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Fall 2004

FINANCE 556-Sections A & U: INVESTMENT PLANNING AND EVALUATION

PURPOSE OF COURSE: The focus of this course is investment planning by business firms.  Real world examples and cases are used to illustrate concepts and methods discussed in the course.  The course covers realistic, rigorous, and widely used approaches for addressing financial problems that frequently confront the business manager.   

We begin with business valuation.  We consider methods of valuation for an entire enterprise, a subsidiary or division, and for public and private firms.  The methods address such complications as stock options, closely held businesses, taxes, and the valuation of debt instruments.  The second topic is cost of capital (discount rate) estimation for various valuation situations, including business valuation and project evaluation.   Next we discuss how to identify the firm’s best investment strategy.  Issues include such common problems as economic interdependencies among investments, inflation, capital rationing, and risk analysis.  Fourth, we consider the management of risk through insurance, futures, forward contracts, swaps, and other methods.  Fifth, we examine the use of leasing to procure assets.  Last, we explore business reorganizations.  Topics include the valuation of a takeover target, setting the terms in a merger acquisition, how to identify appropriate merger candidates, basic tax issues, and leveraged buyouts, spin-offs, carve-outs, and split ups.   

CONDUCT OF THE COURSE: This course is designed to provide you with a knowledge and skill advantage in making key business decisions.  The course combines lecture on problem solving approaches, cases studies, and class discussion.  The course is informal, and questions and comments are welcome at all times.  The topics and class assignments are listed later in this syllabus.  Because every class discussion is different, we will adjust the exact timing of the material to what works for us.  You are strongly urged to read the material before the lecture that addresses that material.  This is especially true for the more complex material.  Please bring to class the assigned readings for the class session.
COURSE SCHEDULE: This course is scheduled for Tuesdays and Thursdays, 10:30 a.m. – 12:20 p.m. in Balmer 301.  To help you prepare for the exams, there will be two extra (optional) question and answer evening sessions, one immediately before the Midterm, and one immediately before the Final (we will schedule the sessions at times that are best for the class as a whole).  

SEATING CHART:  You will be asked to fill out a seating chart.  Please take the same seat for all class sessions.  

NAME CARD:  To facilitate a collegial environment, when you attend class please place your name-card on the desk in front of you.  This approach allows other students and the instructor to address you by name during class discussions.  

REQUIRED READINGS:  Required readings are indicated for each session.  There are two required texts for this course: 

Principles of Corporate Finance, 7th Edition (McGraw-Hill, 2003), by R. Brealey and S. Myers

Valuation - Measuring and Managing the Value of Companies, 3rd Edition (Wiley, 2000), by T. Copeland, T. Koller, and J. Murrin

Among the required readings are problems and questions from Brealey & Myers (you do not turn in your solutions; solutions will be distributed in class).  In addition to the texts, there is a required Finance 556 Readings Packet that includes: (a) Eight Harvard and Darden case studies (see Case Studies below); and (b) Several other readings.  All items in the Finance 556 Reading Packet are required.  The Finance 556 Reading Packet can be purchased at the Balmer Copy Center. 

SUPPLEMENTARY READINGS: Supplementary readings noted in this syllabus are optional and are omitted from the Finance 556 Readings Packet.  These readings are for those who wish to explore topics in greater depth.  They should be available in the Foster Library.

CASE STUDIES: As noted above, the required Readings Packet includes eight Harvard and Darden cases.  The questions for each case study appear at the end of this syllabus and in the Finance 556 Reading Packet after each case. The cases will be used in two ways – class discussion and exams.  Class Discussion: The cases will be discussed in class by answering the case questions.  In order to benefit from the class discussion, it is strongly recommended that you read each case before the session during which we cover the case.  You may be called upon to discuss the cases.  Case Studies and the Midterm and Final Exams: At least half of the questions on the Midterm and the Final combined will relate to issues contained in the cases.  Do not memorize information about the company covered in the case; do understand the principles used to analyze the case.

CLASS HANDOUTS: The instructor will provide various handouts that supplement and clarify the required readings and case studies. Often, the session’s handouts will be a key portion of that day’s lecture and class discussion.   It is recommended that you create a loose-leaf folder for these handouts.  In most cases, the handouts will be at the instructor’s course website (see Course Website below).

GRADING: The Midterm Exam will be during Session 12 on Tuesday, November 9.  The Midterm will cover material from Sessions 1 through 11.  The Final Exam will be in Balmer 307 on Monday December 13 from 10:30 am – 12:20 pm.   The Final will be comprehensive, although it emphasizes material from Sessions 14 through 21.  You may choose, from the three options below, how you will be graded in this course (see the section below titled “Project” for details on the Valuation Project and the Post-Midterm Project).

Option 1:
Grade is based on Valuation Project, Midterm and Final.  Your grade will be Valuation Project 40%, Midterm 10%, and Final 50% Valuation Project, or Valuation Project 40%, Midterm 25%, and Final 35%, whichever favors you (this will be known only after you have taken the Midterm and Final).  Under Option 1, the Valuation Project may be done with up to two other students. The Valuation Project grade will depend on quality of project and the number of students doing the project (more students implies a better project for a given grade).

Option 2:
Grade is based on Valuation Project and Final.  Your grade will be Valuation Project 45% and Final 55%.  Under Option 2, the Valuation Project is to be done individually.  If you choose this option you must inform the instructor by e-mail of this choice before midnight of November 8 (the day before the Midterm Exam).

Option 3:
Grade is based on Valuation Project, Midterm and Post-Midterm Project.  Your grade will be Valuation Project 40% Midterm 25%, and Post-Midterm Project 35%. Under Option 3, the Valuation Project may be done with up to two other students; but the Post-Midterm Project is to be done individually.  The Post-Midterm Projects will be graded on a curve that is approximately the same as the Final Exam grade curve.  A Post-Midterm Project must use one or more of the principles and tools that are covered in Sessions 14 through 21.  If you select Option 3, please notify the instructor by e-mail before 12:00 midnight of December 12 (the day before the Final).

Percent of Final Grade for Each Item of Coursework

	Option
	Valuation

Project
	Midterm (M) and Final (F)
	Post-Midterm

Project
	Notice to instructor* 

	1
	40%
	M = 10% & F = 50% or 

M = 25% & F = 35%
	0
	No notice required

	2
	45%
	M = 0% & F = 55% 
	0
	By Nov. 8

	3
	40%
	M = 25% & F = 0%
	35%
	By Dec. 12


*The latest date on which to e-mail the instructor that you have chosen that option.

