Module 10
Adjusting and Forecasting
Financial Statements
QUESTIONS

Q10-1.
Financial statements are prepared in conformity with GAAP, a process that is conservatively biased and makes significant use of assumptions and estimates. GAAP is also the result of a very political process; and often standards reflect a compromise between various interest groups rather than theoretically correct accounting. The reported financial statements, although in conformity with GAAP, may not agree with how you perceive the firm from an economic point of view. As a result, you may find it helpful to adjust the reported financial statements to more “accurately” present the financial condition of the company and to more clearly identify the core operating flows of the firm.

Q10-2.
Adjusting of the income statement involves removal of transitory items, separation of operating and nonoperating items, and adding expenses not reflected in income. Examples of transitory items include gains (losses) on sales or write-downs of assets, items reported “below the line,” that is, below income from continuing operations (discontinued operations, extraordinary items, and changes in accounting principles), restructuring expenses, acquisition-related costs, and others. Nonoperating income (expense) items include financial income (expense) and income (expense) related to discontinued operations. Adding expenses not reflected in income can include stock option expense, inadequate reserves, and reductions of operating activities that result in current expense, such as advertising, R&D and the like. 
Q10-3. 
The primary focus of balance sheet adjustments is to recognize assets that are required in the business, but are not recognized on the balance sheet, and to identify risk in the form of unrecorded liabilities. Some type of adjustments we might consider in the adjusting of the balance sheet include the capitalization of operating leases, consolidation of off-balance sheet investments (equity method investments and variable interest entities), the elimination of discontinued operations, the write-down of impaired assets, and the accrual of unrecognized or under-accrued liabilities.
Q10-4. 
The primary issue relating to the statement of cash flows is the proper classification of cash flows relating to operating, investing and financing activities. For example, companies frequently securitize assets, and many analysts consider this to be a financing activity even though the asset reduction is often classified as an operating activity. Another issue relates to the generation of operating cash flows via changes in operating activities that may lead to a short-term gain at a longer-term cost. Examples include the reduction of expenditures relating to advertising, R&D, and the like, and increases in operating cash flows resulting from excessive receivable and inventory reductions and excessive “leaning on the trade” (delaying payment of accounts payable beyond a period considered to be customary).

Q10-5. 
Prospective analysis is utilized extensively in the valuation of equity and debt securities, and the evaluation of alternative strategic courses of action. 

Q10-6. 
Many analysts adjust the financial statements prior to commencement of the forecasting process. This adjusting process typically entails the elimination of transitory items from the income statement, adjusting the balance sheet to recognize unrecorded assets and liabilities, and examining the statement of cash flows to identify (and adjust for) operating cash flow implications of working capital levels that are perceived to be too low and increases to operating cash flow resulting from asset securitizations and exercises of employee stock options.  
Q10-7.
In addition to trend analysis, analysts frequently incorporate external (non-financial) information into the prospective process. Some examples are the expected level of macroeconomic activity, the degree to which the competitive landscape is changing, any strategic initiatives that have been announced by management, and so forth.

Q10-8.
We are typically forecasting year-end balances. Current assets and liabilities (and sometimes long-term operating assets) are typically forecasted using turnover rates. Using year-end balances in the computation of turnover rates allows them to be used to forecast year-end balances. If we use the typical turnover rate definition with account averages in the denominator, using those turnover rates will forecast the average and not the year-end balance for the account. 
Q10-9.
The forecasting process begins with an expected growth in sales. Gross profit and operating expenses are, then, estimated as a percentage of forecasted sales using historical ratios and external information. Depreciation expense is usually estimated as a percentage of beginning gross depreciable assets under the assumption that depreciation policies will remain constant. Interest expense is usually estimated at an average borrowing rate applied to the beginning balance of interest bearing liabilities. Forecasts of expected interest rates are used for variable rate indebtedness and new borrowings. Finally, tax expense is estimated using the effective tax rate on pre-tax income.

Q10-10.
In the first step, balance sheet items are forecasted using forecasted income sales (COGS) and relevant turnover ratios. Long-term assets are forecasted using forecasted capital expenditures. Long-term liabilities are forecasted from current maturities of long-term debt disclosed in the debt footnote, and paid-in-capital is assumed to be constant in this stage. Retained earnings are forecasted adding (subtracting) forecasted profits (losses) and subtracting forecasted dividends. Once total liabilities and equities are forecasted, total assets is set equal to this amount and forecasted cash is computed as the plug figure. In the second step, long-term liabilities and equities are adjusted to yield the desired level of cash. The analyst must be careful to maintain the historical leverage ratio and adjust liabilities and equities proportionately. 

MINI-EXERCISES

M10-11 (20 minutes)

Forecast assumptions follow
	Net sales growth

	7.02%

	Gross income margin

	42.0%

	General, administrative and store operating expenses / Net sales

	22.6%

	Interest income, net (in 000s)

	$4,000

	Provision for income taxes / Income before income taxes

	38.8%


	($ millions)
	2004 Est.

