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Co-Requisite:
BAFI 403 – Financial Management II.  In addition, students should have experience with financial modeling using Microsoft Excel.

COURSE OVERVIEW AND TEACHING GOALS
How is value created?  Most finance courses assume perfect market conditions.  Yet we can observe many examples in the real world where significant value is either created or destroyed by exploiting market imperfections.  This course offers students several illustrations, tools and frameworks for evaluating and exploiting strategic opportunities that create value, starting with a focus on product markets and expanding into financial markets.  While the course should be viewed as an important element of a finance concentration, it should be of equal interest to non-finance students who wish to expand their ability to think critically about the value creation process.
At a fundamental level, value is created by exploiting a competitive advantage over a sustained period of time.  Other courses in the Weatherhead MBA sequence focus on evaluating strategies and business plans.  In contrast, this course focuses more acutely on measuring the financial impact of value creation.  In understanding financial strategy and value creation, we will pursue the following process across a range of industries and business situations:
1. Identify the differences between the conditions observed in the real world and those that would be expected in perfect markets (the only place where theory strictly holds).  This gap is the source of the value creating opportunity.

2. Isolate the specific factors and reasons for these differences (the market imperfections).

3. Develop a plan of attack to exploit these factors to create value for the owners of the organization.
Since this is a finance course, we will always look at the world from a financial point of view using modern financial techniques.  But you should know in advance that we will also incorporate microeconomics, strategy, marketing, operations and other aspects of the firm’s business system that can lead to competitive advantage that translates to value creation.
As mentioned above, there are two general sets of markets where the application of the concepts covered in this course can be helpful:

1. Product Markets – These include all markets involving physical (or “real”) assets, goods and services.  Labor, material and technology inputs and product outputs are involved in interrelated markets that may operate with varying degrees of efficiency.  We can exploit imperfections here by providing a new product, gaining productivity or distribution economies, or otherwise making intelligent investment or operating decisions.  The first section of the course focuses somewhat more on these markets.
2. Financial Markets – This involves all claims against assets or future cash flows.  These are not “real”, in the sense of being physical commodities or services, but are “financial” since they represent obligations for some form of future payment.  However, since the payment is dependent upon the physical reality in producing the expected cash flow, financial markets are directly reflective of the underlying product markets.  At the intersection of product and financial markets, it is often possible to capture and redistribute value by making intelligent decisions with respect to products and financing choices.  The second section of the course focuses with the creation, realization and distribution of value in financial markets.

PEDAGOGY AND PARTICIPATION
We will utilize the case method exclusively during our time together.  Cases will be supplemented with additional background reading when we discuss topics that are unlikely to have been covered in previous courses, including real options and bankruptcy.    Although the only required materials for this course are the cases provided in the CWRU Notes Course Packet, you should also use your 402/403 text, Ross, Westerfield and Jaffe, Corporate Finance, as a frequent reference tool to refresh your memory from time-to-time.

As with any case method class, the amount you (and your classmates) get out of our time together is directly proportionate to the amount of time you put into preparation, as well as how much you speak up during class.  As a rough rule of thumb, you should be prepared to spend at least four hours per week preparing for the following session.  In contrast to how Professor Silvers teaches this course, I am substituting three case write-ups for an in-class midterm.  You will likely need to spend more time on these three cases.  There are two reasons I take this approach.  First, it will give us one more opportunity to discuss a case in class rather than you analyzing it in isolation.  Second, it will ensure that about a third of you are very prepared for our discussions.
Let me make a few remarks about case discussions, both in terms of process and form.  In preparing for class, you may want to read the case several times.  The first time can be a quick read to capture a cursory understanding of the company, its competitive position and the key issues it faces.  On the second reading, you should more fully articulate the key problem or issues, identify alternative courses of action, implications for each alternative and determine what analysis needs to be done in order to shed light on which alternative makes most sense.  After performing your analysis, you should make a specific defensible recommendation with respect to a set of decisions or strategies.  Please note that the “study questions” that are provided later in this syllabus for each case are not necessarily an outline for your work, and may not even highlight the key issues.  As a result, use them as a guideline for your thinking, not as a “table of contents”.
The most important aspect of this course is for you to hone your analytic skills and to improve your ability to translate sound analytic thinking into convincing others to take action.  So while mastering the specific facts and circumstances of each case is important for us to make progress as a class, it is more the process of financial decision making that will be of greatest use to you in the future.  The case method allows us to “practice” this 13 times during the semester.

Please note that you will rarely feel like you have conquered a case totally, and in all likelihood, we will come up with ideas in class that you missed.  Don’t worry about this too much.  Sometimes I will direct the class discussion towards a topic that is beyond your normal preparation.  If by the end of the class, you could do a good job in a similar situation, then we will have achieved our goals.  Remember, one of the objectives is to help you identify opportunities when you see them.