Once you take the Midterm, the Midterm counts toward your grade, and you must choose Option 1 or Option 3. There will be no individualized scheduling of the Midterm Exam or the Final Exam.  If, for any reason, you fail to take the Midterm Exam when scheduled, you must choose Option 2.  If, for any reason, you do not take the Final Exam when scheduled, you will be graded according to Option 3.  The scores on the Final Exam will be adjusted so as to take into account any differences in the difficulty of the Midterm and Final Exam (e.g., if the Final is harder, it will be graded more leniently, and vice versa).  
Extra Credit:
You can raise your final course grade by as much as .3 (for example, from 3.3 to 3.6) by submitting answers to the case study questions (which appear at the end of this syllabus and at the end of each case).  To receive credit, a case solution must be submitted by e-mail attachment to the instructor no later than 10:00 a.m. on the day of the class discussion of that case.  Please use Microsoft Word for all verbal explanations (do not put verbal answers on the Excel spreadsheet); and, where a spreadsheet is needed, use Microsoft Excel.  Be sure to put your name on your Word and Excel submissions.  You should be prepared to present your solution to the class.  The instructor will collect all of your case solutions and grade them at the time that the Final Exam is graded.  A solution to a case will be distributed after the class discussion of the case.

PROJECT:  There are two types of projects in this course – the Valuation Project (required) and the Post-Midterm Project (Grading Option 3).  

Valuation Project (required): The Valuation Project involves your estimating the intrinsic value of the equity of an actual publicly traded firm, or, if you prefer, your own firm (the one you actually own or are employed by), even if your own firm is not publicly traded.  Under Grading Option 1, you may collaborate with up to two other students in doing your Valuation Project.  The project grade will be based on its quality and the number of students (more students requires a better project for any given grade).  In executing your Valuation Project, please follow the guideline presented on pages 14 and 15 of this syllabus.

Post-Midterm Project (additional project for Grading Option 3): The Post-Midterm Project is a project that directly relates to one or more of the topics in Sessions 14 through 21. You must do this project yourself (no joint projects).  The Post-Midterm Project must: (a) Directly relate to material in one or more of course Sessions 14 through 21; (b) Be an original for this course, not one submitted in another course; and (c) Be pre-approved by the instructor.  Approval requires three steps.  First, briefly chat with the instructor about your project idea (after class is a good time).  The instructor may have suggestions about the topic or may ask to you to choose another topic.  Second, an initial written project proposal with sufficient detail to clearly indicate what you intend to do must be submitted to the instructor (as a Word attachment to an e-mail).  The instructor will respond to your e-mail and may accept or reject your proposal.  Third, after approval of the initial proposal, a detailed outline must be submitted (by e-mail attachment) to get instructor feedback before you embark on the project.  A discussion of what is expected in a Post-Midterm appears on pages 16 and 17 of this syllabus.  To allow sufficient time to produce a good project, you should submit a proposal to the instructor early in the quarter, preferably no later than the fourth week of class.  

Your project – whether it is a Valuation Project or a Post-Midterm Project  – will be due on the day of the Final Exam (late submissions will generally incur a large penalty).   

COURSE WEBSITE:  The instructor will post various required course-related materials at the Finance 556 course website.  To visit the website, go to:

http://faculty.washington.edu/lschall/Finance556
The user name is Fair and the password is game. Many class handouts will be available at the website.  Class handouts will be organized by topic.  Check the website before each class session to see which handouts have been posted for that session.  These handouts contain key material for the course.  There may also be announcements or other helpful information at the website.  

CONTACTING THE INSTRUCTOR:  My e-mail address is: lschall@u.washington.edu and telephone number is 206-543-7689.  On the phone or in e-mails, I will answer logistical questions about the course.  In most cases, I will answer substantive questions about course topics only in person because this is most effective.  My office hours are by appointment; except in rare cases, I am readily available and flexible in setting up an appointment.  

COURSE OUTLINE AND ASSIGNMENTS

I.
VALUATION

Session 1, September 30:  Introduction to Course; Market Values and Cash Flow  



Topics: 

Why Market Value Matters 

Computing Cash Flow 

Extracting Cash Flow from the Financial Statements 

Required Reading:  

“Saint Warren of Omaha,” Money, July 1998, pp. 109-114.

Copeland et al.: Chapter 1 and Chapter 2 (pages 17-18).

L. Schall, “Techniques for Business Valuation,” March 2003, Sections I, II, and III   

Supplementary Reading (not required):
S. N. Kaplan and R. S. Ruback, “The Valuation of Cash Flow Forecasts: An Empirical Analysis,” Journal of Finance, September 1995, pp. 1059-1093.

Session 2, October 5:
Fundamentals of Business Valuation




Topics:

Cash Flow and Business Value

Intrinsic Value and Discounted Cash Flow 

Valuation, Cash Flow and the Cost of Capital 

Equity Cash Flow and Accounting Income

Firm Value and the Net Present Value of Future Investments

Estimating Continuing Value 

Valuing Zero and Negative Cash Flow Enterprises

Required Reading:  

 “Has the Market Gone Mad,” Fortune, January 24, 2000, pages 80-86.

Copeland et al.: Chapter 5


Brealey & Myers, Chapter 9 (Section 9.3, pages 227-228)

L. Schall, “Techniques for Business Valuation,” March 2003, Sections IV, V, VI and VIII  

Nordstrom Valuation

Session 3, October 7:  
Complications in Business Valuation 



Topics:

Forecasting Cash Flows

Employee Stock Options and Company Valuation 

Valuing A Closely Held Businesses; Valuating A Minority Interest in a Business

Key Steps in Valuation

Required Reading:  

Copeland et al.: Chapter 11 (pp 233-249; skim pp. 249-266); Chapter 12 (skim only, except for the Free Cash Flow equation on page 269); Chapter 13 (pages 289-294), Chapter 14 (pages 289-294); and Chapter 15.

Brealey & Myers, Chapter 6 (Sections 6.1 and 6.2). 

B&M Quiz and Practice Questions:


Chapter 6: Quiz Problems 1, 3, 5 and 8. Practice Questions 1, 5, 6 and 9.

R. C. Higgins, Analysis for Financial Management, 7th edition, McGraw-Hill, 2004, Chap. 3, pages 83-113.

L. Schall, “Techniques for Business Valuation,” March 2003, Section IV (discussion of Continuing Value), and Sections VII, IX, X and XI. 

Session 4, October 12:  Valuing Debt




Topics:

Real and Nominal Interest Rates, Discount Rates and Cash Flows

Term Structure of Interest Rates

Interest Rates and Bond Prices

Determination of the Term Structure

Default Risk and Debt Valuation

Required Reading:  

Brealey & Myers, Chapter 24, Sections 24.1 through 24.4, Section 24.5 (pp. 683-686) 

Brealey & Myers Quiz and Practice Questions:

Chapter 24: Quiz Problems 1 through 11. Practice Questions 1 through 8. 

