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Caterpillar Incorporated Strategy, Accounting, And Financial Analysis
 
Introduction
 
Caterpillar Background, Markets, Products and Lines of Business
[edit: shift instruction text down below background] [Randy] 7-17 5:34 EST
Caterpillar Incorporated was founded in 1925 with roots in helping customers build a better world – literally.  It is the world’s largest manufacturer of “construction and mining equipment, diesel and natural gas engines, industrial gas turbines and diesel-electric locomotives” (Caterpillar, Inc. 2020).  With such a diverse construction and industrial array of products it is responsible from everything to the manufacture of trains required to move logistical supplies (such as dangerous chemicals like toluene that cannot be readily shipped by aviation or traditional trucking fleets).  Their mining equipment powers modern mining allowing for the extraction and processing of valuable commodities such as aluminum, lithium, and gold used in consumer electronics.  And their construction equipment is behind some of the world’s tallest skyscrapers to small business land grading equipment.  Caterpillar “principally operates through three primary segments – Construction Industries, Resource Industries and Energy & Transportation – and provides financing and related services through its Financial Products segment” (2020).
 
https://www.caterpillar.com/en/company.html
 [+add] [Randy] Company strategy and Profit Sustainability 7-19-20 / 6:30 EST
[Briefly describe the company’s industry, markets, products, and specific lines of business. Discuss its strategy for success and, most importantly, the sustainability of profits generated by the strategy.  Refer especially to business description and risk factors of your company’s most recent 10-K (MD & A Analysis).  You may also use information from the company website.]
Caterpillar Strategy and Profit Sustainability
Interesting topics presented by Management’s Discussion and Analysis include a reference to 10-K filing section 1A. Risk Factors.  According to filings to the Securities and Exchange Commission, risk factors “Our results of operations are materially affected by economic conditions globally and regionally and in the particular industries we serve.  The demand for our products and services tends to be cyclical and can be significantly reduced in periods of economic weakness characterized by lower levels of government and business investment, lower levels of business confidence, lower corporate earnings, high real interest rates, lower credit activity or tighter credit conditions, perceived or actual industry overcapacity, higher unemployment and lower consumer spending. A prolonged period of economic weakness may also result in increased expenses due to higher allowances for doubtful accounts and potential goodwill and asset impairment charges.  Economic conditions vary across regions and countries, and demand for our products and services generally increases in those regions and countries experiencing economic growth and investment.  Slower economic growth or a change in the global mix of regions and countries experiencing economic growth and investment could have an adverse effect on our business, results of operations and financial condition” (SEC, p.9, 2018).  Essentially, as a purveyor of goods to the transportation and construction industries Caterpillar is always at risk during significant periods of economic contraction and is vulnerable additionally to external factors such as the COVID-19 pandemic.  It is not surprising that in cautionary statements Caterpillar acknowledges the demand for their products is cyclical as economics work in a continual cycle of boom and bust.  Additionally, as a heavy utilizer of raw materials, Caterpillar cautions it is susceptible to global and regional economic conditions including “commodity price changes, material price increases, fluctuations in demand for our products, significant disruptions to our supply chains or significant shortages of material may adversely impact our financial results or our ability to meet commitments to customers” (SEC, p. 26, 2019).  They are especially vulnerable to supply disruptions and shortages of steel as a raw material in the construction of their equipment.
 
Management Discussion and Analysis reveals the following information regarding their sustainability of profits:
 
• Sales and revenues in 2019 were $53.800 billion, down 2 percent from 2018. Sales declined in Energy & Transportation and Construction Industries, while Resource Industries was about flat
• Operating profit as a percent of sales and revenues was 15.4 percent in 2019, compared with 15.2 percent in 2018. .
• Profit was $10.74 per share for 2019, and excluding the items in the table below, adjusted profit per share was $11.06. For 2018 profit was $10.26 per share, and excluding the items in the table below, adjusted profit per share was $11.22 (SEC, p. 26, 2019).
 