You should spend about a half-hour after each discussion reviewing what we discussed in class to make sure everything sinks in.  Often, reflecting on your analysis and comparing it to the classroom discussion leads to the most significant insights.  Sometimes the pace is too rapid for this to occur during classroom time.

Finally, it is critical that you feel comfortable asking questions as well as providing awe-inspiring insights.  There is no such thing as a dumb question.  If you are confused, I guarantee you that most of your classmates are equally (or more) confused.  Since the discussion is often cumulative, do us all a favor and ask a clarifying question if you have one. 

READINGS AND CASES

A CWRU Notes Course Packet will be available starting the week before classes from Tedda Nathan in PBLB Room 371 (368.2040).  It will contain all of the required reading materials and cases for the course.  I will also hand out supplemental reading information and summary materials from time-to-time.  I will let you know how much you owe Tedda for the course packet.  Checks should be made payable to “Case.”
GRADING
I have a fairly straightforward approach towards grading.  Approximately half of you will get A’s and half will get B’s.  You will have to try to get a C or lower, although it is not beyond the scope of reasonable possibility.  Multiple unexcused absences, repeated poor performance on case write-ups and a consistent lack of class participation can and will result in a C or lower.  In the past, when I’ve had a class that is well above or below average, I have tilted the curve up or down.  While I understand that grades are important to all of you, and I take my responsibilities in this area quite seriously, please do not focus too much of your attention on this aspect of the course.  One aspect of my style that I think students value is that I provide constant and thorough feedback.
Your grade will be based on the following:

Three (3) Case Write-Ups (1/3) – You will be responsible for writing up three of the eleven cases eligible.  Note that the case to be discussed the first week will be a “practice run” for all of us and the merger simulation at the end of the class is not relevant (it’s a simulation, not a case discussion).  By the end of business on Wednesday, September 6th, you should provide to me a listing of your preferences for which three cases you’d like to write-up, taking into account which topics interest you most as well as your workload in other classes throughout the term.  Although I will ultimately assign you three cases, you should provide me a list in rank order for all eleven cases.  Please list them from top choice to bottom, and include the title of the case.  For example:

1. Kelor Chemical
2. Airbus

3. John Case

…

10.  Marvel
If you do not provide a complete list (or a list at all) by Wednesday afternoon, I will assign you whatever makes most sense in order to balance the overall needs of the class.

Each case will be graded with equal weight.  In the event you are not happy with your grade on one or two cases, you can submit an additional write-up to improve your grade on each case for up to one letter grade.  You will not be penalized if it ends up being lower.  For example, if you get an A and two B’s, re-submit a case and get a B, nothing happens.  If you get an A, one of the B’s becomes an A.  If you get a C, nothing happens (you can’t go down).  The reason I’m allowing this is to encourage you to prepare more and to allow you to adjust to my expectations for case write-ups.  If you’re unhappy with two grades, you need to re-submit two cases.
In analyzing each case, you should take the perspective of an advisor to the key decision maker in the case (e.g., Board of Directors, CEO, CFO, general manager, lender, or investor).  A recommended format for each case write-up is as follows:

1. Statement of the problem – State the main issue(s) as precisely as possible, typically in a few sentences or a paragraph.

2. Facts and assumptions – State the relevant facts of the case.  Those facts that are not obvious from the case should be supported either with a calculation in the text or a reference to a supporting exhibit.  Clearly state any assumptions, including a justification for your assumptions.  If you’re particularly good at citations, you can cover facts and assumptions in footnotes rather than in the body of the write-up, but you should be thorough enough that I don’t need to guess where numbers and/or calculations came from.

3. Alternatives – Elaborate on the range of alternatives to be evaluated in addressing the problem.
4. Analysis – This contains your analysis of the various courses of action, and should form the body of your write-up.  This section will typically be about one and one-half to two pages in length.

5. Recommendation and justification – This will generally be about a page.

Note that these are merely suggested guidelines.  The specific situation in each case will dictate overall organization and emphasis.

Case write-ups should be typed and stapled.  Each write-up should have a cover page with the name of the case, your name and the date.  The body of the write-up should be no more than three written pages, with a maximum of five pages of exhibits to support your recommendation.  Brevity is preferred; avoid extraneous material.  Write-ups should be done to the same standards as a real work setting.  In all cases, please proofread your work to check for grammar, spelling, etc.  Finally, exhibits should be clearly marked, and analysis should be crisp and clear, with your logic behind calculations and spreadsheets readily apparent.  I am a professor, not a soothsayer!
You may work in small groups of three or four members for up to two of the cases, but must do one of the cases on your own.   If you choose to work in a small group, please designate that at the time you submit your case preferences, clearly listing your group members.  Please use every attempt to avoid discussing the cases you are assigned to write-up with other members of the class.  For a group case, this means don’t talk to other groups.  For an individual case, don’t talk to other members of your group.  This is in contrast to those you are not assigned to write-up, in which case you will be allowed to discuss ideas and analysis with other members of the class so long as they aren’t writing up the case.  If you do not write up at least one case on your own, you will receive an F on the case for which you received the lowest group grade.
Class Participation (1/3) – Without sufficient preparation, you can’t just catch up in class and/or read about it afterwards.  This is a participatory class, and as such, it’s critical you come to the class prepared to actively participate.

