Fin 3303

McCown

Problem Set #1, Part A – Suggested Answers
1. What are the advantages and disadvantages of a business that is organized as a sole proprietorship?
Advantages:

Taxed only once

Disadvantages:

Owner bears personal liability for all the firm’s debts

Unlimited liability

2. Barry Switzer and Bob Stoops enter into a general partnership called S&S. Each man invests $10,000 in the business. One day while visiting their business, Lou Holtz slips on a banana peel and breaks his leg. Holtz sues S&S and wins a court judgment in the amount of $500,000. While attempting to collect on the judgment, Holtz learns that Switzer is broke. What is the maximum amount that Holtz is entitled to collect from Stoops?
As a general partner, Stoops has joint and several liability for all the firm’s debts. Holtz may collect the full $500,000 judgment from Stoops.

3. Suppose that all the facts of problem #2 hold except Stoops is a limited partner, rather than a general partner. What is the maximum amount that Stoops can lose?
As a limited partner, Stoops’ losses are limited to his $10,000 investment.

4. Suppose that all the facts of problem #3 hold, except Holtz learns that Stoops has been involved in the management of the business. If Holtz is able to convince the court that that is indeed the case, what is the maximum amount that Stoops can lose?

If the court rules that Stoops is a general partner, due to his participation in management, he can be held liable for the full $500,000.

5. What are the advantages and disadvantages of a business that is organized as an S corporation, as compared with a regular corporation?

Advantages:

Taxed only once
Limited liability
Disadvantages:

Limited to 75 stockholders
Stockholders limited to individuals and certain types of trusts

May not hold a controlling interest in another corporation

For problems 6 and 7, refer to the financial statements for 2006 and 2007 of:

Devon Energy:

· http://media.corporate-ir.net/media_files/irol/67/67097/reports/AR2007/08_04.htm 

General Electric:

· http://www.ge.com/ar2007/cfs_fp.jsp
6. For Devon, compute the following ratios for 2006 and 2007:


a. Current ratio

2006:  3,212 / 4,645 = 0.69
2007:  3,914 / 3,657 = 1.07


b. Average collection period

2006: 1,324 / (9,767 / 365) = 49.48 days
2007:  1,779 / (11,362 / 365) = 57.15 days
c. Average payment period (Assume “Lease Operating Expenses” are equal to purchases)
2006: 1,154 / (1,425 / 365) = 295.59 days
2007: 1,360 / (1,828 / 365) = 270.57 days

d. Fixed asset turnover

2006: 9,767 / 31,851 = 0.31
2007: 11,362 / 37,542 = 0.30
e. Total asset turnover

2006: 9,767 / 35,063 = 0.28

2007: 11,362 / 41,456 = 0.27

f. Debt ratio

2006: 17,621 / 35,063 = 0.50
2007: 19,450 / 41,456 = 0.47
g. Assets-to-equity

2006: 35,063 / 17,442 = 2.01
2007: 41,456 / 22,006 = 1.88

h. Debt-to-equity

2006: 5,568 / 17,442 = 0.32

2007: 6,924 / 22,006 = 0.31

i. Times interest earned

2006: 4,455 / 421 = 10.58
2007: 5,350 / 430 = 12.44

j. Gross profit margin  (Assume “Lease Operating Expenses are equal to COGS)

2006: (9,767 – 1,425) / 9,767 = 0.85 = 85%
2007: (11,362 – 1,828) / 11,362 = 0.84 = 84%
k. Operating profit margin

2006: 3,991 / 9,767 = 0.41 = 41%
2007: 4,654 / 11,362 = 0.41 = 41%
l. Net profit margin

2006: 2,836 / 9,767 = 0.29 = 29%

2007: 3,596 / 11,362 = 0.32 = 32%

m. Return on total assets

2006: 2,836 / 35,063 = 8.1%

2007: 3,596 / 41,456 = 8.7%

n. Return on common equity

2006: 2,836 / 17,441 = 16.3%

2007: 3,596 / 22,005 = 16.3%

o. Price/Earnings Ratio (Use diluted Earnings per share. The market price for Devon common stock was $67.08 on 12/31/06. Market price on 12/31/07 was $88.91)
2006: $67.08 / $6.34 = 10.58

