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(4)	 Th e curr ent ra tio is equal to divided by _ 

(5)	 _ _____ _ is incl uded in comp uting the current ratio but not the quick ra tio. 

(6)	 The acco unts receivable turnover is equal to divided by _ 

(7)	 Th e num ber of days for inventory sold on credit to convert to cash is found by add ing the 
______ _ to the _ 

(8)	 The ratio of to lon g-term liab ilities looks at the de gree of deb t in the cap ital 
struc ture. 

(9)	 Th e number of times interest is ea rn ed is equ al to divided by 

(10)	 Re turn on owner 's eq uity is foun d by dividing by _ 

(11)	 TIle price/earnings ra tio is equa l to the per share divided by the 
_ _ _ _ _ _ _ pe r share. 

(12)	 Two measures that are of interest to sto ckholders in evaluating the div iden d policy of the firm 
are the dividend and the dividend ra tios. 

(13)	 W hen the comparison of ratios indica tes a significant change in fin ancial posi tion . the anal yst 
should _ 

Answers: (1) the same accoun t of a prior year ; (2) net sales; (3) Liquidity; (4) current assets. current liabilities; 
(5) Inventory; (6) net credit sales, average account s receivable; (7) collection period, average age of 
inventory; (8) stockholders' equity; (9) incom e before interest and taxes, inter est expense; (10) net 
income, average stockholders' equity; (11) market price, earnings; (12) yield, payo ut; (13) investigate 
furthe r 

Solved Problems 

14.1	 Smith Corpora tion pro vides the following com para tive incom e state men t: 

Smith Corporation
 
Comparati ve Income Statement
 

For the Years Ended December 31, 20X3 and 20X2
 

Percentage of 
Increa sc 

20X3 20X2 or (Decrease) 

Sales $570,000 $680,000 

Cost of Goods Sold 200,000 170,000 

G ross Profit $370,000 $510,000 

Operating E xpenses 100,000 210,000 

Net Income $270,000 $300,000 
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(a)	 Using horizontal analysis, fill in the percentage change. 

(b)	 Eva luate the results. 

SOLUTION 

(a)	 Smith Corporation 
Comparative Income Statement 

For the Years Ended December 31, 20X3 and l OXl 

Percentage of 
Increase 

20X3 20X2 or (Decrease) 

Sales $570,000 $680,000 (16.2) 

Cost of Goods Sold 200,000 170,000 (17.6) 

G ross Profit $370,000 $510,000 (27.5) 

Operating Expenses 100,000 210,000 (52.4) 

Net Income $270,000 $300,000 (10.0) 

(b)	 Gross profit declined 27.5 percent due to the comb ined effects of lower sales and higher cost of sales. 
Ho wever. opera ting expenses were sharply cut. This kept the decline in net income to only 10 
percent. 

14.2 Jones Corporation repor ts the following for the period 20X I- 20X3: 

20X3 20X2 20X1 

Current Liabilities	 $34,000 $25,000 $20,000 

Lon g-term Liabilities	 60,000 45,000 50,000 

TIle base year is 20Xl. Using trend analysis, determine the appropriate index numbers. 

SOLUTION 
20/3 20 ~ 2 20Xl 

Curre nt Liabilities 170 125 100 

Long-term Liab ilities 120 90 100 

14.3 The Lyons Corporation reported the following incom e statement data : 

20X2 20Xl 

Net Sales	 $400,000 $250,000 

Cost of Goods Sold	 280,000 160,000 

Oper ating Expense s	 75,000 56,000 

(a)	 Prepare a compara tive income statement for 20X2 and 20X I by using vertical analysis. 

(b)	 Evaluate the results. 
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SOLUTION 

(a)	 The Lyons Corporation
 
Income Statement and
 
Common Si ze A nalysis
 

For the Years Elided December 31, 20X2 and 20 X1 

20X2	 20Xl 

Amount Percent Amount Percent 
Ne t Sales $400,000 100.0 $250,000 100.0 
Cost of Goods Sold 280,000	 70.0 160,000 64.0 

Gross Profit $120,000 30.0 $ 90,000 36.0 

Operating Expenses 75,000 18.8 56,000 22.4 

Net Income $ 45,000 11.3 $ 34,000 13.6 

(b)	 Cost of goods sold has risen, possibly due to the higher cost of buying merchan dise. O perating 
expenses have dropped, possibly due to better cost control. Overall. there has been a decline in 
profitability. 