I will emphasize quantity and quality (with an emphasis on the latter).  You should set as an objective speaking up at least once or twice during each class, with or without provocation (me).  This aspect of grading is very difficult, and by its nature, very subjective, but its weight emphasizes the importance of participation in making the class successful.
Term Project (1/3) – The final component of your grade is a major individual project.  The project should deal with an organization that has been able to create significant value.   Where you generate an idea is up to you, your creativity, and most importantly, your interests.  Ideas can often be found in the popular business press, including Fortune, Forbes, Business Week, The New York Times, The Wall Street Journal, The Economist and The Financial Times.  You may also find ideas from reading Wall Street brokerage reports, or companies that you know personally.  Selecting a firm with publicly traded securities will make your analysis much easier, and is almost a necessity.  You should avoid companies studied in your Policy or other courses and any other company that you have used for another paper.  The same goes for companies covered in cases for this course, including in prior semesters.  This should be an individual project, although you can collaborate on data sources with my permission.
I will hand out more specific directions for the term paper over the next few weeks.  The report should analyze the value creation process for the company in question, not just the financial numbers or product lines as you might in a Marketing or Policy course.  Also, you should keep in mind that what appear to be good companies with good products on the surface don’t always lead to significant value creating opportunities.  One of the first steps you should take is to determine whether there’s been a significant buildup of value for the company in question relative to its competitors.

The final product will be a report, no more than ten pages long, detailing the value creation process for the company in question.  It should read similarly to a combination between the cases and case write-ups covered during the term.  In fact, several term papers have been turned into Weatherhead cases over the past ten years!  For now, start to think about candidates.  As mentioned above, I will hand out more specific directions over the next few weeks.

IMPORTANT NOTE REGARDING ACADEMIC INTEGRITY

All students in this course are expected to adhere to university standards of academic integrity.  Cheating, plagiarism, and other forms of academic dishonesty will not be tolerated in this course.  This includes, but is not limited to, consulting with another person during an exam, turning in written work that was prepared by someone other than you, and making minor modifications to the work of someone else and turning it in as your own.  Ignorance will not be permitted as an excuse.  If you are not sure whether something you plan to submit would be considered either cheating or plagiarism, it is your responsibility to ask for clarification.  When your name appears on a group product for a class, you are responsible for the integrity of the work, even if you did not personally write the offending material.  Either ask me about it or consult credible sources of information on the subject.  Two useful internet sites are:

http://www.indiana.edu/~wts/pamphlets/plagiarism.shtml and http://www.unc.edu/depts/wcweb/handouts/apa.html.  
Please remember that you have agreed to Standards Regarding Academic Integrity (a copy of which can be found at http://weatherhead.case.edu/pdpao/policy/policyhome.html) which outlines your responsibility in greater detail. 
COURSE SCHEDULE AND ASSIGNMENTS

Note: Materials should be read prior to, and case discussions will take place during the class in which they are listed.
Thursday August 31st
Financial Needs Analysis: Earnings vs. Cash Flow

“Padgett Paper Products,” Darden 1996

The issues raised in “Padgett” should be review for many of you.  Having said this, I’ve found that it is helpful to spend one class reviewing basic financial forecasting, financial needs analysis, the sustainability of growth, and the basics of debt structuring.

I will distribute a copy of this case along with electronic exhibits the week prior to class through Blackboard.  Please keep in mind that this material is copyright protected.  Only print it out once.

The following questions should be considered as you prepare for “Padgett”:
1. As a banker, how would you evaluate Padgett’s strategy and financial performance to date?

2. Why should Francis Libris, the banker, seek to structure Padgett’s loan on a “more orderly basis”?

3. Why does Padgett need a loan?  How fast can Padgett repay the loan?  Why does the company seem to need more debt financing if it earns more money?

4. If Padgett had a choice with respect to its growth plans, which alternative would you recommend?  Why?  As you read Exhibit 6, please keep in mind that the account “Cash Deficit” is a plug on the balance sheet representing additional borrowing needs when it is positive.  Try to qualitatively reconcile why it is at the levels it is under different growth scenarios.
5. What should Libris propose as terms for the new loan structure?  Are there specific recommendations he should make to Padgett?  Be as specific as possible.