In terms of Caterpillars strategy for success it is a multifaceted approach centered on the following key metrics: the “ability to develop, produce and market quality products that meet our customers’ needs” (SEC, p. 11, 2019), acquisitions, joint ventures or divestitures, manage union disputes in a mutually beneficial way, respond to the unexpected in ways that allow the company to overcome unforeseeable challenges, and weather changes to the financial market which impact interest rates, borrowing, and credit ratings.  Additionally, in operating and maintaining position as the largest manufacturer of construction equipment in the world, Caterpillar must be prepared to handle “a wide-range of trade and anti-corruption laws and regulations” affecting its global operations (SEC, p. 16, 2019).  Ultimately, as long as there is a need to build new things, pave new roads, and transport raw materials, Caterpillar has a viable strategy for success that at times includes layoffs in non-union states such as Tennessee as well as restructuring debt and relying upon significant cash reserves while producing world-class products capable of meeting the construction and engineering needs of modern society.
Financial Analysis Techniques- (Phillip)

            Various tools and techniques are used by analysts to understand and ascertain information from financial statements. Using these tools and analysts can affirm a company’s financial standing and the possible performance the company should expect. The three primary tools we will be talking about is the current ratio, Cash flow liquidity ratio and inventory turnover. The first is a ratio known as a current ratio.

Current Ratio

            “The current ratio is a commonly used measure of short-term solvency, the ability of a firm to meet its debt requirements as they come due.” (Fraser & Ormiston, 2010 p. 211)

The formula is created as follows- Current Assets/ Current liabilities.

Like many ratios, an analyst will need multiple years of current ratios to understand the long-term effects of the formula as well as the current ratio of competitors to create a baseline for the individual company and the industry as a whole. By doing this an analyst can under the liquidity of a company.  Unfortunately, the current ratio does have drawbacks. Because the ratio relies on liquid assets and sets dates it is hard to look at long term solvency with this formula. Just because the company has a high current ratio does not mean they are completely solvent. Take Hertz car rentals, for instance, they are solvent, but their inventory depreciates in value aggressively compared to their loans which stick around easier.

Cash Flow Liquidity Ratio

            Cash flow liquidity ratio is like the current ratio but focuses strictly on cash flow. If the asset is not able to immediately transition to pay off debt, then it is not considered in the cash flow category. (Fraser & Ormiston, 2010 p. 214)

The cash flow liquidity ratio is calculated with this formula-

Cash+ Cash Equivalents/ Current Liabilities

Over time both of the formulas above have decreased as companies have taken on more and more debt instead of keeping liquid cash and assets, this is to reduce taxes on assets and to capitalize historically low interest rates that make debt an easy liability to manage.

Inventory turnover ratio

            “The accounts receivable, inventory, and payable turnover ratios measure how many times, on average, accounts receivable are collected in cash, inventory is sold, and payables are paid during the year.” (Fraser & Ormiston, 2010 p. 217) The formula is written as follows-

Cost of goods sold/inventory

This formula unlike the other formulas is used to gauge performance instead of solvency. An ideal ratio is one that is high especially with long term assets like heavy machinery. This means it requires relatively little investment to make significant sales. Like the current and solvency ratios. The turnover ratio is restricted by the quality and timeliness of the source numbers as well as scope. Multiple ratios are required as well as averages from the industry in order to gauge productivity.
Industry Comparison

	Annual
	CATERPILLAR Inc.
	3531 - Construction Machinery and Equipment  

	 
	2019
	2019

	Current Ratio
	1.47
	 1.97

	Debt to Equity Ratio
	4.36
	 1.04

	Return on Assets
	7.8%
	 5.8%

	Return on Equity
	 42.4%
	 7.2%

	Inventory Turnover
	114 Days
	25 Days

	Asset Turnover
	532
	128 Days



 

