


Finance 553 A  Capital Investment Planning   Spring 2000
   Room BLM 304;   T & Th;   10:30 a--12:20 p
Instructor:  
Larry L. DuCharme, Ph.D.
Office: M-259

Office hours: Tu & Th (3:00 - 4:00 pm) and by mutual arrangement.

Office phone: 543-8194 / 543-4368;    Home phone: (425) 640-3025;    

e-mail:  lducharm@u.washington.edu

course web siite:  http://faculty.washington.edu/lducharm/Fin553/F553msg.htm 
TEXTS:  Bruner, Case Studies in Finance, 3d Ed., Irwin McGraw-Hill, 1999  [B]



Copeland, T., Koller T., and Murrin J., Valuation: Measuring and Managing the Value of 




Companies, 2d Ed., John Wiley & Sons, 1995  [TEXT] 



Higgins, Analysis for Financial Management, 5th Ed., Irwin McGraw-Hill, 1998  [H]

Course Information
Finance 553 deals with corporate investment decisions and financial strategy issues.  This course is a continuation of Finance 552.  Finance 555 may be substituted for 552 as a prerequisite.  This course is suitable for generalists and finance specialists who want a good grounding in corporate financial management.  Principal topics that will be covered include: 

    (1) use of discounted cash flow to evaluate investment opportunities, 

    (2) estimating capital costs or discount rates, 

    (3) capital budgeting systems and their affect on resource allocation decisions, 

    (4) valuing a company or division, 

    (5) merger analysis, 

    (6) leveraged buyouts, and

    (7) financial strategy.

Course Grade
Grades will be based on class participation and written assignments as follows:

          Class discussion          30%

          Written assignments    70%

Daily class preparation is essential for obtaining the maximum benefit from this course.

ver.: 3/13/00

[B] = Bruner Case Studies;  [TEXT] = Copeland, et. al.;  [H] = Higgins text;  [HO] = handout
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Introduction
03/30   Evaluating Investment Alternatives:  Discounted Cash Flow Techniques
            Readings: Quick read of Text chapters 1 & 2; read Text chapter 3; [H] Chapter 7 especially the appendix.

            Prepare Vesuvio Fonderia SpA ([B] case#17 pg. 234).

 (1) Assess the economic benefits and costs of acquiring the Bond-O-Matic molding machine (e.g., initial outlay and benefits over time).  What is an appropriate discount rate?  Is this a positive NPV investment?

 (2) What uncertainties/qualitative considerations might influence your recommendation?  How would a discount  rate of 10% or higher affect the attractiveness of the Bond-O-Matic?  Estimate the impact on NPV from a change in any of these elements.

(3) Should Angela proceed with the project?
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ESTIMATING CAPITAL COSTS
04/04
Cost of Capital : Introduction


Readings: [H] Chapter 8 including the appendix.   Text, Chapter 8.    Bruner, R.F., K.E. Eades, R.S. 



Harris, R.C. Higgins. “Best Practices in Estimating the Cost of Capital:  Survey and Synthesis.”

04/06
Cost of Capital:  Multinational Firm


Prepare:  Grand Metropolitan PLC  ([B] case#13  pg. 180)



(1) What is your estimate of the pound-based weighted average cost of capital for Grand Metropolitan?



(2) What discount rates should GrandMet use for valuing new investments in its foods, retailing, and drinks 




segments?  Assume that cash flows to be valued are in British pounds.



(3) What are the relevant dollar-based WACCs for the three segments and the GrandMet group?  In other 




words, prepare dollar-based discount rates with which to value dollar cash flows for drinks, foods, and 




retailing, and for a portfolio of businesses like GrandMet.
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Cost of Capital:  Major Project
              Prepare:  The Boeing 777 ([B] case#14  pg. 198)

(1) What is the appropriate required rate of return against which to evaluate the prospective IRRs from the Boeing 777?

(a) Which Beta did you use?  Why?

(b) When you used the CAPM, which risk premium and risk-free rate did you use?  Why?

(c) Which capital structure weights did you use?  Why?



(2) Judged against your WACC, how attractive is the Boeing 777 project?



(a) Under what circumstances is the project economically attractive?

(b) What does a sensitivity analysis (either the one presented in the case or one that you did) reveal 

about the nature of Boeing’s gamble on the 777?



(3) Based on your analysis, should Boeing have launched the 777 in October 1990?

04/13
Risk-adjusted required rates of return:  Business Segments


Prepare:  Teletech Corporation—1996   ([B] case#15  pg. 216)



(1) How does Teletech currently use the hurdle rate?



(2) Estimate segment WACCs for Teletech (refer to Exhibit 1).  Make note of points of judgment in the




 calculation.



(3) Interpret Rick’s graph (second figure in the case).  How does the choice of constant versus risk-adjusted 




hurdle rates affect the evaluation of Teletech’s two segments? What are the implications for Teletech’s 




resource-allocation strategy?



(4) Do you agree with “all money is green?”  What are the implications of this view?  What are the arguments 




for and against?



(5) Is Helen Buono right that value would be destroyed if the firm’s assets were redeployed into only the 




telecommunications business segment?  Prepare a numerical example to support your view.



(6) Has Products and Systems destroyed value?   What evidence/illustration can you give to support your 




opinion?



(7) What should Teletech say in response to Victor Yossarian?

CAPITAL BUDGETING
04/18
Relevant Cash Flows


Prepare:  Empirical Chemicals Ltd., The Merseyside Project (A)  ([B] case#18  pg. 237)



(1) What changes, if any, should Frances Trelawney ask Jim Hawkins to make in his DCF analysis?  Why?  