Thursday September 7th
Overview of Value Creation
“The Battle for Value: Federal Express Corporation vs. United Parcel Service of America, Inc. (Abridged),” Darden 1995

This case is a “teaser” for the semester, and will allow us to explore two sets of issues.  The first is the definition of “excellence” from a corporate finance point of view.  The second is to understand how “excellence” translates into value creation, as well as the various methods to measure financial health and performance.  
We have all “FedEx’d” and “UPS’d” packages.  While there have been other participants in the express package delivery industry, the rivalry between these two firms has been longstanding and intense.
The following questions should be considered as you prepare for our first session:

1. Describe the competitive dynamics in the overnight package delivery industry and the strategies by which these two firms are meeting the competition.  What are their respective goals, strategically, financially and otherwise?  What are the enabling and inhibiting factors facing the two firms as they pursue their goals?  Do you think either firm can attain sustainable competitive advantage in this business?

2. Why did FedEx’s stock price decline at J.C. Penney’s announcement?  Assuming a perfectly efficient stock market, how might one interpret this loss of $85 million in FedEx’s market value of equity?

3. How have Federal Express and United Parcel Service performed since the mid 1980’s?  Which firm is doing “better”?  Prepare to discuss in class the insights you derived from the two firms’ financial statements, financial ratios, market share, stock price performance, and economic profit.  Also, prepare to describe how EVA is estimated, and its strengths and weaknesses as a measure of value creation.

4. If you had to identify one of these companies as “excellent,” which one would you choose?  On what basis?  More generally, what is “excellence” in business?
Thursday September 14th
Industry Structure, Expected Cash Flows and Value
“Kelor Chemical Corporation (A),” HBS 1974
“Background Note on the Sulfur Industry,” HBS 1974

Value capture requires a clear picture of the economics of the underlying product markets involved in determining the cash flows to be projected, for your company as well as the competition.  However, it is not always apparent exactly how the general equity market reflects the marginal and cumulative expectations of all investors with regard to the opportunities of a given firm and its opportunities.

This session will explore both the economics of the sulfur market that determines the price of the underlying commodity and the value of an incremental sulfur project.  While the case is quite old, it is quite rich in data and, unlike more recent cases of similar scope, lends itself quite readily to project, company and industry analysis.

The following questions should be considered as you prepare for “Kelor”:

1. Review and explain the variations in the return on equity earned by the industry over the several decades described in the case.

2. Under each alternative financing plan, what are the risks and returns to the management of Kelor, its shareholders, customers and other participants?  Which alternative would you recommend?

3. How much did the value of Kelor’s common stock increase as the result of the decision to build the new sulfur recovery plant?  Is this consistent with the value of the proposed investment project?
Thursday September 21st
The Importance of Real Options in Value Creation

“Bidding for Antamina,” HBS 1997
“Copper and Zinc Markets 1996,” HBS 1997
“Capital Projects as Real Options: An Introduction,” HBS 1994

“A Message from the Editor,” Journal of Applied Corporate Finance, Summer 2001

“Real Options Primer: A Practical Synthesis of Concepts and Valuation Approaches,” Hevert, Journal of Applied Corporate Finance, Summer 2001

We will have touched on the notion of real options during our discussion of “Kelor.”  In this session, we will focus on the notion of real options, and their importance in determining value.  Real options analysis recognizes that there is value inherent in the uncertain financial outcomes associated with corporate assets.  Almost all of the valuation work you’ve done as an MBA is based on a set view of the world (a cash flow forecast) and the application of a discount rate that is adjusted up or down for uncertainty (risk).  As Kathleen Hevert says, “While the traditional NPV criterion does a reasonable job of valuing simple, passively managed projects, it is well established that the criterion does not capture the many ways in which a highly uncertain project might evolve, and the ways in which active managers will influence this evolution.”
The “Antamina” case assigned for today will allow you to analyze the impact of real options on value by considering various bidding strategies for the Antamina copper and zinc mine in Peru.  The mine was offered for sale via auction as part of the privatization of Peru’s state mining company.

Please note that there is a Monte Carlo simulation model, “bid.xls,” available for download on the course website.  It should be utilized in your analysis of this case.  Please remember that this is a simulation tool, not a reflection of how things actually unfolded.

The following questions should be considered as you prepare for “Antamina”:

1. In what way is the development of a copper mine like Antamina a real option?  In what way is the bidding structure put in place by the Peruvian government an option?  What is the correspondence between these real options and financial options?  What other real options does the owner of Antamina have?
2. How does an analysis of this project in a real options context differ from a more traditional NPV valuation?  How would you model this using a more traditional discounted cash flow framework?  What elements would it fail to capture?  Could you capture the real options aspect of the project using this approach?  How?

3. Conceptually, how would you build a real options model to value the Antamina project?  What data and assumptions would you need?  The spreadsheet, “bid.xls”, implements one model of the real options in Antamina.  You should try to “figure out” how it works through reverse engineering (i.e., running different assumptions and seeing what “makes it tick”).  What are the key assumptions and limitations of the model?  How could it be improved?

