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Short answer questions/problems

1.  Suppose your firm builds a factory today.  The accounting statements will recognize the cost of this asset as depreciation over the asset’s life.  Do the accounting statements understate, overstate, or correctly capture the cost of this factory given the basic principles of finance?  Briefly explain your answer.

Understates => this shifts the cost to the future without factoring in the fundamental principle that the value of a dollar spent today is greater than the value of a dollar expense in the future.

2.  Conceptually, how does EVA adjust accounting profit to make it consistent with the principles of finance?

Adds an interest expense to any net spending not yet recognized by accounting statements so that is consistent with TVM and cash flow.

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:

                                                                                                              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)

The statutory tax rate = 35% for all years.

Market data for Sun Microsystem:

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
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6.  List the ratios you would calculate if you wanted to examine the extent to which a firm uses debt to fund its assets.

Debt ratio and interest cover ratio

7.  List the types of comparisons you would make with the ratios you calculated in number 6.

Compare to industry average and historical trends for the firm.  Compare interest coverage ratio to 1.

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

8.  Average collection period.

RT = 
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9.  Interest coverage ratio.


[image: image3.wmf]1

16

1

16

2

73

9

135

988

13

.

.

.

.

.

+

+

=



 EMBED Equation.3  [image: image4.wmf]
10.  Net profit margin
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Problems/Essays

1.  Assume we wanted to calculate W. R. Grace’s EVA for 1999 using the Harnischfeger approach.  What would NOPAT equal?

Operating profit
205.2
=1471.9-856.2-321.3-89.2

Interest on cash balances
4.2


Goodwill amortization
0


R&D expense
0


Change in LIFO provision
1.6
=27.2-25.6

less:  Cash taxes
-(-54.4)
Note:  subtracting a negative so increases NOPAT

less:   Amortization of capitalized R&D
-56.82
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NOPAT
208.58


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 W. R. Grace:

Research and development expenses prior to 1997:  55.4 in 1996, 73.2 in 1995, 65.7 in 1994 

Cash income taxes paid, net of refunds:  (54.4) in 1999, 70.7 in 1998, (9.3) in 1997.

Interest income:  4.2 in 1999, 4.9 in 1998, 9.2 in 1997

From Footnote #7:

INVENTORIES (1)

Raw materials ...................      $   38.0  $   43.2

In process ......................          10.1      11.3

Finished products ...............          87.1      77.9

General merchandise .............          20.2      23.3

Less:  Adjustment of certain

  inventories to a

  last-in/first-out (LIFO) basis          (27.2)    (25.6)

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

                                        $ 128.2   $ 130.1

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

(1)   Inventories valued at LIFO cost comprised 45.5% of total inventories at

      December 31, 1999 and 42.6% at December 31, 1998.

CONSOLIDATED FINANCIAL STATEMENTS

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

W. R. GRACE & CO. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF OPERATIONS                                                YEAR ENDED DECEMBER 31,

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

Amounts in millions, except per share amounts                                1999            1998             1997

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

Net sales.......................................................          $  1,471.9    $  1,463.4       $  1,478.4

Other income....................................................                56.7          36.4             54.8

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

                                                                             1,528.6       1,499.8          1,533.2

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

Cost of goods sold, exclusive of depreciation and amortization

    shown separately below......................................               856.2         883.4            915.9

Selling, general and administrative expenses....................               321.3         321.4            376.8

Research and development expenses ..............................                42.4          47.4             42.4

Depreciation and amortization ..................................                89.2          92.1             94.8

Interest expense and related financing costs ...................                16.1          19.8             21.2

Provision for restructuring and asset impairments...............                --            21.0             47.8

Net insurance recovery on environmental remediation ............                --           (38.2)            --

Provision for asbestos-related litigation ......................                --           376.1             --

Gain on sale of businesses .....................................                --            --             (103.1)

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

                                                                             1,325.2       1,723.0          1,395.8

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

Income (loss) from continuing operations before income taxes....               203.4        (223.2)           137.4

