑇𝑇 
 

𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂𝑂 𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼 

Return on Capital Employed 𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸 
 

𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴 𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸 

Net Cash Accruals/ Total Debt 𝑃𝑃𝑃𝑃𝑃𝑃 + 𝐷𝐷𝐷𝐷𝐷𝐷. −𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 
 

𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 
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Liquidity Ratios: 

Significance: 

The leverage and profitability indicators give an insight into the long-term growth fundamentals of an 
organisation. However, in order to take care of the short-term cash/Debt obligations from various internal 
or external resources, it is imperative for an organisation to have a healthy liquidity ratio. Internal 
resources include cash generated from operations, unencumbered cash and cash equivalents, external 
resources include various funds available, such as unutilised bank limits, short-term debt, corporate loans 
etc.  

The following ratios (refer to Table 3) are used by BWR to assess the liquidity position of an entity: 

 
1. Current Ratio 

Current ratio indicates an entity's liquidity position and working capital situation. A current ratio 
greater than 1.0x (one) indicates that the company's liquid assets are enough to cover its short-
term liabilities. A company’s current ratio is seen in line with the industry average. If the current 
ratio is lower than the industry average, it is an indicator of a higher risk of default. On the other 
hand, if the current ratio is higher than the industry average, it means the organisation is not using 
its assets efficiently. 

 
2. Quick Ratio 

It indicates the ability of an organisation to meet its short-term obligations with its most liquid 
assets, and therefore excludes inventories from its current assets. The higher the ratio, the better is 
its ability to take care of its current liabilities. 

 
3. Working Capital Cycle 

It is an indicator of the amount of time taken for a company to convert its net current assets, such 
as receivable and inventory, into cash. The longer it takes to convert into cash, the greater the 
working capital funding requirements will be, and vice-versa. Companies with a lower working 
capital cycle will have a strong liquidity profile as they are able to convert cash at a much faster 
pace. A higher working capital requirement would result in additional borrowing for the company 
and result in higher inventories/days receivables. It is also reflective of stressed liquidity. While 
some businesses may have an intrinsically high working capital cycle due to its nature of 
operations, a sudden and sharp increase in the working capital cycle could be a sign of stress 
building up within the company liquidity issues in the company. 

 
 

Table 3 

Ratio Method of Computation 

Current Ratio 𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴 
 

𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿 

Quick Ratio 𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴𝐴 − 𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼𝐼 
 

𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇 𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿𝐿 

Working Capital Cycle Debtor days + Inventory Days – Payable Days 
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Activity Ratio: 
 
Significance: 

The activity ratio indicates how efficiently a company is generating revenues and cash by leveraging its 
assets on the balance sheet. These ratios could be used to differentiate companies from the same sector 
and compared with the industry average. Additionally, the activity ratio can be used to track a company’s 
performance over time and compare the efficiency of operation against its peers. 

The following ratios (refer to Table 4) are used by BWR to assess the efficiency of operations of an entity: 

 
1. Receivable Days 

The receivable days measure how efficiently / quickly a company can manage its credit sales and convert 
its account receivables into cash. Low receivables days signals that a company is able to convert its 
receivables into cash very quickly. Thus the entity is able to churn its working capital effectively. 

 
2. Payable Days 
 

Payables turnover measures how quickly a company is paying off its accounts payable to creditors. A low 
payables days can indicate that a company is paying creditors fast or it is able to take advantage of early 
payment discounts. This also indicates that there are no apparent liquidity issues and hence looked at 
positively. 

Table 4 
Ratio Method of Computation 

Receivables Days Trade Receivables*365 
     Net Sales  

Payable Days          Trade Payable * 365    
Cost of Goods Sold  

 
  

Conclusion: 

The document covers the broad financial ratios used by BWR to assess the financial risks to which an entity 
is exposed to meet its debt obligation in a timely manner. Each of the financial ratios captures the various 
aspects of financial risk, and therefore, an individual ratio cannot be reflective of an entity’s financial 
position. In addition to the above ratios, even for determining financial risk, BWR takes into account 
subjective factors such as Financial Flexibility, Debt Service Track record and Accounting Quality to better 
appreciate the actual financial risk beyond the numbers. It is to be noted that BWR analyses other financial 
indicators also, which give more insight into the financial performance of the entity to be rated. However, 
only the major indicators have been mentioned in the document. 

Furthermore, financial risk is an important factor to identify an entity’s credit worthiness, but it alone 
cannot be a driver for the rating of the entity. The document, however, does not take into account the 
industry-specific factors along with the impact of various business, industry and management risks on the 
firm’s credit quality. 

 
The previous version of this document can be found in  
https://www.brickworkratings.com/download/Criteria-
FinancialRatios_Prev 

 

https://www.brickworkratings.com/download/Criteria-FinancialRatiosUpdated.pdf
https://www.brickworkratings.com/download/Criteria-FinancialRatiosUpdated.pdf
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About Brickwork Ratings: Brickwork Ratings (BWR), a Securities and Exchange Board of India [SEBI] registered 
Credit Rating Agency and accredited by Reserve Bank of India [RBI], offers credit ratings of Bank Loan, Non- 
convertible / convertible / partially convertible debentures and other capital market instruments and bonds, 
Commercial Paper, perpetual bonds, asset-backed and mortgage-backed securities, partial guarantees and other 
structured / credit enhanced debt instruments, Security Receipts, Securitisation Products, Municipal Bonds, etc. 
BWR has rated over 11,400 medium and large corporates and financial institutions’ instruments. BWR has also rated 
NGOs, Educational Institutions, Hospitals, Real Estate Developers, Urban Local Bodies and Municipal Corporations. 
BWR has Canara Bank, a leading public sector bank, as one of the promoters and strategic partner. BWR has its 
corporate office in Bengaluru and a country-wide presence with its offices in Ahmedabad, Chandigarh, Chennai, 
Hyderabad, Kolkata, Mumbai and New Delhi along with representatives in 150+ locations. 

