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PRECOURSE 
ASSIGNMENT

From: RMA—The Risk Management Association

Re: Cash Flow Analysis I: UCA Fundamentals course

Dear Participant:

Welcome to RMA’s Cash Flow Analysis I: UCA Fundamentals course.

Prior to the course, please:

Complete the Precourse Assignment.  To do this assignment, you must read the Savitt Heavy Construction Equip-
ment (SHCE) case and the Job Aid titled Cash Flow Management Report. In addition, you may want to refer to 
the Glossary which follows the case information and contains definitions and financial ratios.

Bring to the first class:

• Your completed assignment.

• Any notes you have made on the case.

• Any questions you may have.
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PRECOURSE ASSIGNMENT
One goal of financial statement analysis is to help you determine the real reason for the customer’s loan request: 
Is the borrowing related to financing losses from operations, the refinancing of existing debt, or new capital 
investment? Since the real reasons for the loan request may not be immediately noticeable, a banker must 
determine what is causing the need to borrow. In this Precourse Assignment, you will use financial statement 
analysis to develop several preliminary conclusions about why Savitt Heavy Construction Equipment Company, 
Inc. has failed to clean up its loan, and why $4.3 million remains outstanding on the date of Max Reeves’ 
memorandum to Jim Stout.

Traditional financial analysis of a company provides information about:

• Sales growth trends.

• Profitability.

• Assets and their quality.

• Liabilities and the nature of these obligations.

• How working capital is managed.

• Liquidity.

• Leverage.

Traditional financial statement analysis provides a great deal of highly useful information. However, the 
information is insufficient for bankers because it does not include the company’s actual operating cash flow, which 
is available to service and repay bank debt.

In reviewing this case, you will add to your skills in being able to analyze financial statements to generate 
preliminary analytical conclusions regarding a company’s creditworthiness, based on its historical financial 
performance. Through this analysis, you will develop an understanding of the company’s financial and operating 
management.

You will use cash flow analysis to help support or reject your preliminary analytical conclusions, build and refine 
your financial statement analysis techniques, and help identify the critical credit factors underlying the company’s 
historical performance. The goals of your analysis in this course are to reduce the unknowns and identify the 
critical factors that determine a company’s historical ability to service and repay its bank debt.
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ASSIGNMENT
Read the Savitt Heavy Construction Equipment Company case carefully, and consider the following:

1. Identify the major areas of difference that you think will arise between Max Reeves, First Third Bank of 
Alabama’s chief credit officer, and Jim Stout, his counterpart in charge of the bank’s corporate lending 
department. (Use a separate sheet of paper if you need more space.)

2. Calculate the following margins and ratios for Savitt Heavy Construction Equipment Company (SHCE) for 
the period from 2XX1 through 2XX4.

      2XX1  2XX2  2XX3  2XX4

    Sales growth %
     (except for 2XX1)        

    Gross margin % of sales      

     Operating expense % of sales
     (including depreciation)       

     Operating expense % of sales
     (excluding depreciation)       

     Operating profit margin %      

    EBITDA ($)        

     Accounts receivable days      

     Inventory days       

     Accounts payable days 
     (include other payables in calculation)     

     Current ratio        

     Quick ratio        

     Debt/tangible net worth      

     Debt/effective tangible
     net worth        

     Dividend payout ratio      

kgallen
Sticky Note
Marked set by kgallen

csantoro
Sticky Note
Completed set by csantoro
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3. In analyzing SHCE’s industry, comment on the industry risks in general and SHCE’s own position in the 
industry in particular.

4. What observations can be made about SHCE’s management and its ability to handle the company’s business 
going forward?

5. Using the ratios, determine the key operating and financial issues arising from SHCE’s performance between 
2XX1 and 2XX4.
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6. What are the key strategic considerations facing SHCE as it moves into 2XX5 and 2XX6?

7. Finally, imagine you are one of Jim Stout’s bankers now entrusted with responsibility for this relationship. 
Develop an appropriate strategy for First Third Bank of Alabama’s handling of this account.

8. Read the Job Aid titled Cash Flow Management Report carefully.

Note: Financial ratios, definitions, and calculation formulas are provided in the glossary beginning on page 26.
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CASE STUDY: SAVITT HEAVY CONSTRUCTION EQUIPMENT INC.
FIRST THIRD BANK OF ALABAMA INTERNAL CREDIT MEMORANDUM

TO: Jim Stout, Senior Vice President, Corporate Lending 

FROM: Max Reeves, Chief Credit Officer

DATE: 3/7/2XX5

RE: Savitt Heavy Construction Equipment, Inc.

I am extremely concerned about your department’s handling of the Savitt Heavy Construction Equipment 
(SHCE) account.

I know that we have had a relationship with this company for the past 12 years. But over the past three or four 
years, our credit exposure has risen dramatically, and you promised me a complete reduction in the outstandings 
under the line of credit by the end of last year. 

I approved the run up in the line in 2XX3 to $6.5 million based on the changes in the business to which you 
alluded at the time, but that approval was on condition that we would have a complete cleanup by the end of 
2XX4.

This clean-up did not happen. 

As of today, 3/7/X5, we have $4.3 million outstanding under the line—up from $3.9 million outstanding at the 
end of 2XX4. In addition, I see from the accounts that the company has also effected some buildup in long-term 
debt over the past 12 months.

I appreciate, Jim, that there has been a substantial turnover of account officers in your department. But I would 
like a full report on the account, our relationship with SHCE, the present state of management, an overview of the 
Alabama road construction industry, a summary of the company’s financial statements, and any other pertinent 
financial information that you feel we should have before deciding how to proceed with this credit relationship.

Please have this information on my desk by next Monday.

csantoro
Sticky Note
Completed set by csantoro

csantoro
Sticky Note
Completed set by csantoro
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FIRST THIRD BANK OF ALABAMA INTERNAL CREDIT MEMORANDUM

FROM: Jim Stout, Senior Vice President, Corporate Lending

TO: Max Reeves, Chief Credit Officer

DATE: 3/14/2XX5

RE: Savitt Heavy Construction Equipment, Inc.

Thank you for your memorandum of March 7. 

First, down here in the lending department, we do not share your concerns with respect to SHCE. The company 
is very well capitalized leverage is down from 2.2:1 in 2XX1 to 1.35:1 as at the end of 2XX4 well below the 
RMA national averages for heavy construction equipment companies. 

