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In the realm of financial analysis, understanding a company's performance
over time is crucial for investors, management, and stakeholders alike. One
of the most insightful methods to evaluate such performance is horizontal
analysis, which examines financial statement data over multiple periods to
identify trends, growth patterns, or declines. In 20Y2, McDade Company
reported a decline in net income, prompting analysts to conduct a
comprehensive horizontal analysis of its income statement to uncover the
underlying causes and implications of this downturn.

This article delves into the detailed process of horizontal analysis applied
to McDade Company’s income statement for 20Y2, exploring the key components,
comparative figures, and critical insights that can inform strategic
decision-making. We will also discuss how this analysis fits within broader
financial evaluation practices and its importance for stakeholders.

Understanding Horizontal Analysis in Financial
Reporting

What Is Horizontal Analysis?
Horizontal analysis, also known as trend analysis, involves comparing
financial data across multiple periods — typically years — to identify
patterns and changes over time. By analyzing the percentage change from one
period to the next, stakeholders can spot increasing or decreasing trends in
revenues, expenses, and profits.

Purpose and Benefits of Horizontal Analysis
- Identify Trends: Recognize upward or downward movements in key financial
metrics.
- Detect Anomalies: Spot unusual changes that may indicate underlying issues.



- Assess Performance: Evaluate management's effectiveness over time.
- Forecast Future Performance: Use historical trends to predict future
financial outcomes.
- Facilitate Decision-Making: Provide data-driven insights for strategic
planning.

Applying Horizontal Analysis to McDade
Company's Income Statement for 20Y2

Data Collection and Preparation
To perform an accurate horizontal analysis, the first step involves gathering
the income statement figures for McDade Company for 20Y2 and at least one
prior period, such as 20Y1. The key line items typically include:

- Revenue or Sales
- Cost of Goods Sold (COGS)
- Gross Profit
- Operating Expenses (selling, general, administrative)
- Operating Income
- Other Income and Expenses
- Income Before Taxes
- Net Income

Assuming the following illustrative data for 20Y1 and 20Y2:

| Income Statement Item | 20Y1 (USD) | 20Y2 (USD) |
|------------------------|------------|------------|
| Revenue | 10,000,000 | 9,200,000 |
| COGS | 6,000,000 | 5,520,000 |
| Gross Profit | 4,000,000 | 3,680,000 |
| Operating Expenses | 2,000,000 | 2,100,000 |
| Operating Income | 2,000,000 | 1,580,000 |
| Other Income/Expenses | 50,000 | 40,000 |
| Income Before Taxes | 2,050,000 | 1,620,000 |
| Net Income | 1,800,000 | 1,200,000 |

Calculating Percentage Changes
For each line item, the percentage change from 20Y1 to 20Y2 is calculated as:

\[
\text{Percentage Change} = \frac{\text{20Y2 figure} - \text{20Y1
figure}}{\text{20Y1 figure}} \times 100
\]



Applying this to the data:

- Revenue: \(\frac{9,200,000 - 10,000,000}{10,000,000} \times 100 = -8\%\)
- COGS: \(\frac{5,520,000 - 6,000,000}{6,000,000} \times 100 = -8\%\)
- Gross Profit: \(\frac{3,680,000 - 4,000,000}{4,000,000} \times 100 = -8\%\)
- Operating Expenses: \(\frac{2,100,000 - 2,000,000}{2,000,000} \times 100 =
+5\%\)
- Operating Income: \(\frac{1,580,000 - 2,000,000}{2,000,000} \times 100 =
-21\%\)
- Other Income/Expenses: \(\frac{40,000 - 50,000}{50,000} \times 100 =
-20\%\)
- Income Before Taxes: \(\frac{1,620,000 - 2,050,000}{2,050,000} \times 100 =
-20.98\%\)
- Net Income: \(\frac{1,200,000 - 1,800,000}{1,800,000} \times 100 =
-33.33\%\)

Interpreting the Horizontal Analysis Results

Revenue and Cost Trends
The analysis reveals an 8% decline in revenue, which directly impacts gross
profit, also down by 8%. This indicates a decrease in sales volume or pricing
pressures that need further investigation. The proportional decline suggests
that cost control remains relatively consistent, as COGS declined at the same
rate as revenue.