2007: $88.91 / $8.00 = 11.11

p. Book value per share

2006: 17,441 / 444.04 = $39.28
2007: 22,005 / 444.21 = $49.54

q. Market/book

2006: 67.08 / 39.28 = 1.71

2007: 88.91 / 49.54 = 1.79

7. For General Electric, compute the following ratios for 2006 and 2007:


a. Current ratio

2006:  413,290 / 218,064 = 1.90

2007:  490,518 / 246,113 = 1.99


b. Quick ratio

2006:  (413,290 – 10,032) / 218,064 = 1.85
2007: (490,518 – 12,897) / 246,113 = 1.94


c. Inventory turnover

2006:  66,773 / 10,032 = 6.66
2007:  73,125 / 12,897 = 5.67

d. Average collection period
2006:  19,617 / (151,843 / 365) = 47.16
2007:  22,259 / (172,738 / 365) = 47.03

e. Average payment period (Assume COGS are equal to purchases)

2006:  20,632 / (43,279 / 365) = 174.07 

2007:  21,398 / (47,309 / 365) = 165.10


f. Fixed asset turnover

2006: 151,843 / 70,650 = 2.15

2007: 172,738 / 77,895 = 2.22


g. Total asset turnover

2006: 151,843 / 696,683 = 0.22
2007: 172,738 / 795,337 = 0.22

h. Debt ratio

2006: 577,681 / 696,683 = 0.83
2007: 671,774 / 795,337 = 0.84

i. Assets-to-equity

2006: 696,683 / 111,509 = 6.25
2007: 795,337 / 115,559 = 6.88


j. Debt-to-equity

2006: 260,752 / 111,509 = 2.34
2007: 319,015 / 115,559 = 2.76

k. Times interest earned

2006: 43,588 / 18,896  = 2.31
2007: 50,125 / 23,787 = 2.11

l. Gross profit margin
2006: 85,070 / 151,843 = 0.56
2007: 99,613 / 172,738 = 0.58

m. Operating profit margin
2006: 42,226 / 151,843 = 0.28
2007: 50,385 / 172,738 = 0.29

n. Net profit margin

2006: 20,742 / 151,843 = 0.14

2007: 22,208 / 172,738 = 0.13


o. Return on total assets

2006: 20,742 / 696,683 = 2.98%

2007: 22,208 / 795,337 = 2.79%


p. Return on common equity

2006: 20,742 / 111,509 = 18.60%

2007: 22,208 / 115,559 = 19.22%

q. Price/Earnings Ratio (Use diluted Earnings per share. The market price for GE common stock was $37.21 on 12/31/06. Market price on 12/31/07 was $37.07)

2006:  37.21 / 2.00 = 18.6
2007:  37.07 / 2.17 = 17.1

r. Book value per share

2006: $111,509 / 10,277 = $10.85 
2007: $115,559 / 9,988 = $11.57

s. Market/book

2006: 37.21 / 10.85 = 3.43

2007: 37.07 / 11.57 = 3.20
8. Compute the future value of $20,000 invested at 7.5% per year for 30 years, compounded annually.
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9. Compute the present value of $15,000 to be received ten years from now, discounted back at 6% per year.
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10. Compute the future value of the following mixed stream of cash flows, compounded annually at 9% to 2020.

2009    $1,500

2010      7,300

2011      4,533

2012         400

2013      8,950

2014      7,777

	Year
	PV
	Compound Factor to 2020
	FV at 2020

	2009
	1,500
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	3,870.00

	2010
	7,300
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	17,301.00

	2011
	4,533
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	9,836.61

	2012
	400
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	796.00

	2013
	8,950
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	16,378.50

	2014
	7,777
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	13,065.36

	Total
	
	
	$61,247.47


11. Compute the present value of the following mixed stream of cash flows, discounted back at 5% to 2009:

2010     $12,000

2011       14,800

2012       15,755

2013       16,000

2014       19,500

	Year
	FV
	Discount Factor to 2009
	PV

	2010
	12,000
	1.05
	11,428.57

	2011
	14,800
	1.052 = 1.1025
	13,424.04

	2012
	15,755
	1.053 = 1.1576
	13,610.06

	2013
	16,000
	1.054 = 1.2155
	13,163.31

	2014
	19,500
	1.055 = 1.2763
	15,278.54

	Total
	
	
	66,904.52
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