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Financial Statement Analysis Il

15.501/516 Corporate Financial Accounting

Fall 2010
Lecture 22

Professor Ross Watts
Sloan School of Management
Massachusetts Institute of Technology

Agenda

® Ratio analysis
= Comparative analysis
= QOverview of ratio analysis

® Sustainable income
= Relation to share valuation
= |rregular items
® Change in accounting principle
® Comprehensive income
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Intra-company Basis

® Within company comparisons useful for detecting changes &
trends in the co.’s financial structure =

L nia

® Comparison of a company's current year cash amount with
the prior year(s) cash amount can reflect changes in
circumstances or policies

® Comparison of a company’s year-end cash amount with its
year-end total assets shows the proportion of total assets in
the cash
* This also can reflect changes in circumstances or policies
= Examples ?

Housekeeping
® Reading
= Dyckmanchapter 5 (both lectures21 & 22)
+ Notethat the pterdeals with disagg i ROA
B Slides

* Puton webthis moming

® Problem set5
* Due Decemberé

® Final exam
* December14
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Three types of financial statement comparisons
commonly used to improve decision usefulness of
financial information:

® |ntra-company basis
® Inter-company basis
® Industry averages

» “Getting the right benchmark” :

Inter-company Basis

® Comparisons with other companies provide insights
into a company's competitive position

® For example, Kellogg's total sales for the year can
be compared with the total sales of its competitors
such as Quaker Oats and General Mills

® What kind of information can this convey?
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Industry Averages_ Common size financial statements
: o ® A technique for evaluating financial statement data that

® Comparisons with industry averages provide information expresses each item financial statement item as a

about a company's relative position within the industry percent of a base amount (Vertical analysis)
® Kellogg's financial data can be compared with the averages " Balance Sheet — Divide each line item by total assets so that

for its industry compiled by financial ratings organizations e‘_’dl_'i S8 percent ol lotaliassets b !

such as Dun & Bradstreet, Moody's, and Standard & Poor's b gl [_Q p w (em P‘M s p )

. : — —_— 3 " Income Statement — Divide each line item by net revenue so that ('e za/-t’/{’ u

® What kind of information is this likely to provide? each is a percent of net revenue

+ How does this help? 5 :’i—ej

Intracompany Comparison Balance Sheet Intercompany Comparison Income Statement
Coaga KELLOGE COMPANY NG, CONDENSED INCOME STATEMENTS
b eat Yor the Year Ended December 31, 2004
e mnillions) {in millions}
General
Kellogz Conipany;, Inc. Mills, Inc.

Any * Amount

nt

11.070.0 10,0

Net sales $9.613.9 100.0
Cuost ol goods sold 5,298.7 55.1 6,384.0 39.5
3 1LIn60 X Giross prolit 4, .2 44.9 44860 405
Lians s.3 Selli isivative expenses 2,634.1 78 20 2211
hews  ana 0.0 - 26,0 2
2R3 1.681.1 -?;-g 2.017.0 18.2

1{.:1! 3 Other expenses and revenues
20380 tinchuding income taxes) 790.3 H.2 8.7
Net incomie 3 8900 :__97_: E‘
*Numbers have been rotmdial 16 1otal 100%,
What significant time series changes do you notice here ? What significant cross-sectional differences do you notice?
IS
Overview of ratio analysis Profitability Ratios
® Profitability ratios ® Summary of Profitability Ratios
® Efficiency ratios = Return on Assets (ROA)  Lectures 12 & 13
B Liquidity ratios » Return on Equity (ROE)  Lectures 12 & 13
= Leverage ratios = Gross Margin Lecture 4 Gross Profit rate
IE e 3 " SG&A to Sales
Note classification is a little different to the text » Erofir
For example, the book uses Return on investment and Liquidity & solvency fON e i ol
rather than the above classification
Also note definitions can occasicnally vary slightly from the text
Either definition will be accepted in the exam
There are also ratios that are in the slides but not in the text %

You will be responsible for all the ratios in the slides
f



Profitability Ratios

® Each profitability ratio can be
® Compared with the firm's prior performance
—
* Compared with a specific competitor's performance
® Compared with an industry average
—

® To assess time-series & cross-sectional differences
® Generate alternative explanations for those differences
® Investigate which alternative explanations are most likely

" The same process can be followed for each class of ratios

»

Efficiency Ratios

® Receivables Ti = Sales/, age Net Receivable:

® Average Collection Period or Days Receivables on Hand
= 365/ReceivablesTurnover

Inventory Turnover = Cost of Goods Sold/Average Inventory

® Days in Inventory = 365/Inventory Tumover

® Accounts Payable Turnover = Purchases/Average Payables
Purchases = Cost of Gooeds Sold + End Inv - Beg Inv

Days in Accounts Payable = 365/Payables Tumover

E
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Efficiency Ratios i

® Assets Turnover Ratio = Sales/Average Total Assets

= Measures how efficiently the firm generates sales from its existing
assets

" Fixed Assets (PP&E) Turnover = Sales/Average Fixed Assets

® Measures how efficiently the firm generates sales from its existing
fixed assets
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Efficiency Ratios

® Efficiency (or Activity) Ratios — An income statementline item divided by a
related balance sheet lineitem as a measure of how efficiently resources
are beingused —

B Summary of Efficiency Ratios

* Accounts Receivable Tumover& Average Collection Period
« Lecture 8

* Inventory Tumover& Days in Inventory
* Lecture 11

® Accounts Payable Tumover & Days in Accounts Payable
* Lecture 16

* Operating Cycle & Cash ConversionCycle
» Lecture 16

= Asset Turnover
» Leclures 12 & 13

* Fixed AssetTumnover

Efficiency Ratios

® QOperating Cycle
*® Average time from purchase of inventory until collection of cash
®* OC =Days in AR + days in INV

® Cash Conversion Cycle
® The period from when the firm spends cash on inputs unlil they
receive payment from their customers minus the financing from
creditors

®* CCC=0C-daysin AP

Liquidity Ratios

® Liquidity ratios can be viewed from two perspectives
* As efficiency ratios that assessthe company’s optimal working capital
man&dgement

* Asratios that assessthe ability of the compang to survive (i.e. pay its
bills) in the coming period or periods

" In general, liquidity ratios measure the ability of the firm to pay bills
due in the next year with
= cumentassets or
= cash flow that will be generated inthe next year



Liquidity Ratios

® Summary of Liquidity Ratios
® Current Ratio
= Quick Ratio
= Cash Ratio

= Current Cash Debt Coverage Ratio or Operating
Cash Flow Ratio

Leverage Ratios

® Primarily provide information about the extent to which
* The firm's assets are financed by borrowedmoney
—
* The borrowed money has required interest payments
_____,_-——-—-'————
® Can also provide information about the firm's ability to meet ils
financial obligations

® Should be compared to the structure of the asset side of the balance
sheet to assess extent to which the firm is hedged

Leverage Ratios

® Debt (Total Liabilities) to Total Assets Ratio =
Total Liabilities/Total Assets

® Debt (Total Liabilities) to Equity (Stockhoelders' Equity) Ratio = Total
Liabilities/Stockholders’ Equity

" Interest-Bearing Debt to Total Assets Ratio =
Interest-Bearing Debt/Total Assets

* Interest-Bearing Debtis
« Long-Term Debt (including current maturities) &
« Capital Lease Obligations (including current maturities)
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Liquidity Ratios

® Current Ratio = Current Assets/Current Liabilities
® Lecture 4

® Quick Ratio = Current Monetary Assets/Current Liab

* currentmonetary assels are cash, marketable securities & accounts
receivable

= Lecture 4
® Cash Ratio = (Cash & Marketable Securities)/Cument Liabilities

® Current Cash Debt Coverage Ratio or Operating Cash Flow Ratio
= Cash From Operations/Current Liabilities
* Lecture 20

o
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Leverage Ratios |

® Summary of Leverage Ratios

* Debt (Total Liabilities) to Total Assets Ratio
+ Lecture 4

* Debt (Total Liabilities) to Equity (Stockholders' Equity) Ratio
* Interest-Bearing Liabilities to Total Assets Ratio
* Non-Interest-Bearing Liabilitiesto Total Assets Ratio

* Times Interest Eamed Ratio
* Leclure 16

* Cash Debt CoverageRatio
* Leclure 20

Leverage Ratios

® Non-Interest-Bearing Debt to Total Assets Ratio=
Non-Interest-Bearing Debt/Total Assets

® Times Interest Eamed Ratio(Eamings Basis) =
Eamings Beforelnterest and Taxes/InterestExpense
* Lecture 16

® Cash Debt CoverageRation=
Cash from Operations/AverageTotal Liabilities
= Lecture 20



Share valuation

" The value of a firm’s shares is the preseat value

ijjﬂ%ﬂﬂﬁw%
current shareholders

—_— d¢ 5J;>p0’76d {o
® Empirical evidence indicates accounting net

income is a better predictor of the firm's future
Income |
cash flows than are the firm's current cash flows

® Result likely due to accounting accrual process
sour Rpisignen o

Components of the income statement

Income Statement

Sales IXX
Cost of goods sold XX
Gross profit XX
Operating expenses XX
Income from vperations XX
Other revenues (expenses) and gains (losses) XX
Income belore income taxes XX
Income tax expense XX
Income before imegular items XX
Irregular items _XX
Net income XX
Other comprehensive income items XX
Comprehensive income $XX

Discontinued operations e
" Example

= Rozek Inc. reported a net income of $800,000 from continuing
operations in 2007

* During 2007 the company discontinued & sold its unprofitable
chemical division, The loss in 2007 from chemical operations (net of
$90,000 taxes) was $210,000. The tax rate is 30%.

ROZEK INC.
Income Statement (partial)
For the Year Ended December 31, 2007

Income before income xes £ 500,000

Income tax expense 240,000
Income before irregular items 560,000
Discantinued upe
Loss from alisposal of chemical division, net of
$90,000 Income tax savings (210,000)

Net income £ 3
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Sustainable income

® Accounting net income's predictive ability can be
improved by adjusting it for items (irregular revenues,
expenses, gams or losses) that are unlikely to be
repeated in future years

¥ Sustainable income is the part of current net income that
is most likely to be repeated in future years

® Consequently sustainable income does not include
irregular items

" Analysts & users of financial reports are interested in
sustai i

(ec’ }"j

Irregular items

® Two types of irregular items are reported (net of
taxes)

® Discontinued operations

« Disposal of a significant segment of the business

= Extraordinary items
-"Events or transactions that are
= unusualin nature &
= infrequentin occurrence

Extraordinary items

® Events or transactions that are
® unusual in nature &
* infrequent in occurrence

® Example

* In 2004 a revolutionary foreign government expropriated
property held as an investment by Rozek Inc

® The loss is $70,000 before applicable income taxes of
$21,000, the income statement presentation will show a
deduction of $49,000
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Extraordinary items

ROZEK INC
Income Statement (partial}
For the Year Ended December 31, 2007
Income before income taxes 5 800,000
Income tax expense 240,000
Income before imegular items 260,000

Discontinued operations:  Loss from disposal of
chemical division, net of $90,000 income 1ax savings (210,000
Extraordinary ilem:  Expropriation of investment,

net of §21,000 income tax savings (49,000)
Nel income £ 301,000

Change in accounting principle

® Financial statement analysis requires consistent financial
reporting over time P

® An accounting principle change is permitted when

management can show the new princi is preferable to the
old

—=Example - FIFO to average cost for inventory

® Such changes interfere with the comparability of a firm's
financial report e, consequentily

* Most accounting principle changes are required to be reggﬂed
retroactively
———

* In other words, the previous years' comparative numbers in the

financial report for the change year are co.r_n,gy_lgi,u:m.ihe new
accounting principle

Comprehensive income

® The FASB now requires that, in addition to
reporting net income, a company must report
comprehensive income

= Comprehensive income = Net Income + gains &
losses excluded from Comprehensive income

® Comprehensive income is reported

* As an add-on to the income statement
= See following example

" Or separately in its own statement
gEsaT e
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Extraordinary items

Extraordinary items Ordinary items

i 1, Efects of major ratural ¢ 1. Effects of moyor nazaral Ry
| oo, #rirain Canalons, not uneammon
i teves ALY i area 3
|
1 Expraprisson {ukeover) 1 Wrie-town of Fﬂ
dym\,.h.‘q g eeriores = )
o wravellof Bt
v oo breney -_._...-ﬂw
G B

|1 Bects of a newly enacied =0
1 b or cxpuation ssch a0

| conemnion wion, ﬂ
—1}

Comprehensive income

® As we saw in Lecture 18, some gains & losses are
excluded from the calculation of net income and go
directly to stockholders’ equity

® Those gains & losses include

® Unrealized gains & losses on available for sale securities
& on derivative transactions (hedges)

= Some types of foreign currency transactions
reign currency transactio

* Some pension adjustments

[T
Comprehensive Income B

Includes all changes in stockholders' equity
during a period except those resulting from

1. investments by stockholders &
YESUTIETS Dy STockholders €

2. distributi holders



Comprehensive Income
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Comprehensive Income

PACE CORPORATION
Income Statement and

Statement of Comprehensive Income

Far the Year Ended December 31, 2007

Net sales

Comst of grwods sold

Gross prodit

Operating expenscs

Income from vperutions

Other revenues und pains

Othet expenses and kosses

Tncome belore income taxes

Incon iax expruse (66,000 % MF4)

Income before imregular items

Discumlinued eperations:  Galn on disposal of
Plastics Division, net of $15,000 income tases
{830,000 x 304}

Extraordinany Bem:  Tornado loss, pet of incame
tax savings $18.000 ($60,000 x Myie)

Net income

Adds Unrealized gain on svailible-for-sale sevutities

Comprehensive incomr

$ 3600
(9.600)

$440,000
260000
150,600
102000
70,600

(4,000}

66,000
19,500

46,200

35,000

Sustainable income

® Most items in other comprehensive income (the
items we add to net income to produce
comprehensive income) are unlikely to be
sustainable

—_———

ho pefully
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® For mature firms sustainable income is unlikely to be
sustainable for many years into the future

" For growth firms sustainable income is likely to grow for some
years in the future

® In other words, growth, decline_& reversion to the mean is not
built into sustainable Tncome

L}

changes into account

claim losses that are continuing as extraordinary

SR e

Your valuation of the firm’s shares should take these future
oLl

You should also be alert to the fact that some managers will
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15.501/15.516
Corporate Financial Accounting
Problem Set #5
Fall 2010
Due December 6" in class

IMPORTANT INFORMATION:
Please hand in a hard copy of your answers in class on the due date. Soft copy submissions will
not be accepted. Only one copy per group is required. Maximum of three people per group. If

you cannot attend class, you may drop off the problem set before the due date in Lynn Li’s mail
tray during business hours. The mail tray is located in E62-655.

