Chapter 13

Financial Statement Analysis

Short Exercises
(5-10 min.)  S 13-1
	
	
	
	
	Increase (Decrease)

	
	(Dollars in thousands)
	2010
	2009

	
	 2010
	 2009
	 2008
	Amount
	Percent
	Amount
	Percent

	Revenues
	$10,473
	$9,998
	$9,111
	$475
	4.8%
	$887
	9.7 %

	Expenses
	    5,822
	    5,422
	  5,110
	
	
	
	

	Net income
	$  4,651
	$  4,576
	$4,001
	$75
	1.6%
	$ 575
	14.4%


(5-10 min.)  S 13-2
Trend percentages:

	
	2010
	2009
	2008
	2007

	Sales……………
	118%
	  106%
	  103%
	  100%

	Net income…….
	188%
	161%
	  127%
	  100%


(10-15 min.)  S 13-3
	
	2010
	
	2009
	
	2008

	
	 Amount
	Percent
	
	 Amount
	Percent
	
	Amount
	Percent

	Cash
	$    7,500
	1.5%
	
	$    2,195
	0.5%
	
	$    1,990
	     0.5%

	Receivables, net
	35,000
	   7.0
	
	21,950
	    5.0
	
	23,880
	   6.0

	Inventory
	260,000
	   52.0
	
	193,160
	    44.0
	
	147,260
	   37.0

	Prepaid expenses
	10,000
	     2.0
	
	17,560
	      4.0
	
	11,940
	     3.0

	Property, plant, and
	
	
	
	
	
	
	

	
equipment, net
	  187,500
	   37.5
	
	204,135
	    46.5
	
	212,930
	   53.5

	Total assets
	$500,000
	 100.0%
	
	$439,000
	100.0%
	
	$398,000
	 100.0%


Inventory, as a percent of total assets, has grown dramatically. Property, plant and equipment appears to be wearing out and is not being replaced due to the growth in inventory which has led to a tight cash position.

 (10 min.)  S 13-4
	
	Hartigan
	Pintal

	(Amounts in millions)
	Amount
	Percent
	Amount
	Percent

	Net sales
	$10,800
	100.0%
	$8,752
	 100.0%

	Cost of goods sold
	6,469
	59.9
	6,065
	   69.3

	Selling and 
administrative
	
	
	
	

	
expenses
	3,110
	28.8
	1,698
	   19.4

	Interest expense
	54
	0.5
	35
	     0.4

	Other expense
	32
	0.3
	44
	     0.5

	Income tax expense
	     432
	    4.0
	       210
	     2.4

	Net income
	$   703
	    6.5%
	$     700
	     8.0%


Hartigan earned slightly more net income. Students can argue that Hartigan is more profitable because it earns slightly more net income than Pintal.

Pintal’s net income was a higher percentage of net sales. The students can argue that Pintal is more profitable because it earns a higher percentage of profit on each dollar of sales than Hartigan does.

(5-10 min.)  S 13-5
	
	(Dollar amounts in millions)

	
	
	2010
	
	2009
	
	2008

	
	
	
	
	
	
	

	Total current assets
	=
	$550
	
	$445
	
	$435

	Total current liabilities
	
	$360
	
	$333
	
	$356

	
	
	
	
	
	
	

	Current ratio
	=
	1.53
	=
	1.34
	=
	1.22


The company’s ability to pay its current liabilities is improving.

(5-10 min.)  S 13-6
1.

	
	
	(Dollar amounts in millions)

	
	
	        2010
	
	        2009

	
	
	
	
	

	Cash +
	
	      $1,203
	
	      $   903

	Short-term investments +
	
	   + $       7
	
	   + $     84

	Receivables, net
	=
	   + $   246
	
	   + $   256

	Total current liabilities
	
	      $1,207
	
	      $1,141

	
	
	
	
	

	
	=
	1.21
	=
	1.09


2.
Gagnon’s acid-test ratio looks fairly good both because it is slightly above 1.0 and it is higher than the ratios of the other three companies.

(10-15 min.)  S 13-7
	
	
	
	(Dollar amounts in millions)

	
	
	
	
	
	
	
	

	a.
	Inventory turnover
	=
	Cost of goods sold
	=
	$2,200

	
	
	
	Average inventory
	
	($91 + $81) / 2

	
	
	
	
	
	
	
	

	
	
	
	
	=
	$2,200
	=
	26 times

	
	
	
	
	
	$86
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	b.
	Days’ sales in receivables:
	
	
	
	

	
	
	
	
	
	
	
	

	
	One day’s
	=
	$9,500
	=
	$26.0
	
	

	
	              sales
	
	365
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	Average net
	
	
	
	

	
	Days’ sales in 
	=
	receivables
	=
	$251*
	=
	9.6 days

	
	       receivables
	
	One day’s
	
	$26.0
	
	

	
	
	
	sales
	
	
	
	


_____

*($246 + $256) / 2 = $251
These measures look strong. Turning over inventory 26 times per year is fast, and collecting average receivables in only 9.6 days is also very fast.

(5-10 min.)  S 13-8
	
	
	
	(Dollar amounts in millions)

	
	
	
	
	
	
	
	

	1.
	Debt ratio
	=
	Total liabilities
	=
	$5,928
	=
	0.814

	
	
	
	Total assets
	
	$7,282
	
	


Gagon’s debt ratio is 81.4%. 
	2.
	Times-interest-
	=
	Income before taxes
	
	$1,052 + $150
	=
	8.0

	
	earned ratio
	
	Interest expense
	
	$150
	
	


3.
The debt ratio is high. The times-interest-earned ratio is high. Overall, the company’s ability to pay its liabilities and interest expense looks mixed.

(10 min.)  S 13-9
	
	
	
	(Dollar amounts in millions)

	
	
	
	
	
	
	
	

	a.
	Rate of return on sales
	=
	Net income
	=
	$779
	=
	8.2%

	
	
	
	Net sales
	
	$9,500
	
	

	
	
	
	
	
	
	
	

	
	
	
	

	
	This rate of return can be taken from Exhibit 13-4.
	
	


	
	
	
	     Net
       Interest
	
	
	
	

	b.
	Rate of return
	=
	  income  +  expense
	=
	$779 + $150
	
	

	
	on total assets
	
	 Average total assets
	
	($7,282 + $6,622) / 2
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	=
	   13.4%
	
	


	c.
	Rate of return
	
	      Net
      Preferred
	
	
	
	

	
	on common
	=
	 income − dividends
	=
	$779 − $0
	=
	55.5%

	
	stockholders'
	
	Average common
	
	($1,354 + $1,453) / 2
	
	

	
	equity
	
	stockholders' equity
	
	
	
	


	
	

	
	These rates of return are very strong.


(5-10 min.)  S 13-10
(Amounts, except per-share amounts, in millions)

	1.
	EPS
	=
	Net income − Preferred dividends

Number of shares of common
	=
	$500 − $24*

	
	
	
	
	
	100

	
	
	
	stock outstanding
	
	

	
	
	
	
	
	

	
	
	
	
	=
	$4.76


_____

*Preferred dividend = $24 ($400 × .06)

	
	
	Market price per share

of common stock
	
	
	
	

	Price/earnings

ratio
	=
	
	=
	$57.12
	=
	12

	
	
	EPS
	
	$4.76
	
	


	2.
	The stock market says that $1 of Tri-State Cars’ net 

	
	income is worth $12.

