CHAPTER 14

PERFORMANCE MEASUREMENT

Summary of Questions by STUDY Objectives

	Item
	SO
	Item
	SO
	Item
	SO
	Item
	SO
	Item
	SO
	Item
	SO
	Item
	SO

	True-False Statements

	1.
	1
	8.
	1
	15.
	2
	22.
	3
	29.
	4
	36.
	5
	43.
	6

	2.
	1
	9.
	1
	16.
	2
	23.
	3
	30.
	4
	37.
	5
	44.
	6

	3.
	1
	10.
	2
	17.
	2
	24.
	3
	31.
	4
	38.
	5
	45.
	6

	4.
	1
	11.
	2
	18.
	3
	25.
	3
	32.
	4
	39.
	5
	46.
	6

	5.
	1
	12.
	2
	19.
	3
	26.
	4
	33.
	4
	40.
	6
	47.
	6

	6.
	1
	13.
	2
	20.
	3
	27.
	4
	34.
	5
	41.
	6
	48.
	7

	7.
	1
	14.
	2
	21.
	3
	28.
	4
	35.
	5
	42.
	6
	49.
	7

	Multiple Choice Questions

	50.
	1
	64.
	2
	78.
	3
	92.
	4
	106.
	4
	120.
	6
	134.
	6

	51.
	1
	65.
	2
	79.
	3
	93.
	4
	107.
	4
	121.
	6
	135.
	6

	52.
	1
	66.
	2
	80.
	3
	94.
	4
	108.
	4
	122.
	6
	136.
	6

	53.
	1
	67.
	2
	81.
	4
	95.
	4
	109.
	5
	123.
	6
	137.
	6

	54.
	1
	68.
	2
	82.
	4
	96.
	4
	110.
	5
	124.
	6
	138.
	7

	55.
	1
	69.
	2
	83.
	4
	97.
	4
	111.
	5
	125.
	6
	139.
	7

	56.
	1
	70.
	2
	84.
	4
	98.
	4
	112.
	5
	126.
	6
	140.
	7

	57.
	1
	71.
	3
	85.
	4
	99.
	4
	113.
	5
	127.
	6
	
	

	58.
	1
	72.
	3
	86.
	4
	100.
	4
	114.
	6
	128.
	6
	
	

	59.
	1
	73.
	3
	87.
	4
	101.
	4
	115.
	6
	129.
	6
	
	

	60.
	2
	74.
	3
	88.
	4
	102.
	4
	116.
	6
	130.
	6
	
	

	61.
	2
	75.
	3
	89.
	4
	103.
	4
	117.
	6
	131.
	6
	
	

	62.
	2
	76.
	3
	90.
	4
	104.
	4
	118.
	6
	132.
	6
	
	

	63.
	2
	77.
	3
	91.
	4
	105.
	4
	119.
	6
	133.
	6
	
	

	Exercises

	141.
	1
	145.
	2
	149.
	2
	153.
	4
	157.
	4
	161.
	6
	165.
	6

	142.
	1
	146.
	2
	150.
	2,3
	154.
	4
	158.
	4,5,6
	162.
	5,6
	166.
	6

	143.
	1
	147.
	2
	151.
	2,3
	155.
	4
	159.
	4,5,6
	163.
	5,6
	
	

	144.
	1
	148.
	2
	152.
	3
	156.
	4
	160.
	4,6
	164.
	4,5
	
	

	Matching

	167.
	4,5,6
	168.
	4,5,6
	
	
	
	
	
	
	
	
	
	

	Short-Answer Essay

	169.
	1
	170.
	2,3
	171.
	4,5, 6
	172.
	7
	173.
	1,7
	174.
	7
	
	



SUMMARY OF STUDY OBJECTIVES BY QUESTION TYPE

	Item
	Type
	Item
	Type
	Item
	Type
	Item
	Type
	Item
	Type
	Item
	Type
	Item
	Type

	Study Objective 1

	1.
	TF
	5.
	TF
	9.
	TF
	53.
	MC
	57.
	MC
	142.
	EX
	173.
	SAE

	2.
	TF
	6.
	TF
	50.
	MC
	54.
	MC
	58.
	MC
	143.
	EX
	
	

	3.
	TF
	7.
	TF
	51.
	MC
	55.
	MC
	59.
	MC
	144.
	EX
	
	

	4.
	TF
	8.
	TF
	52.
	MC
	56.
	MC
	141.
	EX
	169.
	SAE
	
	

	Study Objective 2

	10.
	TF
	14.
	TF
	60.
	MC
	64.
	MC
	68.
	MC
	146.
	EX
	150.
	EX

	11.
	TF
	15.
	TF
	61.
	MC
	65.
	MC
	69.
	MC
	147.
	EX
	151.
	EX

	12.
	TF
	16.
	TF
	62.
	MC
	66.
	MC
	70.
	MC
	148.
	EX
	170.
	SAE

	13.
	TF
	17.
	TF
	63.
	MC
	67.
	MC
	145.
	EX
	149.
	EX
	
	

	Study Objective 3

	18.
	TF
	22.
	TF
	71.
	MC
	75.
	MC
	79.
	MC
	152.
	EX
	
	

	19.
	TF
	23.
	TF
	72.
	MC
	76.
	MC
	80.
	MC
	170.
	SAE
	
	

	20.
	TF
	24.
	TF
	73.
	MC
	77.
	MC
	150.
	EX
	
	
	
	

	21.
	TF
	25.
	TF
	74.
	MC
	78.
	MC
	151.
	EX
	
	
	
	

	Study Objective 4

	26.
	TF
	81.
	MC
	89.
	MC
	97.
	MC
	105.
	MC
	157.
	EX
	
	

	27.
	TF
	82.
	MC
	90.
	MC
	98.
	MC
	106.
	MC
	158.
	EX
	
	

	28.
	TF
	83.
	MC
	91.
	MC
	99.
	MC
	107.
	MC
	159.
	EX
	
	

	29.
	TF
	84.
	MC
	92.
	MC
	100.
	MC
	108.
	MC
	160.
	EX
	
	

	30.
	TF
	85.
	MC
	93.
	MC
	101.
	MC
	153.
	EX
	164.
	EX
	
	

	31.
	TF
	86.
	MC
	94.
	MC
	102.
	MC
	154.
	EX
	167.
	M
	
	

	32.
	TF
	87.
	MC
	95.
	MC
	103.
	MC
	155.
	EX
	168.
	M
	
	

	33.
	TF
	88.
	MC
	96.
	MC
	104.
	MC
	156.
	EX
	171.
	SAE
	
	

	Study Objective 5

	34.
	TF
	37.
	TF
	109.
	MC
	112.
	MC
	159.
	EX
	164.
	EX
	171.
	SAE

	35.
	TF
	38.
	TF
	110.
	MC
	113.
	MC
	162.
	EX
	167.
	M
	
	

	36.
	TF
	39.
	TF
	111.
	MC
	158.
	EX
	163.
	EX
	168.
	M
	
	

	Study Objective 6

	40.
	TF
	47.
	TF
	120.
	MC
	127.
	MC
	134.
	MC
	161.
	EX
	171.
	SAE

	41.
	TF
	114.
	MC
	121.
	MC
	128.
	MC
	135.
	MC
	162.
	EX
	
	

	42.
	TF
	115.
	MC
	122.
	MC
	129.
	MC
	136.
	MC
	163.
	EX
	
	

	43.
	TF
	116.
	MC
	123.
	MC
	130.
	MC
	137.
	MC
	165.
	EX
	
	

	44.
	TF
	117.
	MC
	124.
	MC
	131.
	MC
	158.
	EX
	166.
	EX
	
	

	45.
	TF
	118.
	MC
	125.
	MC
	132.
	MC
	159.
	EX
	167.
	M
	
	

	46.
	TF
	119.
	MC
	126.
	MC
	133.
	MC
	160.
	EX
	168.
	M
	
	

	Study Objective 7

	48.
	TF
	138.
	MC
	140.
	MC
	173.
	SAE
	
	
	
	
	
	

	49.
	TF
	139.
	MC
	172.
	SAE
	174.
	SAE
	
	
	
	
	
	




Note:	TF	=	True-False	M	=	Matching
	MC 	=	Multiple Choice	EX	=	Exercise	SAE	=	Short-Answer Essay 

CHAPTER STUDY OBJECTIVES


1.	Understand the concept of sustainable income and indicate how irregular items are presented. Sustainable income is the level of profit likely to be obtained in the future. It excludes irregular revenues and expenses that may be included in profit.

	Irregular items are presented separately from continuing operations to highlight their infrequent nature. Discontinued operations are reported separately on the statement of financial position, income statement, and statement of cash flows, net of income tax. The cumulative effect on prior-period profits of a change in accounting policy is presented on the statement of changes in  equity (or retained earnings in the case of a private company following ASPE), net of income tax, as an adjustment to opening retained earnings. For comparability, all prior-period financial statements that are presented should be restated, if possible, using the new accounting policy.


2.	Explain and apply horizontal analysis. Horizontal analysis is a technique for evaluating a series of data over a period of time to determine the increase or decrease that has taken place, expressed as either an amount or a percentage. The horizontal percentage of a base-period amount is calculated by dividing the amount in a specific period by a base-period amount. The horizontal percentage change for the period is calculated by dividing the dollar amount of the change between periods by a base-period amount.


3.	Explain and apply vertical analysis. Vertical analysis is a technique that expresses each item in a financial statement as a percentage of a relevant total (base amount) in that same financial statement. For example, the vertical percentage of a base amount can be determined by expressing each item on the income statement as a percentage of revenue (or net sales) or each item on the statement of financial position as a percentage of total assets by dividing the financial statement amount under analysis by the base amount for that particular financial statement.


