
INTRODUCTION
The primary objective of this note is to provide an introduction to the basic tools and techniques required to assess 
a company’s financial performance, and to project the short-term future performance of a business. This document 
will introduce: 

	ӹ Professional judgment
	ӹ Analysis of historical financial information
	ӹ Financial ratio analysis
	ӹ Projected financial statements
	ӹ Sensitivity analysis
	ӹ Types of financing
	ӹ Credit worthiness  

These financial management tools and skills are a selection of those employed by business managers, investors, 
owners, and potential creditors to assess businesses. For the purposes of this note, the person using these tools 
is referred to as “the analyst.” The analyst usually begins with a purpose, question, or decision that could be 
exploratory or general. For example, assessing the financial health of a business, or an aim that is more specific. 
Often the analyst is trying to determine whether or not to pursue a particular option for the company, which will 
then have many smaller questions that can help the analyst decide what to do. And these financial management 
tools are designed to answer these smaller questions. The analyst can make the best decisions for the business once 
they have considered these factors altogether.
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For example, a company may try to decide whether or not to expand by opening a second store in a town a few 
hours away. The primary decision is: “should they open the second store?,” but the smaller questions consider 
factors such as: 

	ӹ Is now a good time for the business? Is it a good time in the industry?
	ӹ Do the people managing the business have the skills and time to open a new store?
	ӹ Will opening the new store improve the company’s financial performance?
	ӹ Can the business afford to open the new store?
	ӹ Does the company need external financing to open the store? If so, where will that financing come from; 

how much financing will they need; and will they be able to pay it back?

The analyst will use the following considerations as tools to help answer these questions. 

PROFESSIONAL JUDGMENT
Professional judgment is the ability to make decisions and form opinions based on expertise and experience. 
Analysts are constantly developing their skills in professional judgment through practice, experience, and 
continuous learning from other analysts. Professional judgment is essential in analyzing financial information. In 
financial management, analysts apply their professional judgment by: 

	ӹ Handling ambiguity: thorough analysts know that they will never have all of the information they want, 
but they work to make the best decision with the information that they do have. 

	ӹ Balancing objectivity and subjectivity: financial numbers can seem very objective, yet the interpretation of 
these numbers is subjective; analysts aim to strike a balance between fact, assumption, and opinion. 

	ӹ Considering ethical implications: analysts aim to remove personal bias(es) and make decisions that are fair 
and in compliance with ethical standards. 

	ӹ Applying context: every business is unique; thorough analysts make decisions that are appropriate given the 
external context and the circumstances surrounding the business. 

	ӹ Striving to understand causality: financial metrics are a starting point; thorough analysts strive to understand 
the driving factors behind the metrics to gain clearer insights into the business. 

ANALYSIS OF HISTORICAL FINANCIAL INFORMATION
After defining the primary decision and purpose of the analysis, the analyst will do research to gain an understanding 
of the business and the external context in which that business operates. Once they understand this context, they 
can begin their analysis of historical financial performance. 

As discussed in previous documents,1 analysis should begin with the statement of cash flows (SCF). In analyzing 
the SCF, the analyst will also use the statement of financial position (SOFP) and statement of earnings (SOE) to 
understand and interpret the figures on the SCF. Understanding the cash movement throughout the year will help 
the analyst decide what the key areas are for the business. For example, if a company has very limited inventory, 
perhaps because they are a service business, then the analyst will not use tools that help with inventory analysis.

[1] Bloomfield R., Miller, A., and Nicolaas, L., Introductory Note on the Statement of Cash Flows. (2024) Huron Case Studies, London, Canada. 
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FINANCIAL RATIOS
Financial ratios are those derived from a company’s financial statements. Ratios put financial figures into context 
and make financial results comparable between different companies and between different fiscal periods. It is 
important to note that most financial ratios are non-GAAP metrics.2 This means that there are no rules or 
regulations that govern the ratios’ formulas. While there is a consensus among analysts on how to calculate these 
figures, analysts may choose to use alternative formulas whenever they wish.

For example, consider the gross profit of Cedar Art and Supplies (Cedar):

2023 2022

Sales $ 400,000 $ 260,000

Cost of goods sold 272,000 150,800

Gross profit $ 128,000 $ 109,200

Cedar has experienced significant sales growth and gross profit (also referred to as gross income) growth between 
2022 and 2023. Using the ratio tools, the gross profit can be calculated as a percentage of sales:

2023 2022

COGS ÷ sales 68% 58%

Gross profit ÷ sales 32% 42%

Using ratio analysis provides greater insight into the financial events throughout the year. While gross profits have 
improved between 2022 and 2023, Cedar’s gross profit margin (gross profit ÷ sales) has decreased year-over-year. 
In 2022, for every dollar in sales, Cedar spent $0.58 on COGS ($0.42 leftover in gross profits). In 2023, Cedar 
spent $0.68 for every dollar in sales ($0.32 leftover in gross profits). 