14.4 Charles Corporation's balance sheet at December 31, 20X7, shows the followin g: 

Current Assets 

Cash $ 4,000 

Marketable Securities 8,000 

Accounts Receivable 100,000 

Inventories 120,000 

Prepaid Expenses 1,000 

Tota l Current Assets $233,000 

Current Liabilities 

Notes Payable $ 5,000 

Accounts Payable 150,000 

Accrued Expenses 20,000 

Income Taxes Payabl e 1,000 

Total Current Liabilities $176,000 

Long-term Liab ilities $340,000 

Determine (u) working capital, (b) curr ent ra tio, and (c) quick ratio . 

SOLUTION 

(a)	 Current assets - Current liabil ities = Working capital
 

. $233,000 - $176,000 = $57,000
 

Current assets $233,000 
(b) Current rat io = . . ..	 = = 1.32 

Current liabilities $176,000 

(c) 
Cash + Mar ketable securities + Accounts receivable 

Q uick ratio = Curr ent li bili .ra nines 

$4,000 + $8,000 + $100,000 

$176,000 

= $112,000 = 0.64 
$176,000 
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14.5	 B, sed upon the answe rs to Problem 14.4, does Cha rles Corpora tion have goo d or poor liquidity 
if the industry averages arc a current rat io of 1.29 and a quick ratio o f 1.0?? 

SOLUTION 

While the company's curr ent ra tio is sligh tly better than the industry norm, its quick ratio is 
significantly belo w the norm. Charles Corporation has more in current liabili ties than in highly liquid 
assets. It therefore has a poor liquidit y position. 

14.6	 Th e Rivers Company reports the followin g data relative to accounts receivab le: 

20X2 20X1 
Ave rage Accounts Receivable $ 400,000 $ 416,000 

Ne t Cred it Sales 2,600,000 3.100,000 

The terms of sale are ne t 30 days. (a) Compute the accounts receivable tu rnover and the 
collection period. (h) Evaluate the results. 

SOLUTION 
Net credit sales 

(a)	 Accounts receivab le turnover = . 1
Average accounts re ceivab e 

$2.600,000 $3,100,000 . 
20X2: $400,000 = 6.5 times; 20X! : $416,000 = 7.45 limes 

365 days 
Collectio n period = ---- --.-----''----­

Accounts receivable turnover 

365 365 
20X2: - = 56.2 days; 20X1: - = 49 days 

6.5	 7.45 

(b )	 The company's management of accounts receivable is poor. In both years, the collection period 
exceede d the terms of net 30 days. Th e situation is getting worse, as is indicated by the significant 
increase in the collection period in 20X2 relat ive to 20Xl . The company has significant funds tied up 
in accounts receivable that could be invested for a return . A care ful evaluation of the credit policy 
is needed. Per haps sales arc being made to marginal custo mers. 

14.7	 Utica Company's ne t accounts rece ivable were $250,000 at December 31, 20X8. and $300,000 
at December 31, 20X9. Ne t cash sales for 20X9 were $100,000. The acco unts receivable turnover 
for 20X9 was 5.0. What were Utica's to tal net sales for 20X9? (AICPA Adapted) 

SOLUTION 
Beginning accounts rece ivable + Ending accounts receivable 

Average accounts rec ivable =	 2 ' 

= $250,000 + $300,000 = $275 000 
2 ' 

Net credit sales 
Accounts receivable turnover = A . bl 

verage accounts recerva e 

I et credit sales 
5 = -	 - - ...,.-,-­

$275,000 

Net credit sales = 5 x $275,000 = $1,375,000 

Since the cash sales were $100,000, the to tal net sales must be $1,475.000. 
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14.8	 On January I, 20X6 , the River Co mpan y's beginning inven tory was $400,000. During 20X6 , 
River purchased $1,900,000 of additional inventory. On Decem ber 31, 20X6, River 's ending 
inventory was $500,000. 

