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Finandal Statement 
Analysis 

4.1 I 

The fin' cial statements of an enterprise present the raw data of its assets, liabilit ies, and eq uit ies 
in the bal anl e sheet and its revenue and expenses in the inco me statement. Without subjecting these 

ata to anal sis. many fallacious conclusions might be drawn c ncem ing the financial con diti on of the 
nte rpri e. 

Financia statemen t analysis is under taken by credi tors, investors, and other financial statement 
u ers in orde to determine the credit worthiness and ea rn ing pot enti al of an entity. Thi s chapter 

xplo res the :various measuring instru ments that can be used to evaluate the financial he alth of a 
u iness, incI ding horizontal, vertical, and ratio analysis. 

It is impo tant for the analyst to examine trends in accounts and ratios over the years, and t make 
.omparisons with ot her firms in the industry. TIle analyst must be reasonably sure th at the data given 
n different ye rs with in an enterprise, or within the industry, are compara ble. Conclusions drawn from 

compar ing the inventory of a company using LIFO valuation with the inventory of a company using 
IFO valu at ion migh t ha ve little validity. Also, when two companies use different methods of 
epreciation. IVwill be difficult to compare their relative profitability and fixed asse t balances. 

4.2 HORIZ l\.L ANALYSIS 

Horizon tal analysis look s at the trend in the accounts in dollar and percentage terms over the 
ears. A $3-milhon profit year looks very good following a $l -million profit year, bu t much less 
esirable after $4-million profit year. Horizontal analysis is usually shown in comparative financial 
taternen ts ( ee Examples 1 and 2). In annual reports, companies often show comparative financial 

tlata for fi ve yea . 
H orizontal a alysis stresses the trends of the various accounts in the financial sta tements. It is then 

n easy matter ( iden tify areas of wide divergence that re quire further analysis. In the income 
ta ternent shown in E xample 2, the large increase in sales re turns and allowances coupled with the 

decrease in sales for the period 20X2-20X3 sho uld cause concern. One might compare these results 
ith {hose o t co pe tiiors, The problem might be indus try wide , or just within the com pany. 

It is imp ortant to show both the do llar amount of change and the percentage of change because 
ing either ne alone might cause misleading conclusions. For example, because the increas e of 100 
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percent in the interest expe nse from 20Xl to 20X2 resulted from a difference of only $1,000, no further 
analysis might be warran ted. O n the other ha nd , a large numerical change might res ult in only a small 
pe rcent age change, ind icating no cause for concern . 

When hor izon tal analysis is used over ma ny years, compa rative fina ncia l statements migh t be too 
cumbersome. A no ther method of presenting horizontal analysis is by looking at trends relative to a 
base year. A yea r that is representative of the firm's activity is chosen as th e base. Each account of the 
base year is assigned an ind ex of 100. An index for an account in a succeeding year is found by dividing 
the account's am oun t by the base year amo unt and multiplying by 100. R eferr ing to Example 1. if we 
let 20XI be the base year in the balance sheet, A ccounts Receivable would be given the index of 100. 
In 20X2 , the index woul d be 150 (15/10 X 100), and in 20X3 it wou ld be 200 (20/10 X 100). A condensed 
form of the balance shee t using trend analysis is shown in Example 3. 

EXAMPLE 1 

The R atio Company
 
Comparative Balance Sheet
 
(In Thousands of Dollars)
 

December 31, 20X3, 20)(2, and 20X1
 

Percentage of 
Incre ase or (Deer ase) Increase or (Decrea se) 

ASSETS 20X3 20X2 20X1 20X3- 20X2 20X2- 20Xl 20X3- 20X2 20X2- 2QXl 

Current Asse t 

Cash $ 30.0 $ 35 $ 35 $ (5.0) (14.3%) 

Accounts Receivable 20.0 15 10 5.1) $ 5 33.3 50.0% 

Marketable Securi ties 20.0 15 5 5.0 10 33.3 200.0 

Invent ory 50.0 -­ 45 - - 50 
-­

5.0 ~) 11.1 (10.0) 

