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Short answer questions/problems

1.  Suppose your firm buys inventory today and sells it a year from today.  The accounting statements will recognize the cost of this inventory as a part of Cost of Goods sold next year.  Do the accounting statements understate, overstate, or correctly capture the cost of this inventory given the basic principles of finance?  Briefly explain your answer.

Understates => this shifts the cost to the future without factoring in the time value of money.

2.  Grondor Inc.’s Market Value Added (MVA) equals $350 million.  What does this tell us about Grondor?

The total wealth created by Grondor is $350 million.  Also, the present value of all future EVAs equals $350 million.

For questions 3 through 5 assume you are calculating Sun Microsystem’s cost of capital so that you can determine its EVA for its fiscal year ended 6/30/2000.  For these questions, use the following information:

Information from Sun Microsystem’s balance sheet:

The statutory tax rate = 35% for all years.

                                                                                                              JUNE 30,

-------------------------------------------------------------------------------------------------------------------------------

    (In millions, except par value)                                                                     2000              1999

-------------------------------------------------------------------------------------------------------------------------------

Long-term debt and other obligations                                                                     1,720              192

Common stock and additional paid-in-capital, $0.00067 par value, 3,600 shares authorized;

        issued: 1,748 shares in 2000 and 1,746 shares in 1999                                            2,728            1,816

Treasury stock, at cost: 151 shares in 2000 and 180 shares in 1999                                      (1,438)          (1,046)

Market data:

Sun’s bonds are rated AAA.

Sun’s stock price was $90.9375 as of 6/30/00 and was $68.875 as of 6/30/99.

The beta for Sun’s stock was 1.59 as of 6/30/00 and was 1.45 as of 6/30/99.


Return on:
Return on:

Date 
30-year Treasuries:
AAA Corporate Bonds

07/07/00
5.88
7.68


06/30/00
5.94
7.73

07/02/99
6.03
7.24

06/25/99
6.11
7.31

3.  What is Sun’s after-tax cost of equity capital?

r = 6.03 + 1.45(6) = 14.73

4.  What is Sun’s after-tax cost of debt capital?

rBAT = 7.24(1-.35) = 4.706

5.  What is the market value of Sun’s equity?

(1746- 180) * $68.875 = $107,858.25 million

6.  List the ratios you would calculate if you wanted to examine the effectiveness with which a firm manages its assets.

Total asset turnover, average collection period, inventory turnover.
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7.  List the types of comparisons you would make with the ratios you calculated in number 6.

Historical ratios for the firm and industry averages.  Also compare ACP to credit terms.

For questions 8 through 10, calculate the indicated ratios for Harsco for 1999 using the information on the following pages.

8.  Quick ratio  
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9.  Inventory turnover
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10.  Return on assets.
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Problems/Essays

1.  Assume we wanted to calculate Harsco’s EVA for 1999 using the Harnischfeger approach.  What would Capital equal?

Operating cash
41,562


Receivables
310,935


Inventory
208,304
= 175,804+32,500

Other Current Assets
21,940
= 59,140-37,200

P&E
626,194


Intangible Assets
332,308
= 273,708+58,600

Capitalized R&D
17,956.8
= 6977+.8(6090)+.6(5108)+.4(4876)+.2(5463)

Other Assets
136,238


less: current liab.
-420, 214
=-(474,822-46,766-7841)

Capital
1,275,222.8


2.  Why must we be careful about the conclusions we draw based on ratio analysis?

1)  Based on accounting numbers

=> sensitive to accounting method used

=> reflects costs rather than values and accruals rather than cash flows

2)  Should not draw conclusions based on one ratio

3) Ratios can be distorted for a seasonal business

4)  It can be difficult to compare to the industry in a multiproduct firm

5)  Doing better than a poorly performing industry may not be a virtue.
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Additional information on Harsco:

Research and Development Expense prior to 1997:  5108 in 1996, 4876 in 1995, 5463 in 1994. 

From Footnote #1:

INTANGIBLE ASSETS

Intangible assets consist principally of cost in excess of net assets of businesses acquired, which is amortized on a straight line basis over a period

not to exceed 30 years. Accumulated amortization was $74.9 and $58.6 million at

December 31, 1999 and 1998, respectively.

From Footnote #4:

Inventories valued on the LIFO basis at December 31, 1999 and 1998 were

approximately $28.4 million and $32.5 million, respectively, less than the

amounts of such inventories valued at current costs.

From Footnote #9:

At December 31, 1999 and 1998, Other current assets included deferred income tax

benefits of $35.0 million and $37.2 million, respectively.

HARSCO CORPORATION

CONSOLIDATED BALANCE SHEET

(IN THOUSANDS, EXCEPT SHARE AMOUNTS)

DECEMBER 31                                                                             1999                  1998

----------------------------------------------------------------------------------------------------------------------------

ASSETS

CURRENT ASSETS

      Cash and cash equivalents                                                    $       51,266         $      41,562

      Accounts receivable, net                                                            331,123               310,935

      Inventories                                                                         172,198               175,804

      Other current assets                                                                 58,368                59,140

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL CURRENT ASSETS                                                    612,955               587,441

----------------------------------------------------------------------------------------------------------------------------

Property, plant and equipment, net                                                        671,546               626,194

Cost in excess of net assets of businesses acquired, net                                  258,698               273,708

Other assets                                                                              116,624               136,238

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL ASSETS                                                     $    1,659,823         $   1,623,581