With respect to liquidity, the company has also fared particularly well. Liquidity, as measured by the current ratio, 
increased from 1.22:1 to 1.71:1 over the past four years.

Furthermore, the company has been consistently profitable from 2XX1 to 2XX3. Its profits doubled over that 
period and declined in 2XX4 for specific reasons that I detail below. In addition, there is great asset coverage for 
our exposure. Accounts receivable and inventory cover all our short-term debt on even the most conservative 
borrowing base, and the fixed assets in the company are also particularly strong.

The company is getting great support from Dee-Cat. In 2XX4, Dee-Cat put in a $3.5-million subordinated note 
to refinance out Jody Savitt’s own note, and this note doesn’t mature for another four years (based on its original 
five-year term).

All in all, Max, I want to assure you that we are extremely comfortable with the relationship and the 
creditworthiness of the company and, most important, that this is a good earning asset for First Third. While the 
outstandings are higher than we had told you last year, we are nevertheless delighted with the profit contribution 
this company makes to the bank’s bottom line.

In response to your request, I have attached the information that you requested. If you have any questions, please 
do not hesitate to contact me.
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SAVITT HEAVY CONSTRUCTION EQUIPMENT, INC. 
INFORMATION MEMORANDUM
BACKGROUND AND HISTORY
Savitt Heavy Construction Equipment, Inc., (SHCE) is the leading heavy construction equipment distributor for 
Dee-Cat in Alabama. With revenues of $48.7 million for the year ended 12/31/X4, generating net profits of $1.3 
million, the company has been consistently profitable for each of the past 10 years.

The firm, established originally as the Birmingham Machinery and Tool Company by Jake Savitt, initially served 
as a general contractor for a number of local municipal building and highway construction jobs. Jake ran the 
business very effectively until his death 11 years later, at which time it passed to his three sons of whom Jody, the 
eldest, who at the time was 27, took over the day-to-day management of the company.

Jody was more ambitious than his father and set about building the business effectively. He knew how to market 
his firm’s capabilities, and within five years of assuming the chief executive’s role, the company was generating $4 
million in sales and approximately $100,000 in profits. As a result, Jody felt confident in approaching some of the 
major heavy equipment manufacturers in the U.S. to serve as their distributor in the Southeast, in general, and in 
Alabama, in particular. 

Unfortunately, at the time, the state was heading into a major recession, and the company’s fortunes deteriorated 
through this period. While the company lost money, Jody, nevertheless, demonstrated a commitment to cost 
control that ensured the survival of the business while simultaneously pursuing an aggressive marketing strategy 
within the state to protect the company’s market position.

Emerging from the recession, Jody felt confident in again approaching the heavy equipment manufacturers to 
serve as their distributor. This time they responded positively, and SHCE was established as Dee-Cat’s exclusive 
distributor in Alabama. In recognition of the company’s increasingly influential position in the Alabama 
construction equipment market, Jody elected to change the company’s name to Savitt Heavy Construction 
Equipment, Inc., the name that the company holds to this day. Today SHCE holds a major market share position 
in Alabama and is expanding its market share in Mississippi as Dee-Cat’s exclusive distributor in those states.
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RELATIONSHIP WITH DEE-CAT
With sales of $6 billion worldwide, Dee-Cat is the largest manufacturer of heavy construction equipment in the 
U.S. Its share price is considered the bellwether for the state of the U.S. economy, and its fortunes, therefore, 
follow those of the economic climate in the U.S.

Jody was effective in establishing an excellent rapport with Dee-Cat early on, and Dee-Cat was impressed by the 
many contacts that SHCE had developed at both public and private levels within Alabama. With Dee-Cat’s help, 
Jody was able to expand the company over the next 12 years to sales of $41 million in 2XX2, producing profits of 
$1.5 million in that year.

Dee-Cat provided excellent operating and financial support for the business. First, its equipment was in much 
demand in both the road and commercial/residential construction industries within the state, and the company’s 
equipment was the equipment of choice for many of the local construction companies. 

Second, Dee-Cat provided interest-free credit to SHCE for 150 days, and as a result, the company was able to 
carry large amounts of inventory on its books. The payables owed to Dee-Cat are shown in the liabilities section of 
the balance sheet under Accounts Payable (Other).

Third, Dee-Cat would also enable the company to obtain floor plan financing from local financial institutions by 
agreeing to subordinate its own credit claims to those of local banks. This enabled bankers to get comfortable and, 
as a result, was one of the reasons why First Third became a banker to the company.

As Dee-Cat has sought to improve its own cash management over the past three years, it has provided less 
spontaneous financing through its trade payables support. This reduction has presented an excellent opportunity 
for the bank. In addition, the company received a further vote of confidence in 2XX4 with Dee-Cat agreeing to 
refinance out Jody’s loan to the company of $3.5 million with its own subordinated loan for the same amount.

All in all, in our judgment, Dee-Cat has provided a basis of excellent support for SHCE.

MANAGEMENT AND SHAREHOLDERS
SHCE’s management and shareholders are led by Jody Savitt, now 57, who retains a 36% ownership interest in 
the company. His two brothers, Hank and Bob, own 16% each and, as sleeping partners in the business, tend to 
do Jody’s bidding.

The balance of the shares is owned by the Greentree Investment Corporation (GIC), an investment house in Bir-
mingham that holds minority investments in well-established local companies. Having first obtained Jody’s agree-
ment, Hank and Bob sold half of their original individual shareholdings of 32% each to GIC for $1.5 million as a 
means of helping them broaden their personal investment base. Jody was supportive of this move, since it not only 
provided him with the largest of the minority shareholdings but, along with his two brothers, he was still able to 
control 68% of the votes of the company.
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Through the sale of shares to GIC, Jody was able to bring in the benefit of outside investors to help advise the 
company as it continued its expansion. The chairman of GIC, Warren Luce III, sits on SHCE’s board and 
provides advice to Jody, particularly with respect to financing matters for the company.

GIC has no intention of increasing its investment , although Jody after nearly 40 years in the business and 
more than 30 years running it himself is keen to pursue a number of options with respect to the future of the 
company, in general, and his own successor, in particular.

