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FINANCIAL STATEMENT ANALYSIS

Income Statement Balance Sheet
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Types of Financial statement Analysis
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The following points highlight the four important types of financial analysis, the classification
of financial analysis can be made either on the basis of, (1) On the Basis of Time Horizon or
Objective of Analysis. (2) On the Basis of Entities Involved, (3) On the Basis of Modus
Operandi (4) On the Basis of Material Used.
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1-According to the Basis of Time Horizon or Objective of Analysis:

(a) Short-term Analysis:

Short-term analysis measures the liquidity position of a firm, i.e. the short- term paying
capacity of a firm or the firm’s ability to meet its current obligations.

(b) Long-term Analysis:

Long-term analysis involves the study of firm’s ability to meet the interest costs and repayment
schedules of its long-term obligations. The solvency, stability and profitability are measured
under this type of analysis.
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2-According to the Basis of Entities Involved

a) Cross-sectional or inter-firm analysis, Cross sectional analysis involves comparison of
financial data of a firm with other firms (competitors) or industry averages for the same time
period.

b) Time series or intra-firm analysis. Time series analysis involves the study of performance
of the same firm over a period of time.
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3-According to Material Used
(a) External Analysis
(b) Internal Analysis

(A) External Analysis: This analysis is done by outsiders who do not have access to the
detailed internal accounting records of the business firm. These outsiders include investors,
potential investors, creditors, potential creditors, government agencies, credit agencies, and the
general public.

(b) Internal Analysis: The analysis conducted by people who have access to the internal
accounting records of a business company is known as internal analysis. Thus, such analysis
can be done by the executives and employees of the organization as well as government
agencies that have legal powers vested in them. Financial analysis for managerial purposes is
the type of internal analysis that can be conducted depending on the purpose to be achieved.
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4- According to Modus Operandi of Analysis
(A) Vertical Analysis
(B) Horizontal Analysis

(A) Vertical Analysis: This refers to analysis of ratios developed for one date and for one
accounting Period. Vertical analysis is also known "Static Analysis”. As such this type of
analysis is not generally resorted to by the financial analysts.
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Advantages and Disadvantages of VVertical Analysis
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Vertical analysis only requires financial statements for a single reporting period. It is useful for
inter-firm or inter-departmental comparisons of performance as one can see relative
proportions of account balances, no matter the size of the business or department.

Vertical analysis is constricted by using a single time period, it has the disadvantage of losing
out on comparison across different time periods to gauge performance. This can be addressed
by using it in conjunction with timeline analysis, which shows what changes have occurred in
the financial accounts over time, such as a comparative analysis over a three-year period. For
instance, if the cost of sales comes out to be only 30 percent of sales each year in the past, but
this year the percentage comes out to be 45 percent, it would be a cause for concern.
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By using vertical analysis, any item of the financial lists is attributed to another main item of
the same list, in order to reach important indications and interpretations, such as knowing the
relative importance of each item of the list and knowing the relationship between the elements
and sub-groups and the totality in the list.

When using the vertical analysis of the income statement, for example, the net sales number is
used as a basis to which the values of other items are attributed, such as the cost of sales item,
the operating expenses item, or the gross profit item, net profit, etc. When using the vertical
analysis of the financial position statement, for example, an item of assets is attributed to the
total assets or One of the assets items, as well as the ratio of any of the liability’s items to the
total liabilities or one of the liabilities items, and so on. Perhaps the most important thing that
this analysis provides is its clarification of the relative importance of the items that make up a
particular list, and gaining the relative importance of the items through the following formula:

Item value

The relative weight of the item =

The sum of the items to which the item belongs
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After extracting the relative weight of all items, the financial analyst monitors these ratios and
identifies the reasons for their high and low.
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Example for Income Statement:

The following is the income statement for AL- Qais Company for the year 2021.Required //
Perform a vertical analysis:

Details Amount in thousands
Net Sales 80000
-Cost of Sales 20000
= Total Income 60000
-Operating Expenses 20000
=Net Income Before Tax 40000
-Income Tax(25%) 10000
=Net Income After Tax 30000




Answer:

