A LOOK BACK <
In Chapter 6 we analyzed operating
activities using accrual measures.
We examined revenue and expense
recognition methods for interpretation
of operations. Per share figures for
income were also examined.

A LOOK AT THIS
CHAPTER
In this chapter we analyze cash

flow measures for insights into

all business activities, with special
emphasis on operations. Attention is
directed at company and business
conditions when interpreting cash
flows. We also consider alternative
measures of cash flows.

A LOOK AHEAD >
The next chapter begins our focus
on a more strategic application and
analysis of financial statements. We
analyze return on investment, asset
utilization, and other measures of
performance that are relevant to a
wide class of financial statement
users. We describe several tools of
analysis to assist in evaluation of
company performance and return.

400

CHAPTER SEVEN

CASH FLOW ANALYSIS

ANALYSIS OBJECTIVES

e Explain the relevance of cash flows in analyzing business
activities.

e Describe the reporting of cash flows by business activities.

® Describe the preparation and analysis of the statement of
cash flows.

® |nterpret cash flows from operating activities.

® Analyze cash flows under alternative company and business
conditions.

e Describe alternative measures of cash flows and their
usefulness.

e |[llustrate an analytical tool in evaluating cash flows
(Appendix 7A).


http://downloadslide.blogspot.com

Analysis Feature

Rite Aid’s Bad Case of Cash Woes

HARRISBURG, PA-Rite Aid’s
financial problems began with an
overly aggressive store construc-
tion and acquisition binge by its
former CEO that drained cash.
That CEO built more than 1,600
new stores, shelled out $1.4 bil-
lion for Thrifty PayLess, a 1,000-
store West Coast chain that
proved a drag on earnings, and
paid $1.5 billion for pharmacy-
benefits manager PCS Health
Systems.

The fallout: for the next five
years, Rite Aid’s cash outflows for
investing activities totaled $5 bil-
lion. At the same time, its cash in-
flows from operating activities
totaled $800 million. This means
Rite Aid financed most of its
investments and working capital
increases with debt—as reflected
by a five-fold increase in total
liabilities from $1,738 million to
$9,393 million as of 2000.

The crushing debt load im-
pacted the company’s ability to

obtain supplier credit for inventory
purchases and strapped the com-
pany of much-needed cash for op-
erating activities. Store sales
suffered as a result of inventory
shortages, reductions in advertis-
ing expenditures, and the inabil-
ity to be price competitive. The
consequent reduction in stock
price also prohibited the company

Analysis of cash flows
would have exposed
these ills.

from selling common stock to re-
finance its debt and resulted in a
downgrade in its credit rating.
The company is now in turn-
around mode under the lead-
ership of its new CEO. The
company has sold the PCS
Health Systems investment for a
net cash inflow of $480 million
that it used to reduce its indebted-
ness. It has also convinced bond-

PREVIEW OF CHAPTER 7

holders to accept common stock
in exchange for approximately
$580 million of indebtedness.

Rite-Aid also sold accounts re-
ceivable to a special purpose entity
(raising $150 million), and sold
and leased back 36 stores (raising
$94 million). The proceeds have
been used to retire indebtedness.
Although the company is making
progress, much work needs to be
done because its indebtedness as
02005 amounted to over $5.6 bil-
lion, as compared with $323 mil-
lion of equity.

Analysis of cash flows would
have exposed these potential ills
early on. Adds T. D. Barrett, an
analyst at Massachusetts Financial
Services, “This company clearly
got in way over its head” The pre-
scription for Rite Aid’s ills must
include sensible checks on its ex-
cessive cash outflows for investing
activities—checks that can be mon-
itored by analysis of its statement
of cash flows.

EEEEEER

Cash is the residual balance from cash
inflows /ess cash outflows for all prior
periods of a company. Net cash flows, or
simply cash flows, refers to the current
period’s cash inflows less cash outflows.
Cash flows are different from accrual
income measures of performance. Cash
flow measures recognize inflows when
cash is received but not necessarily earned,
and they recognize outflows when cash
is paid but the expenses not necessarily
incurred. The statement of cash flows
reports cash flow measures for three
primary business activities: operating,

Analyzing Cash Flows

Statement of
Cash Flows

Cash from Operations

Cash Flow Analysis

Relevance of cash
Cash flow relations
Reporting by
activities
Constructing the
statement

Indirect method

Direct method

Converting indirect
to direct

Reporting limitations

Cash flows and
accruals

Alternative measure

Business conditions

Free cash flow

Cash flows as
validators
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402 Financial Statement Analysis

investing, and financing. Operating cash flows, or cash flows from operations, are the
cash basis counterpart to accrual net income. More generally, information on cash
flows helps us assess a company’s ability to meet obligations, pay dividends, increase
capacity, and raise financing. It also helps us assess the quality of earnings and the de-
pendence of income on estimates and assumptions regarding future cash flows. This
chapter describes cash flows and their relevance to analysis of financial statements.
We describe current reporting requirements and their implications for analysis of cash
flows, and we explain useful analytical adjustments to cash flows using financial data.

sannansSTATEMENT OF CASH FLOWS

The purpose of the statement of cash flows is to provide information on cash inflows
and outflows for a period. It also distinguishes among the sources and uses of cash flows
by separating them into operating, investing, and financing activities. This section dis-
cusses important cash flow relations and the layout of the cash flow statement.

Relevance of Cash

Cash is the most liquid of assets and offers a company both liquidity and flexibility. It is
both the beginning and the end of a company’s operating cycle. A company’s operat-
ing activities involve cash conversion into various assets (such as inventories) that are
used to yield receivables from credit sales. The operating cycle is complete when the
collection process returns cash to the company, enabling a new operating cycle to
begin.

Our analysis of financial statements recognizes that accrual accounting, where com-
panies recognize revenue when earned and expenses when incurred, differs from cash
basis accounting. Yet net cash flow is the end measure of profitability. It is cash, not in-
come, that ultimately repays loans, replaces equipment, expands facilities, and pays div-
idends. Accordingly, analyzing a company’s cash inflows and outflows, and their oper-
ating, financing, or investing sources, is one of the most important investigative
exercises. This analysis helps in assessing liquidity, solvency, and financial flexibility.
Liquidity is the nearness to cash of assets and liabilities. Solvency is the ability to pay
liabilities when they mature. Financial flexibility is the ability to react and adjust to
opportunities and adversities.

Useful but incomplete information on sources and uses of cash is available from com-
parative balance sheets and income statements. However, a comprehensive picture of
cash flows is derived from the statement of cash flows (SCF). This statement is im-
portant to analysis and provides information to help users address questions such as:

e How much cash is generated from or used in operations?

e What expenditures are made with cash from operations?

e How are dividends paid when confronting an operating loss?
e What is the source of cash for debt payments?

e How is the increase in investments financed?

* What is the source of cash for new plant assets?

e Why is cash lower when income increased?

e What is the use of cash received from new financing?

Users of financial statements analyze cash flow to answer these and many similar ques-
tions. The statement of cash flows is key to the reconstruction of many transactions,
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which is an important part of the analysis. Analysis  Qperating Cash Flows and Net Income of Dell
of this statement requires our understanding of the

accounting measures underlying its preparation and 2004 T :
presentation. This chapter focuses first on these impor- 2003 T 1
tant accounting fundamentals and then on the analytical 5 545 1
() I |
uses for the statement of cash flows. > 001 '
|

2000 T ]

Reporting by Activities

The statement of cash flows reports cash receipts and
cash payments by operating, financing, and investing
activities—the primary business activities of a company. [ =2 Net income (loss) 3 Operating cash flow

Operating activities are the earning-related activi-
ties of a company. Beyond revenue and expense activities represented in an income
statement, they include the net inflows and outflows of cash resulting from related
operating activities like extending credit to customers, investing in inventories, and ob-
taining credit from suppliers. Operating activities relate to income statement items
(with minor exceptions) and to balance sheet items relating to operations—usually
working capital accounts like receivables, inventories, prepayments, payables, and
accrued expenses. . . .

Investing activities are means of acquiring and dis- Investing and Financing Cash Outflows of Dell
posing of noncash assets. These activities involve assets
expected to generate income for a company, such as
purchases and sales of PPE and investment in securities.
They also include lending funds and collecting the prin- E 2002 T !
cipal on these loans. 2001 | 1

Financing activities are means of contributing,

withdrawing, and servicing funds to support business 2000 . ; . . . .
activities. They include borrowing and repaying funds 0 500 1,000 1,500 2,000 2,500 3,000
with bonds and other loans. They also include contribu- $ Millions

tions and withdrawals by owners and their return (divi-

dends) on investment.

1 1 1 1 1
0 1,000 2,000 3,000 4,000 5,000
$ Millions

2004 1 ,
2003 . ]

|I:I Investing [ Financing

Constructing the Cash Flow Statement

There are two acceptable methods for reporting cash flows from operations, the indi-
rect and direct methods. While both methods yield identical bottom-line results, their
format differs. With the indirect method, net income is adjusted for noncash income
(expense) items and accruals to yield cash flows from operations. An advantage of this
method is the disclosure of a reconciliation of differences between net income and
operating cash flows. This can aid some users that predict cash flows by first predicting
income and then adjusting income for leads and lags between income and cash flows—
that is, using the noncash accruals. The indirect method is most commonly employed
in practice and we use it initially to illustrate preparation of the statement of cash flows.
Computation of the statement of cash flows using the direct method is provided
subsequently for comparison. This method adjusts each income item for its related
accruals and, arguably, provides a better format to assess the amount of operating cash
inflows (outflows). The format for computing net cash provided by investing and financ-
ing activities is the same for both methods. Only the preparation of net cash flows from
operations differs.
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Preparation of the Statement of Cash Flows

The statement of cash flows is a blend of the income statement and the balance sheet.
Net income is first adjusted for noncash income and expense items to yield cash prof-
its which are, then, further adjusted for cash generated and used by balance sheet
transactions to yield cash flows from operations, as well as investing and financing
activities.

Consider first the net cash from operations. Its computation is as follows:

Net income
+ Depreciation and amortization expense
+ (ains (losses) on sales of assets
=+ Cash generated (used) by current assets and liabilities

Net cash flows from operating activities

The starting point for the statement of cash flows is net income which we first adjust for
noncash depreciation and amortization expense. To better understand this add-back,
consider that cash outflow occurs when tangible and intangible assets are purchased.
The depreciation (amortization) process, then, allocates that cost over their useful lives
to match the expense against the revenues generated by those assets with the following
accounting entries,

Depreciation BXPENSE .........c.vveevevceieeecee et XXX
Accumulated depreciation ... XXX
AmOrtization BXPENSE .........cvvvceeeeeceeee et XXX
INEANEIDIE ASSEL.....oeceeececeeece e XXX

Because the statement of cash flows focuses on cash flows, we need to eliminate these
noncash expenses that are recognized in the computation of net income, hence the add-
back of depreciation and amortization expense. Adding depreciation and amortization
expense does not increase operating cash flow, it merely zeros out the expense sub-
tracted in the computation of net income. This can easily be seen by expanding net in-
come as follows:

Sales
— Expenses other than depreciation and amortization
—> — Depreciation and amortization expense

Add-back [ Net income
—> + Depreciation and amortization expense
+ Gains (losses) on sales of assets
+ Cash generated (used) by current assets and liabilities

Net cash flows from operating activities

We also adjust net income for gains (losses) on the sales of assets in a similar fashion.
The purpose of the adjustment, however, is not to eliminate these investment gains
(losses) in their entirety, but to move them out of the operating section of the statement
of cash flows. The cash inflows from the sales of these assets are reflected in net cash
flows from investing activities.

The final adjustments involve analysis of cash generated and used by changes in
current assets and liabilities. To see these effects, consider the simple example of a $100
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sale on account:

100

100

In the period of sale, net income is increased by $100, but no cash has been generated
as the receivable has not yet been collected. The statement of cash flows at this point
reports net income of $100 and net cash from operations of $0 as follows:

Net inCome ......c.ovveveiecceece,
Depreciation and amortization expense..
Gains (losses) on sale of assets .
Change in accounts receivable .....................

Net cash flow from operations.......................

In the following period, the receivable is collected and the statement of cash flows looks

like this:
Net INCOME ..., $0
Depreciation and amortization expense......... 0
Gains (losses) on sale of assets................... 0
Change in accounts receivable ..................... ﬂ
Net cash flow from operations....................... $100

The reduction in accounts receivable has generated a $100 cash inflow and is, therefore,
reported as a positive amount in the statement of cash flows.
The adjustments for changes in balance sheet accounts can be summarized as

follows:
Account Increase Decrease
Assets.............. Cash Outflow Cash Inflow
Liabilities......... Cash Inflow Cash Outflow

Once net income has been adjusted for depreciation and amortization expense and
gains (losses) on the sales of assets, the final step in the preparation of cash flows from
operations is to examine changes in current assets (liabilities) and, using the matrix
presented above, to reflect these changes as cash inflows (outflows), coded as positive
(negative) amounts, respectively.

