Chapter 3

Analysis of Financial Statements
ANSWERS TO END-OF-CHAPTER QUESTIONS

Aliquidity ratio is a ratio that shows the relationship of a firms
cash and other current assets to its current liabilities. The current
ratio is found by dividing current assets by current liabilities. It
i ndi cates the extent to which current liabilities are covered by those
assets expected to be converted to cash in the near future. The quick,
or acid test, ratio is found by taking current assets less inventories
and then dividing by current liabilities.

Asset managenment ratios are a set of ratios which neasure how
effectively a firmis managing its assets. The inventory turnover
ratio is sales divided by inventories. Days sales outstanding is used
to apprai se accounts receivable and indicates the length of tinme the
firmnust wait after nmaking a sale before receiving cash. It is found
by dividing receivables by average sales per day. The fixed assets
turnover ratio measures how effectively the firm uses its plant and
equipnent. It is the ratio of sales to net fixed assets. Total assets
turnover ratio nmeasures the turnover of all the firms assets; it is
cal cul ated by dividing sales by total assets.

Fi nanci al | everage rati os neasure the use of debt financing. The debt
ratio is the ratio of total debt to total assets, it neasures the
percentage of funds provided by creditors. The tines-interest-earned
ratio is determined by dividing earnings before interest and taxes by
the interest charges. This ratio nmeasures the extent to which
operating income can decline before the firmis unable to neet its
annual interest costs. The EBI TDA coverage ratio is simlar to the
times-interest-earned ratio, but it recognizes that many firns |ease
assets and al so nust make sinking fund paynents. It is found by adding
EBI TDA and | ease paynments then dividing this total by interest charges,
| ease paynents, and sinking fund paynents over one nminus the tax rate.

Profitability ratios are a group of ratios which show the combi ned
effects of liquidity, asset mmnagenent, and debt on operations. The
profit margin on sales, calculated by dividing net income by sales,

gives the profit per dollar of sales. Basic earning power is
calculated by dividing EBIT by total assets. This ratio shows the raw
earni ng power of the firnm s assets, before the influence of taxes and
| everage. Return on total assets is the ratio of net inconme to tota

assets. Return on common equity is found by dividing net inconme into
conmon equity.
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e. Market value ratios relate the firm s stock price to its earnings and
book value per share. The price/earnings ratio is calculated by
dividing price per share by earnings per share--this shows how ruch
investors are willing to pay per dollar of reported profits. The
price/cash flowis calculated by dividing price per share by cash flow
per share. This shows how nuch investors are willing to pay per dollar
of cash flow Mar ket -t o-book ratio is sinply the market price per
share divided by the book value per share. Book value per share is
common equity divided by the nunber of shares outstanding.

f. Trend analysis is an analysis of a firnis financial ratios over tine.
It is used to estimate the |ikelihood of inprovenent or deterioration
inits financial situation. Conparative ratio analysis is when a firm
conpares its ratios to other |eading conpanies in the sane industry.
This technique is al so known as benchnar ki ng.

g. The Du Pont chart is a chart designed to show the rel ationshi ps anong
return on investnent, asset turnover, the profit margin, and | everage
The Du Pont equation is a fornmula which shows that the rate of return
on assets can be found as the product of the profit margin tines the
total assets turnover.

h. Wndow dressing is a technique enployed by firm to nmake their
financial statenments |ook better than they really are. Seasonal
factors can distort ratio analysis. At certain tines of the year a
firm may have excessive inventories in preparation of a “season” of
hi gh demand. Therefore an inventory turnover ratio taken at this tine
as opposed to after the season will be radically distorted.

