Chapter 13 - Statement of Cash Flows


Our Comments on the "Your Turn" Cases

You as a Sales Manager  It is ethical for companies to make loans to their customers so that their customers can place orders for their products. This is called “vendor financing,” and it is a useful selling technique in moderation. However, Wiggins Foods, Inc., must be careful so that it doesn’t end up buying its own product. The problem is, the sale may not be real revenue; it might be a bad note receivable. For this reason, many companies have policies against vendor financing.


As a sales manager, your responsibility is to check the corporate policy about vendor financing before you respond to Baggins’s request. Corporate policies of this nature are determined by top headquarters management such as the president, vice president of marketing, and/or the CEO.

You as a Financial Analyst Based on the analysis below, none of these companies meet your boss’s investment screens of free cash flow to cash flow from operations of 50 percent or more and dividends to cash flow from operations of 25 percent or more. However, Intel is the closest to meeting these two criteria. Intel’s free cash flow is 40 percent of its cash flow from operations and dividends of 21 percent of cash flow from operations are paid.

	(in millions)
	Cash Flow from Operations (CFO)
	Net Capital Expenditures
	Dividends
	Free Cash Flow (FCF)
	FCF to CFO
	Dividends to CFO

	Home Depot
	$ 5,125
	$966
	$1,525
	$2,634
	.51
	.30

	Intel
	11,170
	4,515
	3,108
	3,547
	.32
	.28

	Coca-Cola 
	8,186
	1,993
	3,800
	2,393
	.29
	.46

	Amazon
	3,293
	373
	--
	2,920
	.89
	--


You tell the prospective client that the relative level of free cash flow (free cash flow to cash flow from operations) is an important metric because it provides a measure of a company’s financial flexibility. A company with financial flexibility has the ability to quickly take advantage of business opportunities without having to access outside financing (i.e., debt or issuing new equity). Unexpected opportunities include the opportunity to buy other companies, to expand into new markets, to introduce new products, and so on. A company with a high level of free cash flow to cash flow from operations also is better positioned to withstand an economic downturn.


The relative level of dividends is an important metric for two reasons. First, by paying a current period dividend, investors receive an immediate and tangible return on their investment in the company’s stock. Over long periods of time, dividend payouts have been an important source of stock market returns. Companies that generate substantial cash flows from operations but that don’t pay dividends may put these excess cash flows to unproductive uses, particularly if the company operates in a slow-growth industry. Paying dividends imposes a discipline on management, reducing the risk that cash flow will be spent unwisely.


Finally, you tell the prospective client that young, rapidly growing firms typically do not pay dividends (e.g., Amazon). These firms believe that cash flows from operations are best reinvested in the business to help fund future growth initiatives. The funding of future growth initiatives might involve building additional productive capacity, investing in research and development activities, investing in marketing campaigns to build market share, investing in the company’s infrastructure (e.g., computer systems, distribution systems), and building a cash cushion to help the company weather any economic downturns. In essence, companies that reinvest earnings believe that they can earn a higher return on the reinvested funds than stockholders could earn on the cash that they would have to reinvest if the company’s earnings were returned to them in the form of dividends. 
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