	Net sales ($1,708 × 1.0702) 

	$1,828

	Cost of goods sold, occupancy & buying ($1,828 × [1-42%])

	  1,061

	Gross income ($1,828 × 42%)

	767

	General, administrative and store oper exp ($1,828×22.6%)

	     413

	Operating income (subtotal)

	354

	Interest income, net (given)

	       4

	Income before income taxes (subtotal)

	358

	Provision for income taxes ($358 × 38.8%)

	     139

	Net income (total)

	$   219


M10-12 (20 minutes)

Forecast assumptions follow
	Revenue growth

	17.19%

	Gross profit margin

	25.2%

	Selling, general and administrative expenses / Revenue

	19.9%

	Net interest expense

	$8 mil.

	Income tax expense / Earnings before income tax expense

	38.3%


	($ millions)
	2005 Est.

	Revenue ($24,547 × 1.1719) 

	$28,767

	Cost of goods (difference)

	  21,518

	Gross profit ($28767 × 25.2%)

	7,249

	Selling, general and administrative exp ($28,767 × 19.9%)

	    5,734

	Operating income (subtotal)

	1,515

	Net interest expense

	         8

	Earnings before income tax expense (subtotal)

	1,507

	Income tax expense ($1,507 × 38.33%)

	       578

	Net earnings (total)

	$     929


M10-13 (20 minutes)

The forecasts assumptions are
	Net sales growth

	5.4%

	Gross profit margin

	40.5%

	Selling, general & admin (incl. restructuring & exit costs)/ Net sales

	22.3%

	Interest, net

	$508 mil.

	Income taxes/ Earnings before taxes & earnings from joint ventures

	35.0%

	Earnings from joint ventures, net of tax (assume no change)
	$74 mil.


	($ millions)
	2005 Est.

	Net sales ($11,070 × 1.054)

	$11,668

	Cost of sales ($11,668 × [1- 40.5%])

	   6,942

	Gross profit ($11,668 × 40.5%)

	4,725

	Selling, general and administrative ($11,668 × 22.3%)

	   2,602

	Interest expense, net (given)

	      508

	Earnings before taxes & earnings from joint ventures

	1,616

	Income taxes ($1,616 × 35%)

	565

	Earnings from joint ventures, net of tax (assume no change)

	        74

	Net earnings (total)

	$  1,125


M10-14 (15 minutes)

a. 

	Forecasted operating working capital
	Forecasted net operating long-term assets

	$5,227 million/ 2.91 = $1,796 million
	$5,227 million / 2.49 = $2,099 million


b.
We would generally expect working capital to turn over faster than long-term operating assets. Working capital is comprised of receivables and inventories, less payables. These assets are, generally, held for a shorter period of time than are long-term operating assets. This difference is not as great in HDI’s case as it is for most other companies, as Harley reports a significant amounts of notes receivable (from financing its motor cycles) on its balance sheet that generally take a longer time to collect than typical receivables. 
M10-15 (20 minutes)

a. Forecasted net operating working capital = $14,036/3.76 = $3,733 million, and Forecasted fixed assets = $14,038/6.25 = $2,246 million.

b. Although we would normally expect receivables and inventories to be converted into cash, and payables paid, more quickly than fixed assets might be converted into cash, Nike outsources most of its production. As a result, most of its production equipment is off-balance sheet and it merely purchases output from these manufacturers. Nike’s fixed asset turnover is much higher due to this outsourcing than it would have been had it manufactured the shoes in its own production facilities. 

M10-16 (10 minutes)

a.
The negative balance for cash indicates that additional financing is required.

b.
Long-term debt and equity should be increased. Unless you are forecasting a change in the financial leverage of the company (which we would be reluctant to do), long-term debt and equity should be increased in the same proportion of total capital that they are in the current year. 

M10-17 (30 minutes)

	
	2005 Est.

	Cash

	$   751

	Receivables ($11,668/10.96)

	1,065

	Inventories ($6,942/6.19)

	1,121

	Other current assets (no change)

	     391

	Total current assets (subtotal)

	$3,328

	
	

	Accounts payable ($6,942/5.75)

	$1,207

	Accrued expenses ($11,688/13.91)

	839

	Notes payable (no change)


	     816

	Total current liabilities (subtotal)

	$2,862


	
	2005 Est.

	Net income

	$1,125

	Depreciation

	399

	Change in receivables ($1,010-$1,065)

	(55)

	Change in inventories ($1,063-$1,121)

	(58)

	Change in other current assets

	0

	Change in accounts payable ($1,207-$1,145)

	62

	Change in accrued liabilities ($839-$796)

	       43

	Net cash flow from operating activities

	$1,516


M10-18 (15 minutes)

The income related to discontinued operations is viewed as a transitory item and is not included in your forecasts, other than the possible investment returns on any cash or securities received from the sale of the business. Assets relating to discontinued operations are reported on the balance sheet until the business is sold. These assets are typically viewed as nonoperating assets as they represent investments in the process of being sold. Consequently, you might consider segregating these assets from operating assets in your forecast of net operating assets (NOA). 
EXERCISES

E10-19 (45 minutes)

a. 
	($millions)
	2005 Est.

	Net sales ($258,681 × 1.117)

	$ 288,947

	Cost of goods sold ($288,947 × [1-23.2%])

	221,911

	Gross profit ($288,947 × 23.2%)

	67,036

	Selling, general & administrative exp ($288,947 × 17.4%)

	50,277

	Operating profit

	16,759

	Interest expense ([$6,367+20,099] × 3.2%)

	847

	Income before tax

	15,912

	Tax expense ($15,912 × 36.1%)

	5,744

	Income from continuing operations

	10,168

	Minority interest

	214

	Discontinued operations

	 0

	Net income

	$     9,954


	($millions)
	2005 Est.

