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Computing Cash Flows
(Chapter 2/Chapter 3.1)

Why Do We Care About This Topic

· Financial managers need accurate forecasts of cash flows to make accurate investment and financing decisions

· Investment bankers and deal makers need to know how much to bid for a company in an acquisition and/or merger

· Managers need to know how much cash flows are generated by assets to get feedback on their strategic decisions

· Investors and creditors need to know how much cash is generated from assets and operations to determine the financial solvency of a company

Three Main Financial Statements

· Balance Sheet 

· Income Statement

· Statement of Cash Flows


Quincy Corporation


Balance Sheet Statement: Asset Account

Years ended December 31, 1997 and December 31, 1996


($ in Millions)

Item
1997
1996

Current Assets






Cash
150.00
100.00

Accounts Receivable
250.00
200.00

Inventories
300.00
300.00

Total Current Assets
700.00
600.00

Gross Fixed Assets (at cost)



Buildings
200.00
175.00

Mach. & Equip.
100.00
75.00

Land                   
250.00
200.00

Construction in Progress
50.00
25.00

Total Gross Fixed Assets
600.00
475.00

Less: Accumulated depreciation
100.00
75.00

Net Fixed Assets
500.00
400.00





Total Assets
1200.00
1000.00

Quincy Corporation

Balance Sheet: Liability and Shareholders' Equity Account

Years ended December 31, 1997, December 31, 1996


 ($ in Millions)

Item
1997
1996

Liabilities



Current Liabilities



Accounts Payable
150.00
100.00

Notes Payable
200.00
200.00

Total Current Liabilities
350.00
300.00

Long-term Debt
420.00
400.00

Total Liabilities   
770.00
700.00

Shareholders' Equity



Common Stock + surplus
60.00
50.00

Retained Earnings
370.00
250.00

Total Shareholders' Equity
430.00
300.00

Total Liabilities and Shareholders' Equity
1200.00
1000.00

Quincy Corporation

Income Statement

Years ended December 31, 1997 and December 31, 1996


($ in Millions)

Item
1997
1996





Net Sales 
2000.00
1,250.00 

Cost of Sales
(1000.00)
(650.00)

Gross Profit
1,000.00
600.00

Operating Expenses:



Selling Expenses
150.00
45.00 

General Expenses
250.00
100.00

Depreciation Expense
100.00
45.00

Operating Profit (EBIT)
500.00
410.00

Interest Expense
100.00
55.00

Income Before Taxes
400.00
355.00

Taxes
200.00
177.50

Net Income
200.00
177.50


Quincy Corp. paid $80.00 million in dividends

GAAP Net Income versus True Cash Flows

· General Accepted Accounting Principles (GAAP) govern audited financial statements

· The objective of GAAP is to provide a consistent account of a firm's financial status based on historical cost, where revenues and expenses are matched over the appropriate time period.

· Cash flow does not equal GAAP net income.

· GAAP recognizes revenues at the time of the sale, and matches expenses to these revenues.  Cash flows may occur at different times.

· Depreciation and other non-cash items are included in GAAP net income

· Items are recorded on an accrual basis not when the money actually comes into the firm

· Cash flow is difference between dollars in and dollars out

Cash Flow Identity

Cash flow from Assets = Cash flow to Creditors + Cash flow to Stockholders

· Cash flow from Assets = operating cash flow - net capital spending - additions to NWC

· Operating cash flow = ________+ ______________ - ______

· Net capital spending = (ending net fixed assets - beginning net fixed assets + ________________)

· Additions to Net working capital (NWC) = (ending NWC - beginning NWC)

· Cash flow to Creditors = interest payments - net new borrowing = interest payments - (ending long-term debt - beginning long-term debt)

· Cash flow to Stockholders = Dividend payments - net new equity raised = dividend payments - [(ending common stock + ending paid-in surplus) - (beginning common stock + beginning paid-in surplus)]

A Closer Look at Operating Cash Flow

· Operating cash flow = EBIT + Depreciation - Taxes

· EBIT of the firm includes depreciation

· Depreciation is excluded from operating cash flow.  It is a non-cash item.  By adding depreciation, we have a cash flow number that includes costs associated with operating activities and excludes non-cash items.

· Taxes are included in operating cash flow because the taxes are paid on the revenues associated with operating activities.  

A Closer Look at Additions to NWC

· Some sales of and purchases by a firm are made on credit.

· Consider the following data on NWC:

Account
End of Year
Beginning of Year

Current Assets



Cash
100
100

Inventories
100
110

Accounts receivable
80
100

Current Liabilities



Notes Payable
50
80

Accounts Payable
180
70

NWC



a. What is the Additions to NWC?

b. What does this number mean?  Is it a cash inflow or cash outflow to the firm?