Question 1: Statement of Cash Flows

Preparing statements of cash flows, balance sheet, and income statement.
The following are transactions for Rietveld and Beest Asthmacoaster Cures Inc. Please prepare
(1) balance sheet, (2) income statement, (3) direct statement of cash flow, and (4) indirect
statement of cash flow.

1. Issued 10,000 shares of stock at the par-value of $40.

2. Received a 10-year loan from the bank for $100,000.

3. Acquired land for $14,000 and truck for $1,000.

4. Acquired $159,200 inventory for $130,000 cash and rest on credit.

5. Sold truck for $1,000.

6. Paid creditors $4,000.

7. Sold $100,000 inventory for $160,000 on account.

8. Collected $5,000 from account.

9. Paid $6,000 for rent for the current and next fiscal year (12 months of payments total).

10. Used 4 months of rent this fiscal year.

Question 2: Statement of Cash Flows and Ratios

Preparing a statement of cash flows and compute ratios

The following are the condensed financial statement data for Pluchino, Rapisarda, and Garofalo
Company for the current year. During the current year, the firm sold for $5,000 a random
promotion machine costing $15,000 with $10,000 of accumulated depreciation.

a. Prepare a statement of cash flows for Pluchino, Rapisarda, and Garofalo Company for the
year using the indirect method of computing cash flow from operations.

b. Derive a presentation of cash flows from operations using the direct method.

c. Compute the following ratios: ROE, ROA, ROE Decomposition, Receivables Turnover,
Average Collection Period, Inventory Turnover, Days in Inventory, Accounts Payable
Turnover, days in Accounts Payable, Operating Cycle, Cash Conversion Cycle, Asset
Turnover Ratio, Fixed Asset Turnover, Current Ratio, Quick Ratio, Cash Ratio, Current
Cash Debt Coverage Ratio, Debt to Asset, and Times Interest Earned Ratio



Balance Sheet:

ASSETS

Cash

Accounts Receivable

Inventory

Land

Buildings and Equipment (cost)

Less: Accumulated Depreciation

Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Accounts Payable for Inventory
Interest Payable
Mortgage Payable
Common Stock
Retained Earnings
Total Liabilities and Stockholders’ Equity

Income Statement:
Sales Revenue
Cost of Goods Sold
Gross Margin
Other Expenses
Wages and Salaries —— —
Depreciation
Interest ———
Income Taxes —
Net Income
Dividends to Common Stock
Addition to Retained Earnings
Retained Earnings, January 1
Retained earnings, December 31

January 1

$52,000
$93,000
$151,000
$30,000
$790,000
($460,000)
$656,000

$136,000
$10,000
$120,000

~$250,000

$140,000
$656,000

($788,000)

($280,000)

December 31 CL(M&

$58,000
$106,000
$162,000
$30,000
$830,000

G,Da’)@
13,000
000

0,000

($504,000) - (‘/Lj‘}{/)\')()

$682,000

$141,000
$8,000

$109,000

- $250,000
$174,000
$682,000

$1,200,000

$412,000

( = Al
($12,000) (“//_ %000 q o<
7)

($22,000)

T

|

(U gy

/

|

Woog H (s Corrl

/

$44,000

($10,000)

$34,000
$140,000
$174,000

¥ 2@.0()()

15,000
~ 2,0V
— 1,00

te é, 000



Question 3: Statement of Cash Flows and Marketable Securities
Effect of various transactions on the statement of cash flows

The exhibit below (on next page) shows a simplified statement of cash flows for a period.
Numbers appear on the 11 of the lines in the statement. Other lines are various subtotals and
grand totals; ignore these in the remainder of the problem. Assume that the accounting cycle is
complete for the period and that Acevedo-Whitehouse and Rocha-Gosselin (AWRG)
Corporation has prepared all of the financial statements. It then discovers that it has overlooked
a transaction. It records that transaction in the accounts and corrects all of the financial
statements. For each of the following transactions, indicate which of the numbered lines of the
statement of cash flows change, and state the amount and direction of change. If net income, line
(3), changes, be sure to indicate whether it decreases or increases. Ignore income tax effects.
(Hint: First, construct the entry the firm would enter in the accounts to record the transaction in
the accounts. Then, for each line of the journal entry, identify the line of the exhibit affected).

a. Amortization of a patent, treated as an expense, $600

b. Acquisition of a factory site financed by issuing capital stock with a market value of
$50,000 in exchange

c. Purchase of inventory on account for $7,500; assume inventory had increased for the year
before the firm recorded this overlooked transaction

d. Purchase of inventory for cash of $6,000; assume inventory had increased for the year
before the firm recorded this overlooked transaction

e. Uninsured firm loss of merchandise inventory totaling $1,500; assume inventory had
increased for the year before the firm recorded this overlooked transaction

f. Collection of an account receivable totaling $1,450; assume accounts receivable had
increased for the year before the firm recorded this overlooked transaction

g. Issue of bonds for $10,000 cash

h. Disposal of equipment for cash at its book value of $4,500

i. AWRG purchased equity securities costing $59,800 during the period. The firm
classifies these as short-term Securities Available for Sale.

j. AWRG sold for $$47,900 equity securities classified as short-term Securities Available
for Sale. The securities originally cost $42,200 and had a book value of $44,000 at the
time of sale.

k. AWRG sold for $18,700 equity securities classified as short-term Securities Available for
Sale. The securities originally cost $25,100 and had a book value of $19,600 at the time
of sale.

l. A particular equity security purchased during the period for $220,500 had a market value
of $201,500 at the end of the accounting period. AWRG classifies the security as a short-
term Securities Available for Sale. The firm had already recorded the purchase.

m. Assume the same information as in part 1 except that the market value of security at the
end of the accounting period is $227,900.



\ /~ /
Exhibit: £ D v
Simplified Statement of Cash Flows

Operations

Cash Receipts from Customers (D
Less: Cash payments to Suppliers, Employees, and Others -(2)
Cash Flow from Operations [= (1) — (2)] S1
Reconciliation of Net Income to Cash Flow from Operations

Net Income (3)
Additions to Net Income to Compute Cash Flow from Operations +(4)
Subtractions from Net Income to Compute Cash Flow from Operations =(5)
Cash Flow from Operations [= (3) + (4) — (5)] S1
Investing

Proceeds from Disposition of “Investing” Assets +(6)
Cash Used to Acquire “Investing” Assets -
Cash Flow from Investing S2
Financing

Cash Provided by Increases in Debt or Capital Stock +(8)
Cash Used to Reduce Debt or Capital Stock -9
Cash Used for Dividends —(10)
Cash Flow from Financing S3
Net Change in Cash = [S1 + S2 + S3] (11)
Cash, Beginning of Period S4
Cash, End of the Period S5

Question 4: Marketable Securitigsa &/\( i Q?a’(‘) 0) O ?jj

ZJTZYHZZ Fruit Bat Corp. has decided to in)}/est in the following securities during 2008.

e e U/ Fair value at Fair value at
Securities [T'ype of Securities Cost 12/31/2008 12/31/2009
TA Trading $250,000 $275,000 sold in 2009 70, }
TB Trading $360,000 $350,000 sold in 2009 ‘
AA Available-for-sale $620,000 $580,000 $615,000
AB |Available-for-sale $470,000 $530,000 $485,000
HA Held-to-maturity $120,000 $125,000 $140,000
HB Held-to-maturity $290,000 $300,000 $310,000

As his accountant, please show the CEQO, Libiao Zhang, your T-accounts for the fiscal year
ending in 2008 and 2009. Assume the tax rate is 30%. What are the effects on income due to
marketable securities at the end of each fiscal year?



-Mi&w_l Plosmior 5,901 Pl #S ZZ/Q

} gfﬁﬂwﬁn* {( ‘g 45(4 FDLV vy
Jo./{/m]

Cash + Beads = labloy 1t (o, + RE

I
s (0,000 (+1400,0
oo | L(OO, 00 F400,00
@ i% E (0!?1:!9,1 ’
el " \ Htal.
D 100,00
& \ 0qn
A’ M loed |
Aq | {J — (t]/om ] ’!E*ég?o
HQuiae Tadl, ~ | 00() {"z ,600
Acqure  Jnedory 19000 Uehiles
ot A7
o CCMH
AR e
0 | T ))UUO N },000
| Ve heley
B (olds  ~ 100 ~4000
/ i
b Sty
Sl gets - 000 il afafﬁ;ﬁ' £6.0,000
9 Pogtont of
140, odé o o
A&md%
ecioth'e
Colled 00 =300
ﬂ((tu

Recuable



Pm.y \!

(/90 (0n}

Toful

(ash ¥ Aegofs
T e

(o pited
Fep

i
fi{‘
€/|

—

3?/,000 /%000 <
[,dni
79200
N(’AM’Y
|A93‘105)d
lonts
KQQA@
Yoo
P@aé
Koy
S——

792000
= 983,

e

Loa

79 20

’?w

m‘P
—-——-—\_‘_

125,09

‘(G%Mb ?”@E

o vz

(mn 0/ bols)
Stecl

= 589 20



¢
(gl
AC(MB Qe Lafle

@(Q Cf Q(Jml
L Loy
- /([t Y A%ﬁf'j
Land
Asuts

Lablies

/ }
AC(DUA I pti\,;; q,@\.ﬂ

Lot

(e T ot shooine
wL{m
ol

’ ?‘9"1 m_ LO

75), 660

159 ,00¢
9000
59, an
569, 200
14,000

554,200

29 209
%, 0do
(25 2

(OW/H / Long - oim s }/ L(afm /



J- Oyv{ 6,(1, J(aﬂf?/l
O

2
Oii;
()fzj 00
;&(’5
SQSE::%
V LH —
Qi{;%j

(J
%
4

a4

dr

T

{1

0

1l



Vet okt ot (0 T

OW@?IM g A é
(Oéi\ (Q‘Q(jgyg& {;‘aﬂt ({/&t}m?f’ﬁ )/Od O

Cah fad €« Mok Fad — 120,000
e‘gcfm thy aﬁm,ﬁﬂﬂq)

Coch Pt for Lont o
T c@h Opsafig 3o
M - (,sl'?.'. 015,06 1 gl aml }
Pochae  Ploat Asseh —14,004
ﬂ{ Plond ~ Posts H/OO()
f o
| /v (OUA Im/ﬂgt ) \/%00()
l’\(}q(‘/“\j
é@ & o{ (ormpto éf@é C/ M/Odd
gf.\ﬁh l%an 100, 0,
clpal  (tpm g <, 190 -
N@" (auh f{ndcr‘)/ /%/000

o St O [N o F5)00

C(%lf\ tad /353,000 @mahks uﬂfmql pﬁh_@ U Aiba@ gt



b - |
OI@‘{/@@L gfo‘f’ onint 0% (oo F low)

e Wﬂlr(_, ’P: ,lf,((f’qj{’
O {( U =daqense
N Bll In(ﬂ"“{ 52’000

o et Ueltver

~Aonls Quogtle 7 — 155,000
t Atonds  Poalle 7 y 29,200
~ Dopaig oat 7 ~, 000
\Inl/?/rfo\/ A — fp/ 200