Operating Expenses and Operating Income
Operating expenses increased by 5%, which contributed to a significant 21%
drop in operating income. Rising expenses amid declining revenues point to
less efficient operations or increased costs that were not offset by sales
growth.

Net Income Decline
The most notable finding is the 33.33% decline in net income. This sharp
decrease signifies that the company's profitability was heavily impacted by
the combined effects of lower revenues, increased operating costs, and
possibly other factors like increased taxes or non-operating expenses.

Key Factors Contributing to the Decline in Net
Income



Revenue Decline Causes
- Reduced customer demand or market share
- Price reductions or discounts to stimulate sales
- Increased competition leading to lower sales prices
- Supply chain disruptions affecting product availability

Cost Management Challenges
- Rising operational costs despite declining sales
- Inefficiencies in production or administrative functions
- Increased marketing or promotional expenses to attract customers

External Economic Factors
- Economic downturns impacting consumer spending
- Changes in regulatory environment increasing operational costs
- Fluctuations in raw material prices

Implications of the Horizontal Analysis
Findings

For Management
The analysis highlights areas requiring strategic attention, such as:

- Enhancing sales strategies to reverse revenue decline
- Controlling operating expenses
- Improving operational efficiency
- Diversifying product offerings or markets

For Investors and Stakeholders
The downward trend in net income raises concerns about long-term
profitability and sustainability. Stakeholders should consider:

- The reasons behind declining sales and costs
- The company’s plans to address these issues
- Potential impact on dividends and share value

For Future Financial Planning
The company should incorporate these trends into future budgets and
forecasts, emphasizing:



- Revenue growth initiatives
- Cost reduction measures
- Investment in areas with growth potential

Conclusion: The Significance of Horizontal
Analysis in Strategic Decision-Making

Horizontal analysis provides a vital lens through which to evaluate the
financial health of McDade Company in 20Y2. The significant decline in net
income, driven by decreased revenues and increased operating expenses,
underscores the need for strategic interventions. By systematically comparing
financial data over multiple periods, stakeholders can pinpoint specific
issues and develop targeted solutions to improve future performance.

Moreover, this analysis not only highlights current challenges but also
serves as a foundation for benchmarking, forecasting, and strategic planning.
It emphasizes that financial performance is dynamic and requires continual
monitoring and adaptation.

Final Thoughts
Performing a detailed horizontal analysis of the income statement is
essential for understanding the underlying factors contributing to financial
fluctuations. For McDade Company, the 20Y2 decline in net income signals a
call to action for management to address operational inefficiencies, revamp
sales strategies, and control costs. For investors, it provides a transparent
view of the company’s recent performance, prompting informed investment
decisions. Overall, horizontal analysis remains an indispensable tool in the
arsenal of financial analysis, offering clarity amid complexity and guiding
companies towards sustainable growth.

Frequently Asked Questions

What is horizontal analysis in financial statement
analysis?
Horizontal analysis involves comparing financial statement data over multiple
periods to identify trends, growth patterns, or declines in financial
performance, such as net income changes over time.

Why did McDade Company report a decline in net



income for 2022?
The decline could be due to factors such as decreased revenue, increased
expenses, higher cost of goods sold, or other operational challenges
impacting profitability during 2022.

How can horizontal analysis help in understanding
McDade's net income decline?
It allows stakeholders to identify specific line items contributing to the
decline by analyzing percentage changes over previous years, pinpointing
areas needing attention.

What are common reasons for a decline in net income
in a company's income statement?
Common reasons include reduced sales, increased operational costs, higher
taxes, non-recurring expenses, or changes in accounting policies affecting
reported income.

How do you perform a horizontal analysis of McDade’s
2022 income statement?
You compare each line item in the 2022 income statement with the same line
items from prior years, calculating dollar and percentage changes to identify
trends.

What insights can be gained from analyzing McDade's
income statement trend over multiple years?
Insights include understanding revenue growth or decline, expense management
effectiveness, and overall profitability trends that inform strategic
decisions.

What other analyses should be combined with
horizontal analysis for a comprehensive financial
review?
Vertical analysis, ratio analysis, and cash flow analysis should be combined
to get a complete picture of financial health and performance.