Cash Flow Summary for Quincy

A Cash flow from assets

1) Operating cash flow 
= EBIT + _____________ – _______

= _____ + _____ – _____

= $_____

2) Change in NWC

= _____        –        ______

= _____ – _____

= $_____

3) Net capital spending
= _______  +   __________   – _______

= $____ + _____ – ____

= $_____

4) Cash flow from assets
= _______     – _______ –    ________

= $_____ – _____ – _____

 = $______

B Cash flow to creditors and stockholders

1) Cash flow to creditors
= Interest paid – _________________

= $_____ – $_____

= $_____

2) Cash flow to stockholders =Dividends paid – ________________

= $_____ – $_____

= $_____

Check: $_____ from assets = $_____ to Bondholders + $_____ to Stockholder


Finding Cash Flows (Chapter 3.1)


The Statement of Cash Flows
· Summarizes the flow of cash receipts (inflows) and cash payments (outflows) during a given period of time

· Restatement of the balance sheet and income statements

· Organizes cash flows into 3 primary categories

1.
Operating cash flows: Cash flows from operations equal cash received from sales of goods and services minus cash paid for operating goods and services.

2.
Investment cash flows: The acquisition of non-current assets, such as property, plant and equipment usually represents a major ongoing use of cash.

3. Financing cash flows: A firm obtains cash from short- and long-term financing and equity issues.  Cash is used to paid dividends, repay borrowings and repurchases shares of stock outstanding.

Finding Cash Flows

(Developing the Statement of Cash Flows)

Distinguishing between Sources and Uses of Cash

· Sources of Cash: Activities that bring cash into the firm.  These include decreases in assets and increases in liabilities.

· Use of Cash: Activities that send cash out of the firm.  These include increases in assets and decreases in liabilities.

Below is an outline of the statement of cash flows.  For each group of activities, sources  (+) and uses (() of cash are identified.

1.
Operating Activities:
+
Net Income

+
Depreciation

+
Any decrease in current assets (except cash)

+
Any increase in current liabilities (not notes payable)

(
Any increase in current assets (except cash)

(
Any decrease in current liabilities (not notes payable)

2.
Investment Activities:
(
( Increase in Net Fixed Assets +Depreciation)

3.
Financing Activities
(
Dividends

+
Increases in debt (long term and short term)

(
Decreases in debt (long term and short term)

+
New Equity raised

· Equity repurchased

Hermetic, Inc.


BALANCE SHEET



ASSETS
1995
1996


LIABILITIES
1995
1996

Current Asset




Current Liabilities



Cash
45
50


Accounts Payable
210
260

Accounts Receivable
260
310


Notes Payable
110
175

Inventory
320
385


Total
320
435

Total
625
745


Long term debt
205
225






Stockholders Equity



Fixed Assets




Common Stock+surplus
290
290

Net plant & Equip.
985
1100


Retained Earnings
795
895






Total
1085
1185

Total Assets
1610
1845


Tot. Liability+Equity
1610
1845



















Income Statement:








Net Sales

710






Costs of goods sold

480






Depreciation

30






EBIT

200






Interest

20






Taxable Income

180






Taxes

53.45






Net Income

126.55















Retained earnings

100






Dividends

26.55






Cash Flow Summary for Hermetic

A.
Cash flow from assets

1) Operating cash flow 
= EBIT + _____________ – _______

= _____ + _____ – _____

= $_____

2) Change in NWC

= _____        –        ______

= _____ – _____

= $_____

3) Net capital spending
= _______  +   __________   – _______

= $____ + _____ – ____

= $_____

4) Cash flow from assets
= _______     – _______ –    ________

= $_____ – _____ – _____ 

= $______

B.
Cash flow to creditors and stockholders

1) Cash flow to creditors
= Interest paid – _________________

= $_____ – $_____

= $_____

2) Cash flow to stockholders =Dividends paid – ________________

= $_____ – $_____

= $_____

Check: $_____ from assets = $_____ to Bondholders + $_____ to Stockholder


Statement of Cash Flows

Years ended December 31, 1997


(Millions $)


Hermetic
Quincy

Operating Activities


+ Net Income



+ Depreciation



    Cash used for current assets and current liabilities


+ Increase in current liabilities



-   Increase in current assets (except cash)



Net cash from operating activities



Investment Activities


- Increase in Net Fixed Assets 



- Depreciation



Net cash used in investment activities



Financing Activities


- Cash dividends paid



+ Increase in Long-term Debt



+ Increase in Notes Payable



+ Increase in Equity



Net cash from financing activities






Net Change in Cash




Uses or Sources of Cash
Identify whether an activity is an operating activity (O), investment activity (I), financing activity (F) and if it is a source (+) or use (-) of cash.

Activity
Type of Activity
Source or Use of Cash

Increase in Accounts Payable



Increase in Inventories



Sale of a manufacturing plant



Issue common stock
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