4.	Identify and calculate ratios that are used to analyze liquidity. Liquidity ratios include working capital, current ratio, cash current debt coverage, receivables turnover and average collection period, and inventory turnover and days in inventory. The formula, what it measures and desired result of each ratio are presented in Illustration 14-13.


5.	Identify and calculate ratios that are used to analyze solvency. Solvency ratios include debt to total assets, times interest earned, cash total debt coverage, and free cash flow. The formula, what it measures and desired result of each ratio are presented in Illustration 14-14.


6.	Identify and calculate ratios that are used to analyze profitability. Profitability ratios include return on common shareholders’ equity, return on assets, profit margin, asset turnover, gross profit margin, earnings per share, price-earnings ratio, payout ratio and dividend yield. The formula, what it measures and desired result of each ratio are presented in Illustration 14-16.


7.	Understand the limitations of financial analysis. The usefulness of financial analysis can be limited by (1) the use of alternative accounting principles, (2) professional judgment affecting the quality of the information, (3) the existence of a large amount of other comprehensive income, (4) diversification within a company or industry, (5) significant inflation, and (6) variable economic factors.

TRUE-FALSE STATEMENTS


1.	Sustainable income is the most likely level of profit to be obtained in the future.


2.	One objective of the income statement is to separate the results of continuing operations from those of discontinued operations.


3.	When the disposal of a component of an entity, the income statement should report both profit from continuing operations and profit (loss) from discontinued operations.


4.	The cumulative effects of a change in accounting policy are disclosed in the income statement.


5.	An example of a mandatory change in accounting policy is a change in inventory cost formula.


6.	Identifying irregular items is important if a potential investor is going to use reported profit to estimate a company’s value.


7.	The gain (loss) on disposal of a discontinued operation is not reported on the income statement.


8.	Assets and liabilities of a discontinued operation are reported on the statement of financial position at fair value.


9.	Ideally, all changes in accounting policy are applied retrospectively, but on occasion may be reported prospectively.


10.	Comparisons of company data with industry averages provide information about a company's relative position within the industry.


11.	Horizontal analysis is also called trend analysis.


12.	Horizontal analysis can be carried out on statement of financial position data but not on income statement data.


13.	Horizontal analysis is a technique for evaluating a financial statement item in the current year with other items in the current year.


14.	In horizontal analysis, the base year is the most current year being examined.


15.	If a company has sales of $100 in 2012 (the base period) and $560 in 2013 (the analysis period), the percentage of the base period is 460%.


16.	If a company has sales of $220 in 2012 and $560 in 2013, the percentage increase in sales from 2012 to 2013 is 155%.


17.	In horizontal analysis, if an item has a negative amount in the base year, and a positive amount in the following year, no percentage change for that item can be calculated.


18.	Vertical analysis is a technique for evaluating a series of financial statement data over a period of time to determine the increase (decrease) that has taken place.


19.	Vertical analysis expresses each item in a financial statement as a percent of a base amount.


20.	When preparing a vertical analysis on an income statement, net sales are represented by 100%.


21.	In an income statement analyzed vertically, each item is expressed as a percentage of profit.


22.	On a statement of financial position analyzed vertically, total assets are represented by 100%.


23.	In the vertical analysis of a statement of financial position, the base for current liabilities is total liabilities.


24.	Vertical analysis is useful in making comparisons of companies of different sizes.


25.	Using vertical analysis on the income statement, a company's profit as a percentage of net sales is 15%; therefore, the cost of goods sold as a percentage of net sales must be 85%.


26.	The first step in any comprehensive analysis is to perform a horizontal and vertical analysis.


27.	Liquidity ratios measure the ability of the company to survive over a long period of time.


28.	The current ratio should not be interpreted on its own without also looking at the receivables turnover and inventory turnover ratios.


29.	The receivables turnover ratio is useful in assessing the profitability of receivables.


30.	The inventory turnover ratio measures the number of times, on average, the inventory was sold during the period.


31.	The inventory turnover ratio is a measure of liquidity that focuses on efficient use of inventory.


32.	The cash current debt coverage ratio may be a better indicator of liquidity than the current ratio.


33.	An assessment of liquidity can be done based on only one ratio, such as the current ratio or the receivables ratio.


34.	A solvency ratio measures the profit or operating success of a company for a given period of time.


35.	From a creditor's point of view, the higher the debt to total assets ratio, the lower the risk that the company may be unable to pay its obligations.


36.	Earnings before interest and tax (EBIT) is a proxy for the amount available to cover interest payments.


37.	An accrual-based equivalent to the debt to total assets ratio is the cash total debt coverage ratio.


38.	Free cash flow is the cash available after a company pays dividends.


39.	Even if a company has a low debt to total assets ratio, it may have difficulty paying interest on debt if it also has a low times interest earned ratio.


40.	Profitability ratios are frequently used as a basis for evaluating management's operating effectiveness.


41.	Both the profit margin ratio and the asset turnover ratio affect a company’s return on assets.


42.	Leveraging and return on common shareholders’ equity are closely related.


43.	The return on common shareholders’ equity is affected by both the return on assets and debt to total assets ratios.
 

44.	Comparisons of earnings per share with other companies and the industry averages are usually not very meaningful.


45.	The price-earnings ratio reflects investors’ expectations about the future profitability of the company.


46.	An investor interested in purchasing a company’s shares for their income potential would be more interested in the company’s dividend yield and payout ratios than its price-earnings ratio.


47.	Dividend yield measures profit generated by each share, based on the market price per share.


48.	Many firms today are so diversified that they cannot be classified by industry.


49.	Factors that may limit the usefulness of financial analysis include alternative accounting policies, professional judgement, other comprehensive income, diversification, inflation, and economic factors.


Answers to True-False Statements

	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	 Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.

	1.
	T
	8.
	F
	15.
	F
	22.
	T
	29.
	F
	36.
	T
	43.
	T

	2.
	T
	9.
	T
	16.
	T
	23.
	F
	30.
	T
	37.
	F
	44.
	T

	3.
	T
	10.
	T
	17.
	T
	24.
	T
	31.
	T
	38.
	F
	45.
	T

	4.
	F
	11.
	T
	18.
	F
	25.
	F
	32.
	T
	39.
	T
	46.
	T

	5.
	F
	12.
	F
	19.
	T
	26.
	T
	33.
	F
	40.
	T
	47.
	F

	6.
	T
	13.
	F
	20.
	T
	27.
	F
	34.
	F
	41.
	T
	48.
	T

	7.
	F
	14.
	F
	21.
	F
	28.
	T
	35.
	F
	42.
	T
	49.
	T



MULTIPLE CHOICE QUESTIONS



50.	Sustainable income differs from actual profit by the amount of
(a) irregular revenues, expenses, gains and losses.
(b) dividends declared.
(c) changes in accounting policies.
(d) comprehensive income.


51.	An income statement would not include
(a) the reduction in prior year’s profit from a change in accounting policy.
(b) a loss on disposal of a component of an entity.
(c) an operating loss on discontinued operations.
(d) an unusually large bad debt expense.


52.	Which of the following income statement figures would probably be the best indicator of a company’s future performance?
(a) Total revenues
(b) Gross profit
(c) Profit
(d) Profit from continuing operations


53.	The discontinued operations section of the income statement refers to
(a) discontinuance of a product line.
(b) the profit or loss on products that have been completed and sold.
(c) sale of obsolete equipment and discontinued inventory items.
(d) the disposal of a major line of business or major geographical area of operations.


54.	A voluntary change in accounting policy is allowed when management can show that the new policy results in
(a) higher profit from continuing operations.
(b) a more reliable and relevant presentation of transactions or events.
(c) smaller write-downs on property, plant, and equipment.
(d) larger write-downs on property, plant, and equipment.


55.	When a mandatory change in accounting policy occurs
(a)	all prior years' financial statements must be changed to reflect the newly adopted policy.
(b)	it is always accounted for prospectively.
(c)	the new policy is used in reporting the results of operating activities for the current year.
(d)	the cumulative effect of the change in policy should be reflected on the current income statement.


56.	Assets that are held for sale as discontinued operations
(a) continue to be depreciated until sold.
(b) are removed from the statement of financial position and are disclosed in the notes instead.
(c) are not separately identified on the statement of financial position until they are sold.
(d) are segregated and reported on the statement of financial position at the lower of their carrying amount and fair value.


57.	Ideally, all changes in accounting policy are applied
(a) prospectively.
(b) retrospectively.
(c) proactively.
(d) regressively.


58.	Which of the following items appears on the income statement before profit from continuing operations?
(a) Change in accounting policy
(b) Profit from discontinued operations
(c) Income tax expense
(d) Gain on sale of discontinued operations


59.	When a company changes an accounting policy, the cumulative effect of the change is disclosed
(a) in the statement of changes in equity (or statement of retained earnings), as an adjustment to the opening balance.
(b) in the statement of comprehensive income.
(c) in the income statement, above profit from continuing operations.
(d) in the income statement, below profit from continuing operations.


60.	Comparisons of financial data made within a company are called
(a) intracompany comparisons.
(b) interior comparisons.
(c) intercompany comparisons.
(d) intramural comparisons.


61.	Horizontal analysis is also called
(a) Percentage analysis.
(b) Trend analysis.
(c) Vertical analysis.
(d) Economic analysis.


62.	In horizontal analysis, the percentage of a base-period amount is calculated by
(a) dividing the analysis period amount by the base period amount.
(b) dividing the dollar amount of the change since the base period by the base period amount.
(c) dividing the item under analysis by net sales.
(d) dividing the item under analysis by total assets.


63.	Under which of the following cases would a percentage change not be calculated?
(a) The trend of the amounts is decreasing but all amounts are positive.
(b) There is no amount in the base year.
(c) The trend of the amounts is decreasing but all amounts are negative.
(d) The trend of the amounts is increasing but all amounts are negative.