Session 5, October 14: NO CLASS

Session 6, October 19:
 Discussion of Valuation Case 

Topics:



Case Discussion: Calveras Valuation (see end of syllabus for case questions)

Required Reading:  

Case Study: Calveras Vineyards Case (UVA-F-1094, Revised June 1998)

II.
COST OF CAPITAL

Session 7, October 21:  The Concept and Estimation of a Cost of Capital




Topics:

Risk and Return 

Inflation and the Cost of Capital

Equity Cost of Capital

Debt Cost of Capital

Weighted Average Cost of Capital

Cost of Capital for a Subsidiary or Division

Cost of Capital for a Project 

Conceptual Problems with the Weighted Average Cost of Capital

Estimating the Cost of Capital 

Required Reading:  

Copeland et al.: Chapter 10 (pages 201-217).

Brealey & Myers: Chapter 6 (Section 6.1, pages 122-124, i.e., review the discussion in “Treat Inflation Consistently”), Chapter 9 (Sections 9.1, 9.2, 9.3, 9.5 and 9.6) and Chapter 19 (Sections 19.1, 19.2, 19.3, and the first six questions in Section 19.6).   

B&M Quiz and Practice Questions:  


Chapter 9: Quiz Problems 1, 5, and 6. Practice Questions 1, 7, 8, 9, 15, 16 

        and 17.  


Chapter 19: Quiz Problems 1, 2, 3, and 12.  Practice Questions 1, 4 and 15.

L. Schall, “Techniques for Business Valuation,” March 2003, Section IV.

R. F. Bruner, K. M. Eades, R. S. Harris, and R. C. Higgins, “Best Practices in Estimating the Cost of Capital: Survey and Synthesis,” Financial Practice and Education, Volume 8, Number 1, Spring/Summer 1998, pp. 13-28.  [Skim this article]

Session 8, October 26: 
Discussion of Cost of Capital Case 




Topics:

Case Discussion: Boeing 777 (see end of syllabus for case questions)

Required Reading:  

Case Study: The Boeing 777.  Case UVA-F-1017 Version 1.5

III.
INVESTMENT ANALYSIS

Session 9, October 28: 
 Complications in Actual Capital Budgeting Situations




Topics:

Inflation and Capital Budgeting

Firm Diversification: Is It Relevant?

Allocated Costs and Transfer Pricing

Economic Interdependencies Among Investment Opportunities 

Capital Rationing

Required Reading:  

Brealey & Myers:


Chapter 5 (Sections 5.1, 5.3 and 5.4)  

L. Schall and C. Haley, Introduction to Financial Management, Chapter 9, pp. 299-306. End of chapter problems 6, 7, 9, 10, and 12 (solutions are included in the Readings Packet).

L.  Schall, “Two Practical Issues in Capital Budgeting: Economic Dependency and Capital Availability,” March 2004.

L.  Schall, Taxation, Section I: Business Organization and Taxes (skim).

Supplementary Reading (not required):
T. K. Mukherjee and V. L. Hingorani, “Capital-Rationing Decisions of Fortune 500 Firms: A Survey,” Financial Practice and Education, Spring/Sum.1999, pp. 7-15.

T. K. Mukherjee et al, “Capital-Rationing Decisions of Fortune 500 Firms – Part II,” Financial Practice and Education, Fall/Winter 2000, pp. 69-77.

Session 10, November 2: Time-Interdependent Investment Decisions   




Topics:

Abandonment Opportunities 

Using Decision Trees to Analyze Interdependent Events

Methods of Risk Analysis: Sensitivity Analysis, Scenario Analysis, and Simulation

Required Reading: 


Copeland et al.: Chapter 20 (pages 399-406).

Brealey & Myers: Chapter 10 (Section 10.3).

B&M Quiz and Practice Questions:


Chapter 10: Quiz Problems 7 and 8.  Practice Questions 10 and 13. 

Session 11, November 4:  Discussion of Project Evaluation Case  




Topics:

Case Discussion: Empirical Chemicals Ltd. (A) (see end of syllabus for case questions)

Case Discussion: Empirical Chemicals Ltd. (B): Merseyside and Rotterdam Projects (see end of syllabus for case questions)

Required Reading:  

Case Study:  Empirical Chemicals Ltd. (A): The Merseyside Project

Case Study: Empirical Chemicals Ltd. (B): Merseyside and Rotterdam Projects. Case UVA-F-1021

Session 12, November 9: MIDTERM EXAM


Session 13, November 11: NO CLASS (VETERANS’ DAY HOLIDAY)

Session 14, November 16: Managing Risk 




Topics:

Insurance

Hedging with Futures – Financial Futures and Commodity Futures

Forward Contracts

Swaps

Establishing a Hedge

Required Reading:    

Brealey & Myers, Chapter 27

B&M Quiz and Practice Questions

Chapter 27: Quiz Problems 1-11. Practice Questions 1 through 25.  

Session 15, November 18: Discussion of Risk Analysis Case 



Topics: 

Case Discussion: Genzyme/Geltex Pharmaceuticals Joint Venture (see end of syllabus for case questions)

Required Reading:    

Case Study: Genzyme/Geltex Pharmaceuticals Joint Venture.  Case UVA-F-1254

IV.
LEASING

Session 16, November 20: Leasing: Characteristics and Basic Analysis  




Topics:

Types of Leases

Incentives to Lease


Convenience


Services Provided by Lessor

Administrative and Transactions Costs

Tax Considerations

Avoidance of Restrictions on the Firm

Other Arguments in the Defense of Leasing

Benefits of Off-Balance-Sheet Financing

Avoidance of Capital Expenditure Restrictions

Addressing Cash Constraints

Accounting Income Management

Lease-or-Buy Analysis for Operating Leases

Lease-or-Buy Analysis for Financial Leases 

The Option to Cancel, to Buy, or to Sublease

Leveraged Leases

Required Reading:    

Brealey & Myers:  Chapter 26

B&M Quiz, Practice Questions, and Challenge Questions:


Chapter 26: Quiz Problems 1, 2, 3, 4, and 7.  Practice Questions 7, 8 and 11.  Challenge Questions 1, 2 and 3.

Supplementary Reading (not required):

L. D. Schall, “The Evaluation of Lease Financing Opportunities,” Midland Corporate Finance Journal, Spring 1985, pages 48-53. 

Session 17, November 25: NO CLASS (THANKSGIVING DAY HOLIDAY)

Session 18, November 30: Discussion of Leasing Case




Topics:

Case Discussion: Burlington Northern Railroad Company: Equipment Leasing (see end of syllabus for case questions)

Required Reading:    

Case Study: Burlington Northern Railroad: Equipment Leasing. Case UVA-F-0969

V.  BUSINESS REORGANIZATIONS

Session 19, December 2: Business Combinations 




Topics:

Benefit/Cost Considerations in Business Combinations


Economies of Scale (Production, Marketing, Financing Transaction Costs, etc.)