 
Disclaimer: It must be clearly understood that a Rating opinion is based on various factors/aspects which includes 
application of certain Rating criteria. The particular criteria applied depends on a number of factors, inter alia, 
sector/Industry, historical performance, cyclical trends, prevailing economic condition, group support etc. Rating 
opinions factor many assumptions and the application of any particular criteria or a set of criteria may be full or 
partial depending upon peculiarity of each case. Application of any Rating criteria should not therefore be 
considered as rendering finality or completeness to a Rating assessment. A reference to criteria needs to be 
perceived in broad terms, only as an aid to a rating decision. 

Brickwork Ratings India Pvt. Ltd. (BWR), a Securities and Exchange Board of India [SEBI] registered Credit Rating 
Agency and accredited by the Reserve Bank of India [RBI], offers credit ratings of Bank Loan facilities, Non- 
convertible / convertible / partially convertible debentures and other capital market instruments and bonds, 
Commercial Paper, perpetual bonds, asset-backed and mortgage-backed securities, partial guarantees and other 
structured / credit enhanced debt instruments, Security Receipts, Securitisation Products, Municipal Bonds, etc. 
[hereafter referred to as “Instruments”]. BWR also rates NGOs, Educational Institutions, Hospitals, Real Estate 
Developers, Urban Local Bodies and Municipal Corporations. 

BWR wishes to inform all persons who may come across Rating Rationales and Rating Reports provided by BWR that the 
ratings assigned by BWR are based on information obtained from the issuer of the instrument and other reliable 
sources, which in BWR’s best judgement are considered reliable. The Rating Rationale / Rating Report &  

other rating communications are intended for the jurisdiction of India only. The reports should not be the sole or 
primary basis for any investment decision within the meaning of any law or regulation (including the laws and 
regulations applicable in Europe and also the USA). 

BWR also wishes to inform that access or use of the said documents does not create a client relationship between 
the user and BWR. 

The ratings assigned by BWR are only an expression of BWR’s opinion on the entity / instrument and should not in 
any manner be construed as being a recommendation to either, purchase, hold or sell the instrument. 

BWR also wishes to abundantly clarify that these ratings are not to be considered as an investment advice in any 
jurisdiction nor are they to be used as a basis for or as an alternative to independent financial advice and judgement 
obtained from the user’s financial advisors. BWR shall not be liable to any losses incurred by the users of these 
Rating Rationales, Rating Reports or its contents. BWR reserves the right to vary, modify, suspend or withdraw the 
ratings at any time without assigning reasons for the same. 

BWR’s ratings reflect BWR’s opinion on the day the ratings are published and are not reflective of factual 
circumstances that may have arisen on a later date. BWR is not obliged to update its opinion based on any public 
notification, in any form or format although BWR may disseminate its opinion and analysis when deemed fit. 

Neither BWR nor its affiliates, third party providers, as well as the directors, officers, shareholders, employees or 
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agents (collectively, “BWR Party”) guarantee the accuracy, completeness or adequacy of the Ratings, and no BWR 
Party shall have any liability for any errors, omissions, or interruptions therein, regardless of the cause, or for the 
results obtained from the use of any part of the Rating Rationales or Rating Reports. Each BWR Party disclaims all 
express or implied warranties, including, but not limited to, any warranties of merchantability, suitability or fitness 
for a particular purpose or use. In no event shall any BWR Party be liable to any one for any direct, indirect, 
incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or 
losses (including, without limitation, lost income or lost profits and opportunity costs) in connection with any use 
of any part of the Rating Rationales and/or Rating Reports even if advised of the possibility of such damages. 
However, BWR or its associates may have other commercial transactions with the company/entity. BWR and its 
affiliates do not act as a fiduciary. 

BWR keeps certain activities of its business units separate from each other in order to preserve the independence 
and objectivity of the respective activity. As a result, certain business units of BWR may have information that is not 
available to other BWR business units. BWR has established policies and procedures to maintain the confidentiality 
of certain non-public information received in connection with each analytical process. 

BWR clarifies that it may have been paid a fee by the issuers or underwriters of the instruments, facilities, securities 
etc.,  or  from  obligors.  BWR’s  public  ratings  and  analysis  are  made  available  on  its  web 
site, www.brickworkratings.com. More detailed information may be provided for a fee. BWR’s rating criteria are 
also generally made available without charge on BWR’s website. 

This disclaimer forms an integral part of the Ratings Rationales / Rating Reports or other press releases, advisories, 
communications issued by BWR and circulation of the ratings without this disclaimer is prohibited. 

BWR is bound by the Code of Conduct for Credit Rating Agencies issued by the Securities and Exchange Board of 
India and is governed by the applicable regulations issued by the Securities and Exchange Board of India as amended 
from time to time. 

http://www.brickworkratings.com/
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