	
	


(10 min.)  S 13-11
	Income Statement

	
	Thousands

	Net sales
	$7,500

	Cost of goods sold
	         3,865  (a)

	Selling expenses
	   1,511

	Administrative expenses
	      328

	Interest expense
	             596  (b)

	Other expenses
	       154

	Income before taxes
	    1,046

	Income tax expense
	             296  (c)

	Net income
	        $   750  (d)



	(a)
	=
	$784 + $762
	 × 5 = $3,865

	
	
	2
	

	
	
	

	(b)
	=
	$7,500 − $3,865 − $1,511 − $328 − $154 − $1,046 = $596

	
	
	

	(d)
	=
	$7,500 × 0.10 = $750

	
	
	

	(c)
	=
	$1,046 − $750 = $296


(15-20 min.)  S 13-12
	Balance Sheet

	(Dollars in thousands)

	Cash
	$   85
	
	

	Receivables
	675(a)
	Total current liabilities
	$1,900

	Inventories
	762
	Long-term debt
	1,030 (e)

	Prepaid expenses
	     948 (b)
	Other long-term
	

	
Total current assets
	2,470 (c)
	
liabilities
	720

	
	
	
	

	Plant assets, net
	2,730 (d)
	Common stock
	185

	Other assets
	2,100
	Retained earnings
	3,465

	
	           
	Total liabilities and
	           

	Total assets
	$7,300
	
equity
	$7,300 (f)


	(f)
	=
	$7,300 (same as total assets)

	
	
	

	(e)
	=
	$7,300 × 0.50 = $3,650

	
	
	$3,650 − $1,900 − $720 = $1,030

	
	
	or

	
	
	$7,300 − $1,900 − $720 − $185 − $3,465 = $1,030

	
	
	

	(c)
	=
	$1,900 × 1.30 = $2,470

	
	
	

	(a)
	=
	$1,900 × 0.40 = $760; $760 − $85 = $675

	
	
	

	(b)
	=
	$2,470 − $85 − $675 − $762 = $948

	
	
	

	(d)
	=
	$7,300 − $2,470 − $2,100 = $2,730


                                                           (15-20 min.)  P 13-13
TO:



Merrimack Lowell Investment Committee

FROM:


Student Name

SUBJECT:
Investment Recommendation

I recommend that we invest in Graphit.net for the following reasons:

1.
Graphit.net’s. return on equity (ROE) is 8% higher than Data Doctors. An investment in Graphit.net should therefore produce a higher return than an investment in Data Doctors’ stock.

2.
Graphit.net’s ROE exceeds its return on assets by a far wider margin than does Data Doctors. This means that Graphit.net is earning more with its borrowed funds than Data Doctors is earning.

3.
Graphit.net can cover its interest expense with operating income 17 times compared to 11 times for Data Doctors.

4.
Graphit.net collects receivables faster than Data Doctors does. This suggests that cash flow is stronger at Graphit.net
5.
Graphit.net’s gross profit percentage is higher than Data Doctors’.

6.
Data Doctors is better than Data Miners and Graphit.net on inventory turnover and net income as a percentage of sales. These ratios provide insight about companies’ operations, but ROE and interest coverage are more “bottom-line” oriented. And days’ sales in receivables give an indication about cash flow. For these reasons, I place more importance on ROE, interest-coverage, and days’ sales in receivables, and Graphit.net outstrips Data Doctors on these measures.

(10 min.)  S 13-14
	
	
	
	(Dollars in thousands)
	
	

	
	
	
	
	
	
	
	

	EVA®
	=
	Net
	+
	Interest
	−
	Capital 

	
	
	income
	
	expense
	
	charge

	
	
	
	
	
	
	
	

	
	
	=
	$770
	+
	$409
	−
	$188*

	
	
	
	
	
	
	
	

	
	
	=
	$991
	
	
	
	


_____

	*Capital
	=
	Long-term
	+
	Stockholders’
	×
	Cost of 

	  charge
	
	debt
	
	equity
	
	capital

	
	
	
	
	
	
	

	
	=
	    ($700
	+
	$3,060)
	×
	.05

	
	
	
	
	
	
	

	
	=
	$188*
	
	
	
	


_____

	The stockholders should be pleased with the EVA®  that 

	
	

	Beverly Software delivered.


Exercises

Group A
(5-15 min.)  E 13-15A
	
	    2010
	    2009
	    2008

	Total current assets
	$270,000
	$320,000
	$340,000

	Total current liabilities
	  125,000
	  160,000
	  170,000

	Working capital
	$145,000
	$160,000
	$170,000



	
	Decrease
	Decrease

	
	$15,000
	$10,000

	
	  9.4%
	  5.9%

	
	
	

	
	
	

	
	
	

	The continued decrease in 2010 working capital is unfavorable.


 (10-15 min.)  E 13-16A
	Sensible Music Co.

	Horizontal Analysis of Comparative Income Statement

	Years Ended December 31, 2010 and 2009

	
	
	
	INCREASE (DECREASE)

	
	      2010
	    2009
	AMOUNT
	PERCENT

	Total revenue…………
	$852,000
	$912,000
	$(60,000)
	(6.6)%

	Expenses:
	
	
	
	

	     Cost of goods sold.
	$402,000
	$408,000
	$(6,000)
	(1.5)   

	     Selling and general
	
	
	
	

	

expenses………..
	232,000
	261,000
	(29,000)
	(11.1)  

	     Interest expense….
	9,200
	10,500
	(1,300)
	(12.3)   

	     Income tax
	
	
	
	

	

expense.…………
	   83,000
	    84,000
	    (1,000)
	(1.2)   

	     Total expenses……
	  726,200
	
   763,500
  
	   (37,300)
	(4.9)   

	Net income…………….
	$  125,800
	 $ 148,500
	$ (22,700)
	(15.3)   


                                                                     (5-10 min.)  E 13-17A
Trend percentages:

	
	Year 4

	Year 3

	Year 2

	Year 1

	Year 0


	Total revenue..


	139%


	118%


	108%


	98%


	100%



	Net income…...


	118

	113

	  98

	84

	100




Net income grew by 18% during the period, compared to 39% for total revenue.

(10-15 min.)  E 13-18A
	Fore Golf Company

	Vertical Analysis of Balance Sheet

	December 31, 2010

	
	AMOUNT
	PERCENT

	ASSETS
	
	

	Total current assets………………………..
	$  43,000
	21.7

	Property, plant, and equipment, net.……
	  117,000
	  59.1   

	Other assets…………………………………
	    38,000
	    19.2   

	Total assets………………………………….
	$198,000
	100.0

	
	
	

	LIABILITIES
	
	

	Total current liabilities…………………….
	$  49,000
	24.7

	Long-term debt……………………………..
	  109,000
	  55.1   

	Total liabilities………………………………
	158,000
	79.8   

	
	
	

	STOCKHOLDERS’ EQUITY
	
	

	Total stockholders’ equity………………..
	  40,000
	  20.2   

	Total liabilities and stockholders’ equity
	$198,000
	100.0


(10-15 min.)  E 13-19A
	Sensible Music Co.

	Comparative Common-Size Income Statement

	Years Ended December 31, 2010 and 2009

	
	   2010
	   2009

	Total revenue………………………………….…
	100.0%
	100.0%

	Expenses:
	
	

	     Cost of goods sold…………………………..
	47.18
	44.74  

	     Selling and general expenses……………..
	27.23
	28.62   

	     Interest expense……………………………..
	1.08
	1.15   

	     Income tax expense…………………………
	    9.74
	    9.21   

	     Total expenses……………………………….
	  85.23
	83.72  

	Net income………………………………………..
	  14.77%
	  16.28%


(10-15 min.)  E 13-20A
1.
Operations provided very little cash. The company is selling fixed assets to generate cash.