	Cash

	$     4,487

	Receivables ($288,947/206.28)

	1,401

	Inventories ($221,911/7.47)

	29,707

	Other current assets

	1,356

	Total current assets

	36,951

	Property, plant and equipment ($75,887+[$288,947 × 3.8%])

	86,867

	Accumulated depreciation ($17,357+[$75,887 × 5.8%])

	21,758

	Property, plant and equipment, net

	65,109

	Other noncurrent assets

	11,961

	Total assets

	$ 114,021

	 
	

	Accounts payable ($221,911/10.28)

	$   21,587

	Accrued expenses ($288,947/22.07)

	13,092

	S-T debt and CMLTD

	6,367

	Total current liabilities

	41,046

	Long-term debt ($20,099-$2,904) 

	17,195

	Other long-term liabilities

	2,288

	Minority interest

	1,484

	Common stock and paid-in capital

	2,566

	Retained earnings & other comprehensive income

	49,442

	Shareholders’ equity


	52,008

	Tot liabilities and equity

	$ 114,021


b. The forecasted cash balance of $4.487 billion is 3.9% of total assets. In fiscal 2004, Wal-Mart’s cash level was 5% of total assets. This indicates a financing need of approximately $1.5 billion, which would result in a cash/total assets ratio of 5.18%. Borrowing this cash would yield a total assets/ total equity ratio of 2.22, slightly less than the 2.4 balance of fiscal 2004. We conclude, therefore, that financing this cash need with debt would not increase Wal-Mart’s financial leverage appreciably. 

E10-20 (45 minutes)

a.
	($millions)
	2004 Est.

	Net sales ($1,708 × 1.0702)

	$  1,828

	Cost of goods sold ($1,828 × [1-42%])

	1,060

	Gross profit ($1,828 × 42%)

	768

	Selling, general and administrative exp ($1,828 × 22.6%)

	413

	Operating profit

	355

	Interest income

	4

	Income before tax

	359

	Tax expense ($359 × 38.8%)

	139

	Net income

	$     220


	($millions)
	2004 Est.

	Cash

	$     898

	Marketable securities

	10

	Receivables ($1,828/ 244)

	7

	Inventories ($1,061/ 5.8)

	183

	Other current assets

	54

	Total current assets

	1,152

	Net property & equipment ($445 + $1,828 × 5.8% - $445 × 17%)

	475

	Other noncurrent assets

	1

	Total assets

	$  1,628

	 
	

	Accounts payable ($1,061/ 10.89)

	$       97

	Accrued expenses ($1,828/ 9.04)

	202

	Total current liabilities

	299

	Other long-term liabilities

	48

	Common stock and paid-in capital

	140

	Retained earnings & other comprehensive income ($920+$220-$0)

	1,140

	Shareholders’ equity

	1,279

	Total liabilities and equity

	$  1,628


b. The forecasted cash balance of $897 million is 55% of total assets. In fiscal 2004, ANF’s cash level was 42% of total assets. This indicates that the company will generate excess cash in 2005 and does not require financing. The excess cash can be invested in marketable securities, in which case we need to forecast investment returns. Or, we can assume some repurchase of stock (ANF has no debt). 
E10-21 (40 minutes)

a. 

	($millions)
	2004 Est.

	Net sales ($22,486 × 1.048)

	$23,565

	Cost of goods ($23,565 × [1-80.8%])

	    4,524

	Gross profit ($23,565 × 80.8%)

	19,041

	Selling, general & administrative exp ($23,565 × 28.4%)

	6,693

	Research & development ($23,565 × 14.6%)

	3,441

	Other income

	      474

	Operating profit

	9,381

	Interest income

	      82

	Income before tax

	9,463

	Tax expense (3,997 × 27.2%)

	2,574

	Income from continuing operations

	6,889

	Discontinued operations

	          0

	Net income

	$  6,889


	($millions)
	2004 Est.

	Cash

	$    3,938 

	Short-term investments

	2,972

	Receivables ($23,565/5.59)

	4,216

	Inventories ($4,525/1.69)

	2,677

	Other current assets

	       776

	Total current assets

	14,579

	Property, plant and equipment ($21,294+$23,565 × 8.5%)

	23,297

	Accumulated depreciation ($7,125+$20,984 × 6.3%)

	    8,467

	Property, plant and equipment, net

	14,830

	Long-term investments

	7,941

	Other long-term assets

	    6,950

	Total assets

	$44,300

	 
	

	Accounts payable ($4,525/ 5.87)

	$    771

	Accrued liabilities ($23,565/ 3.15)

	7,481

	Notes payable

	   1,700

	Total current liabilities

	9,952

	Long-term debt

	4,786

	Other long-term liabilities

	6,430

	Minority interest

	3,915

	Common stock and paid-in capital

	6,987

	Retained earnings & other comp income ($34,208+$6,889-$3,250)

	37,847

	Treasury stock

	 (25,617)

	Shareholders’ equity

	  19,217

	Total liabilities and equity

	$44,300


b.
The forecasted cash balance of $3,938 results in a cash/total assets ratio of 8.89%, compared with 2.96% for the prior year. And indicates that MRK will generate excess cash in the upcoming year. We can either invest that cast in marketable securities (with a corresponding adjustment to interest income), or we can assume some repayment of debt or repurchase of stock. If we choose this latter option, we must be careful not to inadvertently adjust MRK’s financial leverage. 