We now apply these concepts in the preparation of the statement of cash flows for
Gould Corporation, whose balance sheet and income statement are presented in
Exhibits 7.1 and 7.2, respectively. The following additional information about Gould for
Year 2 is available:

1. The company purchased a truck during the year l?opre[;?)tl::‘ldgﬂcoarsr:):algiv;z and Net Income
at a cost of $30,000 that was financed in full by the p
manufacturer. Operating |
2. A truck with a cost of $10,000 and a net book cash flows
value of $2,000 was sold during the year for Net income |
$7,000. There were no other sales of depreciable T T T T T ]
assets. 0 20 40 60 80 100 120
3. Dividends paid during Year 2 are $51,000. $ Thousands

Year 2
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Exhibit 7.1

GOULD CORPORATION
Comparative Balance Sheets
December 31, Year 2 and Year 1

Absolute Value

Year 2 Year 1 of Change

Cash .o $ 75,000 $ 51,000 $ 24,000
Receivables ........c.ccovevvevennee. 48,000 39,000 9,000
INVENtOrY ..oooeeee e 54,000 60,000 6,000
Prepaid expenses.............c...... 9,000 3,000
Plant assets 350,000 90,000
Accumulated depreciation ...... (145,000) (125,000) 20,000
Intangible assets.................... 51,000 58,000 7,000
Total asSets .......ccocoovvveveenc. $529,000 $442,000

Accounts payable ................... $ 51,000 $ 56,000 5,000
Accrued expenses 18,000 14,000 4,000
Long-term note payable.......... 30,000 0 30,000
Mortgage payable ................... 0 150,000 150,000
Preferred stock...... 175,000 0 175,000
Common stock...... 200,000 200,000 0
Retained earnings 55,000 22,000 33,000

Total liabilities and equity....... $529,000 $442,000

Gould’s statement of cash flows is presented in Exhibit 7.3. The operating section begins
with net income of $84,000, which is then adjusted for noncash depreciation and amor-
tization expense. Next, the gain on sale of assets is subtracted to zero it out (the proceeds
will be reflected in net cash flows from investing activities). Finally, changes in current

Exhibit 7.2

GOULD CORPORATION
Income Statement
For Year Ended December 31, Year 2

SABS oo $660,000
Cost 0f SAlES ......ovvvvereeeeeeiceee (363,000)
Gross profit.........ccoeeevveveevieeieiceenes 297,000
Operating expenses .. (183,000)
Depreciation & amortization.................. (35,000)
Gain on sale of asset.........ccccceevverne. 5,000
Net income $ 84,000
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Exhibit 7.3

GOULD CORPORATION
Statement of Cash Flows
For Year Ended December 31, Year 2

NEE INCOME .o $ 84,000
Add (deduct)

Depreciation and amortization expense..............c........ 35,000
Gain on sale of @SSELS ........ccvvvvveeverercereee e (5,000)
Accounts receivable.... (9,000)
Inventories............. 6,000
Prepaid expenses... 3,000
Accounts payable .. .. (5,000
ACCTUBH BXPENSES ..vvevveeerieeereeeseeseeeseeseeeensseeseseeeee 4,000
Net cash flow from operating activities.............c........ $113,000
Purchase of equipment..............c......... .. (70,000)

Sale of equipment ............cccoevvnnee. . 7,000
Net cash flows from investing activities..................... (63,000)
Mortgage payable...........ccccoovvrveeveieciieiecesseees (150,000)
Preferred stock .. .. 175,000
DIVIENAS ..o (51,000)
Net cash flows from financing activities .................... (26,000)
Net increase in Cash........co.coevveeveereevceveeieeeeesieriereerns 24,000
Beginning Cash ..o 51,000
ENAING CASN covveeoee e $ 75,000

Note: Assets costing $30,000 were purchased during Year 2 and were
financed in whole by the manufacturer.

assets and liabilities are reflected as cash inflows (outflows) using the matrix presented
above. Gould realized $113,000 in net cash flow from operations in Year 2.

Net cash flows from investing activities include purchases (p) and sales (s) of plant
assets. Purchases can be inferred from the T-account for plant assets (PP&E):

Plant Assets

350,000
(p) 100,000 | 10,000 (s)

440,000

Beginning with a balance of $350,000, PP&E was reduced by the cost of the asset
sold (s). Net purchases (p), then, can be inferred as the amount necessary to yield the
ending balance of $440,000. Of the $100,000 increase in PP&E, only $70,000 was paid
in cash as the remainder was financed by the manufacturer. Thus, the $70,000 cash pay-
ment appears as purchases in the statement of cash flows. The $30,000 equipment pur-
chase is a noncash investing and financing activity and is not reflected in the body of the
statement of cash flows. Instead, it is referenced in an explanatory footnote.
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The journal entry for the sale of the asset is:

CaASN oot 7,000
Accumulated depreciation... 8,000
Asset (CoSt).....cvrrrrnne. 10,000

Gainon sale................

The gain on sale of $5,000 is deducted from net income to zero it out of the operating
section and the $7,000 cash proceeds are reported in the investing section of the state-
ment of cash flows. Net cash flows from investing activities reflect a net cash outflow of
$(63,000).

Net cash flows from financing activities reflect changes in long-term liability and eq-
uity accounts. Here, the repayment of the mortgage ($150,000), issuance of preferred
stock ($175,000) and payment of dividends ($51,000) are included. The net cash flows
from financing activities reflect a net outflow of $(26,000).

The net change in cash is equal to the sum of the net cash flows from operations,
investing, and financing activities:

Net cash flow from operations.................... $113,000
Net cash flows from investing activities ....... (63,000)
Net cash flows from financing activities....... (26,000)
Net change in cash ........cccocvvvvevcevvevccinenn, 24,000

Beginning cash

Ending cash ..o

The statement of cash flows also provides explanatory notes detailing any noncash
investing and financing activities. In our example, this includes the purchase of a truck
financed by the manufacturer.

ANALYSIS VIEWPOINT ... YOU ARE THE BOARD MEMBER

You are a school board member. Your district has received contributions from a pub-
lishing company to support educational programs. New management recently took
control of the publishing company and reported a $1.2 million annual loss. Net cash
flows were an equally dismal $1.1 million decrease—with reported decreases in in-
vesting and financing equaling $1.9 million and $0.7 million, respectively. The new
management warns you that its contributions to educational programs are ending due
to the company’s financial distress, including this period’s $1.3 million extraordinary
loss. What is your course of action?

Special Topics

This section presents several special circumstances that commonly arise in connection
with the statement of cash flows and warrant discussion.

Equity Method Investments

Under equity method accounting, the investor records as income its percentage inter-
est in the income of the investee company and records dividends received as a reduc-
tion of the investment balance (see Chapter 5). The portion of undistributed earnings,
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then, is noncash income and should be eliminated from the statement of cash flows,
leaving only that portion of earnings that has been received in cash. This is accom-
plished by subtracting from net income the percentage interest in earnings of the in-
vestee company net of dividends received. For example, assume that Gould Corp. owns
a 40% interest in Netcom Inc. Netcom reports net income of $100,000 and distributes
$60,000 as dividends. Gould includes $40,000 ($100,000 X 40%) as equity earnings on
its investment in its net income and reduces its investment balance by $24,000 (divi-
dends received). The $16,000 of reported investment earnings not received in cash must
be deducted from net income in computing net cash received from operations.

Acquisitions of Companies with Stock

When one company purchases another with stock, consolidated assets and liabilities in-
crease together with equity accounts as discussed in Chapter 5. Only those changes in
balance sheet accounts resulting from cash transactions, however, are reported in the
statement of cash flows. As a result, the balance sheet adjustments reported to compute
operating cash flows do not equal the changes in balance sheet accounts themselves.
Instead, noncash changes in balance sheet accounts are reported in the notes to the
statement of cash flows as noncash investing and financing activities, similar to the
acquisition of the truck by Gould Corporation that was financed by the manufacturer in
the example presented above.

Postretirement Benefit Costs

Pension and other post employment benefit plans accrue expense for service costs and
interest, net of expected returns on plan assets, as discussed in Chapter 3. Cash contri-
butions to the pension plan are recorded as a reduction of cash and an increase in the
investment balance. The excess of net benefit expense over the cash contribution to the
funded plans, or cash benefits paid directly out of the company’s funds (in the case of
unfunded postretirement benefit plans), must be added to net income in computing net
cash flows from operating activities.

Securitization of Accounts Receivable

Companies are increasingly utilizing securitization of accounts receivable via special
purpose entities (SPEs) as a method of improving cash flow (see Chapter 3). Securitiza-
tion involves the transfer of receivables to a SPE that purchases them with the proceeds
of bonds sold in the capital markets. Companies account for the reduction in receivables
as an increase in cash flow from operations since that relates to a current asset. Analysts
need to be cognizant of the source of receivables reductions and question whether they
represent true improvement in operating performance or a disguised borrowing.

Direct Method

The direct (or inflow-outflow) method reports gross cash receipts and cash dis-
bursements related to operations—essentially adjusting each income statement item
from accrual to cash basis. A majority of respondents to the accounting Exposure Draft
preceding current requirements for reporting cash flows, especially creditors, pre-
ferred the direct method. The direct method reports total amounts of cash flowing in
and out of a company from operating activities. This offers most analysts a better for-
mat to readily assess the amount of cash inflows and outflows for which management
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has discretion. The risks to lenders are typically greater for fluctuations in cash flows
from operations vis-a-vis fluctuations in net income. Information on the individual
amounts of operating cash receipts and payments is important in assessing such fluc-
tuations and risks. These important analytical considerations at first convinced regu-
lators to require the direct method of reporting cash flows. But partly because prepar-
ers of information claimed this method imposes excessive implementation costs,
regulators decided to only encourage the direct method and to permit the indirect
method. When companies report using the direct method, they must disclose a rec-
onciliation of net income to cash flows from operations (the indirect method) in a
separate schedule.

Converting from Indirect to Direct Method

We now show how to convert cash flows from operations reported under the indirect
method to the direct method. Accuracy of conversion depends on adjustments using
data available from external accounting records. The method of conversion we describe
is sufficiently accurate for most analytical purposes.

Conversion from the indirect to the direct format is portrayed in Exhibit 7.4 using
values from Gould Corporation. We begin by disaggregating net income ($84,000) into
total revenues ($660,000) and total expenses ($576,000). Next, our conversion adjust-
ments are applied to relevant categories of revenues or expenses. From these adjust-
ments we report the direct format of Gould Corporation’s cash flows from operations.
The gain from sale of equipment (transferred to investing activities) is omitted from the
direct method presentation.

Exhibit 7.4 Cash Flows from Operations Section

GOULD CORPORATION
Cash Flows from Operations
For Year Ended December 31, Year 2

($ thousands)
CGash flows from operating activities
Cash receipts from CUSLOMErS? ...........ccoovvueiveeecieeseieeesce e $651,000
Cash paid for iNVENEOMIES? ...........oo.vveeeeeeeeeee e (362,000)
Cash paid for operating eXpensest...........ooevcueeereeeeeerereereeeeseeesseeseerseees (176,000)
Net cash flows from 0perations.............ccoeveveereveieieeierieice e $113,000

Computations

“Sales of $660,000 less increase in accounts
receivables of $9,000.

“Cost of goods sold of $363,000 less
decrease in inventories of $6,000 plus
decrease in accounts payable of $5,000.
‘General, selling, and administrative
expenses of $218,000 less (noncash)
depreciation and amortization of $35,000,
less decrease in prepaid expenses of $3,000,
less increase in accrued expenses of $4,000.
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ANALYSIS VIEWPOINT ... YOU ARE THE INVESTOR

You are considering investing in D. C. Bionics. Earlier today D. C. Bionics announced
a $6 million annual loss; however, net cash flows were a positive $10 million. How are
these results possible?

=uusunsANALYSIS IMPLICATIONS
OF CASH FLOWS

Cash flow information yields several implications for our financial analysis. We discuss
the more significant implications in this section.

Limitations in Cash Flow Reporting

Following are some limitations of the current reporting of cash flow:

e Practice does not require separate disclosure of cash flows pertaining to either ex-
traordinary items or discontinued operations.

¢ Interest and dividends received and interest paid are classified as operating cash
flows. Many users consider interest paid a financing outflow, and interest and div-
idends received as cash inflows from investing activities.

* Income taxes are classified as operating cash flows. This classification can distort
analysis of the three individual activities if significant tax benefits or costs are
attributed to them in a disproportionate manner.

e Removal of pretax (rather than after-tax) gains or losses on sale of plant or invest-
ments from operating activities distorts our analysis of both operating and invest-
ing activities. This is because their related taxes are 70/ removed, but left in total tax
expense among operating activities.

