Chapter 2

Financial Statements, Cash Flow, and Taxes
ANSWERS TO SELECTED END-OF-CHAPTER QUESTIONS

2-1 a. The annual report is a report issued annually by a corporation to its
st ockhol ders. It contains basic financial statenents, as well as
management’s opinion of the past year’s operations and the firnmis
future prospects. A firm s balance sheet is a statement of the firms
financial position at a specific point in tinme. |t specifically lists
the firm s assets on the left-hand side of the bal ance sheet, while the
ri ght-hand side shows its liabilities and equity, or the clains against
t hese assets. An income statenment is a statenent sunmarizing the
firm s revenues and expenses over an accounting period. Net sales are
shown at the top of each statenment, after which various costs,
including income taxes, are subtracted to obtain the net incone
avail abl e to comopn stockhol ders. The bottom of the statenment reports
earni ngs and di vi dends per share.

b. Common Stockholders’ Equity (Net Worth) is the capital supplied by
conmon st ockhol ders--capital stock, paid-in capital, retained earnings,
and, occasionally, certain reserves. Paid-in capital is the difference
between the stock’s par value and what stockhol ders paid when they
bought newy issued shares. Retained earnings is the portion of the
firm s earnings that have been saved rather than paid out as dividends.

c. The statenent of retained earnings shows how nuch of the firms
earnings were retained in the business rather than paid out in
di vi dends. Note that retained earnings represents a claim against
assets, not assets per se. Firms retain earnings primarily to expand
t he business, not to accunulate cash in a bank account. The statenent
of cash flows reports the inpact of a firnmis operating, investing, and
financing activities on cash flows over an accounting period.

d. Depreciation is a non-cash charge against tangi ble assets, such as

bui | di ngs or machi nes. It is taken for the purpose of showi ng an
asset’s estimated dollar cost of the capital equipnment used up in the
producti on process. Anortization is a non-cash charge against
i ntangi bl e assets, such as goodwll. EBI TDA is earnings before

i nterest, taxes, depreciation, and anortization

e. Operating current assets are the current assets used to support
operations, such as cash, accounts receivable, and inventory. It does
not include short-terminvestnents. Operating current liabilities are
the current liabilities that are a natural consequence of the firms
operations, such as accounts payable and accruals. It does not include
not es payabl e or any other short-termdebt that charges interest. Net
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operating working capital is operating current mnus operating current
liabilities. Operating capital is sumof net operating working capital
and operating long-term assets, such as net plant and equiprment.
Operating capital also is equal to the net anopunt of capital raised
from investors. This is the amunt of interest-bearing debt plus
preferred stock plus conmmon equity mnus short-terminvestnents.

Accounting profit is a firmis net income as reported on its incone
statenent. Net cash flow, as opposed to accounting net incone, is the
sum of net inconme plus non-cash adjustnments. Operating cash is defined
as the difference between sal es revenues and cash operating expenses,
after taxes on operating incone. NOPAT, net operating profit after
taxes, is the anpunt of profit a conpany would generate if it had no
debt and no financial assets. Free cash flowis the cash flow actually
avail able for distribution to investors after the conpany has nade al
investments in fixed assets and working capital necessary to sustain
ongoi ng operations.

Mar ket val ue added is the difference between the market value of the
firm(i.e., the sum of the market value of conmon equity, the market
val ue of debt, and the market value of preferred stock) and the book
value of the firms common equity, debt, and preferred stock. |If the
book values of debt and preferred stock are equal to their narket
values, then MVA is also equal to the difference between the narket
value of equity and the amunt of equity capital that investors
suppl i ed. Econom ¢ val ue added represents the residual incone that
remains after the cost of all capital, including equity capital, has
been deduct ed.

Marginal tax rate is defined as the tax rate on the last unit of
income. Average tax rate is calculated by taking the total anount of
tax paid divided by taxable incone.