(Provision for) benefit from income taxes ......................               (73.2)         74.0            (51.5)

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

    INCOME (LOSS) FROM CONTINUING OPERATIONS....................               130.2        (149.2)            85.9

Income from discontinued operations, net of tax ................                 5.7           0.9            175.1

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

Income (loss) before extraordinary item ........................               135.9        (148.3)           261.0

Extraordinary item - loss from early extinguishment of debt, net

    of tax......................................................                --           (35.3)            --

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

    NET INCOME (LOSS)...........................................          $    135.9    $   (183.6)      $    261.0

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

BASIC EARNINGS PER SHARE:

    Continuing operations ......................................          $    1.84     $   (2.00)      $     1.16

    Net income (loss) ..........................................          $    1.92     $   (2.46)      $     3.53

Weighted average number of basic shares ........................               70.7          74.6             74.0

DILUTED EARNINGS PER SHARE:

    Continuing operations ......................................          $    1.76     $   (2.00)      $     1.13

    Net income (loss)...........................................          $    1.84     $   (2.46)      $     3.45

Weighted average number of diluted shares ......................               73.8          74.6             75.7

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

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

W. R. GRACE & CO. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET                                                                           DECEMBER 31,

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

Amounts in millions, except par value and shares                                                1999               1998

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

ASSETS

CURRENT ASSETS

Cash and cash equivalents ...................................................            $         199.8    $          65.3

Notes and accounts receivable, net ..........................................                      193.6              196.9

Inventories .................................................................                      128.2              130.1

Deferred income taxes .......................................................                      111.7               81.0

Asbestos-related insurance expected to be realized within one year ..........                       75.2               66.7

Other current assets.........................................................                       71.3               85.6

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

     TOTAL CURRENT ASSETS ...................................................                      779.8              625.6

Properties and equipment, net of accumulated depreciation and

     amortization of $908.3 (1998 - $879.1) .................................                      617.3              661.4

Goodwill, less accumulated amortization of $7.2 (1998 - $9.8) ...............                       25.4               37.8

Cash value of life insurance policies, net of policy loans...................                       81.6               77.0

Deferred income taxes .......................................................                      345.8              406.9

Asbestos-related insurance expected to be realized after one year............                      296.2              376.3

Other assets ................................................................                      346.5              388.8

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

     TOTAL ASSETS ...........................................................            $       2,492.6    $       2,573.8

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

LIABILITIES AND SHAREHOLDERS' EQUITY

CURRENT LIABILITIES

Short-term debt .............................................................            $          13.0    $          80.6

Accounts payable ............................................................                      124.1              123.7

Income taxes payable ........................................................                      118.7              135.3

Asbestos-related liability expected to be satisfied within one year..........                      199.3               95.5

Other current liabilities ...................................................                      286.3              206.7

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

     TOTAL CURRENT LIABILITIES ..............................................                      741.4              641.8

Long-term debt ..............................................................                      123.2               32.8

Deferred income taxes .......................................................                       20.5               24.5

Asbestos-related liability expected to be satisfied after one year ..........                      884.7            1,104.4

Other liabilities ...........................................................                      566.2              682.7

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

     TOTAL LIABILITIES ......................................................                    2,336.0            2,486.2

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

COMMITMENTS AND CONTINGENCIES

SHAREHOLDERS' EQUITY

Common stock issued, par value $.01; 300,000,000 shares authorized;

     outstanding: 1999 - 69,414,000; 1998 - 72,503,000 ......................                        0.8                0.7

Paid in capital .............................................................                      422.6              409.3

Accumulated deficit..........................................................                      (81.2)            (157.6)

Deferred compensation trust .................................................                       (0.6)              (0.8)

Treasury stock, at cost:  6,628,500 common shares (1998 - 5,149,100) ........                      (89.1)             (83.1)

Accumulated other comprehensive loss ........................................                      (95.9)             (80.9)

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

     TOTAL SHAREHOLDERS' EQUITY .............................................                      156.6               87.6

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

     TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY .............................            $       2,492.6    $       2,573.8

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