ACC502 Financial Reporting & Analysis 
Case Study (1)

The financial statements of Albert Company appear below:

Balance Sheet 

	Item
	2002
	2003
	Vertical Analysis
2002            2003    
	% Change 


	Current Assets
	
	
	
	
	

	Cash
	9000
	17000
	8.7%
	15.2%
	88.9%

	Short- Term Investments
	8000
	8500
	7.7%
	7.6%
	6.3%

	A/R
	17500
	10500
	16.9%
	9.4%
	(40%(

	N/R
	3000
	2500
	2.9%
	2.2%
	(16.7%(

	Inventory
	10000
	12000
	9.7%
	10.8%
	20%

	Current Assets
	47500
	50500
	45.9%
	45.2%
	6.3%

	Fixed Assets
	
	
	
	
	

	Buildings
	12500
	14000
	12.1 %
	12.6%
	12%

	Machines
	31550
	31000
	 30.5 %
	27.6%
	1.7)%)

	Lands
	7000
	10000
	6.8 %
	9%
	42.9%

	Other Fixed Assets
	4950
	6000
	4.8%
	4.5%
	1.1%

	Total Fixed Assets
	56000
	61000
	54.1%
	54.7%
	21.2%

	Total Assets
	103500
	111500
	100%
	100%
	7.7%

	Current Liabilities
	
	
	
	
	

	A/P
	11500
	16500
	11.1%
	14.8%
	43.5%

	N/P
	20500
	23500
	19.8%
	21.1%
	14.6%

	Accruals
	3000
	2000
	2.9%
	1.79%
	(33.3%(

	Current Liabilities
	35000
	42000
	
	
	

	Long term liabilities
	
	
	
	
	

	Loans and Bonds
	11000
	12000
	10.6%
	10.8%
	9.1%

	Owners Equity
	
	
	
	
	

	Capital (1 KD Per Share)
	54000
	56000
	52.2%
	50.3%
	3.7%

	Retained Earnings
	3500
	1500
	3.4%
	1.3%
	(57.1%(

	Total Liabilities and Owners Equity
	103500
	111500
	100%
	100%
	7.7%




Income Statement
 
	

	
2002
	
2003

	Vertical Analysis
	
% Change

	
	
	
	2002
	2003
	

	Sales
	225000
	360000
	100%
	100%
	60%

	C.O.G.S
	168750
	262800
	75%
	73%
	%55.7

	Gross Profit
	56250
	97200
	25%
	27%
	%72.8

	Selling Expenses
	12000
	20000
	5.3%
	5.6%
	%66.7

	Operating Expenses
	33750
	48800
	15%
	11.9%
	%44.6

	Net Operating Profits
	10500
	28400
	4.7%
	9.6%
	%170.5

	Other Revenues
	5000
	6000
	2.2%
	1.67%
	%20

	Debit Interest
	1750
	2400
	78.%
	0.67%
	%37.1

	Net Income Before Tax
	13750
	32000
	6.1%
	8.9%
	%132.7

	Tax 40%
	5500
	12800
	2.4%
	3.6%
	%132.7

	After Tax Net Income 
	8250
	19200
	3.7%
	5.3%
	%132.7



Additional Information:
· The company’s main business is Manufacturing Digital Cameras and Security Systems.
· The Co. distributed 2 million KDs of stock dividends during the first quarter of 2003 using part of the retained earnings.
· The Co. distributed all its distributable profits at the end of 2003 showing 112% increase than last year 2002 dividends.
· Other Revenues in the income statement include credit interests and dividends revenues from short-term-investments.

Required: Using the above information, comment on the profitability, liquidity, activity and how efficient was the management in using the assets employed. 	

Positive Point of view

· The increase in cash seems to be reasonable if this cash is to be used in the future expansion plans that are clear from the increase in lands and buildings. 
· The change in A/R is a positive indication that the company was successful in collecting its receivables resulted from sales increase. 
· The increase in inventory is accepted in this type of business only if it reflects an increase in the stock of raw material. The company is expanding and this supports the possibility of keeping an inventory of raw material especially when raw material prices are expected to increase. 
· Looking at the change in short term investments (6.3%) together with the increase in revenues from short-term-investments (other revenues) (20%) is clear evidence that the company is effectively managing its liquidity in spite of the increase in short term liabilities in 2003. 
· The increase in short term liabilities in 2003 seems to be understandable at this stage keeping in mind that the company is expanding (most cash are needed for contractions/expansion) and that the increase in revenues from short term investments ($6,000) exceeds the increase in debit (borrowing) interest ($2,400).  
· The current ratio decreased from 1.357 (net working capital = $12,500) in 2002 to 1.20 (net working capital = $8,500) in 2003. 
· Company’s profitability in 2003 is higher than 2002 (the increase in net profits = 132.7%) as a result of the increase in sales. 
· The increase in operating expenses (44.6%) and selling expenses (66.7%) are normal if it reflects increase in marketing campaign expenses, research and development expenses, and/or increase in administrative expenses necessary for expansion plans. Especially if such expenses were essential in increasing sales in 2003. 
· The dividend policy in 2003 (paying $2 million stock dividends plus 112% cash dividends more than the year 2002) could be explained as follows: (i) consistent with the expansion strategy, the company used stock dividends policy as a way to increase it’s capital needed for it’s future plans; (ii) the cash dividends shall support the company’s future intension to issue new stocks with premium and collect extra cash.
· In short, company’s profitability is improving. Liquidity is lower than in previous year (as a normal result of construction/expansion process) but it is still manageable. In terms of debt management (measured by interest coverage ratio in this case) is controllable. Activity ratios are improving.
· The main consideration in 2004 must be cash and liquidity management. 

Negative point of view

· The company’s strategy to accumulate cash (increased by 88.9%) and short term investments (increased by 6.3%) in 2003 generated from the increase in sales (60%) and collections from receivables (decreased by 56.7%) is questionable especially that the company is financing it’s operational and investment cash needs by borrowing either short term (58.1%) or long term (%9.1).
· Keeping in mind the need for cash to pay short term liabilities and avoid any possible solvency problems in the future, it seems unjustifiable to waste the available cash by paying cash dividends 112% more than last year. The $2 million stock dividends should have been enough. 
· The increase in inventory seems to be a risky issue in such a type of business - digital systems from changing technology point of view.
· The current ratio decreased from 1.357 (net working capital = $12,500) in 2002 to 1.20 (net working capital = $8,500) in 2003. This indicates that the company may face a solvency problem soon.

Examples of some selected ratios

	
	2003

	Current Ratio
	1.202

	Net Working Capital
	$8,500

	ROA
	19,200 ÷107,500 = 17.86%

	ROE
	19,200 ÷ 57,500 = 33.4%

	Debt Ratio 
	54,000 ÷111,500 = 48.43%

	Receivable Turnover ratio
	360,000 ÷ 16,750 = 21.5 times
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