Interpreting Cash Flows and Net Income

Our analysis of Gould Corporation focused on the two primary financial statements di-
rected to operating activities: the statement of cash flows and the income statement. In
spite of practitioners’ best efforts to explain the combined usefulness of both operating
statements, not all users understand the dual information roles of cash flows and accrual
net income. A recurrent misunderstanding among users is the meaning of gperations
and, also, the comparative relevance of

cash flows and accrual net income in Operating Cash Flows and Net Income
providing insights into operating activi- | O Operating cash flows [ Net income
ties. More simply, what different insights 12 000
into operating activities do these two . OY 000 _
statements provide? ’ ]
. 8,000
To help us understand their com- 6 000 ] |

$ Millions

bined usefulness, we return to our analy- 4000
sis of Gould Corporation. Exhibit 7.5 2' 000 __|_|—|_— —
lists amounts side by side from both op- ' 0 -

erating statements and indicates their Dell Inc. .~ FedEx  Johnson  Procter Target
measurement objectives. We recognize & & Corp.
the function of an income statement is to Johnson ~ Gamble



http://downloadslide.blogspot.com

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

Exhibit 7.5

GOULD CORPORATION
Comparison of Accrual and Cash Reporting

Income Operating

Statement Cash Flows
SAIBS ..o $660,000 $651,000 .......... Cash collections from customers
Gain on sale of asset............c........ 5,000

665,000 651,000........... Total cash collections

Cost of goods sold.............cccvveee. (363,000) (362,000).......... Payments to suppliers
Operating expenses (183,000) (176,000).......... Payments for expenses
Depreciation and amortization ...... (35,000)
Net iNCOME ... $ 84,000 $113,000........... Cash from operations

measure company profitability for a period. An income statement records revenues
when earned and expenses when incurred. No other statement measures profitability in
this manner. Yet an income statement does 70f show us the timing of cash inflows and
outflows, nor the effect of operations on liquidity and solvency. This information is
available to us in the statement of cash flows, shown separately for operating, investing,
and financing activities.

Cash flows from operations is a broader view of operating activities than is net
income. Cash flows from operations encompass all earning-related activities of a
company. This measure concerns not only revenues and expenses but also the cash
demands of these activities. They include investing in customer receivables and inven-
tories, and the financing provided by suppliers of goods and services. This difference is
evident in Exhibit 7.5 where we arrive at operating cash receipts and disbursements by
analyzing changes in operating assets and liabilities to adjust income statement items.
Cash flow from operations focuses on the liquidity aspect of operations. It is 70/ a mea-
sure of profitability because it does not include important costs like the use of long-lived
assets in operations nor revenues like the noncash equity in earnings of subsidiaries or
nonconsolidated affiliates.

We must bear in mind that a 7z¢# measure, be it net income or cash flows from op-
erations, is of limited usefulness. Whether our purpose of analysis is evaluation of
prior performance or prediction of future performance, the key is information about
components of these net measures. Our discussion in Chapter 11 emphasizes our
evaluation of operating performance, and future earning power depends not on net
income but on its components.

Accounting accruals determining net income rely on estimates, deferrals, allocations,
and valuations. These considerations sometimes allow more subjectivity than do the
factors determining cash flows. For this reason we often relate cash flows from opera-
tions to net income in assessing its quality. Some users consider earnings of higher qual-
ity when the ratio of cash flows from operations divided by net income is greater. This
derives from a concern with revenue recognition or expense accrual criteria yielding
high net income but low cash flows. Cash flows from operations effectively serve as a
check on net income, but not a substitute for net income. Cash flows from operations
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Analysis Research
EEmEEEE USEFULNESS OF CASH FLOWS
Are cash flow measures useful for sures. Cash flow measures are in- flows from operations explain

users of financial statements? Do
cash flow measures offer any addi-
tional information beyond accrual
measures! Do securities markets
react to cash flow information?
Analysis research provides valuable
insights into these important ques-
tions. Several studies of users iden-
tify a market shift away from tradi-
tional accrual measures like net
income in favor of cash flow mea-

creasingly used for credit analysis,
bankruptcy prediction, assigning
loan terms, earnings quality assess-
ments, solvency forecasts, and set-
ting dividend and expansion poli-
cies. Users of these measures include
investors, analysts, creditors, audi-
tors, and management.

Capital market studies provide
evidence consistent with the use of
cash flow measures. Namely, cash

changes in stock prices beyond
those explained by net income.
Research also suggests the useful-
ness of cash flow measures depends
on the company and economic
conditions prevailing. Evidence in-
dicates the components of cash flows,
and not the aggregate figure, are
what drive the usefulness of cash
flow data.

include a financing element and are useful for evaluating and projecting both short-term
liquidity and longer-term solvency.

Cash flows from operations exclude, by definition, elements of revenues and ex-
penses not currently affecting cash. Our analysis of operations and profitability should
not proceed without considering these elements. Both the income statement and the
statement of cash flows are designed to meet different needs of users. The income state-
ment uses accrual accounting in recognizing revenues earned and expenses incurred.
Cash flows from operations report revenues received in cash and expenses paid. It is not
an issue of which statement is superior to another—only a matter of our immediate
analysis needs. Our use of these statements requires that we bear in mind the state-
ments’ objectives and limitations.

ANALYSIS EXCERPT

Coca-Cola recently marketed a large initial share offering, not on the basis of tradi-
tional measures like price-earnings ratio (which was near 100), but on the basis of op-
erating cash flows (specifically, earnings before taxes, depreciation, interest, and good-
will amortization). This latter measure substantially exceeded net income that was
depressed due to heavy noncash charges.

=ausuasANALYSIS OF CASH FLOWS

Since conditions vary from company to company, it is difficult to formulate a standard
analysis of cash flows. Nevertheless, certain commonalities exist. First, our analysis must
establish the major past sources of cash and their uses. A common-size analysis of the
statement of cash flows aids in this assessment. In estimating trends, it is useful to total
the major sources and uses of cash over a period of a few years since annual or quarterly
reporting periods are often too short for meaningful inferences. For example, financing
of major projects often spans several years. In evaluating sources and uses of cash, the
analyst should focus on questions like:

* Are asset replacements financed from internal or external funds?
e What are the financing sources of expansion and business acquisitions?
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Major Sources of Cash for Campbell Soup * [s the company dependent on external financing?
(Years 6-11) e What are the company’s investing demands and
opportunities?

* What are the requirements and types of financing?
* Are managerial policies (such as dividends) highly sen-
sitive to cash flows?

Operating cash flows, 55.72%

Other, .
5.15% Case Analysis of Cash Flows
/
posetl of Campbell Soup
Za|7€1$;/ We illustrate the analysis of prior years’ statements of

ST cash flows for Campbell Soup Company in the Compre-
borrowlngs, hensive Case following Chapter 11. Our analysis cov-
13.65% ers the six-year period ending July 28, Year 11. Ex-

Miscellaneous,

3.97% LT o . .
borrowings, hibit CC.10 presents these statements in common-size
15.8% format.

Our analysis of these statements reveals several

Major Uses of Cash for Campbell Soup insights. During this six-year period the major sources of cash
(Years 6-11) are operations ($3,010 million), long-term debt ($854 million),
and short-term debt ($737 million)—see Exhibit CC.4 and

Busi . R .
a:;;?;iison Campbell’s statements in Appendix A. Major uses are plant
15.86% purchases (net of sales) of $1,647 million, business acquisitions

(net of sales) of $718 million, and cash dividends of $649 mil-

Repay Asset lion. During this six-year period, cash and cash equivalents
;’;;;bt' purchases, increased by $24 million. Sources of cash from operations as a
e 33.64% percentage of total sources average 55.7%, with a low of 31.3%
in Year 9—see Exhibit CC.10. Year 11 is the most profitable of

the six, reflecting a recovery after two years of poor perfor-

mance and restructuring activities. For this six-year period,

Other, cash from operations covered net cash used in investing activ-

6.38% ities and nearly all dividends paid. Cash flows are partially

o insulated from the sharp declines in earnings for Years 9 and 10
lf'zvl'g;rofs' Miscellaneous, because restructuring charges of $682 million involved no cash

10.84% outlays.

Inferences from Analysis of Cash Flows

The Campbell Soup case illustrates the range of useful insights drawn from this analy-
sis. An overall analysis of financial statements then either corroborates or refutes the
inferences from the analysis of cash flows.

There are useful generalizations we can make about potential inferences from analy-
sis of the statement of cash flows. First, our analysis of the statement of cash flows
enables us to appraise the quality of management’s decisions over time and their impact
on the company’s results of operations and financial position. When our analysis cov-
ers a long time period, it can yield insights into management’s success in responding to
changing business conditions and their ability to seize opportunities and overcome
adversities.

Inferences from our analysis of cash flows include where management committed
its resources, where it reduced investments, where additional cash was derived from,
and where claims against the company were reduced. Inferences also pertain to the
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disposition of earnings and the investment of discretionary cash flows. Analysis also
enables us to infer the size, composition, pattern, and stability of operating cash flows.

We previously described patterns of cash flows through a company. The operating
cycle (Chapter 4) depicts the short-term investment of cash in inventories, the increase
in receivables arising from their sale, and the recovery of cash as receivables are
collected. The investment in long-term operating assets, such as PPE, follows a much
longer cycle. Eventually, all productive uses of cash impact the sales process and are
converted into receivables or cash. Profitable operations yield cash recoveries exceed-
ing amounts invested and, consequently, increase cash inflows. Losses yield the oppo-
site effect.

We must examine the components of operating cash flows. Components often hold
important clues about the stability of cash sources. For example, increases in operating
cash flows that result from the securitization of accounts receivable or the reduction in
inventories are not usually a reliable source of cash. This is because cash inflows from
the continued reduction of receivables is limited. Similarly, although excess inventories
can be reduced without detrimental effects, at some point reductions in inventory ad-
versely impact sales, and cash must be expended to replenish inventory.

Increases in operating cash flows that arise from increases in current liabilities also
are not usually a sustainable source of cash inflow. For example, companies can lean on
the trade (increase trade payables) to increase operating cash flow. At some point, how-
ever, suppliers will respond by charging higher costs or discontinuing shipments for
their products (remember, they are incurring higher costs and lower operating cash
flows as their level of receivables increases). Similarly, accruals represent unpaid liabili-
ties for which an expense has been currently reported. Accrued wages must be paid, as
must accrued rent, and so forth. Increases in accruals typically represent a short-term
deferral of cash outflow.

Alternative Cash Flow Measures

Users sometimes compute net income plus depreciation and amortization as a
crude proxy for operating cash flow. One variant of this measure is the popular
EBITDA (earnings before interest, taxes, depreciation, and amortization). This measure
suffers from several problems:

1. The add-back of depreciation is sometimes interpreted to mean that the expense
is not legitimate. That is incorrect. The using up of long-term depreciable assets
is a real expense that must not be ignored.

2. Some interpret the depreciation add-back to indicate that cash has been pro-
vided for the replenishment of the long-term assets. That is also incorrect. The
add-back of depreciation expense does not generate cash. It merely zeros out the
noncash expense from net income as discussed above. Cash is provided by op-
erating and financing activities, not by depreciation.

3. Net income plus depreciation ignores changes in working capital accounts that
comprise the remainder of net cash flows from operating activities. Yet changes
in working capital accounts often comprise a large portion of cash flows from
operating activities. Examination of working capital components provides in-
sight into the persistence of operating cash flows as discussed in the previous
section.

Oversimplification of operating cash flows by the use of net income plus depreciation,
EBITDA, or the like, misinterprets the nature of depreciation expense and ignores
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valuable information that is revealed by examination of changes in working capital
accounts.

Company and Economic Conditions

A balance sheet describes the assets of a company at a point in time and the manner in
which those assets are financed. An income statement portrays the results of operations
for a period of time. Income increases assets, including cash and noncash (both current
and noncurrent) assets. Expenses are the consumption of assets (or incurrence of liabil-
ities). Accordingly, net income is linked to cash flows through adjustments in balance
sheet accounts.

It is conceivable that a profitable company can find it difficult to meet current oblig-
ations and need cash for expansion. Success through increasing sales can yield liquidity
problems and restrict cash due to a growing asset base. Accordingly, there might be in-
sufficient cash to cover maturing obligations. It is also important for us to distinguish
performance across business activities. It is especially important to separate operating
performance and profitability from those of investing and financing activities. All activ-
ities are essential and interconnected, but they are not identical and reflect on different
aspects of a company. A statement of cash flows reveals the implications of earnings
activities for cash. It reveals assets acquired and how they are financed. It describes how
net income and cash flows from operations are different. The ability to generate cash
flows from operations is vital to financial health. No business survives in the long run
without generating cash from operations. Yet we must interpret cash flows and trends
with care and an understanding of economic conditions.

