
CORPORATE FINANCE:

AN INTRODUCTORY COURSE


DISCUSSION NOTES


MODULE #2


REVIEW OF FINANCIAL ACCOUNTING
I.   An Overview:
(Who should read this module?  If you are very comfortable with the concepts and applications of financial accounting, you can safely skip over this module.  If not, read on.)
Accountants routinely prepare four types of financial statements for general public consumption--1) the income statement, 2) the balance sheet, 3) the statement of retained earnings, and 4) the statement of cash flows.  Because you have already been exposed to these statements, in this note we emphasize an alternative to the statement of cash flows, the sources and uses statement.
  As a package, these statements give an accounting picture of the firm.  Financial managers must understand how these statements are prepared, what accounting numbers represent, and, most importantly, how to manipulate the numbers so they are useful for financial decision-making.

These four financial statements report what has happened to the firm over past intervals of time as stipulated by accounting rules, or generally accepted accounting principles (GAAP).  In addition, these data will greatly influence estimates of what will happen to the firm in future time periods if current operating and financial strategies are continued.  

In this note we take a brief look at how we can use financial statements to analyze how the firm attained its present financial position, i.e., what events lead up to the firm's current financial condition, i.e., financial strengths and weaknesses.  However, we also will use these same financial statements to make predictions about how the firm's financial situation will look in the future, i.e., pro forma (projected or expected future) financial statements. 

For financial managers, the future is much more important than the past.  However, we often can glean important relationships from historical financial statements that will allow us to make better predictions about the future.  For instance, if the cost of goods sold to sales ratio has been stable over the past few years, it may be a reasonable starting point to assume that CGS/Sales will remain at the same level for the next few years.  We can then turn a forecast of Sales into a forecast of CGS.  Similarly, if the inventory turnover levels of the past few years have been relatively constant, we might start by using this relationship to predict future inventory levels.

You have all taken a course in financial accounting or have sufficient expertise that this was not necessary.  Therefore, I will only briefly review some of the important accounting basics as they relate to financial statements.  If you still feel uneasy about financial statements after reading these notes and/or my teaching note, “Financial Analysis and Planning,” I strongly suggest that you pull out your accounting book and do some serious review! 

II.   The Income Statement:
The income statement records the flow of resources over a specific time interval, from the beginning to the end of, for example, a year.  Accountants have rules for when they can recognize revenues.  Recognition occurs when the efforts needed to generate the sale have been “substantially” completed and title to the goods has passed from the seller to the buyer.  

The expenses required to generate the revenues are then "matched" to the revenues following the accounting protocol of "accrual," just a fancy name for matching expenses to revenues.  Again, a set of criteria, or set of rules, is used to make the matching decisions.

Earnings for the period, or the famous "bottom line," are the difference between revenues and expenses.  In the most simplistic equation possible, the relationship appears as the income statement equation:

REVENUES - EXPENSES = EARNINGS.

While this equation makes the whole process seem extremely simple, you realize from financial accounting that the "rules" in classifying the accounting transactions can be quite complex.  A great deal of effort must go into the construction of properly prepared financial statements.

You also learned that accounting earnings, or profits, do not equate to cash flows.  Why?

1) Accrual accounting: For example, while a credit sale is recognized as revenue, the cash does not materialize until payment is made.  Similarly, expenses may be recognized before payment is actually made, i.e., materials have been used from inventory but not paid for at the time of the sale.  

Accordingly, to obtain cash flows from the income statement, adjustments must be made for changes in net working capital.  Net working capital (NWC) is defined as Current Assets – Non-Interest Bearing Current Liabilities.
  If NWC increases over an accounting period, the increase must be deducted from accounting profits to establish cash flows.  If NWC decreases over the same period, accounting profits must be increased by this change in NWC.  We subtract the change in NWC from profits to find cash flow.  (Be clear on why the “direction” of the change is as stated.)

2) Non-cash charges: Several expenses may be listed on the income statement that are not actually cash outlays.  The most common example of these non-cash charges is depreciation expense.  As you will recall, depreciation is charged against revenue in an attempt to measure the extent to which fixed-assets are "used up" generating the revenues. However, the real cash flow occurred when the expenditure for the fixed-assets were made.  Note that the actual payment for the asset may have occurred well after the asset began being used by the firm.

Other examples of non-cash charges are the write-off of patents, goodwill, or losses on the disposal of assets.  Selling a piece of machinery below its net book value (i.e., its cost less accumulated depreciation) is an example of a "loss on disposal."  In a cash flow sense, no real loss occurred (though there may be a tax implication which is real).  To adjust accounting earnings back to a cash flow basis, all of the non-cash charges must be added back to net income.