; . —
NGJ[ CCq_g//; OPQ{B{ .(4‘9 - [3)/ 000 @/’Ta/(@

*1 Puthase  Plat  Assefs = 1%,409
m m Y .~
o e L )
i ﬁ N H Ca,ﬂ h Iﬁueﬁ;ﬁﬂ -»W/ OOU
Pl 4
Calo of (amnn Yl 100, 0y
Baol  Lox (90,09
Fincpl copusnay g
M S gy Ui

NU A_ CL\W%K ;1 Cash 3= /35:]]\00()

(ask al  Pad of o ol 261 o) Hales™ 5 whk —hart 4 4,



MR S
—

/Z'Q‘(d% H of ( ash HW{T fd}/fiﬁj

0) In(\\lfeo} ( cwh T(o o Mo vt djsloans
Nejr Ifuww@, ?%OOU

" pidin: By FiYgy e Pt o
T D‘ \(]0 / ngﬂg n(lm
v .')ds i lO{ 000 Sjmfpnw,:
fT;/J AR ,)3){000
. 7\ (\n I&J?dﬁr'/ — l}/wd
J\)/ % AP ‘“?/000
et Choge 0 Opadieg (uh 77 me
g« Opliog () oy
Not' Poge Puchuse Y00
/
P@Lf Dlu {&n(l — /0,0d()

Shadd (adh 6?, 00() | Chgrao (s "y
\ - Jﬁ W LC(U()O
Em\, (\Ubh (g'bi,OdU



@ :

) WT” :

Ca;}\ RPL M’cl F(Orn . (u,{ (’49(5

51(7) &fﬂ’/ vp // ?OQOOO
= [ m ACCW? s Recoah @ — IEOZJ’O
Y0 om Uty (O Oy g C)
Cam Pm f’@( M’%r//) R/Wuf;ﬁo{
(oos |
Y0 0 T /i
% u/ S U JOO
4

— ' A ewls /Da}'ﬁl?}f for Jus =5 000
/

Ca"“ bud 1 F,,npﬂyﬂu, ——7370/000
Caéh L. A_MEL_ D;%m?‘ b
I:fﬂLV((b]l dxpen 50 —D/J()l)
l Inh’l(’&f &% &‘ﬂlQ = 2/CUU
(Qbh Powd 6«" Lﬂ/ ‘ — Ty
(s Pamw —lLow
@Oﬂjr (ol Dw(tJaﬂé = ZO(OUO
1
( Ihuéd‘}m i Fr‘rnaqu’«v .:/C{r-t-) 4(00()



C) (mpite_ a bk ot cabiog

ROE
/UG-‘} |n(o% : %9(000 - ,]7@
Sharpholdec g8y 250,000
ROA
N@\l (1’\(0/‘@ B \’[(‘/ 600
SR ..
Aottt (g0 b5

Ne% 0 O(Od'mj AS&@’} g Fﬁmx@g ‘ ?/’rdf(j;a/
QD(O{‘(\ fnfw\ﬂ;n v Wna/@/ 1’9‘/“496 [%’{.’mg{_

_ Doet AR o Pt
cdles Aol No P Chate hodess
(1o = et epualiy potit offa b Oyl

= poo , L9000 o0 657,000
000 (500 YYmg 260,000
= 4000

o 76



-

= Mo _coli olos = 12000 )
Py AQ lle,tog 175 wo) |
=)

Mg Colloglion Pocad (950)
_ ﬂug ﬁ& als ( 106 600 30()0)
Gl ° 2 = 3.7

Q;VS /260, O()O
%5

Jnatey Tunorre
= 065 v |
Rig Tppetory ( t (Slooo - 2[ 7

Uogs 11 Yooedory (WT0)(psD)

=P T nidor, — (162,600 15000
el TR L St s
(069 £ ) -

——

(-.._
v/

-t

YT,
= 3%ty



A(CM 73 /db] I//ﬂp Va (pmb wmng)
Pacuss 98800 +'o0_¢f2o0o_+ 220 10

A AP ML io0 1y | 2000 19
= oo
135500 + 9000+ iys00
i
A\/g PP O/ I [
g 2 }éy = ==0 4 6 E ,, Z
= | oy LT
Opealiy G D% < Ay
DTG + Déo - DPO e

=956y 30,26 = 24177
==17.42



2).

(oulw (Oﬂwzs}oa (L/Cf@
/, \

Gm s Opedling (e
Jﬂ( S50t TJ/\DW: @.@-HO

o 1200000 ) 5o ps

Pesits G300
Fhed Astl Tumaar l\affa

= Roverc _ 1200 0dg | ?
EXM assets 000 1 37000 —%L//ck?d 'L?J?

&d\mlk Rﬂfﬂﬁ

= 1
(ash +Cosh equ 575,600 t10 od0

Comt glit o, ~ 5
(uent Rl ! 41,05 § 1 5,009 1 109, g0 L
e 0545 SE000+ |0 gy 11420
(Lot |y L, Hm) {;(,0()0 g D/O(\) 7 07 fi})é} = 1(26
Lt (ash 0ot (ounago Calls
"M__Oﬂ} bow g 54400

AU@ C[//{W‘}' ((\ij N /(JHOCE;}@OOO : ,09 000 = 3 2/7
B{’,H fo Rosot Qatg

e e e et s e e R et e R S

= L(G{/hm (O MQM&@
Posels 631 000 =373




T‘\M In' ] es {?&‘l Fa(/@( (TI f)
v\

’Y'Mltmﬂwe L TON: “’r_ _mLOfP‘?l (’! L{, 50(} ) 77! wa ﬁx&i\{)

I ot . able ) o
{6l corol ) %000+ 1,0

Zz
3



?MO{ (aﬂl F(OW v‘”w#ﬁ’ab/p ggw,i(@
HW QJthPA]L D{ C(A&h ﬂﬂwg

ﬁfaﬂiml-e h/h}'(/lﬂ l}n@ il (lqaftg(»
"“’:[9“0(9 T&\/ (){Q{{S
Q) Am@””é’.ﬂ}m 4600
o wreldded  n cuh Tlow
M A%' of foder;  ¢e {iedngd by }f,w@ sl

¥ H 50,00q
k. T 50,600 (Q@.WH # s moe ﬂeyiﬁ/@

d YDuf Im@ " Mory 00 G((en}

e A R
57 7500 (additon 1o wodwy)
) b lnpadory o] (oo
) T G6oo 3 000
51 600q

£) Ontsued  logs of Mo
N [/9—0() (d@(/easul

( ! \



'F) Co})@c,“oﬂ. 67'( AR ﬁ // C/{O

, Z\ )/q\go | - ]
5 |40 (:’wa/ad tem ot oase of AR)

9) Tout  bonds
{0 10,000

)’\) §.¢le of &MPMA for (cregL?

T Yp |

) Rt Gt T MFS 5ot
“(%poctd o wong 00 tacane Jatorint

| 215990
) Gl ek Tom a5
=00 nGre  glatowont

LT g7
) Sl Dt Tom AES oy

T ¥, 760

78 Qo’f/:’ N
O'(L{/

aﬁ #5}’?0(/ M(Om{

:'-f’CofVQ gf "CL{PM/; ~
l \ loss 4, o
l/a e of Shar i [ AFS W WS
VYIS i rovest 41y 1[@04{ .y ACoI ne AWUG
/Y\) [ [ ” " 1 ;ﬂfft?élé{’ “SaMe Qroer ¢ A bﬁwﬁ’



@ .
U, Malglable  Gecsllo
(ompiay ks m g bk OF stLdlt>
M T-acouls o 08, 0
Do JW’““i fidd (osle + Asseds :Udbiﬁi:’@ f(m}/f'éw‘ RE
BU\( Gocadies *7,[’0,00() 1210000

(ash Tovedveats
E\d C)( Oﬁ
ding T waletrls RF (Ul
(" AA ré go 3 170,00 i
IVW@SIL/WLE !;O?O( Otb
Ot
EV\& D{ 06 Pa (P T _
HT M
{ga\l o Tcﬂdfmj ! 6(27 %OOO }62\?000
n 0 o o
&~ all ga".-,-; Puliged
Lad of (9
Tyyoctnorts AT
E/\& of (9
Him Mo cotord ——oooo
03 Toe,  ~ 10,500 =10,50
Taxos Tox Ot

00 Taves O .



i -ﬂi\ T ovectrad 5 T EW’”Q |
Uom| 7 o .
lO,B”OO (5,00
20,000
@ﬁ@é s amk{ﬂ_gs AocI
hol Clo‘;u 15
RE Pahn
Pﬂ}ab
03 |
-—-_ﬁm(o " ‘ 675,600 (0,000

10,000




15.501/15.516
Corporate Financial Accounting
Problem Set #5
Fall 2010

Due December 6" in class

IMPORTANT INFORMATION:

Please hand in a hard copy of your answers in class on the due date. Soft copy submissions will
not be accepted. Only one copy per group is required. Maximum of three people per group. If
you cannot attend class, you may drop off the problem set before the due date in Lynn Li’s mail
tray during business hours. The mail tray is located in E62-655.

Question 1: Statement of Cash Flows

Preparing statements of cash flows, balance sheet, and income statement.
The following are transactions for Rietveld and Beest Asthmacoaster Cures Inc. Please prepare
(1) balance sheet, (2) income statement, (3) direct statement of cash flow, and (4) indirect
statement of cash flow.

1. Issued 10,000 shares of stock at the par-value of $40.

2. Received a 10-year loan from the bank for $100,000.

3. Acquired land for $14,000 and truck for $1,000.

4. Acquired $159,200 inventory for $130,000 cash and rest on credit.

5. Sold truck for $1,000.

6. Paid creditors $4,000.

7. Sold $100,000 inventory for $160,000 on account.

8. Collected $5,000 from account.

9. Paid $6,000 for rent for the current and next fiscal year (12 months of payments total).

10. Used 4 months of rent this fiscal year.

Suggested Solution:

Cash (A)
BB 0
(1) 400,000 15,000 (3)
(2) 100,000 130,000 4)
(5) 1,000 4,000 (6)
(8) 5,000 6,000 (9)
EB 351,000
Accounts Receivable (A)
BB 0
(7) 160,000 5,000 (8)
EB 155,000




Inventory (A)

BB 0
(5) 159,200 100,000  (7)
EB 59,200

Property, Plant and Equipment (A)

BB 0
(3) 1,000 1,000  (5)
3) 15,000
EB 14,000
Prepaid Rent (A)
BB 0
9 6,000 2,000  (10)
EB 4,000
Accounts Payable (L)
0:.%BB
(6) 4,000 29200 (4
25,200 EB
Notes Payable (L)
0 BB
100,000 (2)
100,000 EB
Par Value (SE)
0 BB
400,000 (1)
400,000 EB
Retained Earnings (SE)
0: - BB
(7 100,000 160,000  (7)
(10) 2,000
58,000 EB




Balance Sheet:

Cash $351,000

Accounts Receivable $155,000

Inventory $59.200

Prepaid Rent $4,000

Property, Plant and Equip’t  $14,000

Total Assets 583,200

Accounts Payable $25,200

Notes Payable $100,000

Total Liabilities $125,200

Par Value $400,000

Retained Earnings $58,000

Total Stockholders’ Equity $458,000

Total Liab + SE $583,200

Income Statement:

Sales $160,000

Cost of Goods Sold ($100.000)

Gross Margin $60,000

Rent Expense ($2,000)

Net Income $58,000

Direct Method:

Cash Flow from Operation Activities
(4) Inventory Purchase ($130,000)
(6) Paid Creditors ($4,000)
(7) Collection of Receivables $5,000
(8) Rent Payment ($6,000)

Net cash provided by (used for) operating activities ($135,000)

Cash Flow from Investing Activities
(3) Land and Truck ($15,000)
(4) Sale of Truck 1,000
Net cash provided by (used for) investing activities ($14,000)

Cash Flow from Financing Activities
(1) Common Stock $400,000
(2) Bank Loan $100,000
Net cash provided by (used for) financing activities $500,000

Net increase in cash $351,000



Indirect Method:
Cash Flow from Operation Activities

Net Income $58,000
Adjustments to reconcile net inc. to net cash provided by (used for) operating activities
Depreciation $0
Net increase in AR ($155,000)
Net increase in Inventory ($59,200)
Net increase in AP $25,200

Net increase in prepaid rent  ($4,000)
Net cash provided by (used for) operating activities ($135,000)

Cash Flow from Investing Activities
Purchase of PP&E ($15,000)
Sale of PP&E $1,000
Net cash provided by (used for) investing activities ($14,000)

Cash Flow from Financing Activities
Proceeds from bank loan $100,000
Proceeds from issuance of stock $400,000

Net cash provided by (used for) financing activities $500,000

Net increase in cash $351,000



Question 2: Statement of Cash Flows and Ratios

Preparing a statement of cash flows and compute ratios

The following are the condensed financial statement data for Pluchino, Rapisarda, and Garofalo
Company for the current year. During the current year, the firm sold for $5,000 a random
promotion machine costing $15,000 with $10,000 of accumulated depreciation.

a. Prepare a statement of cash flows for Pluchino, Rapisarda, and Garofalo Company for the
year using the indirect method of computing cash flow from operations.

