       ACCOUNTING DOCUMENTS:  

         Rising costs to either manufacture or purchase inventory could be responsible for a decline in gross profit in the face of an increase in sales.  Assume that 1,000 units of a product are sold with a unit cost of $80 and a selling price of $100.  Sales total $100,000, and gross profit is $20,000.  Assume that in the following year, the company raises the selling price to $115 because of rising costs.  If the cost to make a unit goes up to $96 and the company sells another 1,000 units, sales will increase by 15% to $115,000, but gross profit will decrease to 1,000 X ($115 – $96), or $19,000—a decrease in gross profit of 5%.
		The composition of current assets indicates the relative size of cash, accounts receivable, inventory, and other short-term assets.  A relatively large balance in inventory may indicate that a company is not turning over its products quickly enough.  Similarly, a large accounts receivable balance could signal a problem in the collection department.  Finally, a large cash balance may be a sign that the company is not taking advantage of short-term investment opportunities.
		Ratios can be categorized according to their use in performing three types of analysis: (1) liquidity analysis, (2) solvency analysis, and (3) profitability analysis.
		The first stage in the operating cycle for a manufacturer is the purchase of raw material and its transformation into a final product.  The second step is the sale of the product, and the third is the collection of any receivable from credit granted to the customer.  The operating cycle differs for a retailer in that a finished product is purchased from a wholesaler and there is not the time involved in production.
		Current assets are reported on a balance sheet in the order of their nearness to cash, or liquidity.  Cash is obviously presented first, followed by short-term investments.  Accounts receivable, one step removed from cash, are shown next, and then inventory.  Because prepaid assets, such as supplies or insurance paid for in advance, will not be converted into cash, they are normally reported last in the current asset section of the balance sheet.
[bookmark: _GoBack]        	A relatively low acid-test or quick ratio compared with the current ratio probably indicates a large inventory balance.  Large amounts of inventory may be normal for a company, but on the other hand they could signal problems in moving obsolete items.  The inventory turnover ratio for the most recent period should be compared with those of prior periods to determine whether there has been a decrease in the number of turns per year.  A less likely explanation for a low quick ratio compared with the current ratio would be large balances in various prepayments, such as supplies and insurance.