Vertical Integration 


Speed in Acquiring Assets


Antitrust


Complementary Resources (Material and Human); Unique Assets


Tax Considerations


Surplus Funds, Taxes and Market Inefficiencies


Incentive Effects

Dubious Reasons for Merger


Firm Diversification


Earnings Per Share Enhancement


Lower Cost of Capital 

Estimating the Net Benefits of Combination

Determining the Terms of a Merger

Leveraged Buyouts

Required Reading:    

Copeland et al.: Chapter 7

Brealey & Myers:  Chapter 33 

B&M Quiz, Practice Questions, and Challenge Questions:


Chapter 33: Quiz Problems 1, 2, 5, 6 and 7.  Practice Questions 4 and 7. 

Supplementary Reading:

D. C. Hyland and J. D. Diltz, “Why Firms Diversify: An Empirical Examination,” Financial Management, Spring 2002, pp. 51-81.

Session 20, December 7:  Discussion of Merger Case 




Topics:

Case Discussion: The Hilton-ITT Wars (see end of syllabus for case questions)
Required Reading:  

Case Study: The Hilton-ITT Wars Case UVA-F-1217

Session 21, December 9: Split-ups, Spinoffs and Carve-Outs




Topics:

Definitions

Costs and Benefits 

Analysis

Case Discussion: Humana, Inc

Required Reading:    


Brealey & Myers, Chapter 34.

B&M Quiz, Practice Questions, and Challenge Questions:


Chapter 34: Quiz Problems 1 through 6.  Practice Questions 2, 3, 4, 7, 8 and 9. 

P. Cusatis, J. A. Miles and J. R. Woolridge, "Some New Evidence that Spinoffs Create Value," Journal of Applied Corporate Finance, Summer 1994, pp. 100-107. 

Case Study: Humana, Inc., Harvard Case 294062 (see end of syllabus for case questions)

Supplementary Reading (not required):

H. M. Hulburt, J. A. Miles, and J. R. Woolridge, “Value Creation from Equity Carve-Outs,” Financial Management, Spring 2002, pp. 83-100.

T. Opler, “Operating Performance in Leveraged Buyouts:  The Evidence,” Financial Management, Spring 1992, pp. 27-34.

COMPANY VALUATION PROJECT

The purpose of the valuation project is to apply the valuation techniques discussed in this course in estimating the intrinsic value of the equity (common stock) of an actual firm.  You might in practice want to estimate a company’s equity intrinsic value if you were valuing your own firm’s stock to determine whether to sell it, or valuing another firm’s stock to determine what price you would be willing to pay for it.  Performing this independent valuation would be appropriate whether or not the firm is publicly traded (market value does not necessarily equal intrinsic value because the market may have less accurate information, or the market may be in a temporary bubble or depression).  

The company you analyze must be one of the following two: 

[a]
Any publicly traded company.   

[b]
The closely held (not publicly traded) company that you work for or in which you or your family has a significant ownership position (at least 5% of the common stock).   

Information on publicly traded companies is readily available using the Internet and library sources.  Information about a closely held (not publicly traded) company must generally be obtained from the company itself.  Your valuation will require finding comparables in order to estimate the cost of capital for computing the present value of the company’s free cash flow.  

Content and Style of the Case Analysis:  Your case study should contain the following items.

I. Cover Page ( Course number and section (e.g., Finance 556A), name of the company analyzed in the report, full names of author(s) of the project report. 

II. Table of Contents

III. Executive Summary ( Make this at most one page in length.  Include the following: name of company, where listed (NYSE, NASDAQ, etc.), what it does, major company trends, unusual characteristics, and names of comparables used in the cost of capital estimation.  

IV. Detailed Discussion of the Company ( Background information about the firm, relevant financial data used in the valuation, etc.), trends, etc. 

V. Valuation Analysis ( This should include the relevant comparable firm data used to estimate the discount rate to value the subject firm’s future cash flows. (See details on the next page.)

VI. References ( These are the published sources used to prepare the case.

VII. Photocopies of Key Sources ( Examples are magazine articles about the company, sections of the firm’s financial reports, and information from the Internet.

Length and Format of Report: Your entire report should be roughly 20-25 pages in length (1.5 spacing), not including photocopies of relevant published articles.  The objective is a succinct, organized, clear and rigorous analysis that addresses the important questions effectively.  Any equations or symbols used must be defined and consistently applied throughout.  Sources of all data and descriptive information should be cited.  Please use Microsoft Word and Excel in preparing your report.  

Grading: The project will be graded on the basis of its quality and on the number of students developing the project (having more students means that a better project will be required for any particular grade).  Your grade will depend on the quality of your analysis, including the degree to which you correctly employ the analytic procedures presented in the course.  You will not be graded on how close your estimate of the firm equity value is to its actual market value.  

The Valuation Analysis: Use the firm’s actual historical data as the basis for forecasting the future cash flows of the company.  Apply the analysis described in “Techniques for Business Valuation” (TBV) and in class handouts relating to valuation.  Your valuation analysis should include the following.

1. Forecast of firm cash flows (use the FCF method) based on reasonable assumptions:  Do not do a balance sheet or income statement forecast.  Do only a statement of cash flow forecast, and do that detailed analysis only for several future years (say 5 years); from that, extract the forecasted free cash flow (FCF) over those years.  Then make an assumption about the growth of the firm’s FCF after that detailed analysis period (i.e., after the 5 years), and apply the constant growth equation to value those long-term free cash flow quantities.  To develop your forecast over the detailed analysis period, you may use the percent-of-sales method described in Chapter 3 of Higgins Analysis for Financial Management (see required readings).  Provide an analysis of past sales and other balance sheet, income statement, and statement of cash flow numbers to identify which items vary proportionately with sales and which do not (see Higgins pages 84-88).  You will be expected to explain in general terms the basis of your statement of cash flow forecast.  Your forecasts need only be plausible, so do not spend a great deal of time laboring over the details of the forecast.  

2. Estimation of the firm’s after-tax WACC: To perform this estimate, select three other publicly traded firms as comparables, and then apply the analysis described in the class materials. The discussion should include an explanation of where you obtained your data and precisely how you computed the WACC.   In a table, state all assumptions made.  The instructor recognizes that it may be very difficult to find three good comparables.  Plausible choices of roughly comparable firms will be sufficient.
3. Valuation of the entire firm: Discount your firm’s forecasted free cash flow.  The discount rate should be the WACC you estimated in step 2 above.  

4. Individual valuation of the non-equity securities: Estimate the value of the firm’s non-equity securities (securities other than common stock). This will involve valuing the company’s debt.  Publicly traded bonds have a quoted market price.  Debt that is not publicly traded must be valued by discounting the promised debt payments (identified from financial statement footnotes) using the appropriate discount rate, which depends on the rating of the debt (e.g., Aaa or Baa).  Your estimate of the debt rating should be based on the firm’s underlying business risk, its debt level relative to capacity to service the debt (measured using financial ratios), the rating by Standard & Poor’s or Mergent  (previously Moody’s) of issues of the company’s debt, etc. For convertible debt, warrants and other option based securities, and for preferred stock, use book value if the security is not publicly traded and use market value if it is publicly traded.  In your report, carefully explain the steps you used (with relevant data indicated) to value each of the non-equity securities.  
5. Valuation of the firm’s equity: The value of the firm’s equity is the value of the entire firm (from step 3) minus the total value of all the firm’s non-equity securities (from step 4).