b. Derive a presentation of cash flows from operations using the direct method.

c. Compute the following ratios: ROE, ROA, ROE Decomposition, Receivables Turnover,
Average Collection Period, Inventory Turnover, Days in Inventory, Accounts Payable
Turnover, days in Accounts Payable, Operating Cycle, Cash Conversion Cycle, Asset
Turnover Ratio, Fixed Asset Turnover, Current Ratio, Quick Ratio, Cash Ratio, Current
Cash Debt Coverage Ratio, Debt to Asset, and Times Interest Earned Ratio

Balance Sheet:

ASSETS

Cash

Accounts Receivable

Inventory

Land

Buildings and Equipment (cost)

Less: Accumulated Depreciation

Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Accounts Payable for Inventory
Interest Payable
Mortgage Payable
Common Stock
Retained Earnings
Total Liabilities and Stockholders” Equity

Income Statement:
Sales Revenue
Cost of Goods Sold
Gross Margin
Other Expenses
Wages and Salaries
Depreciation
Interest
Income Taxes
Net Income
Dividends to Common Stock
Addition to Retained Earnings
Retained Earnings, January 1
Retained earnings, December 31

January 1 December 31
$52,000 $58,000
$93,000 $106,000

$151,000 $162,000
$30,000 $30,000

$790,000 $830,000
($460,000) ($504,000)

$656,000 $682,000
$136,000 $141,000
$10,000 $8,000
$120,000 $109,000
$250,000 $250,000
$140,000 $174,000
$656,000 $682,000
$1,200,000

($788,000)
$412,000

($280,000)

($54,000)

($12,000)

($22,000)

$44,000
($10,000)

$34,000
$140,000

$174,000



Suggested Solution
a.
Balance Sheet:

ASSETS

Cash

Accounts Receivable

Inventory

Land

Buildings and Equipment (cost)

Less: Accumulated Depreciation

Total Assets

LIABILITIES AND STOCKHOLDERS’
EQUITY
Accounts Payable for Inventory
Interest Payable
Mortgage Payable
Common Stock
Retained Earnings
Total Liabilities and Stockholders’ Equity

Operations:
Net Income
Additions:
Depreciation Expense
Increases in Accounts Payable
Subtractions:
Increases in Accounts Receivable
Increase in Inventory
Decrease in Interest Payable
Cash Flow from Operations

Investing:
Sale of Equipment
Acquisition of Equipment
Cash Flow from Investing

Financing:

Dividends

Retirement of Portion of Mortgage Payable
Cash Flow from Financing

Net Change in Cash
Cash, January 1
Cash, December 31

January 1

$52,000
$93,000
$151,000
$30,000
$790,000
($460,000)
$656,000

$136,000

$10,000
$120,000
$250,000
$140,000
$656,000

$44,000

$54,000
$5,000

($13,000)
($11,000)
($2,000)

$5,000
($55,000)

($10,000)
($11,000)

December 31 Difference
$58,000 $6,000
$106,000 $13,000
$162,000 $11,000
$30,000 $0
$830,000 $40,000
($504,000) ($44,000)
$682,000
$141,000 $5,000
$8,000 ($2,000)
$109,000 ($11,000)
$250,000 $0
$174,000 $34,000
$682,000
$77,000
($50,000)
($21,000)
$6,000
$52,000
$58,000



b. Direct Cash Flow Statement.

Operations
Revenues................ $1,200
COGS. o (8788)

Wages & Salaries....... ($280)
Depreciation Expense...($54)
Interest Expense.......... (812)

Income Tax Expense.....($22)

Net Income................. $44

Operations:
Sources of Cash:

Indirect
Method

($13)
$5
($11)
$54

($2)

&2
NaN
E=S

g |

Changes in Related
Balance Sheet Accounts
from T-Account Work
Sheet

Accounts Receivable Increase
Accounts Payable Increase
Merchandise Inventory
Increase

Other Current Liabilities
Increase

(Expense Not Using Cash)

Interest Payable Decrease

Income Taxes Payable Increase

Cash Received from Customers

Uses of Cash:
Payments to Suppliers

Payments to Employees

Interest Payments
Tax Payments

Cash Flow from Operations

Investing:

Cash Used for New Acquisition of Equipment
Cash Received from Disposition of Equipment

Totals

CFO Derived via Indirect
Method

$1,187,000

($794,000)
($280,000)
($14,000)
($22,000)

($55,000)
$5,000

Cash Flow Provided by (Used for) Investing

Financing:

Cash Used for Dividends

Cash Used to Repay Mortgage
Cash Flow Provided by (Used for) Financing

Net Change in Cash
Cash, January 1
Cash, December 31

($10,000)
($11,000)

Direct | From Operations:
Method | Receipts less
Expenditures
$1,187 Receipts from
Customers
($794) Payments for
Merchandise
($280) Payments for Wages
and Salaries
($14) Payment for Interest
($22) Payments for Income
Taxes
$77 CFO Derived via
Direct Method
$77,000
($50,000)
($21,000)
$6,000
$52,000

$58,000



c. Compute the following ratios:

ROE Net Income 44,000
Average Equity 0.5(390,000 + 424,000)
ROA NI + Interest (1 — tax rate) 44 +12(1 — %)
Average Assets
0.5(656 + 682)
ROE NI Sales AvgAssets 44 1,200 0.5(656 + 682)
Decomposition | Sales AvgAssets AvgEquity | 1,200 0.5(656 + 682) 0.5(390 + 424)
Receivables Net Credit Sales 1,200
Turnover Average AR 0.5(93 + 106)
Average 365 365+ 0.5(93 + 106)
Collection Period Receivables Turnover 1,200
Inventory COGS 788
Turnover Avg Inventory 0.5(151 + 162)
Days in Inventory 365 365 *0.5(151 + 162)
Inventory Turnover 788
Accounts Payable Purchases 799
Turnover Avg Accounts Payable 0.5(136 + 141)
Days in Accounts 365 365 *0.5(136 + 141)

Payable AP Turnover 799

Operating Cycle | Days in AR + Days in Inv 303 +72.5

Cash Conversion | Days in AR + Days in Inv — 30,5 +72.5-63.3

Cycle Days in AP

Asset Turnover Sales 1,200

Ratio Avg Assets 0.5(656 + 682)

Fixed Asset Sales 1,200

Turnover Avg Net Fixed Assets 0.5(360 + 356)

Current Ratio Current Assets 58+ 106 + 162
Current Liabilities 141 + 8

Quick Ratio CA — Inv — Prepayments 58 + 106
Current Liabilities 149

Cash Ratio Cash + Marketable Sec. 58
Current Liabilities 149

Current Cash Cash from Operations 66

Debt Coverage Current Liabilities 149

Ratio

Debt to Asset Total Debts 258

Total Assets 682
Times Interest EBIT 44 + 22412
Earned Ratio Interest Expense 1




Question 3: Statement of Cash Flows and Marketable Securities
Effect of various transactions on the statement of cash flows

The exhibit below (on next page) shows a simplified statement of cash flows for a period.
Numbers appear on the 11 of the lines in the statement. Other lines are various subtotals and
grand totals; ignore these in the remainder of the problem. Assume that the accounting cycle is
complete for the period and that Acevedo-Whitehouse and Rocha-Gosselin (AWRG)
Corporation has prepared all of the financial statements. It then discovers that it has overlooked
a transaction. It records that transaction in the accounts and corrects all of the financial
statements. For each of the following transactions, indicate which of the numbered lines of the
statement of cash flows change, and state the amount and direction of change. If net income, line
(3), changes, be sure to indicate whether it decreases or increases. Ignore income tax effects.
(Hint: First, construct the entry the firm would enter in the accounts to record the transaction in
the accounts. Then, for each line of the journal entry, identify the line of the exhibit affected).

a. Amortization of a patent, treated as an expense, $600

b. Acquisition of a factory site financed by issuing capital stock with a market value of
$50,000 in exchange

c. Purchase of inventory on account for $7,500; assume inventory had increased for the year
before the firm recorded this overlooked transaction

d. Purchase of inventory for cash of $6,000; assume inventory had increased for the year
before the firm recorded this overlooked transaction

e. Uninsured firm loss of merchandise inventory totaling $1,500; assume inventory had
increased for the year before the firm recorded this overlooked transaction

f.  Collection of an account receivable totaling $1,450; assume accounts receivable had
increased for the year before the firm recorded this overlooked transaction

g. Issue of bonds for $10,000 cash

h. Disposal of equipment for cash at its book value of $4,500

i. AWRG purchased equity securities costing $59,800 during the period. The firm
classifies these as short-term Securities Available for Sale.

j.  AWRG sold for $$47,900 equity securities classified as short-term Securities Available
for Sale. The securities originally cost $42,200 and had a book value of $44,000 at the
time of sale.

k. AWRG sold for $18,700 equity securities classified as short-term Securities Available for
Sale. The securities originally cost $25,100 and had a book value of $19,600 at the time
of sale.

. A particular equity security purchased during the period for $220,500 had a market value
of $201,500 at the end of the accounting period. AWRG classifies the security as a short-
term Securities Available for Sale. The firm had already recorded the purchase.

m. Assume the same information as in part 1 except that the market value of security at the
end of the accounting period is $227,900.



Exhibit:
Simplified Statement of Cash Flows

Operations

Cash Receipts from Customers (1)
Less: Cash payments to Suppliers, Employees, and Others —(2)
Cash Flow from Operations [= (1) — (2)] S1
Reconciliation of Net Income to Cash Flow from Operations

Net Income 3)
Additions to Net Income to Compute Cash Flow from Operations +(4)
Subtractions from Net Income to Compute Cash Flow from Operations =(3)
Cash Flow from Operations [= (3) + (4) — (5)] S1
Investing

Proceeds from Disposition of “Investing” Assets +(6)
Cash Used to Acquire “Investing” Assets i A
Cash Flow from Investing S2
Financing

Cash Provided by Increases in Debt or Capital Stock + (8)
Cash Used to Reduce Debt or Capital Stock -9
Cash Used for Dividends —(10)
Cash Flow from Financing S3
Net Change in Cash = [S1 + S2 + S3] (11)
Cash, Beginning of Period S4
Cash, End of the Period S5

Suggested Solutions:
a. Amortization Expense $600
Patent $600
(3) Decreases by $600; reduces net income through amortization expenses
(4) Increases by $600; amount of expense is added back to net income in deriving CFO.
No effect on net CFO or cash.
b. Factory Site $50,000
Common Stock $50,000
This transaction does not appear in the statement of cash flows because it does not affect
cash. The firm must disclose information about the transaction in a supplemental
schedule or note.
c. Inventory $7,500
Accounts Payable $7,500
(4) Increases by $7,500; operating increase in cash from increase in Accounts Payable.
(5) Increases by $7,500; operating decrease in cash from increase in Inventory.
The net effect is to leave CFO unchanged, because the amounts added and subtracted



change in such a way as to cancel out each other.
. Inventory $6,000
Cash $6,000
(2) Increase by $6,000; use of cash in operation
(5) Increase the subtraction by $6,000; increase in Inventory account, subtracted
(11) Decreases by $6,000
The net effect is to reduce CFO and cash by $6,000 the cash expenditure for an operating
asset, Inventory.
Fire Loss $1,500
Inventory $1,500
(1) Decreases by $1,500; net income goes down.
(4) Increases by $1,500; additions go up because inventory, not cash, was destroyed. OK
to show as a reduction to a subtraction for Line (5)
No net effect on cash flow including CFO or cash.
Cash $1,450
Accounts Receivable $1,450
(1) Increases by $1,450 for collection of cash from customers.
(4) Increases by $1,450; operating increase in cash reflected by decrease in the amount of
Account Receivable. OK to show as a reduction in the subtraction on Line (5).
(11) Increases by $1,450.
CFO increases by $1,450, which causes cash to increase by $1,450.

. Cash $10,000

Bonds Payable $10,000
(8) Increases by $10,000; increase in cash from security issue.
(11) Increases by $10,000

. Cash $4.500
Equipment (Net) $4,500
(6) Increases by $4,500; increase in cash from sale of noncurrent asset
(11) Increase by $4,500
Marketable Securities $59,800
Cash $59.800

(7) Increased by $59,800 since the purchase of marketable securities is an Investing
activity.

(11) Decreased by $59,800.

Since (7) carries a negative sign, so increasing it reduces cash.

Cash $47.900
Marketable Securities $42,200
Realized Gain on Sale of AFS $5,700

Unreal.Gains on AFS $1,800
Marketable Securities $1,800

Because the first entry involves a debit to the cash amount line (11) increases by $47,900.
The sale of AFS securities is an investing activity, so line (6) increases by $47,900 and
there is no effect on CFO. Because the realized gain is an income statement account, line
(3) increases by $5,700. We show all of the cash proceeds of sales $47,900 on line (6).
Under the indirect method, we double count cash in the amount of the gain if we do not
eliminate $5,700 from the operations section of cash flows. Thus, line (5) increases by



$5,700 to offset the realized gain. The net effect of the entries on line (3) and line (5) is
zero. The second entry does not involve an income statement account or the cash account
and therefore, would not appear on the statement of cash flows.

