Chapter 5
Communicating and Interpreting
Accounting Information
ANSWERS TO QUESTIONS

1.	The primary responsibility for the accuracy of the financial records and conformance with Generally Accepted Accounting Principles (GAAP) of the information in the financial statements rests with management, normally the CEO and CFO.  Independent auditors or CPAs are responsible for conducting an examination of the statements in accordance with Generally Accepted Auditing Standards (for private companies) and PCAOB Auditing Standards (for public companies), and based on that examination, attesting to the fairness of the financial presentations in accordance with GAAP. Both management and the auditors assume a financial responsibility to users of the statements.

2.	Financial analysts, who normally work for brokerage and investment banking houses, mutual funds, and investment advisory services, gather extensive financial and nonfinancial information about a company, on which they base forecasts and stock purchase and sale recommendations. Private investors include individuals who purchase shares in companies, often on the basis of recommendations from financial analysts. Institutional investors are managers of pension, mutual, endowment, and other funds that invest on behalf of others. 

3. 	Information services provide a wide variety of financial and nonfinancial information to analysts and investors, often on-line or on CD-ROM.  These services are normally the first source where important financial information such as quarterly earnings announcements are available.  

4.	Material amounts are amounts that are large enough to influence a user’s decision.  

5.	a.	Income statement--Accrual basis required by GAAP.
	b.	Balance sheet--Accrual basis required by GAAP.
	c.	Statement of cash flows--Cash basis required by GAAP.

6.	Private companies normally issue quarterly and annual reports, both of which are normally simple photocopied reports.  The quarterly reports normally present unaudited summary income statement and balance sheet information.  The annual reports include the four basic financial statements, related notes, and the auditor’s opinion if the statements are audited.

7.	Public companies issue quarterly press releases, quarterly reports, and annual reports to shareholders and Forms 10-Q (quarterly reports), 10-K (annual reports), and 8-K (special events) reports to the SEC.  Press releases include a summary of the quarterly report information and are the first announcement of quarterly financial information.  The quarterly reports normally present unaudited summary income statement, cash flow statement, and balance sheet information along with abbreviated management discussion and analysis and notes.  Annual reports are often elaborate reports including extensive discussions.  The financial section includes: (1)  summarized financial data for a 5-year period; (2)  management’s discussion and analysis of financial condition and results of operations and disclosures about market risk; (3)  the four basic financial statements; (4)  notes (footnotes); (5)  report of independent registered public accounting firm (auditor’s opinion) and the management certification; (6)  recent stock price information; (7)  summaries of the unaudited quarterly financial data; and  (8)  listings of directors and officers of the company and relevant addresses.  The Form 10-Q and 10-K provide more detailed information than the quarterly and annual reports of private companies including additional disclosures not included in those reports.  The 8-K is issued irregularly when special events, such as a change in auditors, occur.  

8.	The four major subtotals or totals on the income statement are:  (a) gross profit, (b) income from operations, (c) income before income taxes, and (d) net income.

9.	The six major classifications on the balance sheet are: (a) current assets, (b) noncurrent assets, (c) current liabilities, (d) long-term liabilities, (e) contributed capital and (f) retained earnings. 

10.	Property, plant, and equipment are reported on the balance sheet.  Property, plant, and equipment are those assets held by the business not for resale but for use in operating the business, such as a delivery truck.  (a) Property, plant, and equipment are reported at their acquisition cost which represents the amount of resources expended in acquiring them.  (b) Over their period of use, they are "depreciated" because of being worn out (used up) or becoming obsolete in carrying out the function for which they were acquired.  A portion of the cost of this effect is known as depreciation expense.  A certain amount of depreciation is reported each period as an expense on the income statement and the total amount of depreciation on the asset from the date it was acquired up to the date of the financial statement is known as accumulated depreciation.  (c) Cost minus accumulated depreciation equals net book value, as reported on the balance sheet.  Net book value (sometimes also called book value or carrying value) does not represent the current market value of the asset but rather the original cost of it less the amount of that cost that has been measured as depreciation expense for all of the periods since the asset was acquired.

11.	The major classifications of stockholders’ equity are: (1) contributed capital, which represents the stockholders' investments and (2) retained earnings, which represent the earnings of the company to date less any dividends paid to the owners.  Contributed capital is often split between the account common stock (which consists of a nominal legal amount called par value) and additional paid-in capital.  

12.	The three major classifications on the Statement of Cash Flows are (a) cash from operating activities, (b) cash from investing activities, and (c) cash from financing activities.

13.	The three major categories of notes to the financial statements are: (1) descriptions of accounting rules applied to the company’s statements, often called significant accounting policies (e.g., the depreciation method applied to property, plant, and equipment), (2) additional details about financial statement numbers (e.g., sales by geographic region), and (3) relevant financial information not listed on the statements (e.g., the existence of a bank line of credit).

14.	Return on assets (ROA) is a ratio measure defined as net income divided by average total assets.  It measures how much the firm earned for each dollar of assets available to management, regardless of the source of financing.  A return on assets analysis provides an overall framework for evaluating company performance by breaking down ROA into its two determinants:  net profit margin and total asset turnover.  Together, these indicate why ROA differs from prior levels or that of competitors, and provide insights into strategies to improve ROA in future periods.
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E5-6.