============================================================================================================================

LIABILITIES

CURRENT LIABILITIES

      Short-term borrowings                                                        $       32,014         $      46,766

      Current maturities of long-term debt                                                  4,593                 7,841

      Accounts payable                                                                    132,394               142,681

      Accrued compensation                                                                 46,615                43,938

      Income taxes                                                                         44,154                42,908

      Dividends payable                                                                     9,417                 9,506

      Other current liabilities                                                           161,329               181,182

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL CURRENT LIABILITIES                                               430,516               474,822

----------------------------------------------------------------------------------------------------------------------------

Long-term debt                                                                            418,504               309,131

Deferred income taxes                                                                      52,932                55,195

Insurance liabilities                                                                      37,097                30,019

Other liabilities                                                                          70,653                69,115

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL LIABILITIES                                                     1,009,702               938,282

----------------------------------------------------------------------------------------------------------------------------

COMMITMENTS AND CONTINGENCIES

SHAREHOLDERS' EQUITY

Preferred stock, Series A junior participating cumulative preferred stock                       -                     -

Common stock, par value $1.25, issued 66,221,544 and 66,075,380

      shares as of December 31, 1999 and 1998, respectively                                82,777                82,594

Additional paid-in capital                                                                 88,101                85,384

Accumulated other comprehensive income (expense)                                          (80,538)              (55,045)

Retained earnings                                                                       1,155,586             1,101,828

----------------------------------------------------------------------------------------------------------------------------

                                                                                        1,245,926             1,214,761

Treasury stock, at cost (26,149,759 and 23,825,458 shares, respectively)                 (595,805)             (529,462)

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL SHAREHOLDERS' EQUITY                                              650,121               685,299

----------------------------------------------------------------------------------------------------------------------------

                  TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY                       $    1,659,823         $   1,623,581

============================================================================================================================

HARSCO CORPORATION

CONSOLIDATED STATEMENT OF INCOME

(IN THOUSANDS, EXCEPT PER SHARE AMOUNTS)

YEARS ENDED DECEMBER 31                                                        1999               1998              1997

---------------------------------------------------------------------------------------------------------------------------------

REVENUES

      Service sales                                                       $     864,035      $     866,404      $    782,406

      Product sales                                                             852,653            867,054           845,072

      Other                                                                       4,123              1,936             1,643

---------------------------------------------------------------------------------------------------------------------------------

            TOTAL REVENUES                                                    1,720,811          1,735,394         1,629,121

---------------------------------------------------------------------------------------------------------------------------------

COSTS AND EXPENSES

      Cost of services sold                                                     666,560            666,806           584,290

      Cost of products sold                                                     662,972            660,536           645,044

      Selling, general, and administrative expenses                             207,765            213,438           211,231

      Research and development expenses                                           7,759              6,977             6,090

      Other (income) and expenses                                                 6,019             (4,264)            2,578

---------------------------------------------------------------------------------------------------------------------------------

            TOTAL COSTS AND EXPENSES                                          1,551,075          1,543,493         1,449,233

---------------------------------------------------------------------------------------------------------------------------------

            INCOME FROM CONTINUING OPERATIONS BEFORE

                  INTEREST, INCOME TAXES, AND MINORITY INTEREST                 169,736            191,901           179,888

Interest income                                                                   4,662              8,378             8,464

Interest expense                                                                (26,968)           (20,504)          (16,741)

---------------------------------------------------------------------------------------------------------------------------------

            INCOME FROM CONTINUING OPERATIONS BEFORE

                  INCOME TAXES AND MINORITY INTEREST                            147,430            179,775           171,611

Provision for income taxes                                                       51,599             67,361            65,213

---------------------------------------------------------------------------------------------------------------------------------

            INCOME FROM CONTINUING OPERATIONS BEFORE

                  MINORITY INTEREST                                              95,831            112,414           106,398

Minority interest in net income                                                   5,118              4,901             5,998

---------------------------------------------------------------------------------------------------------------------------------

            INCOME FROM CONTINUING OPERATIONS                                    90,713            107,513           100,400

Discontinued operations:

      Equity in income of defense business (net of income taxes

            of $14,082)                                                               -                  -            28,424

      Gain on disposal of defense business (net of income taxes

            of $100,006)                                                              -                  -           150,008

---------------------------------------------------------------------------------------------------------------------------------

NET INCOME                                                                $      90,713      $     107,513      $    278,832

=================================================================================================================================

Basic earnings per common share:

      Income from continuing operations                                   $        2.22      $        2.36      $       2.06

      Income from discontinued operations                                             -                  -               .58

      Gain on disposal of discontinued operations                                     -                  -              3.08

---------------------------------------------------------------------------------------------------------------------------------

BASIC EARNINGS PER COMMON SHARE                                           $        2.22      $        2.36      $       5.72

=================================================================================================================================

Average shares of common stock outstanding                                       40,882             45,568            48,754

=================================================================================================================================

Diluted earnings per common share:

      Income from continuing operations                                   $        2.21      $        2.34      $       2.04

      Income from discontinued operations                                             -                  -               .58

      Gain on disposal of discontinued operations                                     -                  -              3.05

---------------------------------------------------------------------------------------------------------------------------------

DILUTED EARNINGS PER COMMON SHARE                                         $        2.21      $        2.34      $       5.67

=================================================================================================================================

Diluted average shares of common stock outstanding                               41,017             45,911            49,192

=================================================================================================================================
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