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% Introduction to Financial Analysis Al Jaladll fe dadia

Financial Statement Analysis is a method of reviewing and analyzing a company’s
accounting reports (financial statements) in order to gauge its past, present or projected future
performance. This process of reviewing the financial statements allows for better economic

decision making.
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The main purpose of financial statement analysis is to utilize information about the past
performance of the company in order to predict how it will fare in the future. Another
important purpose of the analysis of financial statements is to identify potential problem areas
and troubleshoot those.
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Types of financial analysis A\l Juladl) £1 il

Financial analysis involves the review of an organization's financial information in order to
arrive at business decisions. This analysis can take several forms, with each one intended for a
different use. The types of financial analysis are as follows.
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1. Vertical

In vertical financial analysis, the relationship between various items on a financial
statement is analyzed. For example, during one accounting period, one item is measured

against another item that's considered the base and the relationship is expressed as a




percentage.
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2. Horizontal

Horizontal analysis refers to the evaluation of how financial statement figures change
over a period of time. In other words, it compares one item to another in a different time

period. Because of this, it can help analyze a business' finances from one year to the next.
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3. Liquidity

Liquidity analysis uses ratios to determine whether or not a company will be able to pay
back any debts or other expenses. This type of analysis is helpful because if a business isn't
able to pay off any liabilities, they're bound to face financial troubles in the near future.
Liquidity analysis is particularly helpful for lenders or creditors who want some insight into

your financial standing before offering you a loan or credit.
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4. Profitability

In a profitability analysis, a company's rate of return is evaluated. Every business wants to
be profitable, therefore, using the profitability analysis to measure its cost and revenue in a
given period can be highly beneficial for them. If a company's revenue outweighs its costs,

it's considered profitable.
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5. Scenario and Sensitivity

During this type of analysis, an investment's value is measured based on current scenarios

and changes.
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6. Variance

Variance analysis refers to the process of analyzing any differences between a business's
budget and the actual amount it spent. For example, if you budgeted your sales to be $1,000

but you actually sold $250, the variance analysis would conclude with a difference of $750.
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7. Valuation

Through the valuation financial analysis, your business's present value is evaluated. This
type of analysis can be utilized for various instances including mergers and acquisitions or

taxable events.
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Components of Financial Analysis (Alal) Juaill <l 6Sa

The first step toward improving financial literacy is to conduct a financial analysis of
your business. A proper analysis consists of five key areas
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1.Revenues

Revenues are probably your business's main source of cash. The quantity, quality
and timing of revenues can determine long-term success.
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2. Profits

If you can't produce quality profits consistently, your business may not survive in the
long run.
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3. Operational Efficiency

Operational efficiency measures how well you ‘reusing the company’s resources. A

lack of operational efficiency leads to smaller profits and weaker growth.
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4. Capital Efficiency and Solvency
Capital efficiency and solvency are of interest to lenders and investors
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S.Liquidity

Liquidity analysis addresses your ability to generate sufficient cash to cover cash

expenses. No amount of revenue growth or profits can compensate for poor liquidity.
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Basic of Analysis Jalaill cluulu

Financial Statement Analysis (Meaning)

Financial statement analysis is an analysis which highlights the important relationships in the
financial statements.

1. It focuses on evaluation of past operations as revealed by the analysis of basic
statements.

2. Financial statement analysis embraces the methods used in assessing and interpreting
the result of past performance and current financial position as they relate to particular
factors of interest in investment decisions.

3. Financial statement analysis is an important means of assessing past performance and in
forecasting and planning future performance.

4. Financial statement analysis is a systematic and specialized arrangement of information
for the purpose of its interpretation.
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Definitions of Financial Statement Analysis
Aallal) adl g1 Julas Cly jlas

(a) "Financial statement analysis is an information processing system designed to provide data for

decision-making models, such as the portfolio selection model, bank lending decision models

and corporate financial management models."
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(b) ""Financial statements analysis is largely a study of relationship among the various financial

factors in a business as disclosed by a single set of statements and a study of the trends of

these factors as shown in series of statements."
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Objectives of Financial Statement Analysis 4dlal) ail &) Julas Cilaa)

The main objective of the analysis financial statement for any company is to provide the
necessary information which is required by the users of the financial statement for the
informative decision making, assessing the current and past performance of the company,

prediction of the success or failure of the business, etc.
Top 4 objectives of Financial Statement Analysis are as follows:

1. To know the current position of the company
2. Eliminating Discrepancies if any

3. Future Decision Making
4

Minimize the Chances of Fraud
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Importance of Financial Statementsasiall clilul) diaai

1.The financial statements are mirror which reflect the financial position of operating strength

or weakness of the business concern.

