Chapter 14 Solutions:

	E 14-1 Match the following ratios with their categories:

	
	
	

	
	Ratios
	

	A
	Gross Margin
	3

	B
	Debt to Equity
	2

	C
	Times Interest Earned
	2

	D
	Current Ratio
	1

	E
	Price Earnings
	4

	F
	EPS
	3

	G
	Book Value per share
	2

	H
	Inventory Turnover
	1

	I
	Dividend Payout
	4

	J
	Financial Leverage
	2

	K
	Working Capital
	1


	E 14-2
	Abra
	Magic
	
	
	

	
	2004
	2005
	2006
	2007
	2008

	Sales
	400,000
	450,000
	500,000
	600,000
	756,000

	COGS
	300,000
	350,000
	425,000
	450,000
	560,000

	
	
	
	
	
	

	Vertical Trend:
	
	
	
	

	COGS/ Sales
	0.75
	0.78
	0.85
	0.75
	0.74

	
	
	
	
	
	

	Horizontal Trend: Base 2004
	
	
	

	Sales
	
	1.13
	1.25
	1.50
	1.89

	COGS
	
	1.17
	1.42
	1.50
	1.87

	
	
	
	
	
	


Vertical analysis shows that COGS to Sales ratio is almost stable over the period, except 

in 2006. However, the horizontal analysis indicates that COGS is increasing 

at a slightly higher rate than Sales in 2005 and 2006, and stabilizes and increases 

at a slightly lower rate than Sales in 2008. Depending on the industry the company operates in 

an average of 75% for COGS might be high. The company should take necessary measures to lower their costs.

E14-3 Masca

	
	
	
	2009
	2008
	
	
	
	

	1.Current Ratio
	
	1.15
	1.06
	(Current Assets/Current Liabilities)

	2.Debt to Equity (1)
	
	1.19
	0.80
	(Total Liabilities/ Shareholders'Equity)

	3. Earnings per share (2) millions
	
	0.32
	(Net Income-Pre.Div.-Res.)/W.Com.Shares

	4. Long-term debt to equity
	0.31
	0.16
	(LTD/(LTD+Shareholders' Equity)

	5.Book value per share millions
	1.47
	1.78
	(Common  Stock Equity/ No of Out.Shares)

	
	
	
	
	
	
	
	
	

	(1) for 2008 = (325 + 200) / (300+140)
	
	
	
	
	

	(2) First we need to find the net income of 2009 and outstanding number of shares
	

	
	
	
	
	
	
	
	
	

	Ret.Earnings 2008
	140,000
	
	dividends paid: TL 20000 per share
	

	plus Net income
	95,600
	
	number of shares=TL300.000.000 /1.000 =
	300,000

	less dividends
	-600
	
	total dividends paid =sharesx0.002= TL
	600

	Ret.Earnings 2009
	235,000
	
	    
	
	
	
	


Problems

P14-1 Barbo Shop

	
	
	
	 TL 
	%
	
	

	Sales
	
	
	30000
	100
	(19.500 /.65)

	COGS
	
	
	10500
	35
	(30.000 -19.500)

	Gross Margin
	
	19500
	65
	
	

	Operating Expenses
	
	16800
	56
	(19.500 -1.200 - 1.500)

	Interest Expense
	
	1200
	4
	(4% x 30.000)

	Income Before Tax 
	
	1500
	5
	(900/ (1-tax rate) )0.60)

	Income Tax (40%)
	
	600
	2
	( 1.500 -900)

	Net Income
	
	
	900
	3
	(3% x 30000)

	
	
	
	
	
	
	


P14-2 Company A vs Company B

	Ratios Computed: 
	
	
	
	
	
	

	1. current ratio
	
	
	Current Assets/ Current Liabilities

	2.quick ratio
	
	
	
	(Cash +Accounts Receivable) / Current Liabilities

	3.working capital
	
	
	Current Assets - Current Liabilities

	4.inventory turnover
	
	
	COGS/ Average Inventory
	

	5.days in inventory
	
	
	365/ inventory turnover
	

	6.accounts receivable turnover
	
	Credit Sales/ Average Accounts Receivable

	7.collection period
	
	
	365/Accounts Receivable Turnover

	8.length of the operating cycle
	
	365/ Working Capital Turnover
	

	
	