The small increases in common stock through 2XX4 are the result of some sales of previously authorized but 
unissued shares to existing shareholders. There is no indication that such sales will continue in the future.

With respect to the management of the company, Jody has done a sound job in building a well-diversified 
management team. His managers include:

ROSS HENKEN

Born and raised in Birmingham, Ross went to the local high school and then to Auburn University, where he 
majored in engineering. At 49, he has decided to settle in Birmingham, having held a number of different jobs 
with large contracting manufacturers in the U.S., with long stints at Dee-Cat (8 years), and John Deere (10 
years). He knows the business well and, as Jody’s right-hand man, has been instrumental in ensuring the sustained 
profitability of the company over the past five years.

As chief operating officer, Ross was recruited by Jody in 2XX0, again with a view to finding a potential successor. 
In Ross, he has a most capable subordinate, who is clearly now in Birmingham to stay.

HARRY SCOTT

As the plant manager, Harry is responsible for the day-to-day management of SHCE’s three main distribution 
facilities in Birmingham and its two other facilities strategically located in Montgomery and Mobile, respectively. 
At 47, Harry has been with SHCE for the past 30 years, starting as the office boy just before old Jake died. 
Operationally, he has an excellent understanding of the business, although like Ross and Jody, he has no sense 
of financial sophistication in terms of running the business. The influence of Jody, Ross, and Harry dominates 
the business activities of the company and has meant that only recently has there been any level of financial 
sophistication introduced to the business.

csantoro
Sticky Note
Completed set by csantoro
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RICH HATCH

As the controller, Rich, at 33, is the new man on the block. He came to the firm three years ago, having been a 
manager at the local Birmingham office of Ernst & Young. Rich is a smart financial manager, with a good feel for 
the numbers of the business. He has been pressing Jody to move the company to a major national accounting firm 
for the past three years. However, it is only with the influence of Mr. Luce over this period that some progress has 
been made, and in 2XX5, Ernst & Young will be installed as the firm’s accountants.

Until this time, SHCE had been using Simmons & Rose, a local firm that produced reviewed statements for the 
company each year.

TONY HARRIS

At 36, Tony was recruited by the company two years ago as the new sales manager. Last employed by a local 
trucking company in Atlanta, Tony has an aggressive approach to selling and marketing that, along with modest 
economic growth in Alabama and federal stimulus spending for capital projects, resulted in a major turnaround 
in the company’s sales levels in 2XX4. These efforts, in conjunction with the operating management, saw a 
substantial revival in the revenue levels, even though profits did not enjoy the same level of success. This, in part, 
was owing to Tony’s desire to capture market share at all costs, higher volume of used equipment sales and the 
discontinuation of Dee-Cat’s discount offered in 2XX3.

Tony has also been instrumental in introducing an aggressive support program for SHCE’s customers, whereby 
SHCE guarantees the financing of local contractors who lease or purchase SHCE’s equipment. As of 12/31/X4, 
SHCE had provided $3.8 million of guaranties to local financing houses as a result of Tony’s initiative.

RELATIONSHIP WITH FIRST THIRD BANK OF ALABAMA
We have had a relationship with SHCE for the past 12 years. It is one of the 20 most profitable relationships in 
the bank. In addition to our short-term and long-term facilities to the company, which are detailed below, we 
have also managed to win all the company’s cash management business, and all three Savitt brothers are valued 
customers of the bank’s trust department.

Over the past twelve years, when Jody needed to move from his local community bank to meet his growing needs, 
we have expanded the relationship to include the following facilities:

• $4.5-million one-year secured revolving floor plan line of credit. This line was originally established twelve 
years ago as a $1-million line and grew throughout the years. The line is secured by a lien on receivables and 
inventory.

csantoro
Sticky Note
Completed set by csantoro
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In 2XX3, in anticipation of the company taking advantage of a tremendous pricing deal from Dee-Cat, the line 
was increased from $2.5 million to $6.5 million for one year to meet SHCE’s working capital requirements.

This was reduced in 2XX4 to $4.5 million with a required cleanup period at the end of the year, which is 
traditionally SHCE’s slow period. 

• $1-million five-year equipment loan. With $565,000 still outstanding under this loan, we are also 
SHCE’s sole commercial banking term lender. The balance of the term debt as of 12/31/X4 is provided by 
the Montgomery Insurance Company, which advanced the funds to finance a major expansion at SHCE’s 
distribution outlet in Montgomery. This loan is secured by the distribution outlet itself.

The company has always performed in accordance with the terms of both its revolving and its term loan 
agreements, and we have heretofore had no difficulty in obtaining credit approval for both renewing and 
increasing the line of credit.

Note: Max, it is only since you came on board last summer that we have had any questions raised about this credit 
and the management of this account. While the working capital line was not reduced in accordance with your 
instructions, it has always been used for working capital purposes, and there has always been complete compliance 
with both the terms of the revolver and the borrowing base arrangements.

OUTLOOK FOR THE U.S CONSTRUCTION EQUIPMENT 
INDUSTRY
According to IBISWorld, growth in the construction equipment industry is influenced by manufacturing industry 
output, the value of non-residential building construction, and the level of highway, bridge, street, and tunnel 
construction activity. Expectations among major players in the industry are that revenues will remain strong in the 
short and medium term (one to five years), particularly in the non-residential construction sector. Wholesalers of 
construction equipment are facing more competition from foreign manufacturers and industry competition will 
be based on cost leadership as prices and margins are expected to be squeezed. Given this environment, successful 
competitors will seek to reduce operating costs, improve economies of scale and command industry-average prices 
to earn above average profits in the years ahead. 

Wholesalers that deal with the recognized brand leaders—including Dee-Cat, CNH, and Komatsu—are usually 
able to command a premium price over secondary brands that outweigh any additional costs of marketing. Such 
wholesalers also have access to a broader range of equipment that enables them to meet the full range of their 
customers’ needs.
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THE ALABAMA CONSTRUCTION EQUIPMENT INDUSTRY
SHCE is the leading construction equipment distributor in Alabama, and when compared with other distributors 
in neighboring states, it is the second largest distributor in the Arkansas, Alabama, Louisiana, and Mississippi 
region in terms of revenues. 