64.	Horizontal analysis is a technique for evaluating a series of financial statement data over a period of time
(a) that has been arranged from the highest number to the lowest number.
(b) that has been arranged from the lowest number to the highest number.
(c) to determine which items are in error.
(d) to determine the amount and/or percentage increase or decrease that has taken place.


65.	Horizontal analysis of comparative financial statements includes the
(a) development of vertically analyzed statements.
(b) calculation of liquidity ratios.
(c) calculation of dollar amount changes and percentage changes from the previous to the current year.
(d) evaluation of financial statement data that expresses each item in the current period’s financial statement as a percentage of a base amount.


66.	Horizontal analysis is a technique for evaluating financial statement data
(a) within a period of time.
(b) over a period of time.
(c) on a certain date.
(d) as it may appear in the future.


67.	A horizontal analysis is being conducted with year one as the base year. If year one equals $800, year two equals $840, and year three equals $896, the percentage of the base period for year three is
(a)  89%.
(b) 100%.
(c) 105%.
(d) 112%.


68.	Assume the following sales data for a company:
			2013	$1,150,000
			2012	1,000,000
			2011	900,000
			2010	850,000
	If 2010 is the base year, what is the percentage increase in sales from 2010 to 2013?
(a) 283%
(b) 135%
(c) 35%
(d) 28%


69.	In horizontal analysis, each item is expressed as a percentage of the
(a) retained earnings figure.
(b) total assets figure.
(c) profit figure.
(d) base year figure.


70.	If, over a three-year period, sales increased by 30%, and cost of goods sold increased by 45%,
(a) the sales trend is unfavourable, but the cost of goods sold trend is favourable.
(b) the sales trend is favourable, but the cost of goods sold trend is unfavourable.
(c) both trends are favourable.
(d) both trends are unfavourable.


71.	All of the following statements about vertical analysis are true except
(a) Vertical analysis is also called common size analysis.
(b) Amounts on the income statement are expressed as a percentage of net sales.
(c) Vertical analysis shows the relative size of each item in the statement of financial position.
(d) Vertical analysis is also called trend analysis.


72.	On financial statements that include vertical analysis, which of the following is set at 100%?
(a) Total liabilities
(b) Profit
(c) Total assets
(d) Cost of goods sold


73.	In vertical analysis of an income statement, the 100% figure is
(a) profit.
(b) cost of goods sold.
(c) gross profit.
(d) net sales.


74.	All of the following statements about vertical analysis are true except
(a) Vertical analysis makes it easier to for intercompany comparisons.
(b) Vertical analysis is seldom performed on the income statement.
(c) Vertical analysis makes it easier to compare companies of different sizes.
(d) Vertical analysis is seldom performed on the cash flow statement.


75.	Vertical analysis is a technique that expresses each item in a financial statement
(a) in dollars and cents.
(b) as a percentage of the item in the previous year.
(c) as a percentage of a base amount.
(d) starting with the highest value down to the lowest value.


76.	In vertical analysis
(a) a base amount is required.
(b) a base amount is optional.
(c) the same base is used across all financial statements being analyzed.
(d) the results of the horizontal analysis are necessary inputs for vertical analysis.


77.	Horizontal analysis showed a 25% increase in accounts receivable in 2013 over 2012. Vertical analysis showed accounts receivable declining from 7.5% to 6.8% over the same period. Given this information, what conclusion(s) may be reached?
(a) The dollar amount of accounts receivable increased.
(b) The dollar amount of accounts receivable decreased.
(c) It cannot be determined if the dollar amount of accounts receivable increased or decreased.
(d) This result is impossible. An error has been made in the calculations.


78.	In performing a vertical analysis, the base for prepaid expenses is
(a) total current assets.
(b) total assets.
(c) total liabilities.
(d) prepaid expenses in a previous year.


Use the following information for questions 79 and 80.

		Accounts receivable	$    2,500
		Total current assets	25,000
		Total assets	250,000
		Sales	500,000
		Net sales	450,000
		Cost of goods sold	200,000
		Profit	50,000


79.	In performing a vertical analysis, the percentage for accounts receivable is
(a) 0.5%.
(b) 1.0%.
(c) 5.0%.
(d) 10.0%.


80.	In performing a vertical analysis, the percentage for cost of goods sold is
(a) 4.4%.
(b) 40.0%.
(c) 44.4%.
(d) 400.0%.


81.	Short-term creditors are usually most interested in assessing
(a) solvency.
(b) liquidity.
(c) marketability.
(d) profitability.


82.	A common measure of liquidity is
(a) return on assets.
(b) receivables turnover.
(c) profit margin.
(d) debt to total assets.


83.	The current ratio is
(a) calculated by dividing current liabilities by current assets.
(b) used to evaluate a company's liquidity and short-term debt paying ability.
(c) used to evaluate a company's solvency and long-term debt paying ability.
(d) calculated by subtracting current liabilities from current assets.


84.	The current ratio is a
(a) liquidity ratio.
(b) profitability ratio.
(c) solvency ratio.
(d) cash flow ratio.


85.	A company with $60,000 in current assets and $40,000 in current liabilities pays a $1,000 current liability. As a result of this transaction, the current ratio and working capital will
(a) both decrease.
(b) both increase.
(c) increase and remain the same, respectively.
(d) remain the same and decrease, respectively.


86.	The receivables turnover and inventory turnover ratios are used to analyze
(a) solvency.
(b) profitability.
(c) liquidity.
(d) leverage.


87.	A high receivables turnover ratio may indicate that
(a) customers are making payments quickly.
(b) a large portion of the company’s sales are on credit.
(c) many customers are not paying their receivables.
(d) the company’s sales have increased.


88.	Summer Fashions had a balance in the Accounts Receivable account of $660,000 at the beginning of the year and a balance of $720,000 at the end of the year. Net credit sales during the year were $5,350,000. The average collection period of the receivables was
(a) 45 days.
(b) 47 days.
(c) 49 days.
(d) 93 days.


89.	Jasper Electrical reported net credit sales of $4,500,000 and cost of goods sold of $2,700,000 for the year. The Accounts Receivable balances at the beginning and end of the year were $450,000 and $480,000, respectively. The receivables turnover ratio was
(a) 5.8 times.
(b) 9.4 times.
(c) 9.7 times.
(d) 10.0 times.


Use the following information for questions 90-91.
Winnipeg Washing Machines reported net credit sales of $12,000,000 and cost of goods sold of $9,000,000 for the year. The average inventory for the year was $2,000,000.


90.	The inventory turnover ratio for the year was
(a) 4.5 times.
(b) 5.3 times.
(c) 6.0 times.
(d) 22.0 times.


91.	The days in inventory during the year was
(a) 17 days.
(b) 61 days.
(c) 69 days.
(d) 81 days.


92.	Which one of the following would not be considered a liquidity ratio?
(a) Current ratio
(b) Inventory turnover ratio
(c) Cash current debt coverage ratio
(d) Return on assets ratio


93.	A weakness of the current ratio is
(a) the difficulty of the calculation.
(b) that it doesn't take into account the composition of the current assets.
(c) that it is rarely used by sophisticated analysts.
(d) that it can be expressed as a percentage, as a rate, or as a proportion.


94.	A supplier to a company would be most interested in the
(a) asset turnover ratio.
(b) profit margin ratio.
(c) current ratio.
(d) free cash flow.


95.	Which one of the following ratios would not likely be used by a short-term creditor in evaluating whether to sell on credit to a company?
(a) Current ratio
(b) Dividend yield
(c) Asset turnover
(d) Receivables turnover


96.	Some of the ratios that are used to determine a company's short-term debt paying ability are
(a) asset turnover, times interest earned, current ratio, and receivables turnover.
(b) times interest earned, inventory turnover, current ratio, and receivables turnover.
(c) times interest earned, current ratio, and inventory turnover.
(d) current ratio, receivables turnover, and inventory turnover.


97.	Best Baskets Limited (BBL) had a current ratio of 0.8:1 before borrowing $50,000 from the bank with a short-term note payable. What effect did the borrowing transaction have on BBL’s current ratio?
(a) The ratio remained unchanged.
(b) The ratio decreased.
(c) The ratio increased.
(d) Cannot be determined.


98.	A liquidity ratio measures the
(a) profit or operating success of a company over a period of time.
(b) ability of the company to survive over a long period of time.
(c) short-term ability of the company to pay its maturing obligations and to meet unexpected needs for cash.
(d) ability of a company to raise capital.


99. 	If a company has a current ratio of 1.3:1, what effects will the borrowing of cash by short-term debt and collection of accounts receivable have on the ratio?
			Short-term Borrowing	Collection of Receivables
		(a)	Increase	No effect
		(b)	Increase	Increase
		(c)	Decrease	No effect
		(d)	Decrease	Decrease


100.	A company has a receivables turnover ratio of 12. The average gross accounts receivable during the period is $360,000. What is the amount of net credit sales for the period?
(a) $   432,000
(b) $3,000,000
(c) $4,320,000
(d) Cannot be determined from the information given


101.	If the average collection period is 45 days, what is the receivables turnover?
(a) 8.1 times
(b) 12.0 times
(c) 18.0 times
(d) 20.0 times


102.	A general rule to use in assessing the average collection period is that it
(a) should not exceed 30 days.
(b) can be any length as long as the customer eventually pays his account.
(c) should not greatly exceed the discount period.
(d) should not greatly exceed the credit period.


103.	The inventory turnover ratio is calculated by dividing
(a) cost of goods sold by ending inventory.
(b) cost of goods sold by beginning inventory.
(c) cost of goods sold by average inventory.
(d) average inventory by cost of goods sold.


104.	A company has average inventory on hand of $40,000 and its average days in inventory is 26.4 days. What is the cost of goods sold?
(a) $1,056,000
(b) $   553,030
(c) $   486,667
(d) $   480,000


105.	A successful grocery store would probably have
(a) a low inventory turnover.
(b) a high inventory turnover.
(c) zero profit margin.
(d) low volume.