E10-22 (40 minutes)
a.
	($millions)
	2004 Est.

	Net sales ($12,253 × 14.5%)

	$ 14,030

	Cost of goods sold ($14,030 × [1- 42.9%])

	8,011

	Gross profit ($14,030 × 42.9%)

	6,019

	Selling, general & administrative expense ($14,030 × 30.8%)

	4,321

	Operating profit

	1,698

	Interest expense

	25

	Income before tax

	1,673

	Tax expense ($1,673 × 0.348)

	582

	Net income

	$  1,091


	($millions)
	2004 Est.

	Cash

	$  1,644

	Marketable securities

	401

	Receivables ($14,030/ 5.78)

	2,427

	Inventories ($8,011/ 4.28)

	1,872

	Other current assets

	529

	Total current assets

	6,873

	Net prop & equip ($1,587+$14,030 × 1.7%-$1,587 × 15.5%)

	1,580

	Other noncurrent assets

	792

	Total assets

	$  9,245

	 
	

	Accounts payable ($8,011/ 9.16)

	$     875

	Accrued liabilities ($14,030/ 11.22)

	1,250

	Notes payable

	153

	Total current liabilities

	2,278

	Long-term debt ($682-$6) 

	676

	Other long-term liabilities

	418

	Common stock and paid-in capital

	891

	Retained earnings & other comp income ($3,891+$1,091-$0)

	4,982

	Shareholders’ equity

	5,873

	Total liabilities and equity

	$  9,245


b.
The forecasted cash balance of $1,644 million is 18% of total assets. In 2003, NKE’s cash level was 10.5% of total assets. This indicates that the company will generate excess cash in 2004 and does not require financing. The excess cash can be invested in marketable securities, in which case we need to forecast investment returns. Or, we can assume some repayment of debt. We must be careful, however, not to inadvertently decrease NKE’s financial leverage.  

E10-23 (40 minutes)
a.
	($millions)
	2005 Est.

	Net sales ($11,566 × 1.023) 

	$   11,832

	Cost of goods ($11,832 × [1-32.1%])

	8,034

	Gross profit ($11,832 × 32.1%)

	3,798

	Selling, general & administrative exp ($11,832 × 29.9%)

	3,538

	Operating profit

	260

	Interest expense

	142

	Income before tax

	118

	Tax expense ($118 × 36.2%)

	43

	Net income

	$         75


	($millions)
	2005 Est.

	Cash

	$       253

	Receivables ($11,832/ 79.22) 

	149

	Inventories ($8,034/ 3.7) 

	2,171

	Other current assets

	412

	Total current assets

	2,985

	Net property & equip ($4,572+[$11,832 × 12.8%]-$348) 

	5,738

	Other noncurrent assets

	962

	Total assets

	$    9,685

	 
	

	Accounts payable ($8,034/ 7.92) 

	$    1,014

	Accrued liabilities ($11,832/ 10.29) 

	1,150

	Notes payable

	657

	Total current liabilities

	2,821

	Long-term debt ($2,349-$657) 

	1,692

	Other long-term liabilities

	866

	Common stock and paid-in capital

	446

	Retained earnings & other comp income ($5,492+75-$0) 

	5,567

	Treasury stock

	(1,707)

	Shareholders’ equity

	4,306

	Total liabilities and equity

	$    9,685


b. TOY’s forecasted cash balance of $253 is 2.6% of total assets, compared with 19.6% in the prior year, indicating a need for approximately $2 billion in new financing. Borrowing this amount will yield an assets/equity ratio of 2.71, slightly above the 2.42 level of the previous year. So, this would appear to be the best source for the required cash.  
E10-24 (30 minutes)

	($millions)
	2005 Est.

	Net income

	$   75

	Depreciation

	348

	Change in receivables ($146-$149) 

	(3)

	Change in inventories ($2,123-$2,171) 

	(48)

	Change in other current assets

	0

	Change in accounts payable ($1,014-$991) 

	23

	Change in accrued liabilities ($1,150-$1,124) 

	26

	Net cash flow from operating activities

	421

	
	

	Change in PPE ($11,832 × 12.8%)

	(1,514)

	Change in other noncurrent assets

	0

	Net cash from investing activities

	(1,514)

	
	

	Change in debt ([$1,692+$657]-[$2,349+$657]) 

	(657)

	Cash dividends

	0

	Net cash flow from financing activities

	(657)

	
	

	Net change in cash

	(1,750)

	Beginning cash

	2,003

	Ending cash

	$    253


E10-25 (40 minutes)
a.
	($millions)
	2004 Est.

	Net sales (32,505 × 1.133) 

	$  36,828

	Cost of goods sold ($36,828 × [1-27.1%])

	26,848

	Gross profit ($36,828 × 27.1%)

	9,980

	Selling, general & administrative expense ($36,828 × 21.4%)

	7,881

	Operating profit

	2,099

	Interest income

	40

	Income before tax

	2,139

	Tax expense ($2,059 × 37.8%)

	808

	Net income

	$    1,331


	($millions)
	2004 Est.