3) Investments:  Actual cash outlays for fixed-assets, capital expenditures, must be deducted from accounting income to obtain cash flow.  This is a large cash outlay that impacts net income on the income statement only eventually via the depreciation expense.
4) Tax-timing differences: Firms usually keep at least two sets of books; one set of books is for public use, e.g., distribution to the shareholders, while the other set of books is kept for the Internal Revenue Service.  For instance, the IRS may allow the write-off of an asset much more quickly than the accountants believe the asset is being "consumed" in the production process.  Since the firm wants to minimize taxes, it will use the faster write-off procedure on its tax books and a slower procedure for its public books.  Accordingly, the actual tax paid in a period may be much less than the tax expense shown on the income statement prepared for shareholders.  To adjust accounting profits to cash flows, accounting earnings must be adjusted for the difference between taxes accrued and taxes paid.  We add the change in tax accruals to net income to find cash flow.
III.   The Balance Sheet:
As you have heard so many times, the balance sheet is a "snapshot" at a moment in time of everything the firm owns, and everybody to whom it owes, i.e., creditors and stockholders.  

The balance sheet can be depicted by the simple balance sheet identity equation, or

ASSETS = LIABILITIES + EQUITY.

Everything the firm owns is added up under the heading assets, often referred to as the "left-hand side" of the balance sheet.  The current assets are listed in one section in the order of their liquidity. By liquidity, we mean ease in conversion to cash.  Obviously, cash is already perfectly liquid, followed by accounts receivable and inventory.  By convention, current assets should be 

cash or convertible to cash within twelve months.  For instance, inventory is considered a current asset if it will be sold, converted to account receivables, and then transformed to cash within a year's period.  Long-term assets are listed below the current assets, again in an order that attempts to reflect their relative liquidity. 

Assets also are divided into classes called "tangible" and "intangible."  Tangible assets are the current assets plus fixed assets that you can "touch."  Intangible assets are ephemeral, i.e., they are difficult to quantify.  Examples of intangible assets include goodwill, trademarks, patents, and the human capital of employees.  In fact, since we disallow slavery, employee assets are not listed as "owned" on a firm's balance sheet.  While estimating the value of intangible assets is difficult, or even impossible, these assets can have a huge impact on the market value of a firm.  Take a software firm for example.  This firm may have very little in the way of fixed assets, but may have a team of software engineers that are the real basis for the value of the firm's common stock.  This is a good example of why the market value of a firm’s equity typically bears little resemblance to the accounting (or book) value (assets - liabilities) of “owner’s equity.”

Liabilities are likewise divided between current and long-term.  Again, current liabilities are due to be paid within a year's time.

Preferred stock is a hybrid security that has some of the properties of debt and some of the properties of equity.  It falls into a “gray area” and, depending upon the purpose of the analysis, can either be classified as debt or equity.  If you are a debtholder analyzing the firm, preferred stock has an inferior, or "junior," claim to your position.  You probably would consider the preferred stock as equity.  However, from a common stockholders position, preferred stock has a superior, or "senior," claim to the cash flows of the firm.  Consider the position of the analyst in deciding how to classify preferred stock, i.e., debt or equity.  How might he/she classify it?
The residual owners of the firm are the common stock holders, or equityholders.  Accountants typically list a variety of accounts under the equity section.  Standard “sub”-accounts are 1) capital (or common) stock, 2) capital surplus (or capital in-excess of par), and 3) retained earnings.  While these distinctions are important to accountants, they make little difference to the financial manager. In total, the equity accounts are called the net worth (or book value) of the firm, or the difference between the total assets and the total liabilities.

A very important aspect of the income statement and balance sheet is that they must “work together.”  The income statement is a description of what went on during a period.  The balance sheets that flank that income statement describe the situation before the period and the situation after the period.  Things go very wrong if you overlook the implied interdependence.

IV.   Statement of Retained Earnings:
This simple statement expresses the relationship between the retained earnings (R.E.) at the start of the accounting period and the ending retained earnings balance.  The statement can best be described by the following equation:

ENDING R.E. = BEGINNING R.E. + NET INCOME - DIVIDENDS +/- ADJUSTMENTS.

Since accountants do not generally approve of making direct adjustments to retained earnings, for the purposes of this review, we ignore the last term in this equation.