To better understand any financial ratio, look at both the numerator and denominator. If a ratio went up year-
over-year, this means that either the numerator went up more than the denominator, the denominator went down 
more than the numerator, or some other combination. Viewing the ratio inputs in the financial statements is the 
best way to determine the business’s financial ratio. 

Ratio      =→

→

→

Numerator

Denominator

Ratio      =

→

→

→

Numerator

Denominator

[2] GAAP stands for Generally Accepted Accounting Principles.
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In this example, the gross profit ratio indicates that, although sales volumes at Cedar have grown, Cedar has either 
lowered its selling prices, experienced an increase in costs, or some combination therein. This example illustrates 
how using ratio analysis removes volume as a factor and provides more comparable information to the analyst. This 
is also helpful when comparing competitors: 

Cedar Art Supplies (2023) National Art Supplies (2023)

Sales $ 400,000 100% $ 2,100,000 100%

Cost of goods sold 272,000 68% 1,386,000 66%

Gross profit $ 128,000 32% $ 714,000 34%

Comparing Cedar’s gross profit of $128,000 to National Art Supplies’ $714,000 is not particularly useful, since the 
latter is much larger than the former. Comparing the gross margins of 32% and 34% helps show that while Cedar 
may be smaller, their pricing and costs are similar to that of National Art Supplies. Refer to Exhibits 1, 2 and 3 for 
Cedar’s full financial information.

Below is a list of the ratio formulas that will be used in class. The ratios in case studies will be calculated using these 
formulas, unless otherwise specified. Financial ratios are divided into five categories. A thorough ratio analysis 
covers as many categories as possible, since they assess different aspects of the firm's financial performance and 
position.

Profitability Ratios

Profitability ratios are used to assess the financial performance of a business. They focus on income statement 
analysis and help analysts look at performance trends, pricing and cost strategies, and identify areas of improvement 
to increase profitability over time. 

Vertical analysis: SOE items converted into a percentage of total sales. The Cedar example above shows COGS as 
a percentage of sales, and therefore vertical analysis. Exhibit 1 shows a complete vertical analysis calculation for 
Cedar. Vertical analysis can be performed with any line item on the income statement. A few examples include:

COGS to sales (%) = COGS ($) ÷ sales ($) 

Salaries expense to sales (%) = salaries expense ($) ÷ sales ($)

Net income to sales (%) = net income ($) ÷ sales ($)
»
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In Exhibit 1, Cedar’s income statement has the vertical ratios calculated. The salaries and wages expense shows 
$71,000 for both 2022 and 2023. However, the vertical analysis calculates salaries and wages as a percentage of 
sales as 27.3% in 2022 and 17.8% in 2023. This shows that, in 2022, for every dollar of sales, Cedar was spending 
~$0.27 on salaries (~$0.18 in 2023). Therefore, since the dollar value of sales remained stagnant (indicating that 
Cedar likely did not change the number of personnel they had), the analyst can see that Cedar is employing their 
people more efficiently and effectively to generate sales in 2023, compared to 2022.  

The second type of profitability ratio analysis examines financial performance relative to what a company has. In 
other words, it examines net income compared to balance sheet items, such as equity or total assets.

Return on assets: answers the question: for every dollar owned in assets, how much does the company profit in a year?

»

»

Return on assets (%) = net income ÷ total assets

Return on equity = net income ÷ total shareholders’ equity = X%

Exhibit 3 shows Cedar’s return on assets. Cedar had a return on assets of 8.4% in 2023, meaning that for every 
dollar in assets they have, the business earns ~$0.08 in profit. Cedar’s year-over-year return on assets remained 
stagnant (8.4% in 2023 compared to 8.5% in 2022). Despite having a higher net income in 2023, Cedar also 
invested in new humidity control equipment during the year (as seen on the balance sheet in Exhibit 2), which 
allowed them to store and display more high-end art supplies, increasing profitability. Therefore, the return on 
assets remained roughly the same year-over-year.

Return on equity: This ratio can be challenging to interpret, since the company’s debt levels can impact this metric; 
however, it gives a more realistic perspective on what an outside investor would see as a reward for the resources 
deployed. It answers the question: for every dollar the owner(s) of a company have invested, how much does the 
company profit in a year?

Efficiency Ratios

Efficiency ratios are used to analyze how effectively a company is using its limited resources and managing its cash 
flows, particularly when utilizing working capital accounts. Working capital accounts include accounts receivable, 
inventory, and accounts payable.