2.
Selling fixed assets and purchasing no new fixed assets suggests financial weakness.

3.
California Fruit Growers paid dividends which were 62% its net income. The business can’t grow by paying such high dividends.
(10-15 min.)  E 13-21A
	a.
	Current ratio
	=
	
	$193,000
	
	=
	1.50

	
	
	
	
	$129,000
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	b
	Acid-test (quick)
	=
	$26,000 + $14,000 + $50,000
	=
	0.70

	
	ratio
	
	$129,000
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	c.
	Inventory turnover
	=
	
	$274,000
	
	=
	3.2 times

	
	
	
	
	($94,000 + $76,000) / 2
	
	
	

	
	
	
	
	
	

	d.
	Accounts receivable
	=
	
	$490,000
	
	=
	8.0 times

	
	turnover
	
	
	($50,000 + $73,000) / 2
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	e.
	Days’ sales in
	=
	
	($50,000 + $73,000) / 2
	
	=
	46 days

	
	average receivables
	
	
	$490,000 / 365
	
	
	


(15-20 min.)  E 13-22A
a.
Current ratio:
	2010:
	$21,000 + $32,000 + $117,000 + $243,000 + $18,000
	=
	1.74

	
	$247,000
	
	

	
	
	
	

	2009:
	
	$53,000 + $15,000 + $127,000 + $272,000 + 4,000
	
	=
	1.51

	
	
	$312,000
	
	
	


b.
Acid-test ratio:

	2010:
	$21,000 + $32,000 + $117,000
	=
	0.69

	
	$247,000
	
	

	
	
	
	

	2009:
	
	$53,000 + $15,000 + $127,000
	
	=
	0.63

	
	
	$312,000
	
	
	


c.
Debt ratio:
	2010:
	$274,000*
	=
	0.55
	
	2009:
	$446,000**
	=
	0.84

	
	$500,000
	
	
	
	
	$531,000
	
	


_____












_____

*$247,000 + $27,000 = $274,000.

**$312,000 + $134,000 = $446,000

d.
Times-interest-earned ratio:
	2010:
	$191,000
	=
	4.90
	
	2009:
	$160,000
	=
	3.56

	
	$39,000
	
	
	
	
	$45,000
	
	


Summary:
The company’s ability to pay current liabilities, long-term debt, and interest expense improved during 2010, as shown by the improvement in all four ratios.

 (10-15 min.)  E 13-23A
(Dollars in thousands)

a.
Rate of return on net sales:

	2010:
	$16,000
	=
	0.16
	
	2009:
	$17,000
	=
	0.189

	
	$100,000
	
	
	
	
	$90,000
	
	


b.
Rate of return on total assets:

	2010:
	$16,000 + $3,000
	=
	0.186
	
	2009:
	$17,000 + $2,000
	=
	0.208

	
	$102,000*
	
	
	
	
	$91,500**
	
	


_____











_____

*($104,000 + $100,000) / 2 = $102,000.
    **($100,000 + $83,000) / 2 = $91,500.

c.
Rate of return on common stockholders’ equity:

	2010:
	$16,000 − $3,000
	=
	0.183
	
	2009:
	$17,000 − $2,000
	=
	0.216

	
	$71,000***
	
	
	
	
	$69,500****
	
	


_____











  _____

***($72,000 + $70,000) / 2 = $71,000.

  ****($70,000 + $69,000) / 2 = $69,500.

d.
Earnings per share of common stock:

	2010
	$16,000 − $3,000
	=
	$1.30
	
	2009:
	$17,000 − $2,000
	=
	$1.67

	
	10,000
	
	
	
	
	9,000
	
	


The company’s operating performance declined during 2010. All four profitability measures decreased. 

(10-15 min.)  E 13-24A
	
	2010
	
	2009

	
	
	
	
	
	
	
	

	a.
	Price/earnings ratio:
	
	
	
	

	
	
	
	
	
	
	
	

	
	$24.50
	=
	27.9
	
	$17.50
	=
	28.1

	
	($83,000 − $4,000*) / 90,000
	
	
	
	($60,000 − $4,000*) / 90,000
	
	

	
	_____
	
	
	
	
	
	

	
	*$80,000 × .05 = $4,000
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	b.
	Dividend yield:
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	$22,000 / 90,000
	
	=
	0.010
	
	
	$23,000 / 90,000
	
	=
	0.015

	
	
	$24.50
	
	
	
	
	
	$17.50
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	c.
	Book value per share of common stock:
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	$300,000 − $80,000
	
	=
	$2.44
	
	
	$510,000 − $80,000
	
	=
	$4.78

	
	
	90,000
	
	
	
	
	
	90,000
	
	
	


The stock’s attractiveness decreased during 2010, as shown by the decreases in the price/earnings ratio, dividend yield and in book value per share. Overall, the common stock looks less attractive than it did a year ago.

(15-20 min.)  E 13-25A
Req. 1

Compton Bank Limited appears to represent the better investment.  Compton earns a greater net profit and has significantly more stockholders’ equity than does Barton Oil Pipeline, Inc.
Req. 2

	
	
	(Dollar amounts in millions)

	
	
	
	
	

	
	
	Barton Oil Pipeline, Inc.
	
	Compton Bank Limited

	
	
	
	
	

	EVA®
	=
	$180 + $76 − [($1,257 +


$406) × .085]
	
	$1,219 + $7 − [($13 + $11,382) 
× .085]

	
	
	
	
	

	
	=
	  $114.64
	=
	 257.42


Based on the EVA® analysis, Compton appears to be the better investment.

Exercises

Group B

(5-15 min.)  E 13-26B
	
	    2010
	    2009
	    2008

	Total current assets
	$400,000
	$300,000
	$240,000

	Total current liabilities
	  190,000
	  150,000
	  120,000

	Working capital
	$210,000
	$150,000
	$120,000



	
	Increase
	Increase

	
	$60,000
	$30,000

	
	  40.00%
	  25.00%

	
	
	

	
	
	

	
	
	

	The increase in 2010 working capital is favorable.


 (10-15 min.)  E 13-27B
	Fashion Music Co.

	Horizontal Analysis of Comparative Income Statement

	Years Ended December 31, 2010 and 2009

	
	
	
	INCREASE (DECREASE)

	
	      2010
	    2009
	AMOUNT
	PERCENT

	Total revenue…………
	$1,080,000
	$919,000
	$161,000
	17.5%

	Expenses:
	
	
	
	

	     Cost of goods sold.
	$479,000
	$400,450
	$78,550
	19.6 

	     Selling and general
	
	
	
	

	

expenses………..
	289,000
	269,000
	20,000
	7.4   

	     Interest expense….
	24,500
	14,500
	10,000
	 69.0  

	     Income tax
	
	
	
	

	

expense.…………
	    106,500
	    86,850
	    19,650
	22.6   

	     Total expenses……
	  899,000
	  770,800
	   128,200
	16.6   

	Net income…………….
	$  181,000
	$  148,200
	$  32,800
	22.1   


 (5-10 min.)  E 13-28B
Trend percentages:

	
	Year 4


	Year 3


	Year 2


	Year 1


	Year 0


	Total revenue..


	140.2%


	122.4%


	104.4%


	98.6%


	100%



	Net income…...


	144.6

	134.9

	  97.6

	83.1

	100




Net income grew by 45% during the period, compared to 40% for total revenue.

(10-15 min.)  E 13-29B
	Epsilon Golf Company

	Vertical Analysis of Balance Sheet

	December 31, 2010

	
	AMOUNT
	PERCENT

	ASSETS
	
	

	Total current assets………………………..
	$  45,000
	15.15

	Property, plant, and equipment, net.……
	  210,000
	  70.71   

	Other assets…………………………………
	    42,000
	14.14   

	Total assets………………………………….
	$297,000
	100.0%

	
	
	

	LIABILITIES
	
	

	Total current liabilities…………………….
	$  53,000
	17.85

	Long-term debt……………………………..
	  111,000
	  37.37   

	Total liabilities………………………………
	164,000
	55.22   

	
	
	

	STOCKHOLDERS’ EQUITY
	
	

	Total stockholders’ equity………………..
	  133,000
	  44.78   

	Total liabilities and stockholders’ equity
	$297,000
	100.00


 (10-15 min.)  E 13-30B
	Fashion Music Co.