Use the following information to answer questions 106-108.
Green Thumb Garden Supplies reported the following information for 2012 and 2013.
		2013	2012
Assets
Cash	$  50,000	$  45,000
Accounts receivable	35,000	25,000
Merchandise inventory	25,000	20,000
Property, plant, and equipment	  240,000	  210,000
	Total assets	$350,000	$300,000

Liabilities and Shareholders’ Equity
Current liabilities	$  65,000	$  60,000
Non-current liabilities	110,000	90,000
Shareholders’ equity—common	  175,000	  150,000
	Total liabilities and shareholders’ equity	$350,000	$300,000

Income statement for 2013

Sales		$95,000
Cost of goods sold	  45,000
Gross profit	50,000
Operating expenses	  15,000
Profit before income tax	35,000
Income tax expense	    5,000
Profit		$30,000


106.	What is the current ratio for 2013?
(a) 2.0:1
(b) 1.7:1
(c) 1.6:1
(d) 0.6:1


107.	What is the receivables turnover ratio for 2013?
(a) 2.7 times
(b) 2.0 times
(c) 3.2 times
(d) 3.8 times


108.	What is the inventory turnover ratio for 2013?
(a) 2.3 times
(b) 2.0 times
(c) 1.8 times
(d) 0.5 times


109.	A common measure of long-term solvency is the
(a) cash total debt coverage ratio.
(b) current ratio.
(c) asset turnover ratio.
(d) inventory turnover ratio.


110.	Which of the following solvency positions would a company consider most favourable?
(a) A high debt to total assets ratio and a low times interest earned ratio
(b) A low debt to total assets ratio and a high times interest earned ratio
(c) A high debt to total assets ratio and a high times interest earned ratio
(d) A low debt to total assets ratio and a low times interest earned ratio


111.	Long-term creditors are usually most interested in evaluating
(a) liquidity.
(b) marketability.
(c) profitability.
(d) solvency.


112.	Gifford Limited reported the following on its income statement:
			Profit before income tax	$600,000
			Income tax expense	  180,000
			Profit	$420,000
	Interest expense was $60,000. Gifford's times interest earned was
(a) 11 times.
(b) 10 times.
(c) 7 times.
(d) 3 times.


113.	Free cash flow is calculated as
(a) profit minus net capital expenditures minus dividends paid.
(b) profit minus dividends paid.
(c) net cash provided (used) by operating activities minus net capital expenditures minus dividends paid.
(d) net cash provided (used) by investing activities minus net capital expenditures minus dividends paid.


114.	The return on assets ratio is affected by the
(a) profit margin and debt to total assets ratios.
(b) profit margin and asset turnover ratios.
(c) times interest earned and debt to total assets ratios.
(d) profit margin and free cash flow.


115.	The return on common shareholders’ equity ratio is affected by the
(a) gross profit margin and profit margin ratio.
(b) profit margin and free cash flow.
(c) times interest earned and debt to total assets ratios.
(d) return on assets and debt to total assets ratios.


116.	Shareholders are most interested in evaluating
(a) liquidity.
(b) solvency.
(c) profitability.
(d) marketability.


117.	Assuming the number of units sold does not change, if a company wants to increase its profit margin it can do any of the following except
(a) raise the selling price.
(b) decrease the percentage markup on cost.
(c) reduce its cost of goods sold.
(d) reduce its operating expenses.


118.	A common measure of profitability is the
(a) current ratio.
(b) cash current debt coverage ratio.
(c) return on common shareholders’ equity ratio.
(d) debt to total assets ratio.


119.	All of the following profitability ratios relate more to the needs of investors than corporations except for
(a) earnings per share.
(b) payout ratio.
(c) profit margin.
(d) dividend yield.


120.	Which of the following is false about the dividend yield ratio?
(a) High growth companies tend to have lower dividend yield ratios.
(b) It measures the rate of return a shareholder earned from dividends during the year. 
(c) A low dividend yield, by itself, is neither bad nor good.
(d) Dividend yield ratio = Market price per share ÷ Dividends per share


121.	Asset turnover ratio is calculated as
(a) net sales divided by profit.
(b) average total assets divided by profit.
(c) net sales divided by average total assets.
(d) average total assets divided by net sales.


122.	Asset turnover measures
(a) how often a company replaces its assets.
(b) how efficiently a company uses its assets to generate sales.
(c) the portion of the assets that have been financed by creditors.
(d) the overall rate of return on assets.


123.	Profit margin is calculated by dividing
(a) sales by cost of goods sold.
(b) gross profit by net sales.
(c) profit by shareholders' equity.
(d) profit by net sales.


Use the following information for questions 124-127.
During 2013, Pattar Corp reported after-tax profit of $450,000 and paid $75,000 in common dividends. The weighted average number of common shares issued in 2013 was 150,000. There are no preferred shares issued. At year end, Pattar's common shares are selling for $60 per share on the Toronto Stock Exchange.


124.	Pattar’s earnings per share for 2013 is
(a) $25.00.
(b) $20.00.
(c) $3.00.
(d) $2.50.


125.	Pattar’s price-earnings ratio is
(a) 120 times.
(b) 24 times.
(c) 20 times.
(d) 3 times.


126.	Pattar's payout ratio for 2013 is
(a) $0.50.
(b) 0.8%.
(c) 6.0%.
(d) 16.7%.


127.	Pattar’s dividend yield for 2013 is
(a) $0.50.
(b) 0.8%.
(c) 6.0%.
(d) 16.7%.


128.	A company that is highly leveraged is one that
(a) has a high earnings per share.
(b) contains debt financing.
(c) contains equity financing.
(d) has a high current ratio.


129.	Consider the following information:
Profit		$930,000
Beginning number of shares		140,000
Ending number of shares		160,000
Market price per share		$80.00
Dividend per share		$1.20

The dividend yield is
(a)   1.5%.
(b)   6.2%.
(c)   8.6%.
(d) 50.0%.


130.	Which of the following ratios are known as market measures of profitability?
(a) Payout and dividend yield
(b) Return on assets and debt to total assets
(c) Earnings per share and price-earnings
(d) Price-earnings and dividend yield


131.	Net sales are $2,700,000, beginning total assets are $750,000, and the asset turnover is 3.0. 	What is the ending total assets?
(a) $600,000
(b) $900,000
(c) $1,050,000
(d) $1,125,000


Use the following information to answer questions 132-137.
Green Thumb Garden Supplies reported the following information for 2012 and 2013.
								2013			 2012
Assets
Cash	$  50,000	$  45,000
Accounts receivable	35,000	25,000
Merchandise inventory	25,000	20,000
Property, plant, and equipment	  240,000	  210,000
	Total assets	$350,000	$300,000

Liabilities and Shareholders’ Equity
Current liabilities	$  65,000	$  60,000
Non-current liabilities	110,000	90,000
Shareholders’ equity—common	  175,000	  150,000
	Total liabilities and shareholders’ equity	$350,000	$300,000

Income statement for 2013
Sales		$95,000
Cost of goods sold	  45,000
Gross profit	50,000
Operating expenses	  15,000
Profit before income tax	35,000
Income tax expense	    5,000
Profit		$30,000

Share data for 2013
Weighted average number of common shares	6,000
Market price per common share	$40
Dividends per share	$0.90


132.	What is the return on assets for 2013?
(a) 27.1%
(b) 10.0%
(c)   9.2%
(d)   8.6%


133.	What is the profit margin for 2013?
(a)   8.6%
(b) 10.0%
(c) 17.1%
(d) 31.6%


134.	What is the return on common shareholders’ equity for 2013?
(a)   4.5%
(b) 17.1%
(c) 18.5%
(d) 20.0%


135.	What are the earnings per share for 2013?
(a) $15.83
(b) $  5.00
(c) $  2.50
(d) $  0.90


136.	What is the price-earnings ratio?
(a) 44.4 times
(b) 16.0 times
(c)   8.0 times
(d)   2.5 times


137.	What is the dividend yield for 2013?
(a)  2.3%
(b)  4.4%
(c)  9.0%
(d) 12.5%


138.	If a company is very diversified
(a) it makes it easier to classify the company by industry.
(b) it would not be necessary to provide any segmented information.
(c) it can limit the usefulness of financial analysis.
(d) any problems with a subsidiary would be apparent when examining the consolidated statements.


139.	Factors than can limit the usefulness of financial analysis do not include
(a) professional judgement.
(b) alternative accounting policies.
(c) diversification.
(d) accrual accounting.


140.	The use of alternative accounting policies
(a) is not a problem in ratio analysis because the footnotes disclose the method used.
(b) may be a problem in ratio analysis even if disclosed.
(c) is not a problem in ratio analysis since eventually all methods will lead to the same end.
(d) is only a problem in ratio analysis with respect to inventory.
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EXERCISES


Ex. 141
MarkWall Inc. reported the following information from its income statement for 2013:

Profit from operations	$975,000
Interest expense	145,000
Gain on sale of equipment	50,000
Income tax expense	264,000
Gain on disposal of discontinued division,
   net of tax of $30,000	70,000

Instructions
Calculate MarkWall’s sustainable income.

