Earnings Quality Practice Problem

You are given the 19X9 and 19X8 income statements, balance sheets, selected notes to the financial statements and a partial management discussion and analysis (MD&A) section for Qualico Products, Inc.  Use this information to:

a. Evaluate each of the following items (from the ‘checklist for earnings quality’) as it relates to the quality of earnings reported by Qualica, Inc. in 19X9

a. Sales: Allowance for doubtful accounts

b. Sales: Price vs. volume changes

c. Sales: Real vs. nominal growth

d. Cost of Sales: Loss Recognitions on the write-down of inventory

e. Operating Expenses: Discretionary items

f. Other Revenue and Expenses: Gains (losses) from asset sales

b. Recommend any adjustments to 19X9 earnings you think would be necessary to develop a more relevant earnings figure that would reflect Qualico’s future earnings potential.

Evaluation of ‘checklist’ items

A.  Evaluation of checklist items

a. Sales: Allowance for doubtful accounts

i. As can be seen on the balance sheet, the allowance for doubtful accounts decreased from $40 million in 19X8 to $14 million in 19X9 while there was a small nominal sales growth.  Accounts receivables also increased between the two years.  This is potentially an indication of lower earnings quality because income has been increased by the reduction of a discretionary expense.

b. Sales: Price vs. volume changes

There was a slight increase in nominal sales growth in 19X9 of 2%.  As can be seen in the management discussion and analysis, the increase was due to increased sales volume.

c. Sales: Real vs. nominal growth

Although there was a slight nominal sales growth in 19X9, there was a decrease in sales when adjusted for general inflation.  This can be seen in the following analysis.

Sales




19X9

19X8

As reported



$18,637
$18,272

Adjusted for general inflation

$18,637
$19,049 **

** 18,272 X (343.4 / 329.4) = $19,049

d. Cost of Sales: Loss Recognitions on the write-down of inventory

The analyst should be aware of the effect on the gross profit margin.  As can be seen in Note 5, there was a ‘loss recognition’ on the write-down of inventory of $8.7 million which is included in the cost of goods sold.  It also reflects a possible problem with inventory.  It may be an indicator of difficulty in moving inventory, and thus the firm may have obsolete inventory or a declining demand for these goods.

e. Operating Expenses: Discretionary items

In Note 3, all three discretionary items listed are declining as the investment in capital assets increased and sales increased slightly in nominal terms.  This indicates a possible short-term strategy by the firm in that they may be trying to increase earnings without considering possible long-run effects.

f. Other Revenue and Expenses: Gains (losses) from asset sales

As discussed in Note 4, other income includes $288 million on asset disposals which should be subtracted from 19X9 net income for comparison with other years’ income.

Another note:  As can be seen in Note 5, finished goods increased while raw materials and work-in-process decreased.  While there may be a logical explanation, it may be another indication of inventory problems.  Production may be being cut because finished goods are not selling well.

B. Adjusted 19X9 income

Total income before tax, extraordinary gain, 

and cumulative effect of accounting change


$183  (in millions)

Adjustments:


Gain on asset sales





(288)

Provision for income tax





(55)

Adjusted net income/(loss)




($160)

Notice that other items of analysis could be used to adjust net income (allowance for bad debts, inventory write-down), but it’s hard to know what the ‘best’ amount of the adjustment would be.  For example, it’s hard to know from the statements what we think the bad debt allowance should be.  Some of the analysis items don’t result in making an adjustment but remain indications of potentially lower quality financial reporting.
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