Working capital management requires a delicate balance between building good relationships with customers and 
suppliers and having enough cash on hand to keep the business running. For Cedar, the working capital cycle 
began when Cedar purchased art supplies from a supplier (1). Cedar did not yet pay the supplier, but they received 
the inventory and stocked store shelves. Cedar then waited for local art studios to call and place orders for those 
items (2). The customer arrived and collected the items, but they did not yet pay for them. Cedar then paid the 
suppliers (3) and collected the money from the customer (4). 
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» »

Age of accounts receivable (days) = accounts receivable ÷ average daily sales3

Rearranged to:

Cedar wanted to make its customers happy, therefore it needed to maintain a variety of available inventory so it 
could quickly supply customers with the items requested. Cedar also wanted to extend generous payment options 
to its best customers, so they would be more likely to choose Cedar over a competitor with less favourable payment 
options. These generous terms had to be balanced with Cedar’s limited cash. They could not afford an excessively 
large amount of inventory, nor could they provide endless credit to customers. This was the case because Cedar 
needed cash to pay suppliers, even if they were sure that customers would eventually pay.

Age of accounts receivable: allows analysts to look at the accounts receivable relative to sales. It answers the question: 
on average, how many days of sales are waiting to be collected at fiscal year end?

Cedar orders and 
receives inventory

Cedar pays 
supplier

Customer pays 
Cedar

Customer places 
order and collects 

inventory
1. 2. 3. 4.

Days in inventory

Days of accounts receivable

Days of accounts payable

Age of accounts receivable (days)  = x  365 days
accounts receivable

sales

[3] Average daily sales = sales ÷ number of days in the fiscal period (usually 365 days).
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» »

Age of inventory (days) = inventory ÷ average daily COGS4

Rearranged to:

Some businesses have a very low age of accounts receivable because they do not make many sales on credit (i.e., 
most of their customers pay immediately before receiving the goods, rather than agreeing to pay later). Some 
businesses have a high age of accounts receivable because they extend very generous credit terms (they give their 
customers lots of time to pay), or because they struggle to collect cash from customers on time. Having a high age 
of accounts receivable means that the business has a large amount of cash tied up awaiting customer payment, 
which can put strain on a company’s cash flows.

In Exhibit 3, Cedar shows an age of accounts receivable of 26 days in 2023 and 32 days in 2022. Therefore, despite 
an increase in the dollar value of accounts receivable as shown on the SOFP, Cedar is, on average, collecting cash 
from their customers faster in 2023 than in 2022.

Age of inventory: allows analysts to see how much inventory the business has relative to the speed of sales. It 
answers the question: How long is it likely to take the company to sell all of the inventory it has on hand at the 
end of the fiscal year?

Some companies have a very low age of inventory, potentially because they are a service business (have little or 
no inventory), sell perishable goods (anything that spoils before it is sold must be disposed of ), or  have excellent 
inventory management and can maintain very low levels of inventory while still meeting customer demands. 
Some companies have a higher age of inventory, potentially because they have unique and expensive inventory, 
and the company must wait for the customer to buy it, or because they offer a large variety of inventory to satisfy 
customer demands.

A company with too little inventory risks losing sales due to stock-outs. Yet a company with too much inventory 
has all of its cash tied up in items on shelves, which can negatively impact a company’s cash flow. Having the right 
amount of inventory for a given business takes planning, forecasting, and significant expertise.

Age of accounts payable: allows analysts to see how much cash a company owes to their suppliers relative to the size 
of the business. It answers the question: on average, how long does the company wait before paying its suppliers? 
If a business takes too long to pay suppliers, it may result in strained relationships with them. Paying suppliers too 
quickly, however, can negatively impact a company’s cash flows.

Age of inventory (days)  = x  365 days
inventory

COGS

[4] Average daily COGS = COGS ÷ number of days in the fiscal period (usually 365 days)
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» »

Age of accounts payable (days) = accounts payable ÷ average daily purchases5

Rearranged to:

Liquidity Ratios

Liquidity ratios are used to analyze a company’s ability to meet short-term obligations and other cash flow needs. 
And an inability to pay current liabilities results in the business’s failure. The ratios help analysts assess a company’s 
ability to manage its current assets and current liabilities. 

Current ratio: measures a company’s ability to pay off current liabilities with current assets. It answers the question: 
for every dollar a company has in current liabilities, how many dollars of current assets do they have?