Item value

The relative weight of the item =

The sum of the items to which the item belongs

AL-Qais Company
Income Statement for the year ended 31/12 /2012

Details Amount in thousands Margin
Net Sales 80000 100%
-Cost of Sales 20000 25%
=Total Income 60000 75%
-Operating Expenses 20000 25%
=Net Income Before Tax 40000 50%
-Income Tax(25%) 10000 12.5%
=Net Income After Tax 30000 37.5%

Example for Financial statement:
The following is the income statement for AL-HAWRAA Company for the year
2022.Required // Perform a vertical analysis:

AL- HAWRAA Company
Financial Statement for the year ended 31/12 /2022

Assets Liabilities and Owners

equity
Current Assets Current Liabilities
Cash 15000 Short Term Loans 5000
Debtors 35000 Creditors 25000
Bank 10000 Payment Paper 5000
Capture papers 5000




Inventory 55000
Total Current Assets 120000 35000
Fixed Assets Long Term Liabilities
Lands 20000 Long Term Loans 20000
Buildings 35000 Long Term Bonds 15000
Machinery and | 5000 Long Term Payment | 5000
equipment Paper
Cars 5000
Furniture 10000
Total Fixed Assets 75000 | Total Long-Term 40000
Liabilities
Total Liabilities 75000
Intangible Assets Owners' Equity
Goodwill 2000 Capital 90000
Patented 1000 Reserves 10000
Copyrights 2000 Retained Earnings 25000
Total Intangible Assets 5000 Total Owners Equity 125000
Total Assets 200000 | Total liabilities  and 200000

Owners Equity




Answer: AL- HAWRAA Company
Financial Statement for AL- HAWRAA ended 31/12 /2022

Assets Margin | Liabilities and Owners Margin
equity
Current Assets Current Liabilities
Cash 15000 12.5% | Short Term Loans 5000 14.3 %
Debtors 35000 29.2% | Creditors 25000 71.4%
Bank 10000 8.3% Payment Paper 5000 14.3%
Capture papers 5000 4.2%
Inventory 55000 45.8%
Total Current Assets 120000 | 100% | Total current liabilities 35000 | 100%
Fixed Assets Long Term Liabilities
Lands 20000 26.7 % | Long Term Loans 20000 50%
Buildings 35000 46.7% | Long Term Bonds 15000 37.5%
Machinery and | 5000 6.7% Long Term-Payment | 5000 12.5%
equipment Paper
Cars 5000 6.7%
Furniture 10000 13.3%
Total Fixed Assets 75000 |100% | Total Long-Term 40000 | 100%
Liabilities
Total Liabilities 75000 | 100%
Intangible Assets Owners' Equity
Goodwill 2000 40% Capital 90000 2%
Patented 1000 20% Reserves 10000 8%
Copyrights 2000 40% Retained Earnings 25000 20%
Total Intangible 5000 100% | Total Owners Equity 125000 | 100%
Assets
Total Assets 200000 | 100% | Total  liabilities  and 200000 | 100%
Owners Equity




(B) Horizontal Analysis

When financial statements for a certain number of years are examined and analyzed, the
analysis is called "Horizontal Analysis." Horizontal analysis is also called "Dynamic
Analysis". This is based on the data or information spread over a period of years rather than
on one date or period of time as a whole.
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Advantages and Disadvantages of Horizontal Analysis

When the analysis is conducted for all financial statements at the same time, the complete
impact of operational activities can be seen on the company’s financial condition during the
period under review. This is a clear advantage of using horizontal analysis as the company
can review its performance in comparison to the previous periods and gauge how it’s doing

based on past results.
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A disadvantage of horizontal analysis is that the aggregated information expressed in the
financial statements may have changed over time and therefore will cause variances to creep
up when account balances are compared across periods. Horizontal analysis can also be used
to misrepresent results. It can be manipulated to show comparisons across periods which would

make the results appear stellar for the company.
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By using the horizontal analysis in the analysis of the financial statements, each item of the

financial statements is compared from one accounting period to another in order to know the

change that occurred for this item from one financial period to another, and the change in the



values of the item is highlighted either in the form of absolute values or in the form of

percentages, the use of this method of analysis requires the following:
1. Availability of financial statements for at least two years.

2. Determine the base year, and the base year is often the oldest year, on which the following

years are measured to know the change in the value of each item of the financial list.