Last year, we estimated that its market share of heavy construction equipment to road and highway and 
commercial construction contractors was 35–40% of the market in the state, with its nearest competitor—
Montgomery Tractor Supply—lagging a distant second with a 17% market share. Mom-and-pop operators—that 
enjoy neither the economies of scale of SHCE nor the support of a supplier as strong as Dee-Cat—make up the 
balance of the construction equipment distributors. 

In Alabama, the construction industry took a real beating between 2XX0 and 2XX3, with a dramatic fall off in 
activity as the recession hit the region very hard. Federal allocations for road building in the state declined by 16% 
between 2XX0 and 2XX2 to $450 million. There have been gradual increases of 3–4% per year in the past two 
years, but highway spending is expected to grow 7–9% a year in each of the next three years. Major repair work 
and expansion of key interstates are planned as continuation of the past two years’ federal stimulus spending.

The construction activity in the state is directly related to the local economy, which grew at 1.3% in 2XX4 and is 
expected to grow at 3% in fiscal 2XX5. Housing starts in the state have been slow since 2XX2 and are expected 
to grow at a modest 2% in 2XX5 and 2XX6. However, both commercial and industrial construction activity is 
expected to grow at 5-6 % a year over the next three years.

The recession has reduced inventories, and capital equipment replacements have been minimal in the past two 
years. A return to economic growth combined with delayed equipment purchases suggest the  Alabama economy 
will place considerable demands on capital equipment over the next two to three years. 

In short, we see considerable demands for construction equipment, in general, and Dee-Cat’s product range, 
in particular. The sales growth—even without the efforts of Tony Harris—should result in continued SHCE 
sales growth for the next three years. The resulting demands on working capital provide SHCE with significant 
financing needs that we will, of course, be invited to meet.

BUSINESS FUNDAMENTALS
In reviewing SHCE’s overall business, we have focused on five areas:
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1. Customer Base

SHCE has a wide-ranging commercial construction customer base. In 2XX4, 16% of its sales were to public 
departments including the state highway authority, with the balance to both public and private construction 
companies in Alabama and Mississippi.

Of these customers, no one customer accounts for more than 7% of all revenues, and the top 20 accounts 
receivable accounted for 76% of outstanding accounts receivable as at 12/31/X4. 

Of these 20, 8 are new clients brought in by Tony Harris over the past 24 months. Furthermore, Tony’s 
initiative of linking up with local financial leasing companies to provide third party financing to SHCE’s 
customers has worked wonders. In 2XX4, this initiative accounted for at least 40% of the new business, and 
with the backing of SHCE’s own guaranty of the financing for selected customers, the company was able to 
make major inroads into its markets in both Alabama and Mississippi. SHCE’s guaranty of certain customers’ 
lease financing is designed as a stop-loss program that requires the leasing company to work collaboratively 
with SHCE to collect payments from the customer and engage SHCE directly in equipment remarketing 
efforts before calling on SHCE’s guaranty, which is then limited to 75% of any net uncollected principal and 
interest. The program is renewable annually by both SHCE and the leasing companies.

With the work done by Rich Hatch since he became controller three years ago, the company manages its 
accounts receivable quite aggressively, although some slowdown has been experienced in the past couple of 
years as a result primarily of Harris’ aggressive marketing strategy. Dilution of accounts receivable has never 
exceeded 1.8% in any of the past four years; the terms of trade are 2/10/net 30, and the company’s bad debt 
experience through 2XX3 was minimal (no more than 3% of total accounts receivable). Things slipped a little 
in 2XX4, with a bad debt write-off of $400,000 related to two smaller local construction firms that closed their 
doors due to the recessionary environment.

2. Geographical Distribution

With three distribution centers in and around Birmingham, one in Montgomery, and another in Mobile, 
Alabama accounts for 66% of SHCE’s total revenues. Of this approximately $32.5 million, 60%, 23%, and 
17% come from Birmingham, Montgomery, and Mobile, respectively. The balance of the revenues is generated 
in Mississippi.

csantoro
Sticky Note
Completed set by csantoro



PRECOURSE  - 15

Pr
ec

ou
rs

e 
 

3. Suppliers

In 2XX4, Dee-Cat-supplied equipment accounted for 73% of all purchases of heavy construction equipment 
made by the company. This was down from a high of 88% in 2XX1 and was partly a function of the company’s 
agreement with Dee-Cat to remove the 150-day interest-free financing period.

The balance of SHCE’s purchases are for used equipment from other distributors within Alabama, as well 
as the construction companies themselves that engage in sale and repurchase programs periodically. This is a 
growing business for SHCE. Although it is not as lucrative as that afforded from distributing new equipment, 
it nevertheless provides satisfactory returns—albeit with gross margins about 150 basis points below those of 
new equipment sales. 

With respect to its relationship with the suppliers, Dee-Cat has recently changed its policy. Previously, Dee-Cat 
would subordinate its interest to other bankers to the company. Since adopting its policy over the past three 
years of reducing its trade credit exposure to its distributors, Dee-Cat now maintains a purchase money security 
interest in inventory that it supplies on credit until such time as the credit has been settled. First Third’s own 
interest in the inventory therefore needs to make allowances for the Dee-Cat claim. Furthermore, Dee-Cat also 
has the right to the proceeds from the collection of accounts receivable created from the sale of certain new 
Dee-Cat inventory items. 

While Dee-Cat’s interest inevitably presents some dilution of SHCE’s claim to the assets, it is not one with 
which we are unduly concerned given the level of the trade credit now provided by Dee-Cat directly to the 
company.

4. Subordinated Debt

Unknown to us, in 2XX4 Jody Savitt, who had made a personal fully subordinated loan at our request in 2XX0 
to provide much needed support to the company, negotiated a five-year subordinated loan with Dee-Cat, the 
proceeds of which would be used to repay Jody.

Theoretically, this was a breach of our term loan agreement. While we could argue that this was a technical 
breach, we simply waived this breach because the subordinated capital was simply being replaced and remained 
subordinated to the senior bank debt. 

5. Long-Term Investments/Land

In addition to SHCE’s substantial investment in fixed assets, its long-term investment on the balance sheet 
comprises the cash value life insurance on policies taken out on the lives of the top three executives of the 
company ($400,000 each), with the balance comprising substantial tracts of land outside of Huntsville, 
Alabama, and Jackson, Mississippi, respectively, that are being held by SHCE for future expansion. The 
company has sold off some small parcels in the past two years with no gains or losses recorded.