Total Current Assets $120.0 SUO $100 $10.0 $10 9.1 10.0 

Plant Assets 100.0 -­ 90 -­ 85 
-­

10.0 
- - - 5 11.1 5.9 

Total Assets $220.0 $200 $185 $20.0 $15 10.0 8.1 

LIABILITIES 
Current Liab ilities $ 55.4 $ 50 $ 52 $ 5.4 $ (2) 10.8 (3.8) 

Long-term Liabilities 80.0 75 70 5.0 5 6.7 7.1 

Total Liabilities $135.4 $125 $122 $10.4 $ 3 8.3 2.5 

STOCKHOLDERS' EQUITY 
Common Stock , 4,500 shares 

$10 par value $ 45.0 $ 45 $ 45 

Retained Earnin gs 39.6 30 18 $ 9.6 $12 32.0 66.7 

Total Stockholders' 
Equi ty $ 846 $ 75 $ 63 $ 9.6 $12 12.8 19.0 

Total Liabilities and 
Stockholders' Equity $220.0 $200 $185 $20.0 $15 10.0 8. 1 
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EXAMPLE 2 

The Ratio Company
 
Comparative Income Statem ent
 

(In Thousands of Dollars)
 
For the Years Ended December 31, 20X3, 20X2, anti 20Xl
 

Percentage of 
Increase or (Decrease) Increase or (Decrease) 

20X3 20X2 20X1 20X3-20X2 20X2-20X l 20X3-20X2 20X2-20Xl -­ -­ - -
Sales $100.0 $110 $50 $(10.0) $60 (9.1%) 120.0% 

Sales Returns and A llowances 20.0 -­ - 8 - - 3 12.0 - - 5 150.0 166.7 

Net Sales $ 80.0 $102 $47 $(22.0) $55 (21.6) 117.0 

Cost of Goods Sold 50.0 - - 60 -­ 25 - (10.0) 35 - (16.7) 140.0 

G ross Profit $ 30.0 $ 42 $22 $(12.0) $20 (28.6) 90.9 

Operating Expenses 

.Selling E xpenses $ 11.0 $ 13 $ 8 $ (2.0) $ 5 ( 15.4) 62.5 

Ge neral Expenses -
4.0 
- 7 -­ - 4 ~ -

3 (42.9) 75.0 

Total O perating E xpenses $ 15.0 $ 20 $12 $ (5.0) $ 8 (25.0) 66.7 

Income from Opera tions $ 15.0 $ 22 $10 $ (7.0) $12 (31.8) 120.0 

Nonoperating Income 3.0 0 1 3.0 ~ (100.0) 

Income before Interest 
Expense and Taxes $ 18.0 $ 22 $11 $ (4.0) $11 (18.2) 100.0 

Interest Expense 2.0 2 
-- -­ - 1 - I 100.0 

Income before Taxes $ 16.0 $ 20 $10 $ (4.0) $10 (20.0) 100.0 

Income Taxes (40% ra te) - 6.4 - 8 
- ­ - - 4 ~ - 4 (20.0) 100.0 

Net Income 9.6 12 6 (2.4) 6 (20.0) 100.0 

EXAMPLE 3 

The Ratio Compan y
 
Trend Analysis of the Balance Sheet
 

December 31, 20X3, 20X2, and 20Xl
 

20X3 20X2 20X1 

ASSETS 
Currerit Assets 120.0 110.0 100 

Plant Assets 117.6 105.9 100 

Total Assets 118.9 108.1 100 

LIABILITIES 
Current Lia bilities 106.5 96.2 100 

Lon g-term Liabilities 114.3 107.1 100 

Total Liabilities 111.0 102.5 100 

STOCKHOLDERS' EaUiTY 

Common Stock 100.0 100.0 100 

R etained E arnings 220.0 166.7 100 

Total Stockholders' Equity 134.3 119.0 100 

Total Liabilities and Stockholders' Equity 118.9 108.1 100 
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14.3 VERTI CAL ANALYSIS 

In vertical analysis , a significant item on a financial sta tement is used as a base value, and all other 
items on the financial statement are compared to it. In perform ing vertical analysis for the balance 
shee t, tota l asse ts is assigned 100 percent. Each asset account is expressed as a percentage of total 
assets. Total liabilities and stockholders' equity is also assigned 100 percent. Each liability and equity 
account is then exp ressed as a percentage of total liabilities and stockholders' equity. In the income 
statement, net sales is given the value of 100 and all other accounts are evaluated in comparison to net 
sales. The resulting figures are then given in a common size statement. TIle common size analysis of 
Ratio Compan y's income statement is shown in Example 4. 