4. Using the spreadsheet “bid.xls”, calculate values for the project, and then submit a bid representing how much you would pay for the property.  You should submit three different bids, each one under a different set of auction procedures:
a. If the winning bidder was legally forced to develop the Antamina mine after completing the exploration phase, and was required to pay the Peruvian government up-front for this project, what is the most you would pay?

b. If the winning bidder could choose whether or not to develop Antamina at the end of two years of exploration, at which time more information about the size of the ore deposit was known, but the bidder was required to pay to the government a single fee up-front for the right to develop the project, what is the most you would be willing to pay?  Under this alternative, there is no investment commitment or penalty; the firm merely pays the government up-front and has the right to develop it or walk away at the end of two years.  If you don’t develop it at year two, you lose the right to develop the field.

c. Under the current bidding rules, the winning bidder states both an initial cash payment as well as an investment commitment that is paid only if they choose to develop the field.  Bids are evaluated by summing up-front the amount and 30% of the investment commitment.  If you proceed with development, but fail to spend the full investment commitment, the Peruvian government will fine you 30% of the difference.  What is the most you would be willing to bid under these rules?  How would you trade off these two components of the bid?

5. What are the incentives brought about by the different auction rules?  Do the rules seem to meet what you perceive to be the goals of the Peruvian government?
Thursday September 28th
Financial Needs Analysis in a Rapidly Growing Firm

“NetFlix.com, Inc.,” HBS 2001

One of the most critical aspects in assessing a manager’s ability to capture value is to understand the delicate balance between pursuing a strategy that addresses a competitive advantage and having the financial means to achieve it.  This tradeoff is especially important at the early stages of a company, particularly if it has chosen to pursue a growth strategy.  No other period in the last 100 years highlights this balance more than the Internet boom of the late 20th century.

This session will explore the importance of defining a business strategy and understanding its implications in determining the financial outlook for the enterprise.  In the early years, this outlook highlights the financial resources the company must obtain to realize on its plans.  In later years, the outlook helps underscore why it’s all worth the effort in terms of the ultimate potential value payoff.

Given the limited history of NetFlix, this case gives you the opportunity of developing a well-reasoned but speculative assessment of the future financial prospects for the company.  Given the subscription nature of the business along with its limited operating history suggests that the best way to approach this is by using a subscriber model to forecast cash flows, focusing first on the economics of an individual subscriber and then the company overall.  You should produce a forecast of (i) the number of new subscribers the company will acquire, (ii) the economics of an individual subscriber in light of its recent but limited operating experience, (iii) aggregate the expected cash flows associated with new subscribers and (iv) account for the company’s fixed expenses.  Please read this preceding sentence a few times, as it should form the basis of your model.

The following questions should be considered as you prepare for “NetFlix”:

1. What is NetFlix’s long-term objective?  How does it plan to achieve its long-term objective?  How would you assess NetFlix’s performance to date?
2. Why does McCarthy use a subscriber model to forecast the company’s future cash flow requirements?  What are the basic elements of a subscriber model?
3. Construct an annual subscriber model for NetFlix that can be used to forecast the expected cash flows for a new subscriber over the next five years.  What is the value of a new NetFlix subscriber, assuming a discount rate of 20%?  Based on your analysis, should NetFlix be acquiring new subscribers?
4. Assuming that NetFlix does not change its current business model, what is the value of NetFlix.com?  What changes, if any, would you suggest be made to its existing business model?  What are the value implications of these changes?
Thursday, October 5th 
Capital Market Inefficiency: Real vs. Perceived Growth
“Service Corporation International,” HBS 1996
“Note: Capital Markets Inefficiency,” Silvers

Much of what we learn about value is based on theoretical constructs of what a “willing buyer” would pay a “willing seller” in a perfectly efficient market.  But the capture of value involves a buyer actually paying a seller, i.e., there’s an actual transaction.  The focus of this case is on inefficiencies in the public market centered around real vs. perceived growth in a mature industry that is in the process of consolidating via acquisition.  
At the time of the case, Wall Street was comfortable with a relatively high price for SCI’s stock (its P/E was about 20 times expected current EPS).  As you may recall from BAFI 402/403, stocks generally trade in line with expected growth, implying that the expected EPS growth over, say, a five year period, was around 20% per annum, despite an industry that was growing in the low single digits.  Thus, the question is how this all computes, what strategies SCI should pursue given this apparent inefficiency, and how sustainable their strategies are.  As always, it is critical to understand the basic economics of the death care industry and SCI in particular, including the unique characteristics of their approach.
The following questions should be considered as you prepare for “SCI”:

1. How does SCI make money in the death care industry?  Is this strategy sustainable?

2. Does SCI’s strategy create value in the North American market?  In international markets?  How do you know when growth adds value?

3. How much debt should SCI have in its capital structure?  Should SCI fund future acquisitions with debt or equity?  Describe the tradeoff in as much detail as possible.

