CHAPTER 2

FINANCIAL STATEMENTS, TAXES, AND CASH FLOW
LEARNING OBJECTIVES
LO1  The difference between accounting value (or “book” value) and market value.

LO2
The difference between accounting income and cash flow.

LO3
How to determine a firm’s cash flow from its financial statements.

LO4
The difference between average and marginal tax rates.

LO5  The basics of Capital Cost Allowance (CCA) and Undepreciated Capital Cost (UCC).
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· Summary


The balance sheet is a snapshot of the firm’s assets and liabilities at a point in time.

Balance sheet identity:  Assets = Liabilities + Shareholder’s Equity



A. Assets: The Left-Hand Side


These are either current or fixed. 


B. Liabilities and Owners’ Equity: The Right-Hand Side


Liabilities are classified as either current or long-term.  



Shareholders’ equity is the difference between total assets and total liabilities.



The left-hand side must be equal to the right-hand side according to the identity:





Assets = Liabilities + Shareholders’ equity 

C. Net Working Capital


This is defined as the difference between current assets and current liabilities.

D. Liquidity



The order of assets on the balance sheet reflects their liquidity. Liability order reflects time to maturity.



Liquidity as a continuum reflects an ability to convert an asset to cash with little or no loss of value.



Liquidity has an opportunity cost - the more liquid an asset is, the less profitable it usually is.




Perspectives



It may help students to better understand the ease of conversion to cash versus loss of value dimensions of liquidity by giving examples of inventories with varying degrees of liquidity. For example, groceries on a supermarket's shelves are typically more liquid than the cars on the lot of an automobile dealer, which are in turn more liquid than houses under construction by a builder.




For the supermarket, auto dealer, and builder to receive their goods' "usual" market value, groceries may stay in inventory a day or two, new cars a few to several weeks, and new houses a few to several months. When asked how each business might 


reduce this "usual" time on the market, students begin to see the point.



E. Debt vs Equity


Precedence of debt over equity to firm's cash flows.



Gains or losses of the business may be magnified for stockholders by financial leverage.



Perspectives



Although much will be said about debt versus equity later, Chapter 2 discusses the precedence of claims to cash flows that distinguish debt and equity claims and how this is reflected in the order of liabilities on accounting statements.




The concept of financial leverage, the magnifying of gains or losses through the use of debt, is also mentioned, although details are left for later.




F. Market Value vs Book Value

· The balance sheet shows the book value of assets, liabilities, and equity.

· Market value is actual price for buying or selling.

· Why are market value and book value often different?

· Which is more important for decision making?




Irrelevance of book (historical cost) value and importance of market (exchange) value for decision making.



Some assets and liabilities do not appear on the balance sheet, e.g., talented managers and products that bring lawsuits.



Perspectives



It is asserted in Chapter 2 that accounting, or historical, costs are not especially important to financial managers while market values are. Some students may have difficulty recognizing that the passage of time and changing circumstances will almost always mean the price an asset would fetch if sold today is quite different from the book, or historical, value. Sometimes an example or two of familiar instances is enough to make the point. For instance, the market values versus historical costs less depreciation of used cars (both ordinary and collectable) and houses (in, say, Toronto versus Newfoundland) may help.




It may be some students, while acknowledging the difference between historical cost and market value, ask why market value is considered the more important of the two. The simplest answer is market value represents the cash prices people are willing and able to pay. After all, it is cash that must ultimately be paid or received for investments, interest, principal, dividends, and so forth.
2.2 THE STATEMENT of COMPREHENSIVE INCOME

A. IFRS and the Statement of Comprehensive Income

Income statement is like a video of operations over a period of time.

Accounting's "realization" principle for revenue, the "matching" principle for costs, and their incongruence with cash flows.



B. Non-cash Items


For many firms the most important non-cash item is depreciation.



Perspectives



Students frequently confuse dollar-denominated amounts with cash. This confusion is particularly evident when discussing retained earnings and non-cash items, such as depreciation. They need to be reminded not every dollar-denominated amount is a pile of money or a cheque written.



C. Reporting with the securities commission
Publicly traded companies must file reports with a securities commission.

Information for Canadian companies is on the SEDAR site.
2.3 CASH FLOW


· Cash flow is the most important information obtained from financial statements.

· How is cash generated, and how is it paid to finance the purchase of assets?

A. Cash Flow From Assets



Based upon the balance sheet identity




Assets = Liabilities + Equity



The equivalent cash flow is



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






= CF(A)





CF(A) = Operating Cash Flow – Net Capital Spending –






Additions to Net Working Capital



Operating cash flow is:




  Earnings before interest and taxes (EBIT) –




  Depreciation –




  Current Taxes



(Net) Capital Spending is:




  Ending fixed assets –




  Beginning fixed assets +



  Depreciation



Additions to Net Working Capital (NWC) is:




Ending NWC – Beginning NWC



Negative Cash Flow From Assets is not unusual for growing firms.


B. Cash Flow to Creditors and Stockholders


Cash Flow to Creditors is:




  Interest paid +



  Principal paid –




  New borrowing



Cash Flow to Stockholders (equity) is:




  Dividends paid +



  Stock repurchased –




  New stock issued



Perspectives



The introduction to cash flows proposes the cash flow identity.



Cash flow from assets = Cash flow to bondholders + Cash flow to stockholders



The immediate tie-in is with the accounting identity assets = liabilities + equity. The purpose here is to have students understand changes in the left- and right-hand side of the balance sheet as cash flows into and out of the firm.