. Cash $18,700
Realized Loss on AFS $6.400
Marketable Sec. $25,100
Marketable Sec. $5,500 = ($25,100-$19,600)

Unrealized Loss on AFS $5,500
Because the the first entry involves a debit to the cash amount line (11) increases by
$18,700. The sale of AFS securities is an investing activity, so line (6) increases by
$18,700 and there is no effect on CFO. Because the realized loss is an income statement
account, line (3) decreases by $6,400. The loss used no cash so line (4) shows an
addback of $6,400. The second entry does not involve cash account, nor any income
statement account, so it does not affect statement of cash flows.
Unreal. Loss on AFS (OCI) $19,000

Marketable Securities $19,000 = ($220,500 —201,500)
The entry does not appear on the statement of cash flows.
. Marketable Securities $7,400
Unreal. Gains on AFS $7,400

The entry does not appear on the statement of cash flows.



Question 4: Marketable Securities

ZJTZYHZZ Fruit Bat Corp. has decided to invest in the following securities during 2008.

= .. Fair value at Fair value at
Securities ([Type of Securities Cost 12/31/2008 12/31/2009

TA Trading $250,000 $275,000 sold in 2009

TB Trading $360,000 $350,000 sold in 2009
AA IAvailable-for-sale $620,000 $580,000 $615,000
AB Available-for-sale $470,000 $530,000 $485,000
HA Held-to-maturity $120,000 $125,000 $140,000
HB Held-to-maturity $290,000 $300,000 $310,000

As his accountant, please show the CEO, Libiao Zhang, your T-accounts for the fiscal year
ending in 2008 and 2009. Assume the tax rate is 30%. What are the effects on income due to
marketable securities at the end of each fiscal year?

Suggested Solution:

For 2008:
Cash Trading Securities AFS Securities Held-to-Maturity
250 250 620 120
360 360 470 290
620 25 60
470 10 40
120
290
EB 2,110 625 EB 1,110 EB 410 EB
Deferred Taxes Retained Earning OClI Comput. of Def. Taxes
25 60
10 40
4.5 4.5 -4.5 = .3(10-15)
6 6 -6 = .3*%(40-70)
EB 10.5 EB 115 EB 14

For trading securities: Unrealized gains and losses map into retained earnings and is reflected in
the income statement. So we incurred deferred taxes of $4.5.
For AFS securities: Unrealized gains and losses map into other comprehensive income (OCI).
Deferred taxes are also incurred, in the amount of $6.
For HTM securities: Any changes in unrealized gains and losses have no affect on HTM.



For 2009:

Cash Trading Securities AFS Securities Held-to-Maturity

BB 2,110 625 BB 1,110 BB 410 BB

275 275 35

350 350 45
Pay Tax | 4.5
EB 1,489.5 0 EB 1,100 EB 410 EB

Deferred Taxes Retained Earning OCI Comput. of Def. Taxes
BB 10.5 BB 11.5 BB 14
4.5 45
35

3 3 3=0.3(45 - 35)
EB 3 EB LS EB.| 7

For trading securities: We assume that they sold for the prices at the end of 2008. Since we sold
it for the same price as 2008 prices, there are no realized gains or losses. We still have to pay
taxes, which amounts to $4.5.

For AFS securities: Unrealized gains and losses map into other comprehensive income (OCI).
Since AFS securities decreased by 10, we have a deferred tax asset. So, we get a tax credit of

3

For HTM securities: Any changes in unrealized gains and losses have no affect on HTM.



Investments in Securities

15.501/516 Corporate Financial Accounting
Fall 2010
Lecture 23

Professor Ross Watts
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What is a Security?

® A security is a negotiable instrument representing financial value

® Broadly calegorized into:

* Debtsecurtties(e.g., notes, bonds& debentures)
* Equity ties(e.g.. &p )
* Derivativecontracts(e.g., nsand swaps)

+ Aforward contract ks an agreement between two parties 1o buy of sell an asset at a certain future
tima for a certain today

+ Afutures contract is a standarded forward m-an-u-a-am.n--:mv(.umu
assets traded on exchangss are agricultural products, o, gas T TREIEXT Snd U &
currencies)

+ An option is the right to buy (call option) or e (Pt option) an as3et 3t 3 Specified sxercie of strka
price on of befom a spacified exercre date. We 3aw an example of an smployes cal option in
Lcturs 17

* An interest rate swap is a contract to swap oﬂll\udm‘bmlﬂpcmmavw:h
rate loan of viceversa. There are also =
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® Final exam
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Why do firms invest in securities?

" Nmmal pan of the business
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* Hedging exposures (e.g. foreigrcurrency)

® Temporary Invesiments ’ILL\Q
* Excesscash at certain timesof the year due o seasonalty

* Future expansion of the business 4 éfﬁ%

Strategic reasons
* Influence anothercompany
= Control another company

" Retention of free cash flow
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Accounting for different classes
of equity investments

Securities classification for reporting purposes

® Minority, passive investments

Accounting BIS Income effects
* Investment in another company's shares is passive if investment is < 20% of that
company's shares " Passive Fairvalue Mkt or FV Dividends & capilal gains
* Investment in debt securities is alsowve '&' l'\ﬂ’(
* These investments appear in the balance sheet in ether

* current assets as marketable securitiesor

« W " Significant Equity method Investment Alc Divs reduce Investment A/c
+ Investmerts ) ( influence = proportion of % owned investee income
Accordingto whenthe vds to convert theminta cash investee's equity

Investor income reports =

® Minorily, active investments in shares(significant influence % of investee income
Y g

* Investments in between 20% & 50% of another company's shares

* Appear under “Investments” in balance sheet Capital gains are income

® Majority, active investments in shares(contral) " Control Consolidation Fils‘s of invest?r Income stmnts combined
* Investments in more than 50% of another company’s shares & investee combined
* Consolidated into the controlling ("parent’) company’s financial repens Sale of investee yields
* Effectively the subsidiary's transactions are melded in with the parent's capital gain or loss
transactions 4
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Different classes of passive debt &@
equity investments

LMK
" Classifications based on intent &« ppt”l tw{ ~ ,‘ bfl
® Trading securities (debt & equity) ! (Wn

+ Managementintends to actively buy &sell for tradingprofils n f
8l V‘(?/y

® Available for sale securities AFS (debt & equity)

+ Managementintends to hold for capital gains & dividend revenue, @PQJ
but may sell if the priceis right

o Syster))

® Held-to-maturity (debt only)
= Managementintends to hold to maturity

® Accounting is different for each classification

r—-Y

HTmM fimi
Held to maturity (debt only) k=

MARKSIMINT

B Acquired with ability & intent to hold to maturity

B |nvestment carried at historical cost on the
i
balance sheet
e T ——

® Interest income reported on income statement &
operating section of cash flow statement
-—.\-__/

Acquisition & sale of
passive marketable security investments

® Recorded at cost (fair market value) at acquisition

® |nvestment's value in the B/S is marked to market at end of
each period

Whether the gain or loss on sale goes to

* the income statement
or
= accumulated other comprehensive income (OCI)

depends on whether the investment is classified as a trading
security or an available for sale security

® Management has to classify the security at purchase

"

12/6/2010

.

Trading securities (debt & equity)

® Acquired for short-term profit potential

B |nvestment marked-to-market on balance sheet

& value changes reported on'income statement

® Puychases & sales reported in operating section
of cash flow statement

Tifwest OACTC '

HES

Available-for-sale (debt & equity)

B Securities not classified as trading or held to maturity

Investment marked.| alance sheet & value changes
reported if “other equity” hccount in stockholders’ equr

= Does nct go through Retained Eamings
s A S5

® Purchases & sales reported in investing section of cash flow
statement
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Standards determining securities’ reporting

® SFAS 115 was the accounting standard for security investments

® |n 2008, SFAS 159 gave firms option of using either

- SFAS 115accounting cf

« Fair value accounting
—_——

for individual securities

® Financial firms were given the option of adopting SFAS 159 early (i.e., in
2007)

- Many financial firms exercised that option for sub-primea securites
—_—
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Financial reporting under SFAS 115

Y
[T

MITSloan
MARAGLMLRT

« Investment securities

= reported inthe balance sheet according to wherthe management
intends to convert them into cash
—

If management has to, or intends to, convert the securities into cash
in the next year

+ securitiesare reported incurrent assets as marketable securities
i

Otherwise securities are reported in Investments
= A non-current assetcategory
—

» Key question about 115 was whether market value changes should

Should investment securities'
MV changes be recognized?

be recognized in financial stalements
o "
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® Investment securities (I1S)

* Corporate & government bonds, treasuries
* Common stock
* Derivative instruments: options, swaps, efc.

® What is different about IS such that'both gains & losses
can be recognized?

* (Objective (=€, reliable, verifiable) asset MVs are available in
Tquid-mfarkets for some securities

* But, what happens in illiquid markets?
= Enron troublespartly auetorenanoaon illiquid securities’ prices

"
/% hae g ot pf('g@

~ ) it hddg Jp b

SFAS 115 (adopted 1994) %

Controversy: t\/[(\.t"\ ”5 Wy 66;‘1\9 W/';H?f’ﬁ

® Where should MV changes be reported?
———

" In the Income Statement or not?

" Taxes
+ Taxes are based onrealized gains/losses
+ Deferred taxeson ul 1zed (paper) gainsflosses
—

* Increased variability in income
+ Problemsfor bank regulators

7qm}ydf‘j

Betue |15
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Comparison to recegnition
of other assets’ market value changes

® Accounts receivable
= Estimates of uncollectibles
® Changes incredit risk
» Down & up (to extent doesn't exceed original debt)

® Inventory
® Purchase/production cost
* Changes ininput prices, obsolescence
+ Down only

®  Fixed Assets
= Acquisition cost (historical basis)
* Obsolescence
+ Down only

\
/ g 0{:\0/4/},

i bt
not ulp i

SFAS 115 (adopted 1994) @

® Previously IS involving stocks & bonds valued at “lower

of cost or market” on a portfolig I;_)asis | '

hol mdic il sp0,)

o SO/t

® Under SFAS 115 mark-to-market accounting gains & 8]
losses are treated similarly

® The market value can exceed cost
e S

Problem of illiquid markets
plimstins e, St

Tshll

! Maragonte 3

Compromise in SFAS 115

¥ New classifications
- ® Trading securities (debt & equity)
® Available-for-sale (debt & equity)
2 ® Held-to-maturity (debt only)

(lassiflegFlons

With different accounting treatments

/ ( Overgd

Clore

//m

® Classification depends on management’s intent

'ﬂ,@ W/fr‘rém/ Cdﬂwfﬂﬂl’lse ’



Accounting for securities
under SFAS 115

12/6/2010
@wﬂ@
W 7L61><€)

Securities example

® Debt instruments

= Held to maturity
* Recording
= Purchase
= Accrueinterest & receipt of interest
* Sale

= Trading & available for sale

® Equity - trading securities & available for sale
= See following

Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt Sec. Mkt. Sec. (Adjust) = Def.Taxes Other Equity
RE

Trading

Avail. For
Sale

(//J(% 0
J&Mﬁy

o ook mat be < 20
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Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt. Sec. Mkt. Sec. (Adjust) = Def.Taxes Other Equity
RE

Trading 12500 +12,500

Avail. For
Sale

Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkl Sec. MkL. Sec. (Adjust) = DefTaxes Other Equity
RE

Trading -12,500 +12,500

Avail. For Same as above
Sale

n

ﬂ“ﬂw
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Securities example

©On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt Sec. Mkt Sec. {Adjust) = Del Taxes Other Equity RE
Tradng  -12,500 +12,500

Avail. For Same as above

Sale

On Nov, 30, 2002 ACE receives $625 in MITCO dividends ($1.25 per share)

Cash Mkt. Sec. MKkL Sec. (Adjust) = Def.Taxes Other Equity RE
+625
Trading +625 ! PRGN
Income on IS
Avail For
Sale

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt Sec. Mkt Sec. (Adjust) = Def Taxes Other Equity RE
Trading -12,500 +12,500

Avail For Same as above
Sale

On Nov. 30, 2002 ACE receives $625 in MITCO dividends ($1.25 per share)

Cash Mkt Sec. Mkt Sec. (Adjust) = DefTaxes Other Equity RE
Trading  +625 __—r 625
Investmert Income on US
Avail For
Sale Same as above
n 4
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Securities example Securities example G(/ﬂp

On Dec. 31, 2002 MITCO is trading at $30 per share and ACE has a 30% tax rate

On Dec. 31, 2003 MITCO is trading at $27 per share and ACE has a 30%
Cash Mkt Sec. Mkt Sec (Adjust) = DelTaxes OtherEquity RE tax rate

Cash Mkt Sec. Mkt. Sec. (Adjust) = Def.Taxes Other Equity RE
Trading +2,500 +2,500

(530-525)"500 / Wk '}. Trading - -1,500 .
Investment Income on I/S D . (527-530) X 500 share inveser’
+750 e — -750
2,500 x 30% Income Tax Expense on /S M Le][