	Cash

	$    1,420

	Receivables ($36,828/ 31.93)

	1,153

	Inventories ($26,848/ 5.64) 

	4,760

	Other current assets

	   121

	Total current assets

	7,454

	Net property & equipment ($4,940+[$36,828 × 2.4%]- $346)

	5,478

	Other noncurrent assets

	108

	Total assets

	$  13,040

	 
	

	Accounts payable ($26,848/ 11.41) 

	$    2,353

	Accrued liabilities ($36,828/ 24.19) 

	1,522

	Total current liabilities

	3,875

	Other long-term liabilities

	790

	Common stock and paid-in capital

	778

	Retained earnings & other comp income ($6,418+$1,331- $152)

	7,597

	Shareholders’ equity

	  8,375

	Total liabilities and equity

	$  13,040


b. WAG’s forecasted cash balance of $1,420 million is 11% of total assets, above the 9% level of the prior year. It appears that WAG will generate excess cash. We can assume investment of that case in marketable securities, in which case we need to forecast investment returns. Or, we can assume some repurchase of common stock as WAG has no long-term debt.
E10-26 (30 minutes)

	($millions)
	2004 Est.

	Net income

	$   1,331

	Depreciation

	346

	Change in receivables ($1,018-$1,153) 

	(135)

	Change in inventories ($4,202-$4,760) 

	(558)

	Change in other current assets

	0

	Change in accounts payable ($2,353-2,077) 

	276

	Change in accrued expenses ($1,522-$1,344) 

	178

	Net cash flow from operating activities

	1,438

	
	

	Change in PPE ($36,828 × 2.4%)

	(883)

	Change in other noncurrent assets

	0

	Net cash from investing activities

	(883)

	
	

	Change in debt

	0

	Cash dividends

	(152)

	Net cash flow from financing activities

	(152)

	
	

	Net change in cash

	403

	Beginning cash

	1,017

	Ending cash

	$   1,420


E10-27 (20 minutes)

a. As we discuss in Module 9, operating leases can be capitalized on the balance sheet for analysis purposes by adding the present value of the operating lease payments to both assets and liabilities. Midwest Air’s adjusted balance is, therefore,
	($ millions)
	Reported
	Adjustments
	Adjusted

	Net operating assets

	$291.6
	$357.5
	$649.1

	Nonoperating liabilities

	167.3
	357.5
	524.8

	Equity

	124.3
	
	124.3


The leased assets are generally viewed as operating. But, the lease obligation is usually considered to be a nonoperating financial obligation, similar to a bond or a bank loan. Net operating assets, therefore, increase, as does financial leverage. 
b. 
Rent expense (currently reported in Midwest Air’s income statement) is considered to be an operating expense. Replacing operating leases with capital leases will result in the elimination of rent expense and replacement with depreciation expense on the leased assets and interest expense on the lease liability. NOPAT will, therefore, increase as interest expense is considered to be a nonoperating expense.   
E10-28 (20 minutes)

One adjustment you might consider is to consolidate the Cingular affiliate for analysis purposes. This process involves the following steps:

1. Eliminate the investment account of $5.1 billion from SBC’s balance sheet

2. Add Cingular’s assets of $25.5 billion and liabilities of $17 billion to SBC’s balance sheet together with a Minority (Noncontrolling) Interest balance of $3.4 billion (40% of Cingular’s equity; this is typically treated as an Equity account).
The SBC footnotes, as is typical, do not provide information relating to the composition of Cingular’s assets and liability accounts. As a result, we do not know the operating/nonoperating breakdown of either the assets or liabilities. A conservative approach would be to treat the assets as operating and the liabilities as nonoperating. This would result in the maximum amount of net operating assets. Another approach would be to treat the assets as operating as well as the short-term liabilities and treat the long-term liabilities as nonoperating. Either alternative is subject to error as we need to be cognizant of that error in our analysis. 
SBC, and its other joint venture partner, Southwest Bell, have equal investments in the Cingular joint venture. The extent of their respective liabilities will be spelled out in the joint venture agreement. SBC may have a moral obligation to support Cingular that may exceed its legal liability, especially if this venture is important strategically and/or SBC intends to use this financing structure for future ventures. That is, SBC may find it hard to walk away from a failing business, even if it can legally, when the market knows that it is involved.  
PROBLEMS

P10-29 (60 minutes)

We forecast GAP, Inc., using the following forecast assumptions:
	Sales growth

	9.70%

	Gross profit margin

	37.6%

	SGA (Incl. depreciation)/ Sales

	25.8%

	Depreciation / Prior year PPE (net)

	17.6%

	Interest expense

	$196

	Tax expense/ Pretax income

	38.8%

	COGS/Year-end inventories

	5.80

	Sales/Year-end long-term assets

	4.71

	COGS/Year-end accounts payable

	8.39

	Sales/Year-end accruals

	15.38

	Capital expenditures/Sales

	1.7%

	Cash dividends

	79


Your assumptions may, of course, differ from ours, and these differences will lead to different projected financial statements. Our assumptions assume a continuation of the growth, expense percentages and turnover rates from the previous year. Based on these assumptions, we estimate GAP, Inc.’s income statement, balance sheet, and statement of cash flows as follows:

	($millions)
	2005 Est.

