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Financial analysis: Understanding key ratios and metrics.
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Introduction

Financial analysis is the process of evaluating a company's
financial health by analysing its financial statements, ratios,
and metrics. It helps investors and stakeholders make informed
decisions about the company's profitability, liquidity, and
solvency. In this article, we will discuss the key ratios and
metrics that are commonly used in financial analysis and
how they can be interpreted to gain insights into a company's
financial performance. Financial analysis is an essential
tool for evaluating a company's financial health. It provides
investors and stakeholders with insights into a company's
profitability, liquidity, and solvency. Financial analysis
involves analyzing financial statements, ratios, and metrics
to understand a company's financial performance. This helps
investors and stakeholders make informed decisions about the
company's future prospects. In this article, we will discuss the
key ratios and metrics that are commonly used in financial
analysis and how they can be interpreted to gain insights into
a company's financial performance [1].

Liquidity ratios- Liquidity ratios measure a company's ability
to meet its short-term obligations. These ratios indicate
whether a company has sufficient cash and cash equivalents
to pay its current liabilities. The two most commonly used
liquidity ratios are the current ratio and the quick ratio. The
current ratio is calculated by dividing a company's current
assets by its current liabilities. A current ratio of 2 or higher
is generally considered good, as it indicates that the company
has sufficient current assets to cover its current liabilities. The
quick ratio, also known as the acid-test ratio, is calculated by
dividing a company's current assets minus its inventory by its
current liabilities. This ratio measures a company's ability to
pay its current liabilities using only its most liquid assets. A
quick ratio of 1 or higher is generally considered good [2].

Profitability ratios- Profitability ratios measure a company's
ability to generate profits relative to its revenue, assets, and
equity. These ratios indicate how effectively a company is using
its resources to generate profits. The two most commonly used
profitability ratios are the gross profit margin and the net profit
margin. The gross profit margin is calculated by dividing a
company's gross profit by its revenue. This ratio measures the
percentage of revenue that remains after deducting the cost
of goods sold. A higher gross profit margin indicates that the
company is generating more profit per dollar of revenue. The
net profit margin is calculated by dividing a company's net
profit by its revenue. This ratio measures the percentage of

revenue that remains after deducting all expenses, including
taxes and interest. A higher net profit margin indicates that the
company is generating more profit per dollar of revenue after
deducting all expenses [3].

Solvency ratios- Solvency ratios measure a company's ability
to meet its long-term obligations. These ratios indicate whether
a company has sufficient assets to cover its long-term debt.
The two most commonly used solvency ratios are the debt-to-
equity ratio and the interest coverage ratio. The debt-to-equity
ratio is calculated by dividing a company's total debt by its
total equity. This ratio measures the amount of debt relative to
equity in a company's capital structure. A lower debt-to-equity
ratio indicates that the company has a lower amount of debt
relative to equity, which is generally considered good. The
interest coverage ratio is calculated by dividing a company's
earnings before interest and taxes (EBIT) by its interest
expense. This ratio measures a company's ability to pay
interest on its debt using its earnings before interest and taxes.
A higher interest coverage ratio indicates that the company
is generating sufficient earnings to cover its interest expense.
Financial analysis is a crucial tool for evaluating a company's
financial health. By analysing financial statements, ratios, and
metrics, investors and stakeholders can gain insights into a
company's profitability, liquidity, and solvency [4,5].
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