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Please return this exam no later than 9:00 a.m. on December 17, 2003
Question I (25 Points)

Two graduates of the Owen School decided to start a business upon their graduation from this top 10 school.  They collected a total of $350,000 from friends and relatives and arranged a line of credit of $450,000 on which they can draw as needed.  They pay interest at an annual rate of 10% on any money borrowed.  The grads have an opportunity to buy a computer system for managing long distance telephone calls; they will sell telecommunications management services to businesses for a fixed monthly fee.  The market for these services looks promising, and the MBAs estimate sales of $300,000 for the first year with a 30% increase for each of years two and three.  Cash operating costs will approximate $250,000 for the first year and will increase by 10% annually for the next two years, and the computer system will cost $500,000 payable in the first year.  

Assume all accounts are collected in 60 days, and that all cash expenses are paid in the year incurred.

Required:

Prepare a projected income statement, balance sheet, and a cash flow statement for the three years.  Assume the graduates make payments of principal in multiples of $10,000 (based on cash available) in years 2 and 3 for any money borrowed, and also assume they depreciate the computer over five years.  Use a tax rate of 40% for all tax calculations.  Use the forms on the next two pages to prepare these statements; the forms have extra blank lines in case you need them.
	Balance Sheet Data
	 

	Information at Yearend
	
	
	
	

	
	Base Period
	Year 1
	Year 2
	Year 3

	Assets
	
	
	
	

	  Cash
	
	
	
	

	
	
	
	
	

	     Total Current Assets
	
	
	
	

	
	
	
	
	

	  Plant Assets 
	
	
	
	

	    Accumulated Depreciation
	
	
	
	

	
	
	
	
	

	    Net Plant Assets
	
	
	
	

	
	
	
	
	

	Total Assets
	
	
	
	

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

	Liabilities
	
	
	
	

	    Borrowings
	
	
	
	

	
	
	
	
	

	     Total Liabilities
	
	
	
	

	
	
	
	
	

	  Common Stock
	
	
	
	

	  Retained Earnings
	
	
	
	

	
	
	
	
	

	     Total Equity
	
	
	
	

	
	
	
	
	

	Total Liabilities & Equity
	
	
	
	

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

	
	
	
	
	

	Income Statement
	
	
	
	

	
	Base Period
	Year 1
	Year 2
	Year 3

	  Sales
	$0 
	
	
	

	
	
	
	
	

	
	
	
	
	

	  Operating Expense
	
	
	
	

	  Depreciation
	
	
	
	

	
	
	
	
	

	     Total Expenses
	
	
	
	

	
	
	
	
	

	  Net Income Before Interest & Taxes
	
	
	

	  Interest
	
	
	
	

	  Taxes
	
	
	
	

	
	
	
	
	

	     Net Income After Taxes
	
	
	
	

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


Cash Flow Statement
	
	Base Period
	Year 1
	Year 2
	Year 3

	  Sales
	
	
	
	

	
	
	
	
	

	    Cash Margin
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	  Operating Expense
	
	
	
	

	  Depreciation
	
	
	
	

	
	
	
	
	

	    Total Cash Expenses
	
	
	
	

	
	
	
	
	

	  Net Cash From Operations
	
	
	
	

	
	
	
	
	

	   Income Taxes
	
	
	
	

	Nonoperating Cash Changes
	
	
	
	

	  Sale of (Purchase) Plant
	
	
	
	

	
	
	
	
	

	     Total Nonoperating Cash Changes
	
	
	

	Financing Transactions
	
	
	
	

	    Borrowings & repayments
	
	
	
	

	    Interest
	
	
	
	

	    Dividends
	
	
	
	

	
	
	
	
	

	  Net Cash Increase (Dec)
	
	
	
	

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


Question II (30 Points)


You are the CEO of a company that needs $75 million to expand into new markets.  Your company currently generates after tax cash flows of $10 million per year, and with the expansion into the new markets the company could generate another $15 million per year in after tax cash flows.


You are considering whether to do an Initial Public Offering or to go to the private capital markets for the funds.