While both successful and unsuccessful companies can experience problems with
cash flows from operations, the reasons are markedly different. A successful company
confronting increasing investments in receivables and inventories to meet expanding
customer demand often finds its growing profitability useful in obtaining additional
financing from both debt and equity suppliers. This profitability (positive accrual in-
come) ultimately yields positive cash flows. An unsuccessful company experiences
cash shortages from slowdowns in receivable and inventory turnovers, losses in oper-
ations, or combinations of these and other factors. The unsuccessful company can in-
crease cash flows by reducing receivables and inventories, but usually this is done at
the expense of services to customers, further depressing profits. These factors are signs
of current and future crises and cash shortages, including declining trade credit.
Decreasing cash flows for an unsuccessful company have entirely different implica-
tions than they do for a successful one. Even if an unsuccessful manager borrows
money to offset the decline in operating cash flows, the costs and results of borrowing
only magnify the ultimate loss. Profitability is our key variable; without it a company
is doomed to failure.

We must also interpret changes in operating working capital items in light of
economic circumstances. An increase in receivables can imply expanding consumer
demand for products or it can signal an inability to collect amounts due in a timely
fashion. Similarly, an increase in inventories (and particularly of raw materials) can
imply anticipation of increases in production in response to consumer demand, or it can
imply an inability to accurately anticipate demand or sell products (especially if finished
goods inventory is increased).

Inflationary conditions add to the financial burdens and challenges of companies.
The more significant challenges include replacing plant assets, increasing investments
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in inventories and receivables, and dividend policies based on profits that do not
provide for current costs of resources used in operations. While managerial deci-
sions are not necessarily based on financial statements, we cannot dismiss their im-
portance and implications. We look to the statement of cash flows for information on
the effects, in current dollars, of how management copes under inflationary condi-
tions. This yields a focus on cash flows from operations after capital expenditures and

dividends.

Free Cash Flow

A useful analytical derivative of the statement of cash flows is the computation of free
cash flow. As with other analytical measures, we must pay attention to components of
the computation. Ulterior motives in reporting the components used in computing free
cash flow can sometimes affect its usefulness. While there is not agreement on its exact
definition, one of the more useful measures of free cash flow is:

Cash flows from operations
— Net capital expenditures required to maintain productive capacity
— Dividends on preferred stock and common stock (assuming a payout policy)

Free cash flow (FCF)

Another definition that is widely used and similar in concept is: FCF = NOPAT —
Change in NOA. This definition defines free cash flows to the firm as net operating
profits after tax (NOPAT) less the increase in net operating assets (NOA). The increase
in NOA subsumes the change in working capital for net cash flows from operations and
the increase in long-term operating assets (similar to the second line in the formula
presented above). The focus, however, is on the company as a whole, without regard to
its financing. Consequently, dividends (a financing activity) are not considered.

Positive free cash flow reflects the amount available for business activities after al-
lowances for financing and investing requirements to maintain productive capacity at
current levels. Growth and financial flexibility depend on adequate free cash flow. We
must recognize that the amount of capital expenditures needed to maintain productive
capacity is generally not disclosed. Rather it is part of total capital expenditures, which
are disclosed, but can include outlays for expansion of productive capacity. Separating
capital expenditures between these two components is problematic. The statement
of cash flows does not separate capital expenditures into maintenance and expansion
components.

ANALYSIS VIEWPOINT ... YOU ARE THE CREDIT ANALYST

You are a credit analyst at a credit-rating agency for industrial companies. A company
you are rating has a strong history of positive (1) net cash flows and (2) cash flows from
operations. However, its free cash flow has recently turned negative and you expect it
to remain negative into the foreseeable future. Do you change your credit rating of the
company?
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Cash Flows as Validators

The statement of cash flows is useful for prediction of operating results on the basis of
acquired and planned productive capacity. It is also of use in assessment of a company’s
future expansion capacity, its capital requirements, and its sources of cash inflows. The
statement of cash flows is an essential bridge between the income statement and the
balance sheet. It reports a company’s cash inflows and outflows, and a company’s ability
to meet current obligations. Moreover, the statement of cash flows provides us with
important clues on:

e Feasibility of financing capital expenditures.

e Cash sources in financing expansion.

* Dependence on external financing (liabilities versus equity).

* Future dividend policies.

e Ability in meeting debt service requirements.

* Financial flexibility to unanticipated needs and opportunities.
e Financial practices of management.

* Quality of earnings.

The statement of cash flows is useful in identifying misleading or erroneous operating
results or expectations. Further discussion of earnings quality and the usefulness of cash
flows as validators appears in Chapter 11. Nevertheless, like other statements, the state-
ment of cash flows is a reliable and credible source of a company’s actions and intentions—
more so than are predictions and press releases of management.

We must take care to examine relations among items in a statement of cash flows.
Certain transactions are related—for example, purchasing assets by issuing debt. Yet our
analysis must be careful not to infer relations among items where none exist. A change
in cash, whether positive or negative, cannot be judged solely by the statement of cash
flows. It must be analyzed in relation to other variables in a company’s financial struc-
ture and operating results. For example, an increase in cash can arise from sacrificing a
company’s future earning power by selling valuable assets, or by taking on debt at high
costs or unfavorable terms. Relations among financial statement items and their impli-
cations are important for the reliability of our analysis.

saunanaSPECIALIZED CASH FLOW RATIOS

The following two ratios are often useful in analyzing a firm’s flow of funds.

Cash Flow Adequacy Ratio

The cash flow adequacy ratio is a measure of a company’s ability to generate suffi-
cient cash from operations to cover capital expenditures, investments in inventories,
and cash dividends. To remove cyclical and other random influences, a three-year total
is typically used in computing this ratio. The cash flow adequacy ratio is calculated as:

Three-year sum of cash from operations

Three-year sum of capital expenditures, inventory additions, and cash dividends

Investment in other important working capital items like receivables is omitted because
they are financed primarily by short-term credit (such as growth in accounts payable).
Accordingly, only additions to inventories are included. Note in years where invento-
ries decline, the downward change is treated as a zero change in computing the ratio.
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Using the financial statement data from Campbell Soup Company in Appendix A, we
compute its (three-year) cash flow adequacy ratio as:
$1,610.9¢ -
$1,390.3%) + $113.2¢) + $348.5()

0.87

(@Cash from operations—item [64].

@Property additions—items and [67].

@Inventory additions—item [62].

(@)Cash dividends—item [77].

Proper interpretation of the cash flow adequacy ratio is important. A ratio of 1 indicates
the company exactly covered these cash needs without a need for external financing.
A ratio below 1 suggests internal cash sources were insufficient to maintain dividends and
current operating growth levels. For Campbell Soup Company, the ratio indicates that
for the three years ending in Year 11, Campbell’s operating cash flows fell short of cover-
ing dividends and operating growth. While not illustrated here, if we compute a six-year
ratio, a more favorable ratio emerges. The cash flow adequacy ratio also reflects on the
inflationary effects for funding requirements of a company. As with other analyses, infer-
ences drawn from this ratio should be supported with further analysis and investigation.

Cash Reinvestment Ratio

The cash reinvestment ratio is a measure of the percentage of investment in assets
representing operating cash retained and reinvested in the company for both replacing
assets and growth in operations. This ratio is computed as:

Operating cash flow — Dividends

Gross plant + Investment + Other assets + Working capital

A reinvestment ratio in the area of 7% to 11% is generally considered satisfactory. Using
the financial statements of Campbell Soup Company, we compute the cash reinvest-
ment ratio for Year 11:

$805.2) — $137.5(/)

: = 16.5%
($2,921.9 + $477.6)(©) + 404.6) + ($1,518.5 — $1,278.0)¢) !

@Cash from operations—item [64].

(/)Cash dividends—item [77].

(8)Gross plant assets—items thru [161]; plus: intangibles—items and [164].
?Other assets—item [39].

'Total current assets—item [36]; less: total current liabilities—item [45].

419

APPENDIX 7A ANALYTICAL CASH
FLOW WORKSHEET

This appendix provides a usable worksheet to facilitate the conversion of financial data
to the direct (inflow-outflow) format for cash flows from operations. We often desire to
convert a company’s indirect format for cash flows from operations to an analytically
more useful direct format. Exhibit 7A.1 displays a worksheet designed to simplify this
conversion.
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Exhibit 74.1 WORKSHEET TO COMPUTE
mEmmumn CASH FLOW FROM OPERATIONS (CFO)
Direct Presentation ($ in )
Company:
Year Ended
YEAR

CGash receipts from operations
Net sales and revenues'@..............ccoooovvveevevvereeersenseonn: 1§ $ $

Other revenue and income (see also lines 22 and 25) *2
(1) Din current recivables ..........ccovvevvrererrerreiienieninns 3
(1) D in noncurrent receivables'? ...........coooveoevveeevrins 4
Other adjustments(©.. 5
Total cash receipts 6

Cash dishursements for operations
Total expenses (include interest and taxes)@ ................. *7
Less expenses and losses not using cash:

Depreciation and amortization 8
Noncurrent deferred income taxes 9
Other 10
Other 11
Other 12
Changes in current operating assets and liabilities
1(D) iN INVENEOTIES .....voveveeeeeeeeee e eeeneenas 13
| (D) in prepaid EXPENSES ......c.evverreererrereereeeeeeseeseeeennes 14
(1) D in accounts payable... 15
(1) D in taxes payable 16
(1) D INACCIUALS ..o 17
I or D other 18
| or D other 19
[ or D in noncurrent accounts'®.............ccoo.coovvveonvercrnnnnn, 20
Total cash disbursements'@) ...........ccoovveeoevvecieeeeeienerinnes 21

Dividends received
Equity in income of unconsolidated affiliates
Less undistributed equity in income of affiliates

Dividends from unconsolidated affiliates
Other cash receipts (disbursements) (€ ..............cccooo.....
Describe @..,

Total cash flow from operations® .............ccooovvveemmeevvicisennees

Footnote all amounts that are composites or that are not self-evident. Indicate all sources for figures. I(D) refers to increases (decreases)
in accounts.
* The sum of the five lines denoted by asterisks must equal reported net income per income statement.
@ Including adjustment (grossing up) of revenue and expense of discontinued operations disclosed in footnote(s). Describe
computation. Include other required adjustments and explain.
(o) That relating to operations—describe in notes.
() Such as removal of gains included above—describe in notes.
(@) That include (from supplemental disclosures):
Cash paid for interest (net of amount capitalized) $
Cash paid for income taxes
(®) These include extraordinary items, discontinued operations, and any other item not included above. The amount in line 25 is after
adjustment to cash basis while the * refers to item(s) included in income before such adjustment. (Present details in notes.)
" Reconcile to amount reported by company. If not reported, reconcile to change in cash for period along with investing and financing
activities.
__________________________________________________________________________________|
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GUIDANCE ANSWERS TO ANALYSIS VIEWPOINTS

BOARD MEMBER

Your initial course of action is to verify man-
agement’s claim of financial distress. A $1.2
million loss along with a $1.1 million decrease
in net cash flows seemingly supports their
claim. However, you should be suspicious of
management’s motives and its aversion to
community activism. Consequently, you scru-
tinize the financial results, and your findings
reveal a markedly different picture. You note
cash flows from operations increased $1.5 mil-
lion (—$1.1 = CFO — $1.9 — $0.7). You note
that net income &efore the extraordinary loss is
a positive $100,000. This is sufficient and pow-
erful information with which to confront man-
agement. A serious and directed discussion is
likely to yield reconsideration of this com-
pany’s support of your educational programs.

INVESTOR

Several factors can account for an increase in
net cash flows when a loss is reported. Possi-
bilities include: (1) early recognition of ex-
penses relative to revenues generated (such as

research and development), (2) valuable long-
term sales contracts not yet recognized in
income, (3) issuances of debt or equity to fi-
nance expansion, (4) selling of assets, (5) de-
layed cash payments, and (6) prepayment on
sales. Our analysis of D.C. Bionics needs to
focus on the components of both net income
and net cash flows, and their implications for
future performance.

CREDIT ANALYST

The downward turn in free cash flow is an
ominous sign. Free cash flow is the cash re-
maining after providing for commitments nec-
essary to maintain operations at current levels.
These commitments include a company’s
continuing operations, interest payments, in-
come taxes, net capital expenditures, and div-
idends. A negative free cash flow implies a
company must either sell assets or acquire fi-
nancing (debt or equity) to maintain current
operations. A significant change in free cash
flow must be seriously scrutinized in assigning
a new credit rating.

[Superscript® denotes assignments based on Appendix 7A.]

QUESTIONS

7-1. What is the meaning of the term cash flow? Why is this term subject to confusion and misrepresentation?

7-2. What information can a user of financial statements obtain from the statement of cash flows?

7-3. Describe the three major activities the statement of cash flows reports. Cite examples of cash flows for

each activity.

7-4. Explain the three categories of adjustments in converting net income to cash flows from operations.

7-5. Describe the two methods of reporting cash flow from operations.

7-6. Contrast the purpose of the income statement with that of cash flow from operations.

7-7. Discuss the importance to analysis of the statement of cash flows. Identify factors entering into the inter-

pretation of cash flows from operations.

7-8. Describe the computation of free cash flow. What is its relevance to financial analysis?

7-9. List insights that the statement of cash flows can provide to our analysis.

EXERCISES

EXERCISE 7-1
Interpreting Differences
between Income and
Cash _from Operations

Campbell Soup Company

Refer to the financial statements of Campbell
Soup Company in Appendix A.

