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ABSTRACT


Using simple time series models developed to track the movement of cash flows from operating, investing and financing activities in conjunction with changes in share values, this study looks at the statistical relationship(s) between the cash flows and share intrinsic values.  The research explores the components of cash flows to identify relationships between specific activities of an entity, the resulting cash flow implications, and the changes in shareholder values.  The study relies heavily on empirical data taken from public records of sample companies reporting to the Securities Exchange Commission (SEC) with a range of asset sizes from small-cap to large-cap companies.  The sample includes companies from diverse industries in order to eliminate the bias that a more limited industry range might create.  The statement of cash flows, compulsory reporting based on Statement of Financial Accounting Standard (SFAS) 95 for fiscal years ending after July 1988, offers investors the most effective, simple analytical tool for identifying successful cash management and predicting future positive trends in cash flows. This study examines the ways in which the statement of cash flows can be effectively analyzed to predict positive future trends in company expansion and profitability, with the resulting impact on future share prices.

INTRODUCTION

Profitable investing requires astute investors to carefully evaluate the value of available securities under consideration as portfolio additions.  Large institutional investors hire virtual armies of financial analysts specifically to perform that important in-depth analysis. Those analysts employ complex econometric models and consider volumes of data, both financial and non-financial, run hundreds of statistical analyses models, and all too often they still choose investments that fall short of expectations and minimum required returns. What then, can be expected for the small investors without such resources available to them?  They are left to choose their investments on the basis of recommendations from brokers, investment analysts, and some friend or relative with a “hot tip.” Consequently, the complexity of comprehensive financial analysis of a prospective investment either prevents asset acquisitions, or average investors make portfolio decisions without taking into consideration sound financial fundamentals. Too often small investors wind up following recommendations from brokers and other advisors with objectives that may be in conflict with their own.

In this study the authors seek to provide a simple approach for making investment decisions, which can be used with a modicum of success by modest investors without employing complex econometric tools or detailed statistical analyses. Prerequisite to the study the authors made the following underlying assumptions about the typical small investor:

1. Ordinary investors do not possess expertise in complex statistical analysis and use of advanced analytical procedures for choosing stocks likely to outperform the market.

2. Individual investors typically act on tips from friends, relatives, or financial advisors in choosing stock investments for their portfolio.

3. Small investors willing to consider individual stocks for their portfolio possess at least a reasonable familiarity with financial reporting formats and an ability to interpret information provided in the financial statements.

Hypothesis of the Study


The basis for data gathering and statistical analysis in the study resides in certain expectations about the legitimacy of the financial statement presentation formats promulgated by the authoritative sources for generally accepted accounting principles.  Specifically, the authors looked for guidance from SFAS 95 – Statement of Cash Flows, an accounting pronouncement widely believed to be one of the most important pieces of authoritative literature for the accounting profession in the last century. Because profitability can be readily manipulated through aggressive interpretation of existing accounting guidelines and overt earnings management, the quality of financial reporting might be greatly compromised without the statement of cash flows to reveal such activity. (Fridson, et al, 2002)  Issued in 1987, SFAS 95 requires a statement of cash flows as part of a full set of financial statements for all business enterprises.  Further, the Statement of Cash Flows must classify receipts and payments according to whether they stem from operating, investing, or financing activities and must provide definitions for each category. (SFAS 95, 1987)  This division of cash flows serves to inform investors about what they might expect in future cash flows and highlights strengths and weaknesses of the company’s cash management. (Vito, et al, 2007)  

Based on the aforesaid understanding of the Financial Accounting Standards Board’s (FASB’s) intent for informative disclosures inherent in the reporting of cash flows, the authors developed the hypothesis that a pattern of increasingly positive cash flows from operations serves as an effective predictor of share intrinsic value growth because of the resulting impact on profits and self-financed expansion capacity. (Vito, et al, 2007) Further, we believe the value of this hypothesis may be best realized when small investors select firms for further examination based on qualitative factors related to absence of (a) significant restatements of earnings, (b) material adjustments to financial results and (c) negative media events. Inherent to this hypothesis, three concepts emerge that can be measured for efficacy as factors in the proof of the hypothesis.

Concept No. 1: There is a direct correlation between positive cash flows from operating activities and stock price of a firm.