Age of accounts payable (days)  = x  365 days
accounts payable

purchases

[5] Average daily purchases = purchases ÷ number of days in the fiscal period (usually 365 days)

Current Ratio  =
current assets

current liabilities»
If the company has a current ratio below 1.0, it would indicate that the company has more current liabilities than 
current assets. This is a serious liquidity issue. It means that the company likely cannot generate sufficient cash to 
meet its short-term obligations during the year. In general, a higher current ratio is better. It would indicate high 
liquidity and the ability to pay off short-term debt, but an extremely high current ratio may indicate a wasteful 
use of resources, since often liquid assets do not earn strong financial returns. It is always important to look at the 
composition of current assets and current liabilities to understand why the ratio is high or low.

Cedar shows a current ratio of 2.0 in 2023, meaning that for every dollar in current liabilities, the company has 
two dollars in current assets.

Acid test (quick ratio): tougher measure of liquidity for a company than the current ratio. It takes into account only 
highly liquid assets. It answers the question: for every dollar in current liabilities, how many dollars in highly liquid 
assets does the company have? In other words, if the company had to settle all of its short-term debt immediately, 
could it do so?
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Acid test  =
(cash + marketable securities + accounts receivable) 

current liabilities»
The acid test is the current ratio, with the less liquid current assets removed. Inventory is removed because, for most 
companies, inventory would take more time to sell (the amount of time is dependent on the age of inventory), 
and therefore it could not be used if all of the company’s current liabilities were due immediately. The acid test is 
a conservative measure of liquidity.  

When considering the current ratio and the acid test, it is helpful to note that neither is a perfect representation of 
what will happen with the business over the next year. The current ratio shows the analyst how the company would 
fare if all of the current liabilities were due throughout the next year, and the acid test shows how the company 
would fare if all of the current liabilities were due immediately. An accurate representation of the business’s 
financial status falls somewhere in between these two ratios. 

In 2023, Cedar had acid test ratio of 0.8, meaning that for every dollar in current liabilities, Cedar had $0.80 in 
very liquid assets. In other words, if all current liabilities were due immediately, Cedar could meet 80% of their 
obligations. There is a substantial difference between its current ratio (2.0) and its acid test (0.8), because it holds 
a large amount of inventory, which results in the major difference between these two ratios. 

Stability 

Stability ratios (also called solvency ratios) show the long-term financial health and potential success of a company. 
These ratios are concerned with the long-term debt and equity of a company and help determine a business’s 
ability to acquire more debt. 

The idea that having debt is always a bad thing is a common misconception. Debt enables a company to acquire 
more assets so the business can grow and earn greater profits. If the return earned on the assets is greater than the 
cost of the debt, taking on the debt is likely justifiable or even advisable. The risk, however, is when the business 
does not earn a sufficient return and cannot repay the debt, or it is unable to borrow more money when financially 
stressed.  

Interest coverage: shows a company’s ability to pay interest on long-term debt using their earnings. It answers the 
question: how many times can the company pay its interest expense? 

To calculate interest coverage, the analyst needs to calculate net income before interest and taxes. This formula is 
more commonly known as earnings before interest and tax (EBIT).

» EBIT = net income after tax + tax expense + interest expense
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An analyst may also consider calculating earnings before interest, tax, depreciation, and amortization (EBITDA). 
This is calculated by taking EBIT and adding back depreciation and amortization. Though not utilized in 
introductory courses, in intermediate financial management and accounting courses, students will explore how to 
utilize EBITDA as an approximation for cash flow from operations.

In general, a higher interest coverage ratio is better for the success of the business, because it indicates a company’s 
ability to comfortably meet its interest obligations on long-term debt.

Cedar shows an interest coverage in 2023 of 7.1x, meaning that Cedar could cover its interest 7.1 times over with 
its earnings before taxes.

Debt to equity: shows analysts how much debt a company holds relative to its size. It answers the question: for 
every dollar in equity the company has, how many dollars of debt do they have?

A good debt to equity ratio depends on several important factors, such as the industry, company size and lifecycle 
stage, general economic conditions, and a company’s risk tolerance. A company that operates in a capital-intensive 
industry (requires a large number of fixed assets), tends to have a higher debt to equity ratio, because it can 
acquire loans to support purchasing fixed assets. Service-based industries or industries that have low fixed asset 
requirements tend to have companies with lower debt to equity ratios. If general economic conditions are poor, 
companies tend to aim for lower debt to equity ratios, since taking on debt could be risky.

Interest coverage  =

Debt to Equity  =

Cedar's 2023 Interest coverage  =

EBIT

total debt

($12,000 + $1,960)

interest expense

total equity

$1,960

»

»

» = 7.1x
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For example, in 2019, IT consulting companies in Canada had an average debt to equity ratio of 0.7. And Canadian 
apartment construction companies and Canadian renewable energy companies in 2019 had an average debt to 
equity of 1.2 and 3.5 respectively.6

Net worth to total assets: shows analysts similar information as the debt to equity ratio. It answers the question: for 
every dollar in assets a company has, what percentage has been paid for with equity? Because assets equal liabilities 
plus equity, the debt to equity ratio and the net worth to total assets ratio tell the same story. If a company has a 
debt to equity ratio of 1.0, it indicates that they are equally split between debt and equity; therefore, the net worth 
to total assets of the company would be 50%. A debt to equity of 2.0 means that net worth to total assets is 33%.