 



PRECOURSE  - 16
C

as
h 

Fl
ow

 A
na

ly
sis

 I:
 U

C
A 

Fu
nd

am
en

ta
ls

FINANCIAL AND OPERATING PERFORMANCE FROM 
2XX1 TO 2XX4
With sales in 2XX4 growing to nearly $40 million, the company was well established as the premier construction 
company in Alabama at the beginning of the decade. Profitability was increased in 2XX3, on correspondingly 
marginal incremental sales, as the work of Tony Harris in protecting the company’s market position started to bear 
fruit.

At the end of 2XX2, Dee-Cat informed SHCE that because of its own exclusive distributorship policies, Dee-Cat 
wanted to cut back on the interest-free payable financing previously provided to the company. To facilitate this 
change, Dee-Cat agreed to provide two key one-time incentives to SHCE:

1. In return for the withdrawal of the 150-day credit period, Dee-Cat would provide a 3% discount on all pur-
chases of equipment made by SHCE during the first six months of 2XX3.

2. Reflecting appreciation for the support Jody had given the company back in 2XX0, when additional capital 
had been required to carry SHCE through the Alabama recession, Dee-Cat would be prepared to replace 
Jody’s note with a five-year subordinated loan to SHCE.

At the beginning of 2XX4, the 3% discount had been withdrawn, and notwithstanding the continued support 
through the subordinated loan, SHCE saw some decline in overall profitability. Part of this decline was a function 
of the return to normal Dee-Cat supplier pricing in mid-2XX3 and the ongoing shift to a higher level of used 
equipment sales.  

In addition, Jody decided that he and his brothers were entitled to a major bonus in 2XX4 to reflect the 
concessions they had made in the previous year when the company’s overall constraints had been in effect. The 
brothers agreed in 2XX4 to pay themselves a collective $1.7-million bonus. 

Working capital management has been the responsibility of the controller. In both 2XX3 and 2XX4, accounts 
receivable reflected Tony Harris’s aggressive selling as he embarked on a full-scale marketing drive through 
Alabama and into Mississippi. The company’s ability to maintain, and then build its market share as it came out of 
the recession, was mainly due to Tony making SHCE’s terms so attractive to new customers.

Inventory levels were expected to increase in 2XX3 as SHCE took advantage of the tremendous discounts afforded 
by Dee-Cat. In 2XX4, the company ran down its stocks so significantly, as a result of Harris’ aggressive marketing 
initiatives, that the inventory turnover by year-end was 3.3x, which compared to 2x for the national average as 
shown in RMA’s Annual Statement Studies.

In 2XX4, SHCE completed a major expansion of its Montgomery facility, which was financed by Montgomery 
Insurance Company. In light of the economic conditions in the last several years, the working capital needs as the 
new Dee-Cat supplier terms fully kicked in and the decision to pay the bonus the company decided to defer any 
other capital spending until 2XX5 when management expects such expenditures to return to a more normal level.

Nothing could be better with respect to SHCE’s overall performance over the past two years, with dramatic 
improvements in the current and quick ratios, as well as the decline in leverage as measured by funded debt to net 
worth.

Details of the income statement and balance sheet of SHCE for the years 2XX1 to 2XX4 are set out on the 
following pages.
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SAVITT HEAVY CONSTRUCTION EQUIPMENT, INC.
BALANCE SHEET ($000S)
Year Ended December 31
ASSETS 2XX1 2XX2 2XX3 2XX4
Current Assets

Cash 201 273 306 394
Accounts Receivable 3,206 3,408 5,102 5,803
Inventory 11,318 10,963 14,312 9,607
Prepaid Expenses 86 162 428 442
Other Current Assets       647      721       326       484

Total Current Assets 15,458 15,527 20,474 16,730

Fixed Assets
Grossed Fixed Assets 14,966 17,327 20,668 22,100
Accumulated Depreciation (6,223) (7,869) (9,777) (12,298)
Net Fixed Assets 8,743 9,458 10,891 9,802

Other Assets
Long-Term Investment 3,100 3,867 3,745 3,598
Due from Officers       252       262       290       306

TOTAL ASSETS 27,553 29,114 35,400 30,436

LIABILITIES
Notes Payable - Banks 1,796 2,008 6,108 3,918
Accounts Payable (Trade) 818 1,246 2,522 2,284
Accounts Payable (Other) 9,102 7,983 6,422 1,907
Income Taxes Payable 128 126 147 173
Accured Expenses Payable 244 634 726 819
Current Maturities Long- Term 
Debt

     575      625      625      700

Total Current Liabilities 12,663 12,622 16,550 9,801

Other Liabilities
Long- Term Debt 1,624 1,482 1,174 1,980
Deferred Taxes 1,253 1,748 2,222 2,202
Long- Term Subordinated Debt 3,500 3,500 3,500 3,500

Total Liabilities 19,040 19,352 23,446 17,483

Stockholders’ Equity
Common Stock, no par value 2,410 2,468 2,622 2,949
Retained Earnings 6,103 7,294 9,332 10,004

Total Stockholders’ Equity 8,513 9,762 11,954 12,953
TOTAL LIABILITIES AND EQUITY 27,553 29,114 35,400 30,436
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SAVITT HEAVY CONSTRUCTION EQUIPMENT, INC.
STATEMENT OF INCOME ($000S)
Year Ended December 31

2XX1 2XX2 2XX3 2XX4

Net Sales 39,687 41,241 41,996 48,727
Cost of Goods Sold (26,978) (27,472) (26,174) (31,559)
Gross Profit 12,709 13,769 15,822 17,168
Operating Expenses (8,334) (8,929) (8,436) (11,699)
Depreciation (1,554) (1,646) (1,908) (2,521)
Operating Income 2,821 3,194 5,478 2,948
Interest (751) (783) (940) (903)
Net Profit before Taxes 2,070 2,411 4,538 2,045
State and Federal Income Taxes      (704)      (892)      (1,815)      (777)
Net Profit after Taxes 1,366 1,519 2,723 1,268

RETAINED EARNINGS RECONCILEMENT

Beginning Retained Earnings 4,968 6,103 7,294 9,332
Net Profit 1,366 1,519 2,723 1,268
Dividends      (231)      (328)      (685)      (596)
Closing Retained Earnings 6,103 7,294 9,332 10,004
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GLOSSARY
FINANCIAL RATIOS
SALES GROWTH (%)

 Current Year Sales-Prior Year Sales
=  x 100 (%)
  Prior Year Sales

GROSS PROFIT

Describes the difference between sales revenue and the cost of goods sold (COGS). (Note: COGS may include 
depreciation expense in certain types of companies).