V.   Statement of Cash Flows:
A very basic but critical dimension of a firm's performance is where it gets its cash and how it spends it.  As we have discussed, the income statement does not provide this information.  The statement of cash flows is prepared to remedy this deficiency.  For a complete discussion of this statement, see the teaching note, “Statement of Cash Flows.”

While the statement of cash flows is a valuable and relatively recent addition to the "required" set of accounting statements, preparing and using these statements can often be mind-boggling.  Financial managers often prefer a simplified version of a "full blown" statement of cash flows.  This statement is a "Sources and Uses Statement."  While it does not have all the "bells and whistles" of the statement of cash flows, many contend it is just as useful and easier to develop and understand.  Since I have provided a separate discussion of the Statement of Cash Flows, in this module I will concentrate on the alternative statement.  An example of a Statement of Cash Flows is provided later in this module.

VI.   Sources and Uses Statement:
A sources and uses statement illustrates where the firm acquired its funds (resources) and how it used these funds (resources).  It provides a great deal of information useful for financial analysis and planning.  For example, say a firm acquires inventory using trade credit.  No cash has changed hands.  However, the firm has command over a valuable resource, inventory, and the trade creditor has a claim against the firm, a short-term liability claim.

To prepare a sources and uses statement, recall that there are three basic types of balance sheet accounts: 1) Assets, 2) Liabilities, and 3) Equity.  Sources of funds arise when an asset account is decreased, a liability account is increased, or an equity account is increased.  Uses of funds occur when an asset account is increased, a liability account is decreased, or an equity account is decreased.  If you remember these rules, you will have little difficulty preparing a sources and uses statement.  Perhaps the following table will assist you in this classification.


SOURCES AND USES ANALYSIS

	
SOURCES OF FUNDS
	
USES OF FUNDS

	1) Decreases in an asset account
	1) Increases in an asset account

	2) Increases in a liability account
	2) Decreases in a liability account

	3) Increases in an equity account
	3) Decreases in a equity account


If you examine this table, you will note that you only have three rules to learn.  Since sources and uses have the opposite signs with respect to increases or decreases of asset, liability, and equity accounts, you only have to learn the sources (or uses) and "flip" the sign for uses (or sources).

For example, an increase in inventory, an increase in an asset, is a use of funds.  A decrease in cash, an asset, is a source of funds (?).  An increase in debt (liability) is a source and paying off the debt is a use of funds.  Finally, selling equity, e.g. common stock, is a source of funds.  Paying a dividend or repurchasing common stock is a decrease in equity, a use of funds.

We will gain some review and practice in the construction of income statements, balance sheets, statements of retained earnings, statement of cash flows, and sources and uses statements in the section that follows.

VII.   Review of Constructing Financial Statements:
While we will not cover the following example in class, for those of you that wish to practice, it will provide an additional review of the format and interpretation of an income statement, balance sheet, statement of retained earnings, statement of cash flows, and sources and uses statement given the following jumble of financial information.  We must pick out which of these data items belong on the income statement and balance sheet, in what format they are listed, and what they represent.


TRAIL RIDGE CORPORATION


MISCELLANEOUS “JUMBLED” FINANCIAL DATA FOR 2002 (In $1,000's)

	Accounts Payable
	
$130

	Depreciation Expense
	
$65

	Long-Term Debt--Current Portion
	
$50

	Inventory
	
$975

	Preferred Stock
	
$50

	Common Stock Dividend
	
$80

	Interest Expense
	
$155

	Accumulated Depreciation
	
$675

	Marketable Securities
	
$75

	Miscellaneous Expenses
	
$45

	Mortgage Debt
	
$350

	Accounts Receivable
	
$585

	Capital Surplus
	
$175

	Tax Expense
	
$184

	Patents
	
$175

	Miscellaneous Long-Term Assets
	
$50

	Accrued Expenses
	
$20

	Net Sales
	
$4,250

	Wages Payable
	
$65

	Selling & Administrative Expense
	
$925

	Notes Payable—Bank
	
$130

	Gross Plant & Equipment
	
$1,850

	Long-Term Debt—Bonds
	
$575

	Cash
	
$427

	Cost of Goods Sold
	
$2,520

	Taxes Payable
	
$51

	Common Stock
	
$250

	Amortization of Patent
	
$15

	Retained Earnings--January 1, 2002
	
$1,395

	Preferred Dividend
	
$40


We can develop the 2002 income statement, the December 31, 2002 balance sheet, and statement of retained earnings for 2002 for the Trail Ridge Corporation from the above data.  The December 31, 2001 balance sheet is provided.  From the year-end 2001 and 2002 balance sheets, plus the 2002 income statement, we prepare the statement of cash flows, and the sources and uses statement for 2002.  The details of the development of these statements are not included.  However, the resulting statements are provided below.  See me if you have questions.