Solution 141	(5 min.)
Profit from operations	$975,000
Add:	Gain on sale of equipment	50,000
Deduct: 	Interest expense	(145,000)
	Income tax expense	 (264,000)
Sustainable income	$616,000


Ex. 142
Indicate whether the following items would be included when calculating sustainable income:

	Items
	Included
	Excluded

	Loss attributable to labour strike
	
	

	Gain on sale of equipment
	
	

	Operating loss from fertilizer division, which was sold
	
	

	Loss from sale of marketable securities
	
	

	Cumulative effect of change in accounting policy
	
	

	Gain on sale of fertilizer division
	
	



Solution 142	(5 min.)
	Items
	Included
	Excluded

	Loss attributable to labour strike
	X
	

	Gain on sale of equipment
	X
	

	Operating loss from fertilizer division, which was sold
	
	X

	Loss from sale of marketable securities
	X
	

	Cumulative effect of change in accounting policy
	
	X

	Gain on sale of fertilizer division
	
	X




Ex. 143
For the year ended December 31, 2013, Hornblower Corp. reports pretax profit from continuing operations of $480,000. Other items relating to 2013 are:
(1)	$120,000 profit from discontinued operations, net of income tax.
(2)	The corporation changed one of its accounting policies. This resulted in a cumulative loss for prior years of $40,000, net of income tax.
(3)	Dividends of $35,000 were declared.
(4)	Retained earnings, January 1, 2013, were $1,000,000.

Its income tax rate is 30%.

Instructions
(a)	Calculate the profit for 2013.

(b)	Calculate the sustainable income for 2013.

(c)	Calculate the retained earnings at December 31, 2013.

Solution 143	(10 min.)
(a)	Profit before taxes from continuing operations 	$480,000
	Less: Income tax at 30%	  144,000
	Profit from continuing operations	336,000
	Profit from discontinued operations, net of income tax	  120,000
	Profit	$456,000

	Dividends declared and the change in accounting policy do not impact the calculation of profit for 2013.

(b)	Sustainable earnings = profit from continuing operations	$336,000

(c)	Retained earnings, beginning	$1,000,000
	Less: Change in accounting policy, net of income tax	      (40,000)
	Beginning retained earnings, restated	960,000
	Add: Profit	456,000
	Less: Dividends	      (35,000)
	Retained earnings, ending	$1,381,000


Ex. 144
Listed below are some selected items that may appear on a corporate income statement. Indicate the order in which these items would appear on the income statement. (The first one should be assigned the number “1”, the second “2”, etc.) 

____	Cost of goods sold

____	Profit

____	Profit before income tax

____	Discontinued operations

____	Revenue

____	Profit from continuing operations

____	Operating expenses

____	Income tax expense

Solution 144	(5 min.)
__2__	Cost of goods sold

__8__	Profit

__4__	Profit before income tax

__7__	Discontinued operations

__1__	Revenue

__6__	Profit from continuing operations

__3__	Operating expenses

__5__	Income tax expense


Ex. 145
Comparative information taken from Chang Corporation’s financial statements is shown below:

	     2013		     2012	
(a)	Cash	$(30,000)	$(20,000)
(b)	Accounts receivable	140,000	162,000
(c)	Merchandise inventory	175,000	130,000
(d)	Notes receivable	20,000	 -0-

Instructions
Using horizontal analysis, calculate the percentage change from 2012 to 2013.

Solution 145	(8 min.)
(a)	$(10,000) ÷ $(20,000) = 50% decrease.

(b)	$(22,000) ÷ $162,000 = 13.6% decrease.

(c)	$45,000 ÷ $130,000 = 34.6% increase.

(d)	Base year is zero. Not possible to calculate.


Ex. 146
Garland Corporation reported profit of $2,500,000 in 2010. Using 2010 as the base year, profit decreased by 60% in 2011 and increased by 130% in 2012.

Instructions
Calculate the profit reported by Garland Corporation for 2011 and 2012.

Solution 146 (2-3 min.)
2011:	 $2,500,000 × (100% - 60%) = $1,000,000

2012:	$2,500,000 × 130% = $3,250,000


Ex. 147
The following items were taken from the financial statements of McGonigal Inc over a four-year period:

	     Item		     2013	   	     2012		     2011		     2010	
Net sales	$650,000	$580,000	$530,000	$500,000
Cost of goods sold	  520,000	  440,000	  380,000	  340,000
Gross profit	$130,000	$140,000	$150,000	$160,000

Instructions
Using horizontal analysis and 2010 as the base year, calculate the horizontal percentages of a base-period for net sales, cost of goods sold, and gross profit. Explain whether the trends are favourable or unfavourable for each item.

Solution 147 (8-12 min.)
	Item		2013	2012	2011	2010
Net sales	130%	116%	106%	100%
Cost of goods sold	153%	129%	112%	100%
Gross profit	81%	88%	94%	100%

The trend in net sales is increasing and favourable. The cost of goods sold trend is increasing and unfavourable, since it is growing more rapidly than sales. This is resulting in an unfavourable and decreasing trend in gross profit.


Ex. 148
The following items were taken from the financial statements of Grewal Ltd over a three-year period:

	     Item		     2013	   	     2012		     2011	
Net sales	$340,000	$330,000	$300,000
Cost of goods sold	  209,000	  201,000	  186,000
Gross profit	$131,000	$129,000	$114,000

Instructions
Using horizontal analysis and 2011 as the base year, calculate the horizontal percentages of a base-period for net sales, cost of goods sold, and gross profit. Explain whether the trends are favourable or unfavourable for each item.

Solution 148 (8-12 min.)
	Item		2013	2012	2011
Net sales	113%	110%	100%
Cost of goods sold	112%	108%	100%
Gross profit	115%	113%	100%

The trend in net sales is increasing and favourable. The cost of goods sold trend is increasing which could be unfavourable, but the sales are increasing each year at a faster pace than cost of goods sold. This is apparent by examining the gross profit percentages, which show a favourable, increasing trend.


Ex. 149
The following items were taken from the financial statements of Cukor Corp over a three-year period:

		Item			    2013	   	    2012		   2011	
Net sales	$338,520	$322,400	$310,000
Cost of goods sold	  182,104	  175,100	  170,000
Gross profit	$156,416	$147,300	$140,000

Instructions
Using horizontal analysis, calculate the following for each of the above items:
(a)	The amount and percentage change from 2012 to 2013.

(b)	The amount and percentage change from 2011 to 2012.

Solution 149	(8-12 min.)
				2012-2013			2011-2012	
	Item		     $		Percent	    $		Percent
Net sales	$16,120	5.0	$12,400	4.0
Cost of goods sold	    7,004	4.0	  5,100	3.0
Gross profit	$  9,116	6.2	$7,300	5.2 


Ex. 150
The comparative statements of financial position of Dolphin Corporation appear below:

DOLPHIN CORPORATION
Comparative Statements of Financial Position
December 31
———————————————————————————————————————————
Assets 	    2013	 2012	
Current assets		$   390	$280
Property, plant, and equipment		     660	  520
	Total assets		$1,050	$800
Liabilities and shareholders' equity
Current liabilities		$   200	$120
Non-current liabilities		250	160
Common shares		340	320
Retained earnings		     260	  200
	Total liabilities and shareholders' equity		$1,050	$800

Instructions
(a)	Using horizontal analysis, prepare a comparative statement of financial position, expressing the 2013 amounts as percentages of the 2012 amounts.

(b)	Prepare a comparative statement of financial position using vertical analysis.

Solution 150	(20 min.)
(a)
DOLPHIN CORPORATION
Comparative Statements of Financial Position
December 31
		
Assets	   2013  		 2012
Current assets	139%		100%
Property, plant, and equipment	127%		100%
	Total assets	131%		100%

Liabilities and shareholders' equity
Current liabilities	167%		100%
Non-current liabilities	156%		100%
Common shares	106%		100%
Retained earnings	130%		100%
	Total liabilities and shareholders' equity	131%		100%

(b)
DOLPHIN CORPORATION
Comparative Statements of Financial Position
December 31

Assets	   2013  	Percent	 2012 	Percent	
Current assets	$   390	37%	$280	35%	
Property, plant, and equipment	     660	  63  	  520	  65  	
	Total assets	$1,050	100%	$800	100%	

Liabilities and shareholders' equity
Current liabilities	$   200	19%	$120	15%	
Non-current liabilities	250	24	160	20	
Common shares	340	32	320	40	
Retained earnings	     260	  25  	  200	  25  	
	Total liabilities and shareholders' equity	$1,050	100%	$800	100%	


Ex. 151
Using the following selected items from the comparative statements of financial position of Pong Limited, illustrate horizontal and vertical analyses by calculating the percentages of a base-amount.

	December 31, 2013	December 31, 2012
Accounts receivable	$   520,000	$   450,000
Merchandise inventory	680,000	650,000
Total assets	4,400,000	4,000,000

Solution 151 (8-10 min.)
HORIZONTAL ANALYSIS
	December 31, 2013	December 31, 2012
Accounts receivable	116%	100%
Merchandise inventory	105%	100%
Total assets	110%	100%

VERTICAL ANALYSIS
	December 31, 2013	December 31, 2012
Accounts receivable	12%	11%
Merchandise inventory	16%	16%
Total assets	100%	100%


Ex 152
Condensed data from the latest comparative income statement of Canada Carton Corp follow:

 	        2013		     2012	
Net sales	$400,000	$300,000
Cost of goods sold	240,000	165,000
Gross profit	160,000	135,000
Operating expenses	   96,000	81,000
Profit before income tax	64,000	54,000
Income tax expense	16,000	13,500
Profit	$  48,000	$  40,500

Instructions
(a)	Prepare a vertical analysis for each year.

(b)	Comment on the results.

Solution 152 (15 min.)
(a)
	         2013		      2012	
Net sales	100%	100%
Cost of goods sold	60%	55%
Gross profit	40%	45%
Operating expenses	   24%	27%
Profit before income tax	16%	18%
Income tax expense	4%	5%
Profit	12%	14%

(b)	Although the dollar amounts of sales and gross profit have increased from 2012 to 2013, the vertical analysis shows that the cost of goods sold as a percent of sales has increased, thus the gross profit percentage has actually declined. Operating expenses as a percent of sales have decreased (good), but, again, although profit before and after income tax has increased in absolute dollars, they have decreased as a percent of sales. This is all due to the 5% reduction in gross profit from 2012 to 2013.