= Net sales - Cost of goods sold (including depreciation)

GROSS PROFIT MARGIN (%)

Describes gross profit expressed as a percentage of net sales.

   Gross profit
=  x 100 (%)
   Net sales

OPERATING EXPENSE PERCENTAGE (%)

Made up of SG&A and depreciation. (Note: It does not include interest expense or depreciation of manufacturing 
equipment.) Operating expense includes salaries for officers, general office help, and sales staff; other sales expenses 
include such items as travel and advertising, office overhead, and utilities Depreciation relates to fixed assets (desks, 
computers, etc.) used in daily administrative functions.

 Operating expenses (including depreciation)
=      x 100 (%)
   Net sales 
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OPERATING PROFIT MARGIN (%)

Describes operating profit expressed as a percentage of net sales.

=
Operating profit

x 100 (%)
Net sales

EBITDA

A commonly used measure to determine cash flow from income statement data. The formula adjusts net income 
to add back non-cash charges, interest, and taxes.

= Net profit after tax + Interest + Tax provision + Depreciation + Amortization

ACCOUNTS RECEIVABLE (DAYS)

Average number of days from sales of goods to collection of the resulting receivables.

=
Accounts receivable x 365

Net sales

INVENTORY (DAYS)

Measures the length of time on average between acquisition and sale of merchandise for a retailer or wholesaler; 
for a manufacturer, it covers the amount of time between purchase of raw materials, their production into finished 
goods, and finally their sale as completed goods.

=
Inventory x 365

Cost of goods sold (including depreciation, if allocated to cost of goods sold)
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ACCOUNTS PAYABLE (DAYS)

Measures the length of time (on average) that passes between purchase of goods and payment for them.

  Accounts payable x 365
=  
 Cost of goods sold (excluding depreciation)

For the purposes of this calculation, include other payables (the Dee-Cat payables) in this calculation.

CURRENT RATIO

The relationship between a company’s current assets and its current liabilities.

    Current assets
=  
  Current liabilities

QUICK RATIO

An indication of the ability of a company to retire its current liabilities from current assets other than inventory 
and prepaid expenses.

 Cash + Receivables + Cash equivalents
=  
  Current liabilities

DEBT/TANGIBLE NET WORTH

Measures the contribution to a company’s funding from all sources except the owner(s) or shareholder(s) in 
relation to that provided by the owner(s) or shareholder(s). Thus, it measures the risk assumed by all groups 
of creditors (for example, suppliers, employees, the tax authorities, and, most important from the banker’s 
perspective, the bank bankers) versus that assumed by the owner(s) or shareholder(s).

     Total liabilities
=  
 Tangible net worth*

Total liabilities is the sum of all liabilities, including the accounts payable, notes payable, and accrued expenses, 
as well as long-term debt and deferred taxes. Net worth is the sum of all owners’ contributions in terms of capital 
and retained earnings (stock, retained earnings, treasury stock, capital surplus, etc.). Remember to subtract the 
intangibles.

* Total net worth – Total intangibles
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DEBT/EFFECTIVE TANGIBLE NET WORTH

This ratio recognizes that if there is a piece of subordinated debt, in effect, it acts like equity because it cannot be 
paid before the bank is. Therefore, it can be treated like equity by subtracting it from liabilities and adding it to 
the equity section and then recalculating that ratio.

       Total liabilities - Subordinated debt
=  
 Net worth - Intangibles + Subordinated debt

DIVIDEND PAYOUT RATIO

This ratio measures the amount of net earnings paid out to shareholders in the form of dividends.

      Dividends
=  
 Net profit after tax 

PROFITABILITY INDICATORS

Cash flow statements are not the only analytical techniques a creditor should use to determine the financial 
strength of a business. They are meant to supplement, rather than replace, other analytical techniques. While 
spreadsheet software systems generate a great number of ratios, the following measurements are considered to be 
among the most important.

GROSS PROFIT

Gross profit is what remains after the company completes its most basic transaction—the sale of goods or services. 
It is calculated by subtracting the cost of goods sold (COGS) from net sales. This is important to assist in the 
measurement of the financial health of a business because gross profit must be sufficient to pay for all other 
expenses and still provide a reasonable return for the owners. In some cases, such as manufacturing companies, 
COGS may include depreciation expense.

GROSS PROFIT MARGIN

Gross profit expressed as a percentage of net sales.

OPERATING EXPENSE AS PERCENTAGE OF SALES

This ratio measures the percent of each sales dollar that is needed to meet the ongoing operating expenses, 
excluding interest expense, of running a business. Depreciation of selling, delivery, and administrative physical 
assets is included, while depreciation of manufacturing equipment is not; it is included as a part of costs of goods 
sold.
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OPERATING PROFIT MARGIN

Since both the gross profit margin and operating expenses are expressed as a percentage of sales, operating expenses 
should be subtracted from gross profit to determine what percent of each sales dollar will be available to meet 
taxes, interest, dividends, debt repayment needs, and additional capital expenditure requirements beyond those 
represented by the depreciation expense. This measurement provides an early indication of eventual cash surplus 
or shortage; a weak margin reflects an inability to generate sufficient cash from normal operations to meet these 
needs. In this event, the only way to meet all these claims on the company while maintaining an inadequate 
operating margin is to rely on external sources of financing such as a bank loan or additional equity capital.

NET PROFIT MARGIN

Net profit after taxes expressed as a percentage of net sales. It is the bottom-line measurement of the company’s 
operating business. The ratio indicates what part of each sales dollar remains with the company after all sources of 
income and all expenses have been accounted for.

ASSETS/SALES

A measurement of management’s ability to use its resources to its best advantage—that is, the amount of sales 
volume (and hence potential profit) that can be generated by each dollar invested in the company’s assets; the 
greater the efficiency, the lower the ratio.

