FINANCIAL STATEMENT ANALYSIS
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Learning Activity

Financial Statement Analysis: Students use a mathematical model based on

financial ratios to assess the financial health of a company.

Learning Objectives

1. Obtain a working knowledge of financial statements.

2. Understand the purpose of specific financial ratios
and interpret the meaning of calculated ratios.

3. Calculate financial ratios using an income statement
and balance sheet.

4. Assess the financial condition of a company using
financial ratios.

Academic Standard

“Students use representations to model and interpret

physical, social and mathematical phenomena.”

(NCTM)
“Students prepare, interpret and analyze financial state-

ments for service, merchandising, and manufacturing
businesses.” (NBEA)

Assessment

Students will: (1) calculate five financial ratios for a com-
pany using its income statement and balance sheet,
(2) using a model, assign points for each ratio based on
the calculation, and (3) conclude with a “financial

diagnosis” of the company.

Business Skill

Financial Analysis: Analytical skills are required to make
intelligent and prudent business decisions. CPAs use
financial ratios to assess the financial position of busi-
nesses and, in turn, to predict the future financial

performance of publicly traded companies.



Explain any terms and concepts
from the Topic Overview your
students are unfamiliar with. In  par-
ticular, discuss the importance of
reliable information to both busi-
nesses and individuals and the roles

Explain the purpose and use of
the financial ratios for Activity #1.
In particular, discuss in detail the
definition and meaning of each
ratio, how to calculate each ratio
and how to interpret each calculated

Distribute copies of Activity #1 to
the class and review the data
found in the Income Statement and
Balance Sheet of the hypothetical
company, Metro One Sportswear,
and the use of the statements in cal-

and services that CPAs provide. ratio.

TEACHING-TIPS

Have students obtain an Annual Report of a company of their
choice. (They're freel) The Internet could be used for this pur-
pose. Visit the following Web sites: www.freeedgar.com;
www.annualreportservice.com; or www.prars.com.

Then calculate the five financial ratios* using the financial state-
ments of actual companies, and rate the companies using the
scoring model in Activity #1.

Some suggested annual reports include Gateway Computers
(www.gateway.com or 800-846-4503), McDonald’s
(www.mcdonalds.com or 630-623-7428), Ben & Jerry's

culating each of the five financial
ratios.

Have students compute the finan-
cial ratios found on Activity #1 and
rate the company accordingly.

Ice Cream (www.benjerry.com or 802-846-1500), and
The Gap (www.gap.com or 800-427-6397).

Students could track the performance of companies’ stock price,

compare the performance against the assessment from the

hypothetical scoring model and present the results.

* Note: If a company does not have an inventory item on its balance
sheet, students will be unable to calculate the inventory turnover
ratio. In this instance, in order to maintain consistency and
comparability among companies, advise students to assign points for
the inventory turnover ratio equal to the average of the points of the
other four financial ratios.
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Financial Ratio

Profit Margin

Calculation

Net Income ($1,100) / Sales ($11,500)

9.56%

Assessment

Below average profitability; for every $100 of sales, $9.56 is profit

4

Financial Ratio

Debt Ratio

Calculation

Total Liabilities ($13,450) / Total Assets ($23,440)

57.38%

Assessment

Above average amount of debt; 57.38% of total assets are financed with debt

4

Financial Ratio

Current Ratio

Current Assets (38,950) / Current Liabilities ($2,480)
3.61

Above average liquidity; can pay current liabilities (with current assets) 3.61 times

=
=]
=

6

Financial Ratio

Return on Total Assets

Calculation

Net Income ($1,100) / Average Total Assets ($23,440) + $20,520 / 2)

5%

Below average efficiency and profitability; every $100 of assets generates $5 of net income

4

Inventory Turnover

Cost of Goods Sold ($8,100) / Average Inventory (3760 + $640) / 2

11.57

Assessment

Below average ability to sell inventory; sell inventory 11.57 times in one year, or sell
inventory every 31.5 days (365 days / 11.57)

4

Total Points: 22

Assessment: Your company needs to improve...quickly!

Prediction: Follow the company and continue to assess the financial condition of the company. If the
company's financial position begins to improve, consider investing in the company.

(A e the possibilicies!
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