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Name ______________________________

Short answer questions/problems

1.  Assume you determine that General Electric’s sustainable growth rate is 11.5%.  What does this reveal about GE?

GE cannot grow faster than 11.5% unless GE raises external funds.  

2.  Assume you have calculated the ratios for two firms have identical assets and liabilities and find that they differ.  What is the most reasonable explanation for these differences?

Differences in accounting method used (such as for inventory or depreciation).

3.  Assume you want to examine a firm’s ability to meet short-term obligations as they come due.  Which of the ratios we have “discussed” would be most helpful?

Current, quick

4.  Assume you want to determine whether a firm has excessive debt.  Which of the ratios we discussed would be most helpful?

Debt, interest coverage

5.  What does DuPont analysis reveal about a firm that simply looking at the firm’s ROE does not?

Can determine source of high or low ROE:  a high/low profit margin or a high/low total asset turnover, or a high/low use of debt (as measured by equity multiplier).

6.  Accounting net income is based on the principals of accrual accounting rather than on cash flows.  As a result, net income violates one of the fundamental principals of finance.  What fundamental principal of finance does net income violate that Economic Value Added (EVA) attempts to correct?

Time value of money

7.  How does EVA attempt to correct the problems created by the violation discussed in 6 above?

Adds a capital charge which charges interest on any net spending that has occurred but which has not yet been recognized in the accounting statements.

8.  Relative to the principals of finance, does accounting profit overstate or understate the cost of a long-lived factory that is being built?

Understate

9.  Most firms that use EVA have implemented a simplified EVA system rather than Stewart’s full-blown EVA.  What is one advantage of such a simplified system?

One of:  1)  easier to explain to typical employee, 2) can push accountability lower in the firm

10.  According to Stern Stewart, General Electric (GE) had a Market Value Added (MVA) of $502 billion at the end of 2000.  What does this reveal about GE?

The present value of all future EVAs is $502 billion.  Also, the total wealth created by GE for its stockholders is $502 billion.
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Problems/Essays

1.  Using the following information and the attached pages from General Electric’s 10-k, calculate GE’s NOPAT using the Harnischfeger approach assuming you want to calculate GE’s EVA for 2000.


Operating profit
30,157.0
= 54,828 + 18,126 + 56,463 - 39,312 – 12,511 – 14,399 – 2045 – 30,993

plus:
Interest on cash balances
5.2
= 55*(8,554/(8,554+81,758)


Goodwill amortization
2,697.0



R&D expense
1,867.0



Change in LIFO provision
- 82.0
= 845 – 927

less:
Cash taxes
- 2,604.0


         
Amortization of capitalized R&D
- 1480.8
=(1667+1537+1480+1421+1299)/5


NOPAT
30,599.4


2.  Assume that you find the following ratio information at MSN Money regarding General Electric.

a.  What concerns do these ratios raise for you?

b.  What additional information would you want to gather before drawing any conclusions about GE?


GE
Industry
Current Ratio
1.8
1.6

Quick Ratio
1.8
1.4

Total Asset Turnover
0.3
0.6

Receivables Turnover
0.7
1.8

Inventory Turnover
5.6
5.9

Debt Ratio
0.6
0.5

Interest Coverage Ratio
2.7
4.2

Net Profit Margin
10.6
8.5

Return on Assets
3.1
4.7

Return on Equity
26.2
22.9

PE Ratio
23.2
17.1

Market to Book Ratio
5.95
3.72

a.  One major concern is receivables turnover and total asset turnover.  Both ratios are about ½ of the industry average.  This could indicate that GE has a large amount of bad debts.  It could also indicate that a significant number of GE’s customers are way overdue in their payments to GE.  Since receivables are a fairly small part of GE’s assets, the low total asset turnover is not going to be explained by the low receivables turnover.  Given that GE’s inventory turnover is roughly in line with industry numbers, GE appears to have low sales for the amount of fixed assets that it has.  GE has a significant amount of investment securities.  This could lower the total asset turnover.  Asset management should be examined more closely.  This low asset turnover is also leading GE’s return on assets to be lower than the industry.

Another concern is high debt.  While the debt ratio is not significantly higher than the industry average, the interest coverage ratio is only around 64% of the industry average.  

b.  It would be good to compare GE’s credit terms to GE’s average collection period.  It would also be good to have past ratios for GE so a trend in GE’s ratios can be examined.  
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3.  Assume you want to calculate General Electric’s EVA for 2000.  Based on the following information, what would you use for General Electric’s cost of capital?

Note:  General Electric’s fiscal year ends on December 31st of each year.

Information
12/31/2000
12/31/1999
Short-term borrowings (millions)
119,180
130,345

Long-term borrowings (millions)
82,132
71,427

GE’s bond rating
Aaa
Aaa

Average rate on short-term borrowings
6.67%
6.04%

Rate on 30-year Treasury Strips
5.44%
6.46%

Rate on Aaa bonds
7.15%
7.64%

Rate on Baa bonds
7.97%
8.24%

GE’s Beta
1.2
1.1

Shares Issued (thousands)
11,145,212
3,715,018

Shares in Treasury (thousands)
1,213,206
430,175

Stock price
47.9375
154.75

Statutory Federal Income Tax Rate
35%
35%

Actual Income Tax Rate
31.0%
31.2%

After-tax cost of debt = 
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Cost of equity = 6.46 + 1.1(6) = 13.06%

Weights:

Equity = (3,715,018-430,175) x 154.75 +5,214,000 = 513,543,454.25

Debt = 130,345,000 + 71,427,000 = 201,772,000

% Equity = 
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Cost of capital = 
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Additional Information on General Electric:

GECS stands for GE Capital Services and is an integral part of General Electric’s ongoing operations.