The enphasis of the various types of analysts is by no nmeans uniform nor
should it be. Managenment is interested in all types of ratios for two
reasons. First, the ratios point out weaknesses that should be
strengt hened; second, nanagenent recognizes that the other parties are
interested in all the ratios and that financial appearances nust be kept
up if the firmis to be regarded highly by creditors and equity investors
Equity investors are interested primarily in profitability, but they
exam ne the other ratios to get information on the riskiness of equity
commtnments. Long-termcreditors are nore interested in the debt ratio,
TIE, and fixed-charge coverage ratios, as well as the profitability
ratios. Short-termcreditors enphasize liquidity and | ook nost carefully
at the liquidity ratios.

The inventory turnover ratio is inmportant to a grocery store because of
the much | arger inventory required and because sone of that inventory is
peri shabl e. An insurance conpany would have no inventory to speak of
since its line of business is selling insurance policies or other sinmlar
financial products--contracts witten on paper and entered into between
t he conpany and the insured. This question denpbnstrates the fact that the
student should not take a routine approach to financial analysis but
rat her shoul d exanine the particul ar business he or she is dealing wth.
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G ven that sal es have not changed, a decrease in the total assets turnover
nmeans that the conpany’s assets have increased. Also, the fact that the
fixed assets turnover ratio renmmined constant inplies that the conpany
increased its current assets. Since the conmpany’s current ratio
i ncreased, and yet, its quick ratio is unchanged neans that the conpany
has increased its inventories.

Differences in the anpbunts of assets necessary to generate a dollar of
sal es cause asset turnover ratios to vary anong industries. For exanple,
a steel conmpany needs a greater nunber of dollars in assets to produce a
dollar in sales than does a grocery store chain. Also, profit margins and
turnover ratios may vary due to differences in the amunt of expenses
incurred to produce sales. For exanple, one would expect a grocery store
chain to spend nore per dollar of sales than does a steel conpany. Oten,

a large turnover will be associated with a low profit margin, and vice
versa.
Inflation will cause earnings to increase, even if there is no increase in

sal es volune. Yet, the book value of the assets that produced the sales
and the annual depreciation expense remain at historic values and do not

reflect the actual cost of replacing those assets. Thus, ratios that
conpare current flows with historic values becone distorted over tine
For exanple, ROA will increase even though those assets are generating the
same sal es vol une.

When conparing different conpanies, the age of the assets will greatly
affect the ratios. Conpani es whose assets were purchased earlier wll

reflect | ower asset values than those that purchased the assets |later at
inflated prices. Two firnms with simlar physical assets and sales could
have significantly different ROAs. Under inflation, ratios will also
reflect differences in the way firns treat inventories. As can be seen

inflation affects both income statement and bal ance sheet itens.

RCE, using the Du Pont equation, is the return on assets nultiplied by the
equity nultiplier. The equity multiplier, defined as total assets divided
by owners’ equity, is a neasure of debt utilization; the nore debt a firm
uses, the lower its equity, and the higher the equity multiplier. Thus,

using nore debt will increase the equity nultiplier, resulting in a higher

ROE

a. Cash, receivables, and inventories, as well as current liabilities,
vary over the year for firns with seasonal sales patterns. Therefore,
those ratios that exam ne balance sheet figures wll vary unless

averages (monthly ones are best) are used.

b. Commn equity is determned at a point in tinme, say Decenber 31, 2001
Profits are earned over tinme, say during 2001. If a firmis grow ng
rapidly, year-end equity wll be rmuch |arger than beginning-of-year
equity, so the calculated rate of return on equity will be different
dependi ng on whet her end-of-year, beginning-of-year, or average conmbn
equity is wused as the denoninator. Average conmon equity is
conceptually the best figure to use. In public utility rate cases,
people are reported to have deliberately used end-of -year or begi nni ng-
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3-10

of -year equity to mmke returns on equity appear excessive or
i nadequate. Sinilar problens can arise when a firmis being eval uated