Growth

Growth ratios examine the year-over-year growth of the business. There is one formula for calculating growth, 
and it can be applied to any financial statement line item. It is most commonly used to assess sales growth, profit 
growth, asset growth and equity growth.  

For example, profit growth at Cedar is calculated as follows:

Net worth to total assets  =

Growth  =

Cedar's profit growth (2023 - 2022)  =

total equity

year two ($) - year one ($)

($10,000 - $6,350)

total assets

year one ($)

$6,350

»

»

» = 58.7%

[6] “Financial Benchmarks - Canada Industry Financial Ratios,” (2024), IBISWorld. https://www.ibisworld.com/canada/financial-ratios/
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The growth cycle: analysts can use the below growth cycle to understand where the business is succeeding, and more 
importantly, where its challenges are. In a typical growing business, sales growth should lead to profit growth (1). 
If sales growth is not accompanied by profit growth, then the business is experiencing unprofitable growth. This 
happens when expenses associated with generating additional sales outweigh the sales. For example, Cedar could 
have grown their revenues by hiring employees to make sales calls to local art studios weekly, but if the cost of the 
employees was greater than the gross profit on the additional sales, it would have grown revenues but not grown 
profits. Profit growth typically leads to growth in retained earnings (equity growth), unless the business paid out 
dividends (2). The additional equity leads to an increase in assets (3). Those assets are then used to grow sales, and 
the cycle begins again (4). This cycle is illustrated below: 

Sales growth

Equity growth

Profit growthAsset growth

1.

2.

4.

3.

Did the business buy 
revenue generating 

assets?

Did the business 
experience profitable 

growth?

Did the business 
pay out dividends or 
reinvest the profits?

Did the business pay 
down debt or invest 

in assets?

PROJECTED FINANCIAL STATEMENTS
Once the analyst has examined the historical performance of the business, they consider how the business might 
fare in the future, either as is, or as if a new opportunity was pursued with projections. 

Financial statements that are estimates of a company’s future performance or position are called projected 
statements or pro forma statements. Projected financial statements help analysts forecast future performance and 
estimate future cash flow needs, including requirements to obtain financing from outside sources. These statements 
are only useful if the underlying assumptions, estimates, and professional judgment are sound. Ultimately, when 
trying to predict the future, an analyst is not always right! The goal is to use the information available to develop 
reasonable projections. To do so, analysts rely on: 
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	ӹ Management’s estimates: managers or owners know the business best; and while these estimates can 
sometimes be misjudged by biases, they are also typically informed by many years of experience with the 
business. 

	ӹ Past financial performance: the past is a good indicator for example, if historically, COGS has been 68% of 
sales, and the business does not plan on changing suppliers or selling prices, it is reasonable to assume that 
next year’s COGS will also be 68% of sales. 

	ӹ Industry context: includes industry trends in raw material costs, wages, or interest rates, which can help 
analysts predict their forecasts. 

	ӹ Assumptions and analysts’ professional judgment: when an item being forecasted is inconsequential to 
the decision, or information is especially limited, analysts use their professional judgment to develop an 
assumption. 

An analyst should begin by projecting the projected statement of earnings (PSOE), followed by the projected 
statement of retained earnings (PSRE), and finally the projected statement of financial position (PSOFP). 

For example, Cedar was deciding whether or not to renovate the art studio in their rental building to be able to 
host more art classes and better compete with a new art store opening in town. The studio renovations will cost 
$25,000 and the owners believe it will improve sales by approximately 10% per year. To finance this, Cedar planned 
to take out a $25,000 bank loan with an interest rate of 9% paid on the outstanding balance at the beginning of 
each year. For our introductory course, students should employ simple interest calculations, in which interest is 
calculated on either the outstanding balance at the beginning of the year or the outstanding balance at the end of 
the year, depending on the case. Exhibits 4, 5, and 6 show projected statements for Cedar. 

The projected statement of earnings
When preparing the PSOE for Cedar, the analyst used management’s estimates for sales and COGS. In other 
areas, the analyst had to rely on their knowledge of cost behaviour and their knowledge of business to make 
assumptions. Some expenses are likely to vary with sales—these are called variable costs. For example, sales 
commissions and advertising expenses are likely to grow as sales grow, therefore the analyst estimated these costs 
at the same percentage of sales, as in previous years. This means that the analyst took the vertical analysis from 
earlier and applied the same percentage to the new projected sales figure. 