From Statement of Cash flows:

For the years ended December 31 (In millions)               2000             1999            1998

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

Amortization of goodwill and other intangibles             2,697           1,783           1,483

SUPPLEMENTAL DISCLOSURE OF CASH FLOWS INFORMATION

Cash paid during the year for interest                  $(11,617)       $(10,078)       $ (9,297)

Cash paid during the year for income taxes                (2,604)         (1,597)         (2,098)

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

From Footnotes:

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

2 GE OTHER INCOME

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

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

(In millions)                                  2000          1999          1998

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

Interest Income on marketable securities and

   bank deposits                                 55           105           114

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

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

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

4  SUPPLEMENTAL COST INFORMATION

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

Other Costs and Expenses primarily include operating expenses such as selling, general and administrative expenses, rent and leasing expenses, research and development expenses, and amortization and depreciation expenses.  

Total company-funded expenditures for research and development were $1,867 million in 2000, $1,667 million in 1999, $1,537 million in 1998, $1,480 million in 1997, $1,421 million in 1996, $1,299 million in 1995, and $1,176 million in 1994.

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

12 INVENTORIES

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

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

December 31 (In millions)                                  2000            1999

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

GE

Raw materials and work in process                       $ 4,134         $ 3,438

Finished goods                                            3,614           3,054

Unbilled shipments                                          243             233

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

                                                          7,991           6,725

Less revaluation to LIFO                                   (845)           (927)

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

                                                          7,146           5,798

GECS

Finished goods (a)                                          666           1,209

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

                                                        $ 7,812         $ 7,007

================================================================================
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STATEMENT OF EARNINGS

                                                                 General Electric Company

                                                                and consolidated affiliates

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

For the years ended December 31

(In millions; per-share amounts in dollars)                   2000        1999          1998

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

REVENUES

   Sales of goods                                        $  54,828    $  47,785    $  43,749

   Sales of services                                        18,126       16,283       14,938

   Other income (note 2)                                       436          798          649

   Earnings of GECS                                             --           --           --

   GECS revenues from services (note 3)                     56,463       46,764       41,133

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

     Total revenues                                        129,853      111,630      100,469

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

COSTS AND EXPENSES (note 4)

   Cost of goods sold                                       39,312       34,554       31,772

   Cost of services sold                                    12,511       11,404       10,508

   Interest and other financial charges                     11,720       10,013        9,753

   Insurance losses and policyholder and annuity benefits   14,399       11,028        9,608

   Provision for losses on financing receivables (note 14)   2,045        1,671        1,603

   Other costs and expenses                                 30,993       27,018       23,483

   Minority interest in net earnings of  affiliates            427          365          265

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

     Total costs and expenses                              111,407       96,053       86,992

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

EARNINGS BEFORE INCOME TAXES                                18,446       15,577       13,477

Provision for income taxes (note 7)                         (5,711)      (4,860)      (4,181)

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

NET EARNINGS                                             $  12,735    $  10,717    $   9,296

================================================================================================
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STATEMENT OF FINANCIAL POSITION

                                                                      General Electric Company

                                                                     and consolidated affiliates

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

At December 31 (In millions)                                               2000        1999

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

ASSETS

Cash and equivalents                                                  $   8,195    $   8,554

Investment securities (note 10)                                          91,339       81,758

Current receivables (note 11)                                             9,502        8,531

Inventories (note 12)                                                     7,812        7,007

Financing receivables (investments in time sales, loans and

   financing leases)--net (notes 13 and 14)                             143,299      134,215

Insurance receivables (note 15)                                          23,802       18,969

Other GECS receivables                                                   11,714       14,153

Property, plant and equipment (including equipment leased

   to others)--net (note 16)                                             40,015       41,022

Investment in GECS                                                         --           --

Intangible assets--net (note 17)                                         27,441       26,010

All other assets (note 18)                                               73,887       64,981

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

TOTAL ASSETS                                                          $ 437,006    $ 405,200

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

LIABILITIES AND EQUITY

Short-term borrowings (note 19)                                       $ 119,180    $ 130,346

Accounts payable, principally trade accounts                             14,853       13,676

Progress collections and price adjustments accrued                        8,271        4,618

Dividends payable                                                         1,589        1,347

All other GE current costs and expenses accrued                          12,219       11,229

Long-term borrowings (note 19)                                           82,132       71,427

Insurance liabilities, reserves and annuity benefits (note 20)          106,150       86,776

All other liabilities (note 21)                                          28,494       28,772

Deferred income taxes (note 22)                                           8,690        9,238

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

   Total liabilities                                                    381,578      357,429

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

   Minority interest in equity of consolidated affiliates (note 23)       4,936        5,214

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

Accumulated unrealized gains on investment securities--net (a)               74          626

Accumulated currency translation adjustments (a)                         (2,574)      (1,370)

Common stock (9,932,006,000 and 9,854,528,000 shares outstanding

   at year-end 2000 and 1999, respectively)                                 669          594

Other capital                                                            15,195       10,790

Retained earnings                                                        61,572       54,484

Less common stock held in treasury                                      (24,444)     (22,567)

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

   Total share owners' equity (notes 25 and 26)                          50,492       42,557

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

TOTAL  LIABILITIES AND EQUITY                                         $ 437,006    $ 405,200

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