EXAMPLE 4 

The Ratio Company
 
In come Statement and
 
Common Size Analysis
 

(In Thousands of Dollars)
 
For the Years Ended December 31, 20X3 and 20X2
 

20X3 20X2 
Amount Percent Amount Percent 

Sales $100.00 125.0 $110.0 107.8 
Sales Returns and A llowances 20.0 25.0 8.0 7.8 

Net Sales $ 80.0 100.0 $102.0 100.0 

Cost of Goods Sold 50.0 62.5 60.0 58.8 

Gross Profit $ 30.0 37.5 $ 42.0 41.2 

Operating Expenses 
Selling Expenses $ 11.0 13.8 $ 13.0 12.7 

General Expenses 4.0 5.0 7.0 6.9 

Tota l Operating Expenses $ 15.0 18.8 $ 20.0 19.6 

Income from Operations $ 15.0 18.8 $ 22.0 21.6 

Nonoperating Income 3.0 3.8 

Income before Interest Expense and Taxes $ 18.0 22.5 $ 22.0 21.6 

Interest Expense 2.0 2.5 2.0 2.0 

Income before Taxes $ 16.0 20.0 $ 20.0 19.6 
Incom e Taxes 6.4 8.0 8.0 7.8 

Net Income $ 9.6 12.0 $ 12.0 11.8 

TIle common size analysis shown in Example 4 gives the percentage of each account to net sales. 
The analyst shou ld com pare these figures from year to ycar in order 10 identify areas requiring further 
att ention. 

Vertical analysis tends to exhibit the internal struct ure of the enterprise. It indicates the relative 
amou nt of each income statement account to reven ue. It shows the mix o f assets tha t pro duces the 
income and the mix of the sources of capital, whether provided by current or long-term liabilities, or 
by eq uity funding. 

The ver tical per centages of a company should be compared to its compet itors or to industry 
percentages so that one may ascertain the firm's relative position . 

As in horizontal analysis, vert ical analysis is no t the end of the process. The analyst must be 
prepared to probe dee pe r into the are as that eithe r horizontal or vertica l analysis, or both, indicates 
as being possible proble m areas. 
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14.4 RATIO ANALYSIS 

Horizontal and vertical analysis compares one figure to ano ther within the same ca tegory. It is also 
essential to compare two figures applicable to differe nt categor ies. This is accom plished through ratio 
analysis. There are many rati os tha t the analyst can use, depending upon what he or she considers as 
being important relationships. There is no point in computing rat ios of unrelated items. For example, 
there is no int erest in the ratio of sales returns and allowances to income taxes. 

14.5 LIQUIDITY RATIOS 

Liquidi ty is the company's ability to convert noncash assets into cash or to obtai n cash in order 
to meet curr ent liabilit ies. Liqui di ty app lies to the short term, which is typically viewed as a time span 
of one year or less. 

Liquidit y is essential to the proper carrying ou t of business activity, particularly in times of 
adversity such as when the business is shut down by a strike. The firm would be required to satisfy 
current liabil ities before current assets cou ld be realized. In times of reces sion, operating losses may 
ensue. If liquidity is insufficient to cushion such losses, serious financial difficulty ma y be in store. Poor 
liquidity is analogous to a person having a fever in that both are a symptom of a fundamental 
problem. 

An alyzing corporate liquidity is espe cially important to creditors. If a company has a poor liquidity 
position, it may lead to a del ay in receiving interest and principal payments or even losses on the 
amounts due. 

A description of various liqui dity measures follows. 

WORKIN G CA PITA L 

Work ing capital is equal to curre nt assets less curr ent liabili ties, It is a safe ty cushion to creditors. 
A greater balance is required when the entity has difficulty borrowing on short no tice. 