Income on /S
Avail. For (J 6{€fl€ é

Sale +2,500 +750 +1,750 Avail. For 1,500 -450

1500X30%Inu$2ta1benemonus o

1050

bogn 904 > L o ety do cedee

1’71)6 /'w (r/,f’
thﬁ)‘ ncl{JdQ foax oftecl - 5"""‘% L;/f /)
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Securities example {9” Securities example 0 fEseh it

On Feb. 14, 2004 ACE sells its investment in MITCO, then lrading at$36 per
_—

On Feb, 14, 2004 ACE sells its investment in MITCO, then trading at $36 per share
share { /
Cash MKkt.Sec. Mkt Sec. (Adjust) =Def Taxes OlherEquny Cash Mkt Sec. Mkt Sec. (Adjust) = Del.Taxes OtherEquity RE
Trading Trading
Beg Balance 12,500 1,000 300 Beg Bal 12,500 1,000 300
+18,000 -12,500 -1,000 +4,500
-2 1,650 300 1,350
+18,000  -12,500  -1,000 +4,500 X
Pay full tax on gain
18,000-12,500)X30%

$36 x 500 shares Remove existingaccounts (836-527)x 500 shares a J&‘ ¢

Recognizetax on gain in currentyear's I \/p
Investmentincome on I/S gcognzetaxon g urrentyear's /S /

4500 x 30%
Avail. " " Y
Cor " ot
ForS BegBal 12,500 1,000 300 700 /

Beg Balance +18,000 12500 -1,000 =300 5 +5,500

B w 536 x 500 shares Remove existingaccournts ($36-525) x 500 shares j

Investmentincome on US %a' }
P f Axey s

(04 Bof’h)
Securities example @J Securities: Income patterns

OnFeb. 14,2004 ACE sellsits investment in MITCO, thentrading at $6 per share

Cash  MktSec. Mkt Sec (Adjust) =DefTaxes OtherEquty  RE Trading Available for Sale
Tradi
Bogbal 12,500 1,000 300
+1B000 42500 1,000 +4,500 5,500 3,500 7
1,650 300 1,350 4,500 . 4,500——M~—

/

/

2,500 ————— 2,500
Avail. ' /
For Sale ;
Beg Bal 12,500 1,000 300 700 / s

+18,000 -12,500 -1,000 =300 700 +5,500
1,650 1,650 Q -}M a

1,500 7@?"! M 500
(18,000-12,500) x 30% 5,500% 30% G« ﬁp‘s B vl/d/deé

This
-0 hntvtes ot
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Reclassifications of Securities

® Trading to Available-for-sale

" Gains or losses of the period recognized on reclassification date

= Subsequent market value changes reported in “Other Equity”

B Available-for-sale to Trading

* Cumulative gains or losses, including those of current period,
recognized on reclassification date

* Subsequent market value changes reported in the income
statement

Cin swilc"

SFAS 115 was a compromise in GAAP

No ong  wyn

® Recognize all unrealized gains/losses for “trading securities” in Net
Income —

®  Mark “availab sale” securities to market value, but don't report
changes in theiincome statement
* Reduces eamings volatility
* Managers dislikeincome volatility
» They complain similarty about other accounting methed changes that

increase reported eamings volatilty even though undertying cash flows are
unaffected

® Ignore value changes for “held to maturity” category

Fair value accounting

® Has 3 levels of measures for financial assets that range
from reliable & verifiable to unreliable & unverifiable

* Level 1: Quoted prices in active markets for identical assets

" Level 2:
+ Observableinputs into an asset valuation model
* (e.g.,LIBOR rate) \

+ Comparables L/'l'
N PUIS Loa mod@(
= Level 3: Unobservable inpuls into an asset valuation ___rymde {
model
« (e.g., future cash flows) M{ J}ﬂ
N E)Ocﬁ

« Inputs that reflect the manager's own assumptions
(7 \
[ st ﬁb@“"*@ ‘h\ﬂ‘d’\

Does recognition of gains/losses matter? B

12/6/2010

AMITSioan

Former SEC Chairman Breeden, on mark-to-market (ca 1990): t I !4{
If you are in a volatile business, then your balance sheet and income statement should \ﬂ { (c [ 09 11
reflect that volatility. Furthermore, we have seen significat abuse of managed eamings. 1
Too often companies buy securities with an intent to hold them as investments, and then Mﬂfe n
miraculously when they rise in value, the companies decide it's ime to sell them. y‘/ =
Meanwhile, their desire to hold those securities that are falling in value grows ever stronger

So companies report the gains and hide the losses. i/\/ L{{\_ W

Current SEC Chairman Arthur Levitt, Jr (1997):

it is unacceptable to allow American investorsto remain in the dark about the consequences
of a $23 tnllion derivatives exposure. We support the independence of the FASB as they
turn on the light.

K fass

Federal Reserve Chairman Greenspan, on derivatives (ca 1997):
Putting the unrealized gains and losses of open derivatives contracts onto companies’
income statements would introduce"artificial’ volatility to their eamings and equity.
Sharcholders wouldbecome confused; management mightforego sensible hedging -
strategies out of purely window dressingconcerns.

- Concomy,d u// bMLS

Fair value accounting

" SFAS/159 (February, 2007) gave management the option to elect
fai accounting for many financial assets & liabilities for fiscal
years beginning after November 15, 2007

® |f the election is.not made for individual assets, SFAS 115 (the
accounting in th& Tst part of this lecture) applies

® The election is
On an:ndividual asset or liability basis
e

Irevocabie for that asset or liability once made
—_—

Made for existing assets & liabilitieswhen the standard becomes
effective ~——

Made for new assets & liabilities at acquisition or whenincurred

respectivaly—

Fair value accounting

B |s effectively equivalent to the Trading Basis
seen earlier in the lecture T e

" Gains & loss! into Net me

® Also, if the FV election is made for some existing
assets, at the time the standard comes into
effect there is

b G0 ba,
A
st

= A cumulative adjustment to Retained Earnings; &
itk bl

= A change in the assets’ values in the Balance Sheet

»



FV accounting & financial firms

B Firms were allowed to adopt SFAS 159 early (in
2007) if they met certain conditions that included
adopting SFAS 157 (full FV accounting)

® Financial firms were early adopters

= including banks affected by the sub-prime mortgage
problems

Future of FV reporting - banks &=

" Financial Stability Forum
® Paris conference
= Front end recognitionof gains ontransactions
= Full profit taken when transaction made
= Example - sale of mortgage securities through SPEs

- When no more good mortgages to take on & profits measuredon
fair value basis

* Some banks moved lo compete with Freddie Mac & Fannie Mae for
bad mortgages so they could continue to generate income

* FSF Report
+ Recommendschange incompensationplans

= Wants banks to anticipatethe tumn in the business cycle
= Dangerous

® FASB makes use of SPE’s very difficult l »

STl vy TWQ b vale
d““‘*w hem 1’0 Sfa\r {

Some observations

+ Objectivity of liquid market prices allows value of
marketable securities to be adjusted on balance
sheets when such prices exist

» Combinations of

+ complex financial instruments that trade in illiquid markets &

+ FV accounling

open the door to mwmsm

* Accounting for “Available for Sale” securities is an
example of political influence on accounting standard
setting process

12/6/2010

FV accounting & financial firms

®  How did the banks’ FV reporting respond to the sub -prime
mortgage crisis?

What did they do as the market for sub-prime mortgages

became illiquid?

1. Take write-offs on sub-prime-based financial securities for drops
in the value of those securities?

2. Adjust the level of fair value estimation?

3. Both?

®  For quite a while the banks merely adjusted the level of FV
measurement down without taking any write-offs

B \Write-offs eventuated in 3rd quarter of 2007 but to date
appear far too little

Future of FV accounting generally

® FV accounting was intended to eventually allow
= assets other than marketablesecurities and
* liabilities’

bimtes
toﬁarked@

® Income was to have been the difference in the FV of equity
(ASsets minus liabilities) adjusted for dividends & capital
movements

® Financial reporting would have become an unverifiable valuation
exercise

® This will not happen

* FASB revenue recognition proposalhas been revised to look more like
existing revenuerecognition ~ S

+“Lack STVENMabMyWould allow too many frauds & reduce information in
financial statements

® FVfinancial reporting will eventually disappear -

‘F%B )’W.) Q)p/le_ S (3)69
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Final Exam Review

15.501/516 Corporate Financial Accounting
Fall 2010
Lecture 24

Professor Ross Watts
Sloan School of Management
Massachusetts Institute of Technology

MiTSloan
v

Exam will cover

= Statement of Cash Flows
= Chapterd
= Lecture 19

* Life Cycle of a Firm
+ Chapter4
s Lecture20

* Fundamental Analysis
* Chapter5
« Lecture21

* Financial Statement Analysis
= Chapter5
« Lecture22

* Investment in Securities
= Chapter12
= Lecture23 N

Operating Activities

® Primary activity of business

= Selling goods

® Providing services

= Manufacturing

= Cost of Sales

= Advertising

= Paying employees

= Paying utilities

AT,

([T

Important Information e

® Exam
® Lasts for 80 minutes
® |s closed bock

® Held in room E62-276 (A) 9.00 am, (By-t6-36am Aﬂh’( QﬁV/{

® You can use a non-programmable calculator
® Previous exams may not be representative

B Cheat sheet allowed
®* One 81/2" X 11" page

dukle oded

Jiiedly il mabde it
P“&f Caams Coleos

Cash Flow Statement

® Exam concentrates on the indirect method rather than
direct method

® Statement
* Measures change in cash account between two balance sheets
* Breaks cash inflows/outflows into three sources
+ Operating
« Investing
- Financing

RARALIMAT

Investing Activities

B Obtaining/selling resources or assets to
operate the business
® Land
= Buildings
= Vehicles
= Computers
= Furniture
= Equipment

12/8
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Financing Activities c2= More generally i

" Operating activities
B Borrowing creates liabilities * Changes incurrentasset & current liabilities
= Bankloansﬂ ® |nvesting activities
= Debt securities * Changes inlong-term assels
® Financing activities
t 5 . = Changes inlong-term liabilities & equity
B Selling stock creates stockholders’ equity

= Sales of stock ® Changes can be increases or decreases

= Paying dividends

{xam gawaes o id ek

Cash Flow Statement -direct method Indirect Cash Flow Statement
Operatingactivities:

Cash saleof services (4) $8,000 » Most companies use the indirect method
N.?:t:::::::,::;::‘x‘:) = (51.000) . _Only differe_nca with the direct cash flow statement
Investingactivities is presentation
T (000 + Change in cash is identical in direct vs. indirect

et cashfrom investing activities (85,000

Financing activities Presentation of investing & financing sections is

Borrowings (2) $3,000 identical in direct vs. indirect
Owner contributions(1) $10,000
Paymentof dividends (8) (1,000} + Presentation of operating section is different but
Net cashfrom financing activities $12,000 change in cash from operations is identical in direct
Increasein cashbalance $6,000 vs. indirect
Cash balance atbeginning of year $0
Cashbalance atend of year $6,000 (] 1]

dod - i 1o b

ﬁ Summary of net income adjustments
MITSloan

manAGEuiNT

Inventory changes & OCF adjustments for changes in non-cash current assets & liabilities

® Increase in non-cash current assets
Incraase = Increase in accounts receivable deducted from Net Income (slide 13)
* dmRnion. aioaet * Increasein inventory deducted from Net Income (slide 15)
+ Income adjustment to cbtain operating cash flows (OCF) Subtract $7TM

= ...buys $7M of inventory that remains unsold

® Decrease in non-cash current assets
* Decreasein accounts receivable added to Net Income (slide 14)

= --sells $2M of inventory purchased during the year None = Decreasein inventory added to Net Income (slide 17)

= Inventory change? None

* Income adjustrment ta obiain OCF? ® |ncrease in current liabilifes
* Increasein wages payable added to Net Income (slide 20)
«+ ...sells $8M of inventory purchased during prior year

« Inventory change ? fo:c_ase ® Decrease in current liabilifes
+ Income adjustment to obtain OCF? A_gg_Sl;. = Decreasein accounts payable deducted from Net Income (slide 21)

el —aded Vot ingwe
ED[ Opafﬂlt{{nﬁ (“ﬁ"l ﬂoy

Ul Qs



Net Income adjustments for
Depreciation & amortization

= Company recognizes $6M in depreciation
expense
$0
« Effect on cash

- $6M
« Effect on net income

« To start at net income & end at cash flow from

operations, must add back $6M for depreciation
expense

Md i bask “

Calculate Operating CF

Depreciationwas $45,000

Loss on the sale of anasset $5,000
Net Incomewas $195,000

AR decreased by $15,000

Prepaid Expense decreasedby $4,000
AP increased by $17,000

Net Income $195,000
Adjustments fo reconcile net income to net
cash provided by operaling activities u}&
Depreciationexpense $45,000
Loss on the sale of anasset 5,000
Decreasein accounts receivable 15,000
Decreasein prepaid expenses 4,000
Increase inaccounts payable 17,000 86,000
Net cash provided by operatingactivities —9281,000 "

L[‘
Steps in Preparing SCF

Step 1: Oetermine net cash provided'used by operating actvities by convertng
et income from an accrual bases 1o 3 Cash basis,

P . This step ivwoives anaiying not only

"”':,:.‘ ANt curment peac's income stemant

_)) I~ £ 1§ bousho comparatve batarce sheets
"sj,' L EL and selected addwonal daa.

