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Chapter 7: mini case

a. What effect did the expansion have on sales and net income? What effect did the expansion have on the asset side of the balance sheet? What effect did it have on liabilities and equity?
Sales and Income

Sales went up from $3,432,000 to $5,834,400; but, income when down from $87,960 to $95,136. One thing to note is that the Operating costs when up from $3,222,900 to $5, 816,960
Assets

Assets went up from $1,468,800 to $2,886.592. Net fixed assets jumped up a lot, from $344,800 to $939,790. Inventory increased from $715,200 to $1,287,360. A/R moved up from $351,200 to $632,160.
Liabilities and Equity
Current liabilities increased from $481,600 to $1,328,960 – to assist in the finance of the expansion.
No news stocks were issued to help finance the expansion – it remained the same ($460,000).
Retained earnings fell from $203,768 to $97,632
Long-term debt increased to help finance the expansion.

b. What do you conclude from the statement of cash flows?
The net cash flow from operations is a negative balance of -$503,936. This is because of negative net income and increases in working capital.

The firm spent $711,950 on financing activities. 

The firm borrowed enormously and sold some short-term investments to meet its cash requirements.

Even after borrowing, the cash account fell by $1,718.

c. What is free cash flow? Why is it important? What are the five uses of FCF?

Free Cash Flow: it is the cash available for distribution to all investors after the company has made all investments in fixed assets and working capital necessary to sustain ongoing operations.
The FCF is important because it adds value to the firm. The more they generate the better. It is FREE cash that is available to do other things with it.

Five uses of FCF
1. Pay interest on debt
2. Pay back principal on debt
3. Pay dividends
4. Buy back stock
5. Buy non-operating assets (e.g., marketable securities, investments in other companies, etc.)

d. What are operating current assets? What are operating current liabilities? How much net operating working capital and total net operating capital does Computron have?
Operating current assets: they are the current assets that are used to support operations. The following are examples of current assets:
· Cash, inventory, receivables

These are not part of operating current assets: short-term investments.

Operating current liabilities: they are the current liabilities that are part of the daily (normal) part of operations. The following are examples of current liabilities:
· Accounts Payable and accruals
These are not part of operating current liabilities: notes payable, because this is a source of financing, not a part of operations.

e. What are Computron’s net operating profit after taxes (NOPAT) and free cash flow (FCF)?

NOPAT = EBIT (1 - Tax rate)

= $17,440 (1 - 0.4)

= $10,464
FCF = NOPAT - Net investment in operating capital

FCF = NOPAT – (NOWC + Net Fixed Assets)

* NOWC = net opera. Work cap. = opera CA - opera. CL
= $10,464 - (($7,282 + $632,160 + $1,287,360) - ($324,000 + $284,960))
= $10,464 - ($1,926,802 – $608,960)

= $10,464 - $1,119,032

= -$1,108,568.

f. Calculate Computron’s return on invested capital. Computron has a 10 percent cost of capital (WACC). Do you think Computron’s growth added value?
Return on invested capital
ROIC = NOPAT/Operating Capital

ROIC = $10,464/$2,257,632
ROIC = 0.46% = 0.5%
No.  The ROIC of 0.5% is less than the WACC of 10%.  Investors did not get the return they require

Note: High growth usually causes negative FCF (due to investment in capital), but that’s ok if ROIC > WACC.  For example, Home Depot has high growth, negative FCF, but a high ROIC

g. Jamison also has asked you to estimate Computron’s EVA. She estimates that the after-tax cost of capital was 10% in both years.
EVA = NOPAT- (WACC) (Capital)

Year 2006
EVA = $10,464 – (10%) ($2,257,632)
EVA = $10,464 - $225,763.20
EVA = -$215,299.20
Year 2005
EVA = $125,460 – (10%) ($1,138,600)

EVA = $125,460 - $113,860
EVA = -$11,600
h. What happened to Computron’s market value added (MVA)?

Computron’s market value added decreases.
i. Assume that a corporation has $100,000 of taxable income from operations plus $5,000 of interest income and $10,000 of dividend income. What is the company’s federal tax liability?
Taxable Income = $100,000 + $5,000 + $10,000 (30%)
= $100,000 + $5,000 + $3,000

= $108,000

Taxes = $22,250 + .39($108,000 – $100,000)

= $22,250 + $3,120

= $25,370
Their federal tax liability would be $25,370
j. Assume that you are in the 25% marginal tax bracket and that you have $5,000 to invest. You have narrowed your investment choices down to California bonds with a yield of 7 percent or equally risky ExxonMobil bonds with a yield of 10% Which one should you choose and why? At what marginal tax rate would you be indifferent to the choices between California and ExxonMobil bonds?
