Microsoft Hands Out Cash to Happy Shareholders

Microsoft Chairman Bill Gates and CEO Steve Ballmer had the highly unusual task of deciding what to do with $60 billion in cash that had piled up over more than two decades as the company rose to dominate the personal computer industry. Gates and his fellow board members had three options: save the money for a rainy day, invest it in the company, or distribute it to shareholders.

The first option wasn’t realistic. No company is likely to encounter an emergency that requires $60 billion in cash, particularly when it continues to generate billions dollars of new cash every year. The second option wasn’t terribly realistic, either. Although Microsoft does invest billions of dollars in developing the technologies and products it offers customers, it simply couldn’t spend $60 billion in a rational manner. Hiring that many people was impossible, and even buying other companies wouldn’t soak up that much. Microsoft isn’t a conglomerate that’s interested in building a diverse portfolio of businesses in a variety of unrelated industries. Any addition must complement its strategic focus, which severely limits the number of companies that would qualify as sensible acquisitions.

Microsoft went with option number three. In a move one analyst termed “breathtaking,” the company initiated a plan to distribute the bulk of the money to its shareholders, who had been clamouring for some of that ever-expanding pile of cash. These investors have had good reason to clamor, too. Stocks fall into two general categories: growth stock, which investors buy in the hope that the price of their shares will increase, and income stocks, which aren’t expected to increase in value as much but that do pay regular cash dividends. By the early years of the twenty-first century, Microsoft’s stock had wandered into a gray area between the two—it was no longer growing at the torrid pace of previous years, but it hadn’t yet begun to pay serious dividends, either. The company had finally initiated a $0.08 per share annual dividend in 2003 and raised that to $0.16 pershare a year later (meaning that if you owned 1,000 shares, you received $160), but that was far below the best income stocks and also not enough to make a meaningful dent in the growing billions sitting in the bank.

A dramatic step was needed, and it came in the form of a special, one-time $3.00 per share dividend. With more than 10 billion shares to cover, the payout totalled $3.26 billion—a sum so large that it helped lift the national personal income total by 3.7 percent the month it was distributed. (Bill Gates donated his own $3 billion windfall to the Bill & Melinda Gates Foundation, which is one of the world’s premiere charitable organizations.) Microsoft also doubled the annual dividend payment again and pegged another large pile of cash to buy back many of its own shares, which should also help shareholders by nudging the stock price up. In all, the company figures it will transfer $75 billion of value to shareholders over the course of several years.14
Critical Thinking Questions
1. Why wouldn’t Microsoft just lower its prices in order to stop generating so much cash?

2. Would giving every employee a big raise be a smart thing to do with the extra cash? Why or why not?

3. Microsoft will always have some cash on hand, of course, which leaves the question of how to manage this reserve. Should the company put that money in riskier investments that might pay off mare in the long run but could lose value, or leave it in safer investments that won’t return as much? Why?

LEARN MORE ONLINE

Visit the Microsoft website at www.microsoft.com and navigate to the “Investor Relations” section. What does the company say about its stock dividend these days? What trends do you see in revenue and net income over the past several years (look for “Financial Highlights” in the latest annual reports)? How might those trends affect Microsoft’s cash management issues in the near future?

Test Your Knowledge
Questions for Review

1. What is an audit and why is it performed?

2. What is the matching principle?

3. What are the three main profitability ratios, and how is each calculated?

4. What is the primary goal of financial management?

Questions for Analysis

5. Why is accounting important to business?

6. Why are auditors, corporate managers, and investors sometimes at odds when ti comes to financial reporting?

7. Why are the costs of fixed assets depreciated?

8. Why do companies prepare budgets?

9. Ethical Considerations. In the process of closing the company books, you encounter a problematic transaction. One of the company’s customers was charged twice for the same project materials, resulting in a $1,000 overcharge. You immediately notify the controller, whose response is, “Let it go; we’ve probably undercharged them by that amount before.” What should you do now?

Questions for Application

10. The senior partner of an accounting firm is looking for ways to increase the firm’s business. What other services besides traditional accounting can the firm offer to its clients? What new challenges might this additional work create?

11. How This Affects You. From Hoovers, www.hoovers.com, or any other online source (including the companies’ own websites) retrieve the latest balance sheets for Ford Motor Company and General Motors Corporation. Compute the working capital, current ratio, and quick ratio for each company. If you were planning to invest $1,000 in the stock of one of these two companies, which would you choose based on this brief analysis? Why?

Practice Your Knowledge
Compute the following financial ratios for Alpine Manufacturing using the company’s balance sheet and income statement. Find your answers to: 
· Profitability ratios: return on sales; return on equity; earnings per share

· Liquidity ratios: current ratio; quick ratio

· Activity ratios: inventory turnover; accounts receivable turnover

· Leverage ratios: debt to equity; debt to total assets

ALPINE MANUFACTURING

INCOME STATEMENT

YEAR ENDED DECEMBER 31, 2008

(in $thousands)

	Sales
	$ 1,800

	Less: Cost of Goods Sold
	  1,000

	Gross Profit
	$    800

	Less: Total Operating Expenses
	     450

	Net Operating Income Before Income Taxes
	350

	Less: Income Taxes
	       50

	NET INCOME AFTER INCOME TAXES
	$    300


ALPINE MANUFACTURING

BALANCE SHEET

DECEMBER 31, 2008

(in $thousands)

	ASSETS
	

	Cash
	$    100

	Accounts Receivable (beginning balance $350)
	      300          

	Inventory (beginning balance $250)
	      300

	Current Assets
	$    700

	Fixed Assets
	  2,300

	Total Assets
	$ 3,000

	LIALIBILITIES AND SHAREHOLDERS EQUITY
	

	Current Liabilities (beginning balance $300)
	$    400

	Long-Term Debts
	1,600

	Shareholders’ Equity (100 common shares
Outstanding valued at $12 each)
	  1,000

	Total Liabilities and Shareholders’ Equity
	$ 3,000


