Quiz I, F5360, Summer, 1996





Use the attached financial statements and selected footnotes for Burlington Northern Inc. to answer questions 1 through 3.





1.  Your boss at Burlington Northern has asked your help in determining Burlington Northern’s cash flow from assets for 1995 by doing the following:





a.  Determine Burlington Northern’s net capital spending for 1995.


b.  Determine Burlington Northern’s cash taxes paid in 1995.





2.  Suppose you want to determine whether Burlington Northern’s leverage is excessive.  Which ratios would you calculate?  You don’t need to do any calculations, but you should justify your answer and discuss what it is that would indicate excessive leverage.  You should also discuss what (if any) additional information would you need in order to complete your ratio analysis of  Burlington Northern’s leverage?





3.  Fill out the following items on the EVA worksheets as if you were calculating Burlington Northern’s EVA for 1995.


a.  New working capital on the operating capital worksheet.


b.  Total increase in equity equivalents on the operating NOPAT worksheet.





4.  What does EVA tell us about a firm that Net Income does not?





Check Figures:





a.  1298, b. 331


Ratios would calculate and what would indicate potential problem:  times interest earned (low), debt ratio and/or debt to equity (high), long-term debt ratio (high), current ratio and/or quick ratio (low => too much st debt);  data that need:  past balance sheets so can do trend, industry averages


no applicable


economic profit and whether firm increasing s/h wealth; includes cost of capital, unlevers earnings and assets, removes conservative bias, reflects ongoing operations.








�
 CONSOLIDATED BALANCE SHEETS





Burlington Northern Inc. and Subsidiaries


(Dollars in millions)





December 31,                               1995     1994


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


ASSETS





Current assets:


Cash and cash equivalents .............  $   42   $   27


 Accounts receivable, net ..............     566      697


 Materials and supplies ................     136      100


 Current portion of deferred income


  taxes ................................     174      156  


 Other current assets ..................      38       32


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


   Total current assets ................     956    1,012


 


Property and equipment, net ............   6,566    6,311


Investment in SFP ......................     556        -


Other assets ...........................     323      269


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


     Total assets ......................  $8,401   $7,592


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


 


LIABILITIES AND STOCKHOLDER'S EQUITY


 


 


Current liabilities:


 Accounts payable and other current


  liabilities ..........................  $1,400   $1,325


 Long-term debt and commercial paper due


  within one year ......................      33      122


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


   Total current liabilities ...........   1,433    1,447


 


Long-term debt and commercial paper ....   1,709    1,697


Deferred income taxes ..................   1,245    1,456


Advance from parent, net ...............     460        -


Casualty and environmental reserves ....     417      416


Employee merger and separation costs ...     257        -


Other liabilities ......................     648      339


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


   Total liabilities ...................   6,169    5,355


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


Commitments and contingencies (see


 Note 12 and 13)


 


Stockholder's equity:


 Convertible preferred stock and


  additional paid-in capital ...........       -      337


 Common stock and additional paid-in


  capital...............................   1,797    1,444


 Retained earnings .....................     454      485


 Other .................................     (19)     (29)


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


   Total stockholder's equity ..........   2,232    2,237


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


     Total liabilities and stockholder's


       equity ..........................  $8,401   $7,592


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











�
CONSOLIDATED STATEMENTS OF INCOME


Burlington Northern Inc. and Subsidiaries


(Dollars in millions)





 


Year ended December 31,                     1995     1994     1993


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


  


Revenues ...............................   $5,381   $4,995   $4,699


  


Operating expenses:


  Compensation and benefits .............   1,832    1,779    1,709


  Equipment rents .......................     471      429      395


  Purchased services ....................     420      472      457


  Depreciation and amortization .........     433      362      352


  Fuel ..................................     405      369      362


  Materials .............................     266      305      300


  Other .................................     431      426      463


  Merger, severance and asset charges ...     735        -        -


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


    Total operating expenses ............   4,993    4,142    4,038


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


Operating income .......................      388      853      661


Equity in earnings of SFP ..............       24        -        -


Interest expense .......................      188      155      145


Other income (expense), net ............       24       (3)       5


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


Income before income taxes .............      248      695      521


Income tax expense .....................      102      269      225


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


Income before extraordinary item and


  cumulative effect of change in


  accounting method ....................      146      426      296


Extraordinary item, loss on early


  retirement of debt, net of tax .......       (6)       -        -


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


Income before cumulative effect of


  change in accounting method ..........      140      426      296


Cumulative effect of change in


  accounting method, net of tax ........     (100)     (10)       -


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


 Net income ............................    $  40   $  416   $  296


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


Footnotes:





3.  MERGER, SEVERANCE AND ASSET CHARGES


In essence, BNI has created reserves for anticipated future costs related to merger and seperation costs over the next 6 years.  The reserve for anticipated costs for 1996 is included with current liabilities called “Employee merger and separation costs” and the reserve for anticipated costs over the next five years are included with long-term liabilities called “Employee merger and separation costs”.





8. ACCOUNTS RECEIVABLE, NET


BNI maintains an allowance for doubtful accounts based upon the expected


collectibility of all accounts receivable.  Allowances for doubtful accounts of


$24 million and $20 million have been recorded at December 31, 1995 and 1994,


respectively.





10. ACCOUNTS PAYABLE AND OTHER CURRENT LIABILITIES


Accounts payable and other current liabilities consisted of the following (in


millions):





December 31,                                                       1995    1994


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


Accounts and wages payable.....................................  $  300  $  264


Casualty and environmental reserves............................     184     221


Employee merger and separation costs...........................     122       -


Taxes other than income taxes..................................     108     118


Accrued vacations..............................................      88      89


Other..........................................................     598     633


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


  Total........................................................  $1,400  $1,325


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


Quiz II, F5360, Summer, 1996





1.  Suppose that you believe that the Inflation Risk Hypothesis is correct and that you look in the Wall Street Journal and find that the term structure is upward sloping.





a.  Does the market expect short-term interest rates to increase, decrease, or stay the same in the future?


b.  Justify and explain your answer.





2.  In saving for a down payment on a house, you decide to save $250 six months from today.  After that you plan to make monthly deposits that grow by 0.4% per month through 3 years from today.  If your savings account earns 5% per year compounded continuously, how much would you have to deposit today to end up with the same amount for a down payment 3 years from today?





3.  The results of an analysis of the S&P500 (as a proxy for the market) and of Summer Blitz Inc. that you have just completed is given below:





		Return on:


Economy	Probability	Summer	S&P500	T-bills


Rapid Growth	.20	14	34	4.5


Moderate Growth	.45	6	12	4.5


Recession	.35	-2	-10	4.5





What do Reward to Risk ratios reveal about whether Summer is in equilibrium?





Two months ago, Olympian Inc. issued bonds with an annual coupon of $60 which is paid semiannually.  When issued, these bonds had a maturity of 5 years and a par value of $1000.  The beta of these bonds is 0.3, the risk-free rate of return is 5%, and the market risk premium is 7%.  What is the most you would pay for these bonds today?  (Note that both the risk-free rate and m
