an example of horizontal analysis is

an example of horizontal analysis is the comparison of financial statements over multiple periods to
identify trends and growth patterns. Horizontal analysis, also known as trend analysis, plays a crucial
role in financial analysis by enabling businesses and investors to assess performance changes over
time. This technique involves evaluating line items in financial statements such as the income
statement or balance sheet and calculating the percentage change from one period to another.
Understanding an example of horizontal analysis is essential for interpreting shifts in revenue,
expenses, assets, and liabilities, which can reveal a company’s financial health and operational
efficiency. This article explores what horizontal analysis is, provides a detailed example of how it is
applied, discusses its benefits and limitations, and compares it with other forms of financial analysis.
By the end, readers will gain a comprehensive understanding of how an example of horizontal analysis

is instrumental in strategic decision-making and financial planning.
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Understanding Horizontal Analysis

Horizontal analysis is a method of financial statement analysis that compares data across multiple



accounting periods. It focuses on identifying trends by examining the changes in financial statement
items, such as revenues, expenses, and assets, from one period to the next. This approach is
particularly useful for spotting growth patterns or declines, which can inform management decisions
and investment evaluations. The process typically involves calculating dollar and percentage changes

for individual line items over time.

Definition and Purpose

In essence, horizontal analysis evaluates financial data on a timeline basis, providing insight into a
company’s performance trajectory. The primary purpose is to detect significant variances that may
require further investigation or action. By comparing consecutive fiscal periods, companies can assess

the effectiveness of their strategies and operational changes.

Key Components Analyzed

Common components analyzed in horizontal analysis include:

¢ Sales revenue and net income

» Cost of goods sold and operating expenses

e Current and long-term assets and liabilities

e Shareholders’ equity

Tracking these elements over time enables a comprehensive understanding of financial trends and

structural changes within the company.



An Example of Horizontal Analysis Is: Step-by-Step Application

To illustrate an example of horizontal analysis is to examine a company’s income statement for two
consecutive years. This process involves calculating the absolute change and percentage change for

each line item, providing insight into growth or decline.

Step 1: Collect Financial Data for Multiple Periods

The first step involves gathering the financial statements from the periods under comparison. For

example, consider the income statement figures for the years 2022 and 2023.

Step 2: Calculate Dollar Change

The dollar change is the difference between the current year and the base year figures for each line
item. The formula is:

Dollar Change = Current Year Amount - Base Year Amount

For instance, if sales revenue in 2022 was $500,000 and in 2023 it was $600,000, the dollar change
would be $100,000.

Step 3: Calculate Percentage Change

Next, the percentage change is calculated to show the relative increase or decrease over the base
year. The formula is:

Percentage Change = (Dollar Change / Base Year Amount) x 100%

Continuing the previous example, the percentage change in sales revenue would be (100,000 /

500,000) x 100% = 20% growth.



Step 4: Analyze Results

After calculating the changes for all relevant line items, the results are analyzed to identify trends. An
increase in sales coupled with a decrease in cost of goods sold, for example, may indicate improved

profitability.

Example Summary

Sales Revenue: Increased from $500,000 to $600,000 (20% increase)

Cost of Goods Sold: Increased from $300,000 to $330,000 (10% increase)

Operating Expenses: Increased from $100,000 to $120,000 (20% increase)

Net Income: Increased from $80,000 to $110,000 (37.5% increase)

This example of horizontal analysis is instrumental in revealing that while sales and expenses rose, net
income increased at a higher rate, suggesting improved operational efficiency or better cost

management.

Benefits of Using Horizontal Analysis

Horizontal analysis offers several advantages for businesses, investors, and financial analysts. It

provides a clear picture of financial trends and performance changes over time.

Trend ldentification

One of the primary benefits is the ability to identify trends in financial data. By monitoring changes in



revenue, expenses, and profits, stakeholders can understand whether the company is growing,

stagnating, or declining.

Performance Evaluation

Horizontal analysis aids in evaluating company performance against previous periods, helping to
assess the effectiveness of strategies and operational decisions. It enables management to spot areas

of strength and concern.

Facilitates Forecasting and Budgeting

Historical trend data derived from horizontal analysis can be used to create more accurate financial
forecasts and budgets. Understanding past performance patterns provides a foundation for predicting

future results.

Simple and Cost-Effective

Horizontal analysis is straightforward to perform and does not require complex tools or software,

making it accessible for businesses of all sizes.

Limitations of Horizontal Analysis

Despite its usefulness, horizontal analysis has inherent limitations that must be considered to avoid

misinterpretation of financial data.

Ignores External Factors

Horizontal analysis looks solely at internal financial data over time and may overlook external factors



such as economic conditions, industry changes, or regulatory impacts that affect performance.

Does Not Consider Inflation

Changes in financial figures may be influenced by inflation or currency fluctuations, which horizontal

analysis does not adjust for. This can distort the perceived growth or decline.

Potential for Misleading Trends

Significant changes in accounting policies or one-time events can affect comparability between periods

and may lead to misleading conclusions if not accounted for properly.

Focuses on Past Performance

Horizontal analysis relies on historical data, and while useful, it does not guarantee future results or

identify upcoming risks.

Comparing Horizontal Analysis with Vertical and Ratio Analysis

Understanding how horizontal analysis fits within the broader context of financial analysis methods

enhances its application and interpretation.

Vertical Analysis

Vertical analysis involves evaluating financial statement items as a percentage of a base figure within
the same period. For example, each expense item on an income statement might be expressed as a
percentage of total sales. Unlike horizontal analysis, which compares across time, vertical analysis

focuses on structure within a single period.



