Key to Exam I; F4360; Spring, 2002; 10:00 Exam; page 1 of 7

Use the attached information, income statements, and balance sheets to answer short answer question 4, .

Short answer questions/problems

Use the following ratios (from MSN Money) for K-Mart to answer questions 1 through 3



K-Mart
Industry
P/E Ratio
NA
44.2

Market to Book
0.08
6.24

Net Profit Margin
-0.3%
2.3%

Gross Profit Margin
23.0%
23.5%

Debt ratio
0.42
0.34

Interest Coverage
0.7
6.9

Current Ratio
1.8
1.1

Quick Ratio
0.1
0.2

Return on Equity
NA
14.2%

Return on Assets
-0.6%
5.7%

Receivable Turnover
9.4
80.2

Inventory Turnover
6.8
6.2

Asset Turnover
2.2
2.5

1.  What do K-Mart’s financial leverage ratios reveal about the firm?  K-Mart has high debt levels.  Evidence:  K-Mart’s debt ratio is high compared to the industry and its interest coverage ratio is low compared to the industry (and less than 1).

2.  What trend would you look for that would reinforce your conclusion in question 1?  Increasing debt ratio and falling interest coverage ratio over time.

3.  What do K-Mart’s market value ratios reveal about the firm?  Extremely low stock price due to poor expectations by the market for K-Mart.  Evidence:  extremely low market to book ratio compared to the industry.  (Note:  the firm also had a loss in most recent year since P/E ratio is NA).  

4.  What was Wendy’s quick ratio for the year 2000 (Note:  Use attached financial statements)?  
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5.  What is one reason that it is difficult to draw conclusions from ratios because these ratios are calculated using accounting numbers?  One of:  based on accruals not cash flows, reflect costs not values, sensitive to accounting method used.

6.  List the sequence of calculations you would perform and the variable you would solve for when working the following problem:

Five months from today, you plan to make the first of a series of semiannual deposits into a savings account.  You plan for the first deposit to equal $100 and plan for each subsequent deposit to grow by 1%.  You plan to make your final deposit two years and five months from today.  Two years and nine months from today, you plan to make the first of 20 equal annual withdrawals from this account.  How much can you withdraw from your account each year?

Future value of growing annuity, present value of lump sum, present value of annuity where solve for payment.

Exam I; F4360; Spring, 2002; 10:00 Exam; page 2 of 7

Use the following information to answer questions 7 and 8.

You plan to make the first of a series of quarterly withdrawals beginning 1 year and 1 month from today.  You plan for your first withdrawal to equal $100 and plan for each withdrawal to be 2% larger than the previous one.  You plan to continue making quarterly withdrawals forever.  The account earns 8% per year compounded continuously.  You plan to solve for the amount you must deposit today to achieve your goal by:  1)  calculating the present value of a growing perpetuity, then 2) calculating the present value of a single sum.

7.  What interest rate should you use in step 1?  
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8.  If you use the same interest rate in step 2 as you did in step 1, what should you use for “N” (if using the calculator) or “t” (if using equations) in step 2?  10/3

9.  Assume you want to calculate Eli Lilly’s EVA for 1999.  Based on the following information, what would you use for Amortization of capitalized R&D when determining NOPAT?
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Research and Development at Eli Lilly & Co.  

    Year          Amount

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

    1991            $590.5

    1992             731.0

    1993             755.0

    1994             838.7

    1995           1,042.3

    1996           1,189.5

    1997           1,370.2

    1998           1,738.9

    1999           1,783.6

    2000           2,018.5

10.  Assume you want to calculate a firm’s cost of capital so that you can then calculate the firm’s EVA.  What do you use for TC when you calculate the firm’s cost of debt?  Statutory corporate tax rate
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Problems/Essays

1.  You have just deposited $100,000 into a savings account that pays an interest rate of 3.5% per year compounded monthly.  Ten months from today, you plan to make the first of a series of quarterly withdrawals from this account.  You plan for each withdrawal to be 1/2% smaller than the previous one and plan to continue making withdrawals through 3 years and 10 months from today.  How much will you withdrawal from your account 2 years and 1 month from today?
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2.  Assume you want to calculate Wendy’s EVA for 2000.  What would you use for Capital if you are calculating Wendy’s EVA using the Harnischfeger approach?

Operating cash
210,785

Receivables
79,512
= 71,763 + 7749

Inventory
40,271

Other Current Assets
0
Note:  Notes receivable (7749) may also be counted here.

P&E

1,389,154

Intangible Assets
75,106
= 48,306 + 26,800

Capitalized R&D
0

Other Assets
73,912
= 35,538 + 38,374

less:  current liab.
-279,761
= 284,209 - 4448

Capital

1,588,979
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From the footnotes of Wendy’s financial statements:

1)  Goodwill

Goodwill is amortized using the straight-line method over periods ranging from 10 to 40 years which, for leased restaurants,

include the original lease period plus renewal options, if applicable. The Company periodically reviews goodwill and, based

upon undiscounted future cash flows, recognizes impairments when a permanent decline in value has occurred. Accumulated

amortization of goodwill was $28.1 million and $26.8 million at December 31, 2000 and January 2, 2000, respectively.