ACCOUNTS RECEIVABLE (DAYS)

Compute in this manner, using year-end accounts receivable figures: 

Accounts receivable x 365
Net sales

The result is the number of days from sale of goods to collection of the resulting receivables. Recognize the pos-
sibility for distortion if the receivables level at year-end is not representative of the entire year. Although some 
spreadsheet software programs compare sales with year-end receivables, a more accurate approach might be to 
use an average of the receivables found on all available interim and year-end statements in the numerator of the 
formula.
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INVENTORY (DAYS)

This measurement demonstrates the efficiencies in the way a company buys its raw materials and processes these 
raw materials and how quickly it can sell the resulting finished goods. The maintenance of a higher-than-necessary 
level of inventory removes cash from the business. This ratio measures the length of time on average between 
acquisition and sale of merchandise for a retailer or wholesaler. For a manufacturer, it covers the amount of time 
between purchase of raw materials, their production into finished goods, and finally their sale as completed goods. 
The formula employed in this course is:

Inventory x 365
Cost of goods sold (including depreciation)

If detailed income statements are available, an analyst can extract the entry for purchases from the cost of goods 
sold calculation; using this number in the denominator of the formula is more accurate. However, this is not 
often possible since the figure for raw materials purchases is not always made available. Further, in the case of a 
manufacturing company, add depreciation to COGS. A portion of depreciation will also be reflected in inventory 
at year end. The use of cost of goods sold (rather than purchases) in the calculation should not be viewed 
negatively, since the formula’s usefulness lies in the trends that it measures. 

ACCOUNTS PAYABLE (DAYS)

One company’s receivable is another’s payable. This formula measures the length of time (on average) that passes 
between purchase of goods and payment for them. It is an effective measure of the amount of credit a company 
can take from its suppliers. As with inventory, if detailed income statements are available, an analyst can extract 
the entry for purchases from the cost of goods sold calculation and use this number in the denominator of the 
formula. As with accounts receivable, the comments regarding the use of average accounts payable figures also 
apply. The formula used in the computer calculation is:

Accounts payable x 365
Cost of goods sold (excluding depreciation)

For the purposes of this exercise, include other payables (the Dee-Cat payables) in the accounts payable (days) 
calculation.

FINANCIAL POSITION INDICATORS

CURRENT RATIO

This ratio measures the relationship between current assets and current liabilities. The higher the ratio, the greater 
the relative amount of cash expected to become available within the following year to meet debts that will come 
due during the same period. This is a good point from which to start to analyze liquidity; however, it does not 
address any timing differences between cash realization, on the one hand, and payment requirements, on the 
other. Nor does it address the realizable value of the assets, i.e., whether all the receivables are collectible and the 
inventory is saleable.
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QUICK RATIO

Since inventory is the least liquid current asset and the most difficult to evaluate in times of financial distress, 
an analyst needs to determine whether current liabilities can be retired from sources that are more liquid than 
inventory. Hence the value attributed to inventory is subtracted from current assets before being divided by 
current liabilities. A resulting ratio of greater than 1:1 indicates no reliance on inventory liquidation to meet 
current indebtedness, assuming the remaining assets (quick assets) are liquidated at the value shown on the 
statement. This ratio, like the current ratio, also does not address the question of timing.

DEBT/TANGIBLE NET WORTH

This ratio is calculated by dividing total liabilities by tangible net worth. This ratio measures the relationship 
between the amount invested in a company by its owners, on the one hand, and the amounts that are owed to all 
other groups of creditors, on the other. The higher the resulting ratio, the smaller the relative cushion provided to 
creditors by the stockholders’ funds.

CASH FLOW TERMINOLOGY
During the CFA I: UCA Fundamentals course, you will learn how to construct a cash flow statement. The 
following terms are used in conjunction with cash flow statements.

CASH FROM SALES

That portion of the present year’s sales collected in the present year, plus any amounts from previous years’ sales 
collected during the present year.

CASH PRODUCTION COSTS

Cash expended during the present year to produce goods for sale (manufacturer) or to acquire merchandise 
(wholesaler or retailer). In the case of a manufacturing company, this figure will be adjusted for depreciation as 
well as for changes in inventory, accounts payable, and other payables.

GROSS CASH PROFIT

The difference between cash from sales and cash production costs.

CASH OPERATING EXPENSES

Actual cash spent during the present year for selling, general, and administrative expenses. In the case of a 
distributor, like SHCE, SG&A will be adjusted for depreciation as well as for changes in prepaid and accrued 
expenses. 
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CASH AFTER OPERATIONS

Computed by subtracting cash operating expenses from gross cash profit. It is comparable to operating income on 
an accrual basis.

NET CASH AFTER OPERATIONS

Cash remaining after adjusting cash after operations to reflect net cash outlays (or inflows) arising from changes in 
income taxes and in miscellaneous assets and liabilities. It is the amount of cash available for servicing interest on 
bank debt.

NET CASH INCOME

Computed by deducting financing costs (interest, dividends, or withdrawals) from net cash after operations. The 
number is comparable to net income on an accrual basis.

CASH AFTER DEBT AMORTIZATION

Computed by subtracting the current maturities of term debt out-standing at the end of the previous year from 
net cash income. If, after this deduction, there is still a positive figure, it means a company has been able to gener-
ate sufficient cash from its internal operations to meet all its obligations to bank bankers, including interest and 
principal payments on its bank debt. If, on the other hand, the figure is negative, the company must resort to 
external sources of financing to meet these obligations as well as to make any capital expenditure payments.

FINANCING REQUIREMENTS OR SURPLUS

Computed by subtracting fixed-asset purchases and expenditures for long-term investments from cash after debt 
amortization. This measures either the magnitude of external financing needed or the cash generated in excess of 
all needs of the business.

CALCULATED CHANGE IN CASH 

External financing refers to the provision of additional cash to a company from new debt or equity capital. This 
entry will result in an excess or shortfall of cash after adjusting the financing requirement or surplus by the amount 
of any external financing.

ACTUAL CHANGE IN CASH

The change in the cash account on the balance sheet from the preceding year’s balance sheet to that of the current 
year. If the cash flow statement has been calculated correctly, this will be the same as calculated change in cash.
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CASH RATIOS
There are two ratios that are particular to cash flow analysis because they use entries derived as part of the cash 
flow calculations described previously.

CASH MARGIN RATIO

Compute by dividing gross cash profit by net sales. The result is an indication of the percentage of each sales 
dollar that remains in cash after payment of all production (for a manufacturing company) or acquisition (for a 
wholesaler or a retailer) costs.