Firms within the sanme industry may enpl oy different accounting techniques
which nake it difficult to conpare financial ratios. More fundanmentally,
conparisons may be misleading if firms in the same industry differ in
their other investnents. For exanple, conparing Pepsico and Coca-Cola nmay
be ni sl eading because apart from their soft drink business, Pepsi also

owns ot her businesses such as Frito-Lay, Pizza Hut, Taco Bell, and KFC.
Tot al Ef f ect
Current Current on Net
Asset s Rati o | ncone

a. Cash is acquired through issuance of
addi ti onal common st ock. + + 0

b. Merchandise is sold for cash. + + +

c. Federal income tax due for the previous
year is paid. - + 0

d. Afixed asset is sold for less than
book val ue. + + -

e. Afixed asset is sold for nore than
book val ue. + + +

f. Merchandise is sold on credit. + + +

g. Paynent is made to trade creditors for
previ ous purchases. - + 0

h. A cash dividend is declared and pai d. - - 0

i. Cash is obtained through short-term bank
| oans. + - 0

j. Short-term notes receivable are sold at
a di scount. - - -

k. Marketable securities are sold bel ow cost. - - -
I . Advances are nmmde to enpl oyees. 0 0 0

m Current operating expenses are paid. - - -
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Short-term prom ssory notes are issued to
trade creditors in exchange for past due
accounts payabl e.

Ten-year notes are issued to pay off
accounts payabl e.

A fully depreciated asset is retired.
Accounts receivable are coll ected.

Equi pnment is purchased with short-term
not es.

Mer chandi se i s purchased on credit.

The estimted taxes payable are increased.
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Tot al Ef f ect
Current Current on Net
Asset s Rati o | nconme

0 0 0

0 + 0

0 0 0

0 0 0

0 - 0

+ - 0

0 - -
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SOLUTIONS TO END-OF-CHAPTER PROBLEMS

3-1 CA = $3, 000, 000; G 1.5;
CL
CL=721 =272
% =1.5
CL
$3, 000, 000 -1 5
CL

1.5CL = $3, 000, 000
CL = $2, 000, 000.

CA - |
CL
$3, 000, 000 - |
$2, 000, 000
$3, 000, 000 - | = $2, 000, 000
| = $1, 000, 000.

=1.0

3-2 DSO = 40 days; ADS = $20,000; AR = ?

AR
DSO = ——
S
360
0= L
$20, 000

AR = $800, 000.

@ 0

E:Q]_-l+

A é A=

Eg

D.g_ 129

A & 2 4p
%: 0.5833 = 58. 33%
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ROA
ROA

10% PM= 2% RCE = 15% S/ITA =7, AE =7
NI/A;, PM= N/S; ROE = N/E

ROA = PM~ S/ TA
Nl/A=N/S "~ SITA
10% = 2% "~ S/ TA
S/ TA = 5.

RCE = PM~ S/ITA ~ TAE

NI/E=N/S~ SITA~ TAE
15%=2%" 5" TAE
15% = 10% "~ TA/E

TAE = 1.5.

We are given ROA = 3% and Sal es/ Total assets = 1.5".

From Du Pont equation: ROA = Profit margin °~ Total assets turnover
3% = Profit margin (1.5)
Profit margin = 3% 1.5 = 2%

We can al so cal cul ate the conpany’s debt ratio in a simlar manner, given
the facts of the problem W are given ROA(NI/A) and ROE(NI/E); if we use
the reciprocal of RCE we have the follow ng equation:

E N E D E
—=— —and —=1- —, so0
A A NI A A
E:S%_L
A 0. 05
E:60%.
A
D
le- 0.60 = 0. 40 = 40%.
Al ternatively,

RCE = ROA = EM

5% = 3%" EM

EM = 5% 3% = 5/3 = TAVE.

Take reciprocal :
E/TA = 3/5 = 60%
therefore,
DDA =1- 0.60 = 0.40 = 40%

Thus, the firms profit margin = 2% and its debt ratio = 40%
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$1, 312, 500
$525, 000

= 2.5.

Present current ratio

$1,312,500 + D NP
$525, 000 + D NP

M ni mum current ratio = 2.0.

$1, 312,500 + DNP
DNP

$1, 050, 000 + 2DNP
$262, 500.

