
By no means have the financial situations dis-
cussed in this series of articles been the only
instances in which lenders and analysts need

to “get behind the numbers” in their analyses.
However, they are among the most frequently
occurring situations. This final article in the series
covers a few of the remaining most common “get-
ting behind the numbers” scenarios. 

Nonrecurring Expenses and Nonrecurring Income
Other Income and Other Expenses, which flow

into Miscellaneous Income on the Cash Flow
Statement, need to be examined to determine
whether or not those items are recurring.1 Normally,
Miscellaneous Income appears above Net Cash
After Operations, so it will affect the debt service
coverage (DSC) calculation. The sale of assets, a fre-
quent occurrence, can materially affect
Miscellaneous Income. The dollars from the sale of
assets need to be evaluated to determine whether
this is a regular occurrence or a sporadic source or
use of cash. 

Expenses included in Operating Expenses also
need to be examined to determine whether those

levels of expenses are normal and recurring or not.
You need to question aberrations in operating
expenses that deviate from the historical ranges,
ascertain whether they are recurring or nonrecurring
in nature, and calculate an adjusted cash flow to
determine what you can expect operating expenses
(and cash flow) to be on a recurring basis.

New Debt that Originates in an Interim Period
When a financial analysis software package cal-

culates the current portion of long-term debt on the
current period Cash Flow Statement, it simply pulls
the CPLTD (current portion of long-term debt) fig-
ure from the prior period. If the time between the
last fiscal year-end and the current period you’re
examining is part of a year (rather than the next
sequential fiscal year-end), then the software will
appropriately calculate the pro rata portion of
CPLTD that belongs in the current period Cash
Flow Statement. For example, if you’re looking at
the June 30, 2001 computer-generated Cash Flow
Statement, it will reflect $50,000 of CPLTD (6/12ths
of $100,000) when the CPLTD on the December
31, 2000 balance sheet is $100,000. 
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Unfortunately, what the software programs do not
include on the June 30, 2001 Cash Flow Statement
described above is any current portion of new long-
term debt that originated after December 31, 2000. 

For example, let’s say you’re looking at
Company ABC’s computer-generated Cash Flow
Statement for fiscal year-end December 31, 2001. On
February 1, 2001, the company took on an additional
$1.2 million in long-term debt, of which $120,000
was the current portion (first $10,000 principal pay-
ment due March 1, 2001). So Company ABC must
have paid $100,000 on this loan in 2001 (10 payments
from March 1, 2001 through December 1, 2001).
Unfortunately, that $100,000 is not going to appear in
the normal section for CPLTD located above Net
Cash After Operations on the Cash Flow Statement.
Remember that the computer will just plug in the
prior period’s CPLTD, which is taken from the prior
period’s balance sheet—in this example, the CPLTD
as of December 31, 2000. 

If you calculated debt service (and DSC) just by
adding together the CPLTD and Interest Expense
that appear immediately above Net Cash After
Operations, you’re going to overstate your DSC fig-
ure. This is because the 10 payments of $10,000
principal per month (March to December 2001) will
not be included in that CPLTD section of the Cash
Flow Statement. The new debt does appear on the

Cash Flow Statement, but it
appears below Net Cash After
Operations in the Changes in
Long-Term Debt section. Failure
to calculate a DSC adjusted for the
amount of the new CPLTD will
result in an erroneous DSC calcu-
lation and possibly an erroneous
new credit decision. 

Changes in Deferred Revenue
As you know, an increase in

deferred revenue is a source of
cash, and a decrease in deferred
revenue is a use of cash. This nor-
mally flows into Miscellaneous
Income on the Cash Flow
Statement. But if the change in
deferred revenue is buried in a
Miscellaneous Income number,

you may not think to uncover it.
I remember one instance in which a borrower

experienced a $2.5 million increase in deferred rev-
enue one year. Customers had prepaid for services
that had not yet been rendered. Not adjusting
deferred revenue for this somewhat unusual occur-
rence (the size of the deferred revenue was what was
unusual—it was not altogether unusual for the com-
pany to experience some level of deferred revenue
from year to year) would have resulted in an DSC
ratio of 17x that year. Furthermore, Net Cash After
Operations was negative the following year due to
the large use of cash as the deferred revenue was
“worked off.” So in successive years, it appeared that
this company went from a very strong to an insuffi-
cient DSC. Of course, neither was accurate. If the
unusual deferred revenue cash windfall in the first
year and the unusually large decline in deferred rev-
enue (a use of cash) had each been adjusted, normal
recurring DSC for each year would have been 1.4x—
the same level as in the three preceding years. What
appeared to be volatile DSC on the surface, then,
was actually quite stable.

Borrowing at the Subsidiary Level
Let’s say a company wants to develop a piece of

real estate. It can do this either at the parent-compa-
ny level or at one of its existing subsidiaries. Think
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of the effect of each. If the company borrows at the
subsidiary level, there will be no change in the bal-
ance sheet of the parent company’s financial state-
ments. The value of the subsidiary is being reflected
on the parent company’s balance sheet correspon-
ding to the value of the subsidiary’s net worth.
Whether the subsidiary borrows $1 million, $10 mil-
lion, or $100 million, the parent company’s net worth
doesn’t change because those loan proceeds are
going to increase its assets (as the real estate is being
developed) dollar for dollar. But what if the money
for developing the real estate is borrowed at the par-
ent company level? Then, the liquidity and leverage
ratios of the parent company would be materially dif-
ferent, depending on whether the amount borrowed
was $1 million or $100 million. 

This is just something to keep in mind when
analyzing a company with subsidiaries. The fact that
“investment in subsidiaries” doesn’t change from
year to year doesn’t mean that nothing is going on at
the subsidiary level. You need to ask the questions
and review the subsidiary’s financial statements.

❊
While it is impossible to write a series that

encompasses every potentially misleading surface-
level examination of financial statements, I hope
these articles have provided a few helpful kernels of

insight. As a commercial lender or credit analyst,
you’ll see unusual financial situations every week.
Keep asking: “Why?” “How can that be?” “Does
that make sense?” You will become aware of finan-
cial situations that may not be as they appear on the
surface. And while it may take a few extra minutes
from time to time to “get behind the numbers,” the
net result is better lending decisions and improved
profitability for your institution. ❒

Contact DiLorenzo by e-mail at FDL@sprintmail.com

Notes

1 See also “Hide & Seek: There’s hidden cash outflow in mandatory capital
expenditures that recur at least annually,” by John Cassis, The RMA Journal,
June 2001, pp. 48-53.

2 See also “How to Compute DSC? Let Us Count the Ways,” by Richard Hamm,
The RMA Journal, May 1999, pp.  54-57 & 71.
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