Req. 1.

Snyder’s-Lance
Consolidated Balance Sheet
December 31, Current Year
(in millions)

	Assets
	

	     Current Assets
	

	          Cash and cash equivalents
	$    20,841

	Accounts receivable, net
	143,238

	          Inventories
	106,261

	          Prepaid expenses and other
	20,705

	          Other current assets
	96,983

	Total current assets
	388,028

	Property, plant and equipment, net
	313,043

	Goodwill
	367,853

	Other intangible assets, net
	376,062

	Other assets
	21,804

	Total assets
	$1,466,790

	Liabilities and Stockholders’ Equity
	

	     Current Liabilities
	

	          Accounts payable
	$  52,930

	          Accrued compensation
	29,248

	          Other payables and accrued liabilities
	68,712

	          Short-term debt
	4,256

	Total current liabilities
	155,146

	Long-term debt
	253,939

	Other long-term liabilities
	219,114

	Total liabilities 
	628,199

	     Stockholders' Equity
	

	Common stock, 67,820,798 shares outstanding 
	56,515

	          Additional paid-in capital
	730,338

	          Retained earnings
	51,738

	Total stockholders' equity
	838,591

	Total liabilities and stockholders' equity
	$1,466,790


[bookmark: _GoBack] Req. 2.  

In each case, the term “net” means that the account is reported after the balance in the related contra account has been subtracted.  Accounts receivable, net means that the allowance for doubtful accounts contra account has been subtracted.  Other intangible assets, net means that the accumulated amortization contra account has been subtracted.  Property, plant and equipment, net means that the accumulated depreciation contra account has been subtracted. 

E5-8. 

TOWNSHIP CORPORATION
Income Statement
For the Year Ended December 31, 2015

		Computations in Order
Sales revenue		Given		$85,000
Cost of goods sold	(a)	$85,000 - $30,000	  	  55,000
Gross profit		Given	  	30,000
Operating expenses:
  Selling expense	 	Given	$7,000
  Administrative expense	(c)	$17,000 – $7,000	    10,000
Total operating expenses	(b)	$30,000 – $13,000		  17,000
Pretax income		Given		13,000
    Income tax expense	(d)	$13,000 x 35%*		        4,550
Net income	(e)	$13,000 – $4,550		$  8,450

Earnings per share ($8,450  2,500 shares*)   $3.38

*Given

	Gross profit percentage
	=
	Gross profit
	=
	30,000
	=
	 0.353 (35.3%)

	
	
	Net sales
	
	85,000
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	Transaction
	Current Assets
	Gross Profit
	Current Liabilities

	a.
	+$2,449.3
	+$2,449.3
	NE

	b.
	+$500.0
	NE
	+$500.0

	c.
	–$197.6
	NE
	NE



The effects of the transactions can be seen by making the related journal entries and using CA, CL, R, and E to denote current asset, current liability, revenue, and expense, respectively.

a.	Accounts receivable (+CA)  		4,285.6
		Sales revenue (+R)			4,285.6
	Cost of goods sold (+E)		1,836.3
		Inventory (–CA)  			1,836.3
Note that Gross Profit increases (by $2,449.3) since it is defined as Sales (increased by $4,285.6) less Cost of Goods Sold (increased by only $1,836.3).

b.	Cash (+CA)  		500.0
		Notes payable (+CL)  			500.0

c.	Research and development expense (+E)  		197.6
		Cash (–CA)  			197.6
Note that Research and Development Expense is not included in Cost of Goods Sold and, hence, has no effect on Gross Profit.

E5-17.

Req. 1.

	
	
	Current
Year
	Prior
Year

	Net Income (given)		
Average Total Assets (given)
	
	   $439,190 = 0.111
$3,947,331
	   $368,403 = 0.102
$3,612,015  



The increase in ROA from 0.102 in the prior year to 0.111 in the current year means that the firm earned $0.009 more for each $1 of investment.


Req. 2.

	ROA Analysis
	Current
Year
	Prior
Year

	  Net Income
  Net Sales
	     $439,190 = 0.1206
   $3,642,937
	   $368,403 =  0.1194
$3,085,290

	x Net Sales		
   Average Total Assets
	   $3,642,937 = 0.9229
   $3,947,331
	$3,085,290 =  0.8542
$3,612,015  

	  Return on Assets
	0.111
	0.102



The increase in ROA is caused by increases in both net profit margin and asset turnover (from 0.119 to 0.121 and from 0.854 to 0.923, respectively).  The company’s profit margin and efficiency appear to have increased with the economic recovery. 


E5-18.

Req. 1.

	
	
	Current
Year
	Prior
Year

	Net Income (given)		
Average Total Assets (given)
	
	  $59,387  =  0.147
$403,162  
	  $55,425  =  0.141
$394,143  



The increase in ROA from 0.141 in the prior year to 0.147 in the current year means that the firm earned $0.006 more for each $1 of investment.

Req. 2.

Security analysts would be more likely to increase their estimates of share value on the basis of this change.  The company increased its earnings by $0.006 for each $1 of investment and, hence, increased the corresponding value of that investment.  

