February 20, 2005

Financial Analysis for The Gap, Inc.
1. The Gap’s net income is decreasing over this time period. In the year 1999 they have a net income of $1,127,065, in 2000 net income is $877,497, and in 2001 the net income is ($7,764).  The Gap’s net income decreased by $249,568 for the period ending February 3, 2001 and it decreased $885,261 for the period ending February 2, 2002. The cost of goods sold and occupancy expenses are most responsible for the decrease in net income. The cost increased from 58.2% in 1999, to 62.9% in 2000, to 70.1% in 2001. All other expenses increased but at a much less significant rate. 

2. At February 2, 2002 The Gap’s total resources included $3,044,550 in current assets and $7,591,326 in total assets. The Gap owed $2,056,233 in current liabilities, and the stockholders actually owned $3,009,581 in assets. 

3. The Gap’s current ratio for fiscal year 2000 is 0.95 (2,648,050 / 2,799,144) and for fiscal year 2001 it is 1.48 (3,044,550 / 2,056,233).
4. The Gap’s debt ratio for fiscal year 2000 is 0.58 (2,799,144 + 1,285,525 / 7,012,908) and for 2001 it is 0.60 (2,056,233 + 2,525,512 / 7,591,326).
5. The current ratio is acceptable. It measures the company’s ability to pay current liabilities and most successful businesses operate with current ratios between 1.20 and 1.50. The Gap’s current ratio is increasing from 0.95 to 1.48 which means that in 2001, for every dollar of liability they have to pay, they have $1.48 in current assets to pay it with. The debt ratio which has increased from 0.58 to 0.60 means that that company’s ability to pay both current assets and long-term debts is very good. Although the lower number, the better, the increase over the year from 0.58 to 0.60 still leaves The Gap in a very good position. The proportion of the company’s assets financed with debt is relatively low in comparison to the normal range for most companies. The trend over time is that even though The Gap struggles with current liabilities, they look like a good risk to a lender based on their good current ratio and low debt ratio. 
6. In comparison to its competitors The Gap is not performing nearly as well. Abercrombie has the best position in both the current ratio and debt ratio, and even though The Limited is below the industry average, it still outshines The Gap as a better risk for lenders who would be borrowing them money and to any other creditors.

	
	The Gap-2001
	Abercrombie-2001
	Limited-2001
	Industry-2001

	Current Ratio
	1.48
	2.48
	1.90
	2.02

	Debt Ratio
	.60
	.28
	.43
	NA


7. The Gap’s Quick Ratio for fiscal year 2000 is 0.15 (408,794 / 2,799,144) and 0.50 (1,035,749 / 2,056,233) for fiscal year 2001. The Gap’s balance sheet does not list short-term investments and net current receivables are zero, so the ratio only takes into consideration cash against the total current liabilities. The higher the number, the easier it is to pay current liabilities. Based on this calculation The Gap has .50 of quick assets for every dollar of liability and since 1.00 is considered safe in general, this is not a good number for The Gap to have. But the trend seems to be getting better for The Gap. 
8. The Gap only lists a merchandise inventory amount of $1,904,153 for the fiscal year 2000 and $1,677,116 for the fiscal year 2001. Since inventory is not a liquid asset it is excluded from the acid-test ratio calculation. Accounts receivable is not listed.
9. Abercrombie is in the best financial position when it comes to paying its current liabilities. Abercrombie has $1.59 for each $1 of current liability. The Limited in is a worse position than The Gap when it comes to paying the current liabilities. 

	
	The Gap-2001
	Abercrombie-2001
	Limited-2001
	Industry-2001

	Quick Ratio
	.50
	1.59
	.40
	.72


10. The gross profit percentage for The Gap is 37.11% (13,673,460 – 8,599,442 / 13,673,460) for the fiscal year 2000 and 29.92% (13,847,873 – 9,704,389 / 13,847,873) for the fiscal year 2001.
11. The Gap’s inventory turnover for 2000 is 5.11 (8,599,442 / (1,462,045 + 1,904,153) / 2) and for 2001 it is 5.42 (9,704,389 / (1,904,153 + 1,677,116) / 2).

12. The Gap’s gross profit percentage has gone down but its inventory turnover had gone up. Since a company generates no profit until its inventory is sold, the faster the sales, the higher the company’s income should be. Since The Gap has increased its turnover to 5.42 times in a year, the cost of goods sold must have gone up because the profit percentage dropped at the same time. 

