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The Balance Sheet & Income Statement
Corporate Tax Rates (and the new law)
Cash Flow from Assets
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HNANCEBITEMENTS

Reports that provide |1 nfoc

Balance Sheet
Income Statement
Statement of Cash Flows (a later chapter)

FINANCIAL STATEMENTS



VHEREHNIHNANCEITEMENTS

Financial Statements for public companies are includec
1K fi1r 1l i1 ng, avall able on t

HARLEY-DAVIDSON

FINANCIAL STATEMENTS


http://investor.harley-davidson.com/financials/sec-filings
https://www.sec.gov/edgar/searchedgar/companysearch.html
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THEALANSEET

Summarizes whavanisassets), whav\wdgts
liabilities) andifferentcee t ween t he t wo

THE BALANCE SHEET



U.S. CORPORATION
2014 and 2015 Balance Sheets
($ in millions)

Assets Liabilities and Owners’ Equity
2014 2015 2014 2015
Current assets Current liabilities
Cash $ 104 $ 160 Accounts payable $ 232 $ 266
Accounts receivable 455 688 Notes payable 196 123
Inventory 553 555 Total $ 428 § 389
Total $1,112 $1,408
Fixed assets
Net plant and Long-term debt $ 408 $ 454
equipment $1,644 $1,709
Owners’ equity
Common stock and
paid-in surplus 600 640
Retained earnings 1,320 1,629
Total $1,920 $2,269
Total liabilities and
Total assets $2,756 $3,112 owners' equity $2,756 $3,112

THE BALANCES&SHEET



THEALANSEHDENTITY

The balance sheet musitsaistetbéeer rdentity

Assets = Liabllities + Shareholders' Equity

THE BALANCESHEET



SHAREHOOOHEREY

Let 0s rearrange the Bal ance
Sharehol der s 0oLEBlglitest v = AS S €

What this tells us is that shareholders are entitled to what rem:
after debt holders are paid.

Thu S h ar eedicvd/ vhéwa shavehadgreiaretthe |
reS/dua/ claimants.

THE BALANCEIRHEET



U.S. CORPORATION
2014 and 2015 Balance Sheets
($ in millions)
Assets Liabilities and Owners’ Equity
2014 2015 2014 2015
Current assets Current liabilities
Cash $ 104 $ 160 Accounts payable $ 232 $ 266 |
Accounts receivable 455 688 Notes payable 196 123
Inventory 553 555 Total $ 428 $ 389
Total $1,112 $1,403
Fixed assets
Net plant and Long-term debt $ 408 $ 454
equipment $1,644 $1,709
Owners' equity
Common stock and
paid-in surplus 600 640
Retained earnings 1,320 1,629
Total $1,920 $2,269
Total liabilities and
Total assets $2,756 $3,112 owners' equity $2,756 $3,112

If this firm ceases to exist, the $3,112 in total assets will be sold off to pay the |
difference $3,843 = $2,269 would be split among the shareholders.

THE BALANCEXNHEET



NEVORKIKEPITAL

Net Working Gapina/difference between current assets ¢
current liabilities.

NWC = Current Assetsrent Liabilities

For healthy firms, this Is usually positivigindEseisg that
In the short term can pay accounts due within the short

THE BALANCEISHEET



LLQUIDITY

The abllity to convert an asset to cash quickly without a
loss In value.

Current assetgjamdecause they can be easily sold.

THE BALANCEISHEET



ISLOUIDIGYOP

Liquid firms are less likely to experience distress, but ge
profitable.

THE BALANCEIBHEET



REAMVDORILIEBXAMPLE

UsingHabDdeyy vi dsonos bal ance snh
following for 2017

Verify the balance sheet identity.
Calculate the@ar&ing capifaiat does this mean?
Find the residual value of the firm. What does this n

THE BALANCEISHEET



HARLEY-DAVIDSON, INC.
CONSOLIDATED BALANCE SHEETS
December 31, 2017 and 2016
(In thousands, except share amounts)

ASSETS
Current assets:
Cash and cash equivalents
Markectable sccunties
Accounts receivable, net
Finance receivables, net
Inventones
Restricted cash
Other current assets
Total curment assets
Finance receivables, net
Property, plant and equipment, net
Prepaid pension costs
Goodwaill
Deferred income taxes

Other long-term assets

LIABILITIES AND SHAREHOLDERS® EQUITY
Current liabilities:

Accounts payvable
Accrued liabilities
Shont-term debt
Current portion of long-term debt, net
Total current liabilities
Long-term debt, net
Pension liability
Postretirement healtheare liability
Other long-term liabilities
Commitments and contingencies (Mote 14)
Sharcholders’ equity:
Prefemed stock, none issued
Common stock, 181,286,547 and 180,595,054 sharcs issued, respectively
Additional paid-in-capital
Retained camings
Accumulated other comprehensive loss
Treasury stock (13,195,731 and 4,647,345 shares, respectively), at cost
Total sharcholders” equity

T 2016
687521 % 759 984
— 5,519
329,986 285,106
2,105,662 2.076,261
538,202 499917
475148 52574
175,853 174,491
3884742 3,853,852
4859424 4,759,197
Q67,781 981,593
19,816 -
55947 53,301
109,073 167,729
75 889 74478
9972672 § 9,590,240
227597 5 235318
520,822 486 652
1273482 1,055,708
1,127,269 1,084,884
3158170 2.862.562
4,587,258 4,666,975
54 606 54,442
118753 173,267
200 608 182 836
1,813 1,806
1422808 1,381,862
1,607,570 1,337,673
(500,049) (565,381)
(68T 865) (235,802)
1,844277 1,920,158
9072672 5 0. 800,240

THE BALANCEISHEET



MARKEALUES BOKALUE

| t 0s | mportant t oboksmaloes. t hat f I ne

Book vativgnat the firm originally paid for its assets (less depreciation
original face value of its debit.

Market vaftihe price at which assets, liabilities, or equity can be boug

Thenarket valaesmore important to the decision makin? process of mat
because those values are more reflective of the cash flows that would c

THE BALANCEISHEET



A NTEBOBDUIMNELUE

Because equity on the balandmshaleir ©tlequity:

Shareholders' EquiXalue of the Firm

THE BALANCEISHEET



TOSYMMARIZE

The Balance Sheet provides a snapshot of the firm, sur
the firm owns and owes. Equity Is what Is left after subtr
liabilities from assets.

THE BALANCEISHEET
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THENCOIBRARTEMENT

Measures the performance over a period of time, recorc
revenues and expenses of the firm.

THE INCOME STANEMENT



U.S. CORPORATION
2015 Income Statement
($ in millions)

Net sales

Cost of goods sold

Depreciation

Earnings before interest and taxes
Interest paid

Taxable income

Taxes (34%)

Net income

Dividends
Addition to retained earnings

$103
309

$1,509
750

65

$ 694
70

$ 624

$ 412

THE INCOME STATEMENT



THENCOISRATEMENTATION

Net Income = Revendgpenses

THE INCOME STAIEMENT



A BVEAT

Net iIncommisash flow, because it incAsiesxp@mses
such as depreciation and amortization. These are expe

company |1 snod6t opaying out

THE INCOME STAYEMENT



HARLEY-DAVIDSON, INC,
CONSOLIDATED STATEMENTS OF INCOME
Years ended December 31,2017,2016 and 2015
(In thousands, except per share amounts)

2017 2016 2015

Revenue:

Motorcycles and Related Products 4,915,027 5,271,376 5,308,744

Financial Services 732,197 725,082 686,658

Total revenue 5,647,224 5,996,458 5,995,402

Costs and expenses:

Motorcycles and Related Products cost of goods sold 3,261,683 3,419,710 3,356,284

Financial Services interest expense 180,193 173,756 161,983

Financial Services provision for credit losses 132,444 136,617 101,345

Selling, administrative and engineering expense 1,181,641 1,217,439 1,220,095

Total costs and expenses 4,755,961 4,947,522 4,839,707

Operating income 891,263 1,048,936 1,155,695
Investment income 3,580 4,645 6,585
Interest expense 31,004 29,670 12,117
Income before provision for income taxes 863,839 1,023 911 1,150,163
Provision for income taxes 342,080 331,747 397,956
Net income 521,759 692,164 752,207
Earnings per common share:

Basic 3.03 3.85 3.71

Diluted 3.02 3.83 3.69
Cash dividends per common share 1.46 1.40 1.24

THE INCOME STAEMENT



TOSYMMARIZE

The income statement equation iIs straightforward, but 1
norash expenses. Net income Is not to be confused fol
made In a time period.