Ratio Analysis

Ratio analysis calculates relationships between different financial statement items to assess liquidity,
profitability, and solvency. It provides insight into operational efficiency and financial stability,

complementing the trend data from horizontal analysis.

Integration of Methods

Combining horizontal, vertical, and ratio analyses offers a comprehensive view of a company’s
financial condition. Horizontal analysis reveals trends, vertical analysis provides structural context, and

ratio analysis assesses financial health.

Frequently Asked Questions

What is an example of horizontal analysis in financial statements?

An example of horizontal analysis is comparing a company's revenue from the current year to the

previous year to identify growth or decline trends over time.

How is horizontal analysis used to evaluate a company's performance?

Horizontal analysis evaluates a company's performance by comparing financial data across multiple
periods, such as analyzing changes in sales, expenses, and profits from one year to the next to detect

trends.
Can you give an example of horizontal analysis for income statement

items?

Yes, an example would be calculating the percentage increase or decrease in cost of goods sold from

one fiscal year to the next to assess how costs are changing relative to sales.



What does horizontal analysis reveal when applied to a balance sheet?

Horizontal analysis applied to a balance sheet can reveal trends such as increases in assets or

liabilities over several periods, helping assess financial stability or growth.

Is comparing net income over multiple years an example of horizontal
analysis?

Yes, comparing net income figures over multiple years to analyze growth or decline is a classic

example of horizontal analysis.

How do you calculate percentage change in horizontal analysis?

Percentage change is calculated by subtracting the prior period's amount from the current period's
amount, dividing the result by the prior period's amount, and then multiplying by 100 to get a

percentage.

Why is horizontal analysis important for investors?
Horizontal analysis is important for investors because it helps identify financial trends and growth

patterns over time, assisting in making informed investment decisions.

Can horizontal analysis be applied to cash flow statements?

Yes, horizontal analysis can be applied to cash flow statements by comparing cash inflows and

outflows over different periods to identify trends in liquidity and cash management.

What is a practical example of horizontal analysis in sales data?

A practical example is comparing monthly sales figures for a product line over two years to detect

seasonal trends or growth opportunities.



How does horizontal analysis differ from vertical analysis with an
example?

Horizontal analysis compares financial data over multiple periods (e.g., sales growth from 2022 to
2023), whereas vertical analysis looks at each item as a percentage of a base figure within a single

period (e.g., cost of goods sold as a percentage of total sales in 2023).

Additional Resources

1. Financial Statement Analysis and Security Valuation

This book by Stephen Penman provides a comprehensive approach to analyzing financial statements,
including horizontal analysis. It teaches readers how to interpret changes in financial data over time to
assess a company's performance and valuation. The text is ideal for investors, analysts, and finance

students seeking practical insights into financial analysis techniques.

2. Financial Reporting, Financial Statement Analysis, and Valuation

Authored by James M. Wahlen, Stephen P. Baginski, and Mark Bradshaw, this book covers the
fundamentals of financial reporting and analysis. It explains horizontal analysis as a method to
compare financial statement items across multiple periods to identify trends and growth patterns. The
book balances theoretical concepts with real-world applications, making it a valuable resource for

finance professionals.

3. Analysis of Financial Statements

By Leopold A. Bernstein and John J. Wild, this classic text delves into various financial analysis
techniques, including horizontal analysis. It guides readers on how to evaluate changes in financial
statement components to understand a company's financial health over time. The book is well-suited

for business students and financial analysts looking to strengthen their analytical skills.

4. Financial Statement Analysis: A Practitioner's Guide

Martin S. Fridson and Fernando Alvarez offer a practical guide to interpreting financial statements,



emphasizing horizontal analysis among other tools. The book highlights how comparing financial data
across periods helps identify trends, anomalies, and growth opportunities. It is particularly useful for

practitioners in investment, credit analysis, and corporate finance.

5. Principles of Financial Accounting

This textbook by Belverd E. Needles Jr., Marian Powers, and Susan V. Crosson introduces
fundamental accounting principles, including horizontal analysis. It explains how to perform
comparative financial statement analyses to detect changes in financial performance and position. The

clear explanations and examples make it suitable for beginners in accounting and finance.

6. Financial Analysis and Modeling Using Excel and VBA

By Chandan Sengupta, this book combines financial analysis techniques with practical Excel and VBA
applications. It covers horizontal analysis as a key method to analyze trends in financial data across
multiple periods. Readers gain hands-on experience in building models that incorporate horizontal

comparisons for effective decision-making.

7. Financial Statement Analysis: Theory, Application, and Interpretation

K. R. Subramanyam's book provides an in-depth exploration of financial statement analysis techniques,
including horizontal analysis. It discusses how to interpret changes in financial figures over time to
assess business performance and risk. The text is well-regarded for its blend of theory and practical

examples.

8. Corporate Financial Reporting and Analysis

David F. Hawkins and Kenneth M. Ferris present a detailed study of corporate financial reports with an
emphasis on analysis methods like horizontal analysis. The book teaches how to compare financial
statements across periods to identify trends and evaluate company strategies. It is geared toward

students and professionals aiming to deepen their understanding of corporate finance.

9. Accounting for Managers: Interpreting Accounting Information for Decision Making
By Paul M. Collier, this book helps managers use accounting information effectively, including

performing horizontal analysis. It explains how analyzing changes in financial data over time supports



better managerial decisions and strategic planning. The accessible writing style makes it a practical

resource for non-accounting managers.
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