	Comparative Common-Size Income Statement

	Years Ended December 31, 2010 and 2009

	
	   2010
	   2009

	Total revenue………………………………….…
	100.0%
	100.0%

	Expenses:
	
	

	     Cost of goods sold…………………………..
	44.35
	43.57   

	     Selling and general expenses……………..
	26.76
	29.27   

	     Interest expense……………………………..
	2.27
	1.58   

	     Income tax expense…………………………
	    9.86
	    9.45   

	     Total expenses……………………………….
	  83.24
	  83.87   

	Net income………………………………………..
	  16.76%
	  16.13%


(10-15 min.)  E 13-31B
1.
Operations provided little cash. The company is selling fixed assets to generate cash.

2.
Selling fixed assets and purchasing no new fixed assets suggests financial weakness.

3.
Massachusetts Chowder Distributors paid dividends equal to twice its net cash provided by operations. The business can’t grow while paying such high dividends.

(10-15 min.)  E 13-32B
	a.
	Current ratio
	=
	
	$256,000
	
	=
	1.92

	
	
	
	
	$133,000
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	b
	Acid-test (quick)
	=
	$65,000 + $13,000 + $79,000
	=
	1.18

	
	ratio
	
	$133,000
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	c.
	Inventory turnover
	=
	
	$277,000
	
	=
	3.3 times

	
	
	
	
	($93,000 + $75,000) / 2
	
	
	

	
	
	
	
	
	

	d.
	Accounts receivable
	=
	
	$494,000
	
	=
	6.1 times

	
	turnover
	
	
	($79,000 + $82,000) / 2
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	e.
	Days’ sales in
	=
	
	($79,000 + $82,000) / 2
	
	=
	60 days

	
	average receivables
	
	
	$494,000 / 365
	
	
	


(15-20 min.)  E 13-33B
a.
Current ratio:
	2010:
	$27,000 + $33,000 + $120,000 + $238,000 + $22,000
	=
	2.35

	
	$187,000
	
	

	
	
	
	

	2009:
	
	$47,000 + $4,000 + $135,000 + $271,000 +$8,000
	
	=
	1.40

	
	
	$332,000
	
	
	


b.
Acid-test ratio:

	2010:
	$27,000 + $33,000 + $120,000
	=
	0.96

	
	$187,000
	
	

	
	
	
	

	2009:
	
	$47,000 + $4,000+ $116,000
	
	=
	0.50

	
	
	$332,000
	
	
	


c.
Debt ratio:
	2010:
	$334,000*
	=
	0.57
	
	2009:
	$416,000**
	=
	0.82

	
	$590,000
	
	
	
	
	$510,000
	
	


_____












_____

*$187,000 + $147,000 = $334,000.

**$332,000 + $84,000 = $416,000

d.
Times-interest-earned ratio:
	2010:
	$191,000
	=
	4.66
	
	2009:
	$169,000
	=
	3.93

	
	$41,000
	
	
	
	
	$43,000
	
	


Summary:
The company’s ability to pay current liabilities, long-term debt, and interest expense improved during 2010, as shown by the improvement in all four ratios.

 (10-15 min.)  E 13-34B
(Dollars in thousands)

a.
Rate of return on net sales:

	2010:
	$47,000
	=
	0.185
	
	2009:
	$35,000
	=
	0.161

	
	$254,000
	
	
	
	
	$217,000
	
	


b.
Rate of return on total assets:

	2010:
	$47,000 + $7,000
	=
	0.221
	
	2009:
	$35,000 + $6,000
	=
	0.176

	
	$244,000*
	
	
	
	
	$233,000**
	
	


_____











_____

*($249,000 + $239,000) / 2 = $244,000.
    **($239,000 + $227,000) / 2 = $233,000.

c.
Rate of return on common stockholders’ equity:

	2010:
	$47,000 − $17,000
	=
	0.286
	
	2009:
	$35,000 − $15,000
	=
	0.194

	
	$105,000***
	
	
	
	
	$103,000****
	
	


_____











  _____

***($106,000 + $104,000) / 2 = $105,000.   ****($104,000 + $102,000) / 2 = 103,000.

d.
Earnings per share of common stock:

	2010:
	$47,000 − $17,000
	=
	$1.58
	
	2009:
	$35,000 − $15,000
	=
	$1.18

	
	19,000
	
	
	
	
	17,000
	
	


The company’s operating performance improved during 2010. All four profitability measures increased. 

(10-15 min.)  E 13-35B
	
	2010
	
	2009

	
	
	
	
	
	
	
	

	a.
	Price/earnings ratio:
	
	
	
	

	
	
	
	
	
	
	
	

	
	$24.00
	=
	22.4
	
	$25.16
	=
	21.5

	
	($91,000 − $5,400*) / 80,000
	
	
	
	($99,000 − $5,400*) / 80,000
	
	

	
	_____
	
	
	
	
	
	

	
	*$90,000 × .06 = $5,400
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	b.
	Dividend yield:
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	$28,000 / 80,000
	
	=
	0.015
	
	
	$13,000 / 80,000
	
	=
	0.006

	
	
	$24.00
	
	
	
	
	
	$25.16
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	c.
	Book value per share of common stock:
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	$565,000 − $90,000
	
	=
	$5.94
	
	
	$515,000 − $90,000
	
	=
	$5.31

	
	
	80,000
	
	
	
	
	
	80,000
	
	
	


The stock’s attractiveness increased during 2010, as shown by the increases in the price/earnings ratio and in book value per share. The dividend yield more than doubled. Overall, the common stock looks more attractive than it did a year ago.

(15-20 min.)  E 13-36B
Req. 1

Johnson Bank Limited appears to represent the better investment.  Johnson earns a greater net profit and has significantly more stockholders’ equity than does Houle Oil Pipeline, Inc.

Req. 2

	
	
	(Dollar amounts in millions)

	
	
	
	
	

	
	
	Houle Oil Pipeline, Inc.
	
	Johnson Bank Limited

	
	
	
	
	

	EVA®
	=
	$200 + $80 − [($1,250 +


$188) × .11]
	
	$1,197 + $7 − [($5 + $11,861) 
× .11]

	
	
	
	
	

	
	=
	$121.82
	=
	 − $101.26


Based on the EVA® analysis, Houle Oil Pipeline appears to be the better investment. 
 (20-30 min.)  E 13-37
	ORDER OF

COMPUTATION
	Millions

	Given
	Current assets……………………………………...
	$11,900

	4
	Property, plant, and equipment…….
	 $10,800 
	

	Given
	Less Accumulated depreciation……
	    (1,700)
	    9,100

	3
	Total assets ($12,600 ÷ 0.60)…………………….
	$21,000

	
	
	

	1
	Current liabilities ($11,900 ÷ 1.70)………………
	$  7,000

	2
	Long-term liabilities ($12,600 − $7,000)………..
	5,600

	6
	Stockholders’ equity ($21,000 − $12,600)……..
	    8,400

	5
	Total liabilities and stockholders’ equity……...
	$21,000


 (20-30 min.)  E 13-38
	ORDER OF

COMPUTATION
	 Millions

	6
	Sales ($1,286 ÷ 0.20)…………………………….
	  $6,430 

	7
	Operating expenses ($6,430 − $1,286)……….
	  5,144  

	5
	Operating income………………………………..
	1,286  

	4
	Interest expense………………………………….
	     800  

	2
	Pretax income [$340 ÷ (1 − 0.30)]……………..
	486  

	3
	Income tax expense ($486 × 0.30)…………..
	     146  

	1
	Net income ($3,400 × .10)………………………
	$   340  


Quiz

	Q13-39
	b

($19,029 − $15,073 = $3,956 increase; 




$3,956 / $15,073 = 0.262)

	Q13-40
	d

($10,598 / $11,378 = 0.931 ≈ .9

	Q13-41
	b

[($4,301 + $830 + $3,402) / $11,378 = 



0.75]

	Q13-42
	c

	Q13-43
	b

($42,788 / $35,299 = 1.212)

	Q13-44
	a

($34,000 / $42,788 = 0.795)

	
	
	
	

	Q13-45
	b
	 ($3,402+ $2,401) / 2
	 =  25 days

	
	 

	
    $42,788 / 365
	

	
	

	Q13-46
	b
	       $34,000
	=  81 times 

	
	
	 ($427 + $410) / 2
	

	
	

	Q13-47
	c

($4,873 / (long-term debt of $301 × .11) = 


 147.2 ≈ 147 times)

	
	

	Q13-48
	c

  2010:
 $3,943 / $42,788 = 0.092

	
	

  2009:
 $1,932 / $35,299 = 0.055

	
	

  2008:  $732 / $30,968 = 0.024

	
	

	Q13-49
	d
	  EPS
	=
	Net income    $3,943
	

	
	
	$1.33
	
	Shares outstanding*
	

	
	

	
	


Shares outstanding  =  2,965

	
	

	Q13-50
	b
	
  $5,649
	 =  $1.84

	
	
	  3,240 − 175
	


*usually calculated based on weighted average

Problems

Group A

(20-30 min.)  P 13-51A
Req. 1

	Container Shipping, Inc.