The Ra tio Company had a working cap ital of $64,600 in 20X3 ($120,000 - $55,400) and $60,000 
in 20X2. The increase in working capital is a favorable sign. 

CURRENT RATIO 

The current ratio is equal to current assets divided by current liabilities. It is used to mea sure the 
ability of an enterprise to meet its current liabilities out of current assets. The limitat ion of the ratio 
is that it may rise just prio r to financial distress beca use of a company's desire to improve its cash 
position by, for example, selling fixed asse ts. Such dispositions, while resulting in a more favorable 
current ratio, will have a detrimental effect upon production capacity. Anothe r limitation of the 
curre nt ratio is that it will be excessively high when inventory is carried on the LIFO basis. 

TIle Ratio Company's curr ent rat io for 20X3 was 2.17 ($120,0001$55,400; see Example 1) and for 
20X2 it was 2.2. The rat io has remaine d fair ly constant over the years. 

QUICK (A CID-TES T) RATIO 

Th e qu ick rat io is a stri ngent test of liquidity. It is found by dividing the mos t liquid current assets 
(cash, marketable securities, and accounts rece ivable) by curr ent liabilities. Inventory is not included 
in this ratio because it usually takes a long time to convert inventory into cash. Prepaid expenses are 
also not included because they are not convertible into cash, and as such are no t capable of covering 
curren t liabilities. 

The Ra tio Company had a quick ra tio of 1.3 in 20X2 and 1.26 in 20X3, computed as ($30,000 + 
$20,000 + $20,000) -7-$55,400. The rati o has been fairly constant over the years. 
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A CCOUN TS RECENABLE RATIOS 

Accounts receivable ra tios consist of the accou nts receivable turnover and the collection period , 
which is the number of da ys the receivables are held. TIle accounts receivable turnover gives the 
number of times acco unts receivable are collected during the year. The turnover is found by dividing 
net credit sales (if not available, then total sales) by the ave rage accou nts receivable. Average accounts 
receivable is typically foun d by add ing the beginning accounts receivable to the ending accounts 
receivable and dividing by two. However , average accounts receivable may be computed more 
accurately on a monthly or quar terly basis, b ut this information is usually known onl y to management. 
Using data from the shortest period avai lable will give the mos t accurate rat io. TIle higher the accounts 
rec eivab le turnover, the better since this means the company is collecting quickly fro m customers. 
These funds can then be invested for a return. Ratio Com pany's aver age accounts receivable for 20X3 
is $17,500 ($15,000 plus $20,000, divided by two) and the accounts receivable turnover is 4.57 times 
($80,000/$17,500). For 20X2, the accounts receivable turn over is 8.16. TIle dr op in the accounts 
receivable turno ver ratio is significant, indicating a serious pro blem in collecting from customers. It 
implies that a careful analysis of the company's credit policy is required. 

The collection period , or the number of days sales remain in accou nts receivab le, is found by 
dividing the accounts rec eivab le turnover into 365 days. In 20X3, the Rat io Company's collection 
period was 79.9 days (365/4.57). Th is means that it too k almost 80 days for a sale to be converted to 
cash. In 20X2. the collection period was 44.7 days. The ma terially higher collection period in 20X3 
indicates a da nger that customer balances may become uncollectible. Perhaps the company is now 
selling to highly margi na l customers. 

INVENTORY RA TIOS 

If a company is holding excess inventory, it means that funds are being tied up in inven tory that 
could be invested elsewhere for a ret urn . In addition, there will be hig carrying costs to store the 
goods. TIle risk of obsolescence also exists. 1\vo major ratios to look at are the inve ntory turn over and 
the numb er of days inventory is held. 

Inventory turno ver is computed by dividing the cost of goods sold by the ave rage inventory, 
Avera ge inventory is de termined by addin g the beginning and ending inventories and dividing by two. 
The inventory turnove r for Ratio Com pany in 20X3 was 1.05 times ($50,000/$47,500) and in 20X2 it 
was 1.26 times. 