Other expenses, however, are not tied to sales. For example, no matter how many art supplies Cedar sold, rent costs 
the same amount. These are called fixed costs and include things such as depreciation, rent, and interest. Analysts 
therefore tend to use the same dollar amount as the previous year, unless more accurate information is available. 
Cedar’s analyst estimated that rent would remain the same dollar value, and the interest and depreciation would 
remain the same as well, plus any new amounts expected from to the expansion. Taxes are based on a percentage 
of net income before taxes.7

The projected statement of retained earnings
The PSRE pulls figures from the previous year’s SOFP and PSOE. Here, the analyst would have inquired about 
whether the owners plan to take any dividends or drawings in the near future. 

[7] This is generally true in Canada. Tax laws and tax calculations in other jurisdictions will vary. For the purposes of the introductory course, taxes will 
be calculated as a percentage of net income before tax unless otherwise noted. 
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The projected statement of financial position
When preparing the PSOFP, the analyst considered the following: 

1.	 Which figures were likely to remain at the same dollar value as in the past. This would typically include 
prepaid expenses, other assets, other liabilities, and common stock, unless otherwise indicated by 
management.

2.	 How many days of working capital accounts would be required? To calculate the dollar value of the 
working capital accounts, the analyst must rearrange the formula used in the ratio analysis:

3.	 Which new assets and loans were needed to be added to the PSOFP for this venture. The analyst has 
added the new bank loan and the studio renovation costs. 

4.	 The plug figure on the balance sheet.8 This can either be cash or a type of financing (e.g., a line of credit, a 
long-term bank loan, or additional stock). The plug is calculated by determining which number is required 
to make the statement of financial position balance: Assets = Liabilities + Equity. The line of credit is used 
as the plug. 

The PSOFP Plug
The plug figure is one of the most important numbers of a projected statement analysis. The plug figure shows the 
analyst either how much additional cash the business will need to operate, or how much excess cash the business 
will have. 

In the case of Cedar, the analyst projected that they will need an additional loan of $10,619 in 2024. In fiscal 2025, 
Cedar is projected to have excess cash of $19,290 on hand. This is denoted by a negative number in the line of 
credit plug spot, meaning that no loan is necessary, but rather, the company is projected to have additional funds. 

Projected accounts receivable ($)  =

Projected inventory ($)  =

Projected accounts payable ($)  =

projected sales

projected COGS

projected purchases

365 days

365 days

365 days

»

x estimated days of accounts receivable

x estimated days in inventory

x estimated days of accounts payable

[8] The term plug is used frequently in accounting and refers to the solution to an algebraic equation (solving for the variable to make the equation 
true). For example, if 7 + x = 10, the plug is 3. 
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SEASONALITY

SENSITIVITY

Many organizations have inconsistent demand during their fiscal year, which requires them to plan for when they 
may have less cash coming in, or when they need to spend additional cash to prepare for a busy season. In other 
words, the most important concern is managing liquidity effectively. An example of managing less cash during a 
slow season is the Western University Bookstore. It makes most of its sales at the start of each semester, it they 
must manage cash efficiently until the end of August, after months of lower sales volumes and fixed recurring 
labour expenses. Conversely, a retail company may need to spend extra money in October and November to 
purchase large amounts of inventory before the peak holiday season rush. In this case, extra liquidity is needed 
before a busy season. In the slow and busy season examples, the businesses need to ensure that their incoming cash 
flows and line of credit limits are sufficient to cover all of their expenses during their respective operating cycles. 

The accuracy of projected financial statements depends on the assumptions used in their creation. Sensitivity 
analysis shows how varying assumptions about specific accounts can affect the “base case” projections. This analysis 
helps analysts consider uncertainties and evaluate their effects.

The most critical accounts for sensitivity analysis are typically accounts receivable, inventory, and accounts payable, 
because management has significant control over them, and they often represent most of the company’s working 
capital. Not all accounts need testing—only those likely to vary and impact cash significantly, or those with past 
fluctuations and uncertain initial assumptions.

If an organization’s financing request differs significantly from an analyst’s projections, it may indicate incorrect 
or high-risk assumptions. In this case, a bank analyst considering a loan request might consider revising their 
assumptions if they deem the company’s projections unrealistic, and then persuade management to adopt more 
practical assumptions. Financial analysts often use these scenarios to advise companies, such as recommending 
reducing accounts payable for early payment discounts, managing inventory more effectively, or tightening 
collection policies. Banks may also impose loan conditions based on sensitivity analysis, such as limiting inventory 
days to control how much financing is required, and monitoring compliance through regular financial statement 
reports.