	Trend Percentages

	
	
	
	
	
	

	
	2010
	2009
	2008
	2007
	2006

	Net sales
	    298%
	    264%
	162%
	103%
	100%

	Net income
	    127
	    118
	     45
	118
	100

	Total assets
	    150
	    132
	   126
	109
	100


Req. 2  Dollar amounts in thousands

	
	2010
	
	2009
	
	2008

	
	
	
	
	
	
	
	
	
	
	
	

	Net income
	
	$42
	=
	0.047
	
	$39
	=
	0.049
	
	$15
	=
	0.030

	Net sales
	
	$902
	
	
	
	$800
	
	
	
	$492
	
	


Req. 3

Evaluation:
Amble Shipping’s rate of return on net sales compares unfavorably with the industry. Return on sales has never exceeded 5% which is considered a satisfactory return by the industry.
(20-30 min.)  P 13-52A
Req. 1

	McDonough Products, Inc.

	Common-Size Income Statement Compared to Industry Average

	Year Ended December 31, 2010

	
	McDonough Products
	INDUSTRY

AVERAGE

	Net sales………………………………………
	100.0%   
	100.0%

	Cost of goods sold………………………….
	  70.0     
	  57.3   

	Gross profit…………………………….……..
	30.0      
	42.7   

	Operating expenses…………………………
	  25.0      
	  29.4   

	Operating income……………………………
	5.0      
	13.3   

	Other expenses………………………………
	    1.0     
	2.5   

	Net income……………………………………
	   4.0%   
	    10.8%


	McDonough Products, Inc.

	Common-Size Balance Sheet Compared to Industry Average

	December 31, 2010

	
	McDonough PRODUCTS
	INDUSTRY

AVERAGE

	Current assets………………………………..
	76.0%   
	72.1% 

	Fixed assets, net…………………………….
	18.5    
	19.0

	Intangible assets, net……………………….
	3.4  
	0.8

	Other assets………………………………….
	    2.1      
	9.1    

	Total assets…………………………………..
	100.0%   
	100.0% 

	
	
	

	Current liabilities………………………….…
	38.8%   
	47.2% 

	Long-term liabilities…………………………
	21.8      
	21.0

	Stockholders’ equity………………………..
	  39.4      
	  31.8

	Total liabilities and stockholders’ equity..
	100.0%   
	100.0% 


 (continued)  P 13-52A
Req. 2

McDonough Products’ common-size income statement shows that its ratios of gross profit to net sales, operating income to net sales and net income to net sales are all worse than the industry averages. Overall, McDonough Products’ profit performance is worse than average for the industry.

Req. 3

McDonough Products’ common-size balance sheet shows that its ratios of current assets, current liabilities, and stockholders’ equity to total assets are better than the industry averages. Overall, the company’s financial position is better than average for companies in its industry.

(20-30 min.)  P 13-53A
Friendly Airline’s statement of cash flows reveals only one strong point, a continuing purchase of plant assets. The company’s weaknesses include:

1.
Net income is down significantly, with the company incurring a net loss during 2011.

2.
Operating activities provided a much smaller proportion of cash in 2011 than in 2010. In both years, borrowing — not operations — was the primary source of cash inflows, which is an unfavorable signal about the company.

3.
The large payments on notes payable suggest that the company has a lot of debt. Coupled with the loss during 2011 and the decrease in net cash provided by operations, the payments on notes payable may indicate that the company has too much debt.

4.
Purchases of property, plant, and equipment were down significantly from the prior year.

5.
The company’s cash balance decreased by $70,000 during 2011 to $10,000, which is dangerously low. 

(continued)  P 13-53A
Cloudview’s statement of cash flows reveals the following strengths (no significant weaknesses):

1.
During both years, operating activities were the major source of cash.

2.
The company’s heavy investments in plant assets suggest expansion. The use of cash, coupled with increasing income and net cash provided by operations, suggests successful operations.

3.
The cash balance is much higher than that of the other company and is increasing.

Conclusion:
Cloudview appears to be the stronger company and thus the better investment.

Student wording may vary.

 (30-40 min.)  P 13-54A
Req. 1  (ratios before the transactions)

	(Dollar Amounts and Stock Quantities in Thousands)
	

	Current Ratio
	
	
	Debt Ratio
	
	Earnings per share

	
	
	

	                    $300                    
	            $376       
	

	
	 
	

	$25 + $38 + $82 + $149 + $6
	= 1.68
	$179 + $160 + $37
	 = 0.56
	$96
	  = $1.85*

	$41 + $101 + $37
	
	$674
	
	52
	

	
	
	

	                    $179
	
	


____

*Not in thousands.
Req. 2 (ratios after the transactions)

	
	(Dollar Amounts and Stock Quantities in Thousands)

	Trans-
	
	
	
	
	
	
	
	
	
	
	

	action
	Current Ratio
	
	Debt Ratio
	
	Earnings per Share

	
	
	
	
	
	
	
	
	
	

	a.
	$300 + $135
	=
	2.43
	
	$376 + $135
	=
	0.63
	
	No effect

	
	$179
	
	
	
	674 + $135
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	b.
	$300 + $360
	=
	3.69
	
	$376
	=
	036
	
	$96
	=
	$1.04*

	
	$179
	
	
	
	$674 + $360
	
	
	
	52 + 40
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	c.
	$300 − $28
	=
	1.80
	
	$376 − $28
	=
	0.54
	
	No effect

	
	$179 − $28
	
	
	
	$674 − $28
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	d.
	$300 + $44
	=
	1.54
	
	$376 + $44
	=
	0.58
	
	No effect

	
	$179 + $44
	
	
	
	$674 + $44
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	e.
	No effect
	
	
	
	No effect
	
	
	
	No effect


_____

*Not in thousands.       
(40-50 min.)  P 13-55A
Req. 1

	(Dollar Amounts and Stock Quantities in Thousands)

	
	
	
	
	

	
	
	2010
	
	2009

	a.
	Current ratio:
	
	$562
	
	=
	2.00
	
	
	$499
	
	=
	1.87

	
	
	
	$281
	
	
	
	
	
	$267
	
	
	

	
	
	
	
	
	
	
	
	

	b.
	Inventory
	$375
	=
	1.29
	
	$283
	=
	1.21

	
	turnover:
	($298 + $285) / 2
	
	
	
	($285 + $181) / 2
	
	

	
	
	
	
	
	
	
	
	

	c.
	Times-interest-
	
	$189
	
	=
	5.25
	
	
	$166
	
	=
	3.32

	
	earned ratio:
	
	$36
	
	
	
	
	
	$50
	
	
	

	
	
	
	
	
	
	
	
	

	d.
	Return on assets: 
	$113 + $36
	=
	0.184
	
	$63 + $50
	=
	0.152

	
	
	($846 + $775) / 2
	
	
	
	($775 + $710) / 2
	
	

	
	
	
	
	
	
	
	
	

	e.
	Return on 
	$113 − $3.5
	=
	0.480
	
	$63 − $3.5
	=
	0.300

	
	common stock-
	($254 + $202) / 2
	
	
	
	($202 + $195) / 2
	
	

	
	holders' equity:
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	f.
	Earnings per share
	
	$113 − $3.5
	
	=
	$5.48*
	
	
	$63 − $3.5
	
	=
	$3.31*

	
	of common stock:
	
	20
	
	
	
	
	
	18
	
	
	

	
	
	
	
	
	
	
	
	

	g.
	Price/earnings
	
	$82.20*
	
	=
	15.0
	
	
	$52.96*
	
	=
	16.0

	
	ratio:
	
	$5.48*
	
	
	
	
	
	$3.31*
	
	
	


_____

*Not in thousands.