Sten 2: Analyze changes in noncurrent asset and fabiity accounts and record as
inwesting and Binancing actvities, of a1 significant noncath transactiont.

whormaticn for thew effecis on cnh

B ., (0 oo
Bulante et da and selecurd addional
L . ] o
oy e

Step J: Compare the net change in cash on the statement of cash flows with the
change i the cash 3czount reported on the bikince sheet ta make 1ure
the amounts agree.

¥ The tfferance betwien thae begriveg
or = and ending <ath Baances an b enly "
a computed hom comparatee balce

heets

E N

1
T

1 BITSloan
Gains & Losses on sale of assets ==

® Company sells an asset for $2,000
® Purchase price was $10,000
= Accumulateddepreciation$9,000
= What is the gain/loss on sale?
= Gain of $2,000- $1,000= $1,000
= Effect on operating cash flow?
= 50
* The $2,000will appear inthe investing activities

= To start at netincome & end at cash flow from operations must
deduct gains on sale & add back losses on sale

Indirect Method

® Most companies favor the indirect method
for the following reasons:
® Easier to prepare
= Focuses on differences between net income &
net cash flow from aperating activities

= Tends to reveal lgss company information to
competitors

= Over Ninety-ei

indirect metho

(98. )%d ompanies use the

Step 1 in to converting Nl to CFO

Net Cash Provided/
Adjusiments =  Used by Operating
Activities

Net Income  +/—

* Add back noncash
expenses, such as
depreciation expense,
amortization, or depletion.

* Deduct gains and add
losses that resulicd from
me:

» and financing
activities.

* Analyze changes to noncash
current asset and current
liability accounts.

loe G han y
C%k +{dﬁ«{7a@ﬂ¢af")



: ) % Income Statement and
Adjustments in Step 1 Additional Information

COMPUTER SERVICES COMPANY

Tncome Statement
For the Year Ended December 31, 2007

$507.000
nls ol $140.000
vpenses (e hading depreciation] 110,000
Depreciation e 9000
Lasss on sake of equipment 3000
Interest expense

Cash Mlows [rom operating activities
Net income S145,000
Adjustments 10 reconcile net income o net cash
provided by operating activities:

1 Income befiae income tax
Depree 1 expense £ 9000 | T iy g
Loss on sale of equipment 3,000 | Net income
Decrease in accounts i able 10,000 L
Increase in merchandise inventory (5.000)
Increase in prepaid expenses (4,000)
et e I\Tru)'uble 16,000 Adiiioeal Informs hon fee 2007
Decrease in income tux payable {2,000) 27.000

.

.
sipmrer costiag 25000

Net cash provided by operating activities £172,000 Indormation Ay o3
The company ~id equipment with & book vakie 1f $7.000 (coss 3000, ks
sccunmdsted deprociation 31000) ko $3.000 cash,

omimen stock fior $20,600 cash,

. Depreciation experise was compiised of $6,000 for budding and $3.000 for

equipment, 2
g COMPUTER SERVICES COMPANY AT . EOHN::'E:.:HWCF*; :’?Mf‘::“‘w
Comparative Balance Sheets Statement Flows —Indirect Met
Dec For the Year Ended December 31, 2007
Change in Cash flows from operating activities
Account Balance Net incure $ 145,000
Asdets 2007 1006 TncrenielDecresse Adjnstments 1o recuncile et iRcome s net cash
R B e = provided by operating ¢ 5
« Deprecintion axpense
] % 5% o
oy ‘ 435000, 35 A4 D005 20000 Iacrease Lows on <k of equipment
Accounts reccivable 20000 10000 10.000 Devrewse s o e 2
Merchardise inventory 13000 10000 5,000 Incrrase \ Increase in morchandine inventory
Prepaid exprnscs 5,000 1.000 4,000 Increase e in t‘m-l-l R ’
o IRl & o ol ¥ =
- o 000 bncret Decrease in inoome tax payable 27,000
/ Building 1000 40000 120,000 Incrase g ek = T——
Accomeled deprociation— (10000) (50000 6,000 Incremse Nt cansh prosided by operating activities 172,000
Eupaipinent 7000 10000 17000 Increme | A Cash fows from investing aetivitios
for Stap 2 Accumulited depreciation—cquipment (30000 (1,000} 2,000 Increase \/C ( Purchise of build (120,000
4 ey T \ t{\ Purchase of equipment (25,000
e — Ll Sale of eguipment
Net cash used Iy e iviti (141.00m
5'”2\ Cashy Honws from fnancing activ
A M Tssuance of common stock 20,000
q $ 22000 S 12000 8 10000 Increase Pavment of cash dividends 129 001y
Income o puyshle 6000 3000 2.000 Decrewe Net cah used by linancing sctivities (9.000)
Leng-term habilities y ¥ -
Baads payable 130000 20000 110,000 Bxrease 3 Net incree cash
Stockhokdens’ myuiry Step3 —=  Cash at beginning o period
Cammon stoch T0.000 20,000 20,000 Increase Cash ar endl of poriest
od earnings AEIUM dS000 116,000 Incrvase
Toaal Habilities and stockhnilders ayuity Noncash investing and financing activitie
Txsnance of bunds pavable w purchase land

Significant Noncash Activities... Significant Non-cash Activities...

® That do NOT affect cash are NOT reported in the B Are reported:
body of the statement of cash flows.

® In a separate schedule at the bottom of the

= |ssuance of common stock to purchase an sﬁitement of cash flows or

assets. g bg(}@/
= Conversion of bonds into common stock. ® |n a separate note or supplementary schedule
= |ssuance of debt to purchase assets. to the financial statements.
= Exchanges of plant assets.

@“ er l(r\ Cﬂﬁi’l E[ﬂ‘{ .
Satepent




Socaikies <

Impact of Product Life Cycle on Cash Flows @

The Product Life Cycle

® A series of phases all s h 2
a
® The phases are often referred to as the: 3
= introductory phase 2 5
= growth phase £ : N
. o Operating
= maturity phase e
= decline phase =
&
® The phase a company is in affects its cash flows = Favestiog
= Introductory  Growth Maturity Decline -

(oM be wﬂ@i b Hedly sl

Compasy G5 01b

F— %
I
MiTSloan . . "
Free Cash Flow What is financial statement analysis?
B Financial statements are a primary source of
Cash Provided By Operations information about corporations & their investments
N Capital Expenditures ® Financial statement analysis is an important method
i Dividends Paid professional investors & analysts use
= To answer their questions about firms
Free Cash Flow * To help value afirm for trading purpose’s

Does the company have profitable business investments in which to
invest this free cash fl
If it does not it should retum the cash to the investors

vy

. . T
[T ([T
. MITSlcan . MITSloan
Fundamental analysis Knowledge of the firm’s business &
® |Is the process of using | * Products
= Knowledgeof a firm's business
= !/] C m{ = Life cycle stage

= Analysis of the firm’s financial statement information

) + incliding fooTEES ———r 6.\,(/,6_( Ou{;‘l@ » Competition

= Forecastthe firm's future payoffs (cashflows) &

oo [ .
* Valuethe firm's securities (")E {/MMW *‘Comparalive‘advantage

—_—

for \/ * Regulatory constraints
* Trading or recommendationpurposes —

= Strategy
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Financial reports & business assessment

® By looking at the company'’s realized financial numbers
(cash flows, financial ratios etc) we can assess:

= Firm's life cycle stage (see Lecture 20);
= Competitive situation in the firm’s industry;
® Firm's competitive advantage (if any); &

= Whether the firm's strategy is successful given those
situations

Relation between Economic & Accounting Profits

Define rate of return on equity, ROE: ROE = NI:BVE
NI = ROE x BVE

This allows us to re-write residual income:
RI = NI -r.-BVE =(ROE -r,.)-BVE

To add to shareholder value — to have a positive economic profit —
a firm must achieve an ROE at least as high as its cost of equity
capital

Traditional ROE deco ition MTSion

This would give the following ROE decomposition:

NOPAT _ Sales  Net income Assers

ROE = * x x
Safes  Assers .\'GP& Sharehoiders' equiry

= net operating profit margin x asset tumoverx earnings leverage x financial leverage

NOPAT = Net Operating Profit Afler Taxes

‘You shoukd be able to do a ROE decomposition for individual firns &
assess the determine the various strategies employed by the fims

E.Y
—
I

' - - MITSloan
Assessment of competitive situation =&

B Accounting net income helps assess the firm's competition situation

B If an industry is competitive
® the firm being assessed &
= the other firms in the industry
should only eam the competitive rate of retumn given the risk
= j.e., the market rate of retumn

® If afirm is eaming an above competitive rate of retum given the risk
(economic profits or rents), we have to ask
* Whal is generating that above competitive rate of retum? &
= How long is it likely to last?

Assessment of competitive situation

What real business activities drive ROE?

How can we determine that from financial statement analysis?

By decomposing ROE into its components, we can judge each
component s contribution to
profitability (ROE) &

risk (which influences the cost of capital, r)

How do the ratios vary over time?

. Riturns (ROA, ROE) & Sale

What causes the reversion?

Competition

= Policies or strategies (LEV, ATR & ROS) are

relatively stationary in the short-term
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Financial Statement Analysis ==

B Ratio analysis
= Comparative analysis
= Common size financial statements
= Qverview of ratio analysis

B Sustainable income

nge That
= Relation to share valuation M@b Q
® |rregular items . \
= Change in accounting principle m{ﬂ Wf”

= Comprehensive income
leoqu!

~ ot 1}, shot dalls

Overview of ratio analysis i

B Profitability ratios
B Efficiency ratios
B Liquidity ratios

B | everage ratios

Classification is a little different to the text

For example, the book uses retum on investment and liquidity &
solvency rather than above classification

Definitions occasionally vary slightly from text - either OK

You are responsible for all the ratios in the slides

—
(T
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Profitability Ratios

B Each profitability ratio can be compared with
® The firm's prior performance
T
® A specific compelitor's performance
= Anindustry average
.______._/

= To assess time-series & cross-sectional differences
® Generate alternative explanations for those differences
® Investigate which alternative explanations are most likely

® The same process can be followed for each class of ratios

o

Comparative Analysis
& Common Size Statements

Comparative analysis
Financial statement comparisons commonly used to gain insights:

Intra-company basis - detecting changes inco.'s asset & financial
structures

Inter-company basis - insights into competitive position
® Industry averages- insights into position within the industry
= “Getting the rightbenchmark” - right benchmarkdepends on thequestion

Common size statements
Expresses each financial statement item as a % of a base amount

= Balance sheet - divisoris total assets

= Insights into structure of assets & their financing
® Income statement - divisor is total revenue

= Insights into profitability

Profitability Ratios
" Summary of Profitability Ratios

= Return on Assets (ROA) Lectures 12 & 13
= Return on Equity (ROE) Lectures 12 & 13
= Gross Margin
= SG&A to Sales
= Profit Margin

Lecture 4 Gross Profit rate

Lectures 4 and 12 & 13

Efficiency Ratios

® Efficiency (or Activity) Ratios — An income statement line item divided by a
related balance sheet lineitem as a measure of how efficiently resources
are beingused

® Summary of Efficiency Ratios

® Accounts Receivable Tumover& Average Collection Period
= Lecture 8

* |nventory Tumover& Days in Inventory
= Lecture 11

* Accounts Payable Tumover & Days in Accounts Payable
= Lecture 16

* Operating Cycle & Cash ConversionCycle
= Lecture 16

* Asset Tumover
= Lectures 12413

* Fixed Asset Tumaver
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Efficiency Ratios

Sales/AverageNet Receivables

" Receivables Turnover =

A I llectionPeriod or Days onHand
= 365/Recenvables Tumover
® Inventory Turnover = Cost of Goods Sold/Average Inventory

® Daysin Inventory= 365/Inventory Tumnaver

® Accounts Payable Turnover = Purchases/Average Payables
Purchases= Costof Goods Sold + End Inv=Beg Inv

® Daysin Accounts Payable = 365/Payables Turnaver

[T
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Efficiency Ratios

" Assets Tumover Ratio = Sales/Averag e Total Assets
= Measures how efficiently the firm generates sales fromits existing assets

" Fixed Assets (PP&E) Turnover = Sales/Average Fixed Assets

= Measures how efficiently the firm generates sales fromits existing fixed
assets

Liquidity Ratios

® Summary of Liquidity Ratios
= Current Ratio
= Quick Ratio
= Cash Ratio

= Current Cash Debt Coverage Ratio or Operating
Cash Flow Ratio

Qn

T
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Efficiency Ratios

® QOperatling Cycle
= Average time from purchase of inventory untilcollection of cash
* OC = Days inAR + days in INV

