
FINANCIALSTATEMENTS, TAXES, AND

CASHFLOW Chapter 2



OUTLINE

1. The Balance Sheet & Income Statement
2. Corporate Tax Rates (and the new law)
3. Cash Flow from Assets
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FINANCIALSTATEMENTS
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FINANCIALSTATEMENTS

Reports that provide information on the firmõs conditions and activities.

1. Balance Sheet
2. Income Statement
3. Statement of Cash Flows (a later chapter)
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WHERETOFINDFINANCIALSTATEMENTS

Financial Statements for public companies are included in the annual 

10-K filing, available on the companyõs or SECõs website.
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http://investor.harley-davidson.com/financials/sec-filings
https://www.sec.gov/edgar/searchedgar/companysearch.html


THEBALANCESHEET
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THEBALANCESHEET

Summarizes what a firm owns(its assets), what a firm owes(its 

liabilities) and the differencebetween the two (the firmõs equity).
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THEBALANCESHEETIDENTITY

The balance sheet must satisfy the balance sheet identity :

Assets = Liabilities + Shareholders' Equity
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SHAREHOLDERSõ EQUITY

Letõs rearrange the Balance sheet identity:

Shareholdersõ Equity = Assets ðLiabilities

What this tells us is that shareholders are entitled to what remains of the firm 
after debt holders are paid.

Thus, shareholdersõ equity is the residual value, and shareholders are the 
residual claimants.
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If this firm ceases to exist, the $3,112 in total assets will be sold off to pay the liabilities of $843. The 

difference $3,112 ð843 = $2,269 would be split among the shareholders.



NETWORKINGCAPITAL

Net Working Capital  is the difference between current assets and 

current liabilities.

NWC = Current Assets -Current Liabilities

For healthy firms, this is usually positive, indicating that liquidassets 

in the short term can pay accounts due within the short term.
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LIQUIDITY

The ability to convert an asset to cash quickly without a significant 

loss in value.

Current assets are liquidbecause they can be easily sold.
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ISLIQUIDITYGOOD?

Liquid firms are less likely to experience distress, but generally less 

profitable.
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REAL-WORLDEXAMPLE

Using Harley-Davidsonõs balance sheet on the next slide, do the 

following for 2017:

1. Verify the balance sheet identity.

2. Calculate the net working capital. What does this mean?

3. Find the residual value of the firm. What does this mean?
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MARKETVALUEVS. BOOKVALUE

Itõs important to know that financial statements present bookvalues. 

ÅBook value--what the firm originally paid for its assets (less depreciation), or the 
original face value of its debt.

ÅMarket value--the price at which assets, liabilities, or equity can be bought or sold.

The market values  are more important to the decision making process of managers 
because those values are more reflective of the cash flows that would occur today.

THE BALANCE SHEET17



A NOTEABOUTEQUITYVALUE

Because equity on the balance sheet is the bookvalue of equity:

Shareholders' Equity Value of the Firm
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TOSUMMARIZE

The Balance Sheet provides a snapshot of the firm, summarizing what 

the firm owns and owes. Equity is what is left after subtracting 

liabilities from assets.
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THEINCOMESTATEMENT
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THEINCOMESTATEMENT

Measures the performance over a period of time, recording the 

revenues and expenses of the firm.
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THEINCOMESTATEMENTEQUATION

Net Income = Revenues -Expenses
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A CAVEAT

Net income is notcash flow, because it includes non-cash expenses 

such as depreciation and amortization. These are expenses that the 

company isnõt òpaying outó with cash.
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TOSUMMARIZE

The income statement equation is straightforward, but it can include 

non-cash expenses. Net income is not to be confused for cash the firm 

made in a time period.
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TAXES
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THETAXCODE

Complex and frequently changing. We take a simplified approach.
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MARGINALVS. AVERAGETAXRATES

The marginal rateis the % paid on the next dollar earned.

The average rate is the total tax bill divided by the taxable income.
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MARGINALANDAVERAGETAXRATEEXAMPLE

Using the table of marginal rates on the previous slide:

1. Calculate the tax bill for married individuals filing joint returns 

with a taxable income of $174,000 in 2018.

2. Find the average tax rate for this married couple.
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MARGINALANDAVERAGETAXRATEEXAMPLE
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MARGINALANDAVERAGETAXRATEEXAMPLE
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CORPORATETAXES

The corporate tax bill was similarly calculated, but the new tax law 

created a 21% flat rate.
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https://www.wsj.com/articles/trump-signs-sweeping-tax-overhaul-into-law-1513959753


CORPORATETAXES

The US had the highest tax rate among developed nations, but firms 

generally paid much less than the highest U.S. federal corporate 

income tax rate of 35%.

Look up what firms pay here.
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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


DEBTANDTAXES

A benefit of a firm using debt in their capital structure  is that interest 

expense is pre-tax, resulting in a lower tax bill and more cash 

available to the firm and to shareholders.
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PRE-TAXDEBTEXAMPLE

You are a shareholder of a corporation entitled to a dividend that is 20% of Net Income. 

You pay a 15% tax on the dividend. The firm has to pay $150 in interest, and the corporate 

tax rate is 21%.
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TOSUMMARIZE

Corporate taxes are complicated and can change (now a flat rate of 

21% applies). The marginal tax rate is the percentage paid on the next 

dollar. In general, debt is favorably treated by tax law.
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CASHFLOW

The difference between the number of dollars coming in and the 
number of dollars going out is the cash flow  of the firm.

This is distinct from the statement of cash flows  which we cover later. 

Cash flow is perhaps a better metric for financial managers and 
investors than net income.
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CASHFLOWFROMASSETS

Total cash flow to creditors and stock holders.
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CASHFLOWFROMASSETS

whereé
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EXAMPLE-FINDTHEOPERATINGCASHFLOW

OCF = $694 + $65 -$212 = $547
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EXAMPLE-FINDTHENETCAPITALSPENDING

NCS = $1,709 -$1,644 + $65 = $130
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EXAMPLE-FINDTHEȹINNWC

ɲinNWC=($1,403ī$389)ī($1,112ī$428)=$330
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EXAMPLE-DETERMINETHECFFA

CFFA= $547 -$130 -$330 = $87
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ANOTHERCFFA EXPRESSION
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CASHFLOWFROMASSETS

Andé
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EXAMPLE-FINDTHECFFA

A firm paid $705 in interest and $1,080 in dividends in 2017. From 

2016 to 2017, long term debt increased from $3,900 to $4,890 while 

equity issued fell from $5,800 to $4,870. 

CFFA = $705 ð($4,890 ð$3,900) + $1,080 ð($4,870 ð$5,800) = 

$1,725
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TOSUMMARIZE

Cash Flow is important: we need to know how much firms make (in 

cash ) and where it is going.
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TAKEAWAYS

1. Market value matters more than book value when making decisions. 

2. Net income includes non-cash expenses, making cash flow a better metric 
for understanding value to shareholders. 

3. The marginal tax rate is the tax you pay on the next dollar. 

4. The average tax rate is the total tax bill divided by taxable income. 

5. The pre-tax nature of interest is a benefit of debt. 

6. Cash Flow from Assets is the cash flow to stock holders and debt holders 
and can be calculated using income statement and balance sheet items.
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END.
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