(continued)  P 13-55A
Req. 2

Decisions:

a.
The company’s financial position improved during 2010 as shown by increases in the current ratio, the inventory turnover and in the times-interest-earned ratio.
b. The common stock’s attractiveness increased during 2010, as shown by the increase in the market price of the common stock. This increase is consistent with the increase in return on assets, return on common stockholders’ equity, and earnings per share of common stock. The price/earnings ratio showed a slight decline.

Req. 3

This problem gives you practice in computing and evaluating several of the ratios used in investment analysis. By analyzing the two-year trends in the ratios, you can see whether the company’s abilities to pay its debts, sell its inventory, and generate profits have improved or deteriorated during this period. Improving ratio values generally indicate an attractive investment, and deteriorating ratio values usually signal an unattractive investment.

 (45-60 min.)  P 13-56A
Req. 1

	
	(Dollar Amounts and Stock Quantities in Thousands)

	
	
	
	

	
	
	DVR
	Express

	a.
	Acid-test ratio:
	$22 + $10 + $182
	=
	0.59
	$38 + $14 + $167
	=
	0.66

	
	
	$362
	
	
	$333
	
	

	
	
	
	
	
	
	
	

	b.
	Inventory
	$449
	=
	2.16
	$382
	=
	2.01

	
	turnover:
	($210 + $205) / 2
	
	
	($181 + $199) / 2
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	c.
	Days’ sales in
	($182 + $205) / 2
	=
	117
	($167 + $199) / 2
	=
	129

	
	average 
	$602 / 365
	
	
	$517 / 365
	
	

	
	receivables:
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	d.
	Debt ratio:
	
	$673
	
	=
	0.69
	
	$700
	
	=
	0.75

	
	
	
	$981
	
	
	
	
	$935
	
	
	

	
	
	
	
	
	
	
	

	e.
	Times-interest-
	Ratio is not meaningful
	
	 $73
	
	=
	4.56

	
	earned ratio:
	because DVR has
	
	$16
	
	
	

	
	
	no interest expense.
	
	
	

	
	
	
	
	
	
	
	

	f.
	Return on common
	$61
	=
	0.215
	$39 − ($30 × .05)
	=


	0.189


	
	stockholders' equity:
	($308 + $260) / 2
	
	
	[($235 − $30) +

($221 − $30)] / 2
	
	

	
	
	
	
	
	
	
	

	g.
	Earnings per share
	
	$61
	
	=
	$0.61*
	$39 − ($30 × .05)
	=
	$2.50*

	
	of common stock:
	
	100
	
	
	
	15
	
	

	
	
	
	
	
	
	
	
	
	

	h.
	Price/earnings
	
	$6.10*
	
	=
	10.0
	
	$55.00*
	
	=
	22.0

	
	ratio:
	
	$.61*
	
	
	
	
	$2.50*
	
	
	


*Not in thousands.

(continued)  P 13-56A
Decision:

The common stock of DVR seems to fit the investment strategy better. Its price/earnings ratio is than half of that of Express, and DVR appears to be in slightly better shape financially than Express. On several of the ratios, the two companies are relatively close. The ratios that tip the decision in favor of DVR are days’ sales in receivables, the debt ratio, and the return on common stockholders’ equity.

Req. 2

	
	
	DVR
	
	Express

	
	
	
	
	

	EVA®
	
	 $61,000 − ($260,000 × .10)
	
	
	$39,000 + $16,000 − [($299,000 + $221,000) × .10]

	
	
	
	
	
	

	
	=
	 $61,000 − $26,000
	
	=
	$55,000 − $52,000

	
	
	
	
	
	

	
	=
	 +$35,000
	
	=
	 + $3,000


The EVA® analysis confirms the conclusion from the ratio analysis. DVR appears to be the better investment.

Problems
Group B

(20-30 min.)  P 13-57B
Req. 1
	Amaze Shipping, Inc.

	Trend Percentages

	
	
	
	
	
	

	
	2010
	2009
	208
	2007
	2006

	Net revenues
	 205.3%
	167.7%
	119.3%
	103.0%
	   100%

	Net income
	122.2
	111.1
	166.7
	125.9
	100

	Total Assets
	
	
	
	
	

	     3.54
	
	$385 + $365
	=
	0.72
	
	  $98

	
	$188
	
	
	
	$677 + $365
	
	
	
	47 +20
	 = 
	 $1.47*

	
	
	
	
	
	
	
	
	
	
	
	

	c.
	$300 - $26 
	=
	1.69
	
	$385 - $26
	=
	0.55
	
	 No
	
	

	
	$188 - $26
	
	
	
	$677 - $26
	
	
	
	effect
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	d.
	$300 + $45
	=
	1.48
	
	$385 + $45
	=
	0.60
	
	No effect

	
	$188 + $45
	
	
	
	$677 + $45
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	e.
	No effect
	
	
	
	No effect
	
	No effect


*Not in thousands.
(40-50 min.)  P 13-61B
Req. 1

	(Dollar Amounts and Stock Quantities in Thousands)

	
	
	
	
	

	
	
	2010
	
	2009

	a.
	Current ratio:
	
	$540
	
	=
	1.93
	
	
	$508
	
	=
	1.73

	
	
	
	$280
	
	
	
	
	
	$293
	
	
	

	
	
	
	
	
	
	
	
	

	b.
	Inventory
	$376
	=
	1.30
	
	$283
	=
	1.19

	
	turnover:
	($291 + $288) / 2
	
	
	
	($288 + $188) / 2
	
	

	
	
	
	
	
	
	
	
	

	c.
	Times-interest-
	
	$181
	
	=
	5.84
	
	
	$166
	
	=
	3.32

	
	earned ratio:
	
	$31
	
	
	
	
	
	$50
	
	
	

	
	
	
	
	
	
	
	
	

	d.
	Return on 
	$108 − $2*
	=
	0.482
	
	$69 − $2*
	=
	0.339

	
	common stock-
	($243 + $197) / 2
	
	
	
	($197 + $198) / 2
	
	

	
	holders' equity:
	*rounded
	
	
	
	*rounded
	
	

	
	
	
	
	
	
	
	
	

	e.
	Earnings per share
	
	$108 − $2*
	
	=
	$5.58*
	
	
	$69 − $2*
	
	=
	$3.94*

	
	of common stock:
	
	19
	
	
	
	
	
	17
	
	
	

	
	
	*rounded
	
	
	
	*rounded
	
	

	f.
	Price/earnings
	
	$78.12*
	
	=
	14
	
	
	$59.10*
	
	=
	15

	
	ratio:
	
	$5.58*
	
	
	
	
	
	$3.94*
	
	
	


____

*Not in thousands.    
(continued)  P 13-61B
Req. 2

Decisions:

a.
The company’s financial position improved during 2010, as shown by increases in the current ratio, inventory turnover, and times-interest-earned ratio.
b.
The common stock’s attractiveness improved a little during 2010, as shown by the rise in the stock’s market price. This increase in market price is consistent with the increase in earnings per share of common stock. Return on common stockholders’ equity is high. 

Req. 3

This problem gives you practice in computing and evaluating several of the ratios used in investment analysis. By analyzing the two-year trends in the ratios, you can see whether the company’s abilities to pay its debts, sell its inventory, and generate profits have improved or deteriorated during this period. Improving ratio values generally indicate an attractive investment, and deteriorating ratio values usually signal an unattractive investment. 