13. Abercrombie’s profit percentage is much greater than either of its competitors. The Gap is lagging behind both its competitors and the industry average. On the other hand, the inventory turnover for The Gap is better than industry average and The Limited. 

	
	The Gap-2001
	Abercrombie-2001
	Limited-2001
	Industry-2001

	Gross Profit %
	29.92%
	40.89%
	32.89%
	32.84%

	Inventory Turnover
	5.42
	6.21
	5.14
	4.77


14. The Gap’s Construction-in-Progress account was $615,722 in 2000 and $246,691 in 2001. Their land and buildings account went from $558,832 in 2000 to $917,055 in 2001. This information tells me that The Gap completed much of its construction in progress which turned into land and building assets. That would explain most of the increase in the Property and Equipment accounts which totaled $5,901,237 in 2000 and went up to $6,619,531 in 2001.

15. The Gap issued $311,839 in long-term debt in the year ending January 29, 2000. The long-term debt issued dropped to $250,000 in fiscal year 2000 and increased significantly to $1,194,265 for the fiscal year 2001. This tells me that The Gap borrowed a significant amount of money instead of purchasing assets with cash generated from operations. 
16. The Gap’s rate of return on assets for fiscal year 2000 is 15.61% (877,497 + 74,891 / (7,012,908 + 5,188,756) / 2) and for fiscal year 2001 it is 1.39% (-7,764 + 109,190 / (7,591,326 + 7,012,908) / 2).
17. The Gap’s rate of return on equity for fiscal year 2000 is 34% (877,497 / (2,928,239 + 2,233,045) / 2) and for fiscal year 2001 it is -0.26% (-7,764 / (3,009,581 + 2,928,239) / 2).
18. The Gap is lagging way behind compared to its competitors. Creditors and stockholders should be concerned with The Gap’s results. The low rate of return on equity would mean The Gap has no leverage for borrowing at this point in time. 
	
	The Gap-2001
	Abercrombie-2001
	Limited-2001
	Industry-2001

	Return on Assets
	1.39%
	25.39%
	12.88%
	9.84%

	Return on Equity
	-0.26%
	34.40%
	21.95%
	18.67%


19. The Gap’s retained earnings changes from 2000 to 2001 were mainly due to the increased issuance of common stock. The Gap’s treasury stock changed due to the retirement of treasury stock.
20. The change in the cash balance for 1999 is $(114,901), for 2000 it is $(41,558), and for 2001 it is $626,955. 
21. The operating activities contributed the most to The Gap’s cash flow during the fiscal year 2001.

22. Two major investing activities for The Gap in 2001 are the net purchase of property and equipment $(940,078) and the acquisition of lease rights and other assets $(10,549).

23. Two major financing activities for The Gap in 2001 are the net decrease in notes payable $(734,927) and proceeds from issuance of long-term debt $1,194,265.

24. The Gap’s free cash flow for fiscal year 2001 is $367,212 (1,317,839 – 950,627).
25. The Gap’s times interest earned for fiscal year 2000 is 19.29 (13,673,460 – 8,599,442 – 3,629,257 / 74,891) and for fiscal year 2001 it is 3.09 (13,847,873 – 9,704,389 – 3,805,968 / 109,190). The rate of return on sales for fiscal year 2000 is 6.42% (877,497 / 13,673,460) and for fiscal year 2001 it is -0.06% (-7,764 / 13,847,873). The Gap’s earnings per share for fiscal year 2001 is -0.000009 (-7,764 / 948,597,949). Normally you would calculate by subtracting the preferred dividends from the net income but The Gap has no preferred dividends. 
26. The times interest earned ratio calculates the ability to pay interest expense. A high ratio like that of The Gap’s competitors suggests that they have earned more than they have cost the business in interest expense. The norm for most companies is between 2.0 and 3.0 so even though the competitors have that higher ratio, The Gap is still doing OK when it comes to servicing its debt. The rate of return on net sales shows the percentage of each sales dollar earned as net income. The higher rate of return, the more sales dollars are providing income to the business and the fewer sales dollars are absorbed by the expenses. The Gap must improve its return on net sales in order to be profitable. 