Capital gain (loss) is the profit (loss) fromthe sale of a capital
asset for nmore (less) than its purchase price

Ordinary corporate operating |losses can be carried backward for 2 years
or forward for 20 years to offset taxable income in a given year

An S corporation is a small corporation which, under Subchapter S of
the Internal Revenue Code, elects to be taxed as a proprietorship or a
partnership yet retains limted liability and other benefits of the
corporate form of organization.

The four financial statenents contained in nost annual reports are the

bal

ance sheet, income statenment, statenent of retained earnings, and

statenent of cash fl ows.

No,
he

because the $20 nillion of retained earnings would probably not be
d as cash. The retained earnings figure represents the reinvestnent of

earnings by the firm Consequently, the $20 mllion would be an
investment in all of the firm s assets.
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The bal ance sheet shows the firm s financial position on a specific date,
for exanple, December 31, 2001. It shows each account bal ance at that
particular point in tine. For exanmple, the cash account shown on the
bal ance sheet would represent the cash the firm has on hand and in the
bank on Decenber 31, 2001. The inconme statenent, on the other hand,
reports on the firm s operations over a period of time, for exanple, over
the last 12 nmonths. It reports revenues and expenses that the firm has
i ncurred over that particular tine period. For exanple, the sales figures
reported on the incone statenent for the period endi ng Decenber 31, 2001
woul d represent the firms sales over the period from January 1, 2001,
t hrough Decenber 31, 2001, not just sales for Decenber 31, 2001

The enphasis in accounting is on the determ nation of accounting incone,
or net incone, while the enphasis in finance is on net cash flow Net
cash flow is the actual net cash that a firm generates during sone
speci fied period. The value of an asset (or firnm) is determ ned by the
cash flows generated. Cash is necessary to purchase assets to continue
operations and to pay dividends. Thus, financial managers should strive
to maxi m ze cash flows available to i nvestors over the |long run

Al t hough conpanies with relatively high accounting profits generally
have a relatively high cash flow, the relationship is not precise. A
busi ness’s net cash flow generally differs fromnet incone because sone of
t he expenses and revenues listed on the incone statenment are not paid out
or received in cash during the year. The relationship between net cash
fl ow and net inconme can be expressed as:

Net cash flow = Net income + Non-cash charges - Non-cash revenues.

The primary exanple of non-cash charges is depreciation. This item
reduces net incone but is not paid out in cash, so we add it back to net
i ncome when cal cul ating net cash flow. Likew se, sone revenues nmay not be
collected in cash during the year, and these itens nust be subtracted from
net income when calculating net cash flow Typically, though, deprecia-
tion represents the largest non-cash item and other itens generally net
to zero. Therefore, unless otherw se indicated, we will assune that non-
cash itens other than depreciation sumto zero. Gven this assunption,
net cash flowis equal to net incone plus depreciation

Operating cash flow arises from nornmal, ongoing operations, whereas net
cash flow reflects both operating and financing decisions. Thus,
operating cash flow is defined as the difference between sal es revenues
and operating expenses paid, after taxes on operating inconme. Operating
cash flow can be cal cul ated as foll ows:

Operating cash flow = Operating incone (1 - T) + Depreciation.

Not e that net cash flow al so can be cal cul ated as fol |l ows:

Net cash flow = Operating cash flow - (Interest charges)(1l - T).
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Accountants transl ate physical quantities into nunbers when they construct
the financial statenments. The nunbers shown on bal ance sheets generally
represent historical costs. Wen examning a set of financial statenents,
one should keep in mnd the physical reality that |ies behind the nunbers,
and the fact that the translation from physical assets to nunbers is far
from preci se.

I nvestors (both debt and equity investors) use financial statenents to
make intelligent decisions about what firms to invest in, managers need
financial statenments to operate their businesses, and taxing authorities
need themto assess taxes.