For example, an analyst might perform a sensitivity analysis on the impact of key working capital account 
assumptions on the plug figure (to determine how much additional [or reduced] financing may be required if a 
business does not perform as projected). For Cedar, any of the working capital accounts would be appropriate to 
perform a sensitivity analysis on, since they are all substantial and have a material impact on the plug figure. Below 
is an example using inventory: 
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The projected inventory balance is calculated using the days of inventory formula previously discussed. Since the 
plug figure changes with inventory, the less inventory the business has, the lower the line of credit requirements 
are. The more inventory that Cedar has, the more money they need to fund the purchase of that inventory, and 
therefore the line of credit requirements increases.

Scenario Days of 
Inventory

Projected Inventory 
balance (2024)

Difference between scenario 
inventory balance and base case 

inventory balance (absolute values)
Scenario plug figure

Low 50 days $ 40,986 $ 8,197 $ 2,422
Base 60 days 49,184 0 10,619
High 80 days 65,578 16,395 27,014

TYPES OF FINANCING
Depending on the decision and the forecasted needs, there are many times when an analyst must consider what 
type of financing is appropriate for the proposed changes to the business. First, the analyst must consider whether 
short-term or long-term financing is appropriate. 

Short-term financing
Short-term financing usually refers to financing that is needed for less than one year or on a revolving basis. A 
revolving basis means that a loan can be used up to a defined limit. The business pays back the loan as it can. They 
may continue to borrow and repay frequently, so long as the total loan remains below the defined limit. Revolving 
loans usually take the form of a line of credit. For example, a company may borrow up to $10,000 on their line of 
credit in May, and then pay all of it back in July. Then the company borrows $3,000 in October and pays it back 
in December. Lines of credit are useful for helping companies manage cash shortages from seasonality or other 
short-term cash needs. Short-term sources are flexible but tend to have a higher cost of borrowing, which makes 
them less suited for long-term financing requirements. 

Long-term financing
Long-term financing usually refers to financing that is needed for one year or more, typically as a loan. It is often 
used to finance purchasing fixed assets, such as land, buildings, machinery, or major renovations. Long-term 
financing takes the form of either debt or equity. The differences between debt and equity are not be covered in 
detail here, however, debt tends to be less expensive than equity, but it must be repaid in scheduled installments. 
Therefore, debt can put greater stress on a company’s cash flows. Equity financing is more expensive, results 
in the company relinquishing ownership, and is more complex; yet it does not require repayment at specific 
times, allowing for more flexible cash management. Long-term debt takes the form of mortgages and bank loans, 
whereas equity financing takes the form of common or preferred shares in a business. 

CREDIT WORTHINESS
Whether the analyst is an external individual considering providing financing, or an internal individual seeking 
financing, assessing credit worthiness is an important factor in the decision-making process. Credit worthiness 
examines several different areas to determine a business’s ability to taking on financing responsibly. The areas of 
analysis are often referred to as the four Cs of credit: capacity, conditions, character, and capital (collateral). The 
first three are covered in the introductory course.
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Conditions: considers the external factors impacting the business. This could include new technologies, seasonality 
or cyclicality, and customer trends.9 The analyst considers whether the business is likely to be successful or not 
given this context. 

Character: involves the individuals running the business. The analyst examines their history of debt (and its 
repaying), as well as their expertise. The analyst considers their trustworthiness and the likeliness of them to lead 
the business successfully. 

Capacity to Repay: considers the short-term liquidity of the business. This analysis is most effectively performed 
using the projected financial statements and calculating key ratios. The analyst typically calculates the projected 
interest coverage ratio, the projected current ratio, and the projected acid test. Please refer to the ratios section of 
this reading for formulas and information on these ratios. 

CONCLUSION
This document has covered some of the basic tools used by analysts to support decision-making for businesses. 
Financial management and analysis are nuanced, and often there is not one right answer; if an analyst gets arrives 
at a decision and thinks the choice is straightforward, it is likely that they did not perform a thorough analysis. 

Note that of all of the tools presented in this document are essential, but professional judgment is the most 
important. Professional judgment develops over years of experience, but it begins with case studies at home and in 
the classroom. Making sound business decisions derives from continuing to practice, using a balance of qualitative 
analysis and quantitative tools.