	Net sales ($15,854 × 1.097) 

	$  17,392

	Cost of goods ($17,392 × [1-37.6%])

	10,853

	Gross profit ($17,392 × 37.6%)

	6,539

	Selling, general and administrative expense ($17,392 × 25.8)

	4,487

	Operating profit

	2,052

	Interest expense 

	196

	Income before tax

	1,856

	Tax expense ($1,856 × 38.8%)

	720

	Net income

	$    1,136


	($millions)
	2005 Est.

	Cash

	$    3,380

	Marketable securities (unchanged) 

	1,073

	Inventories ($10,853/ 5.8) 

	1,871

	Other current assets (unchanged $1,351+$300) 

	1,651

	Total current assets

	7,975

	Net prop & equip ($3,368+[$17,392 × 1.7%]-[$3,368 × 17.6%]

	3,071

	Other noncurrent assets (unchanged) 

	286

	Total assets

	$11,332

	 
	

	Accounts payable ($10,853/ 8.39) 

	$    1,294

	Accrued expenses ($17,392/ 15.38) 

	1,130

	Notes payable (unchanged) 

	283

	Total current liabilities

	2,707

	Long-term debt ($1,107+1,380-$283 cur mat ltd) 

	2,204

	Other long-term liabilities (unchanged) 

	581

	Common stock and paid-in capital (unchanged) 

	781

	Retained earnings & other comp inc ([$6,241+$31-$9]+$1,136-$79)

	7,320

	Treasury stock (unchanged) 

	(2,261)

	Shareholders’ equity

	5,840

	Total liabilities and equity

	$  11,332


	($millions)
	2005 Est.

	Net income

	$    1,136

	Depreciation

	593

	Change in inventories ($1,704-$1,871)

	(167)

	Change in other current assets

	0

	Change in accounts payable ($1,294-$1,178)

	116

	Change in accrued liabilities ($1,131-[$872+$159])

	100

	Net cash flow for operating activities

	1,778

	
	

	Change in PPE (capital expenditures =$17,392 × 1.7%)

	(297)

	Change in other noncurrent assets

	0

	Net cash from investing activities

	(297)

	
	

	Change in debt (current maturities of long-term debt) 

	(283)

	Cash dividends

	(79)

	Net cash flow from financing activities

	(362)

	
	

	Net change in cash

	1,119

	Beginning cash

	   2,261

	Ending cash

	$    3,380


Our forecasts indicate that GAP, Inc. will generate $1.119 billion of cash in 2005. The resulting cash balance of $3.38 billion represents 30% of total assets, compared with 22% in the prior year. The excess cash can either be accumulated to serve as an additional store of liquidity for the future, or GAP can retire some of its debt and/or equity. 
P10-30 (60 minutes)

We Forecast Target Corporation using the following forecast assumptions
	Revenue growth

	9.70%

	Gross Profit/Sales) 

	32.3%

	SGA (incl. depreciation)/Sales 

	24.9%

	Depreciation expense /pr yr PPE

	6.3%

	Interest expense

	$559

	tax expense/pre-tax income

	37.8%

	Dividends/share

	$0.26

	Sales/YE accounts receivable

	8.34

	COGS/YE inventories

	6.11

	COGS/YE accounts payable

	5.99

	sales/YE accruals

	29.77

	Purchases of PPE / Sales

	6.1%

	Taxes payable / tax expense

	34.1%


Your assumptions may, of course, differ from ours, and these differences will lead to different projected financial statements. Our forecasts assume a continuation of the growth, expense percentages and turnover rates from the previous year. Based on these assumptions, we estimate Target’s income statement, balance sheet, and statement of cash flows as follows:
	($millions)
	2005 Est.

	Net sales ($48,163 × 1.097) 

	$   52,835

	Cost of goods ($52,835 × [1- 32.3%]) 

	35,769

	Gross profit ($52,835 × 32.3%)

	17,066

	Selling, general & admin. exp. ($52,835 × 24.9%)

	13,156

	Interest expense

	559

	Income before tax

	3,351

	Tax expense ($3,351 × 37.8%)

	1,267

	Net income

	$     2,084


	($millions)
	2005 Est.

	Cash

	$     (408)

	Receivables ($52,835/ 8.34)

	6,335

	Inventories ($35,769/ 6.11)

	5,854

	Other current assets (unchanged)

	1,093

	Total current assets

	12,875

	Property, plant & equipment ($23,147+[$52,835 × 6.1%])

	26,370

	Accumulated depreciation ($6,178+[$23,147 × 6.3%])

	7,636

	Property, plant & equipment, net

	18,734

	Other assets (unchanged)

	1,495

	Total assets

	$   33,103

	 
	

	Accounts payable ($35,769/ 5.99) 

	$     5,971

	Current maturities of long-term debt (unchanged) 

	857

	Accrued liabilities ($52,835/ 29.77) 

	1,775

	Income taxes ($1,267 × 34.1%)

	432

	Total current liabilities

	9,035

	Deferred income taxes and other (unchanged) 

	1,796

	Long-term debt ($10,217- $857) 

	9,360

	Total liabilities

	20,191

	Common stock (unchanged) 

	76

	Additional paid-in capital (unchanged) 

	1,341

	Retained earnings ($9,645+$2,084-[$0.26 × 912 million]) 

	11,492

	Other comprehensive income (unchanged) 

	         3

	Shareholders’ equity

	12,912

	Total liabilities and equity

	$   33,103


	($millions)
	2005 Est.