CASH COVERAGE RATIO

Addresses the very important question of whether the borrower is able to meet its debt obligations—principal 
and interest—and any dividend payments, from internally generated cash. Calculated by dividing net cash after 
operations by financing costs plus scheduled payments on long-term debt. A ratio of greater than 1:1 indicates 
no reliance on external financing to make the required payments. A ratio of less than 1:1 means that a company 
must raise external financing elsewhere (under its short-term line of credit, from new long-term debt, or from 
shareholders) to service its obligations to bankers and to stockholders and its capital expenditure requirements. 
The ratio is shown as the UCA cash flow coverage ratio in the ratio report generated by automated spreading 
systems.
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INTERPRETING THE CASH
FLOW MANAGEMENT
REPORT

JOB AID

INTRODUCTION 
This report brings together elements of the UCA cash flow and the ratio analysis. The report is designed to help us 
see the effects of growth and management on operating cash flow.

CASH FLOW DRIVERS 
Cash flow drivers are the factors that had the most important influence on the company’s cash flow. This section of 
the report summarizes the ratios used to measure the cash flow drivers.

•  Sales growth typically exerts a significant influence on cash flow.

• Some of the cash flow drivers are also called the company’s funda-mentals (its management of margins) and 
swing factors (its efficiency in managing accounts receivable, inventory, and trade credit). Note that all the 
pertinent ratios are adjusted to remove depreciation.

• The Cash Flow Drivers section of the report also shows the other operating factors that account for change in 
cash flow from one year to the next—accrued expenses, other operating assets, and other cur-rent liabilities.
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Cash Flow Management
Statement Date 6/30/X1 6/30/X2 6/30/X3
Months Covered 12 12 12
Stmt Type Annual Annual Annual

CASH FLOW DRIVERS
CASH FLOW DRIVERS
Net Sales Growth 3.52 3.54
Gross Margin (plus Depr.) % 28.64 24.11 22.57
Operating Expense (excl. Depr.) % 20.29 15.91 15.58
Accounts Receivable Days 47.27 54.01 57.02
Inventory Days on Hand (excl. Depr.) 110.70 98.34 107.47
Accounts Payable Days (excl. Depr.) 29.78 19.53 16.07
OTHER FACTORS
Other Operating Assets 28,040 21,091 26,429
Accrued Expenses Days 48.46 55.06 53.69
Other Current Liabilities - - -
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CASH MARGIN MANAGEMENT SUMMARY
The Cash Margin Management Summary section quantifies the effects of growth and management on the gross 
profit.

• The starting point is the prior year’s gross profit, adjusted to add back depreciation expense.

• The effect of the growth in sales of 3.54% in X3 is stated as the additional dollar amount of gross profit that 
would have been recorded if all else had remained the same and is added to the beginning gross profit.

• A further adjustment is made based on the change in the gross margin. In this case the margin declined to 
22.57%. The dollar impact of that change is calculated and deducted from the beginning gross profit.

• The result is the actual gross profit, which was reported in X3, adjusted to add back depreciation.

• The same calculations are performed on the operating expenses.

CASH MARGIN MANAGEMENT SUMMARY X2 X3
GROSS PROFIT:
BEGINNING GROSS PROFIT 2,098,594 1,828,621
Gross Profit Management (343,820) (120,950)
Gross Profit Growth 73,847 64,690
ENDING GROSS PROFIT (PLUS DEPR.)

OPERATING EXPENSES: (1,486,741) (1,206,675)
BEGINNING OPERATING EXPENSE 332,383 25,355
Operating Expense Management (52,317) (42,688)
Operating Expense Growth (1,206,675) (1,224,008)
ENDING OPER EXP (LESS DEPR.)
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TRADING ACCOUNT MANAGEMENT SUMMARY
The Trading Account Management Summary quantifies the effects of growth and management on the swing 
factors and on other operating assets and liabilities.

• The format first calculates the effect of management (efficiency) on each of the accounts, assuming no change 
in sales. For example, the change in accounts receivable days x the current year’s sales/ 365 will produce the 
additional dollar amount of receivables caused by slower collections

• The report then calculates the impact of sales growth on each account, assuming no change in management 
(efficiency). For example, using last year’s ending accounts receivable X the current year’s sales growth will 
produce the additional dollaramount of receivables due to higher sales.

• In the example shown, the company’s sales growth was a modest 3.54% in X3. If nothing else had changed, 
we would expect to see receivables increase to support this growth. Any increase in an asset is a use of funds, 
therefore this receivables increase from sales growth suggests a cash outflow.

• Additionally, receivable collections slowed. A/R days increased from 54 to 57. This ess efficient collection of 
receivables also leads us to expect a cash outflow..

• The combined growth and management factors relating to accounts receivable created a cash flow drain of 
$104,590.

• The report shows us which factors most influenced cash flow. It suggests where a company might focus 
efforts to achieve the greatest dollar improvement in the future, or which factors could lead to eventual loan 
repayment problems. This information can be helpful in setting values for financial loan covenants.
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TRADING ACCOUNT 
MANAGEMENT SUMMARY

X2 X3

CASH IMPACT OF MANAGEMENT
Accounts Receivable (139,917) (64,882)
Inventory 194,886 (152,008)
Accounts Payable (161,751) (57,577)
Total Management - Trading Acct. (106,782) (274,467)
Other Operating Assets 7,936 (4,592)
Accruals 21,814 (4,583)
Other Current Liabilities - -
Total Management - Other Factors 29,750 (9,175)
TOTAL CASH IMPACT OF MGMT. (77,032) (283,642)

CASH IMPACT OF GROWTH:
Accounts Receivable (33,398) (39,708)
Inventory (160,086) (87,464)
Accounts Payable 43,066 17,365
Total Growth - Trading Accounts (150,418) (109,807)
Other Operating Assets (987) (746)
Accruals (37,184) 2,615
Other Current Liabilities - -
Total Growth - Other Factors (38,171) 1,869
TOTAL CASH IMPACT OF SALES 
GROWTH

(188,589) (107,938)

TOTAL TRADING ACCOUNT AND 
OTHER FACTOR CHG.

(265,621) (391,580)

CASH AFTER OPERATIONS 356,325 156,773