Qperating capital is the anmobunt of interest bearing debt, preferred stock,
and commn equity used to acquire the conpany’s net operating assets

Wthout this capital a firmcannot exist, as there is no source of funds
with which to finance operations.

NOPAT is the anmpbunt of net incone a conmpany would generate if it had no
debt and held no financial assets. NOPAT is a better measure of the
performance of a conpany’'s operations because debt |owers incone. In
order to get a true reflection of a conpany’s operating performance, one
woul d want to take out debt to get a clearer picture of the situation.

Free cash flow is the cash flow actually available for distribution to
i nvestors after the conpany has nmade all the investnents in fixed assets
and working capital necessary to sustain ongoing operations. It is the
nost inportant neasure of cash flows because it shows the exact amount
available to all investors.

There are two principal ways that the tax code discourages corporations
from paying high dividends to their sharehol ders. First, since
corporations pay dividends out of earnings that have already been taxed,
there is double taxation of corporate income--incone is first taxed at the
corporate rate, and when what is left is paid out as dividends, it is
taxed again at the personal rate. Second, since capital gains are taxed
only when they are received, the tax |laws favor retention of earnings for
an investor who doesn’'t need current incone. |In addition, capital gains
are taxed at a nmaxinumrate of 28 percent, so for taxpayers in the high
tax brackets the tax |law again favors retention of earnings.

Doubl e taxation refers to the fact that corporate inconme is subject to an
i ncome tax, and then stockhol ders are subject to a further personal tax on
di vi dends received.

If the business were organized as a partnership or a proprietorship, its
i ncome could be taken out by the owners without being subject to double
taxation. Also, if you expected to have |osses for a few years while the
conpany was getting started, if you were not incorporated, and if you had
outside incone, the business |osses could be used to offset your other
i ncome and reduce your total tax bill. These factors would |lead you to
not incorporate the business. An alternative would be to organize as an S
Corporation, if requirenments are net.
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2-15 Because interest paid is tax deductible but dividend paynents are not, the
after-tax cost of debt is |ower than the after-tax cost of equity. This
encourages the use of debt rather than equity. This point is discussed in
detail in Chapters 10 and 15.

2-16 The appropriate tax rate depends on the owner’s situation. |[|f the owner
has substantial other inconme, then the mjor concern would be the
busi ness’s margi nal contribution to taxes, so the marginal tax rate would
be nore relevant. Conversely, if there were no outside incone, the
average tax rate would be nore rel evant.

SOLUTIONS TO END-OF-CHAPTER PROBLEMS

2-1 NI = $3,000,000; EBIT = $6,000,000; T = 40% | = ?

Need to set up an inconme statenent and work fromthe bottom up.
EBI T $6, 000, 000
I nt erest _1, 000, 000 _ $3,000,000 _ $3, 000, 000
EBT $5, 000, 000 EBT = -1 0.6
Taxes (40% 2,000, 000
NI $3, 000, 000

Interest = EBIT - EBT = $6, 000, 000 - $5, 000, 000 = $1, 000, 000.

2-2 NI = $3, 100, 000; DEP = $500, 000
NCF = NI + DEP = $3, 100, 000 + $500, 000 = $3, 600, 000.

2-3 Corporate yield = 9% T = 36%

AT yield = 9% 1 - T)
= 9% 0.64) = 5.76%
2-4 Married Taxabl e Incone = $97,000. Federal taxes = ?
Taxes = $6,577.5 + ($97,000 - $43,850)0.28
= $6,577.5 + (%$53,150)0. 28
= $21, 459. 5.
2-5 Corporate bond yields 8% Minicipal bond yields 6%
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Equi val ent pretax yield _ Yield on nuni

on taxabl e bond (1- 7
0,
806 = 6%
(1-T
0.08 - 0.08T =0.06
- 0.08T = -0.02
T = 25%
| ncome $365, 000
Less Interest deduction (50, 000)
Pl us: Di vi dends recei ved? 4,500
Taxabl e i ncone $319, 500

8For a corporation, 70% of dividends received are excluded from taxes;
therefore, taxable dividends are cal culated as $15,000(1 - 0.70) = $4, 500.