Concept No.2: As cash flows from operating activities increase, a firm’s capacity to expand its operations without taking on significant amounts of debt increases, resulting in potentially higher profits.

Concept No. 3: Income tax strategies that provide for recurring deferred tax benefits provide improving cash flows that contribute to greater profitability and higher stock prices.

Methodology for the Study (Phase 1)


As a first step in testing the hypothesis, a stock identified as a consistent performer was selected and studied to see if the concepts indigenous to the hypothesis could be segregated from the financial reporting of the firm and measured for usefulness. Selection of this first sample was accomplished by choosing a stock of interest to parties involved in the study, which met the quantitative criteria of increasing stock prices and improving cash flows from operations, while also fitting the qualitative guidelines for absence of restatement of earnings, material financial adjustments or significant media events.

For the purpose of initial investigation, the stock for Darden Restaurants, Inc. (DRI) was chosen and given careful analysis of its financial statements over a period of eight years, the time frame for which complete information was publicly available on the enterprise. Darden Restaurants, Inc. owns and operates casual dining restaurants. As of May 2006 the company owned 1, 427 restaurants which included 682 Red Lobster, 582 Olive Garden, 32 Bahama Breeze, and 126 Smokey Bones Barbeque & Grill establishments.  Founded in 1968, its base of operations is in Orlando, Florida. 

Data from the eight years of available financial reports was entered into a spreadsheet and used to create graphs of the movement over time in order to visually observe these relationships. The details included in the study came from these financial statement components:

· Total cash flows
· Cash flows from operations
· Cash flows from investing 
· Cash flows from financing
· Net Income Before Taxes
· Stock Price at Report Dates

Results from the Study (Phase 1)

The resulting graphs appear to support the hypothesis of positive cash flows from operating activities as a predictor of future earnings and intrinsic value.  In the first graphical analysis (Chart 1.0), the growth in positive cash flows from operating activities is compared to the pattern of stock price of the entity for the same period.  This comparison shows an apparent direct connection between the two variables with a small deviation between 2001 and 2003, which reflects an overall decline in the stock market during that period.  In fact, when compared to the pattern of overall decline in the market during that time period, the decline in stock value for DRI was significantly less dramatic, which may be related to their strong cash flows performance.  

The second chart compares the cash flows from the three reported categories of operations, investments, and finance activities (Chart 2.0).  Relationships demonstrated by the slope of the lines in this chart suggest the positive impact that results from increasing cash flows from operations, affording expansion without excessive external financing.   Moreover, for DRI in the latter years, it becomes apparent from examination of the graph that operating cash flows have begun to fully fund continued expansion, at the same time it is also used to reduce indebtedness.  This is demonstrated by continuing upward slope on cash flows from operations, while simultaneously the slope for both the investing and financing activities trend into the negative cash flows region.

The final chart derived from the DRI data depicts the pattern of cash flows in comparison to stock price and net income before taxes (Chart 3.0). Once again, the slopes of the three variables trend together in positive relationship, supporting the hypothesis for direct correspondence between cash flows and stock price, particularly when the cash flows also demonstrably support the strength of earnings. 

Methodology of the Study (Phase 2)

In order to further test the hypothesis, the study was expanded to include fifteen companies, with five each chosen from small-cap, mid-cap, and large companies (See Table 1.0).  Based on the prerequisite assumptions of the study, the companies were selected based on positive growth of intrinsic value, as measured by stock prices, over the period from 1996 to 2005.  Further qualitative factors served to eliminate firms from the sample that might have introduced variables and results that could not be controlled for in the study.  Specifically, entities were not considered if

1. Net income demonstrated exceptional volatility during the period.

2. Financial statements reported major restatement of earnings during the period.

3. Media exposure of events may have affected stock price independently from earnings and cash flows results.

During the second phase of the study, data was collected for the three groups according to market capitalization to control for the possibility that the amount, quality and frequency of financial information reported by each group may differ.  Moreover, the possibility that distribution of investors between institutions and individuals for each stock category might similarly differ had to be considered in order to assure that outcomes of the study would be meaningful to the targeted audience of small investors.  As done in phase one of our study, the data collected for our sample of fifteen companies consisted of: 

· Total cash flows
· Cash flows from operations
· Cash flows from investing 
· Cash flows from financing
· Net Income Before Taxes
· Stock Price at Report Dates

