


Financial Management
Week 1 Exercises SOLUTIONS PART 1

1) Based on the following company information:
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Calculate:

a. Net income
b. Cash flow from operations
c. Retained earnings, 2016
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2) A company has the following income statements:
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a. Complete the vertical analysis of the company and identify any unusual results.
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COGS/sales up: our costs are up, we should raise prices
op exp/sales down: perhaps good expense management, perhaps decrease in marketing which will hurt future sales
Interest expense/sales: not meaningful, rather we should evaluate INTEREST COVERAGE, which is operating profit/interest expense
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Any number less than 5 is risky, so our debt in 2016 is too high.
Income tax expense/profit before tax: the tax rates are similar in both years
b. Complete the horizontal analysis for sales and evaluate this result by comparison to industry performance.
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Sales growth is strong for the company compared to the industry; important to confirm this is actual performance, not accounting errors or fraud.
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2016 % 2015 %

Sales 40,000 $        36,000 $  

Cost of goods sold 18,000 $        11,000 $  

Gross profit 22,000 $        25,000 $  

Operating expenses 8,000 $           10,000 $  

Operating profit 14,000 $        15,000 $  

Interest expense 6,000 $           900 $        

Profit before tax 8,000 $           14,100 $  

Income tax expense 2,100 $           3,300 $    

Net profit 5,900 $           10,800 $  

Sales growth, industry 3%

Sales growth, company
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2016 2015

Sales 100.0% 100.0%

Cost of goods sold 45.0% 30.6%

Gross profit 55.0% 69.4%

Operating expenses 20.0% 27.8%

Operating profit 35.0% 41.7%

Interest expense 15.0% 2.5%

Profit before tax 20.0% 39.2%

Income tax expense 26.3% 23.4%

Net profit 14.8% 30.0%
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2016 2015

Operating profit 14,000 $        15,000 $  

interest expense 6,000 $           900 $        

Interest coverage 2.3                   16.7          
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Sales growth, industry 3%

Sales growth, company 11%
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2016 2015

Sales 40,000 $       

Cost of goods sold 18,000 $       

Operating expenses 8,000 $          

Depreciation expense 3,000 $          

Dividends paid 3,200 $          

Accounts receivable 8,200 $           7,900 $    

Accounts payable 3,900 $           3,200 $    

Retained earnings 4,400 $    
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1a 2016

Sales 40,000 $       

Cost of goods sold 18,000 $       

Gross profit 22,000 $       

Operating expenses 8,000 $          

Depreciation expense 3,000 $          

Net income 11,000 $       

1b 2016

Net income 11,000 $       

Add: depreciation 3,000 $          

Less: increase in receivables (300) $            

Add: increase in payables 700 $             

Cash flow from operations 14,400 $       

1c 2016

Beginning retained earnings 4,400 $          

Add: net income 11,000 $       

Less: dividends (3,200) $        

Ending retained earnings 12,200 $       