Tax = $22, 250 + ($319,500 - $100, 000) (0.39) = $22,250 + $85, 605 = $107, 855.

After-tax incone:

Taxabl e i ncone $319, 500
Taxes (107, 855)
Pl us Non-taxabl e divi dends received® 10, 500
Net incone $222,145

®Non-t axabl e di vi dends are cal cul ated as $15,000 x 0.7 = $10, 500.

The conpany’s marginal tax rate is 39 percent. The conpany’s average tax
rate is $107, 855/ $319, 500 = 33. 76%

a. Tax = $3,400,000 + ($10, 500, 000 - $10, 000, 000) (0.35) = $3, 575, 000.
b. Tax = $1, 000, 000(0.35) = $350, 000.
c. Tax = ($1, 000, 000)0.30(0.35) = $105, 000.

A-T yield on FLA bond = 5%
A-T yield on AT&T bond = 7.5% - Taxes = 7.5% - 7.5%0.35) = 4.875%

Check: Invest $10,000 @7.5% = $750 interest.
Pay 35% tax, so A-T income = $750(1 - T) = $750(0.65) = $487.50.

A-T rate of return = $487.50/ $10, 000 = 4.875%

A-T yield on AT&T preferred stock:
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A-T yield = 6% - Taxes = 6% - 0.3(6%(0.35) = 6% - 0.63% = 5.37%
Therefore, invest in AT&T preferred stock. W could make this a harder
probl em by asking for the tax rate that would cause the conpany to prefer
the Florida bond or the AT&T bond.

Conpare the after-tax returns of the two investnents:

Corporate bond = 0.09(1 - 0.36) = 0.0576 = 5. 76%

Muni ci pal bond = 0.07 = 7% therefore, choose the municipal bond over the
cor porate bond.

EBIT $750, 000; DEP $200, 000; 100% Equity; T = 40%
Nl =72, NCF = ?; OCF = ?

|

First, determ ne net inconme by setting up an incone statenent:

EBIT $750, 000
I nt er est 0
EBT $750, 000
Taxes (40% 300, 000
NI $450, 000
NCF = NI + DEP = $450, 000 + $200, 000 = $650, 000.
OCF = EBIT(1 - T) + DEP = $750,000(0.6) + $200,000 = $650, 000.

Not e that NCF = OCF because the firmis 100% equity financed.

Statenents b, ¢, and d will all decrease the anpbunt of cash on a conpany’s
bal ance sheet, while statement a will increase cash through the sale of
common stock. This is a source of cash through financing activities.

a. Because we're interested in net cash flow available to compn
st ockhol ders, we exclude common divi dends paid.

CFo; = NI available to conmon stockhol ders + Depreciation
= $364 + $220 = $584.

The net cash flow nunber is larger than net income by the current
year's depreciation expense, which is a noncash charge.

b. Bal ance of RE, Decenber 31, 2000 $1, 302
Add: NI, 2001 364
Less: Div. paid to comopn stockhol ders (146)
Bal ance of RE, Decenber 31, 2001 $1,520
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c. $1,520 mllion.
d. Cash + equivalents = $15 million
e. Total current liabilities = $620 mllion

2002 tax = $0, since the firmhad a | oss. The $95, 000, 000 loss will be
used to offset future incone.

2003 tax = $0; $70, 000,000 incone offset by $70, 000,000 of 2002 | oss.
2004 taxable inconme is reduced by remining $25, 000,000 of 2002 |oss, soO
2004 taxabl e incone = $55,000,000 - $25,000,000 = $30, 000, 000, and 2004
tax = (0.40)(%$30, 000,000) = $12, 000, 000.

2005 t ax

$80, 000, 000 x 0.4 = $32, 000, 000.