	
	
	
	
	
	

	
	
	
	Company A
	Company B
	
	
	

	Net Sales (all credit)
	
	240,000
	148,750
	
	
	

	COGS
	
	
	210,000
	103,125
	
	
	

	Cash
	
	
	6,000
	8,750
	
	
	

	Accounts Receivable (net)
	30,000
	17,500
	
	
	

	Inventory
	
	
	84,000
	20,625
	
	
	

	Current Liabilities
	
	40,000
	18,750
	
	
	

	
	
	
	
	
	
	
	

	State your decision as to which company you would extend short-term credit for 90 days and 

	the reasons.
	
	
	
	
	
	
	

	1. current ratio
	
	3.00
	2.50
	
	
	

	2.quick ratio
	
	
	0.90
	1.40
	
	
	

	3.working capital
	
	80,000
	28,125
	
	
	

	4.inventory turnover
	
	2.50
	5.00
	
	
	

	5.days in inventory
	
	146.00
	73.00
	
	
	

	6.accounts receivable turnover
	8.00
	8.50
	
	
	

	7.collection period
	
	45.63
	42.94
	
	
	

	8.length of the operating cycle (1)
	121.67
	69.01
	
	
	

	(1) first compute
	
	
	
	
	
	

	     working capital turnover
	3.00
	5.29
	
	
	

	
	
	
	
	
	
	
	

	Company B seems to be a better choice for short term credit based on its performance 

	Quick ratio, inventory turnover, accounts receivable turnover and days in inventory ratios

	are better for Company B. However, Company B needs to improve its collection policy.


P14-3 

	Note to the Instructor:
	
	
	
	
	

	This is a suggested solution. Students can develop other solutions. 
	
	

	
	
	
	
	
	
	
	

	Current Ratio:
	
	
	
	4.26
	1.10
	

	Quick Ratio
	
	
	
	
	2.94
	0.77
	

	Debt to Equity
	
	
	
	1.38
	5.14
	

	Long-term Debt Ratio
	
	
	
	0.52
	0.15
	

	
	
	
	
	
	
	
	

	Return on Equity
	
	
	
	0.39
	0.25
	

	Return on Assets
	
	
	
	0.16
	0.04
	(1)

	Financial Leverage
	
	
	
	0.23
	0.21
	

	Earnings per Share
	
	
	
	1,156.55
	492.02
	

	Price Earnings Ratio
	
	
	
	3.03
	3.96
	

	Price to Book Ratio
	
	
	
	1.18
	1.00
	

	Dividend Payout Ratio
	
	
	
	0.71
	0.89
	

	Book value per share of Common Stock
	
	2,954.15
	1,944.12
	

	
	
	
	
	
	
	
	

	number of shares outstanding (000)
	
	60
	1.38
	

	
	
	
	
	
	
	
	

	(1) since we don't have the operating income, we used net income instead.
	

	
	
	
	
	
	
	
	

	Discussions:
	
	
	
	
	
	
	

	1. The bond investor would like to compare the interest rate on the bonds of the company 

	with the yields of other alternative investment instruments. The other important aspect is the 

	amount of long-term debt. Company A higher percentage of long-term debt, but its debt to equity

	ratio is lower. When we check the quick ratio we see that Company B might face some short term 

	liquidity problems and thus might have difficulty to service its debt. Therefore, Company A 

	seems to be better choice.
	
	
	
	
	

	
	
	
	
	
	
	
	

	2. From potential shareholders' view, again Company A seems to perform better. Although 

	both companies have positive financial leverage effect indicating to successfully use of debt,

	Company A's ROE is better and Company B's. However, the market ratios show that 

	Company B is enjoying better market recognition. Furthermore, their dividend payout ratio is better.

	For short-term investment Company B might be better. However, for long-term investment 

	Company  A seems to be a better choice.
	
	
	
	

	
	
	
	
	
	
	
	

	3. Company A has higher long-term debt but also higher return on assets indicating 

	better utilization of its assets. On the other hand, if Company B overcomes its 
	

	potential problems in the short-run, it will be a better choice for long term
	

	creditors.
	
	
	
	
	
	
	