Short-term debt can increase by a nmaxi mum of $262,500 wi thout violating a
2 to 1l current ratio, assuming that the entire increase in notes payable
is used to increase current assets. Since we assunmed that the additional
funds would be used to increase inventory, the inventory account wll
increase to $637,500, and current assets will total $1,575, 000.

Quick ratio = ($1,575, 000 - $637, 500)/$787, 500 = $937, 500/ $787, 500 = 1.19 .

1 Current assets -3 0 $810, 000 -3 0
" Current liabilities ' Current liabilities '
Current liabilities = $270, 000.
5 Current assets - | nventories -1 4 $810, 000 - I nventories -1
' Current liabilities ' $270, 000 '

I nventories = $432, 000.

Current _ Mar ket abl e Account s .
3. assets ~ Cash + Securities T receivable * Inventories
$810, 000 = $120, 000 + Accounts receivable + $432, 000
Accounts receivable = $258, 000.
4 Sal es — 6.0 Sal es
| nvent ory $432, 000
Sal es = $2, 592, 000.
5 DSO = Account s recei vabl e _ $258, 000 - 36 days.
Sal es/ 360 $2, 592, 000/ 360

TIE = EBIT/INT, so find EBIT and | NT.

I nterest = $500,000 ~ 0.1 = $50, 000.

Net incone = $2,000,000 ~ 0.05 = $100, 000.

Pre-tax incone = $100,000/(1 - T) = $100,000/0.7 = $142, 857.

EBI T = $142,857 + $50, 000 = $192, 857.
TIE = $192, 857/ $50, 000 = 3.86".
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©
Py,
f
1l

Profit margin °~ TA turnover
NI/ Sales ~ Sales/ TA =~ TA Equity.

Now we need to determine the inputs for

were given.
init on the right:

Sal es (given)
Cost

EBI T (given)

I NT (given)
EBT

Taxes (34%
NI

Equity nmultiplier

the equation fromthe data that
On the left we set up an incone statenent, and we put nunbers

$10, 000, 000
na___

$ 1, 000, 000
300, 000

$ 700, 000
238, 000

$ 462, 000

Now we can use sone ratios to get sone nore dat a:

Total assets turnover = 2 = S/TA;, TA = S/2

DA = 60% so E/A
Equity nmultiplier

40% and, therefore,
TAE = 1/(E/A) =1/0.4

= $10, 000, 000/ 2 = $5, 000, 000.

= 2.5.

Now we can conplete the Du Pont equation to determ ne ROE:

ROE = $462, 000/ $10, 000, 000 ~

3-10 Known dat a:

TA = $1, 000, 000

$10, 000, 000/ $5, 000, 000 ~

2.5 =0.231 = 23.1%

BEP = 0.2 = EBI T/ Total assets, so EBIT = 0.2($1, 000, 000) = $200, 000.

kd = 8%
T = 40%
DDA = 0.5 = 50% so Equity = $500, 000.

DA = 0% DA = 50%
EBI T $200, 000 $200, 000
I nt er est 0 40, 000*
EBT $200, 000 $160, 000
Tax (40% 80, 000 64, 000
NI $120, 000 $ 96,000
ROE = NI _ $120, 000 = 120 $96, 000 ~ 19 29
Equi ty $1, 000, 000 $500, 000

Difference in ROE = 19.2% - 12.0% = 7. 2%

*If DDA = 50% then half of assets are financed by debt, so Debt =

$500, 000.

3-11 Statenment a is correct.
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At an 8% interest rate, |NT = $40, 000.