THE INCOME STAAEMENT






THEAXDODE

Complex and frequently changing. We take a simplified

TAXES8



MARGINA AYAERABHRATES

Thenarginal raféde % paid on the next dollar earned.

Thaverage rstéhe total tax bill divided by the taxable inc

TAXER9



A TAX FOUNDATION

Table 1. Tax Brackets and Rates, 2018

For Unmarried For Married Individuals Filing For Heads of

Rate Individuals, Taxable Joint Returns, Taxable Income Households, Taxable
Income Over Over Income Over

18% | 58 $e Se

12% | $9,525 519,858 513,600

22% | 538,768 577,408 $51, 800

24% | $82,588 5165, 888 $82, 508

32% | 5157,588 $315, 886 $157, 568

35% | 5200,008 5406, 6686 $268, 660

37% | S$5e8,008 $6808, 008 $588, 600

TAXESO0



VARG INIBVERABHATEXAMPLE

Using the table of marginal rates on the previous slide:

Calculate the tax bill for married individuals filing joi
with a taxable income of $174,000 in 2018.

Find the average tax rate for this married couple.

TAXES1



VARG INIBVERABHATEXAMPLE

Tax Bill = 0.10(
0.12(
0.22(
0.24(

L £ L P

19, 050)+

77,400 — $19, 050)+
165,000 — $77,400)+

174,000 — $165,000)

= $30, 339

TAXES2



VARG INIBVERABHATEXAMPLE

Average Tax Rate —

Tax Bill

Taxable Income

$30, 339

~ $174, 000

= 17.44%

TAXES3



(ODRPORIAKES

The corporate tax bill was similarly calculated, but the n
created a 21% flat rate.

THE WALL STREET JOURNAL.

Trump Signs Sweeping Tax Overhaul
Into Law

TAXES4


https://www.wsj.com/articles/trump-signs-sweeping-tax-overhaul-into-law-1513959753

(ODRPORIAKES

The US had the highest tax rate among developed natit

generally paiucth Iéisan the highest U.S. federal corporate
Income tax rate of 35%.

Look up what firtmsreay

TAXESS


https://www.npr.org/2017/08/07/541797699/fact-check-does-the-u-s-have-the-highest-corporate-tax-rate-in-the-world
https://www.marketwatch.com/graphics/2017/sp-500-company-tax-rates/#/company/AAPL

[EBANOAXES

A benefit of a firm using dehpiaflseu/aateat interest
expens@igayresulting in a lower tax bill and more cash
available to the firm and to shareholders.

TAXES36



HREIAM EBEXAMPLE

You are a shareholder of a corporation entitled to a dividend that is 209
You pay a 15% tax on the dividend. The firm has to pay $150 in interes
tax rate is 21%.

Pre-tax Interest After-tax Interest

Revenue 1,000 1,000
COGS (600) (600)
Depreciation (80) (80)
EBIT 320 320
Interest (150) --
Taxable Income 170 320
Taxes (21%) (35.7) (67.2)
252.8

Interest -- (150.0)
Net Income 134.3 102.8
Dividends (20% of N.I.) 26.9 20.6
Tax on Dividends (15%) (4.0) (3.1)
Cash to you 22.8 17.5

TAXES37



TOSYMMARIZE

Corporate taxes are complicated and can change (now
21% applies). The marginal tax rate Is the percentage [
dollar. In general, debt is favorably treated by tax law.

TAXES3S8






(ASH OW

The difference between the number of dollars coming ir
number of dollars goingeastn#/adehe firm.

This Is distinct freratemweent of caswifialvsve cover later.

Cash flow Is perhaps a better metric for financial manag
Investors than net income.

CASH FL@W/



(ASH OWROMESETS

Total cash flow to creditors and stock holders.