Caterpillar is almost synonymous with the heavy equipment industry. With their iconic yellow machines and dark lettering, the marketing that the caterpillar has achieved is a testament to the almost 100-year-old company. Unfortunately, the financial ratios of Caterpillar Inc. does not always rise to the same standards as their branding. With over double the liabilities as their assets, Caterpillar is in a shaky place when considering their current ratio. Yet this appears to be an industry standard. The Debt to Equity ratio also appears rough but considering the return on equity ratio for Caterpillar is far outpacing the industry average.  The only other concern I would have for Caterpillar is the length of time it takes to sell inventory. With such a low turnover heading into a period of further retraction, as an investor, I would be concerned for their ability to create profits while also servicing their lines of credit.
Use the three most recent completed years for which financial statements are available. Raena Agustin
	 
	2019 (1)
	2018 (2)
	2017 (3)

	Liquidity
	 
	 
	 

	   Current Ratio
	1.47
	1.36
	1.34

	   Operating Cash Flow
	1.23
	1.41
	-0.12

	 
	 
	 
	 

	Activity
	 
	 
	 

	   Asset turnover
	0.68
	0.69
	0.59

	   Receivables turnover
	3.00
	3.13
	2.80

	 
	 
	 
	 

	Leverage
	 
	 
	 

	   Debt/Capital
	0.64
	0.63
	0.63

	   Debt/Equity
	2.57
	2.59
	2.53

	 
	 
	 
	 

	Profitability
	 
	 
	 

	   Profit Margin
	11.32
	11.23
	1.65

	   ROE
	41.65
	43.66
	5.51

	 
	 
	 
	 

	Market
	 
	 
	 

	   P/E
	13.79
	12.36
	121.54

	   Book value per share
	26.59
	24.46
	23.03


https://www.macrotrends.net/stocks/charts/CAT/caterpillar/financial-ratios

	Fiscal year is January-December. Income Statement
	2019
	2018
	2017

	Sales/Revenue
	53,789
	54,722
	45,462

	Sales Growth
	-1.70%
	20.37%
	17.97%

	Cost of Goods Sold (COGS) incl. D&A
	38,097
	38,375
	32,552

	COGS excluding D&A
	35,520
	35,609
	29,674

	Depreciation & Amortization Expense
	2,577
	2,766
	2,878

	Depreciation
	2,253
	2,435
	2,555

	Amortization of Intangibles
	324
	331
	323

	COGS Growth
	-0.72%
	17.89%
	10.42%

	Gross Income
	15,692
	16,347
	12,910

	Gross Income Growth
	-4.01%
	26.62%
	42.56%

	Gross Profit Margin
	29.17%
	-
	-

	SG&A Expense
	6,855
	7,328
	6,841

	Research & Development
	1,693
	1,850
	1,842

	Other SG&A
	5,162
	5,478
	4,999

	SGA Growth
	-6.45%
	7.12%
	3.07%

	Other Operating Expense
	344
	351
	391

	EBIT
	8,493
	8,668
	-

	Unusual Expense
	242
	460
	1,145

	Non Operating Income/Expense
	(224)
	(180)
	(51)

	Non-Operating Interest Income
	202
	195
	122

	Interest Expense
	417
	401
	522

	Interest Expense Growth
	3.99%
	-23.18%
	4.61%

	Gross Interest Expense
	417
	401
	522

	Interest Capitalized
	-
	-
	-

	Pretax Income
	7,812
	7,822
	4,082

	Pretax Income Growth
	-0.13%
	91.62%
	2836.69%

	Pretax Margin
	14.52%
	-
	-

	Income Tax
	1,746
	1,698
	3,339

	Income Tax - Current Domestic
	457
	187
	1,002

	Income Tax - Current Foreign
	1,261
	1,291
	1,124

	Income Tax - Deferred Domestic
	35
	216
	1,230

	Income Tax - Deferred Foreign
	(7)
	4
	(17)