The decline in the inventory turnover indicates the stocking of more goods. A n attempt should be 
made to de termine whether specific inventory categories are not selling well and the reasons therefor. 
However, a decline in the turnover rate would not cause concern if it was primarily du e to the 
introduction of a new product line in which the advertising effects were not felt yet. 

The number of days inventory is held is computed by divid ing 365 days by the turnove r rate. The 
result indicates the length of time needed to buy, sell, and replace inventory. For Ratio Com pany, the 
average age of inventory in 20X3 was 347.6 days (365/1.05) and in 20X2 it was 289.7 da ys. Th e increase 
in the holding period implies greater risk of obsolescence. 

OPERATING CYCL E 

TIle operat ing cycle of the business is the number of days it takes to convert inventory to cash . It 
is found by adding the collect ion peri od to the ave rage age of inventory. In 20X3, it took Ratio 
Compa ny 427.5 days (79.9 + 347.6) to con vert the inventory into cash. In 20X2, the operating cycle was 
334.4 days. TIle incre ase fro m 20X2 to 20X3 indicates an unfavorable trend since more mon ey is being 
tied up in non cash assets. 

A short opera ting cycle is desirable because cash is collected faster and the cash can then be 
invested for a return . 
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SUlvlMARY 

A summary of the liquidity measures follows: 

Worki ng capital = Current assets - Current liabilities 

. Current assets 
Curren t ratio = . . . .

Current liabilities 

. k (acid ) . Cash + Marketa ble securities + Accounts receivable 
QUlC aCI -test rauo = -----------==------:-:--:-~...,___------­

Current liabilities 

A ccounts receivable 

. Net credit sales 
1. Accounts receivable turno ver = - - - - - - - ---­

Average accounts receivable 

2. Collection period = 3~5 
Accounts receivable turnover 

Inventory 

Cost of goods sold 
1. Inventory turnover = . 

Average Inventory 

365 
2. Inventory age = - - - - - - ­

Inventory turnover 

Operating cycle = Nu mber of days inventory is held + Number of days receivable s are held 

14.6 SOLVENCY RATIOS 

Solvency is the en tity's ability to meet its long-term obligations as they become due. The analysis 
concentr ates on the long-term financial and operating structure of the business. The degree of 
long-term debt in the capital structure is also considered. Further, solvency is dependent upon 
profitability since in the long run a firm will not be able to meet its debts unless it is profitable. 

RATIO OF S TOCKH O L D ERS ' EQ UITY TO TOTA L LIA BILITI ES 

Stockholders ' equity comp ared to total liabilities is a significant measure of solvency since a high 
de gree of debt in the capital structure may make it diffi cult for the company to meet interest charges 
and principal at maturity. Further, with a high debt position comes the risk of running ou t of cash 
under conditions of adve rsity. Also, excessive debt will result in less financial fl exibility in the sense that 
it will be difficult to obtain funds dur ing tight money markets. For Ratio Company the ratio was 0.62 
in 20X3 ($84,600/$135,400) and 0.6 in 20X2. The ratio remained fairly constant. A desired ra tio 
depends on many variables, including the ratios of other companies in the industry, the access for 
fur ther debt financing, and the sta bility of ea rnings. 

RATIO OF STOCKH O LD ERS' EQUlTY TO L ON G-TERM LIABILITIES 

A nother indicator of solvency is the ra tio of stockholders' equity to long-term liabilities. The 
20X3 ratio for Ratio Company was 1.06 ($84,600/$80,000). In 20X2, it was 1.0. The slight improvemen t 
in the ratio is primarily due to the greater percentage increase in stockholders' equity than in 
long-term debt. 
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RA TIO OF PLA NT ASSE TS TO LONG-TERM LIABILITIES 

TI1C ratio of plant assets to long-term liabilities reflects the degree to which plant assets are 
financed by long-term creditors. A low ratio indicates that creditors have a significan t claim on the 
firm's assets. The ratio also gives an indication of the extent to which addi tional long-term borrowing 
is possible. Th e ra tio for ou r company was 1.25 in 20X3 ($100,llOO/$80,000) and L.2 in 20X2. Therefore, 
there was improved coverage of long-term debt in 20X3. 