[9] Cyclicality refers to how the business is impacted by the general economic state (e.g., recessions and periods of economic growth). 
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EXHIBIT #1

Cedar’s Art & Supplies
Statement of Earnings

Fiscal year ending December 31

2023 2022
Sales $ 400,000 100% $ 260,000 100%
Cost of Goods Sold 272,000 68% 150,800 58%
Gross Profit 128,000 32% 109,200 42%

Operating Expenses
Salaries & wages 71,000 17.8% 71,000 27.3%
Sales commissions 16,000 4.0% 10,400 4.0%
Advertising expense 5,100 1.3% 4,000 1.5%
Rent expense 13,740 3.4% 13,740 5.3%
Depreciation expenses 5,250 1.3% 1,500 0.6%
Other expenses 2,950 0.7% 1,000 0.4%

Total operating expenses 114,040 28.5% 101,640 39.1%

Income from operations 13,960 3.5% 7,560 2.9%
Interest expense 1,960 0.5% – –
Net income before tax 12,000 3.0% 7,560 2.9%
Income tax expense 1,920 0.5% 1,210 0.5%
Net income after tax $ 10,080 2.50% $ 6,350 2.40%



Page | 19Introductory Note on Financial Management

EXHIBIT #2

Cedar’s Art & Supplies
Statement of Financial Position

As of December 31

Assets 2023 2022
Current assets

Cash $ 3,501 $ 6,245
Accounts receivable 28,493 22,795
Inventory 50,674 33,878
Prepaid expenses 2,050 1,145

Total current assets 84,718 64,063

Long-term assets
Shelving and fixtures $ 15,000 $ 15,000
Accumulated depreciation - shelving and fixtures (6,000) (4,500)
Humidity control equipment 30,000 –
Accumulated depration - humidity control equip. (3,750) –

Total long-term assets 35,250 10,500

Total Assets $ 119,968 $ 74,563

Liabilities
Current liabilities

Accounts payable $ 35,025 $ 15,700
Current portion of long-term debt 7,000 –
Due to shareholder – 12,000

Total current liabilities 42,025 27,700

Long-term liabilities
Bank loan 21,000 –

Total long-term liabilities 21,000 –

Shareholders' equity
Common stock 26,000 26,000
Retained earnings 30,943 20,863

Total shareholders' equity 56,943 46,863

Liabilities plus shareholders' equity $ 119,968 $ 74,563
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EXHIBIT #3

Cedar’s Art & Supplies
Select Ratios
December 31

2022 2021
PROFITABILITY
Return on equity 17.7% 13.6%
Return on assets 8.4% 8.5%

EFFICIENCY
Age of accounts receivable 26 days 32 days
Age of inventory 68 days 82 days
Age of accounts payable 44 days 35 days
Inventory turnover 5.4x 4.5x

LIQUIDITY
Current ratio 2.0 2.3
Acid test 0.8 1.0

STABILITY
Net worth to total assets 0.5 0.6
Debt to equity 1.1:1 0.6:1
Interest coverage 7.1x N/A

GROWTH (2022-2023)
Sales growth 53.8%
Profit growth 58.7%
Asset growth 60.9%
Equity growth 21.5%
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EXHIBIT #5

Cedar’s Art & Supplies
Projected Statement of Retained Earnings

For the year ending December 31

2024 
(projected)

2025 
(projected)

Opening retained earnings $ 30,943 $ 37,411
Add: net income 6,468 60,270
Less: dividends – 20,000
Ending retained earnings $ 37,411 $ 77,681
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EXHIBIT #6

Cedar’s Art & Supplies
Statement of Financial Position

As of December 31
Assumption 2024P 2025P

Assets
Current assets

Cash Same $ $ 3,501 $ 3,501
Accounts receivable Same Days (26 days) 31,342 34,477
Inventory PSOE 49,184 46,146
Prepaid expenses Same $ 2,050 1,145

Total current assets 86,077 85,268

Long-term assets
Shelving and fixtures $ 15,000 $15,000
A/D - shelving and fixtures A/D + Depreciation Expense (7,500) (9,000)
Humidity control equipment 30,000 30,000
A/D - humidity control equip. A/D + Depreciation Expense (7,500) (11,250)
Studio renovation 25,000 25,000
A/D - new oven $25,000/10 year useful life 2,500 5,000

Total long-term assets 57,500 54,750

Total Assets $ 143,577 $ 140,018

Liabilities
Current liabilities

Line of credit PLUG 10,619 (19,290)
Accounts payable Decrease to 35 days $ 28,547 $ 26,627
Current portion of long-term debt $7,000 original loan, + $5,000 new loan 12,000 12,000

Total current liabilities 51,166 19,337

Long-term liabilities
Bank loan $7,000 paid off each year 14,000 7,000
New bank loan $5,000 paid off each year 15,000 10,000

Total long-term liabilities 29,000 17,000

Shareholders' equity
Common stock Same dollar 26,000 26,000
Retained earnings PSORE 37,411 77,681

Total shareholders' equity 63,411 103,681

Liabilities plus shareholders' equity $ 143,577 $ 140,018