The cash flow identity calls attention to cash flows between the firm (as assets) and the providers of capital (creditors and stockholders), reflecting the authors' emphasis on financial decisions and their consequences. Moreover, the cash flows to and from the providers of capital have implications for the growth of the firm, as seen in later chapters.


 A tabular summary of cash flow identities is given.


Financial statement numbers given for the worked example in the next slide.



C. Operating Cash Flow and Net Capital Spending


D. Change in NWC and Cash Flow from Assets
2.4 TAXES



A. Individual Tax Rates


Canadian Federal Tax on personal income, income from unincorporated businesses and interest income are all taxed at the same rate. The rate which applies to a given person depends on total income.



Provincial Taxes are calculated as a percentage of a person's federal tax expense. For example, in New Brunswick, a person is required to pay 62.0% of federal tax expense to the Provincial Government.



Progressive taxes - a tax system that charges a higher tax rate to those that have higher incomes. Canadian taxes on personal income are obviously progressive.


B. Average versus Marginal Tax Rates
The average tax rate is taxes payable as a percentage of taxable income.  The marginal tax rate is the tax payable on the next dollar of income.



C. Taxes on Investment Income


Dividend tax credit - tax incentive which reduces the effective tax rate on dividend income.



Capital gains - an increase in the value of an investment over its purchase price.



Realized capital gains - the capital gains increase when converted to cash.



In effect, only realized capital gains are taxed. There is no tax charged on capital gains which have not been converted to cash.



The tax paid on capital gains is equal to the individual's marginal tax rate multiplied by 50% of the value of the capital gain.



Example: Suppose an investment broker from Cornerbrook, Newfoundland had only one source of income last year, a $75,750 capital gain on Buster Brewery Stock. What would she pay in taxes?



Taxable Portion of Capital Gain = (.50)($75,750)




= $37,875



Federal Tax: 15% or $5,681.25 on $37,875 earned



Provincial Tax = (.0505)($37,774) +(.0915 x (37,875-37,774)



= $1,916.83


Total tax bill = $5,681.25+ $1,916.83




= $7,598.08


Average tax rate = $7,598.08/$75,750




= 10.03%


C. Corporate Taxes


Much like personal tax, both the Federal and provincial governments levy taxes on corporations. However, they are collected differently, both the provincial and Federal level directly tax the income of the corporation.


D. Taxable Income


There is a tax advantage to firms which offer interest instead of dividends on common stock as interest is tax deductible. However, these tables are turned when the firm earns interest and dividends - there is a tax advantage to dividends.


E. Capital Gains and Carry-forward and Carry-back


When an asset is sold at a price that exceeds its capital cost, a capital gain is generated.  Currently, 50% of capital gains are taxable.  Net capital losses occur when capital losses exceed capital gains.  Net capital losses can be carried back for up to three years or carried forward for up to seven years to reduce prior or future capital gains.


A similar carry-forward, carry-back provision exists for operating losses.

Income trusts grew dramatically starting in 2001 due to preferential tax treatment. However, in October, 2006 the federal government decided to tax income trusts as corporations.  As a result of the change, there is no incentive for a company to convert all or part of its operations to a trust.
2.5 CAPITAL COST ALLOWANCE (CCA)




CCA is the depreciation accepted for tax purposes by Revenue Canada. It has a very meticulous and precise calculation method. Note that the CCA has no connection with a company's balance sheet or income statement depreciation. The CCA is only used to calculate a company’s taxable income.



Half-year rule - a rule imposed by Revenue Canada which requires that CCA be calculated on only one-half of the installed value of the asset in the first year.


A. Asset Purchases and Sales


Adjusted cost of disposal - When an asset is sold, the Undepreciated Capital Cost of the asset class is lowered by the realized price of the asset or its original price, whichever is lower.



Net acquisitions rule - the total installed cost of capital acquisitions less the adjusted cost of any disposals in a given asset pool.

When an Asset Pool is Terminated, there are two possible outcomes due to depreciation taken during the life of the pool:


Terminal loss - positive UCC remains after pool is closed. This loss is deductible from the year’s income.



Recaptured depreciation - when a negative UCC remains after the pool is closed.  A firm must make up this difference to the Canada Revenue Agency and it is treated as fully taxable income.


Class

Rate

Assets

1

4%

Buildings

8

20

Furniture, office equipment

10

30

Vehicles and equipment

13

Straight-line
Leasehold improvements

22

50

Pollution control equipment

43

30

Manufacturing equipment


ABC Corporation purchased $100,000 worth of photocopiers, CCA rate of 20%.


CCA Example:


Year
Beginning UCC
CCA
Ending UCC

2004
$50,000
$10,000
$40,000


2005
$90,000
$18,000
$72,000


· Assets are pooled by asset class.

· When asset is sold, the asset class pool is reduced by the lesser of realized value or original cost.


· Closing an asset class can result in a terminal loss or recaptured CCA.

· Terminal loss = UCC – Adjusted Cost:  when UCC is greater than adjusted cost.

· Recaptured CCA = Adjusted Cost - UCC: when UCC is less than adjusted cost.


Kook Drinks Corporation purchases $300,00 of machinery in 2007, with CCA rate of 30%, and sells in 2009 for $150,000.  What if it was sold for only $120,000?


CCA Example:


Year
Beginning UCC
CCA
Ending UCC

2007
$150,000
$45,000
$105,000


2008
$255,000
$76,500
$178,500


2009
$178,500
$53,550
$124,950

· No capital gain because machinery was sold for less than its original $300,000 cost.

· At $150,000, there is a CCA recapture of $25,050.

· At $120,000 there is a terminal loss of $4,950.
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