	
	Gap-2001
	Abercrombie-2001
	Limited-2001
	Industry-2001

	Times-Interest Earned
	3.09
	NA
	18.30
	15.59

	Return on Net Sales
	-0.06%
	12.36%
	5.54%
	4.13%

	Earnings per Share
	-0.000009
	$1.58 (2000)
	$1.00 (2000)
	NA


27. The horizontal and vertical analysis reveals some of the areas of change in The Gap’s financial picture. These analyses help explain some of the changes from year to year in order to evaluate the overall health of the company. The highlights on The Gap’s analysis include the cost of good sold increased 12.8% and the interest expense rose by 52.5% over the previous year. The assets have increased dramatically at 153.4% and notes payable is at -94.6%. This clearly explains the negative net earnings for the fiscal year.
28. Would I invest in The Gap?  

When I look at a glance at the Consolidated Statements of Operations for The 
Gap, Incorporated from their 2001 Annual report, it does not look very 
impressive. The net earnings from the fiscal year 1999 through the year 2001 has 
seen a continuous drop in net earnings to the point where they are at a negative 
net earnings number. On first impression, I also see that the cost of goods sold 
and occupancy expenses had risen from 58.2% to 70.1% over the same 3-year 
span. That concerns me that maybe their management needs to look at seeing 
where they can cut some of those expenses. 

When evaluating the Consolidated Balance Sheets from fiscal year 2000 and 
2001, I get a better understanding of some of the company’s plans in creating a 
better future for them. I can clearly see that they are moving items from the 
construction-in-progress account to the land and buildings account. This is a good 
sign of growth as completed projects become usable commercial space for the 
retail sales. 

The Gap’s current liabilities have dropped from $2,799,144 in fiscal year 2000 to 
2,056,233 showing their ability to lower their debt and even get the current 
maturities of long-term debt down to zero. And even though their net earnings 
were at a loss, their shareholders’ equity has risen from $2,928,239 in fiscal year 
2000 to $3,009,581 in 2001. 

The Consolidated Statements of Cash Flows also tell a different picture of The 
Gap’s financial status. The cash and equivalents at the end of the year have risen 
by more than double over the previous two years. The statement of cash flows is 
mostly helpful in spotting weaknesses than for gauging success. An abundance of 
cash does not necessarily mean that the company is successful. If you look at 
operations and they provide the bulk of your income, you are in good shape, but if 
you have less cash from operations than net income, you could be in trouble. So 
even though the cash has more than doubled, I would still consider looking at the 
rest of the statements to get a clear picture of what’s going on. The Gap did pay 
off its notes payable and report no more long-term debt for fiscal year 2001 so 
that is definitely a positive way for the company to show strength. 

Looking at the ratios calculated to show the changes in The Gap’s financial 
picture is another way to evaluate their future status. The acid-test ratio measures 
the liquidity of a company and since retailers generally have a low ratio due to no 
receivables, it is important to look at this number with caution. The ratio tells if a 
company can pay all of its current liabilities if they came due immediately and 
The Gap falls into a range where they would look like a good risk for lenders and 
creditors. Although they do not fare as well as their competition, The Limited and 
Abercrombie, they meet the industry standard in this area. 


When reviewing the information found on websites posted by my peers, I learned 
about the competition that The Gap faces. It seems that even though this report 
shows The Gap losing to its two competitors, the articles found at usatoday.com, 
msnbc.com, and hoovers.com show that you will discover a different picture 
based on financial results of more of The Gap’s competitors. The articles talk 
about tough competition and the economic downturn that the retail industry had to 
grapple with during the post-September 11 times that took a hit on the entire stock 
market, not just the retailers. 

Lastly, in reviewing the inventory turnover of The Gap, I found that they were 
successful in turning over their inventory more than 5 times per year. Although a 
business will strive for the most profitable rate of inventory turnover and not 
necessarily the highest rate, it is important to note that The Gap is above the 
industry standard and can keep up with its competitors in this category. Since the 
cost of goods sold is rising from year to year, I would have to think that turning 
over the first in-first-out inventory that is necessary in the retail clothing business, 
it would behoove them to make sure that they eliminate all inventories as soon as 
possible in order to keep from taking losses on seasonal merchandise. 


Although The Gap looks like a solid company, with a steady rate of return on 
investment, I would not invest in this company. Even though I am confident that 
they will be around for a long time, they do not offer me a high enough dividend 
to make an investment worth while. I would prefer a higher risk for a higher 
return and The Gap is definitely a low risk with a solid future and consistent 
profitability.