Required:

Explain how Campbell Soup Company can have net income of $401.5 million, but generate
$805.2 million in cash from operations in Year 11. Explain this in language understood by a gen-
eral businessperson. Illustrate your explanation by reference to the major reconciling items.
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EXERCISE 7-2 It is important that an analyst understand the activities that comprise the statement of cash flows,
Relations in the including the disclosure of their individual elements.
Statement of ]
Cash Flozws Required:
a. Practice requires the classification of cash inflows and outflows into three categories. Identify and describe
those categories.

b. Which noncash activities are reported in the statement of cash flows and how are they reported?

c. Assume First Corporation retains you to consult with them on preparation of the statement of cash flows using
the indirect method for the year ended December 31, Year 8. Advise them on how the following separate items
affect the statement of cash flows and how they are shown on the statement:

(1) Net income for the fiscal year is $950,000, including an extraordinary gain of $60,000.

(2) Depreciation expense of $80,000 is included in the income statement.

(3) Uncollectible accounts receivable of $50,000 are written off against the allowance for uncollectible
accounts. Bad debts expense of $24,000 is included in determining earnings for the year, and the same
$24,000 amount is added to the allowance for uncollectible accounts.

(4) Accounts receivable increase by $140,000 during the year and inventories decline by $60,000.

(5) Taxes paid to governments amount to $380,000.

(6) A gain of $5,000 is realized on the sale of a machine; it originally cost $75,000 and $25,000 is undepre-
ciated on the date of sale.

(7) OnJune 5, Year 8, buildings and land are purchased for $600,000; First Corp. gave in payment $100,000
cash, $200,000 in market value of its unissued common stock, and a $300,000 mortgage note.

(8) On August 8, Year 8, First Corp. converts $700,000 face value of its 6 percent convertible debentures into
$140,000 par value of its common stock. The bonds are originally issued at face value.

(9) The board of directors declares a $320,000 cash dividend on October 30, Year 8, payable on January 15,
Year 9, to stockholders of record on November 15, Year 8.

(10) On December 15, Year 8, First Corp. declares a 2-for-1 stock split payable on December 25, Year 8.

EXERCISE 7-3 The following data are taken from the records of Saro Corporation and subsidiaries for Year 1:
Aﬂ”lyzf”g NEE INCOME ..ot
Operating L . -
Cash Floaos Depreciation, depletion, and amortization
Disposals of property, plant, and equipment (book value) for cash ....... 1,000
Deferred income taxes for Year 1 (noncurrent) .......ccccocovevevirveiverennne. 400
Undistributed earnings of unconsolidated affiliates ...........c.ccccoovuennee. 200
Amortization of discount on bonds payable .........ccccooveeiereiieenne. 50
Amortization of premium on bonds payable ..........ccccoccvveveviiirisinnens 60
Decrease in NONCUITENT @SSEES ......v.cveveeeeeeeeeeeeeeeeee e 1,500
Cash proceeds from exercise of stock options ........ccccvvvvvvevesviiiiininns 300
Increase in accounts receivable ... 900
Increase in accounts payable .........ccoccoveveevveecsiee e 1,200
Decrease in iNVENTOMIES .........cccovueeveeucueieiee s 850
Increase in dividends payable ..........ccoovveevecrveeieeeeeecee e 300
Decrease in notes payable t0 banks .........ccoccvvevieveiseceeececeeens 400
Required:
CHECK a. Determine the amount of cash flows from operations for Year 1 (use the indirect format).
CFO, $19,340 b. For the following items, explain their meaning and implications, if any, in adjusting net income to arrive at cash

flows from operations.

(1) Issuance of treasury stock as employee compensation.

(2) Capitalization of interest incurred.

(3) Amount charged to pension expense differing from the amount funded.
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The balance sheets of Barrier Corporation as of December 31, Year 2, and Year 1, and its state- EXERCISE 7-4

ment of income and retained earnings for the year ended December 31, Year 2, follow: Deriving
Cash Flows from
BARRIER CORPORATION Financial Statements

Balance Sheets
December 31, Year 2 and Year 1

Increase
Year 2 Year 1 (decrease)
Assets
(7 $ 275,000 $ 180,000 $ 95,000
295,000 305,000 (10,000)
549,000 431,000 118,000
73,000 60,000 13,000
.. 350,000 200,000 150,000
Plant and equipment............ .. 624,000 606,000 18,000
Accumulated depreciation..... .. (139,000) (107,000) (32,000)
GOOAWIll...oeveeeeecece 16,000 20,000 (4,000)
TOtal @SSEES ..vooveeeeeere e $2,043,000 $1,695,000 $348,000
Liahilities and Stockholders’ Equity
Accounts payable............ccoovcveeerneeene. $ 604,000 $ 563,000 $ 41,000
Accrued expenses .... .. 150,000 — 150,000
Bonds payable........c.ccoocovvevereereriennn. 160,000 210,000 (50,000)
Deferred income taxes ..........ccccovveeeee. 41,000 30,000 11,000
Common stock, par $10........ .. 430,000 400,000 30,000
Additional paid-in capital..... .. 226,000 175,000 51,000
Retained earnings ................ .. 432,000 334,000 98,000
Treasury stock, at cost..........cccco........ — (17,000) 17,000
Total liabilities and equity ................... $2,043,000  $1,695,000 $348,000

BARRIER CORPORATION
Statement of Income and Retained Earnings
For Year Ended December 31, Year 2

NEE SAIBS .....oeoreeeee e $1,937,000
Undistributed income from Ort Inc. ........ccovvvvreneee. 13,000
Total Net rEVENUE.........cvvveeveeeeeeee s 1,950,000
COSt O SAIBS ..o (1,150,000)
GrOSS INCOME. ... seer e 800,000
Depreciation BXPENSE........ovevvevvcrreeereeseereeseseesieeas $ 32,000
Amortization of g00dWill ............cccoevveveiiieieieciines 4,000
Other expenses (including income taxes).................. 623,000 (659,000)
NEt iNCOME ... $ 141,000
Retained earnings, January 1, Year 2........................ 334,000
475,000
Cash dividends paid........c..cccocovveveeereeieseesrenes (43,000)

Retained earnings, December 31, Year 2................. $ 432,000
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Additional information:

e Capital stock is issued to provide additional cash.

o All accounts receivable and payable relate to operations.

e Accounts payable relate only to items included in cost of sales.
o There are no noncash transactions.

Required:
Determine the following amounts:

a. Cash collected from sales during Year 2.

?bI:EglK,ZZZOOO b. Cash payments on accounts payable during Year 2.

c. Cash receipts during Year 2 not provided by operations.

d. Cash payments for noncurrent assets purchased during Year 2.
EXERCISE 7-5 Indicate if each transaction and event is (1) a source of cash, (2) a use of cash, and/or (3) an ad-
Interpreting Jjustment leading to a source or use of cash (assume an indirect format). List also its placement in
Cash Flows the statement of cash flows: operations (O), financing (F), investing (I), noncash significant

(NCS), noncash nonsignificant (NCN), or no effect (NE).

Example

Category in Statement
Transaction or Event Source Use Adjustment of Cash Flows
Cash dividend received X 0

a. Increase in accounts receivable.

b. Pay bank note.

c. Issue common stock.

d. Sell marketable securities.

e. Retire bonds.

f. Declare stock dividend.

g. Purchase equipment.

h. Convert bonds to preferred stock.

i. Pay dividend.

J. Increase in accounts payable.
EXERCISE 7-6 Indicate if each transaction and event is (1) a source of cash, (2) a use of cash, and/or (3) an ad-
Interpreting justment leading to a source or use of cash (assume an indirect format). List also its placement in
Cash Flows the statement of cash flows: operations (O), financing (F), investing (I), noncash significant

(NCS), noncash nonsignificant (NCN), or no effect (NE).

Example
Category in Statement
Transaction or Event Source Use Adjustment of Cash Flows
Issue bonds for cash X F

a. Decrease in inventory.
b. Paid current portion of long-term debt.
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. Retire treasury stock.

. Purchase marketable securities (noncurrent).
. Issue bonds for property.

Declare stock dividend.

. Sell equipment for cash.

. Convert bonds to preferred stock.

Purchase inventory on credit.

>k -~ ®© Q O

-

J. Decrease in accounts payable from return of merchandise.

During a meeting of the management committee of Edsel Corporation, a number of proposals are EXERCISE 7-17
made to alleviate its weak cash position and improve income. Evaluate and comment on both the Interpreting Economic
immediate @zd long-term effects of the following proposals on the measures indicated. Indicate Impacts of Transactions
increase (+), decrease (—), or no effect (NE).

EFFECT ON

Cash from Cash
Proposal Net Income Operations Position

. Substitute stock dividends for cash dividends.
. Delay needed capital expenditures.
. Reduce repair and maintenance outlays.
. Increase the provision for depreciation:
a. For GAAP books only.
b. For tax only.
¢. For both GAAP books and tax.
5. Require earlier payment from clients.
6. Delay payment to suppliers and pass up
cash discounts.
7. Borrow money short term.
8. Switch from sum-of-the-years’-digits to
straight-line depreciation for books only.
9. Pressure dealers to buy more.
10. Reduce funding of pension plan to the minimum
legal level.
11. Reduce inventories by implementing a just-in-time
inventory system.
12. Sell trading securities that have declined by $1,000 CHECK
in the current period but are still valued at $3,000 (12) = NE, +
above cost.
13. Reissue treasury shares.

B N =

An economics book has the following statement: “For the business firm there are, typically, three EXERCISE 7-8
major sources of funds. Two of these, depreciation reserves and retained earnings, are internal. Depreciation as a
The third is external, consisting of funds obtained either by borrowing, or by the sale of new Source of Cash
equities.”
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Required:

a. Is depreciation a source of cash? (Exclude all considerations pertaining to depreciation differences between
taxable income and accounting income.)

b. If depreciation is not a source of cash, what might explain the belief by some that depreciation is a source
of cash?

c. If depreciation is a source of cash, explain the manner in which depreciation provides cash to the business.

EXERCISE 7-9
Analyzing the
Statement of
Cash Flows

CHECK
(c) $3,982.4 mil.

CHECK

(i) Year 11, $306.6 mil.

Campbell Soup Company

Refer to the financial statements of Campbell
Soup Company in Appendix A.

Required:

a. How much cash does Campbell Soup collect from customers during Year 107 (Hint: Use the statement of cash
flows to derive the beginning balance of receivables.)

b. How much is paid in cash dividends on common stock during Year 117

c. How much is the total cost of goods and services produced and otherwise generated in Year 117 Consider all
inventories.

d. How much is the deferred tax provision for Year 11?7 What effect did it have on current liabilities?
e. What effect does Year 11 depreciation expense have on cash from operations?

f. Why are the “Divestitures & restructuring” provisions in the statement of cash flows for Year 10 added back to
net income in arriving at cash from operations?

g. What does the adjustment “Effect of exchange rate changes on cash” represent?

h. Note 1 to the financial statements discusses the accounting for disposal of property. Where is the adjustment
for any gain or loss reported in the statement of cash flows?

i. Compute free cash flows for all years shown.

J. Campbell is an established manufacturer. How would you expect the free cash flows of a start-up competitor in
this industry to differ from Campbell?

k. If Campbell launched a new product line in Year 12, how would you expect the three sections of the statement
of cash flows to be affected?

EXERCISE 7-10
Linking Operating
Cash Flows with
Earnings Quality

In reviewing the financial statements of NanoTech Co., you discover that net income increased
while operating cash flows decreased for the most recent two consecutive years.
Required:

a. Explain how net income could increase for NanoTech while its operating cash flows decrease. Your answer
should include three illustrative examples.

b. Describe how operating cash flows can serve as one indicator of earnings quality.

(CFA Adapted)

EXERCISE 7-11
Relation of

Cash Flows to
Company Life Cycle

Analysts often exploit the relation between a company’s life cycle (see Exhibit 2.3) and its cash
flows to better understand company performance and financial condition.

Required:

a. Explain how a company’s transition from the growth stage to “cash cow” is reflected in the statement of cash
flows.

b. Describe how the decline of a “cash cow” is reflected in the statement of cash flows.
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PROBLEMS

Refer to Campbell Soup Company’s Campbell Soup Company  PROBLEM 7-1*
statement of cash flows in Appendix A. Converting Cash_from

' Operations under
Required: Indirect Method
Convert Campbell’s statement of cash flows for Year 11 to show cash flows from operations  , p....s

(CFO) using the direct method.
For purposes of this problem only, assume the following:

a. Net change in other current assets and current liabilities of $30.6 consists of:

Decrease in prepaid expenses............. $(25.3)
Decrease in accounts payable............. 42.8
Increase in taxes payable................... (21.3)
Increase in accruals and payrolls ....... (26.8)

$(30.6)

b. Campbell disposed of a division in Year 11 reporting revenues of $7.5 million and an after-tax loss of $5.3 mil-
lion. The loss is included in expenses. The CFO presentation should include revenues and expenses of the
discontinued operations in Year 11.