2.These statements are useful to management, investors, creditors, bankers, workers,

government and public at large.

3.Financial statements are the indicators of two significant factors namely, the profitability and

financial soundness of a business enterprise.
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Business Activities & i) dadsy)

Business activity: is the process of transforming inputs into outputs by addition value. From
Commercial and Legal angles, a business may be organized in many ways. There are a number
of different forms of Business firms. However, the common forms of organizing are: Sole

proprietorship, Partnership, Limited Company and corporation.
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1. Sole proprietorship: The Sole proprietorship is carried on by single individual. All the
profits of the business earn go to him. The sole proprietors ‘liability is unlimited, and he is

personally liable for paying of the debts.
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2. partnership: A partnership comprises a minimum of two and a maximum of (20) persons
trading together as one firm and sharing in the profits. In addition to sharing the profits, each
partner shares unlimited Liability for all the debts and obligations of the firm and is

responsible for the Liabilities in the firm of his fellow partners as well as his own.
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3. limited company: A limited company is a Legal entity and is treated by the law like a
natural person; it must be run according to the rules set out by the company law. Among other
provisions, it is laid down that financial statement must be prepared and audited every year

and be made available for inspection on a public register.
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4.Corporation: The Corporation structure consists of the shareholders and the board of
directors. The shareholders a point the board of directors to manage the company. The capital
of a company is divided into units of ownership called shares. The shares of a public company

are freely transferable from one individual to another.
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Financial Statements Reflect Business Activities
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Advantages of Analysis of Financial Statements
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A. Knowing the Exact Position

Everybody who is interested in knowing the exact financial position of the concern is
benefited by the 'analysis' of financial statement. Interested party gets the valuable information
about the exact facts and figures of the concern by analyzing the financial statements by

various methods.
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B. Decision-making

Every interested party is in a position to assess the exact financial position of the concern
when it analyses financial statements of that concern by reliable methods. Thus, such an
analysis ultimately helps that party in taking various types of decisions such as investment,

sale, purchase etc.
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C. Forecasting

After analyzing the financial statements, one is in a position to forecast whether it would be

profitable or not to invest in or to deal with the business concern.
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Disadvantages of Analysis of Financial Statements
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A. Completely Ignore Current Costs

Financial analysis is always based on financial statements which are generally prepared on the
basis of historical costs. Thus, it may reflect distorted results. The financial analysis based on
such financial statements would not portray the effects of price level changes over a period of

time.
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B. Financial Statements are Essentially Interim Reports

The amount of profit or loss as shown by the Profit and Loss account or the financial position
as shown by the Balance Sheet of any unit is always based on certain accounting concepts and

conventions. Therefore, these figures may not reflect the exact position.
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C. Financial Analysis is Only a Means Not an End

The financial analysis should not be considered as the ultimate objective test but it may be

carried further based on the outcome and revelations about the causes of variations. It is the




part of the larger information processing system.
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Additional Informationdla) cila g

1. Total Income = Revenues - Cost of Revenues (Cost of Sales)
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2. Operating Income = Total Income - Operating Expenses
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3. Net income before tax = operating income + other income - other expenses
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4. Net Income After Tax = Net Income Before Tax - Income Tax Due
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(Gain/loss) Total Income
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Revenues
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Cost of Revenues (Cost of Sales)
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General and administrative expenses

Lo gas 9 4y )} cld g e

Operating Income
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Operating Expenses
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Net income before tax
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Salary

-
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other income
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other expenses
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Net Income After Tax
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Income Tax Due
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Selling and marketing expenses
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