	Equity in Affiliates
	28
	24
	16

	Consolidated Net Income
	6,094
	6,148
	759

	Minority Interest Expense
	1
	1
	5

	Net Income
	6,093
	6,147
	754

	Net Income Growth
	-0.88%
	715.25%
	1225.37%

	Net Margin
	11.33%
	-
	-

	Net Income After Extraordinaries
	6,093
	6,147
	754

	Net Income Available to Common
	6,093
	6,147
	754

	EPS (Basic)
	10.74
	10.26
	1.26

	EPS (Basic) Growth
	4.65%
	714.29%
	1245.45%

	Basic Shares Outstanding
	562
	591
	592

	EPS (Diluted)
	10.74
	10.26
	1.26

	EPS (Diluted) Growth
	4.69%
	715.12%
	1197.21%

	Diluted Shares Outstanding
	568
	599
	599

	EBITDA
	11,070
	11,434
	8,556

	EBITDA Growth
	-3.18%
	33.64%
	66.20%

	EBITDA Margin
	20.58%
	-
	-

	EBIT
	8,493
	8,668
	-
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           Caterpillar Inc.’s operating and net profit margin increased over the 3 year trend. However their gross profit margin although increased from 2017 to 2018 dropped in 2019. According to Yahoo finance, “The ongoing global economic uncertainty and slowdown in the manufacturing sector resulted in dealers reducing their inventories and impacted sales across all the three segments.” (Zacks, 2019). In 2018 the dealers increased their inventory of about $800 million and in 2019 had reduced it to $400 million.
            Looking at the rest of their ratios, it seem to be consistent over the three years. During the third quarter of 2019, the company made a $1.5 billion discretionary pension contribution financed from proceeds of a debt issuance. This then put their operating cash flow to a negative of a $188 million. (Caterpillar.com, 2020). Caterpillar seems to be holding it’s own even compared to other companies in the same industry. They may need to look at keeping costs extremely low and finding ways to promote more of their products to gain a higher gross profit than the years before.


 