4. Although SCI’s stock is trading around $31.75 per share in July 1995, analysts are predicting it could be at $41.00 by year-end 1996.  Would you buy SCI’s stock at this time?  Why or why not?  Support your conclusions with detailed analysis.
Thursday Oct.12th
Share Repurchase, Debt Capacity and Expansion Strategy
“Marriott Corporation,” Darden 1982 (Revised 1985)
Section in your Corporate Finance Book on optimal capital structure

“What Do We Know About Stock Repurchases?” Grullon and Ikenberry, Journal of Applied Corporate Finance (Spring 2000), selected pages

Share repurchase is the fastest way to restructure the balance sheet and to distribute cash to those stockholders who prefer income to capital gains.  If the repurchase is financed with borrowings, value is captured through the generation of incremental tax shields, the basic tenet of Modigliani and Miller’s proposition.  (Remember that with the addition of incremental debt with no maturity, the change in value is equal to the marginal tax rate times the amount of incremental debt, assuming no bankruptcy risk.  In equation form, ∆Value = ∆Debt x marginal tax rate)  Several factors must be weighed against this incremental value, including the strategic need (or lack thereof) of standby debt capacity and assured access to the financial markets.  At an extreme amount of leverage, this can lead to financial distress.
At the time of this case, the management of Marriott has excess debt capacity.  It is considering four alternatives to utilize this capacity – repurchase stock, pay dividends, invest in existing businesses or acquire another firm.  While the traditional rule in corporate finance suggests that investing and financing decisions should be kept separate, this case illustrates how they can be interrelated.

Marriott is in a number of different lines of business.  This case forces you to consider their core competencies, and to explore alternative means of translating these competencies into value.

The following questions should be considered as you prepare for “Marriott”:

1. Is the repurchase of stock an investment, financing, shareholder distribution or control issue?

2. Review the economics of a typical 150 room Marriott hotel.  How are they affected by ownership versus management?  By selling before opening versus after the peak of the life cycle?  How is shareholder value maximized?  Why?  Think about this by analyzing the remaining present value of a hotel at various points in the hotel’s life cycle.  When is this value maximized?
3. How should Marriott use its debt capacity?  Do they have enough excess capacity to finance a repurchase of 10.6 million shares?

4. Would you recommend that they use this debt capacity in this way, or by investing in their core business (Alternative 1 on page 6)?  By an acquisition to diversify (Alternative 2 on page 7)?  Why?
5. Would a repurchase at $15 per share of 10.6 million shares out of a total of 32.1 million, using debt financing at a 12% interest rate result in a transfer of wealth to selling shareholders from the remaining group or vice versa?  Would a price above or below this level be fairer?

6. Given the strategic direction of the firm, how big is the need for external financing likely to be in the future relative to prior years?  Does this imply that assured access to debt through unused debt capacity is likely to be greater or less in the years to come?
Thursday Oct. 19th
Exploiting Simple Value Creating Ideas
“The Home Depot, Inc.,” Darden 1991 (Revised 1998)
“Home Depot, Inc. in the New Millennium,” HBS 2003
I will split the class in half so that half the class prepares the first case and half prepares the second case.

Please note that there is a student spreadsheet on Blackboard for the first case.  The following questions should be considered as you review the first case:

1. What are the market imperfections at work in the home improvement retail market?  How do they impact the amount of value created and its distribution among the players?  (Focus on concepts and logic here, rather than numbers.)
2. Home Depot has been able to row with relatively little outside financing compared to Lowe’s.  For example, over the last five years, HD has raised roughly $1 billion versus approximately $3 billion for Lowe’s – see Financing Activities – Net Cash Flow on the two Statements of Cash Flow.  How did they do it?

3. a. Assume a typical HD store costs about $15 million for building and working capital, produces $40 million in revenue per year and yields 6% annual after-tax profit (or after-tax free cash flow margins of 7%).  What is the approximate value of this average store as a perpetuity, i.e. its contribution to the overall market value of the firm?  Note: You may assume that their average interest rates in 2001 were 9% before tax (on the 10% of their financing coming from non-current liabilities) and the tax rate was 40%.

b. How much of the approximately $70 billion current market value of HD ($30 per share times 2.345 billion shares) can be attributed to the 1,333 stores currently in place in 2001?

4. Who wins and who loses how much when $1,000 of annual retail sales that formerly went to a small mom and pop hardware store (with an inventory turnover of 2.5 times per year and a gross margin of 40%) shifts to HD or Lowe’s and is sold at a 30% discount from the former list price?  Assume that HD or Lowe’s maintains an inventory turnover of 5 times per year and a gross margin of 20% and all parties involved have a 40% tax rate.