IN TEREST COVERAGE RA TIO 

The interest coverage rat io (number of times interest is earned) reflects the num ber of times 
before-tax earnings cove r interest expense. Th is is found by divid ing income before interest and taxes 
by the inte rest expense. It is a safety margin indica tor in the sense that it shows how muc h of a decline 
in earnings a company can absorb. In 20X3, inter est of Ra tio Co mpany was covered 9 times 
($18,000/$2,000), while in 20X2 it was covered 11 times. The decline in the coverage is a negative 
indicator since less ea rn ings are available to meet interest charges. 

14.7 PROFITABILITY RATIOS 

A n indication of good financial health is the company's ability to earn a sa tisfactory pro fit and 
return on investment. Inv estors will be reluct an t to associate themselves with an entity that has poor 
earning po tential since the market price of stock and divid nd poten tial will be adversely affected . 
Credito rs wiII shy away fro m companies with deficient profitability since the amounts owed to them 
may no t be pa id. 

Some major ra tios that measure operating results ar e summarized below. 

PRO FIT MA RGIN 

The ratio of net income to net sales is ter med the profit margin. It indicates the pr ofitability 
generated fro m revenue and hence is an importan t op erating performance measure. In 20X3 the ratio 
for our company was 0.12 ($9,600/$80,000) and in 20X2 it was 0.12. The profit margin was constant, 
indicating that the ea rning power of the business remained static . 

RETURN ON INVESTM ENT 

Return on investme nt is a key measur e because it looks at the earnings achieved by the investment 
made in the busi ness. Basically, two rat ios evaluate the return on invest ment. One is the return on to tal 
assets and the other is the return on owners' equity. 

The re turn on to tal assets indicates the efficiency with which management has used its availab le 
resources to generate income. It is found by dividing the sum of the ne t income and the in terest 
expen se adjusted for the tax ra te by the average total assets . In 20X3, the ret urn on total assets for 
Ratio Co mpan y was 0.05 {$9,600 + $2,000 (0.6) 7 [($220,000 + $200,000)/2]1. In 20X2 , the re turn was 
0.07. TIle productivity of assets in d riving incom e det eriorat d in 20X}. 

TIle retu rn on owners' equ ity measures the return applicable to stockholde rs after the deduction of 
interest payments to credi tors. It is found by dividing the net income by the average stockholders ' equit y. 
In 20X3, Ratio Company's retu rn on owners' equity was 0.12 {$9,600 7 [($84,600 + $75,000)121 and in 
20X2 it was 0.17. TIlere has been a significant drop in the re turn earned by the owners of the business. 

RATIO OF N ET SA LES TO AVERAGE TOTA L A SS ETS 

This ratio is helpful in ap praising a company's ability to efficiently utilize its asset base in 
generating revenue. TIle ra tio for our company in 20X3 was 0.38 ($80,000/$210,000) and in 20X2 it was 
0.53 ($102,000/$192,500). 'The company's utilization of assets significantly declined. Per haps the assets 
are gett ing older and should be repl aced , or inadequate repairs ar e being made. 
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EARN/N S PER SHA R E 

Earni ngs per share indicates what the earni ngs are for each common sha re held. When preferr ed 
stock is include d in the capital structure, net income must be reduced by the preferr ed dividends to 
de te rmine the amoun t ap pl icable to comm on stock. When preferr ed stock does not exist, as is the case 
with the Rat io Co mpany, earn ings per share is equal to ne t income divided by common shares 
outstanding. Earnings per share is a useful ind ica tor of the o perating performance of the company, as 
well as of the dividend s that may be expec ted . In 20X3, earn ings pe r shar for Ratio Company was 
$2.13 ($9,600/4,500 sh ares). In 20X2, it was $2.67. Th e decline in earn ings per share should be of 
concern to inves tors. 

All of the aforementioned profita bility ra tios ha ve de clined for Ratio Company in 20X3 re lative 
to 20X2. This is a ve ry nega tive sign. 