Charts comparable to those developed in phase one for DRI were created for each of the fifteen selected sample companies as well.  While the resulting charts displayed similar slopes and suggested similar relationships, these charts were largely ignored in this phase of the study.  In order to more firmly establish support for our hypothesis about the effect of positive cash flows on intrinsic value of firms, simple correlation analysis was performed between:

· Net Cash Flows and Stock Prices

· Net Income Before Taxes and Stock Prices

· Earnings Per Share and Stock Prices

· Lagged Values of Cash Flows from Operating Activities and Stock Prices

Results from the Study (Phase 2)

In all three groups individually and the aggregated data, the correlation coefficient between Stock Price and Cash Flows from Operations (lagged one year) exceeded 0.70.  The relationship appeared to be most significant in the large-cap category with a 0.77 correlation coefficient. The correlation between Stock Price and Cash Flows from Operations was as good or better an indicator of future growth in the stock price of the subject companies as other measures traditionally viewed as the primary indicators for successful investing.

In the large-cap group, earnings per share appeared to be a slightly better indicator of share value with a correlation coefficient of 0.80, though not statistically different than the coefficient between lagged Cash Flows from Operations and stock of 0.77.  Net Income Before Tax and Cash Flows from Operation appear to be equally good indicators of stock price movement for the large-cap stocks, based on a matched correlation coefficient of 0.77 for both.

The measure of Cash Flows from Operations appears to perform best for small-cap stocks where the cash flows provides a stronger indicator of growth in stock price than any of the other measures.  It is less significant, though no less indicative, for mid-cap stocks, for which Earnings Per Share and Net Income Before Tax have correlation coefficients falling within a few points of the measure for Cash Flows from Operations. (See Table No. 2.0) 

No significant relationship to deferred tax strategies was discernible from the available data. Therefore that concept was dismissed as not relevant to the results of the study, nor subject to inclusion in any further studies of these variables.

Implications of the Study


Results of the study provide strong support for the hypothesis that Cash Flows from Operations can serve as a meaningful indicator of future stock price movements for qualitatively filtered investment contenders.  As this data derives from a source easily monitored by any modest investor, Cash Flows from Operations provides an accessible, easy to understand indicator of profitable investment potential.  While it should not be viewed in isolation as the sole determinant for prospective investments, when considered in conjunction with Net Income Before Taxes and Earnings Per Share, this measure can provide substantial guidance for ordinary investors without the use of complex econometric models or over reliance on financial advisors.  

Limitations of the Study and Future Studies

In this study we pre-selected firms based on non-quantitative information, which we recommend as the first step for any individual investor. This was done specifically to model the probable mode of selecting prospective investments by targeting companies whose stock would be most likely to be recommended to modest investors by their brokers and financial advisors. However, this mode of sample selection did limit the applicability of the study result. Nonetheless, the correlation coefficient determined from the data does provide statistically significant validity for the hypothesis.  It would be worthwhile to obtain a larger random sample of firms and perform the same analysis to further validate our hypothesis, and particularly to investigate whether it remains valid when Cash Flows from Operations are not consistently positive. 
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	Small Cap Companies
	Mid Cap Companies
	Large Cap Companies

	IHOP (IHP)
	Graco Inc. (GGG)
	Johnson & Johnson (JNJ

	Ark Best CP (ABFS)
	Ametek Inc. (AME)
	Altria Group (MO)

	Chattani Inc. (CHTT)
	Wms. Sonoma (WSM)
	United Technology (UTX)

	Royal Gold Inc. (RGLD)
	Smithfield Foods (SFD)
	Proctor Gamble (PG)

	Shoe Carnival (SCVL)
	Ann Taylor (ANN)
	Target (TGT)


Table 1.0

	
	Correlation Coefficient Between Lagged Variable (t-1)

 and Stock Price

	
	Cash Flows 
	Total Net 
	Net Income 
	Earnings 

	
	From Operations
	Cash Flows
	Before Tax
	Per Share

	
	
	
	
	

	Averages Small Cap
	0.71
	0.35
	0.56
	0.55

	Averages Mid Cap
	0.74
	0.26
	0.72
	0.68

	Averages Large Cap
	0.77
	0.20
	0.77
	0.80

	All Firms
	0.74
	0.27
	0.69
	0.67


Table 2.0
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