Describe some of the advantages and disadvantages of using an IPO to raise the $75 million.

Describe some of the advantages and disadvantages of raising private capital.
Assume you are working with Brentwood Capital Advisors, and they provide you with the following information about ways of raising the $75 million.

1. Senior debt carries an interest rate of 8%, and since you have no outstanding debt you could borrow up to 1.2 times current annual cash flow.  The loan term will be 10 years.
2. Subordinated debt carries a rate of 15%, and most investors will go up to .8 times current annual cash flow for a five year loan.

3. Equity holders expect a 20% return on their equity, and you plan to pay a dividend to satisfy equity holders.
4. Brentwood fee for handling the transaction is $3 million.

Assume you will pay the Brentwood fee out of the cash raised.  Show the capital structure of your company immediately after you raise the $75 million.  Capital structure means the items you show in the liabilities and equity section of the balance sheet.
Compute the annual cash amount you must pay out to service this capital structure.  Remember you pay Brentwood Capital Advisors as soon as you receive your cash, so their fee is not included in this amount.  Ignore the tax effects of interest for this calculation.  If you do not know how to compute loan payment amounts using your spreadsheet or your calculator, you may use the present value tables posted on my web page.
If you choose to go public, you estimate it will cost at least $2 million for accounting, legal, and printing fees, and the investment banker will take another $5 million in fees.  Being public will increase annual cash outflows by $1 million per year for things like audit fees, investor relations, etc.  You will pay all expenses related to going public out of the proceeds from the stock sale.
Compute the total dollar amount of the shares you will sell to the public _______________

Assume investors expect a 20% return on their investment.  How much will you have to pay in dividends each year to meet this requirement?

Annual dividends  ____________________

Will you be able to pay this amount out of your cash flows?  Explain.
Which alternative would you choose for your company--take the company public, or go for the private capital?  Explain, and use numbers from your above answers in this answer.

Question III (20 Points)

Use the financial statements for Dell Computer to answer the following questions.  The financials are on the last pages of this test.

Compute the average days in receivables   ______________________

Compute the average number of days in inventory  ___________________

Compute the average number of days in accounts payable   __________________

Compute the cash gap for Dell  ____________________

If Dell can borrow money at an annual rate of 4%, how much will annual before tax profits drop for each one day increase in its cash gap?

Profit decline  _________________

Would Dell create operating cash flow problems for itself if it started growing at a rate of 10% per month?  Explain.

Question IV (45 Points)


Use the CapitalConfirm.xls spreadsheet with the projected proforma financial statements to answer these questions.

a. The spreadsheet has several tabs.  Explain what information each of the following tabs contains; in some cases a short sentence will be adequate, but others might require several sentences.

Inputs
Fiscal 00
Cash Flow 00
Balance Sheet
Employees
b. If the company borrowed $2 million in Year 00, What would its ending cash balance be in Year 01?  Ignore interest when you answer this question.
____________________  Cash balance
c. If the company paid off the loan from question b in Year 02, what would the ending cash balance be for Year 02?  Assume the loan carried an annual interest rate of 20% compounded annually.
____________________  Cash balance

d. If  the company can double its market share in Year 01, what will its net income after taxes be for the year?

__________________________ after tax net income for Year 01

e. Who is the highest paid employee in Year 02?
f. In what year does the company make the highest investment in equipment?  How much did it invest in that year?
_______________ Year
_______________  Amount invested
g. Compute the correct income tax expense for Year 01
__________________  Correct amount
h. For the current spreadsheet, in what year does the company pay its Year 02 income tax?
___________________ Year tax paid
i. How much cash did the company raise from the sales of stock?
__________________  Cash Raised
j. If the company dropped its sales commissions rate to 1%, what would the company after tax profit be in Year 03?