(a )	 What is the inve ntory turnover and the age of inventory for 20X6 ? 

(b )	 If the inventory turnover in 20X5 was 3.3 and the age of the inventory was 110.6 day s, 
evaluate th e results for 20X6. 

SOLlJflO 

(0)	 Cost of Goods Sold 

Beginning Invent ory $ 400,000 
Purchases 1,900,000 
Cost of Goods Available $2,300,000 
Ending Inventory 500,000 
Cost of Goods Sold $1,800,000 

Beginning inv ntory + Endin g inven tory 
Average Inventory =	 2 

$400,000 + $500,000 $ 000 =	 = 450 
2 ' 

Cost of goods sold $1,1\00.000 
Inventorv turnover =	 = = 4 

. Average inventory $450,000 

365 davs 365
Age of inventory = . = - = 91.3 days 

Inventory turnover 4 

(b)	 River Company' inventory management improved in 20X6, as evidenced by the higher turnover rate 
and decrease in the days that inven tories were held. As a resul t, there is less liquidity risk. Further, 
the comp any's profitability will benefit by the increased turnover of merchandise. 

14.9	 Based on your answer to Problem 14.8, what is the operating cycle in 20X6 if we assume that 
the collection period is 42 days? 

SOLUTI ON 

Number of days inventory is held 91.3 
Number of days receivables are held 42.0 
Op erating cycle 133.3 days 

14.10	 A conden sed balance shee t and other financial da ta for Alpha Compa ny appear below. 

A lpha Company
 
Balance Sheet
 

December 31, 20X]
 

ASSETS 

Current Assets	 $100,000 

Plan t Assets	 150,000 

Total Assets	 $250,000 



CHA P. 14]	 FINANCIAL STATEMENT ANALYSIS 293 

LIABILITIES AND STOCKHOLDERS' EQUITY 

Current Liabilities 

Long-term Liabilities 

To tal Liabilities 

Stoc kholders' Equity 

Total Liabilities and Stockholders' Equity 

In come Statement Data 

Net Sales 

Interest Expense 

Ne t Income 

$100,000 

75,000 

$175,000 

75,000 

250,000 

$375.000 

4,000 

22,500 

The following account b lances existed at December 31, 20XO: Total assets, $200,000; 
Stockholders' Equity, $65,000. The tax rate is 35 percent. 

Industry Norm s as of December 31, 10XI 

Stockho lders' equity to tot al liabilities 0.57 

Stoc kholders ' equity to long-term liabilities 1.15 

Plant assets to long-term liabilities 2.40 

Profit mar gin 0.12 

Ret urn on total assets 0.15 

Re turn on stockho lde rs' equity 0.30 

et sales to average total assets 1.71 

Calcula te and evaluate the following ratios for Alpha Company as of December 31, 20X] . 

(a) Stockholders' equity to total liabilities 

(b ) Stockho lders ' equity to long-term liabilities 

(c) Plant assets to long-term liabilities 

(d ) Profit margin 

(e) Return on total assets 

(f) Return on stockholders ' equity 

(g ) Net sales to average total assets 

SOLUTIO 

Stockholders' equity 
(a) I I' bili ='T" .rota ia 1 itres 

$75,000 
$1 000 = 0.43t:7_1 

A lpha 's percenta ge of stockholders' equity to total liabilities is considerably below the industry 
norm, indica ting a solvency problem. Excessive debt may make it difficult for the firm to meet its 
obligati ns during a dow nturn in business. A high debt position will also mak e it difficult for the 
entity to ob tain financing during a period of tight money supply, 

(b)	 Stockholders' equity = $75,000 = 1 
Long-term liabilities $75,000 

The company's ra ti is again below the industry norm, which means it is less solven t than othe r 
c mpan i s in the industry. 
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Plan t assets $1-0 ,000 
(c) 

Long-term liabilities = $75,000 = 2 

Because Alpha's ratio is lower than the industry norm , we can infer that long-term creditors 
have a greater than normal claim on the firm's plant assets. Alpha's long-term borrowing capacity 
is therefore more limited than that of its competition. 