CFFA = Operating Cash Flow
— Net Capital Spending
— Ain NWC

CASH FL@W



(ASH OWROMESETS

whereée
Operating Cash Flow = Earnings Be fore Interest & Tazes

+ Depreciation
— Taxes

Net Capital Spending = Ending Net Fixed Assets
— Beginning Net Fixed Assets

+ Depreciation

A in NWC = Ending Net Working Capital
— Beginning Net Working Capital

CASH FL@®/



EXAMPHRIOHEPERATINGH OW

U.S. CORPORATION
2015 Income Statement
($ in millions)

Net sales

Cost of goods sold

Depreciation

Earnings before interest and taxes
Interest paid

Taxable income

Taxes (34%)

Net income
Dividends $103
Addition to retained earnings 309

OCF = $694 +&8B = $547

$1,509
750
65
$ 694
70
$ 624
212
$ 412

CASH FL@W/



EXAMPHRIOHBEXAPITAPENDING

[ U.S. CORPORATION
2014 and 2015 Balance Sheets
($ in millions)
Assets Liabilities and Owners’ Equity

2014 2015 2014 2015 |
Current assets Current liabilities i

Cash $ 104 $ 160 Accounts payable $ 232 $ 266
Accounts receivable 455 688 Notes payable 196 123

Inventory 553 555 Total $ 428 $ 389

Total $1,112 $1,403
Fixed assets
Net plant and Long-term debt $ 408 $ 454 ‘
equipment $1,644 $1,709
Owners’ equity

Common stock and ‘
paid-in surplus 600 640 |

Retained earnings 1,320 1,629
Total $1,920 $2,269

Total liabilities and
Total assets $2,756 $3,112 owners' equity $2,756 $3,112

NCS = $1;80%644 + $65 = $130

CASH FL@W



EXAMPHRIOHEDINNWC

U.S. CORPORATION

2014 and 2015 Balance Sheets
($ in millions)

N IiNNWC=($1,438DP}$1,1113428)=$330

Assets Liabilities and Owners’ Equity
2014 2015 2014 2015
Current assets Current liabilities ‘
Cash $ 104 $ 160 Accounts payable $ 232 $ 266
Accounts receivable 455 688 Notes payable 196 123
Inventory 553 555 Total $ 428 $ 389
Total $1,112 $1,403 ‘
Fixed assets
Net plant and Long-term debt $ 408 $ 454 |
equipment $1,644 $1,709
Owners’ equity
Common stock and
paid-in surplus 600 640 |
Retained earnings 1,320 1,629
Total $1,920 $2,269
Total liabilities and
Total assets $2,756 $3,112 owners' equity $2,756 $3,112

CASH FL@%/



EXAMPLETERMINE FFA

CFF A = Operating Cash Flow
— Net Capital Spending
— Ain NWC

CFFA= $SBI306330 $87

CASH FLAW/



ANOTHERFAPRESSION

Cash Flow from Assets (CFFA) = Cash Flow to Creditors +
Cash Flow to Stock Holders

CASH FLAW



(ASH OWROMESETS

Ande

Cash Flow to Creditors = Interest Paid
— Net New Borrowing

Cash Flow to Shareholders = Dividends Paid
— Net New Equity Issued

Net New Borrowing = New Long Term Debt
— Old Long T'erm Debt

Net Equity Issued = New Common Equity
— Old Common Equaity

CASH FL@W/



EXAMPHROHE FFA

A firm paid $705 in interest and $1,080 in dividends in 2
2016 to 2017, long term debt increased from $3,900 to
equity issued fell from $5,800 to $4,870.

CFFA = $7(18!,88(53,900) + $15080870$5,800) =
$1.725

CASH FL@Y/



TOSYMMARIZE

Cash Flow is important: we need to know how much firr
casyrand where it Is going.

I. The cash flow identity

Cash flow from assets = Cash flow to creditors (bondholders)
+ Cash flow to stockholders (owners)

Il. Cash flow from assets

Cash flow from assets = Operating cash flow
— Net capital spending
— Change in net working capital (NWC)
where:
Operating cash flow = Earnings before interest and taxes (EBIT)
+ Depreciation — Taxes
Net capital spending = Ending net fixed assets — Beginning net fixed assets
+ Depreciation
Change in NWC = Ending NWC — Beginning NWC
lll. Cash flow to creditors (bondholders)
Cash flow to creditors = Interest paid — Net new borrowing
IV. Cash flow to stockholders (owners)

Cash flow to stockholders = Dividends paid — Net new equity raised

CASH FLGW/






TAKEAWAYS

Market value matters more than book value when making de

Net income includasmerpenses, making cash flow a better |
for understanding value to shareholders.

The marginal tax rate Is the tax you pay on the next dollar.
ne average tax rate Is the total tax bill divided by taxable In
ne pi@x nature of interest is a benefit of debt.

Cash Flow from Assets is the cash flow to stock holders anc
and can be calculated using income statement and balance

TAKEAWAYS