__________________  After tax profit
Bonus Question—You can earn an extra 10 points if you give a good answer to this question.

eBay converts IPIX preferreds into 12% stake in common shares 
by David A. Fox (fox@nashvillepost.com) 

Tuesday, 12/9/2003 -- eBay, the online auction company, has converted its series B convertible preferred shares of Internet Pictures Corp. (IPIX) into common stock. It owns 12.6% of the provider of online video and audio services. The company has primary offices in Oak Ridge, Tenn., and in San Ramon, Calif. 

eBay owned 100,000 shares of the preferred and converted them into 920,750 shares of common. Majority ownership of IPIX was acquired in 2001 by a network of Memphis concerns: Image Investor Portfolio, Memphis Angels LLC, Paradigm Capital Equity Partners LLC, Paradigm Holdings and Frank McGrew IV. Nashville's First Avenue Partners, the investment unit of Cal Turner Jr. managed by David Wilds, controls 19% of the company. 

IPIX shares settled Monday at $2.12. Their 52-week range is 75 cents to $5.25. 

Why do you think eBay converted its preferred shares into common shares?

                     CONSOLIDATED STATEMENT OF INCOME                        

                    (in millions, except per share amounts)                    

                                                Fiscal Year Ended              

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

                                    January 31,    February 1,    February 2,  

                                        2003           2002           2001     

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

Net revenue                          $ 35,404       $ 31,168       $ 31,888    

Cost of revenue                        29,055         25,661         25,445    

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

  Gross margin                          6,349          5,507          6,443    

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

Operating expenses:                                                            

  Selling, general and                  3,050          2,784          3,193    

  administrative                                                               

  Research, development and               455            452            482    

  engineering                                                                  

  Special charges                           -            482            105    

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

    Total operating expenses            3,505          3,718          3,780    

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

    Operating income                    2,844          1,789          2,663    

Investment and other income               183            (58 )          531    

(loss), net                                                                    

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

  Income before income taxes and        3,027          1,731          3,194    

  cumulative effect of change in                                               

  accounting principle                                                         

Provision for income taxes                905            485            958    

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

  Income before cumulative effect       2,122          1,246          2,236    

  of change in accounting                                                      

  principle                                                                    

Cumulative effect of change in              -              -             59    

accounting principle, net                                                      

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

  Net income                         $  2,122       $  1,246       $  2,177    

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

               CONSOLIDATED STATEMENT OF FINANCIAL POSITION                  

                                 (in millions)                                 

                                             January 31,      February 1,      

                                                 2003             2002         

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

                                    ASSETS                                     

    Current assets:                                                            

      Cash and cash equivalents               $  4,232         $  3,641        

      Short-term investments                       406              273        

      Accounts receivable, net                   2,586            2,269        

      Inventories                                  306              278        

      Other                                      1,394            1,416        

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

        Total current assets                     8,924            7,877        

      Property, plant and equipment, net           913              826        

      Investments                                5,267            4,373        

      Other non-current assets                     366              459        

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

        Total assets                          $ 15,470         $ 13,535        

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

                     LIABILITIES AND STOCKHOLDERS  EQUITY                      

    Current liabilities:                                                       

      Accounts payable                        $  5,989         $  5,075        

      Accrued and other                          2,944            2,444        

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

        Total current liabilities                8,933            7,519        

    Long-term debt                                 506              520        

    Other                                        1,158              802        

    Commitments and contingent                       -                -        

    liabilities (Note 6)                                                       

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

        Total liabilities                       10,597            8,841        

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

    Stockholders  equity:                                                      

      Preferred stock and capital in                 -                -        

      excess of $.01 par value; shares                                         

      issued and outstanding: none                                             

      Common stock and capital in excess         6,018            5,605        

      of $.01 par value; shares                                                

      authorized: 7,000; shares issued:                                        

      2,681 and 2,654, respectively                                            

      Treasury stock, at cost; 102 and 52       (4,539 )         (2,249 )      

      shares, respectively                                                     

      Retained earnings                          3,486            1,364        

      Other comprehensive income (loss)            (33 )             38        

      Other                                        (59 )            (64 )      

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

        Total stockholders  equity               4,873            4,694        

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

        Total liabilities and                 $ 15,470         $ 13,535        

        stockholders  equity                    ------           ------        
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