. Net income $22,500 
(d) Profit margin = = $ = 0.06 

Net sales 375,000 

Alpha 's profit margin is far below the industry norm, 111is indicates that the opera ting 
performance of the entity is poor because the profitability genera ted from revenue sources is low. 

Net income + Interest expense (net of tax) 
(e) Return on to tal assets = - - - - - - - - - -'-----''--- - ---'­

Avera ge total assets 

$22,500 + $4,000 (1 - 0.35) 

($200,000 + $250,000)/2 

$ 25,100 
$225,000 = 0.11 

Alpha 's ratio is bel w the industry norm. Therefore, the company's efficiency in generating 
profit from assets is low. Profit genera tion is, of course, different from reven ue (sales) genera tion 
becaus e for the former, corporate expenses are deduc ted from sales. 

Net income 
(f) Re turn on stockholders' equity = Id ' 

Average stockho ers' equity 

$22,500 

($65,000 + $75,000)/2 

= $22,500 = 0.32 
$70,000 

Since the return earned by Alpha's stockholders is slightly more than the industry norm, 
investment in the firm re lative to competition was advantageous to existing stockholders. This may 
be due to a currently low stockho lders' equity investment in the firm. 

Net sales = $375,000 = 1 67 
(g) 

Average total assets $225,000 . 

Alpha's ratio is about the same as the industry norm. Therefore, the company's ability to utilize 
its assets in obtaining revenue is similar to the competition's. The utilization of assets has a bearing 
upon the ultimate profitability to stock holders. 

14.11 TIle Format Company reports the following ba lance sheet data: 

Current Liabilities $280,000 

Bonds Payable, 16% 120,000 

Preferred Stock, 14% , $100 par value 200,000 

Common Stock, $25 par value, 16,800 shares 420,000 

Premium on Common Stock 240,000 

Retained Ea rnings 180,000 
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Income before taxes is $160,000. The tax rate is 40 percent. Common stock holders' equity 
in thc previous year was $800,00 . The marke t price per sha re of common stock is $35. Calculate 
(a) net income, (b ) preferred dividends, (c) ret urn on common stock, (d ) interest coverage, (e) 
earnings per share, and (f) price/earnings ra tio. 

SOLUTION 

(a) Income before taxes 160,000 

Taxes (40 % rate) 64,000 

Net income $ 96.000 

(b) 14% X $200,000 =' $28,000 

(c) Common stockholders' equity: 

Common tock $420,000 

Premium on Common Stock 240,000 

Re tained Earn ings 180.000 

a mmon Sto ckholders' E quity	 $840,000 

Ne t income - Pre ferred d ividend 
Return on common stock ='	 . 

Average common stockho lders' equity 

96,000 - $28,000 _ = $68,000 = °0 
($800,000 + $840,000)/2 $820,000 . 8 

(d) Income be fore interest and taxes equals: 

Income be fore taxes $160,000 

In terest expense (16 % X $120,000) 19,200 

Income be fore interes t and taxes 179.200 

Inc me before interest and taxes $179.200 9 . 
In terest covera ge = = $19200 =' .33 tunes 

In terest exp ense , 

Nc t income - Pr ferr ed divide nds $96,000 - $28,000 $ 
(e) E arnings per share =	 . = . = 4.05 

Common stock outstanding 16,800 shares 

Ma rket pricc per sha re $35.00 
(f) Price/earnings ratio =' . I = $4 05 = 8.64 times 

Earnings per s rare . 

14.12	 Wilder Cor po rat ion's commo n stock ' ccou nt for 20X3 and 20X2 showed $45,000 of common 
st ck at $10 par value. Additional data are 

20X3 20X2 

Dividends $2,250.00 $3,600.00 

Market Price Per Share 20.00 22.00 

Ea rnings Pe r Share 2.13 2.67 

(a) Calculate the dividends per share, dividend yield, and dividend payout. 