Refer to Campbell Soup Company’s state- Campbell Soup Company  PROBLEM 7-2*
ment of cash flows in Appendix A. Converting the

] Statement of Cash Flows
Required: to Alternative Formats

Convert Campbell’s statement of cash flows for Year 10 to report its cash from operations under
the direct method. (For purposes of this assignment only, assume Campbell disposed of a division
in Year 10 that had revenues of $7.5 million and an after-tax loss of $5.3 million. The loss is in-
cluded in expenses. The CFO presentation should include revenues and expenses of discontinued
operations in Year 10.)

A colleague who is aware of your understanding of financial statements asks for help in analyzing PROBLEM 7-3
the transactions and events of Zett Corporation. The following data are provided: Preparing and
Analyzing the Statement
ZETT CORPORATION of Cash Flows (Indirect)
Balance Sheets
December 31, Year 1 and Year 2
Year 1 Year 2
(07 T $ 34,000 $ 34,500
Accounts receivable, net ............... 12,000 17,000
Inventory......cccoceeeevceceiieieiee, 16,000 14,000
Investments (long term)................. 6,000 —
Fixed aSSEts .....oovvvevvreceeereenee 80,000 93,000
Accumulated depreciation.............. (48,000) (39,000)
Total @SSetS......ovvvveveeeereerereeeenens $100,000 $119,500

(continued)
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PROBLEM 7-3
(concluded) Year 1 Year 2
Accounts payable.............ccoocoe...... $ 19,000 $ 12,000
Bonds payable..........ccccovvvveunnnn. 10,000 30,000
Common Stock .......coveveeveereienne. 50,000 61,000
Retained earnings.........ccocevvunee. 21,000 28,000
Treasury StOCK ........ccoevvrvvvereerrennns — (11,500)
Total liabilities and equity............. $100,000 $119,500
. __________________________________________________________________________________________________________|
Additional data for the period January 1, Year 2, through December 31, Year 2, are:
1. Sales on account, $70,000.
2. Purchases on account, $40,000.
3. Depreciation, $5,000.
4. Expenses paid in cash, $18,000 (including $4,000 of interest and $6,000 in taxes).
5. Decrease in inventory, $2,000.
6. Sales of fixed assets for $6,000 cash; cost $21,000 and two-thirds depreciated (loss or gain is included in
income).
7. Purchase of fixed assets for cash, $4,000.
8. Fixed assets are exchanged for bonds payable of $30,000.
9. Sale of investments for $9,000 cash.
10. Purchase of treasury stock for cash, $11,500.
11. Retire bonds payable by issuing common stock, $10,000.
12. Collections on accounts receivable, $65,000.
13. Sold unissued common stock for cash, $1,000.
Required:
a. Prepare a statement of cash flows (indirect method) for the year ended December 31, Year 2.
CHECK b. Prepare a side-by-side comparative statement contrasting two bases of reporting: (1) net income and (2) cash
Year 2 CFO, $0 flows from operations.
c. Which of the two financial reports in (b) better reflects profitability? Explain.
PROBLEM 7-4 Dax Corporation’s genetically engineered flowers have rapidly gained market acceptance and
Analyzing the shipments to customers have increased dramatically. The company is preparing for significant
Statement of increases in production. Management notes that despite increasing profits the cash balance has
Cash Elows declined, and it is forced to nearly double its debt financing in the current year. You are hired
(Indirect) to advise management as to specific causes of the cash deficiency and how to remedy the

situation. You are given the following balance sheets of Dax Corporation for Years 1 and 2
($ thousands):
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DAX CORPORATION
Balance Sheets
December 31, Year 2 and Year 1

($ thousands) Year 2 Year 1
Assets

(7.1 | U $ 500 $ 640
Accounts receivable, net................... 860 550
INVENTOTIES ....cvoveee e 935 790
Prepaid expenses........cooevvervrvenenens 25 —
Total current assets. $2,320 $1,980
Patents .......cccoovveveeeeceeeeeeea

Less accumulated amortization......... (10) 130 —
Plant and equipment ..................... 2,650 $1,950

Less accumulated depreciation ........ (600) 2,050 (510) 1,440
Other assets ........cocvevvevveeeerceieee. 200 175

Less accumulated depreciation ........ (30) 170 (25) 150
Total @SSEtS ....vvvveeeeee s $4,670 $3,570
Liabilities and Equity

Accounts payable.........c...ccooevvrveerenne. $ 630 $ 600
Deferred income tax.........ccccovvvvvneee. 57 45
Other current liabilities..................... 85 78
Total current liabilities.........c..co........ 172 723
Long-term debt........cccovvvvvivcieinnes 1,650 850

Common stock, $1 par..........cc........ 2,000 1,800
Retained earnings .........ccocovvevvevnnnee 248 197
Total liabilities and equity ................ $4,670 $3,570

In addition, the following information is available:

1. Net income for Year 2 is $160,000 and for Year 1 it is $130,000.
2. Cash dividends paid during Year 2 are $109,000 and during Year 1 they are $100,000.

3. Depreciation expense charged to income during Year 2 is $95,000, and the provision for bad debts (expense) is
$40,000. Expenses include cash payments of $28,000 in interest costs and $70,000 in income taxes.

4. During Year 2 the company purchases patents for $140,000 in cash. Amortization of patents during the year
amounts to $10,000.

5. Deferred income tax for Year 2 amounts to $12,000 and for Year 1 it amounts to $15,000.

Required:
a. Prepare a statement of cash flows (indirect method) for Year 2. CHECK
b. Explain the discrepancy between net income and cash flows from operations. (a) Year 2 CFO, $(166,000)

c. Describe options available to management to remedy the cash deficiency.
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PROBLEM 7-5 Using the income statement and balance sheets of Niagara Company below, prepare a statement
Preparing the of cash flows for the year ended December 31, Year 9, using the direct method.

Statement of

Cash Flows NIAGARA COMPANY

(Direct) Income Statement

For Year Ended December 31, Year 9

SAIBS oo $1,000
Cost of goods sold.................. (650)
Depreciation expense ............. (100)
Sales and general expense..... (100)
Interest eXpense ................. (50)
Income tax expense............... (40
Net inCOME.......evveereeeereernne. $ 60

NIAGARA COMPANY
Balance Sheets
December 31, Year 9 and Year 8

Year 8 Year 9

Assets
071 | $ 50 § 60
Accounts receivable, net........... 500 520
INVENTOrY.......cvveeveeeeeceeiene 750 770
Current assets........c.cccovvvvnnee. 1,300 1,350
Fixed assets, net..........c.cccoeeene. 500 550
Total aSSEts .......oovvvvevereeeeene $1,800 $1,900
Liabilities and Equity
Notes payable to banks ............ $ 100 $ 75
Accounts payable ................... 590 615
Interest payable............ccc........ 10 20
Current liabilities .........c.c.c...... 700 710
Long-term debt........cocvonne.... 300 350
Deferred income tax.......c......... 300 310
Capital StocK ........cccoveeveerrrrrnne. 400 400
CHECK Retained earnings ...........c........ 100 130
CFO, $165 Total liabilities and equity ....... $1,800  $1,900
. ________________________________________________________________________________________________________|
(CFA adapted)
PROBLEM 7-6 An ability to visualize quickly the effect of a transaction on the cash resources of a company is a
Interpreting Cash Flow useful analytical skill. This visualization requires an understanding of the economics underlying
Effects of Transactions transactions and how they are accounted for. Expressing transactions in entry form can help one

understand business activities.
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Required:

A schematic statement of cash flows is reproduced below. The titles of lines in the schematic are
given labels (letters). Several business activities are listed below the schematic. For each of the ac-
tivities listed, identify the lines affected and by what amount. Each activity is separate and unre-
lated to another. The company closes its books once each year on December 31. Do not consider
subsequent activities. Use the labels (letters) shown below. Do not indicate the effect on any line
not given a label. If a transaction has no effect, write none. In indicating effects for lines labeled ¥
and C, use a + to indicate an increase and a — to indicate a decrease. (Hzuz: Every activity with
an effect, affects at least two lines—equal debits and credits. An analytical entry can aid in arriving
at a solution.)

Schematic Statement of Cash Flows

SOURCES OF CASH
(Y) NELINCOME ..o Y)
(YA) Additions and addbacks of expenses and losses not using cash.......... (YA)
(YS)  Subtractions for revenues and gains not generating cash ................... (YS)
Changes in current operating assets and liabilities
(CC)  Add Credit CRANEES.......cvceeeceeeeeree et sees (CC)
(DC)  Deduct debit changes — (DC)
(NC) Add (deduct) changes in noncurrent operating accounts...................... _______(NO)
Cash flow from operations Y + YA — YS 4+ CC — DC + or — NC....

(DE)  Proceeds of debt and equity iSSUES ........ovveveeveereereceee e (DE)
(IL) Increase in nonoperating current liabilities. (IL)
(AD)  Proceeds of long-term assets diSpOSItions ........covveevvvevverrvevrersnernnnn. (AD)
(0S)  Other SOUCES Of CASN........cvviveieeeeeccce e (0S)

Total SOUTCES 0F CASH ...

USES OF CASH
(ID)  Income diStribUtIONS..........coviviiciciccee s (ID)
(R) Retirements of debt and equity (R)
(DL) Decreases in nonoperating current liabilities .........cooovvvevevceviesinnnns (b
(AA)  Long-term assets aCqUISItIONS ........c.evvvrveeveeeeiciieece e (AA)
(OU)  Other uses 0f CaSh........ccooveiueirereccce s (oU)
Total USeS O CASN ......vvecec e -
(C)  Increase (decrease) in Cash........cccoeeueueieiereriesisesee e R (#)
SCHEDULE OF NONCASH INVESTING AND FINANCING ACTIVITIES
(NDE)  Issue of debt OF BQUILY ......ceveeveeeerceceicee e (NDE)
(NCR)  Other noncash-generating credits.. (NCR)
(NAA)  AcqUisitions 0f @SSEES .......ccevveeveerieeiesee et (NAA)
(NDR)  Other noncash-requiring debtS........ccovvvverveeererresreceee e (NDR)

Examples:

a. Sales of $10,000 are made on credit.
b. Cash dividends of $4,000 are paid.
c. Entered into long-term capital lease obligation (present value $60,000).
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Answers in the Form [Line, Amount]:

a. [DC, $10,0001, [+ Y, $10,000]
b. [ID, $4,0001, [— C, $4,000]
c. [NAA, $60,000], [NDE, $60,000]

Business activities:

a. Provision for bad debts of $11,000 for the year is included in selling expenses.

. Depreciation of $16,000 is charged to cost of goods sold.

Company acquires a building by issuance of a long-term mortgage note for $100,000.
. Treasury stock with a cost of $7,000 is retired and canceled.

® Qo o

The company has outstanding 50,000 shares of common stock with par value of $1. The company declares a
20 percent stock dividend at the end of the year when the stock is selling for $16 a share.

f. Inventory costing $12,000 is destroyed by fire. The insurance company pays only $10,000 toward this loss,
although the market value of the inventory is $15,000.

g. Inventories originally costing $25,000 are used by production departments in producing finished goods that are
sold for $35,000 in cash and $5,000 in accounts receivable.

h. Accounts receivable of $8,000 are written off. There is an allowance for doubtful accounts balance of $5,000
prior to the write off.

i. Long-lived assets are acquired for $100,000 cash on January 1. The company decides to depreciate $20,000
each year.

Jj. A machine costing $15,000 with accumulated depreciation of $6,000 is sold for $8,000 cash.

PROBLEM 7-7 Complete the requirements of Problem 7-6 using the business activities listed below:
Interpreting

Cash Flow Part |

Effects of . An annual installment of $100,000 due on long-term debt is paid on its due date.

Transactions

. Equipment originally costing $12,000 with $7,000 of accumulated depreciation is sold for $4,000 cash.
. Obsolete inventory costing $75,000 is written down to zero.

. Treasury stock costing $30,000 is sold for $28,000 cash.

. A plant is acquired by issuing a $300,000 mortgage payable due in equal installments over six years.

- 0 Q 0 o N

The company’s 30 percent-owned unconsolidated subsidiary earns $100,000 and pays dividends of $20,000.
The company recorded its 30 percent share of these items using the equity method.

g. Aproduct is sold for $40,000, to be paid with $10,000 down plus $10,000 each year for three years. Interest at
10 percent of the outstanding balance is due. Consider only the effect at the time of sale (the company’s oper-
ating cycle is less than one year).

h. The company uses a periodic inventory method. Certain inventory is mistakenly valued at $1,000—it should
have been valued at $10,000. Show the effect of correcting the error.

i. Cash of $400,000 is used to acquire 100 percent of ZXY Manufacturing Company. At date of acquisition, ZXY
has current assets of $300,000 (including $40,000 in cash); plant and equipment of $670,000; current liahili-
ties of $160,000; and long-term debt of $410,000.

j. A provision for bad debt expense of $60,000 is made (calculated as a percent of sales for the period).

