Chapter 11 – Stockholders' Equity: Paid-In Capital


Our Comments on the “Your Turn” Cases

You as a Loan Officer GOTCHA! does not appear to be a good credit risk for a $200,000 loan. The company has few liquid assets that can be used to repay a loan. Also, the proposed loan is very large in relation to the small corporation’s assets and owners’ equity. Because GOTCHA! is organized as a corporation, Woods is not personally responsible for the company’s debts—unless she agrees to be.


Many loan officers would want to find a way to make this loan. They certainly would not want to refuse a 20-year customer of the bank a loan that amounts to less than half of the normal balance she maintains in her personal checking, savings, and money market accounts. But they would ask that Woods personally guarantee the loan, rather than depend solely on the financial strength of GOTCHA! for repayment. Woods should not be offended by this requirement; in situations such as this, it is standard business practice.

You as a Financial Analyst  You would probably compare Verizon’s return on common shareholders’ equity with that of other companies,  particularly companies in the same industry. You also would likely compare Verison’s return on common shareholders’ equity over time. However, a 13.9% return is strong regardless of what these other analyses reveal. A 13.9% return on equity is likely in excess of the return on capital expected by common shareholders. For example, if Verizon’s stock price rises in tandem with its return on common equity, that stock price will double in a little over five years. (A rough rule of thumb for computing how long it takes for an amount of money to double is computed by dividing 72 by the expected return. In the case of Verizon, its stock price would double in slightly more than 5 years [72 (( 13.9%] if Verizon’s stock price rises in tandem with its return on equity and if Verizon can maintain a 13.9% return on common equity over this period.)
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