Ex. 153
Selected information from the comparative financial statements of Danton Doors Inc. for the year ended December 31 appears below:

	        2013		     2012	
Accounts receivable	$   260,000	$200,000
Merchandise inventory	240,000	160,000
Total assets	1,000,000	800,000
Current liabilities	210,000	110,000
Non-current liabilities	450,000	300,000
Net credit sales	1,250,000	700,000
Cost of goods sold	700,000	530,000
Depreciation expense	70,000	31,000
Interest expense	45,000	25,000
Income tax expense	50,000	29,000
Profit	170,000	85,000
Net cash provided by operating activities	220,000	135,000

Instructions
Calculate the following ratios for 2013:
(a)	Inventory turnover

(b)	Receivables turnover

(c)	Cash current debt coverage

Solution 153	(12 min.)
(a)	Inventory turnover	$700,000
		———————————— = 3.5 times
		($240,000 + $160,000) ÷ 2

(b)	Receivables turnover
				$1,250,000
			————————————   = 5.4 times
			($260,000 + $200,000) ÷ 2

(c)	Cash current debt coverage

	        = 1.4 times


Ex. 154
Selected data for Ye Olde Candy Shoppe appear below:

	     2013		     2012	
Net sales	$680,000	$520,000
Cost of goods sold	450,000	345,000
Merchandise inventory at end of year	75,000	85,000
Accounts receivable at end of year	70,000	50,000

Instructions
Calculate the following ratios for 2013:
(a)	Inventory turnover

(b)	Days in inventory

(c)	Receivables turnover

(d)	Average collection period

Solution 154	(6-10 min.)
(a)	Inventory turnover	= Cost of goods sold ÷ Average inventory
		   = $450,000 ÷ [($75,000 + $85,000) ÷ 2] = 5.6 times

(b)	Days in inventory	= 365 days ÷ inventory turnover
					= 365 ÷ 5.6 = 65 days

(c)    Receivables turnover		= Net sales ÷ Average accounts receivable
		= $680,000 ÷ [($70,000 + $50,000) ÷ 2]
		= $680,000 ÷ $60,000 = 11.3 times

(d)	Average collection period	= 365 days ÷ receivables turnover
			= 365 ÷ 11.3 = 32 days


Ex. 155
Omar Corporation reported the following comparative current assets and current liabilities:

	Dec. 31, 2013	Dec. 31, 2012
	Current assets
		Cash	$  30,000	$  25,000
		Trading investments	40,000	15,000
		Accounts receivable	65,000	95,000
		Merchandise inventory	120,000	90,000
		Prepaid expenses	    35,000	    20,000
			Total current assets	$290,000	$245,000
	Current liabilities
		Accounts payable	$125,000	$115,000
		Salaries payable	35,000	30,000
		Income tax payable	    25,000	    10,000
			Total current liabilities	$185,000	$155,000

During 2013, credit sales and cost of goods sold were $480,000 and $288,000, respectively. Net cash provided by operating activities for 2013 was $94,000.

Instructions
Calculate the following ratios for 2013:
(a)	Current ratio

(b)	Cash current debt coverage ratio

(c)	Receivables turnover

(d)	Inventory turnover

Solution 155	(10-15 min.)
(a)	Current ratio	=	Current Assets ÷ Current Liabilities
		=	$290,000 ÷ $185,000 = 1.6:1


(b)	Cash current debt coverage ratio	= 

		=  = 0.6 times

				Net credit sales
(c)	Receivables turnover	=	—————————————
				Average gross accounts receivable
			$480,000
		=	————  = 6.0 times
			 		$80,000

			Cost of goods sold
(d)	Inventory turnover	=	————————— =  $288,000  =   2.7 times
			  Average inventory	   $105,000


Ex. 156
State the effect of the following transactions on the current ratio. Use increase, decrease, or no effect for your answer. Assume the current ratio is greater than 1:1.

(a)	Collection of an account receivable.	______________

(b)	Declaration of cash dividends.	______________

(c)	Sale of additional shares for cash.	______________

(d)	Payment of an account payable.	______________

(e)	Purchase of equipment for cash.	______________

(f)	Purchase of Inventory for cash.	______________

(g)	Purchase of short-term investments for cash.	______________

Solution 156	(8 min.)
(a)	no effect	(e)	decrease
(b)	decrease	(f)	no effect
(c)	increase	(g)	no effect
(d)	increase


Ex. 157
The following data are taken from the financial statements of Stevenson Corporation:

	        2013		        2012	
Average gross accounts receivable	$   650,000	$   700,000
Net sales on account	7,475,000	5,600,000
Terms for all sales are 2/10, n/30.

Instructions
(a)	Calculate the accounts receivable turnover and the average collection period for both years.

(b)	What conclusion can an analyst draw about the management of the accounts receivable?

Solution 157 (8-10 min.)
(a)		     2013		     2012	
		$7,475,000	$5,600,000
	Receivables turnover	—————	—————
		  $650,000	  $700,000

		 11.5 times	  8 times

		365 days	365 days
	Average collection period	————	————
		    11.5 	       8

		32 days	46 days

(b)	The receivables are turning over much faster in 2013 than they did in 2012. There was a problem in 2012 since the normal credit period is 30 days, and the average collection period was more than 50% longer. The company showed vast improvement in the management of their receivables in 2013.


Ex. 158
The financial statements of Belleville Corporation appear below:

BELLEVILLE CORPORATION
Comparative Statements of Financial Position
December 31
———————————————————————————————————————————
Assets	     2013		     2012	
Cash		$  35,250	$  40,000
Trading investments		15,000	60,000
Accounts receivable		50,000	30,000
Merchandise inventory		60,000	70,000
Property, plant, and equipment		  260,000	  300,000
	Total assets		$420,250	$500,000

Liabilities and shareholders' equity
Accounts payable		$  20,000	$  30,000
Short-term bank loan payable		40,000	90,000
Bonds payable		80,000	160,000
Common shares		170,000	145,000
Retained earnings		  110,250	    75,000
	Total liabilities and shareholders' equity		$400,250	$500,000


BELLEVILLE CORPORATION
Income Statement
Year Ended December 31, 2013
———————————————————————————————————————————
Net sales			$400,000
Cost of goods sold			  190,000
Gross profit			210,000
Expenses
	Operating expenses		$85,000
	Interest expense		  18,000
		Total expenses			  103,000
Profit before income tax			107,000
Income tax expense			    26,750
Profit			$  80,250

Additional information for 2013:
(a) Cash dividends of $45,000 were declared and paid.
(b) Average number of common shares was 60,000 shares.
(c) Market value of common shares on December 31 was $20 per share.
(d) Net cash provided by operating activities was $62,000.

Instructions
Using the financial statements and the additional information, calculate the following ratios for 2013:
	1. 	Current ratio

	2. 	Return on common shareholders' equity

	3. 	Price-earnings ratio

	4.	Receivables turnover

	5.	Times interest earned

	6.	Profit margin

	7.	Days in inventory

	8.	Payout ratio

	9.	Return on assets

	10.	Cash current debt coverage ratio

	11.	Dividend yield

Solution 158	(25 min.)
			 $160,250
	1.	Current ratio 	————— = 2.7 to 1
			   $60,000

						$80,250
	2.	Return on common shareholders' equity	————	———————— = 32.1%
			($280,250 + $220,000) ÷ 2

				$80,250	
	3.	Price-earnings ratio	EPS = ———— = $1.34;
				60,000
			  $20
			——— = 14.9 
			 $1.34

				$400,000
	4.	Receivables turnover	——————————— = 10 times
			($50,000 + $30,000) ÷ 2

			  $80,250 + $26,750 + $18,000
	5.	Times interest earned	—————————————— = 6.9
					  $18,000

			 $80,250		
	6.	Profit margin	———— = 20.1%
			$400,000

	7.	Days in inventory 			$190,000	  = 2.9
			
		Inventory turnover = 2.9		($60,000 + $70,000) ÷ 2
			
			365 days
			———— = 126
				2.9

			$45,000
	8.	Payout ratio	———— = 56.1%
			$80,250

			$80,250
	9.	Return on assets	———————————— = 17.4%
			($420,250 + $500,000) ÷ 2


	10.	Cash current debt coverage ratio	= 0.7 times

			($45,000 ÷ 60,000)
	11.	Dividend yield	———————————— = 3.8%
			$20


Ex. 159
The following ratios have been calculated for Johal Limited for 2013:

	Profit margin	18%
	Times interest earned	12 times
	Receivables turnover ratio	2.4 times
	Current ratio	3.25:1
	Debt to total assets ratio	20%

Financial statement information for 2013 for Johal Limited with missing information follows:
JOHAL LIMITED
Comparative Statements of Financial Position
December 31
———————————————————————————————————————————
Assets 	     2013		     2012	
Cash		$  25,000	$  35,000
Trading investments		15,000	15,000
Accounts receivable		?	(6)	35,000
Merchandise inventory		30,000	20,000
Property, plant, and equipment		  200,000	 	 160,000
	Total assets		$      ?		(8)	$265,000

Liabilities and shareholders' equity
Accounts payable		$      ?	(7)	$ 25,000
Short-term bank loan payable		15,000		10,000
Bonds payable		?	(9)	20,000
Common shares		139,500		125,000
Retained earnings		     48,500	  	    35,000
Accumulated other comprehensive income		   50,000		    50,000
	Total liabilities and shareholders' equity		$      ?		(10)	$265,000


JOHAL LIMITED
Income Statement
Year Ended December 31, 2013
———————————————————————————————————————————
Net sales			$75,000
Cost of goods sold			  29,000
Gross profit			46,000
Expenses
	Depreciation expense		$       ?	(5)
	Operating expenses		  12,000
	Interest expense		  1,500
		Total expenses			          ?	(4)
Profit before income tax			?	(2)
Income tax expense			         ?	(3)
Profit			         ?	(1)

Instructions
Using the above ratios and information from Johal Limited’s financial statements, fill in the missing information on the financial statements. Follow the sequence indicated. Show calculations that support your answers.