Due Date: The project will be due on the day of the Final Exam (late submissions will generally incur a large penalty).    

POST-MIDTERM PROJECT 

The purpose of a Post-Midterm Project is to illustrate the real-world application of the principles discussed in one or more of Sessions 14 through 21 of the course. The project must contain a realistic company example (an actual company or a realistic fictitious one) to illustrate the ideas that you present in your paper.  You will need data for your illustration. If you use an actual publicly traded company, some or all of the necessary information is typically available in the library or on the Internet.  You may also decide to interview relevant individuals who have expertise in the topic or actual company (if you use an actual company) that you select.    

How to Proceed: A Post-Midterm Project is done by the individual student (no team projects).  You may choose the project topic, but the project must: (a) Directly relate to material in one or more of course Sessions 14 through 21; (b) Be an original for this course, not one submitted in another course; and (c) Be pre-approved by the instructor.  Approval requires three steps.  First, briefly chat with the instructor about what you want to do (after class is a good time).  The instructor may give you suggestions about the topic or may ask to you to choose another topic.  Second, submit (as a Word attachment to an e-mail)  to the instructor an initial written project proposal with sufficient detail to clearly indicate what you intend to do.  The instructor will respond.  Third, after approval of the initial proposal, submit a detailed outline (by e-mail attachment) in order to get instructor feedback before you start the project.  
When to Start and Finish: To allow enough time to produce a good project, you should submit a proposal early in the quarter, preferably no later than the fourth week of class.  The easiest strategy is to start your project research very early in the quarter.  If the topic(s) you want to address have not yet been covered in class, you should read the required readings on the topic(s) before doing the analytics in your paper.  The project will be due on the day of the Final Exam (late submissions will generally incur a large penalty).    

Organization of the Project:  Your Project must contain the following (IX and X depend on circumstances): 

I. Cover Page ( Course number and section (e.g., Finance 556A), title of paper, and your name.  

II. Table of Contents

III. Executive Summary ( Make this at most one page in length.  

IV. Analytic Framework That You Will Use – This can be relatively brief, but with all equations shown and numbered.  Indicate the sources of any equations or concepts (e.g., reference any sources included in the Required Readings; the reference should include the source and page number).  Define any unusual industry specific terms that you use.

V. Description of Company and Situation Being Analyzed Using the Analytic Framework

VI. Application of Analytics in Section IV to the Company Described in Section V

VII. Conclusions

VIII. References ( These are the published sources used to prepare the case.

IX. Interview Details (if applicable) ( Date of interview, name of student(s) conducting the interview, each person interviewed and the person’s company and position at the company. 

X. Photocopies of Key Sources ( Examples are magazine articles about the company, sections of the firm’s financial reports, and information from the Internet.

Style and Form of the Project: Organization, clarity and realism (to the extent possible given length constraints) will weigh very heavily in grading the case analysis.  Your paper should be no more that 30 pages in length (1.5 spacing), including exhibits but not including any photocopies articles.  The objective is a succinct, organized and clear analysis that addresses the important questions effectively.  Any equations or symbols in your paper must be defined and consistently used throughout the analysis.  The source of conceptual assertions and facts should be indicated.  For item VI noted above, provide a step-by-step solution that is correct, complete and very clear.  Please use Microsoft Word and Excel in preparing your report.  

CALAVERAS CASE STUDY QUESTIONS

Topic of Case: Valuation of a company.

1.
Assume that, in valuing Calaveras Vineyards, we use the Free Cash Flow (FCF) method.  Which TBV equation is appropriate for computing FCF?  Which TBV equation defines the weighted-average cost of capital (WACC) for valuing FCF?       

2.
Assume that management buys Calaveras in March 1994.  What is the Calaveras firm value and equity value as of March 1994 if all of the following assumptions hold?

(a) Forecasted FCF for the years 1994 to 1998 are as shown below.   For discounting purposes, discount the 1994 FCF back one year, the 1995 FCF back two years, etc.

	Year
	FCF

	1994
	($7,430)

	1995
	$357,640

	1996
	$496,490

	1997
	$580,330

	1998
	$769,790


(b) It is forecasted that the FCF will be $780,000 in 1999, and will grow at 6% per year thereafter. 

(c) The purchase price paid by management for the firm in March 1994 is $4,122,000, of which $3,122,000 is borrowed and $1,000,000 is equity investment by management. Assume that the firm will be responsible for, and will make the payments on, the $3,122,000 debt, and that this will be the only debt that Calveras will have as of March 1994 after the purchase.

(d) The WACC for discounting FCF is 13%; and this WACC is applicable to all future Calaveras Free Cash Flow.  

3.
Is there a “continuing value” embedded somewhere in your solution to 2 above?

4.
Discuss the following ways of estimating Calaveras’s equity value: equity book value, equity liquidation value, and the P/E (price earnings ratio) multiple approach.  Under the P/E multiple approach, equity value equals accounting earnings (perhaps adjusted in some way) times the average (P/E) of similar firms.  

5.
Would Calaveras be a creditworthy borrower?  What are the principal risk factors in the prospective credit?  How is credit risk typically estimated?  Can Calaveras adequately service its debt?  What does all this have to do with estimating the Calaveras’s firm value and equity value?

6.
In light of the information in the case, what observations do you have regarding management’s forecasts shown in Exhibit 11 of the case (case page 21)?

7.
Assume that, to value the firm, you discounted Total Cash Flow (TCF) using the WACC applicable to TCF (rather than discounted FCF, as you did in answering questions 1 and 2 above). Which equations in TBV would you have used?  Would the WACC applicable to TCF be higher or lower than the WACC used to discount FCF?  Why?       

6/20/2004
BOEING 777 CASE STUDY QUESTIONS

Topic of Case: How to estimate a cost of capital (discount rate) for valuing a project or a company.  

Boeing is now (October 1990) evaluating the Boeing 777 project.  You must estimate the cost of capital for the project and compute its NPV as of October 1990.  You will use the CAPM to estimate the cost of capital.  Answer the following questions.

1.
Should you use Boeing’s overall company weighted-average cost of capital to evaluate the Boeing 777 project, or should you estimate a separate cost of capital just for the Boeing 777 project?  Briefly explain.   

2.
State the arguments supporting, and those opposing, the adoption of the Boeing 777 project.

3.
Which firms are Boeing’s major competitors in the commercial aircraft industry?  For Boeing and for each competitor, answer the following: (a) From the information in the case, does it appear that the company’s financial situation strong or weak? (b) What was the percent of the mainframe market did the company hold in 1990?