Refer to the solution setup for Problem 3-10 and
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think about it this way: (1) Adding assets will not affect conmmon equity

if the assets are financed with debt. (2) Adding assets will cause
expected EBIT to increase by the anbunt EBIT = BEP(added assets). (3)
I nterest expense will increase by the ambunt ky(added assets). (4) Pre-tax
income will rise by the amunt (added assets)(BEP - kg). Assuming BEP >
kq, if pre-tax income increases so will net incone. (5) If expected net
i ncome increases but common equity is held constant, then the expected RCE
will also increase. Note that if kg > BEP, then addi ng assets financed by

debt would | ower net incone and thus the RCE. Therefore, Statenent a is
true--if assets financed by debt are added, and if the expected BEP on
those assets exceeds the cost of debt, then the firms ROE will increase.

Statenents b and ¢ are false, because the BEP ratio uses EBIT, which is
cal cul ated before the effects of taxes or interest charges are felt, and d
is false unless ky > BEP. O course, Statenent e is also fal se.

3-12 a. Currently, ROE is ROE; = $15, 000/ $200,000 = 7.5%
The current ratio will be set such that 2.5 = CA/CL. CL is $50, 000,

and it will not change, so we can solve to find the new |level of
current assets: CA = 2.5(CL) = 2.5($50,000) = $125,000. This is the
| evel of current assets that will produce a current ratio of 2.5 .

At present, current assets ampunt to $210,000, so they can be
reduced by $210,000 - $125,000 = $85,000. |If the $85,000 generated is
used to retire conmon equity, then the new comon equity bal ance will
be $200,000 - $85,000 = $115, 000.

Assunming that net incone is unchanged, the new ROE will be ROE, =
$15, 000/ $115, 000 = 13.04% Therefore, ROE will increase by 13.04% -
7.50% = 5.54%

b. 1. Doubling the dollar anpunts would not affect the answer; it would
still be 5.54%

2. Common equity would increase by $25,000 fromthe Part a scenario,
whi ch woul d nmean a new ROE of $15, 000/ $140, 000 = 10.71% which woul d
mean a difference of 10.71% - 7.50% = 3.21%

3. An inventory turnover of 2 would mean inventories of $100, 000, down
$50,000 from the current Ievel. That would nean an ROE of
$15, 000/ $150, 000 = 10.00% so the change in RCE would be 10.00% -
7.5% = 2.5%

4. |If the conpany had 10,000 shares outstanding, then its EPS woul d be
$15, 000/ 10,000 = $1.50. The stock has a book value of
$200, 000/ 10, 000 = $20, so the shares retired would be $85, 000/ $20 =
4,250, leaving 10,000 - 4,250 = 5,750 shares. The new EPS would be
$15, 000/ 5, 750 = $2. 6087, so the increase in EPS would be $2.6087 -
$1.50 = $1.1087, which is a 73.91% increase, the sane as the
i ncrease in ROCE.

5. If the stock was selling for twice book value, or 2 x $20 = $40,
then only half as many shares could be retired ($85,000/$40 =
2,125), so the remmi ning shares would be 10,000 - 2,125 = 7,875, and
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t he new EPS woul d be $15,000/7,875 = $1.9048, for an increase of
$1.9048 - $1.5000 = $0. 4048.

c. W could have started with lower inventory and higher accounts
recei vabl e, then had you cal culate the DSO, then move to a | ower DSO
which woul d require a reduction in receivables, and then deternine the
ef fects on ROE and EPS under different conditions. Sinmilarly, we could
have focused on fixed assets and the FA turnover ratio. In any of
these cases, we could have had you use the funds generated to retire
debt, which would have lowered interest charges and consequently
i ncreased net incone and EPS.

If we had to increase assets, then we would have had to finance this
i ncrease by addi ng either debt or equity, which would have | owered RCE
and EPS, other things held constant.

Finally, note that we could have asked sone conceptual questions
about the problem either as a part of the problem or without any
reference to the problem For exanple, “If funds are generated by
reduci ng assets, and if those funds are used to retire common stock
will EPS and/or ROE be affected by whether or not the stock sells
above, at, or bel ow book val ue?”

3-13 a. (Dollar anpunts in thousands.)