Part Il

a. Cash of $120,000 is invested in a 30-percent-owned company.
b. A 30 percent-owned subsidiary earns $25,000 (in total) and pays no dividends.
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. A 30 percent-owned subsidiary earns $30,000 (in total) and pays dividends of $10,000 (in total).
. Equipment with an original cost of $15,000 and accumulated depreciation of $12,000 is sold for $4,000 cash.
. The company borrows $60,000 from its banks on November 30 payable on June 30 of next year.

Convertible bonds with a face value of $9,000 are converted into 1,000 shares of common stock with a par value
of $2 per share.

g. Treasury stock with a cost of $4,000 is sold for $6,000 cash.

h. Common stock (par value $2) with a fair market value of $100,000 plus $100,000 cash are given to acquire
100 percent of ZXY Mfg. Co. At date of acquisition ZXY had current assets of $120,000 (including $40,000
cash); plant and equipment of $180,000; current liabilities of $60,000; and long-term debt of $40,000.

(1) Identify the effect on the parent’s statement.
(2) Identify the effect on the consolidated statement.

. The minority’s share of income is $4,000.

. Inventory with a cost of $80,000 is written down to its market value of $30,000.

. Accounts receivable for $1,200 are written off. The company uses an allowance for doubtful accounts.
. A noncancelable lease of equipment for 10 years with a present value of $120,000 is capitalized.

m. A 15 percent stock dividend is declared. The 60,000 shares of common stock issued to cover the dividend have
a par value of $2 per share and a fair market value of $3 per share.

-~ ® Q O

—_ X -

n. A provision of $27,000 for uncollectible accounts is made (calculated as a percent of sales for the period).

While on assignment you discover that you have misplaced the balance sheet of Bird Corpora- PROBLEM 7-8

tion as of January 1, Year 1. However, you do have the following data on Bird Corporation: Reconstructing a
Balance Sheet
BIRD CORPORATION Jrom Cash Flows

Postclosing Trial Balance
December 31, Year 1

Debit balances

CaSh oo $ 100,000
Accounts receivable............ccc........ 120,000
INVENTOTY ..o 130,000
Property, plant, and equipment ...... 550,000
Other noncurrent investments ........ 200,000
Total oo, $1,100,000

Credit balances

Accounts payable..............ccoocoe..... $ 100,000
Current portion of long-term debt... 80,000
Accumulated depreciation.............. 270,000
Long-term debt........ccccovviiiininnnnn. 200,000
Common stock........c.ccovvvvevrevrernnne, 300,000
Retained earnings ...........ccccooovvuuee. 150,000

(011 O $1,100,000
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BIRD CORPORATION
Statement of Cash Flows
For Year Ended December 31, Year 1

Cash flows from operations

NEE INCOME. ove v ee e seeens $150,000
Add (deduct) adjustment to cash basis
DEPIECIALION ... $ 85,000
Loss on sale of equipment..........cccccocoiiniriniinn. 5,000
(ain on sale of noncurrent investments............... (50,000)
Increase in accounts receivable (30,000)
Increase in inVentories..........c.cooeveveveeeeveesennes (20,000)
Increase in accounts payable............cccocvvvvernnnes 40,000 30,000
Cash from operations...........cocceevvevveiieiereierinninns 180,000
Cash flows from investing activities
Additions to property and equipment........................ (150,000)
Sale of equipment..........cooooviininininiis 10,000
Sale of INVESTMENTS ........coovvieeciccee e 95,000
Cash used for investing activities ...........c.ccoevrvune. (45,000)

Cash flows from financing activities
Issuance of common Stock..............ccccoevvevcrevreennnne, 10,000
Additions to long-term debt $15,000
Decrease in current portion of long-term debt........... (30,000) (15,000)

Cash dividends...........coeoveeeeeeeeeeeseeeeeeeee s (80,000)
Cash used for financing activities (85,000)
Net INCrEaSE N CASN.......vveveeeeeeeeeee e seee e $ 50,000

CHECK Requifed.'

Total assets, $725,000 Using the available data and information, prepare the balance sheet of Bird Corporation as of
January 1, Year 1. T-accounts can be helpful in reconstructing the individual accounts. (Noze:
Equipment sold had accumulated depreciation of $50,000.)

PROBLEM 7-9 Indicate whether the following independent transactions increase (+), decrease (—), or do not affect (NE) the
Analyzing current ratio, the amount of working capital, and cash from operations. Also indicate the amounts of any effects.
Economic Impacts of The company presently has a current ratio of 2 to 1 along with current liabilities of $160,000.

Transactions
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Working Cash from
Current Capital Operations
Ratio p p
Effect Effect $___ Effect $___

a. Paid accrued wages of $1,000.

b. Purchased $20,000 worth of material on account.

o

Received judgment notice from the court that the
company must pay $70,000 damages for patent
infringement within six months.

Collected $8,000 of accounts receivable.

Purchased land for factory for $100,000 cash.
Repaid currently due bank note payable of $10,000.

Received currently due note receivable of $15,000 from
customer as consideration for sale of land.

h. Received cash of $90,000 from stockholders as
donated capital.

i. Purchased machine costing $50,000; $15,000 down
and the balance to be paid in seven equal annual
installments.

@ -~ 0o Q

J. Retired bonds maturing five years hence at par of
$50,000. Bonds have unamortized premium of $2,000.

Declared dividends of $10,000 payable after year-end.
Paid the dividends in k in cash.
Declared a 5% stock dividend.

Paid the stock dividend in m.

-~ X

3

S

Signed a long-term purchase contract of $100,000
to commence a year from now.

S)

p. Borrowed $40,000 cash for one year.
q. Paid accounts payable of $20,000.
r
S

. Purchase a patent for $20,000.

. Wrote off $15,000 of current marketable securities that
became worthless.

t. $8,500 of organization expenses were written off.
u. Recorded depreciation expense of $70,000.
v. Sold $28,000 of merchandise on account.
w.

. Sold a building for $90,000 that had a book value of
$45,000.

x. Sold a machine at cost for $5,000; received $2,500
down and the balance receivable in six months.

y. Recorded income tax expense of $80,000, half of which
is deferred (long term).
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PROBLEM 7-10 Your banker confides to you after looking at a number of financial statements that she is confused
Analyzing about the difference between two operating measures, net income and cash from operations.
Operating Flow )

Measures Required:

a. Explain the purpose and significance of these two operating measures.

b. Several financial transactions or events follow. For each transaction or event, indicate whether it yields an
increase (+), decrease (—), or no effect (NE) on each of the two measures.

EFFECT OF TRANSACTION/EVENT ON:

Net Cash from
Income Operations

1. Sales of marketable securities for cash at more than their
carrying value.
2. Sale of merchandise with deferred payments (one-half within
one year and one-half after one year).

. Reclassify noncurrent receivable as current receivable.

. Payment of current portion of long-term debt.

. Collection of an account receivable.

. Recording the cost of goods sold.

. Purchase of inventories on account (credit terms).

. Accrual of sales commissions (to be paid at a later date).

. Payment of accounts payable (resulting from purchase of

inventory).

10. Provision for depreciation on a sales office.

11. Borrowing cash from a bank on a 90-day note payable.

12. Accrual of interest on a bank loan.

13. Sale of partially depreciated equipment for cash at less than its
book value.

14. Flood damage to merchandise inventories (no insurance
coverage).

15. Declaration and payment of a cash dividend on preferred stock.

16. Sale of merchandise on 90-day credit terms.

17. Provision for uncollectible accounts receivable.

18. Write-off of an uncollectible receivable.

19. Provision for income tax expense (to be paid the following month).

20. Provision for deferred income taxes (set up because depreciation
for tax reporting exceeded depreciation for financial reporting).

21. Purchase of a machine (fixed asset) for cash.

22. Payment of accrued salary expense to employees.

O 0 N OO O B W

PROBLEM 7-11 Following the acquisition of Kraft during Kraft

Preparing and Year 8, the Philip Morris Companies Philip Morris Companies
Interpreting the released its Year 8 financial statements. The

Statement of Year 8 financial statements and other data are

Cash Flows reproduced on the next page.
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PHILIP MORRIS COMPANIES, INC.
Balance Sheets ($ millions)
December 31, Year 8 and Year 7

Year 8 Year 7

Assets
Cash and cash equivalents ........................ $ 168 $ 90
Accounts receivable.........cocooevveevcirieinenne 2,222 2,065
INVENEOTIES ... 5,384 4154
Current @ssets.......ccooceeveercveieieieieeia. 1,774 6,309
Property, plant, and equipment, net 8,648 6,582
Goodwill, Net ... 15,071 4,052
INVESTMENES ..o 3,260 3,665
TOtAl @SSELS ..ovvvveeeee e eeeeeeen $34,753 $20,608
Liabilities and Stockholders’ Equity
Short-term debt .......o.oooveeveeeeereeeeeeeeeeeneens $ 1,259 $ 1440
Accounts payable...........ccooveevieerisieeieninnans 1,771 791
Accrued liabilities.........cocovevveeereeeereeeeenns 3,848 2,271
Income taxes payable ..........c..ccooevvverrvernnn. 1,089 121
Dividends payable .........cccocovveerveeresieieninns 260 213
Current liabilities ........cceeevveivveriericrrnnnns 8,233 5,448
Long-term debt.........ccoovvvvieevcviecricicies 17,122 6,293
Deferred income taxes ..........ccoveevvevrecrirnnns 1,719 2,044
Stockholders’ equity........ccooovvvieririninineinee, 7,679 6,823
Total liabilities and stockholders’ equity........ $34,753 $20,608

PHILIP MORRIS COMPANIES, INC.
Income Statement ($ millions)
For Year Ending December 31, Year 8

SAIBS ...vvovvveeeeeeeee et $31,742
Cost of 00dS SOI .........ovevereereercreeeceee e (12,156)
Selling and administrative eXpenses ...........ccccoevvvervrvrenne. (14,410)
Depreciation BXPENSE.........cccvvveeveveceveieeereeeeee s (654)
Goodwill amortization .............cccceeeeieciniiiceieieeeeeeeians (125)
[NEEIEST BXPENSE.....evverevecreeeeeesee ettt __ (670)
Pretax iNCOME .......veeveeevecice e 3,721
Income tax expense... (1,390)
NEE INCOME. ..o eeee s ene s ee e eeeenees $ 2337

Note: Dividends declared, $941 million.
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PHILIP MORRIS PURCHASE OF KRAFT
Allocation of Purchase Price ($ millions)

Accounts receivable...........ccveveveiveeiccieeeeee e
Inventories
Property, plant, and equipment
GOOAWIll ..o
Short-term debt....
Accounts payable.............cocevvieieiiieieeeee e
Accrued labilities.........cocevevrivererieeiceeeeeee s
Long-term debt...........ccoovvveieveieiceeeeeee e

Purchase price (net of cash acquired) ........c.cccovvveevreerienaes $11,383

CHECK Required:

CFO, $5,205 mil.
(2) CFO, $5,205 mi a. Prepare a statement of cash flows (indirect method) for Philip Morris. (Hint: Acquisition of Kraft requires you to

remove the assets acquired and liabilities incurred as a result of that acquisition from the balance sheet before
computing changes used in preparing the statement of cash flows. Philip Morris pays $11.383 billion for Kraft,
net of cash acquired—see the Allocation of Purchase Price table.)

CHE[3:K331 b. Calculate cash flows from operations using the direct method for Philip Morris.
()83 c. Based on your answer to a, compute Philip Morris’s free cash flow for Year 8. Discuss how free cash flow impacts

the company’s future earnings and financial condition.