	Net income

	$    2,084

	Depreciation ($23,147 × 6.3%)

	1,458

	Change in receivables ($5,776-$6,335) 

	(559)

	Change in inventories ($5,343-$5,854) 

	(511)

	Change in other current assets

	0

	Change in accounts payable ($5,971-5,448) 

	523

	Change in accrued liabilities ($1,775-1,618) 

	157

	Income taxes ($432-$382) 

	50

	Net cash from operating activities

	3,202

	
	

	Change in PPE ($52,835 × 6.1%)

	(3,223)

	Change in other assets

	0

	Net cash from investing activities

	(3,223)

	
	

	Current maturities of long-term debt

	(9)

	Deferred charges/income

	0

	Long-term debt

	(857)

	Common stock, net

	0

	Additional paid-in capital

	0

	Other equities

	0

	Cash dividends


	(237)

	Net cash flow from financing activities

	(1,103)

	
	

	Net change in cash

	(1,124)

	Beginning cash

	716

	Ending cash

	$     (408)


Our forecasts indicate that Target will require financing in fiscal 2005. Borrowing a sufficient amount to yield a cash balance of 2.3% of total assets (the prior year’s percentage) will require borrowing of approximately $1.2 billion. This additional debt will result in a total assets-to-stockholders’ equity ration of 2.66 compared with 2.84 in the prior year. It appears, therefore, that Target can obtain the required funds in the form of debt without appreciable increasing its financial leverage. 

P10-31 (40 minutes)

There are a number of line items that should be considered as possible adjustments to the income statements for Tyco over the past 3 years:
a. Restructuring costs. These costs involve a significant level of estimates (timing and amount of potential asset impairment or expected costs of employee severance). Consequently, the discussion of these costs in the MD&A needs to be monitored closely. The company’s past accuracy in estimating these types of costs might also affect the degree to which we might question these costs.

b. Impairment of assets.  Companies can control not only the amount by which assets have become impaired, but also when the impairment is recognized. As a result, we need to review management’s discussion of these charges in the MD&A section.

c. Goodwill impairment. Companies can control both the amount and timing of the goodwill impairment. The value of goodwill is often a difficult figure to obtain as the company to which it relates is no longer traded in the market. Valuation estimates, therefore, relate to the company’s forecast of expected cash flows and the discount rate used. 

d. Purchased in-process R&D. This cost is based on an estimate of the value of research projects in progress when the company was acquired. This valuation, like that for goodwill, is based on forecasts and the discounting of those forecasts, and, as a result, is not very precise.

e. Other (expense) income. This account has fluctuated greatly over the past 3 years, from an expense of $223 million to income of $250 million. We would want to review the MD&A for any discussion of the composition of this account. 

f. Gain on sale of subsidiary stock. This is a transitory item. Further, the SEC allows companies to account for this either as a gain, as Tyco has done, or as an increase in paid-in-capital. Tyco is clearly boosting its income by accounting for it in this manner. 

g. Income from discontinued operations and loss on sale of subsidiary. This is a transitory item as the operations are discontinued.

h. Cumulative effect of accounting changes. This account is also transitory. 

P10-32 (40 minutes)

There are a number of line items that should be considered as possible adjustments to the income statements for Xerox over the past 3 years:

a. Restructuring and impairment costs. These costs involve a significant level of estimates (timing and amount of potential asset impairment or expected costs of employee severance). Consequently, the discussion of these costs in the MD&A needs to be monitored closely. The company’s past accuracy in estimating these types of costs might also affect the degree to which we might question these costs. In addition, companies can control not only the amount by which assets have become impaired, but also when the impairment is recognized. As a result, we need to review management’s discussion of these charges in the MD&A section.

b. Gain on sale of stock. This is the difference between the sale proceeds and the book value of the shares sold. It is a transitory item and, as such, will not be recurring. 

c. Gain on affiliate’s sale of stock. This is the gain recognized by the parent when its subsidiary sells previously unissued stock to the investing public. It is a transitory item. 

d. Provision for litigation. This is the accrual is an estimate of litigation costs. It is a transitory item.

e. Cumulative effect of change in accounting principle. This is a transitory item.

P10-33 (40 minutes)

a. There are a number of line items that should be considered as possible adjustments to the income statements for Bristol-Meyers Squibb over the past 3 years:

	
	2003 Amount
	2002 Amount
	2001 Amount

	a. 
Acquired R&D. This cost is based on an estimate of the value of research projects in progress when the company was acquired. This valuation, like that for goodwill, is based on forecasts and the discounting of those forecasts, and, as a result, is not very precise.
	
	169
	2,772

	b. Restructuring costs. These costs involve a significant level of estimates (timing and amount of potential asset impairment or expected costs of employee severance). Consequently, the discussion of these costs in the MD&A needs to be monitored closely. The company’s past accuracy in estimating these types of costs might also affect the degree to which we might question. these costs
	26
	14
	456

	c. Provision for litigation. This is the accrual is an estimate of litigation costs. It is a transitory item.
	199
	659
	77

	d. Gain on sale of businesses-product lines. This is the difference between the sale proceeds and the book value of the bus9inesses/product lines sold. It is a transitory item and, as such, will not be recurring. 
	