The following questions should be considered as you review the second case:

5. Assess HD’s financial performance from 1986 to 1999.  How did the company achieve such a spectacular performance?  What explains the decline in performance in 2000?  Please refer to the second spreadsheet associated with this case on Blackboard.
6. What is your estimate of the intrinsic value of HD’s stock as of February 1, 2001, assuming that it will have: (a) the same sales growth rate as in fiscal 2000 for the next 15 years, (b) a growth rate of 11% beyond year 15, (c) maintain its fiscal NOPAT margin for the next 15 years and beyond, (d) maintain its fiscal 2000 net working capital to sales ratio, net operating assets to sales ratio for the next 14 years and beyond, (e) maintain its fiscal 2000 net book debt to net capital ratio for the next fourteen years and beyond, and (f) a risk free rate of 5.8%, cost of debt of 6%, common equity beta of 1.09 and a market risk premium of 7%?

7. What set of assumptions regarding HD’s future growth rate and NOPAT margin are consistent with its observed stock price of $48.20 on February 1, 2001?  Assume that all the other assumptions remain the same as in question other than changing the market risk premium to 4%.

8. Do you think HD can achieve the performance assumptions in questions 2 and 3 based on its growth strategy?

Thursday Oct. 26th 
Creating Value Through Risk Sharing: Project Financing
“Euro Disneyland S.C.A.: The Project Financing,” Darden/INSEAD 1992
“Project Financing: An Economic Overview,” Darden/INSEAD 1995

Note:  There is a student spreadsheet available for this case on the course Blackboard site.

Many companies utilize project financing on new business ventures that have a higher than average amount of risk, even when the risk is accompanied by a commensurate amount of potential return.  Traditionally, project finance has been utilized in natural resource projects and tolling arrangements (e.g., national toll roads, processing facilities).  But it has also been applied to new business ventures in more traditional settings.
Why would an established company like The Walt Disney Company utilize project financing for a natural expansion of its core business?  Smaller companies use project financing because they have to – they can’t finance the project off of their own balance sheet, and in essence, sell most of the project off.  Larger companies use project financing because the projects are in areas of high political risk, e.g., oil pipeline projects in civil war torn nations, and they are able to pass on some of the risks to international development agencies.  More details on the typical application of project financing are covered in the Darden/INSEAD note.

On the surface, few of these characteristics apply to Disney’s plans for Euro Disneyland.  The following questions should be considered as you prepare for “Euro Disneyland”:
1. Why did Disney use project financing in this case?  What are the pros and cons of this approach?

2. Why is the deal structured in this way?  Review the note on “Project Financing” to assist you in addressing this question.

3. In what other sorts of situations might you find complex financial structuring?  In what ways do these (a) create new market imperfections, (b) exploit those that already exist or (c) serve to remove market imperfections through arbitrage actions?

4. Assume you are a French investor.  Would you want to buy a piece of the company offered to you in 1990 at 70FF per share?  Why or why not?  How about the other participation opportunities in the deal (e.g., French corporations) in case Exhibit 1 on page 10?  Please address all of them.
5. How well does The Walt Disney Corporation come out?  Are they exploiting others or just sharing as much as is required to satisfy others in the deal?
Thursday, Nov. 2nd
Large, Long Lived Projects and the Importance of Timing
“Airbus 3XX:  Developing the World’s Largest Commercial Jet (A),” HBS 2000
Timing is everything, especially when it comes to cash flows.  There are fewer investments where the issue of timing is as critical as the development of a new commercial airliner.  Forecasting the likely success for this type of project involves serious analysis of many factors and critical assumptions that can make or break the project.  Finally, the issue of risk is critical as it makes its way into the analysis, since development projects of this kind usually involve significant corporate resources.  This monumental investment project allows us to consider all of these as they build towards both project finance as an art form, and general capital budgeting on a more routine scale.
The following questions should be considered as you prepare for “Airbus”:

1. Why is Airbus interested in building the A3XX?  What are its objectives?

2. How many aircraft does Airbus need to sell in order to breakeven on this investment?  Is this number greater or less than your estimate of total demand for very large aircraft (VLA) over the next 20 years?

Hint: Consider all capital providers as a single entity and calculate the breakeven return to them collectively.  To calculate the breakeven number of planes, calculate the present value of the required investment, and compare it to the present value of a growing perpetuity of cash flows from plane sales beginning in 2008.  Please assume an equity risk premium of 6% in your analysis (i.e., the return on market less return on a risk free security, Rm – Rf).
3. As Boeing, how would you respond to this situation?  How does your answer depend on what you think Airbus is likely to do?

4. Should Airbus commit to build the A3XX?  How many orders should Airbus have before committing to develop the plane?
Thursday, Nov. 9th
Unlocking Hidden Value:  Management Buyouts
“John Case Company,” HBS 1990
I will post a spreadsheet of several of the case exhibits on Blackboard.

Sometimes economic value is derived from fairly unexciting products that produce good, steady cash flows.  The challenge often may be how to think about the business slightly differently from a prior owner, how to package the assets and cash flows associated with the business to appeal to different classes of investors in a manner that maximizes value and to retain as much of the residual value in the business as possible.
This process is often the major financial task in closely held private firms, and was the basis for many of the leveraged buyouts of the 1980s.  While the leveraged buyout market has become much more competitive and mature, there are still opportunities to think about a family owned business differently and to finance it more aggressively.  It may be the route for you to ultimately convert your education and initial employment into significant ownership and wealth.  As those cheesy commercials on TV espouse, “It worked for me; why can’t it work for you?”