4. 
State the equation for the after-tax WACC for discounting Free Cash Flow. 

5.
What is the CAPM equation for the risk-adjusted discount rate on an asset (the equation includes the asset’s beta)?  Define (in words) each variable in the equation.

6.
In using the CAPM for the Boeing 777 project, what risk-free rate would you use (what type of security; and of what duration, 1 year, 2 year, etc.)?   

7.
In estimating the Boeing 777 cost of capital (discount rate), how and why would we analyze companies that are in some ways comparable to Boeing?   

8.
In computing the WACC for the Boeing 777, what capital structure weights would you use (the capital structure of the Boeing company, of the project, or what; and in book value or market value terms)?   

[CONTINUED ON NEXT PAGE]

9.
Assume that firms X, Y and Z are airframe producers that have a business risk similar to that of the Boeing 777.  Ignore Exhibit 9 of the Boeing case and instead use the data in Exhibits 1 and 2 below.

Exhibit 1a. Debt-to-Equity Ratios

	


	Boeing
	Firm X
	Firm Y
	Firm Z

	Market debt-to-value [
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	.02
	.23
	.09
	.38

	Market equity-to-value [
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]
	.98
	.77
	.91
	.62


Exhibit 1b. Stock Betas

	


	Boeing
	Firm X
	Firm Y
	Firm Z

	Stock beta 
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	.81
	1.25
	1.1
	1.6


From Exhibit 1c, the borrowing rates (
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r

) for firms X, Y and Z are, respectively, 10%, 11% and 9%.    

Exhibit 1c.  Comparables’ Debt Rates

	


	Firm X
	Firm Y
	Firm Z

	Debt rate 
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	10%
	11%
	9%


From the information on page 8 of the Boeing case, assume that the long-term U.S. bond market interest rate is 8.82%.  So, for the Capital Asset Pricing Model (CAPM), let 
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 = 8.82% and let market risk premium [
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] = 5.4%.  

Suppose that the target financing for the Boeing 777 is 80% equity and 20% debt.  Thus, for the Boeing 777, [
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] is a market value ratio.   [
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] equals the proportion of the project’s value that will be represented by equity; and [
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] equals the proportion of the project’s value that will be represented by debt.  Also, assume that Boeing’s investment banker has informed Boeing that, due to the high risk of the Boeing 777 project, the incremental borrowing for the Boeing 777 project will involve an interest rate of 10.5% (this equals the extra interest Boeing cost will incur on the extra funds borrowed to finance the Boeing 777).   Boeing’s tax rate is expected to be 34%.  These data are summarized in Exhibit 1d.

Exhibit 1d. Financing of the Boeing 777
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	Increment borrowing rate

	.8
	.2
	10.5%


Using the above information, compute the WACC for the Boeing 777.  Proceed in a step-by-step fashion.  

10.
Let the annual free cash flow numbers in case Exhibit 6 be the expected (as of October 1990) future free cash flows from the Boeing 777.  Using your estimate of the WACC that you computed in answering question 9 above, determine whether the Boeing 777 project is acceptable as of October 1990?  For discounting purposes, assume that the 1990 free cash flow occurs in October 1990, the 1991 free cash flow occurs in October 1991, etc.    

[CONTINUED ON NEXT PAGE]

11.
[OPTIONAL – WAIT FOR THE CLASS DISCUSSION] Change the assumptions in question 9 about comparables.  Assume that there are no pure play airframe comparables for the Boeing 777 (like X, Y and Z).  We will analyze Grumman, Northrop and Lockheed to extract Boeing 777 comparable information.  Grumman, Northrop and Lockheed are in both the airframe and the defense/space sectors (see Boeing case Exhibit 9).  Assume in Exhibit 1d of Question 9 (repeated below), and also assume Exhibits 2a and 2b below.   

Exhibit 1d. Financing of the Boeing 777
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	Increment borrowing rate

	.8
	.2
	10.5%


Exhibit 2a.  Data on Boeing and Comparables

	
	Boeing
	Grumman
	Northrop
	Lockheed

	(1) Stock beta 
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(S&P 58 months)
	.81
	.80
	.74
	.87

	(2) Market debt-to-equity [
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	.018
	1.756
	1.288
	1.182

	(3) Percent of firm in airframe*
	74%
	13%
	11%
	15%


    *Ideally, this percent should be the percent of total firm value represented by the airframe segment.

Suppose that we have been provided with the information in Exhibit 2b.  As in question 9, assume Exhibit 1d (repeated below) and let 
[image: image32.wmf]F

r

 = 8.82% and market risk premium [
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] = 5.4%.  

Exhibit 2b. Comparable Firms’ Betas and Product Areas

	
	
	Grumman
	Northrop
	Lockheed

	(1)
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	1.756
	1.288
	1.182

	(2)
	[
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	.363
	.437
	.458

	(3)
	[
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	.637
	.563
	.542

	(4)
	Beta of equity (
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)
	.80
	.74
	.87

	(5)
	Beta of debt (
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)
	.18
	.15
	.10

	(6)
	Beta of Defense & Space (
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	.28
	.31
	.33

	(7)
	% Airframe (
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	13%
	11%
	15%

	(8)
	% Defense &Space (
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	87%
	89%
	85%


Rows (1), (2) and (3) of Exhibit 2b are observable quantities (these values are easily obtained or inferred from market data).  Rows (4) and (5) are determined by analyzing the market behavior (or inferred behavior for non-traded debt) of each company’s stock and debt.   The data in row (6) of Exhibit 2b would generally be obtained by examining other companies (companies other than Grumman, Northrop and Lockheed) that would serve as comparables for the defense and/or space segments of Grumman, Northrop and Lockheed.   Rows (7) and (8) would have to be based on valuations of the two portions (Airframe and Defense & Space) of each company; assume that these estimates were provided by our investment banker.  

What is the primary problem in using Grumman, Northrop and Lockheed as comparables for the Boeing 777?  Is there a way to solve the problem?

3/25/2004
EMPIRICAL CHEMICALS CASE A (MERSEYSIDE PROJECT) STUDY QUESTIONS

Topic of Case: This case addresses a variety of commonly encountered capital budgeting issues, such as the investment criterion to be used, excess capacity, cannibalizing another activity within the firm, overhead, cash flows from unrelated projects, and inflation.     

1.
What are the potential benefits of the Merseyside Project?  

2.
In addition to the £7 million direct outlay for the Merseyside Project, are there any potential negative consequences due to work stoppage at Merseyside during the plant renovation?  

3.
Are there any sunk costs associated with the Merseyside Project, and how should they be incorporated into the NPV analysis to be performed in 1992?

4.
In computing an NPV, do we use depreciation for accounting purposes or depreciation for tax purposes?  Why?  [Remember, depreciation under Generally Accepted Accounting Principles generally differs from depreciation taken to compute taxable income].