I ndustry
Firm Aver age
Current assets _ $655, 000 _ 1 98 20
Current liabilities $330, 000
DSO = Accounts receivable _ $336, 000 - 75 days 35 days
Sal es/ 360 $4, 465. 28
Sal es _ $1, 607, 500 _ 6. 66 6. 7
| nventory $241, 500
. Sal es _ $1, 607, 500 _ 5 50 12.1
Fi xed assets $292, 500
Sal es _ $1, 607, 500 _ 1.70° 3.0
Tot al assets $947, 500
Sal es $1, 607, 500
_Net income  _  $27,300 _ 2 9% 3. 6%
Tot al assets $947, 500
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3-14

4.

5.

I ndustry

Firm Aver age
Net i ncome - $27,800  _ ;5 9. 0%
Common equi ty $361, 000
_Total debt ——_  $586,500 _ g1 9% 0. 0%
Total assets $947, 500

For the firm

ROCE =PM~ T.A turnover ~ EM=1.7%" 1.7 ~ §g£ZL§99 = 7.6%

$361, 000
For the industry, ROE = 1.2% " 3~ 2.5 = 9%

Note: To find the industry ratio of assets to comon equity, recognize
that 1 - (total debt/total assets) = conmon equity/total assets. So,
common  equity/total assets = 40% and 1/0.40 = 2.5 = tota
asset s/ conmon equity.

The firm s days sales outstanding is nore than twice as long as the
i ndustry average, indicating that the firm should tighten credit or
enforce a nore stringent collection policy. The total assets turnover
ratio is well below the industry average so sal es shoul d be increased

assets decreased, or both. While the conmpany’s profit margin is higher
than the industry average, its other profitability ratios are |ow
conpared to the industry--net incone should be higher given the anpunt
of equity and assets. However, the company seens to be in an average
liquidity position and financial leverage is simlar to others in the
i ndustry.

If 2001 represents a period of supernormal growh for the firm ratios

based on this year will be distorted and a conpari son between them and
i ndustry averages will have little nmeaning. Potential investors who
ook only at 2001 ratios will be msled, and a return to nornmal

conditions in 2002 could hurt the firm s stock price.

Debt = (0.50)(Total assets) = (0.50)($300,000) = $150, 000.

Accounts payabl e Debt — Long-term debt = $150,000 - $60, 000

= $90, 000
_ Total liabilities .
Conmon stock = and equity - Debt - Retained earnings

$300, 000 - $150, 000 - $97,500 = $52, 500.
Sales = (1.5)(Total assets) = (1.5)($300,000) = $450, 000.

Inventory = Sales/5 = $450,000/5 = $90, 000.
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6. Accounts receivable
$45, 000.

7. Cash + Accounts receivable
Cash + $45, 000
Cash

8. Fi xed assets

( Sal es/ 360) ( DSO)

= ($450,

$45, 000

000/ 360) ( 36)

(0.80) (Account s payabl e)
(0.80) ($90, 000)
$72, 000 -

= $27, 000.

Total assets - (Cash + Accts rec. + Inventories)
$300, 000 - ($27,000 + $45,000 + $90, 000) = $138, 000.

9. Cost of goods sold = (Sales)(1 - 0.25) = ($450,000)(0.75) = $337, 500.
3-15 a. (Dollar ampbunts in mllions.) I ndustry
Firm Aver age
Current ratio = CUrrenF aésgté = $303 = 273 2
Current liabilities $111
Debt to Debt $135
_ = 3195 = 30% 30%
total assets Total assets $450
Times interest _ EBI T - $49.5 = 11° 7
ear ned I nt er est $4.5
EBI TDA _ - %15 ‘ ‘
cover age - - $6.5 - 940 °
I nventory  _ Sal es - %79 = 5 10°
turnover | nvent ory $159
DSO _ Accounts receivable _ $66 - 30 days 24 days
Sal es/ 360 $795/ 360
F. A. Sal es $795 .
- = —_— = 5 41 6
Turnover Net fixed assets $147
T. A. Sal es $795 .
- - - - = —_— = 1 77 3
Turnover Total assets $450
Profit margin = Net i ncome = 327 = 3.40% 3%
Sal es $795
Return on Net i ncone $27
= - = _ = 6.00% 9%
total assets Total assets $450
Ret urn on ROA ° EM = 6%  1.43 = 8.58% 12. 9%

comon equity ~
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Al ternatively,