Could external factors have contributed to McDade's
income decline in 2022?
Yes, external factors such as economic downturns, industry-specific
challenges, supply chain disruptions, or regulatory changes could have



impacted net income.

What steps can McDade take to address the decline in
net income based on horizontal analysis findings?
They can focus on cost control, boosting sales, improving operational
efficiencies, or diversifying revenue streams based on identified areas of
concern.

Is a decline in net income always a negative
indicator for a company?
Not necessarily; it could be temporary or part of strategic investments.
However, persistent declines warrant further investigation to ensure long-
term sustainability.

Additional Resources
Horizontal Analysis: Unlocking Financial Trends in McDade Company’s 2022
Income Statement

In the complex landscape of financial analysis, horizontal analysis stands as
a vital tool for uncovering trends, identifying anomalies, and understanding
the trajectory of a company's performance over time. When McDade Company
reported a decline in net income for the year 2022, it prompted analysts,
investors, and management alike to delve deeper into the underlying factors.
This article offers an extensive examination of the horizontal analysis
applied to McDade's income statement for 2022, providing insights into its
significance and guiding questions for interpreting the results.

---

Understanding Horizontal Analysis: A Foundation

Horizontal analysis, sometimes called trend analysis, involves comparing
financial statement data across multiple periods to identify growth patterns,
declines, or stability. Typically, this analysis is expressed as a percentage
change from a base year, allowing stakeholders to gauge the company's
performance trajectory over time.

Key Features of Horizontal Analysis:

- Time Frame: Usually spans multiple years; in this case, McDade’s financials
for 2020, 2021, and 2022.
- Comparison Basis: The base year (often the earliest period) serves as the
benchmark.



- Calculation Method: The percentage change is calculated as:

\[
\% \text{ Change} = \frac{\text{Current Year Figure} - \text{Base Year
Figure}}{\text{Base Year Figure}} \times 100
\]

- Objective: To identify trends, growth rates, and areas requiring attention.

---

McDade Company’s 2022 Income Statement: A
Closer Look

In 2022, McDade Company reported a decline in net income compared to previous
years. To understand this decline, a comprehensive horizontal analysis of the
income statement components is essential. This involves examining revenues,
cost of goods sold (COGS), operating expenses, and other income or expenses
across multiple periods.

Sample Data Snapshot (Hypothetical for Illustration):

| Item | 2020 ($) | 2021 ($) | 2022 ($) | % Change (2021-2022) |
|----------------------------|----------|----------|----------|--------------
-------|
| Revenue | 1,000,000 | 1,200,000 | 1,150,000 | -4.17% |
| Cost of Goods Sold (COGS) | 600,000 | 720,000 | 710,000 | -1.39% |
| Gross Profit | 400,000 | 480,000 | 440,000 | -8.33% |
| Operating Expenses | 200,000 | 220,000 | 240,000 | +9.09% |
| Operating Income | 200,000 | 260,000 | 200,000 | -23.08% |
| Other Income/Expenses | 20,000 | 25,000 | 15,000 | -40.00% |
| Net Income | 180,000 | 235,000 | 185,000 | -21.28% |

(Note: Data is illustrative; actual analysis would use real figures from
McDade’s detailed financial statements.)

---

Deconstructing the Decline: What Horizontal
Analysis Reveals

By evaluating the percentage changes across different components, the
analysis reveals several critical factors contributing to the net income
decline:



1. Revenue Trends

- 2022 Revenue: Slight decrease of 4.17% from 2021.
- Implication: Although revenue dipped marginally, it contributed to the
overall profit decline but was not the sole factor.

2. Cost of Goods Sold (COGS)

- Change: COGS decreased slightly by 1.39%, indicating marginal efficiency in
production or procurement.
- Analysis: The reduction in COGS was insufficient to offset other rising
expenses, diminishing gross profit margins.

3. Gross Profit

- Impact: Declined by 8.33%, signaling reduced profitability at the core
operational level.
- Interpretation: Potential issues such as increased product costs, pricing
pressures, or a shift in product mix could be influencing gross margins.