Solution 159	(35-40 min.)
JOHAL LIMITED
Comparative Statements of Financial Position
December 31
———————————————————————————————————————————
Assets	     2013		     2012	
Cash		$  25,000		$  35,000
Trading investments		15,000		15,000
Accounts receivable		27,500	(6)	35,000
Merchandise inventory		30,000		20,000
Property, plant, and equipment		  200,000		  160,000
	Total assets		$297,500	(8)	$265,000

Liabilities and shareholders' equity
Accounts payable		$  15,000	(7)	$ 25,000
Short-term bank loan payable		15,000		10,000
Bonds payable		29,500	(9)	20,000
Common shares		139,500		125,000
Retained earnings		48,500		35,000
Accumulated other comprehensive income		    50,000		    50,000
	Total liabilities and shareholders' equity		$297,500	(10)	$265,000


JOHAL LIMITED
Income Statement
Year Ended December 31, 2013
——————————————————————————————————————————
Net sales				$75,000
Cost of goods sold				  29,000
Gross profit				46,000
Expenses
	Depreciation expense		$16,000	(5)
	Operating expenses		12,000
	Interest expense		   1,500
		Total expenses				  29,500	(4)
Profit before income tax				16,500	(2)
Income tax expense				    3,000	(3)
Profit					$13,500	(1)

(1)	Profit = $13,500  ($75,000 × 18%).

(2)	Profit before income tax = $16,500.
	Let X = Profit before income tax and interest expense.
	    X
	——— = 12 times; X = $18,000; $18,000 – $1,500 = $16,500.
	 1,500

(3)	Income tax expense = $3,000  ($16,500 – $13,500).

(4)	Total expenses = $29,500  ($46,000 – $16,500).

(5)	Depreciation expense = $16,000 	[$29,500 – ($12,000 + $1,500)].

(6)	Accounts receivable = $27,500.
	Let X = Average receivables.
	$75,000
	———— = 2.4 times; 2.4X = $75,000; X = $31,250.
	       X

	Let Y = Accounts receivable at December 31, 2013.
	 $35,000 + Y
	—————— = $31,250; $35,000 + Y = $62,500; Y = $27,500.
		       2

	(7)	Accounts payable = $15,000.
		Let X = Current liabilities.
		$25,000 + $15,000 + $27,500 + 30,000
		—————————————————		= 3.25
	X

		3.25X = $97,500; X = $ 30,000;  $30,000 – $15,000 = $15,000.

	(8)	Total assets = $297,500	($25,000 + $15,000 + $27,500 + $30,000 + $200,000)

	(9)	Bonds payable = $29,500
		Let X = Total debt
		      X
		———— = 20%; X = $59,500; $59,500 – ($15,000 + $15,000) = $29,500.
		$297,500

	(10)	Total liabilities and shareholders' equity = $297,500; same as total assets—see (8) above.


Ex. 160
Walla Walla Corporation has only common shares issued. The company’s average gross profit margin is 40%. The information shown below was taken from Walla Walla’s latest financial statements:

	Beginning inventory	$   300,000
	Inventory purchased	3,050,000
	Ending inventory	?
	Average gross accounts receivable	625,000
	Average common shareholders' equity	4,000,000
	Sales (all on credit)	5,000,000
	Profit	280,000

Instructions
Calculate the following ratios:
(a)	Receivables turnover and average collection period.

(b)	Inventory turnover and days in inventory.

(c)	Return on common shareholders' equity.

Solution 160	(12 min.)
(a)			Credit sales
	Receivables turnover	=	—————————————
			Average gross accounts receivable

		=	$5,000,000 ÷ $625,000 = 8.0 times

			365 days
	Average collection period	=	——————————
			 Receivables turnover

		=	365 ÷ 8.0 times = 46 days

(b)	Inventory turnover = Cost of goods sold ÷ Average inventory
		First calculate ending inventory.
			Beginning Inventory	$    300,000
			+ Inventory purchased	3,050,000
			– Cost of Goods Sold	  (3,000,000)*
			Ending Inventory	$    350,000

		*Since the gross profit margin is 40%, the cost of goods sold ratio is 60%.
		60% × $5,000,000 (net sales) = $3,000,000.

	Ending Inventory = $350,000 (per above)
	Average Inventory = ($300,000 + $350,000) ÷ 2 = $325,000
	Inventory Turnover = $3,000,000 ÷ $325,000 = 9.3 times
	Days in Inventory = 365 days ÷ 9.3 times = 39 days

(c)		Profit	
	Return on common shareholders' equity	= 	—————————————————
		Average common shareholders' equity

		= 	$280,000 ÷ $4,000,000 = 7.0%


Ex. 161
Selected data from Okinawa Corp are presented below:

	Total assets	$7,400,000
	Average assets	7,200,000
	Profit	950,000
	Net sales	6,000,000
	Cost of goods sold	3,600,000
	Average common shareholders' equity	4,500,000
	Net cash provided by operating activities	820,000

Instructions
Calculate all of the profitability ratios that can be determined from the above information.

Solution 161	(10-15 min.)
With the information provided, the profitability ratios that can be calculated are as follows:

			Profit
1.	Return on common shareholders' equity	=	—————————————————
			Average common shareholders' equity

		=	$950,000 ÷ $4,500,000 = 21.1%

2.	Return on assets	=	Profit ÷ Average assets
		=	$950,000 ÷ $7,200,000 = 13.2%

3.	Profit margin	=	Profit ÷ Net sales
		=	$950,000 ÷ $6,000,000 = 15.8%

4.	Asset turnover	=	Net sales ÷ Average assets
		=	$6,000,000 ÷ $7,200,000 = 0.8 times

		Gross Profit
5.	Gross profit margin	= 	—————
		 Net Sales

		= ($6,000,000 – $3,600,000) ÷ $6,000,000 = 40%


Ex. 162
The statement of financial position for Jensen Corporation at the end of the current year includes the following:

Mortgage payable, 6%		 $3,000,000
$5 noncumulative preferred shares		1,000,000
Common shares (200,000 shares issued)		2,000,000

Profit before income tax was $850,000, and income tax expense for the current year was $212,000. Cash dividends paid on common shares were $100,000 and $50,000 were paid on preferred shares. The common shares were selling for $44.10 per share at the end of the year. There were no ownership changes during the year.

Instructions
Calculate the following ratios:
(a)	times interest earned.

(b)	earnings per share.

(c)	price-earnings ratio.

(d)	dividend yield

Solution 162	(10 min.)
(a)			Profit before income tax and interest expense
	Times interest earned	=	———————————————————————
				Interest expense

	$850,000 + $180,000
	—————————	=	5.7 times
		$180,000

(b)			Profit – Preferred dividends
	Earnings per share 	=	——————————————————————
			 Average number of common shares

	$638,000 – $50,000
	————————— =  $2.94 
	200,000 shares

(c)			Market price per share	$44.10
	Price-earnings ratio	=	——————————	=	——— =    15.0 times
			Earnings per share	 $2.94

(d)	Dividend per share	($100,000 ÷ 200,000) = $0.50

			   Dividend per share		$0.50
	Dividend yield	=	——————————	=	——————	 = 1.1%
			Market price per share		 $44.10


Ex. 163
The condensed income statement for Anchorage Limited for the year ended December 31, 2013 appears below:

	Sales	$800,000
	Cost of goods sold	  360,000
	Gross profit	440,000
	Expenses	  260,000*
	Profit	$ 180,000

	*Includes $45,000 of interest expense and $50,000 of income tax expense.

Additional information:
1.	Average number of common shares in 2013 was 55,000 shares.
2.	The market price of Anchorage’s shares was $40 per share at the end of 2013.
3.	Total cash dividends of $36,000 were paid, $6,000 of which were paid to preferred shareholders.

Instructions
Calculate the following ratios for 2013:
(a)	earnings per share.

(b)	price-earnings ratio.

(c)	times interest earned.

Solution 163	(8 min.)
(a)	Earnings per share

	$180,000 – $6,000		$174,000
	————————	=	———— = $3.16
	55,000	 55,000

(b)	Price-earnings ratio

	$40.00
	———	=	12.6 
	 $3.16

(c)	Times interest earned

	$180,000 + $50,000 + $45,000
	———————————--——	=	6.1 times
	$45,000


Ex. 164
Presented below are liquidity and solvency ratios for XYZ Industries, along with industry averages:

	Ratio		2013	2012	Industry Average
Cash current debt coverage	0.4	0.6	0.8
Cash total debt coverage	0.03	0.07	0.1
Current ratio	0.7:1	0.8:1	1.4:1
Debt to total assets	55%	48%	35%
Inventory turnover	7.0	11.0	15.2
Receivables turnover	6.2	8.1	10.4
Times interest earned	2.0	4.8	8.5

Instructions
Analyze the company's liquidity and solvency using the information presented. Present a conclusion on the liquidity and solvency, supported by your analysis.

Solution 164	(15 min.)
The company's current ratio has decreased and is well below the industry average. This indicates that the company's liquidity is deteriorating. This is consistent with the decreases in inventory turnover and receivables turnover, which are both cause for concern. 

In terms of solvency, the company appears to be in a poor position. Its debt to total assets has increased somewhat and is now well above the industry average. Both times interest earned and cash total debt coverage have decreased and are well below the industry average.


Ex. 165
The following information was taken from the financial statements of Hicks Corporation:

	     2013		     2012	
Gross profit		$900,000	$350,000
Profit before income tax		230,000	221,000
Profit		140,000	162,500
Profit margin		8%	20%

Instructions
(a)	Calculate the net sales for each year.

(b)	Calculate the cost of goods sold in dollars and as a percentage of net sales for each year.