(b) Evaluate the results. 
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SOLUTION 

D ividends (a )	 Divide nds per share = - - - - - - ­
Ou tstanding shares 

$2,250 _ $3,600 
20X3: = $0.:>0; 20X2: 500 = $0.80 

4,500 sha res 4, shares 

. Dividends per share 
Divid end yield = --- ----,---'-----­

Market pr ice per share 

SO.50 $0.80 
20X3: - - = 0.03· 20X2: - - = 0.04 

$20.00 ' $22.00 

Dividends per share 
Div idend payout = - - ------''--- ­

. Ea rnings per share 

$0.50 $0.80 
20X3: -$ - = 0.23; 20X2: -$- = 0.30 

2.13 2.67 

(b )	 Th decline in dividends per share, dividend yield, and dividend payout from 20X2 to 20X3 will cause 
concern to stockholde rs. 

14.13 Jones Corporat ion's financial statements appear belo . 

Jones Corporation
 
Balance Sheet
 

December 31, 20 X1
 

ASSETS 

Current Assets 

Cash $100.000 
Marketable Securities 200,000 
Inve ntory 300.000 

Total Curre nt A ssets $ 600,000 
Non current A ssets 

Plant A ssets 500.000 
Total Asse ts $1,100,000 

LIABILITIES AND STOCKHOLDERS' EQUITY 

Current Liabilities $200,000 

Lon g-term Liabilities 100,000 

Total Liabilities $ 300,000 
Sto kholders' Equity 

ammon Stock, $1 pa r value , 
100,000 shares $100,000 

Premium on Common Stock 500,000 
Re tained Earnings 200,000 

To tal Stockholders' Equity 800,000 
1'013 1 Liab ilities and Stockholders' Equity $1,100.000 
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Jones Corporation
 
Income Statement
 

For the Year Ended December 31, 20X1
 

Net Sales $10.000.000 
Cost of Goods Sold 6,000,000 

G ross Profit 4,000,000 
O peratin g Expenses 1,000.000 

Income before Ta: es s 3.000,000 
Income Taxes (50% rate) 1,500.000 

et Inc me	 $ 1.500,000 

Add itional inform ation available is a marke t price of $150 per share of stock and total 
dividends f $600,000 for 20X l , and 250,000 of inventory as of December 31, 20XO. Compute 
the following rat ios: 

(a) Curren t rat io 

(b) Q uick rat io 

(c) Inven tory turn over 

(d ) Age of inventory 

(e) Stockholders ' equity to total liabiliti s 

(J) Plant asse ts to long-term liabilitie 

(g) Operating expenses to ne t sales 

(11 ) Earnings per share 

(i) Price /earnings ratio 

(j ) Dividends per share 

(k) Divid end payou t 

SOLUTION 

Current assets $600,000
(a) Current ratio = . .. . = =3 

Curren t liabilitIes $200,000 

Cash + Marke table securities $300,000 
(b) Qu ick ratio = . .. . = = 1.5 

Curren t liabilities $200,000 

Cost of good s sold $6 000 000 
(c) Inventory turnover = Average inventory ($25 0 ,00~ + $300,000)12 = 21.82 

365 365
(d ) Age of invent ory =	 = - - = 16.7 days 

Inventory turnover 21.82 

Stockholders' equity = $800,000 = 2.67 (e) 
Total liabiliti es $300,000 

Plan t assets = $500,000 = 5 
(f) Long-term liabilities $100,000 

(g)	 Operating expenses = $1.000,000 = 0.1 
Net sal s $10,000,000 

Net income 
(h) Ea rnings per share = ----.----- ­

Ou tstandmg common shares 
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Market price p r share $150 
(i) Price/earnings rati o = E " h = $15 = 10 

arnmgs per s are 

Dividends $600.000 
(j ) Dividends per share = 0 di h = 100 000 h = $6 uts tan mg s ares , s ares 

Dividends per share $6 0
(k) Dividend payout = = - = .4 

Ea rn ings per share $15 

II 