(45-60 min.)  P 13-62B
Req. 1

	(Dollar Amounts and Stock Quantities in Thousands)

	
	
	
	
	

	
	
	CDROM.com
	
	E-shop Stores

	a.
	Acid-test ratio:
	
	$24 + $5 + $185
	
	=
	0.59
	
	$41 + $15 + $165
	=
	0.67

	
	
	
	$363
	
	
	
	
	$332
	
	

	
	
	
	
	
	
	
	
	

	b.
	Inventory
	
	$455
	
	=
	2.16
	
	$388
	=
	2.03

	
	turnover:
	
	($219 + $202 / 2
	
	
	
	
	($187 + $195) / 2
	
	

	
	
	
	
	
	
	
	
	

	c.
	Days’ sales in
	
	($185 + $143 / 2
	
	=
	100
	
	($165 + $190) / 2
	=
	126

	
	average 
	
	$597 / 365
	
	
	
	
	$516 / 365
	
	

	
	receivables:
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	d.
	Debt ratio:
	
	$663
	
	=
	0.68
	
	
	$693
	
	=
	0.75

	
	
	
	$978
	
	
	
	
	
	$928
	
	
	

	
	
	
	
	
	
	
	
	

	e.
	Times-interest-
	Ratio is not meaningful

because CDROM.com 
	
	
	$70
	
	=
	5.38

	
	earned ratio:
	
	
	
	$13
	
	
	

	
	
	has no interest expense.
	
	
	
	

	
	
	
	
	
	
	
	
	

	f.
	Return on common
	$68
	=
	0.237
	
	$39 − ($30 × .06)
	=
	0.188

	
	stockholders' 
	($315 + $259) / 2
	
	
	
	[($235 − $30) +  
	
	

	
	equity:
	
	
	
	
	($220 − $30)] / 2
	
	

	
	
	
	
	
	
	
	
	

	g.
	Earnings per share
	
	
	$68
	
	
	=
	$0.68*
	
	$39 − ($30 × .06)
	=
	$3.72*

	
	of common stock:
	
	
	100
	
	
	
	
	
	10
	
	

	
	
	
	
	
	
	
	
	

	h.
	Price/earnings
	
	$8.84*
	
	=
	13
	
	
	$70.68*
	
	=
	19

	
	ratio:
	
	$.68*
	
	
	
	
	
	$3.72*
	
	
	


_____

*Not in thousands.

(continued)  P 13-62B
Decision:

CDROM.com’s common stock seems to fit the investment strategy better. Its price/earnings ratio is lower than that of E-shop Stores, and CDROM.com appears to be in better shape financially than E-shop Stores, as indicated by all the ratio values except for the Acid-Test Ratio and Earnings per Share of Common Stock.

Req. 2

	
	
	CDROM.com
	
	E-shop Stores

	
	
	
	
	

	EVA®
	
	$68,000 − [($0 + $259,000) × .12]
	
	
	$39,000 + $13,000 − [($300,000 + $220,000) × .12]

	
	=
	$68,000 − $31,080
	
	=
	$52,000 − $62,400

	
	=
	$36,920
	
	=
	-$10,400


The EVA® analysis confirms the conclusion from the ratio analysis, that CDROM.com appears to be the better investment.

Decision Cases

(30 min.)  Decision Case 1

Req. 1

	Trans-

action
	Current

Ratio
	Debt

Ratio
	Times-Interest-

Earned

Ratio
	Return

on

Equity
	Book

Value

Per Share

	
	
	
	
	
	

	1
	Increase
	Decrease
	No effect
	Increase
	Increase

	2
	Increase
	Increase
	No effect
	No effect
	No effect

	3
	Decrease
	Increase
	No effect
	Increase
	Indeterminate

	4
	No effect
	Increase
	Decrease
	Decrease
	Decrease

	5
	Increase
	Decrease
	Increase
	Increase
	Increase

	6
	Decrease
	Increase
	No effect
	No effect
	No effect


Req. 2

	Transaction
	Overall Effect on the Company

	
	

	1
	Positive (due to gain)

	2
	Unclear

	3
	Unclear*

	4
	Negative (due to loss)

	5
	Positive (due to gross profit)

	6
	Unclear


____

*May be negative because of decreasing assets to shrink the 

 company.

(20-30 min.)  Decision Case 2

	
	              Ratio
	  CNH
	Caterpillar

	
	
	
	

	1.
	Current ratio
	Higher
	Lower

	
	
	
	

	2.
	Acid-test ratio
	No effect
	No effect

	
	
	
	

	3.
	Inventory turnover
	Lower
	Higher

	
	
	
	

	4.
	Receivable turnover
	No effect
	No effect

	
	                and
	
	

	
	Days’ sales in receivables
	
	

	
	
	
	

	5.
	Debt ratio
	Lower
	Higher

	
	
	
	

	6.
	Times-interest-earned
	Higher
	Lower

	
	
	
	

	7.
	Return on sales, total assets, 
	Higher
	Lower

	
	and equity, 
	
	

	
	and earnings per share
	
	

	
	
	
	

	8.
	Price/earnings ratio
	Lower*
	Higher*

	
	
	
	

	
	_____

	
	*Assuming stock price is unaffected by the accounting

	
	 difference. If stock price is affected, the price/earnings

	
	 ratio could be higher (lower) for either company.

	
	
	
	

	
	
	
	

	9.
	Dividend yield
	No effect
	No effect

	
	
	
	

	10.
	Book value per share
	Higher
	Lower


 (continued)  Decision Case 2

CONCLUSION:

Overall, CNH will look better than Caterpillar because of:

· Higher current ratio, times-interest-earned ratio, rate of return measures, and book value per share of common stock.

· Lower debt ratio.

Caterpillar may have the higher inventory turnover ratio and may have a higher price/earnings ratio. Overall, CNH will appear stronger — based solely on the ratios.

(20-30 min.)  Decision Case 3

To reduce losses and establish profitable operations, Outward Bound should take the following steps:

1.
Make a dedicated effort to collect receivables and consider extending less credit to customers. Receivables make up 15.2% of assets, compared to 11.0% for the industry average. The company’s inability to collect its receivables may explain the shortage of cash (3.0% of total assets compared to 6.8% for the industry).

2.
Reduce the amount of the company’s interest-bearing debt. The company’s short-term notes payable equal 17.1% of total assets, compared to 14.0% for the industry average. (Interest-bearing) long-term debt equals 19.7% of total assets, compared to 16.4% for the industry. Outward Bound’s total interest-bearing debt is 36.8% of total assets, compared to only 30.4% for the industry. This debt burden causes the company to pay more interest expense than the norm for the industry (5.8% of net sales, compared to only 1.3% for the average company in the industry). The high level of interest expense drags profits down.

3.
Sell higher profit-margin products. Cost of sales is 68.2% of sales, compared to 64.8% for the industry average. Consequently, gross profit is only 31.8% of net sales, which is less than the 35.2% industry average.

4.
Cut operating expenses below their current level of 37.1% of sales by finding cheaper ways of doing business. The company should consider operating out of a less expensive building, spending less on advertising, laying off employees, and other cost-cutting measures to trim operating expenses.

Ethical Issue

Req. 1


The ethical issue is:  Should Turnberry reclassify its investments from long-term to short-term?  

Req. 2 and Req. 3


The stakeholders in the decision are Turnberry Corporation, its officers and directors, and its current and future creditors.


Economic analysis:  Reclassifying the long-term investments as short-term will increase current assets and, therefore, increase the current ratio. Turnberry’s financial position is not improved by this reclassification because the company’s asset position has not changed.  However, its short-term debt paying ability will appear to be improved and thus might entice current or future creditors to loan money to the corporation that they would otherwise not lend, subjecting them to possible loan losses in the future, should Turnberry prove unable to service their debt.  