PRIC E/EARNINGS RATIO 

Some ratios appra ise the ent erprise 's re la tionsh ip with its stockholders. Th e often qu oted PIE 
ra tio, or price/earn ings ratio, is equal to the marke t price per share of stock divided by the earnings 
pe r share . A high PIE ratio is good because it indicates that the investi ng public considers the company 
in a favorable light. 

EXAMPLE 5 Let us assume that the market price per share of Ratio Company's stock was $20 on December 
31, 20X3, and $22 on December 31, 20X2. Therefore, the PIE ratio in 20X3 was 9.39 ($201$2.1 3) and the ratio in 
20X2 was 8.24 ($22/$2.67). e decline in the PIE multiple indicates that the stock market had a lower opinion 
of the company in 20X3, possibly due to the company's declining profitability. 

DIVIDEND RATIOS 

Many stockholde rs are pri mari ly inte rested in receiving dividen ds. TIle dividend yield of a stock 
is the dividends per share divided by the mar ke t price per share . A not her ratio is the dividend payout, 
which is equa l to the dividends per share divided by the earn ings pe r share. A decline in dividends will 
cause concern on the part of stockholders. 

14.8 SUMMARY 

Financial statement analysis is an attempt to work with the r ported financial figures in orde r to 
ascertain the ent ity' s financial st rength s and weaknesses. 

Most analysts tend to favor ce rtain rat ios. They may leave out some of those mentioned and 
inclu de some that we re no t discussed here. 'The perspect ive of the analy -t as investor, stockh older, or 
creditor is the deciding factor for which ra tios to include in the analysis of an enterprise. 

Once a ra tio is computed, it is then compared to related ratio of the company, ratios o f pr evious 
years, and ratios o f competitors. The compar isons aid in showing trends over a period of time, an d in 
showing the ab ility of an enterprise to compete with others in the industry, These compariso ns do no t 
mark th e end of the analysis, bu t ra the r indicate areas needing furt her attention . 

Summary 

(1) Horizon tal analysis compares an account to _ 

(2) In a commo n size income statemen t, is given the val e of 100. 

(3) 
assets. 

is the ability of a co mpany to mee t its curren t liabilities out of curre nt 
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(4)	 Th e curr ent ra tio is equal to divided by _ 

(5)	 _ _____ _ is incl uded in comp uting the current ratio but not the quick ra tio. 

(6)	 The acco unts receivable turnover is equal to divided by _ 

(7)	 Th e num ber of days for inventory sold on credit to convert to cash is found by add ing the 
______ _ to the _ 

(8)	 The ratio of to lon g-term liab ilities looks at the de gree of deb t in the cap ital 
struc ture. 

(9)	 Th e number of times interest is ea rn ed is equ al to divided by 

(10)	 Re turn on owner 's eq uity is foun d by dividing by _ 

(11)	 TIle price/earnings ra tio is equa l to the per share divided by the 
_ _ _ _ _ _ _ pe r share. 

(12)	 Two measures that are of interest to sto ckholders in evaluating the div iden d policy of the firm 
are the dividend and the dividend ra tios. 

(13)	 W hen the comparison of ratios indica tes a significant change in fin ancial posi tion . the anal yst 
should _ 

Answers: (1) the same accoun t of a prior year ; (2) net sales; (3) Liquidity; (4) current assets. current liabilities; 
(5) Inventory; (6) net credit sales, average account s receivable; (7) collection period, average age of 
inventory; (8) stockholders' equity; (9) incom e before interest and taxes, inter est expense; (10) net 
income, average stockholders' equity; (11) market price, earnings; (12) yield, payo ut; (13) investigate 
furthe r 

Solved Problems 

14.1	 Smith Corpora tion pro vides the following com para tive incom e state men t: 

Smith Corporation
 
Comparati ve Income Statement
 

For the Years Ended December 31, 20X3 and 20X2
 

Percentage of 
Increa sc 

20X3 20X2 or (Decrease) 

Sales $570,000 $680,000 

Cost of Goods Sold 200,000 170,000 

G ross Profit $370,000 $510,000 

Operating E xpenses 100,000 210,000 

Net Income $270,000 $300,000 