4. Operating Expenses

- Growth: Increased by 9.09%, driven by higher administrative, marketing, or
distribution costs.
- Analysis: Rising operating expenses, without a proportional increase in
revenue, squeezed operating income.

5. Operating Income

- Decline: Dropped by 23.08%, a significant decrease highlighting operational
challenges.
- Insight: Indicates that management's efforts to control costs were
insufficient against revenue pressures.

6. Other Income/Expenses

- Change: A sharp decrease of 40%, possibly due to reduced investment income
or increased interest expenses.
- Significance: Non-operational factors also played a role in lowering net
income.

7. Net Income

- Result: A decline of 21.28%, confirming the overall profitability downturn.
- Conclusion: The combined effect of declining gross profit, rising operating
expenses, and reduced other income led to the net income decrease.

---



Interpreting the Implications: Deep Dive into
the Causes

While the percentages provide a numerical snapshot, understanding the
underlying causes requires contextual analysis:

Revenue Challenges

- Market Conditions: Economic downturns, decreased demand, or increased
competition might have led to lower sales.
- Pricing Strategies: Price reductions or discounts could have been employed
to maintain sales volumes but at the expense of margins.

Cost Dynamics

- Supply Chain Disruptions: Increased costs of raw materials or logistics
could have impacted COGS.
- Operational Efficiency: Despite a slight decrease in COGS, gross margins
suffered, hinting at pricing pressures or product mix changes.

Expenses Management

- Increased Operating Costs: Higher marketing, administrative, or R&D
expenses without corresponding revenue growth.
- Strategic Investments: Possible increased expenditure on growth initiatives
that temporarily elevated costs.

Non-Operational Factors

- Interest and Investment Income: Decline could be due to lower investment
returns or higher interest expenses.
- Asset Impairments or Write-offs: Unusual charges impacting other
income/expenses.

---

Strategic Insights and Recommendations Based on
Horizontal Analysis

The comprehensive review through horizontal analysis offers several strategic
insights:

1. Focus on Revenue Growth

- Market Expansion: Explore new markets or customer segments.
- Product Diversification: Develop new products to attract different customer



bases.
- Pricing Strategies: Reassess pricing to balance competitiveness and
margins.

2. Cost Control and Efficiency

- Supply Chain Optimization: Negotiate better terms or seek alternative
suppliers.
- Operational Efficiency: Implement process improvements to reduce waste and
increase productivity.
- Expense Management: Scrutinize non-essential expenses and prioritize high-
impact investments.

3. Margin Improvement

- Product Mix Analysis: Shift focus toward higher-margin offerings.
- Pricing Flexibility: Adjust prices strategically to improve gross margins
without sacrificing volume.

4. Non-Operational Factors

- Investment Review: Optimize investment portfolios to enhance income.
- Debt Management: Reduce interest expenses through refinancing or debt
reduction strategies.

---

Limitations of Horizontal Analysis and
Complementary Approaches

While horizontal analysis provides valuable trend insights, it has
limitations:

- Historical Data Dependence: Past performance may not always predict future
results.
- External Factors: Economic, industry, or regulatory changes may influence
trends beyond internal control.
- Data Accuracy: Reliance on accurate and consistent financial reporting.

To mitigate these limitations, horizontal analysis should be complemented
with:

- Vertical Analysis: Examining the proportion of each item relative to total
sales.
- Ratio Analysis: Assessing profitability, liquidity, and efficiency metrics.
- Qualitative Assessments: Management discussions, industry reports, and
economic outlooks.



---

Conclusion: The Power of Horizontal Analysis in
Strategic Decision-Making

The decline in McDade Company’s net income in 2022, as revealed through
horizontal analysis, underscores the importance of a detailed, period-over-
period review of financial statements. By dissecting each component's
contribution to the overall profitability trend, stakeholders can identify
specific areas for improvement, strategic shifts, or operational adjustments.

In the fast-evolving business environment, such analytical tools are
indispensable for proactive management and informed investment decisions.
Recognizing the nuanced story behind the numbers enables companies like
McDade to navigate challenges, capitalize on opportunities, and steer toward
sustainable growth.

In essence, horizontal analysis isn’t just about numbers; it’s about telling
the story of a company’s journey through time, highlighting successes,
challenges, and opportunities for future success.
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