Solution 165	(12-15 min.)
(a)	To calculate net sales, divide profit by the profit margin.
		2013			2012	
	Net Sales	$140,000 ÷ 8% = $1,750,000 	$162,500 ÷ 20% = $812,500

(b)	Using the net sales information from (a) and the gross profit given, it is possible to calculate the cost of goods sold.			

         2013		     	   2012	
	Net sales	$1,750,000	$812,500
	Less:  Gross profit	     900,000	     350,000
	Cost of goods sold	$   850,000	$   462,500
	% of net sales	49%	57%


Ex. 166
The following are data from the latest financial statements of Pound Limited:

	($ in thousands)
Cash dividends paid	$400
Payout ratio	20%
Preferred dividends paid	$80
Average common shareholder's equity	$32,000
Average total shareholders’ equity	$36,000
Average issue price of common shares	$100
Average total liabilities	$38,000
Profit margin	8%
Gross profit	$12,000
Price-earnings ratio	18

Instructions
Using the above information, calculate the following:
1.	Profit

2.	Return on common shareholders' equity

3.	Asset turnover

4.	Return on assets

5.	Gross profit margin

6.	Earnings per share

7.	Market price per share

Solution 166	(20 min.)
1.	Profit = Cash dividends ÷ payout ratio = $400 ÷ 0.20 = $2,000

		Profit – preferred dividends
2.	Return on common shareholders' equity	= —————————————————
		Average common shareholders' equity
		= ($2,000 – $80) ÷ $32,000 = 6.0%

3.	Asset turnover = Net sales ÷ average total assets = $25,000 ÷ $74,000 = 0.3 times

	Net sales = Profit ÷ profit margin = $2,000 ÷ 0.08 = $25,000

	Average total assets	= Average total liabilities + average total shareholders' equity
		= $38,000 + $36,000 = $74,000

4.	Return on assets = Profit ÷ average total assets = $2,000 ÷ $74,000 = 2.7%

5.	Gross profit margin = gross profit ÷ net sales = $12,000 ÷ $25,000 = 48%

		Profit – preferred dividends
6.	Earnings per share = ———————————————— = ($2,000 – $80) ÷ 320 = $6.00
		Average number of common shares

		  Average common shareholders' equity
	Average number of common shares	= ——————————————————
		Average issue price

		= $32,000 ÷ $100 = 320

7.	Market price per share = Earnings per share × Price-earnings ratio = $6.00 × 18 = $108.00

 MATCHING
SET A


167.	For each of the ratios listed below, indicate by the appropriate code letter, whether it is a liquidity ratio, a profitability ratio, or a solvency ratio.

	Code:
L = Liquidity ratio	P = Profitability ratio	S = Solvency ratio

____	1.	Return on assets

____	2.	Receivables turnover

____	3.	Earnings per share

____	4.	Payout ratio

____	5.	Cash current debt coverage

____	6.	Debt to total assets

____	7.	Free cash flow

____	8.	Inventory turnover

____	9.	Dividend yield

____	10.	Times interest earned



Answers to Matching (set a)

14 - 54
Test Bank for Financial Accounting: Tools for Business Decision-Making, 5th Canadian Edition

14 - 53
Performance Measurement


1.	P
2.	L
3.	P
4.	P
5.	L
6.	S
7.	S
8.	L
  9.	P
10.	S


MATCHING
SET B


168.	Match the ratios with the appropriate ratio calculation by entering the appropriate letter in the space provided.

	A.	Current ratio	F.	Times interest earned
	B.	Dividend yield	G.	Inventory turnover
	C.	Profit margin	H.	Average collection period
	D.	Asset turnover	I.	Days in inventory
	E.	Price-earnings ratio	J.	Payout ratio


			Cost of goods sold
 ____	1.	—————————
			Average inventory

		     Profit
____	2.	——————
			Net sales

		Cash dividends
____	3.	———————
			Profit

			Net sales
____	4.	———————
		Average assets

			 Current assets
____	5.	————————
		 Current liabilities

			365 days
____	6.	——————————
			Receivables turnover

			Market price per share
____	7.	——————————
			Earnings per share

			365 days
____	8.	————————
			Inventory turnover




		Profit before income tax and interest expense
____	9.	———————————————————————
		                  Interest expense

		 Dividend per share
____	10.	——————————
		Market price per share



Answers to Matching (SET B)


1.	G
2.	C
3.	J
4.	D
5.	A
6.	H
7.	E
8.	I
  9.	F
10.	B


SHORT-ANSWER ESSAY QUESTIONS


S-A E 169
Define the term discontinued operations. Why is it better to report discontinued operations separately in the financial statements?

Solution 169
The term discontinued operations refers to the disposal, or availability for sale, of a component of an entity. A component of an entity represents a major line of business or major geographic area of a company.

The results from discontinued operations are reported separately so that users of the financial statements can estimate the company’s sustainable income, which would be used to predict future earnings. This would be difficult to do if the results from continuing operations were mixed in with the results from discontinued operations.


S-A E 170
Horizontal and vertical analyses are analytical tools frequently used to analyze financial statements. What type of information or insights can be obtained by using these two techniques?  Explain how the output of horizontal analysis and vertical analysis can be compared to industry averages and/or competitors.

Solution 170
Horizontal analysis allows an analyst to develop a picture of current trends in a company's operations. The analyst can see whether the accounts are increasing or decreasing and how large these changes actually are. Vertical analysis allows an analyst to evaluate financial statement items within a single financial statement. This technique helps the analyst to evaluate the relative size of the financial statement items and how the items relate to the financial statement as a whole. An example would be if current liabilities were a very large percentage of total liabilities and shareholders' equity.

Both techniques allow the company to evaluate their performance and position relative to their competitors and their industry as a whole. For example, the company could evaluate their current trend in sales and see how favourably their sales performance compared to the sales performance of other companies in the industry. Another example would be comparing the relative size of long-term liabilities or retained earnings. This would show which companies have taken on a large amount of debt and which companies have reinvested profit.


S-A E 171
Fast Express specializes in the overnight transportation of medical equipment and laboratory specimens. The company has selected the following information from its most recent annual report to be the subject of an immediate press release.
· The financial statements are being released.
· Profit this year is $2.1 million. Last year's profit was $1.8 million.
· The current ratio has changed to 2:1 from last year's 1.5:1
· The debt to total assets ratio has changed to 4:5 from last year's 3:5
· The company expanded its truck fleet substantially by purchasing ten new delivery vans.
· The company already had twelve delivery vans. The company is now the largest medical courier in the Atlantic region.

Instructions
Prepare a brief press release incorporating the information above. Include all information. Think carefully which information (if any) is good news for the company, and which (if any) is bad news.

Solution 171
Fast Express released its financial statements today, disclosing a 17% increase in profit, to $2.1 million from $1.8 million last year. The company also improved its short-term liquidity. Its current ratio improved to 2:1 from last year's 1.5:1. Part of the improved performance is no doubt due to the addition of ten new delivery vans to its fleet, allowing it to become the largest medical courier in the Atlantic region. The purchase of the vans, however, caused the debt to total assets ratio to increase. It now has $4 of debt for every $5 in assets, while last year there were only $3 of debt to $5 in assets.


S-A E 172
You and a fellow classmate from your commerce class, Sidney Short, have recently started work at High Five Marketing Inc. Sidney majored in marketing and is working with one of the production teams. You are with the finance and accounting department. During one of your regular coffee breaks together Sidney asks about the use of estimates when determining the company's profit. He says that he knows future revenues and expenses are estimates but doesn't understand why events that have already occurred cannot be measured accurately. He says he remembers from his introductory accounting course that there are accounting rules that cover how things must be accounted for so he wants to know how profit that is in accordance with GAAP can be anything other than exact.

Instructions
Prepare the explanation you would give Sidney. Include two examples of where estimates are made.

Solution 172
Many estimates are required in preparing financial information. For example, estimates are used in determining the allowance for uncollectible receivables. Although the sales have occurred, not all of the customers have paid their bills by the time the financial statements are prepared. Since bad debts are a necessary expense of doing business, the accountant must estimate the amount of the outstanding receivables that will not be collected. This expense must be recorded on the same period as the revenue.

Another example involves the cost of long-lived assets. For instance, office furniture and equipment will last for several years. Each of those years should bear a portion of the cost of the furniture and equipment because each year will benefit from it. But it is impossible to know in advance exactly how long each item will last, or what residual value an item will have at the end of its useful life. So again, the accountant must rely on estimates of the life of the assets as well as the residual values.


S-A E 173
It has been reported that companies in financial difficulty tend to change accounting policies more frequently than those not in financial difficulty. Is it ethical behaviour?

Solution 173
Management must use professional judgement in choosing the most appropriate accounting policy for the circumstances. A voluntary change in accounting policy is only allowed when management can show that the new accounting policy results in a more reliable and relevant presentation of events or transactions in the financial statements. 

If the reason for the change in policy is strictly to improve appearances, the behaviour would neither be permissible nor ethical. But, because the standard is subjective, management’s initial choices may be justifiable while being biased in favour of a presentation that furthers certain company objectives.


S-A E 174
The use of alternative accounting policies can hamper comparability in financial statement analysis. Explain how different depreciation methods used by different companies can affect the comparability of certain profitability ratios.

Solution 174
Any of the profitability ratios that involve profit will be affected by the method of depreciation chosen. The use of an accelerated method, such as double-diminishing balance, will result in higher depreciation charges in the early years and lower depreciation charges in the later years. These costs will differ from the depreciation costs that would have been incurred if the straight-line method had been used. Therefore, because of the different costs, profit will also be different. Thus, the choice of depreciation method affects profit, which in turn affects the ratios.

It is important to recognize that these differences are timing differences only. They affect year-by-year comparisons, but not comparisons over the total life of the asset.
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