TRAIL RIDGE CORPORATION


2002 INCOME STATEMENT (In $1,000's)

	NET SALES
	
	$4,250

	LESS COST OF GOODS SOLD
	
	 2,520

	     GROSS PROFIT (GROSS MARGIN)
	
	$1,730

	SELLING & ADMINISTRATIVE EXPENSES
	$925
	

	DEPRECIATION EXPENSE
	  65
	

	MISCELLANEOUS EXPENSES
	  45
	

	AMORTIZATION OF PATENT
	  15
	$1,050

	     OPERATING PROFIT
	
	$  680

	INTEREST EXPENSE
	
	$  155

	     EARNINGS BEFORE-TAX
	
	$  525

	TAX EXPENSE
	
	$  184

	     NET INCOME (EARNINGS AFTER-TAX)
	
	$  341


TRAIL RIDGE CORPORATION

BALANCE SHEET--DECEMBER 31, 2002 (In $1,000's)

	CASH
	
	$   427

	ACCOUNTS RECEIVABLE
	
	    585

	INVENTORY
	
	    975

	MARKETABLE SECURITIES
	
	     75

	     TOTAL CURRENT ASSETS
	
	$ 2,062

	GROSS PLANT & EQUIPMENT
	$1,850
	

	ACCUMULATED DEPRECIATION
	 (675)
	

	     NET PLANT & EQUIPMENT
	
	$ 1,175

	PATENTS
	
	    175

	MISCELLANEOUS LONG-TERM ASSETS
	
	     50

	     TOTAL ASSETS
	
	$ 3,462

	
	
	

	NOTES PAYABLE-BANK
	
	$   130

	LONG-TERM DEBT (CURRENT PORTION)
	
	     50

	ACCOUNTS PAYABLE
	
	    130

	WAGES PAYABLE
	
	     65

	TAXES PAYABLE
	
	     51

	ACCRUED EXPENSES
	
	     20

	     TOTAL CURRENT LIABILITIES
	
	$   446

	LONG-TERM DEBT (BONDS)
	
	$   575

	MORTGAGE DEBT
	
	$   350

	     TOTAL LIABILITIES
	
	$ 1,371

	PREFERRED STOCK
	
	$    50

	COMMON STOCK
	
	$   250

	CAPITAL SURPLUS
	
	$   175

	RETAINED EARNINGS
	
	$ 1,616

	     TOTAL LIABILITIES + EQUITY
	
	$ 3,462






TRAIL RIDGE CORPORATION

STATEMENT OF RETAINED EARNINGS--2002 (In $1,000's)

	BEGINNING RETAINED EARNINGS--JANUARY 1, 2002
	$ 1,395

	PLUS NET INCOME
	$   341

	LESS PREFERRED DIVIDENDS
	$    40

	LESS COMMON STOCK DIVIDENDS
	$    80

	ENDING RETAINED EARNINGS--DECEMBER 31, 2002
	$ 1,616



TRAIL RIDGE CORPORATION

BALANCE SHEET--DECEMBER 31, 2001 (In $1,000's)

	CASH
	
	$   550

	ACCOUNTS RECEIVABLE
	
	    455

	INVENTORY
	
	    825

	MARKETABLE SECURITIES
	
	    155

	     TOTAL CURRENT ASSETS
	
	$ 1,985

	GROSS PLANT & EQUIPMENT
	$1,550
	

	ACCUMULATED DEPRECIATION
	 (610)
	

	     NET PLANT & EQUIPMENT
	
	$   940

	PATENTS
	
	    190

	MISCELLANEOUS LONG-TERM ASSETS
	
	     45

	     TOTAL ASSETS
	
	$ 3,160

	
	
	

	NOTES PAYABLE-BANK
	
	$    10

	LONG-TERM DEBT (CURRENT PORTION)
	
	     50

	ACCOUNTS PAYABLE
	
	     65

	WAGES PAYABLE
	
	     60

	TAXES PAYABLE
	
	     45

	ACCRUED EXPENSES
	
	     35

	     TOTAL CURRENT LIABILITIES
	
	$   265

	LONG-TERM DEBT (BONDS)
	