5.
What rule about overhead (that is, about “allocated overhead”) is stated in the Merseyside corporate manual?   What is “allocated overhead?”  How should allocated overhead be treated in an investment analysis?  

6.
What change in work-in-process inventory will be necessitated by the Merseyside Project?

7.
How would you assess the arguments under the case section “Concerns of the Assistant Plant Manager” on case page 5?   Specifically, Harry Mulvaney, the assistant plant manager, proposed modernization of the production facilities for EPC, which is a separate and independent part of Merseyside Works.  The EPC modernization was evaluated and found to be unacceptable.  Mulvaney argues that the EPC modernization’s very negative NPV ignores potential increases in sales when the recession ends.  Mulvaney wants to have Hawkins include this project with the polypropylene renovation project to sneak it through.  Mulvaney believes that it has great strategic advantage for the company. Evaluate Mulvaney’s argument.  Should the proposal to modernize the production facilities for EPC be combined with the evaluation of the Merseyside Project (polypropylene) as Mulvaney recommends?   Briefly defend your position.  

8.
How should Merseyside Project’s impact on the use of excess company tank cars be factored into the NPV analysis of Merseyside Project? (See case section ”Concerns of the Transport Division” on case pages 3-4).

9.
Consider the issues in case section “Concerns of the ICG Sales and Market Department” (case pages 4-5). Specifically, how should the cannibalization of Rotterdam sales be factored into the NPV analysis of Merseyside Project?

10.
As described in the case section “Concerns of the Treasury Staff” on case page 6, Andrew Deakins in Treasury told Jim Hawkins that discount rate and inflation assumptions should be consistent.  What does Deakins mean by this?  How would you assess the approach being used by Jim Hawkins?   

11.
Company rules mandate that the Merseyside Project must be evaluated using four criteria: EPS impact, Payback, IRR and NPV (see case pages 6-7).  To be acceptable, an investment must satisfy the standards under at least three of the four criteria.  Critique this project evaluation approach.     

12.
What changes, if any, should Frances Trelawney ask Jim Hawkins to make in his DCF analysis?  Carefully read the case discussion and examine Case Exhibit 2.

3/25/2004
EMPIRICAL CHEMICALS CASE B (MERSEYSIDE PROJECT) STUDY QUESTIONS

Topic of Case: This case builds upon the Empirical Chemicals A case.   It adds complications relating to alternative investment and technology options that can affect the valuation and desirability of a project.

1.
What are the two alternative projects to be evaluated by Trevor Livesey and Karen Cooper?  Are these two projects mutually exclusive?  What is the output capacity increase produced by each?  

2.
To adopt the Rotterdam Project, the Rotterdam branch of EC (“Rotterdam EC”) would have to acquire a continuous supply of propylene gas.   What approaches does Rotterdam EC have to obtain this continuous supply?

3.
Rotterdam EC currently owns an option to purchase a right-of-way, to which could be added a pipeline for small cost.  (a) What is the forecasted future value of the underlying asset?  (b) What would be the price to exercise the option (the “exercise price” or “strike price”)?  (c) What is the current market value of the option?  (d) What is the life of the option (when will it expire)?  

4.
How should the option to purchase the right-of-way be factored into the analysis of the Rotterdam project?  Assume that the only cost-effective way to deliver propylene gas to the Rotterdam project is by pipeline (ignore the tank car strategy).  

5.
Slightly change the assumptions in question 4.  Now assume that there are two ways to bring propylene gas to the Rotterdam Project.  One way is by pipeline (the way assumed in question 4), and other is by tank car.  Answer question 5 again under the new assumption.  

6.
What are the major technology flexibility issues (“real option” issues) in the analysis of the Rotterdam project?  How should they be addressed in the analysis? 

3/20/2004

GENZYME/GELTEX CASE STUDY QUESTIONS

Topic of Case: Future opportunities created by a current project; identifying the drivers of risk in a project; tools for analyzing project risk; contractual arrangements in a joint venture that address risk sharing and total project risk.  

1.
If Genzyme acquires an interest in the RenaGel joint venture with GelTex, will Genzyme be acquiring any investment options (that is, “real” options)?

2.
What are the key sources of risk (“risk drivers”) that are embodied in this joint venture? Are there specific quantifiable characteristics of the product or the product’s market that can be used to measure the project’s risk?

3.
Is there a way to control the risk for Genzyme through the terms of the contract with Geltex?  Do changes in the contract terms change the total risk of the joint venture, or do they change the distribution of risk between Genzyme and GelTex? 

4.
If you were to perform a risk analysis of an investment by Genzyme in this joint venture, what risk analysis tools might you use?  How would you combine the risk analysis tools you use with a computation of an NPV for the Genzyme investment in the joint venture?

Note:  Do not try to value Genzyme’s investment in this joint venture.  A correct analysis would be extremely complex.  The point of this case is to gain a perspective on how to proceed in analyzing and valuing a very risky and complex investment opportunity.  

3/18/2004

BURLINGTON NORTHERN CASE STUDY QUESTIONS

Topic of Case: Analysis of a leveraged lease transaction from the perspective of both the lessee and the lessor.  

1.
Paul Weyandt found that buying the auto racks would generate a positive NPV (NPV[of project] > 0) using BNRR’s hurdle rate of 20 percent.  He conveyed this finding to Rob McKenney.  Weyandt decided that leasing should also be considered.  

(a)
State the steps that Weyandt would take in performing a lease-or-buy analysis. 
(b)
What should Weyandt have done if the NPV[of project] was negative (NPV[of project] < 0)?  State the steps in the analysis.

2.
BNRR prefers, from an accounting perspective, an operating lease to a capital lease.  With an operating lease the lease does not appear on the balance sheet; with a financial lease it does.  Keeping the lease off the balance sheet makes BNRR’s balance sheet financial ratios appear more attractive (e.g., lower debt/asset ratio) than would be the case if the lease were on the balance.  For a lease to be an operating lease from an accounting perspective, certain FASB constraints on the terms of the lease must be satisfied.  To satisfy these FASB rules, BNRR is willing to adjust the terms of the lease (e.g., limit the length of the lease to 15 years).  Assume that, if this balance sheet disclosure issue did not exist, BNRR would prefer not to adjust the lease terms.  Is BNRR making a sound financial decision by changing the lease terms to obtain operating lease accounting treatment?

3.
With default on the lease and bankruptcy by BNRR, the lessor (Norwest) would be able to repossess the auto racks with little difficulty.  For lessees not in the railroad and airline industries, repossession is far more costly for the lessor (even if the contract clearly specifies that repossession should occur under the circumstances).  That is, it is easier to enforce a repossession provision in lease contracts in the railroad and airline industries than in other industries.   How does this affect the popularity of leasing in the rail and airline industries relative to other industries?  Explain.  