By the same token, sometimes the “greed is good” syndrome that epitomized the Gordon Gecko era can lead even good companies into the pitfalls associated with too much debt.  During this session, we’ll focus on unlocking hidden value through a simple management buyout; during the next session, we’ll focus on what happens when things don’t go as planned.

The following questions should be considered as you prepare for “John Case”:

1. Should Mr. Johnson and the other Case Company managers seriously consider buying the firm?  What is the basis of the value the firm creates and can it be maintained or enhanced?

2. How much money does Mr. Johnson still have to raise from external sources?  Specifically, what will the initial balance sheet look like assuming subordinate debt can be obtained?  What are the sources and uses of funds for the transaction?
3. What terms and conditions should Mr. Johnson attempt to obtain on the external financing, within the constraints of market conditions at the time of the case?  What should he be willing to settle for?  Are the conditions on the current commitments satisfactory?

4. If the management group goes through with the purchase, how and when should they try to cash in?  Why?  How do you measure how much value they’ve created?
Thursday, Nov. 16th
Opportunities from the Ruins:  Bankruptcy and Restructuring
“Bankruptcy and Restructuring at Marvel Entertainment Group,” HBS 1998

“Note on Bankruptcy in the United States,” HBS 1991

“A Note on Capital Cash Flow Valuation,” HBS 1995

In the past we have focused on creating value using leverage.  This week’s session focuses on what happens when a company finds itself in so much financial distress that it has to file for bankruptcy protection from its creditors.  Why do companies find themselves in these situations?  It can be a combination of excess leverage, increased competition, over-reaching goals or strategies, bad luck and inferior management.
Generally, when companies file for bankruptcy, value has been destroyed.  While this is true for the overall enterprise, it can also create an opportunity for financial gain for some the stakeholders.  Financial distress only begins to capture the trauma and change involved.  The two notes provide excellent background reading on bankruptcy in the United States and how cash flows should be analyzed in bankruptcy.
This week’s case focuses on Marvel, a company famous for its comic book heroes that include Spider-Man, The Incredible Hulk, Captain America, The Fantastic Four, Daredevil and The X-Men.  That’s one heck of a team to have on management’s side.  It also involves two of the most controversial “villains” from the 1980s - Ron Perelman, who controlled Revlon in addition to Marvel, and Carl Icahn, one of the earliest vulture investors.  Both were characters that figured into Oliver Stone’s character, Gordon Gecko, in Wall Street.
The following questions should be considered as you prepare for “Marvel”:

1. Why did the price of Marvel’s zero coupon bonds drop on Tuesday, November 12, 1996?  Why did portfolio managers at Fidelity and Putnam sell their bonds on November 8, 1996?

2. Why did Marvel file for Chapter 11?  Were the problems caused by bad strategy, bad execution or bad luck?

3. Evaluate the proposed restructuring plan.  Will it solve the problems that caused Marvel to file for Chapter 11?  As Carl Icahn, the largest unsecured debtholder, would you vote for the proposed restructuring plan?  Why or why not?

4. How much is Marvel’s equity worth per share under the proposed restructuring plan assuming it acquires Toy Biz as planned?  What is your assessment of the pro forma financial projections and the liquidation assumptions?

5. Will it be difficult for Marvel and other companies in the MacAndrews and Forbes holding company to issue debt in the future?

Thursday Nov. 30th
Merger Simulation
“Yeats Valves and Controls Inc.” and 

“TSE International Corp.,” Darden 2001

This week’s class will consist of a simulated merger discussion between Yeats Valves (the seller) and TSE International (the buyer).  Half of you will represent Yeats and the other half will represent TSE.  You will be given ample time in class to prepare for the negotiation, to negotiate with the other party to either a mutually agreed upon resolution or to end in deadlock, and for us to all debrief on the entire process.

Cases will be handed out at the end of the prior class and have not been included in the course packet.  There are also student spreadsheets available that will be emailed to each respective team.  Detailed instructions will also be distributed at that time.  Please note that despite the fact that you will have time to prepare as a team, you will still need to spend sufficient time preparing for this case on your own.  It should take about the same amount of time as other cases.
Thursday Dec. 7th
“Everything I Always Wanted to Know” and Term Project Due

This is the final class.  The term project is due at the beginning of class.  Since most of you will have spent considerable time finalizing your term project over the past week or so, I have found it impractical to expect you to also prepare for class on a “business as usual” basis.  As such, we will spend our last class together revisiting the major “take aways” from the course.  I will also entertain any general questions you may have, whether they pertain to this class in particular, finance in general, or life as we know it here on Earth!
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