	(30)
	(475)

	e. Impairment of assets. Companies can control not only the amount by which assets have become impaired, but also when the impairment is recognized. As a result, we need to review management’s discussion of these charges in the MD&A section.
	
	379
	

	f. Income from discontinued operations and loss on sale of subsidiary. This is a transitory item as the operations are discontinued.
	
	(32)

(38)
	(226)

(2,565)


b. In 2003, total restructuring and litigation costs are $225 million pre-tax. Treating this amount as a transitory item and removing it from operating expenses yields the following adjusted income statement for 2003:
	
	12/31/2003 Adjusted
	Adjust-ments
	12/31/2003

Reported

	Net sales

	$ 20,894
	
	$ 20,894

	Cost of goods

	7,592
	
	7,592

	Gross profit

	13,302
	
	13,302

	Marketing, selling and administrative (incl. advertising and R&D)

	8,171
	-225
	8,396

	Operating profit

	5,131
	
	4,906

	Interest expense

	212
	
	212

	Income before tax

	4,919
	
	4,694

	Tax expense (25.9%)

	1,273
	
	1,215

	Minority interest expense

	373
	
	373

	Net income

	$   3,273
	
	$   3,106


Adjusted net income is higher by $167 = $225 × (1-25.9%).
c. Forecast assumptions follow
	Sales growth ($20,894/ $18,106-1)

	15.40%

	Gross profit margin (1- $7,592/ $20,894) 

	63.7%

	SGA/Sales ($8,171/ $20,894) 

	39.1%

	Depreciation expense (unchanged)

	$491

	Interest expense (unchanged) 

	$212

	Tax expense/ Pretax income ($1,273/ $4,919)

	25.9%

	Sales/Year-end accounts receivable ($20,894/ $3,646)

	5.73

	COGS/Year-end inventories ($7,592/ $1,601) 

	4.74

	COGS/Year-end accounts payable ($7,592/ $1,893)

	4.01

	Sales/Year-end accruals ($20,894/[$2,967+$950+707+$543+$76])*

	3.99

	Capital expenditures/Sales ($937/$20,894)

	4.5%

	Cash dividends

	$2,169


*Litigation accruals are excluded
Your assumptions may, of course, differ from ours, and these differences will lead to different projected financial statements. Based on our assumptions, we estimate the BMS 2004 income statement and balance sheet as follows
	($millions)
	2004 Est.

	Net sales ($20,894 × 1.154)

	$  24,112

	Cost of goods sold ($24,112 × [1-.637])

	8,753

	Gross profit ($24,112 × 0.637)

	15,359

	Selling, general & administrative expense ($24,112 × 0.391)

	9,428

	Operating profit

	5,931

	Interest expense (unchanged)

	212

	Income before tax

	5,719

	Tax expense ($5,719 × 0.259)

	1,480

	Income from continuing operations

	4,239

	Minority interest (unchanged)

	373

	Net income

	$    3,866


	($ 000s)
	2004 Est.

	Cash (amount required to yield total assets) 

	$    3,549

	Marketable securities (unchanged) 

	3,013

	Receivables ($24,112/ 5.73) 

	4,208

	Inventories ($8,753/ 4.74) 

	1,847

	Other current assets (unchanged) 

	1,214

	Total current assets

	13,831

	Net property & equipment ($5,712+[$24,112 × 0.045]-$491) 

	6,306

	Other noncurrent assets (unchanged) 

	9,841

	Total assets

	$  29,978

	 
	

	Accounts payable ($8,753/ 4.01) 

	$    2,183

	Accrued expenses ($24,112/ 3.99) 

	6,043

	Notes payable (unchanged) 

	127

	Total current liabilities

	8,353

	Long-term debt ($8,522-$13) 

	8,509

	Other long-term liabilities (unchanged) 

	1,633

	Common stock & paid-in capital (unchanged) 

	2,642

	Retained earnings & other comp inc ($19,439-$855+$3,866-$2,169)

	20,281

	Treasury stock (unchanged) 

	(11,440)

	Shareholders’ equity

	11,483

	Total liabilities and equity

	$  29,978


Given the forecasted income statement and balance sheet, our forecasted statement of cash flows is as follows:

	($ 000s)
	2004 Est.

	Net income

	$    3,866

	Depreciation

	491

	Change in receivables ($3,646-$4,208)

	(562)

	Change in inventories ($1,601-$1,847) 

	(246)

	Change in other current assets (unchanged) 

	0

	Change in accounts payable ($2,183-$1,893) 

	290

	Change in accrued expenses ($6,043-$5,510) 

	533

	Net cash flow from operating activities

	4,372

	
	

	Change in PPE ($24,112 × 0.045) 

	(1,085)

	Change in other noncurrent assets (unchanged) 

	0

	Net cash from investing activities

	(1,085)

	
	

	Change in debt

	(13)

	Cash dividends

	(2,169)

	Net cash flow from financing activities

	(2,182)

	
	

	Net change in cash

	1,105

	Beginning cash

	2,444

	Ending cash

	$    3,549


d. The ending cash balance of $3,549 is 11.8% ($3,549/$29,978) of total assets. In the prior year, cash was 8.9% of total assets. BMS, therefore, is forecasted to generate more cash than it probably needs to support its operating activities. This excess cash can be invested I marketable securities or used to retire debt and equity in the proper proportion to maintain its existing level of financial leverage.
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