 
Notes to the Financial Statements (Briana R)
              Financial statements notes are also known or called the footnotes. They are an essential part of the financial statements as they assist the different users of the company’s financials in understanding them better that is notes help them understand the overall picture of the business's financial position. Footnotes help connect the information in the statement of income, statement of financial position, and cash flow statements together (Kadri, 2016). In other words, notes to the financial statements keep the three statements connected, and hence by not reading them, an individual will be missing very critical and vital information on the organization. Footnotes details and provides essential information that is not provided in the central ledger accounts. Footnotes to the financial statements help the accountants preparing the financial reports to summarize the reports for all the transactions are grouped and explained to the readers in the form of notes.
            Note to the financial statements are categorized into two, that is the accounting methods notes and the disclosure notes. Notes to the accounting methods pinpoint and expounds vital and primary accounting approach and policies that the business adopts. This section of the footnotes details the nature of the business that the Caterpillar organization engages in when the financial year of the Caterpillar Ltd begins and the end of the fiscal year; the accounting methods footnotes also details the inventory policies of the Caterpillar limited which helps the users understand how the inventory of the business is valued and recorded in the ledger (Fradeani et al., 2016). All the accounting policies and charges made on the same principle are explained to the users and readers of the business's financial reports. Accounting methods bring out the organization's financial health as it details all the business; hence, the reporting accounting officer can't take advantage and cook values to alter the profitability of the business. The notes on accounting policies adopted by the Caterpillar Ltd management assist the investors and other users of the reports in understanding them better as they explain the organization's principles on the depreciation of assets that is the method used to provide for the asset depreciation. The company also details how its values intangibles assets such as goodwill. The international reporting standards require that all the accounting policies be reviled and communicated in the financial reports.
               Notes to financial statements provide information on succeeding or the subsequent events. Succeeding events, this is occurrences that take place after the balance sheet date but before the financial statements being published (Fradeani et al., 2016). All the unrecognized events are reported in the financial statements as footnotes. Notes on amalgamation or consolidation of all the financial reports by giving these notes, Caterpillar confirms that the financial statements include all its subsidiaries and branches.  
                 Disclosure notes provide summarized information that is not captured on the financial reports of the Caterpillar Limited. The information provided makes the reports clean and very simple for the readers to understand and comprehend hence making it easy for one to assess the financial health of the business. To keep up with the neatness of the financial, the other calculation is made at the footnotes. A good example is, facts about the long-term liabilities such as loans interest rates, and the dates of maturity explain how Caterpillar's long-term liabilities are distributed (Kadri, 2016). The company also discloses the company's pension liability to the existing workforce and employees of the organization.
                  Most of the investors pay a lot of attention to the statement of financial position, income statement, and the cash flow statements of the companies. But for no convincing reasons falls or even avoids reading the footnotes. By not reading the footnotes, the investors will omit substantial information that could have primarily helped them get more in-depth information on business financial health (Kadri, 2016). Regardless of how tedious and annoying it is, an investor should scrutinize and read all the financial statements without omitting footnotes as it makes one a better and informed investor.
Overall Assessment of Company (Abi Hewett)
Caterpillar Inc. has existed for almost one hundred years operating through wars and economic hardship and providing equipment to construct some of the largest buildings and excavate the earth’s natural resources. A lengthy and relatively stable history in the market affords them leeway during a time of growth when debts may increase, or through a dip in sales and gross income. While they may not have performed as well as previous years, there is not indication of significant financial loss. Additionally, throughout 2019 Caterpillar Inc. outperformed expectations. During Q3 of 2019 Caterpillar Inc. outperformed Wall Street analyst expectations in areas such as revenue and profit per share (Caterpillar: 3Q Earnings Snapshot, 2019). Despite not performing quite as well as previous years, seeing areas such as gross income growth fall by 4.01% in 2019, Caterpillar Inc. still outperformed expectations. Though their overall growth was significantly less than previous years, Caterpillar Inc. did maintain growth in many areas.
Debt to equity ratio size varies by industry so comparing to similar functioning companies can be a firm indicator of position within the market. With a debt to equity ratio of 4.36 Caterpillar is four times greater than their closest competitor 3531 - Construction Machinery and Equipment holding a debt to equity ratio of 1.04 in 2019.  Recently Caterpillar Inc. has taken on a costly expansion of its Chicago offices to attract various technology talents to its digital team (Equipment company Caterpillar Inc. to expand in Chicago, 2019).  Any expansion be it in a physical production facility, or the growth of a software development or digital platform team can be an expensive expense for a company. Given that Caterpillar Inc. is expanding areas of its business it is unsurprising that their debt to equity ratio would increase, particularly if they were relying heavily on borrowing to expand this growth. While a company that relies on borrowing to expand may see an increase in earnings that exceed their borrowing, having a high debt to equity ratio is indicative of high risk.
            As discussed previously Caterpillar Inc. has taken the opportunity to expand areas of its business, particularly their digital team. The digital team expansion includes areas such as “software developers, data analysts, telecommunications experts and computer engineers,” (Equipment company Caterpillar Inc. to expand in Chicago, 2019). With technical advancements improving functions across every industry it is imperative that companies make a consistent effort improve their existing products, and innovate to create new, more precise, and efficient equipment. By expanding their digital team which includes computer engineers and software developers, Caterpillar Inc. can create more effective machines and lead the market in advancing construction technology. It is important that management within Caterpillar Inc. provide opportunity, funding, and support to their development teams to maintain a competitive presence.
            Caterpillar Inc. produces heavy machinery and equipment used in various forms of construction, demolition, and excavation. Due to the size and amount of material needed to produce these machines, Caterpillar Inc. is extremely sensitive to changes in their supply chains. Shortages in materials can greatly impact the number of machines they are able to produce and small increases in material costs can explode the cost of goods sold, reducing their gross profit. Additionally, due to the size of the machines storage costs can quickly reduce the products profits as well. As seen, there is a higher inventory turnover time than their competitors meaning that Caterpillar Inc. is storing their products longer increasing costs and lowering profits.
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