2)  Net interest expense for each year consisted of the following:

            (In thousands)                                              2000           1999           1998      

                                Total interest charges              $   18,914     $   19,167     $   19,845    

                                Distributions on trust preferred         9,945          9,973         10,164    

                                  securities                                                                               

                                Interest income                        (13,779 )      (18,981 )      (27,970 )  

                                                                    $   15,080     $   10,159     $    2,039    

From Wendy’s Statement of Cash Flows:  

       (In thousands)                                                     2000            1999            1998      

           Supplemental disclosures of cash flow information                                                      

            Interest paid                                          $    28,721     $    29,291     $    29,592    

            Income taxes paid                                           85,163          84,188          73,573    

            Capital lease obligations incurred                           5,025           5,527           4,998    

            Notes receivable from restaurant dispositions                  553             525          28,603    

Exam I; F4360; Spring, 2002; 10:00 Exam; page 5 of 7

Wendy's International, Inc. and Subsidiaries

Consolidated Statements of Income

                     Fifty-two weeks ended December 31, 2000 and January 2, 2000 and fifty-three weeks ended January 3, 1999

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

      (In thousands, except per share data)                                    2000           1999           1998      

                          Revenues                                                                                     

                           Retail sales                                    $  1,807,841   $  1,666,438   $  1,580,187  

                           Franchise revenues                                   429,105        400,620        362,094  

      +------------------------------------------------------------------++--+---------+++--+---------+++--+---------+ 

                          Total Revenues                                      2,236,946      2,067,058      1,942,281  

                          Costs and expenses                                                                           

                           Cost of sales                                      1,140,840      1,046,380        995,966  

                           Company restaurant operating costs                   382,963        362,160        353,857  

                           Operating costs                                       86,272         81,706         67,318  

                           General and administrative expenses                  208,173        192,857        183,486  

                           Depreciation and amortization of property and        108,297         97,917         95,396  

                               equipment                                                                                            

                           International charges (Note 2)                        18,370                        33,893  

                           Other expense                                          5,514          7,193          2,665  

                           Interest, net                                         15,080         10,159          2,039  

      +------------------------------------------------------------------++--+---------+++--+---------+++--+---------+ 

                         Total costs and expenses                             1,965,509      1,798,372      1,734,620  

      +------------------------------------------------------------------++--+---------+++--+---------+++--+---------+ 

                          Income before income taxes                            271,437        268,686        207,661  

                          Income taxes                                          101,789        102,101         84,303  

      +------------------------------------------------------------------++--+---------+++--+---------+++--+---------+ 

                          Net income                                       $    169,648   $    166,585   $    123,358  

                          Basic earnings per common share                         $1.48          $1.37           $.96  

                          Diluted earnings per common share                       $1.44          $1.32           $.95  

                          Dividends per common share                               $.24           $.24           $.24  

                          Basic shares                                          114,341        122,032        128,353  

                          Diluted shares                                        122,483        131,039        137,089  
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Wendy's International, Inc. and Subsidiaries

Consolidated Balance Sheets

                                                                                      December 31, 2000 and January 2, 2000 

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

                                                                                                2000             1999       

 (Dollars in thousands)                                                                                                     

                     Assets                                                                                                 

                      Current assets                                                                                        

                       Cash and cash equivalents                                           $    169,718     $    210,785    

                       Accounts receivable, net                                                  75,960           71,763    

                       Notes receivable, net                                                     11,832            7,749    

                       Deferred income taxes                                                     21,503           19,267    

                       Inventories and other                                                     40,086           40,271    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Total Current Assets                                                      319,099          349,835    

                      Property and equipment, net                                             1,497,090        1,389,154    

                      Notes receivable, net                                                      38,932           35,538    

                      Goodwill, net                                                              43,719           48,306    

                      Deferred income taxes                                                      20,572           22,390    

                      Other assets                                                               38,304           38,374    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Total assets                                                         $  1,957,716     $  1,883,597    
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Wendy's International, Inc. and Subsidiaries

Consolidated Balance Sheets (Cont.)

                                                                                      December 31, 2000 and January 2, 2000 

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

                                                                                                2000             1999       

                     Liabilities and Shareholders' Equity                                                                   

                      Current liabilities                                                                                   

                       Accounts payable                                                    $    125,564     $    126,487    

                       Accrued expenses                                                                                     

                        Salaries and wages                                                       34,663           35,214    

                        Taxes                                                                    50,867           37,577    

                        Insurance                                                                38,414           37,061    

                        Other                                                                    42,965           43,422    

                       Current portion of long-term obligations                                   3,943            4,448    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Total current liabilities                                                 296,416          284,209    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Long-term obligations                                                                                 

                       Term debt                                                                204,027          204,788    

                       Capital leases                                                            44,357           44,231    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Total long-term obligations                                               248,384          249,019    

                      Deferred income taxes                                                      72,750           69,516    

                      Other long-term liabilities                                                14,023           15,414    

                      Company-obligated mandatorily redeemable preferred securities of          200,000          200,000    

                        subsidiary Wendy's Financing I, holding solely Wendy's Convertible                                             

                        Debentures                                                                                                     

                      Shareholders' equity                                                                                  

                       Preferred stock, Authorized: 250,000 shares                                                          

                       Common stock, $.10 stated value per share, Authorized: 200,000,000        12,074           11,941    

                         shares, Issued and Exchangeable: 136,188,000 and 134,856,000 shares,                                          

                         respectively                                                                                                  

                       Capital in excess of stated value                                        423,144          398,580    

                       Retained earnings                                                      1,211,015        1,068,883    

                       Accumulated other comprehensive expense                                  (27,133 )        (14,443 )  

                                                                                              1,619,100        1,464,961    

                       Treasury stock, at cost: 21,978,000 and 16,626,000 shares,              (492,957 )       (399,522 )  

                         respectively                                                                                                  

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                      Total shareholder’s equity                                              1,126,143        1,065,439    

+---------------------------------------------------------------------------------------++--+---------+--++--+---------+-- 

                     Total liabilities and shareholder’s equity                            $  1,957,716     $  1,883,597    
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