If we want to know the status of the item and its trend, is it increasing, decreasing, stable, or
fluctuating from one financial period to another, we need financial statements for several
years (at least two years) and this is done by dividing the value of the item in the comparative
year by the value of the item in the base year, as well If we want to know the relative change
for each item, we need a financial statement for two years so that the difference between the

two financial periods is found and the difference is divided by the base year.

item value

The relative weight of the item =

The value of the same item in the base year
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Example for Income Statement:

The following is the income statement for ABDULAAH Company Between the years
2018 and 2019. Required // Perform a Horizontal analysis:

Details Amount in thousands Amount in thousands
(2018) (2019)

Net Sales 80000 120000

-Cost of Sales 20000 30000

=Total Income 60000 90000

-Operating Expenses 20000 25000

=Net Income Before Tax 40000 65000

-Income Tax(20%) 8000 13000

=Net Income After Tax 32000 52000

Answer:
AL- ABDULAAH Company
Income Statement for the year ended 31/12 /2015-31/12/2016
Details Amount in Amount in Margin
thousands (2018) thousands
(2019)
Net Sales 80000 120000 40000 50%
-Cost of Sales 20000 30000 10000 50%
=Total Income 60000 90000 30000 50%
-Operating 20000 25000 5000 25%
EXxpenses
=Net Income Before 40000 65000 25000 62.5%
Tax
-Income Tax(20%) 8000 13000 5000 62.5%
=Net Income After 32000 52000 20000 62.5%
Tax




Example for Financial statement:

The following is the Financial statement for Nabeel’s Company Between the year 2015
and 2016. Required // Perform a Horizontal analysis:

Al- Nabeel’s Company

Financial Statement for the year ended 31/12 /2019-31/12/2020

Assets 2019 2020 Liabilities 2019 2020
and Owners
equity

Current Current

Assets Liabilities

Cash 15000 20000 Short Term | 5000 9000
Loans

Debtors 35000 40000 Creditors 25000 30000

Bank 10000 11000 Payment 5000 6000
Paper

Capture | 5000 10000

papers

Inventory | 55000 60000

Total 120000 141000 35000 45000

Current

Assets

Fixed Long Term

Assets Liabilities

Lands 20000 25000 Long Term | 20000 22000
Loans

Buildings | 35000 37000 Long Term | 15000 20000
Bonds

Machinery | 5000 10000 Long Term | 5000 8000

and Payment

equipment Paper

Cars 5000 6000

Furniture | 10000 15000




Total 75000 93000 Total Long- 40000 50000
Fixed Term
Assets Liabilities
Total 75000 95000
Liabilities
Intangible Owners’
Assets Equity
Goodwill | 2000 5000 Capital 90000 110000
Patented 1000 6000 Reserves 10000 15000
Copyright | 2000 5000 Retained 25000 30000
Earnings
Total 5000 16000 Total 125000 155000
Intangible Owners
Assets Equity
Total 200000 250000 Total 200000 250000
Assets liabilities
and Owners
Equity
Answer:
AL- Nabeel’s Company
Financial Statement for AL- Nabeel’s ended 31/12 /2019-31/12/2020
Assets Liabilities and
Owners equity
Current Assets Current
Liabilities
Cash 5000 33.3% Short Term 4000 80%
Loans
Debitors 5000 14.3 % Creditors 5000 20%
Bank 1000 10% Payment Paper 1000 20%
Capture papers 5000 100%
Inventory 5000 10%




Total Current Assets

Fixed Assets Long Term
Liabilities
Lands 5000 25% Long Term Loans 2000 10%
Buildings 2000 5.7% Long Term 5000 33.3%
Bonds
Machinery and 5000 100% Long Term 3000 60%
equipment Payment Paper
Cars 1000 20%
Furniture 5000 50%
Total Fixed Assets Total Long-Term
Liabilities
Total Liabilities
Intangible Assets Owners' Equity
Goodwill 3000 1.5% Capital 20000 2.22%
Patented 5000 5% Reserves 5000 50%
Copyrights 3000 1.5% Retained 5000 20%
Earnings
Total Intangible Assets Total Owners
Equity
Total Assets 100% Total liabilities 100%
and Owners

Equity