(CFA Adapted)
PROBLEM 7-12 Refer to the financial statements of ZETA Corporation reproduced in assignment Case CC-2 of
Analyzing Cash the Comprehensive Case (following Chapter 11).
Jrom Operations
(Direct)

Required:

CHECK a. Prepare a schedule computing cash flows from operations using the direct method. Include revenues and
(a) Year 6 CFO, $6,400 expenses of discontinued operations. Include a list of important assumptions and weaknesses as a note to your

cash statement. Support all amounts shown. (Hint: Discontinued operations cannot be separated from continu-
ing operations, but unadjusted income and expense of discontinued operations can be.)

b. ZETA's statement of cash flows reports income taxes paid in Year 6 of $2,600. Verify this amount indepen-
dently.

c. Reconcile the change in “accounts payable and accruals” reported in the statement of cash flows with
the number derived from the balance sheet. Explain the reason(s) for any difference. (Hint: Refer to notes 3
and 4.)
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CASES

The statement of cash flows for Lands’ End is reproduced here: Lands End CASE 7-1
Cash Flow and
LANDS’ END, INC. & SUBSIDIARIES Free Cash Flow
Consolidated Statements of Cash Flows Analysis
FOR PERIOD ENDED
($ in thousands) Year 9 Year 8 Year 7

Gash flows from operating activities
NEE INCOME. ... $31,185 $ 64,150 $ 50,952
Adjustments to reconcile net income to
net cash flows from operating activities—
Pretax non-recurring charge..........cocooeevvevevcvvevevcrenne. — —

Depreciation and amortization 15,127 13,558

Deferred compensation eXpense..........cccccevevvevevcrennn. 653 323 317

Deferred iNCOME taXeS.........c.ccvvveeveeeieeeeeieeereseeieeeeeas (5,948) (1,158) 994

Pretax gain on sale of subsidiary...........cccccccccververennne. — (7,805) —

Loss on disposal of fixed asSets..........cccocovrerrierrcrrenne. 586 1,127 325
Changes in assets and liabilities excluding

effects of divestitures

RECEIVADIES .....coovevcvcieie e (5,640) (7,019) (675)

INVENTOTY ..o 21,468 (104,545) 22,371

Prepaid advertising .........cocovveeveevieseeeeeeiierienns (2,844) (7,447) 4758

Other prepaid eXpenses........cccc.eveeeeeeererreurerreinns (2,504) (1,366) (145)

Accounts payable ..........cccoveveeeeeeereieeeeeeeeeies 4179 11,616 14,205

Reserve for returns.........ooeeeeeveeeceeeeeeeeeee, 1,065 944 629

Accrued liabilities ........cooveeveeeeeeeceeseee e 6,993 8,755 4,390

Accrued profit sharing 1,349 1,454

Income taxes payable.........cccocovvvvvevieceerieiennn (5,899) (1,047) 8,268

1)1 OO 1,665 64 394

Net cash flows from (used for) operating activities................ 74,260 (26,932) 121,795
Cash flows from (used for) investing activities

Cash paid for capital additions ...........ccccovevvvvvveriereicrenne (46,750) (47,659) (18,481)

Proceeds from sale of subsidiarny...........cccccoeevvevvevivnnnne. — 12,350 —

Net cash flows used for investing activities..........cccccoevvvvneene. (46,750) (35,309) (18,481)
Cash flows from (used for) financing activities

Proceeds from short-term debt...........cccooeviviviiiiciinnnc, 6,505 21,242 1,876

Purchases of treasury stock........... .. (35,557) (45,899) (30,143)

Issuance of treasury StoCK...........ccoovvvevevievverercrreerierrenne 1,845 409 604

Net cash flows used for financing activities ..............cc......... (27,207) (24,248) (27,663)

Net increase (decrease) in cash and cash equiv.................... $ 303 $ (86,489) $ 75,651

Beginning cash and cash equivalents .............c..cccccooeeeiunnnee 6,338 92,827 17,176

Ending cash and cash equivalents..............ccoocoovovevcreennn. $ 6,641 $ 6,338 $ 92,827
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Required:

a. Lands’ End recently implemented a strategy of filling nearly all orders when the order is placed. In what year do
you believe the company implemented this strategy and how is the strategy reflected in the information con-
tained in the statement of cash flows?

b. Explain how the following items reconcile net income to net cash flows from operating activities:

CHECK (1) Depreciation (2) Receivables (3) Inventory (4) Reserve for returns
(c)Yr9, $27,510 c. Calculate free cash flows for each year shown.
d. How does Lands’ End use its free cash flow? Do you think its use of free cash flows reflects good financial

strategy?
CASE 7-2 The statement of cash flows for Yahoo! is reproduced here: Yahoo!
Analysis of
Cash Flows YAHOO! INC.
fora Dot.Com Consolidated Statements of Cash Flows

YEAR ENDED DECEMBER 31,
(in thousands) Year 8 Year 7 Year 6

Cash flows from operating activities
NEE INCOME (10SS) .vvvveeveereeeesee e ereseeeseeeseeseseeeeseeeeseeseneens $ 25,588 $(25,520) $ (6,427)
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:

Depreciation and amortization..............cccocovveevveivecrrenennnn, 10,215 2,137 639
Tax benefits from stock options ..o, 17,827 — —
Non-cash charges related to stock option grants and
WAITANE ISSUANCES.........eveeeeeeeeeeeeeeeeeeeeeseereeese e 926 1,676 197
Minority interests in operations of consolidated
SUDSIAIATIES ..ot (68) (727) (540)
Purchased in-process research and development.... .. 17,300 — —
Other non-cash charge .........ccccoceevvveeiiveieccceccceceee, — 21,245 —
Changes in assets and liabilities:
ACCOUNES FECRIVADIE, NEL.......veeeveeeeee s e eeesereeereeeeeeeen $(13,616)  $ (5963) § (4,269)
Prepaid expenses 2,144 (6,110) (386)
Accounts payable ..........ccccovveieieieieiiiseeee e 515 2,425 1,386
Accrued expenses and other current liabilities................... 16,688 7,404 4,393
DEferred rEVENUE ........cc.cveeveeeeeeeeeeeeeee et 33,210 2,983 1,665
Due to related parties........cocvvevveveseerceeceeee s (451) 330 948
Net cash provided by (used in) operating activities.................... 110,278 480 (2,394)
Cash flows from investing activities
Acquisition of property and equipment ... (11,911) (6,722) (3,442)
Cash acquired in acquisitions 199 — —
Purchases of marketable SeCUrities ...........ccoooovevveeeveciceenee. (471,135) (58,753) (115,247)
Proceeds from sales and maturities of marketable
SEOUMTEIBS. .vvveveeeeeeceeereeeeees et 158,350 86,678 43,240
Other investMents..........ccvvvevevricicse e (5,445) (1,649) (729)
Net cash provided by (used in) investing activities................... (329,942) 19,554 (76,178)

(continued)
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YEAR ENDED DECEMBER 31, CASE 7-2

(in thousands) Year 8 Year 7 Year 6 (concluded)
Gash flows from financing activities

Proceeds from issuance of Common Stock, net..................... 280,679 7,516 42 484

Proceeds from issuance of Convertible Preferred Stock.......... — — 63,750

Proceeds from minority investors ..........ccooevvvevveveevecsnennne, 600 999 1,050

(0] SO — 1,106 (128)
Net cash provided by financing activities.............cccoevvevverinnnes 281,279 9,621 107,156
Effect of exchange rate changes on cash and cash

BQUIVAIENES ... s 288 (380) (63)
Net change in cash and cash equivalents.............ccccooocvvevenne.. $ 61,903 $ 29,275 $ 28521
Cash and cash equivalents at beginning of year........................ 63,571 34,296 5,775
Cash and cash equivalents at end of year..............cccccooeovevne... $125,474 $ 63,571 $ 34,296

Required: CHECK

a. Yahoo!’s operations did not produce significant cash flows during Year 6 and Year 7. How does Yahoo! finance (a) Equity financing
its growth in the absence of sufficient operating cash flows?

b. What appears to drive the operating cash flows of Yahoo!?

c. Yahoo! engages in purchases and sales of marketable securities. Why do you believe Yahoo! pursues this
activity?

d. Yahoo! reports $33.21 million of deferred revenue. Based on your understanding of Yahoo!'s operations, what do
you believe this amount represents?

The management of Wyatt Corporation is frustrated because its parent company, SRW Corpora- CASE 7-3

tion, repeatedly rejects Wyatt’s capital spending requests. These refusals led Wyatt’s management Credit Analysis for a
to conclude its operations play a limited role in the parent’s long-range plans. Acting on this as- Leveraged Buyout
sumption, Wyatt’s management approaches a merchant banking firm about the possibility of a

leveraged buyout of itself. In their proposal, Wyatt management stresses the stable, predictable

cash flows from Wyatt’s operations as more than adequate to service the debt required to finance

the proposed leveraged buyout. As a partner in the merchant banking firm, you investigate the fea-

sibility of their proposal. You receive the following balance sheet and supplementary information

for Wyatt Corporation. The management of Wyatt further discloses that, following their pro-

posed purchase, they intend to acquire machinery costing $325,000 in each of the next three

years to overcome the previous low level of capital expenditures while a subsidiary of SRW

Corporation. Management argues these expenditures are needed for competitive reasons.

Required: CHECK

a. Using information in the balance sheet and the supplementary disclosures, prepare a statement of cash flows (a) CFO, $269,000
(indirect method) for the year ended December 31, Year 10.

b. Using the statement of cash flows from a and assuming that debt service is $300,000 per year after the lever-
aged buyout, evaluate the feasibility of management’s proposal.
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WYATT CORPORATION
Balance Sheets
December 31, Year 10 and Year 9

Year 9 Year 10
Assets
(71 ST $ 175,000 $ 192,000
248,000 359,000
465,000 683,000
888,000 1,234,000
126,000 138,000

. 3,746,000 3,885,000
(916,000)  (1,131,000)

Total @SSELS......ovvoveeeeeeeereeeee e $3,844,000 $4.126,000

Liabilities and Shareholders’ Equity

Accounts payable .........coo.coverevverrieciiniis $ 156,000 $ 259,000
Taxes payable........cccooevvvverreiierieieeieieiens 149,000 124,000
QOther short-term payables ...........cccccccvviennnns 325,000 417,000
Total current liabilities .. 630,000 800,000
Bonds payable........ccoevevveeeeeceieeeereens 842,000 825,000
Total liabilities.......c..coovvvvvevreerecreeriereeiereris 1,472,000 1,625,000
Common StOCK.........ccovevereeiieeiececeree e 846,000 863,000
Retained arnings.........ccocoveeveevveerecreerennnn. 1,526,000 1,638,000
Total shareholders’ equity.........ccocvvvevireinnnes 2,372,000 2,501,000
Total liabilities and equity .........cccooovvvevneeee. $3,844,000 $4.126,000

Supplementary Information:

1. Dividends declared and paid in Year 10 were $74,000.

2. Depreciation expense for Year 10 was $246,000.

3. Machinery originally costing $61,000 was sold for $34,000 in Year 10.

(CFA Adapted)
CASE 7-4 The management of Dover Corporation claims that the securities market undervalues shares of
Analyzing a its company. They propose to take it private by means of a leveraged buyout. Management’s
Management Buyout proposal contains the following features:
Using the Statement 1. The leveraged buyout is expected to yield additional after-tax annual interest costs of $200,000.

of Cash Flpees 2. To make Dover Corporation competitive, management plans to undertake:

a. Annual investments in equipment of $180,000.
b. Annual buildups in inventory of $60,000.

3. Management expects no additional financing demands beyond that listed in (1) and plans to use cash gener-
ated by operations as the primary financing source.
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At the end of Year 8, management requests you to analyze the feasibility of their proposal. They
provide you with the financial data listed below to assist in your analysis.

DECEMBER 31

Year 8 Year 7 Net Change
Assets
(671 | T $ 471,000 $ 307,000 $ 164,000
Marketable equity securities, at cost............ 150,000 250,000 (100,000)
Allowance to adjust securities to market...... (10,000) (25,000) 15,000
Accounts receivable, net.........ccceovveeienrinnns 550,000 515,000 35,000
INVENTOTIES ... 810,000 890,000 (80,000)
Investment in Top Corp., at equity................. 420,000 390,000 30,000
Property, plant, and equipment .................... 1,145,000 1,070,000 75,000
Less accumulated depreciation.................... (345,000) (280,000) (65,000)
Patents, Net.......c.cocveeeveeereresee e 109,000 118,000 (9,000)
T0tal @SSELS ....ooveeeeeeeee e $3,300,000 $3,235,000 $ 65,000

Liabilities and Stockholders’ Equity
Accounts payable and accrued liabilities...... $ 845,000 $ 960,000 $(115,000)

Note payable, long-term ..........cc.cooevvrrvrnen. 600,000 900,000 (300,000)
Deferred income taxes................ 190,000 190,000 —
Common stock, $10 par value...................... 850,000 650,000 200,000
Additional paid-in capital .......c.cccoevvernnnes 230,000 170,000 60,000
Retained arnings........ccocevvevveveeveveennnnn, 585,000 365,000 220,000
Total liabilities and equity..........ccoooeovvenne.. $3,300,000 $3,235,000 $ 65,000

Additional Information:\

1. OnJanuary 2, Year 8, Dover sold equipment costing $45,000, with a carrying amount of $28,000, for $18,000 cash.

2. On March 31, Year 8, Dover sold one of its marketable equity securities for $119,000 cash. There are no other
transactions involving marketable equity securities.

3. On April 15, Year 8, Dover issues 20,000 shares of its common stock for cash at $13 per share.
4. OnJuly 1, Year 8, Dover purchases equipment for $120,000 cash.
5. Dover's net income for Year 8 is $305,000. Dover pays a cash dividend of $85,000 on October 26, Year 8.
6. Dover acquires a 20 percent interest in Top Corporation’s common stock during Year 5. There is no goodwill

attributable to the investment, which is accounted for using the equity method. Top reports net income

of $150,000 for the year ended December 31, Year 8. No dividend is paid on Top’s common stock during

Year 8. CHECK

CF0, $272,000

Required:

Prepare an analysis evaluating the financial feasibility of management’s plans. (Hzz: Prepare a
statement of cash flows. Use the indirect method.)
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