Legal analysis:  If Turnberry’s management truly believes that they intend to sell the investments within a year, thus justifying reclassification of the investments to current assets, nothing illegal has happened.  However, intentionally falsifying financial statements is considered illegal in all states, and is also a federal crime, with criminal or civil penalties, or both.    


Ethical analysis:  Reclassifying a long-term investment as current to meet a debt agreement does not, in itself, brand Turnberry managers as unethical. The managers may have honestly intended to sell the investments in order to meet 

the company’s obligations. In that case, the managers took appropriate action.

Req. 4.  

Reclassifying the investments from current back to long-term may suggest to some observers that managers are playing a shell game. However, the case states that sales subsequent to the first reclassification have improved the current ratio. Under these circumstances, Turnberry may not need to sell the investments. The managers may prefer to hold the investments beyond one year and, therefore, need to reclassify them as long-term. In that case, the managers’ action is appropriate.

This case illustrates how gray accounting can be. Here the debt agreement depends on the current ratio, which is affected by an asset classification that managers control simply by their intentions. Because the managers’ intentions cannot be observed, it would be hard to prove that the managers are acting unethically.

Focus on Financials:  Amazon.com, Inc.

(1-2 hours)

Req. 1

1.  Ability to pay current liabilities

	Ratio
	Computation
	2008
	2007
	Interpretation

	Current
	CA*/CL
	6,157/4,746 = 1.3
	5,164/3,714 = 1.4
	Declined slightly

	Acid-test (Quick)
	QA**/CL
	(2,769 + 958)/4,746 = .78
	(2,539 + 573)/3,714 = .83
	Declined slightly


CA = Current Assets

QA = Quick Assets (Cash and equivalents + Marketable securities)

2.  Ability to sell inventory and collect receivables

	Ratio
	Computation
	2008
	2007
	Interpretation

	Inventory turnover
	COS/Avg. Inventory*
	14,896/1,300 = 11.45
	11,482/1,039 = 11.05
	Improved slightly

	Accounts receivable turnover
	Net sales/Avg. receivables**
	19,166/766 = 25.02
	14,835/552 = 26.88
	Declined slightly but still high

	Days sales in receivables 
	Avg. receivables**/

daily sales
	766

(19,166/365) =

14.59 days
	552

(14,835/365) =

13.58 days
	Lengthened slightly but still low


*Avg. inventory  
2008: (1,399 + 1,200)/2 
= 1,300





2007: (1,200 + 8771)/2 
= 1,039

**Avg. receivables
2008:  (827 + 705)/2 
=    766





2007: (705 + 3991)/2
=    552


1Obtained from 2007 annual report at www.sec.gov.  


(continued)  Focus on Financials:  Amazon.com, Inc. 
3.  Ability to pay long-term debt

	Ratio
	Computation
	2008
	2007
	Interpretation

	Debt Ratio
	Total debt/Total current assets
	(4,746 + 409 + 487) /8,314 

= .678
	(3,714 + 1,282 + 292)/6,485 

= .815
	Improved significantly

	Times Interest Earned
	Income from operations/interest expense
	842/83 = 

= 10.14 
	655/90 = 

= 7.28
	Improved significantly


(continued)  Focus on Financials:  Amazon.com, Inc.
4.  Profitability

	Ratio
	Computation
	2008
	2007
	Interpretation

	ROS
	Net income/Net sales
	645/19,166 

= .034
	476/14,835

= .032
	Improved slightly

	ROA
	Net income + Interest expense /Average total assets*
	(645 + 71)

7,400

= .097 
	(476 + 77)

5,424 

= .102
	Declined slightly but still relatively strong

	ROE
	Net income – preferred dividends/Average stockholders’ equity**
	645 – 0 

1,935

= .333
	476 – 0 

814

.584
	Declined but still strong.  In both years, exceeded ROA

	EPS
	Net income – preferred dividends/Average common shares outstanding 
	645 – 0

(428 + 416)/2

=$1.52
	476 – 0

(416 + 4141)/2

$1.15
	Improved


*Average total assets 
2008:  ($8,314 + $6,485)/2  
=  7,400





2007:  ($6,485 + $4,3631)/2 
=  5,424

**Average s/e


2008:  ($2,672 + $1,197)/2  
=  1,935






2007:  ($1,197 + $4311)/2
=     814

1Obtained prior year data from 2007 annual report at www.sec.gov.  

(continued)  Focus on Financials:  Amazon.com, Inc.
5.  Cash flow from operations:

2008:  $1,697  (per share = $1,697/423) = $4.01

2007:  $1,405  (per share = $1,405/413) = $3.40

Cash flow from operations substantially improved, both on a total and per share basis.  In 2008, cash flow from operations exceeded net income by about 263%.  In 2007, cash flow from operations exceeded net income by 295%.  The company is generating significant amounts of cash from operations and using it wisely.  

6.  Evaluating stock as an investment

Student opinions on this question will vary.  The following statistics will bolster their positions.  

	Ratio
	Computation
	20081
	20071
	Interpretation

	Price/

earnings
	Market price at year end/EPS
	51.28

1.52

= 33.73
	92.64

1.15

= 80.55
	Down significantly.  Partly due to market factors.  Stock still a strong performer, given the bear market at 12/31/2008

	Dividend yield
	Dividend per share of common stock
	0
	0
	No dividends paid 

	Book value per common share
	Stockholders’ equity – preferred equity/ Common shares outstanding
	2,672 – 0

428

= 6.24
	1,197 – 0 
416

2.87
	Substantially higher


Amazon.com, Inc. appears to be well positioned for the future.  Most would say their stock would be a decent buy at $51.28 a share.  On April 24, 2009, the stock was selling for $84.46, so in 

retrospect, it would have been a very good investment on December 31, 2008.  It increased in price by 64% in 4 months.  

Focus on Analysis:  Foot Locker, Inc.

(20 min.)

Req. 1

	Trend analysis:
	
	
	

	
	
	
	
	

	
	
	2007
	2006
	2005

	Net sales………………………………………
	96%
	102%
	100%

	Cost of sales………………………………….
	102%
	102%
	100%

	Gross profit ($)…(sales – cost of sales)...
	$1,420
	$1,736
	$1,709

	Gross profit ……
	83%
	102%
	100%

	Income from continuing operations, before tax …….
	-112%
	96%
	100%

	Net income (net loss)……………………..
	19%
	95%
	100


The trend analysis paints an unfavorable trend in Foot Locker’s operations over the 2005 to 2007 period. Sales increased very little in 2006, and then started to decline in 2007. Meanwhile, cost of sales in 2007 continued at an increased level, causing gross margin to decline to only 83% of its 2005 level. Operating expenses also remained high, forcing the company into a loss from continuing operations in 2007

Req. 2
The following figures come from Foot Locker, Inc.’s 2008 annual report (compared to 2005 used as a base year):

Sales




$5,237


($5,653)

Cost of sales

$3,777


($3,944)

Gross profit

$1,460


($1,709)

(continued)  Focus on Analysis:  Foot Locker, Inc.

Income, 

continuing

operations,

before tax

($100)


$405

Net income

($  80)


$264

In horizontal analysis percentages, these numbers are:

Sales




93%



100%

Cost of sales

96%



100%

Gross profit

85%



100%

Income, 

continuing

operations, 

before tax

-125%


   100%

Net income

-130%


   100%

Req. 3

Student views on this part will vary.  Foot Locker, Inc., like other mid-size retailers, is really suffering from the effects of the global economic recession of 2008 and 2009.  The company will probably have to cut back significantly on expenses in the future in order to survive, which will mean closing its unprofitable stores and laying off employees in order to conserve cash until economic times improve.  They will 

probably survive, but not without some pain in the near to intermediate term.  Their stock closed at $11.90 a share on April 24, 2009.  Analysts ratings on that day were mixed between buy and hold.   

Group Projects

(2-3 hours)

Student responses will vary on this assignment.  
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