® Cash Conversion Cycle
* The pericd from when the firm spends cash on inputs untilthey receive

payment from their customers minus the financingfrom creditors

= CCC=0C-daysinAP

Liquidity Ratios

® Liquidity ratios can be viewed from two perspectives

= As efficiency ratios that assessthe company's optimal working capital
management

* As ratios that assessthe ability of the company to survive (i.e. pay its
bills) in the coming period or periods

" In general, liquidily ratios measure the ability of the firm to pay bills
due in the next year with
= currentassets or
= cash flow that will be generated inthe next year

i
I
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Liquidity Ratios

= Current Ratio =Current Assets/CurrentLiabilities
* Leclure 4

® Quick Ratio= Current MonetaryAssets/CurrentLiab
= cument monetary assets are cash, marketable securities & accounts receivable
* Lecture 4

® Cash Ratio =(Cash & Marketable Securnities)/Current Liabilities

= Current CashDebt Coverage Ratio or Operating Cash FlowRatio
= Cash From Operations/Current Liabilities
* Lecture 20
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Leverage Ratios

® Primarily provide informationabout the extent to which
* The firm's assets are financed by borrowed money
= The borrowed money has required interest payments

® Can also provide informationabout the firm's ability to meet its financial
obligations

B Should be compared tothe structure of the asset side of thebalance sheet
to assess extent to which the firmis hedged
® Ifinterest rates increase for reasons other than inflation the long-term assets will
decrease in value and so will the long-lerm liabilities

Leverage Ratios

B Debt (Total Liabilities) to Total Assets Ratio =
Total Liabilities/Total Assets

® Interest-Bearing Debt to Total Assets Ratio =
Interest-Bearing Debt/Total Assets

* Interest-Bearing Debtis
* Long-Term Deblt (including current maturities) &
+ Capital Lease Obligations (including current maturities)

Share valuation & sustainable income

® Total share value = PV of expected future cash flows to the firm's
current shareholders

®  The accrual process makes net income a betler predictor of future
cash flows than current cash flows

® Netincome's ability to predict future cash flows can be improved by
adjusting it for items unlikely to be repeated in the future (iregular
items)

Sustainable income is the result of such adjustments

Analysts & users of financial reports are interested in sustainable net
income

Leverage Ratios

® Summary of Leverage Ratios

= Debt (Total Liabilities) to Total Assets Ratio
* Lecture4

* Interest-Bearing Liabilties to Total Assets Ratio
* Non-Interest-Bearing Liabilties lo Total Assets Ratio

® Times Interest Eamed Ratio
* Lecture 16

®= Cash Debt Coverage Ratio
= Lecture20

Leverage Ratios

® Non-Interest-Bearing Debt to Total Assets Ratio =
Non-Interest-Bearing Debt/Total Assets

® Times Interest Eamed Ratio(Eamings Basis) =
Eamings Beforelnterest and Taxes/InterestExpense
* Lecture 16

= (Cash Debt CoverageRation=
Cash from Operations/AverageTotal Liabilities
* Lecture 20

Irregular items

® Two irregular item types reported (net of taxes)
st imdepa Bt Ll | ol

® Discontinued operations

= Disposal of asignificant segment of the business

® Extraordinary items

= Events or transactions that are
= unusual in nature &
= infrequent in occumrence
« Examples
= Natural calamities (e.g. a hurricane when such events are rare)
= Expropriation of assets by a foreign government
= Effects of newly enacted law or regulations



Other considerations in I
estimating sustainable income

IO

Consistent accounting
ena fi hi gp pl fect of past P has tobe
reported
*= The analystshould & past b ing the same

¢
Comprehensive income 5 &,‘1’ n
=" Some gains & losses are excluded from income
® Most such gains & losses are_not inable, but if the analyst considers they are,
they should be included in sustainable income
—

Changes inthe firm's life cycle
* Sustainable income is not sustainable forever
= All growth ty to beg firms
= All maturefirms eventually go into decline

® Managers willoften modify the reported incomenumber in their announcements

= E.g.some will claim certain losses are not continuingwhen they are
» Be alertto these claims- see how whelharthey proved true in the past

%

Why do firms invest in securities?

®  Nermal partof the business
Banks

= Mutal funds

= Pension funds

*  Insurance companies

= Hedging exposires (s g. forengn curency)

® Temperarylnvestments
®  Excess cash at certain times. of the yaar dus to seasoraity
*  Future expansion of the business

" Strategic reasons
*  Influsnce andther company
*  Control another company

® Retentionof free cash flow
= Rakaversion
= Empire buikding

Which investments are covered in exam?

® You should understand the nature of accounting for minority
investments with significant influence and for majority active
investments with control

You will only have to be able to do the actual accounting for non-
strategic equity investments
* i.e., investmentsin less than 20% of afirm’s equity

® These investments appear in either current assels or investments in
the balance sheet

Investments in securities
Nature of a security

ecqn bQ ;/L 5"’7#‘:4417‘{

" A security is a negotiable instrument representing financial value

"  Broadly categorized into:
—————
* Debtsecurities(e.g., notes, bondss debentures)

Equity (eg. nares & p h )

= Derivative contracts(e.g., forwards futures, optionsand swaps)

+ Aforward contract is an agreement between two parties 1o buy of sell an assel at a certain future
tima for a certain price agreed today

+ Afutures contract is a standardizad forward contract that is traded on an exchange( examples of
a3sets traded on exchanges are agricultural products, o, gas, slectricity and U.5. & forsign
currancias)

+ An option is the right to buy (call option) or 3ell (put option) an asset at a specified exercise of strke
friom 90 of baforn & épocfod exarcios'cite. W & 0 vt of i ivpleon il opiloniin
Lecture 1

An interest rate swap is a contract to swap payments on a fixed rats loan for payments on a variable
rate koan of vice-versa. Thers are also Cumency swaps.

Only did  opphey stk -
Ofﬁioﬂj

Classification of investments in securities

L] ingrity, passive investments
* Investmentin another company's sharesis passive if investmentis < 20% of that compary's.
shares
. debt isalsop
* These inthe ineither

* current assets as marketable securties or
= Investments
Accarding to whan tha management intends lo convert tham into cash

" Minority, active invesiments in shares (significantinfluence)
* Investmentsin between20% & 50% of another company'sshares
= Appearunder *Investments’in balance sheet

® Majority, active investments in shares (control)
* Investmentsin morethan 50% of anothercompany'sshares
* Consolidatedinto the controlling ("parent” company’s financial reports
* Effectivelythe subsidiary’stransactions are melded in with the parent’s transactions

Different classes of passive debt &
equity investments 2 20)%

® Classifications based on intent

* Tradingsecurities (debt & equity)
= Management intends to actively buy & sell for trading profits

= Available e securitiesAFS (debt & equity)

= Management intends to hold for capital gains & dividend revenue, but may
sell if the price is right

* Helddo-matusity (debt only)

= Management intends to hold to maturity

B Accounting is different for each classification

10



Different classes of passive debt & @
equity investments

® Classifications based on intent

= Trading securities (debt & equity)
= Management intends to actively buy & sell for trading profits
= Available for sale securities AFS (debt & equity)
= Management intends to hold for capital gains & dividend revenue, but may
sell if the price is right

® Held-to-maturity (debt only)
+ Management intends lo hold to maturity

B Accounting is different for each classification

Held to maturity (debt only)

B Acquired with ability & intent to hold to maturity

B Investment carried at historical cost on the
balance sheet e

® |nterest income reported on income statement &
operating section of cash flow statement

A 5@[”

What Is “Other Equity”?

® Includes items in Other Comprehensive income
syl ekl Lo L L)

® One of which is MV changes in available-for-sale
securities

by

Trading securities (debt & equity) =

B Acquired for short-term profit potential

® Investment mwet on balance sheet
& value changes reported on income statement

B Purchases & sales reported in operating section
of cash flow statement

Available-for-sale (debt & equity) Iz

B Securities not classified as trading or held to maturity

® Investment marked-to-market on balance sheet & value changes
reported in "ggaquity’ account in stockholders’ equity

Purchases & sales reported in investing section of cash flow
statement —

—_—

Acquisition & sale of
passive marketable security investments

® Recorded at cost (fair market value) at acquisition

® |nvestment's value in the B/S is marked to market at end of
each period

Whether the gain or loss on sale goes to

= the income statement
or
= accumulated other comprehensive income (OCl)

depends on whether the investment is classified as a trading
security or an available for sale security

® Management has to classify the security at purchase

11



Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt. Sec. Mkl. Sec. (Adjust) = Def.Taxes Other Equity

RE
Trading

Avail. For
Sale

Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkl Sec. Mkt. Sec. (Adjust) = Del.Taxes Other Equity

RE
Trading  -12,500 +12,500

Avail. For Same as above
Sale

Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt Sec Mkt Sec (Adust) « DefTams  Other Equty
Trading 12,500 +12,500

Avail. For Same as above
Sale

On Nov. 30, 2002 ACE receives $625 in MITCO dividends ($1.25 per share)

Cash Mkt Sec. MKt Sec. (Adrsy) * DefTams  Other Equty
Trading 4625
Investment Income on US

Avail For it

Sale Same as above

RE

MITSloan

Securities example

On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt. Sec. Mki. Sec. (Adjust) = Del.Taxes Other Equity
RE
Trading -12.500 +12,500

Avail. For
Sale

Securities example

©On Jan. 1, 2002 ACE acquires 500 shares of MITCO for $25 each

Cash Mkt Sec. Mkt Sec. (Adjust) = Def.Taxes Other Eguity RE
Trading  -12,500 +12,500

Avail. For Same as above

Sale

On Nov. 30, 2002 ACE receives $625 in MITCO dividends ($1.25 per share)

Cash Mkt Sec. Mkt Sec. (Adjust) = Def.Taxes Other Equity RE
Trading +625 e b +625
Incomeon IS
Avail For
Sale
T
g MITSloan
Securities example
On Dec. 31, 2002 MITCOis tradingat $30 per share and ACE has a 30% taxrate
Cash M. Sec. Mkt Sec. (Adust) = DefTaxes  Other Equty RE
Trading
+2,500 +2,500
($30-525)"500 /
Investment Income on /S
4750 > 750
2,500 x 30% Income Tax Expense on I/S
Avall For
A +2,500 +750 +1,750

S /

12
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Securities example

On Dec. 31, 2003 MITCOis trading at $27 per share and ACEhas a 30% tax rate

Cash Mkt Sec. Mkt Sec. (Adjust) = DefTaxes OtherEquity RE

Trading 4,500
1,500 ($27-530) X 500 share inves‘V.
Income on /S

450 +45
/

-1,500 X 30% Income tax benefit on I/S

0

Avail. For -1,500 450 1050
Sale

No IS Effect

Securities example

On Feb. 14, 2004 ACE sells its investment in MITCO, then trading at $36 per share

Cash Mkt Sec. Mkt Sec. (Adjust) = Del Taxes OtherEquity RE
Trading
Beg Bal 12,500 1,000 300
+18,000 -12,500 -1,000 +4,500
1,650 -300 -1,350
x
Pay full tax on gain
(18,000-12,500))X30%
Recognizetax on gain in currentyear's /S
4500 30%
Avail. &
ForSale
BegBal 12,500 1,000 300 700
+18,000 -12.500 =1.000 =300 ;700 +5.500
$36 x 500 shares Remove existingaccounts (836-525)x 500 shares
Investmentincome on /S

-

[T
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Securities: Income patterns

Available for Sale

Trading

5,500
4,500

-1,500 02 03 04

E.Y
=
(I

loar
manigiwent

Securities example

On Feb. 14, 2004 ACE sells its investment in MITCO, then trading at $36 per share
RE

Cash Mid. Sec. Mit Sec. (Adpnl) = DelTams Other Equity

Trading

BegBalance 12,500 300

+18.000 -12,500 -1,000 +4,500

"\/’

Remove existingaccounts

§36x 500 shares ($36-327)x 500 shares
Investmentincome on /S

Avail.

For Sale

Beg Balance

Securities example

On Feb. 14, 2004 ACE sells its investmentin MITCO, then trading at $36 per share
RE

Mkt Sec. Mkt Sec. (Adjust) =Del.Taxes Other Equity

Cash
Trading
Beg Bal 12,500 1,000 300
+18,000 -12,500 -1,000 +4,500
1,650 300 1,350
Avail.
ForSale
Beg Bal 12,500 1,000 300 700
+18,000 12,500 -1,000 -300 -700 +5,500
-1,650 -1,650

Pay tax on ull gain Recognizetax on gain in current year's IS
5,500 x 30%

(18,000-12,500) x 30%

Reclassifications of Securities

® Trading to Available-for-sale
® Gains or losses of the period recognized on reclassification date
® Subsequent market value changes reported in “Other Equity”

" Available-for-sale to Trading
® Cumulative gains or losses, including those of current period,
recognized on reclassification date
* Subsequent market value changes reported in the income

statement

13



Good Luck
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