	$   625

	MORTGAGE DEBT
	
	$   400

	     TOTAL LIABILITIES
	
	$ 1,290

	PREFERRED STOCK
	
	$    50

	COMMON STOCK
	
	$   250

	CAPITAL SURPLUS
	
	$   175

	RETAINED EARNINGS
	
	$ 1,395

	     TOTAL LIABILITIES + EQUITY
	
	$ 3,160


TRAIL RIDGE CORPORATION

STATEMENT OF CASH FLOWS--2002 (In $1,000's)

	Operating Activities:     
	Dollar Amount:
	Percentage:


	Net Earnings from Operations (or Net Income)
	$341
	41.59%

	Non-Cash Charges (Depreciation & Amortization)
	$80
	 9.76%

	Changes in Working Capital:
	
	

	     Accounts Receivable
	($130)
	(15.85%)

	     Inventory
	($150)
	(18.29%)

	     Accounts Payable
	$65
	7.93%

	     Wages Payable
	$5
	0.61%

	     Taxes Payable
	$6
	0.73%

	     Accrued Expenses
	($15)
	(1.83%)

	
	
	

	Total Cash from Operations
	$202
	

	
	
	

	Investing Activities:
	
	

	New Plant and Equipment
	($300)
	(36.59%))

	Miscellaneous L/T Assets
	($5)
	(0.61%)

	Sale of Fixed Assets
	$0
	

	
	
	

	Total Cash from Investment Activities
	($305)
	

	
	
	

	Financing Activities:
	
	

	Marketable Securities
	$80
	 9.75%

	Notes Payable—Bank
	$120
	14.63%

	Long-Term Debt-Bonds
	($50)
	(6.10%)

	Mortgage Debt
	($50)
	(6.10%)

	Dividends—Common Stock
	($80)
	(9.76%))

	Dividends—Preferred Stock
	($40)
	(4.88%)

	
	
	

	Total Cash from Financing Activities
	($20)
	

	
	
	

	Change in Cash
	($123)
	15.00%


TRAIL RIDGE CORPORATION

SOURCES AND USES STATEMENT--2002 (In $1,000's)

           SOURCES                                                      


    USES                                       

	FUNDS FROM OPERATION
	
	   %
	DIVIDENDS         
	
	  %  

	     NET INCOME
	$341
	 41.6%
	     COMMON
	$   80
	 9.8%

	     NON-CASH CHARGES
	  80
	  9.8
	     PREFERRED  
	    40
	 4.9

	CASH
	 123
	 15.0
	ACCOUNTS RECEIVABLE
	   130
	15.8

	MARKETABLE SECURITIES
	  80
	  9.8
	INVENTORY
	   150
	18.3

	NOTES PAYABLE-BANK
	 120
	 14.6
	NEW P & E
	   300
	37.6

	ACCOUNTS PAYABLE
	  65
	  8.0
	MISC. L/T ASSETS
	     5
	 1.0

	WAGES PAYABLE
	   5
	  1.0
	ACCRUED EXPENSES
	    15
	 1.8

	TAXES PAYABLE
	   6
	  1.0
	LONG-TERM DEBT-BONDS
	    50
	 6.1

	
	
	
	MORTGAGE DEBT
	    50
	 6.1

	     TOTAL SOURCES
	$820
	100%
	     TOTAL USES
	$  820
	100%

	
	
	
	
	
	

	COMMENTS: (Ratios to Calculate?)
	
	
	COMMENTS: (Ratios to Calculate?)
	
	

	  1) LIQUIDITY DECLINE?
	
	
	  1) DIVIDEND PAYOUT?
	
	

	  2) S/T DEBT INCREASE?
	
	
	  2) DSO (collection period) SLOWING?
	
	

	
	
	
	  3) INV. TURNOVER?
	
	

	
	
	
	  4) F/A TURNOVER?
	
	

	
	
	
	  5) L/T TO S/T DEBT?
	
	


� This module is designed to complement Chapter 2 in B&D.  Also see the teaching note, “Financial Analysis and Planning and Pro Forma Financial Statements.”


�  For a more complete discussion of the Statement of Cash Flows, see the teaching note with the same title.


�  Non-interest bearing current liabilities include accounts payable, taxes payable, and wages payable.  An example of an interest-bearing current liability is a bank line of credit.


� The “+” percentages are sources of funds as a percentage of total sources ($820 from sources and uses statement).  The “-” percentages are uses of  funds as a percentage of total uses.  Note that the cash account, the “residual account,” declined by $123.  A decrease in an asset account is a source of funds, hence the positive percentage.
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