Net i ncome $27

RCE = - = = 8.6%
Equity $315
b. RCE = Profit margin ~ Total assets turnover ~ Equity nultiplier
_ Net i ncome . Sal es ., Total assets
Sal es Total assets Comon equity
= $27 . 3795 . $450 =3.4%" 1.77 ~ 1.43 = 8.6%
$795 $450 $315
Firm | ndustry Coment
Profit margin 3.4% 3. 0% Good
Total assets turnover 1.77 3.0 Poor
Equity multiplier 1.43 1.43* Good
« 1. D02 _E
TA TA
1-0.30=0.7
EM = E:L:143
E 0.7

Al ternatively, EM = ROE/ROA = 12.9% 9% = 1. 43.

c. Analysis of the Du Pont equation and the set of ratios shows that the
turnover ratio of sales to assets is quite low. Either sales should be
increased at the present |evel of assets, or the current |evel of
assets should be decreased to be nmore in line with current sales
Thus, the problem appears to be in the bal ance sheet accounts.

d. The conparison of inventory turnover ratios shows that other firnms in
the industry seemto be getting along with about half as much inventory
per unit of sales as the firm |If the conpany’s inventory could be
reduced, this would generate funds that could be used to retire debt,
thus reducing interest charges and inproving profits, and strengthening
the debt position. There night also be sone excess investnent in fixed
assets, perhaps indicative of excess capacity, as shown by a slightly
| ower -t han-average fixed assets turnover ratio. However, this is not
nearly as clear-cut as the overinvestment in inventory.

e. If the firmhad a sharp seasonal sales pattern, or if it grewrapidly

during the year, many ratios might be distorted. Rati os invol ving
cash, receivables, inventories, and current liabilities, as well as
t hose based on sales, profits, and common equity, could be biased. It

is possible to correct for such problens by using average rather than
end- of - peri od figures.

3-16 a. Here are the firm s base case ratios and other data as conpared to the
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i ndustry:

Firm | ndustry Coment
Qui ck 0.8 1.0 Weak
Current 2.3 2.7 Weak
I nventory turnover 4.8 7.0 Poor
Days sal es outstanding 37 days 32 days Poor
Fi xed assets turnover 10. 0 13.0° Poor
Total assets turnover 2.3 2.6 Poor
Return on assets 5. 9% 9. 1% Bad
Return on equity 13.1 18.2 Bad
Debt ratio 54.8 50.0 Hi gh
Profit margin on sales 2.5 3.5 Bad
EPS $4.71 n. a. --
Stock Price $23. 57 n. a. --
P/E ratio 5.0 6.0 Poor
P/CF ratio 2.0 3.5 Poor
MB ratio 0. 65 n. a. - -
The firm appears to be badly managed--all of its ratios are worse than

the industry averages, and the result
ratio, a |l ow stock price,
sonmething to inprove.

b. A decrease in the inventory | evel

is | ow earnings,
and a low MB ratio.

a low P/E, P/ICF
The conpany needs to do

woul d i nprove the inventory turnover,

total assets turnover, and ROA, all of which are too |ow It would
have sone inpact on the current ratio, but it is difficult to say
precisely how that ratio would be affected. If the lower inventory
| evel allowed the conpany to reduce its current liabilities, then the
current ratio would inprove. The |lower cost of goods sold would
improve all of the profitability ratios and, if dividends were not
increased, would lower the debt ratio through increased retained

earnings. All
hi gher stock price.
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of this should lead to a higher

mar ket / book ratio and a
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