4.
The lease between BNRR and Norwest is a leveraged lease.   What are the key characteristics of a leveraged lease?  

5.
Make the realistic assumptions that the leasing market is highly competitive, and that borrowing by a a lessor or a lessee occurs in competitive capital markets (where each must pay an interest rate on borrowed funds that reflects the risk of the loan for the lender).    

(a) What characteristic(s) of the lessee would a lessor take into account in setting the lease payment?   

(b)

Does the interest rate that the lessor must pay on borrowed funds affect the lease rental the lessor will charge a lessee?  


6.
The 15-year lease between BNRR and Norwest is negotiated at time 0 (now) and ends at time 15, and it contains a purchase option.  Under the purchase option, BNRR may, at time 15, buy the auto racks for $9.2 million.  The $9.2 million is also the estimated time 15 fair market value of the auto racks.  

(a)
Why does the purchase option have value to BNRR?  

(b)
For any given lease rental, would Norwest prefer to include or omit the purchase option?  Why?

[continued on next page]

7.
Now is time 0, one year from now is time 1, etc.  For discounting purposes, assume that lease payments, taxes, and any other future cash flows occur at the end of the year. So, for example, the lease payment and taxes for the first year occur at time 1.  The lease between BNRR and Norwest is for 15 years.  The lease payments and taxes therefore occur at times 1 through 15.  Assume the data in the table below.

	Variable
	Amount
	Comments

	BNRR's tax rate
	20%
	Equals 20% due to AMT

	NWST's tax rate
	34%
	Top tax rate for C-corporations

	Current asset value (purchase price)
	$22.07 
	Same for BNRR and Norwest

	BNRR's pre-tax borrowing rate 
	9.81%
	Borrowing rate if asset is the only collateral*

	NWST's pre-tax borrowing rate 
	9.81%
	Borrowing rate if asset is the only collateral*

	BNRR's after-tax borrowing rate (r[BNRR)]
	7.85%
	Equals (1 ( BNRR tax rate) ( 9.81%

	NWST's after-tax borrowing rate (r[NWST])
	6.47%
	Equals (1 ( NWST tax rate) ( 9.81%

	Expected salvage value (time 15)
	$9.20 
	Same for BNRR and NWST

	Rate to compute PV of salvage value
	12%
	Same for BNRR and NWST

	Purchase option exercise price
	$9.20 
	Assume equal to expected salvage value

	Time 0 value of purchase option
	$0.45 
	PV of BNRR’s gain from exercising option

	Lease rental (due at end of each year)
	
	

	    First 7 years
	$2.30 
	

	    Last 8 years
	$2.80 
	


*The case assumes the same rate on leveraged lease borrowing as on BNRR equipment-backed loans (see 

  case pages 4 and 5).

(a) What is the [NPV of lease] for BNRR?

(b) What is the present value of the lease for Norwest (i.e., what is VLL)?

(c) Why does the lease provide a gain both to BNRR and to Norwest?  Where does the additional value (relative to value if BNRR purchases rather than leases) come from?

3/25/2004
THE HILTON-ITT WARS

Topic of Case:  Strategies of the potential acquirer (Hilton) and target (ITT) in the Hilton attempt to acquire ITT.

1.
What strategies did ITT use to ward off Hilton?  

2.
What synergies were anticipated for the Hilton(ITT merger, and what steps were planned in order to realize those synergies? 

3. 
What are the key issues that Hilton must consider in making a hostile bid for ITT (or any bidder must consider when trying to purchase another company)?   
4.
As stated in case Appendix Section 8 (page 19), the valuation analysis on pages 20-31 uses “break-up valuation methodology” to value ITT without and with the merger with Hilton.  Exhibit A1 shows the final computation using this approach. What is break-up valuation methodology?  What assumptions does this methodology (as applied in this case) make about the synergies among ITTs business units shown in case Exhibit A1 on page 20 (lodging, gaming, education, directories, MSG and WBIS) information services, and entertainment)?  What assumptions does the methodology make about the benefits of the corporate level activities that produce the $999 million in expenses?  

5.
As noted in case Appendix Section 8 page 19, Exhibits A.1 through A.11 employ the following three methods for valuing each of the ITT business segments: Comparable Companies, Comparable Transactions, and Discounted Cash Flow.  

(a) Briefly explain each of these methods and the rationale underlying each.  

(b) Of the three methods, which one is generally regarded by valuation experts as the best?  

(c) Why employ three valuation methods rather than one?  Why not just use the best method, the Discounted Cash Flow Approach?  How might one implement multiple methods?
6.
Exhibits A2 through A5 (case pages 21 through 24) use the same general valuation methodologies.  Assume a corporate tax rate of 40 percent. [Note: Due to rounding differences, your solutions will differ slightly from those shown in the case.]

(a) Assume the following data from case Exhibit A5, page 24: Free Cash Flow of $133, $243, $127, $124 and $122, for years 1997 – 2001, respectively; 2001 terminal value = $1,268; and the WACC = 9.76%.  Compute the DCF of ITT Directories.   

(b) In case Exhibit A2, page 21, how was the Ke = 12.07% computed? 

(c) Using the data in case Exhibit A2, page 21, replicate the computation of the WACC = 10.9%. 

(d) In case Exhibit A3, page 22, how was the terminal value of $3,929 computed; and how was the $2,540 present value of the terminal value computed?

(e) Explain the relationship between the following three amounts shown in Exhibit A2, page 21:  Growth Rate = 7.01%; Inflation = 2.7%; and Real = 4.2%.

9/20/2004

HUMANA CASE STUDY QUESTIONS

Topic of Case: Reasons that a company might choose a spin-off; alternatives to a spin-off; some guidelines on how to execute a spin-off.

1.
Why might Humana’s management believe that a spin-off of the company’s acute-care (Hospital) operations will create value for Humana?  

2.
Kaiser Permanente has a similar business but was not having the problems confronting Humana.  Does this imply that Humana’s problems would not be solved by a spin-off? 

3.
What options other than a spin-off is Humana considering?  What are some of the pros and cons of those other options?

4.
The spin-off would be implemented by issuing to Humana shareholders one share of new common stock in the Hospital segment that would be spun off for each share of Humana common stock currently outstanding.  So, a current Humana shareholder who owns 100 Humana shares would receive 100 new shares in the Hospitals company.  Old Humana shares would remain outstanding and, after the spin-off, would be an equity claim against the company’s health plan operations (“Health Plans”).  Health Plans would retain the Humana corporate name.  Shares of each entity (Health Plans and Hospitals) would trade over the NYSE.  Before the spin-off could occur, three issues would have to be addressed: (a) How to allocate Humana’s assets to the Health Plans company and the Hospital company. (b) How to allocate Humana’s debt to the Health plans company and the Hospital company.  (c) How the Health Plans company and the Hospitals company should deal with one another after the spin-off.   How should each of these issues be resolved? 

3/22/2004
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