2006 t ax $0; $110, 000, 000 of loss can be carried back to offset income
from 2004 and 2005, reducing taxes in those years to $0. The firmwll
get a refund of $12,000,000 + $32, 000, 000 = $44, 000,000 for taxes paid in
those years. The renmining $40, 000, 000 | oss can be carried forward.

a. 2002 2003 2004

Taxes as a corporation:

I ncone before salary & taxes $70,000  $95,000 $110, 000
Less sal ary (52,000) (52,000) (52, 000)
Taxabl e i ncome, corporate $18, 000 $43,000 $ 58,000
Total corporate tax $ 2,700 $ 6,450 $ 9,500
Sal ary $52, 000 $52, 000 $ 52,000
Less exenptions & deductions (19,800) (19, 800) (19, 800)
Taxabl e personal incone $32,200  $32, 200 $32, 200
Total personal tax $ 4,830 $4,830 $ 4 830

Conbi ned corp. & personal tax $ 7,530 $11, 280 $ 14, 330

Taxes as a proprietorship:

Total incone $70, 000.0 $95,000.0 $110,000.0
Less exenptions & deductions (19,800.0) (19,800.0) (19,800.0)
Taxabl e personal incone $50,200.0 $75,200.0 $ 90,200.0
Total proprietorship tax $ 8 355.5 $15,355.5 $ 19, 555.5
Advant age to corporation $ 8255 $ 4,075.5 $ 5,225.5

b. On the basis of these figures, Visscher should incorporate, since her
expected tax liability is | ess each year as a corporation and since she
plans to retain all income in excess of her salary in the business.
However, if Visscher planned to withdraw earnings in the future, she
woul d have to consider the effects of double taxation on dividends she
woul d receive when she withdrew earnings. O course, Visscher could
avoi d double taxation sinply by raising her salary.
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a.

Cal

Ca

Tax

Mar

Ave

the average rate is really |ower,

ded

*Includes $13,000 long-term capita
$105, 300).
After-tax returns:

Dis

FLA = (0.06)($5, 000) -

Vi ewed anot her way,

The Fl orida bonds provide an after-tax yield of 6 percent;

cul ati on of gross incone:

Sal ary

Di vi dend | ncone

Interest Income (corp. bonds only)
ST capital gains

G oss | ncome

(excluding LT capital gains)
LT capital gains**
**Applicable tax rate = 20%

cul ation of taxable incone:

Gross incone

Exenpti on

Deducti ons

Taxabl e i ncome
(excluding LT capita

Personal tax

gai ns)

ginal tax rate = 31%

rage tax rate =

uctions and exenptions.

ney = (0.08)(%$5,000) -
0 = $300.

801 - T) = 8% 1 - 0.31)

are better for her.

6% = 8%1 - T). Now solve for T:
6 =8 - 8T

8T =2

T =2/8 = 25%
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$25, 894. 00/ $105, 300* = 24.6%
because the base shoul d consi der the

(0. 31) ($5, 000) (0. 08)

= 89 0. 69)

1998

$ 82,000
12, 000
5, 000
1, 000

$100, 000

$ 13,000

$100, 000
(2, 800)
(4, 900)

$ 92, 300
$ 22,682

$14, 3818.50 + ($92,300 - $63, 550) (0.31) + $13, 000(0. 20)
$14, 138.50 + $8,912.50 + $2, 600

= $25, 894. 00.

One coul d argue that

$13,000 =

gain; ($92,300 +

= $276.

the Di sney bonds provide an after-tax yield of

= 5.52%

hence t hey
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At a tax rate less than 25% Mary would be better off
hol di ng 8% t axabl e bonds, but at a tax rate over 25% she
woul d be better off hol ding tax-exenpt nunicipal bonds.
G ven our progressive tax rate system it makes sense for
weal thy people to hold tax-exenpt bonds, but not for
those with lower incones and consequently |ower tax
rates.
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