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Understanding The Goncept

QUICK RATIO
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The Quick Ratio, which is an essential tool for
understanding a company's liquidity. Think of
liquidity as how easily a company can access
cash or turn its assets into cash to pay off its
short-term debts.

What is the Quick Ratio? —

The Quick Ratio is a financial metric that
measures a company's ability to meet its short-
term obligations using its most liquid assets—
basically, assets that can quickly be turned into
cash. It's sometimes called the "acid-test ratio"
because it’s a strict test of liquidity, only

counting the assets that are almost as good as
cash.
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Why is the Quick Ratio
Important?

This ratio tells investors if a company can

handle its short-term liabilities (like debts

due soon) without needing to sell off long-

term assets or inventory. It’s important ——>
because a high quick ratio (generally over 1)
indicates a stronger ability to pay off debts

on time, which reduces financial risk. On

the other hand, a low quick ratio could

signal that the company might struggle to

meet its immediate obligations.
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How to Calculate the Quick
Ratio
Here's the formula:

Current Assets — Inventory

Quick Ratio =

Current Liabilities

Here's what each part means: —_

e Current Assets: All assets that the company

can turn into cash within a year (like cash
itself, accounts receivable, and inventory).
e Inventory: The value of goods ready to sell.

The quick ratio excludes inventory because it
might take longer to sell and turn into cash.
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e Current Liabilities: All debts and obligations
the company needs to pay within a year.

Summanry

The Quick Ratio helps you, as an investor,
assess a company's immediate financial
health. A quick ratio above 1 generally
signals that a company is in good shape to
handle short-term financial obligations. But
remember, it's just one tool—looking at
other ratios and metrics can give you a
fuller picture of a company's financial
stability.
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