     What should Frances be prepared to say to the Transport Division, the Director of Sales, her assistant 




plant manager, and analyst from the Treasury staff?



(2) How attractive is the Merseyside project?  What criteria did you use?



(3) Should Frances continue to promote the project for funding?

04/20
Mutually-exclusive Investment Alternatives


Read:  Luehrman, T.A., “Investment Opportunities as Real Options:  Getting Started on the Numbers,” HBR, 




July-August 1998.  Text chapter 15.



Prepare:  Empirical Chemicals Ltd. (B)  ([B] case#19  pg. 246)



(1) Why are the Merseyside and Rotterdam projects mutually exclusive?



(2) How do the two projects compare on the basis of Empirical Chemicals’ investment criteria?  




What might account for the differences in rankings?



(3) Is it possible to quantify the value of managerial flexibility associated with the Merseyside project?  




How, if at all, does this flexibility affect the economic attractiveness of the project?



(4) What are the differences in the ways that Johan Silver and Frances Trelawney have advocated their 




respective projects?   How might these differences in style affect the outcome of the decision?



(5) Which project should Trevor Livesey propose to the CEO and the board of directors?



Hints for above:  Diagram the decision problem (tree) facing Trevor Livesey.  Rotterdam’s option to switch is nearly worthless—why might this be?  Merseyside has a call option on Japan tech.  Use the BSOP model to value:  P = 3.17, t = 5yrs., volatility = 0.08, Rf = 0.095.  There is a 50% chance that German tech. will be successful—therefore, 50% chance that switch option will be worthless.  If you want more on valuing the option to switch, see William Margrabe, “The Value of an Option to Exchange One Asset for Another,”  Journal of Finance 33 (March 1978), 177-86.

[image: image4.wmf]
04/25
Capital Project Analysis and Forecasting   ****Individual Written Assignment****  20%


Prepare:  Astral Records, Ltd., North America   ([B] case#22  pg. 284)

(1) Assess the current financial health and recent financial performance of the company.  What strengths and 


weaknesses would you bring to Sarah Conner’s attention?

(2) Forecast the financial statements of the firm for 1994 and 1995.  What will be the external financial 


requirements of the firm in those years?  Can the firm repay its loan within a reasonable period?

(3) What are the “key driver” assumptions of the firm’s future financial performance?  What are the managerial


 implications of these key drivers?  (i.e., what aspects of the firm’s activities should Conner especially focus on?
(4) What is Astral’s WACC?  What methods did you use to estimate the WACC?  What key assumptions  


especially influence the WACC?

(5) What are the free cash flows of the package-machine investment?  Should Conner approve the investment?

VALUATION
04/27
Initial Public Offering


Read: Text Chapters 5 and 10;   “Bootstrap Finance: The Art of Start-ups”  &  “How Venture Capital Works”



Prepare:  Donaldson, Lufkin & Jenrette, 1995   ([B] case#24  pg. 308)



(1) Why is Equitable considering selling an interest in DLJ?



(2) What are the relative advantages and disadvantages of (a) carve-out, (b) spin-off, (c) divestiture through a 




cash sale, and (d) continued 100% ownership by Equitable?  Why did Richard Jenrette choose an equity 




carve-out for DLJ?



(3) Who is the “lead manager” in the underwriting, and what is that firm’s role?  What are the risks?



(4) What is your estimate of DLJ’s fair value per share?  (Use as many valuation approaches as you can).  




Who are DLJ’s peers?  Why do they qualify as peers?  What are the valuation multiples of DLJ’s peers?



(5) At what price should DLJ be offered?  Think carefully.  The offering price need not be identical to your 




answer for question 4.   However, if your answers differ, be prepared to explain why.

05/02
Project Financing:


Prepare:  Euro Disneyland S.C.A.  ([B] case#38 pg. 562)



(1) In what ways will the complex set of transactions affect the Euro Disneyland project.  Consider FRICTO from 




the perspective of the various participants.



(2) What will the following stakeholders contribute to and gain from the Euro Disneyland project: 




• Government of France




• European equity investors




• The Walt Disney Company?




What would motivate each of these groups to participate?




What steps or actions must each group take in order to realize the potential benefits from this project?



(3) What might motivate the Walt Disney Company to transform the Euro Disneyland project into a separate 




company?



(4) Is the equity in Euro Disney fairly valued at an offering price of FF72 per share?  Please assess the valuation 




conducted by S.G. Warburg.


(5) Are there other ways in which a corporate asset like Euro Disneyland might be carved out?  Be prepared to 



provide a rough sketch of these other schemes.



An Excel file on my web sight supports analysis of this case.  However, successful preparation does not require 



this file.

05/04
Project Financing in Emerging Economies


Prepare:  Westmoreland Energy, Inc.: Power Project at Zhangze, China  ([B] case#48  pg. 772)



(1) What is Westmoreland’s investment opportunity here?  Why is it proposed that Westmoreland put up 40% 




of the equity for 49% interest in future cash flows?



(2) What should be Westmoreland’s required rate of return for the project?   Be prepared to discuss your 




method of estimating of estimating this required rate of return and any special adjustments that you made 




for the fact that Westmoreland is located in the U.S. and the project is located in China.



(3) Should Dorothy recommend a target rate of return of 20% for this project?  Why or why not?



(4) Will this project create value for WEI?  What are the “key value driver” assumptions for this project?



(5) Be prepared to discuss any qualitative concerns/risks that are not captured in the valuation analysis.



(6) If you think that the project creates value, what are the sources of this new value?  If not, what can be done 




to improve the project.



(7) What should Dorothy Hampton recommend to WEI’s board of directors regarding this project?
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05/09 
Skim Text Chapters 6 and 7;  Read: [H] Ch. 9 and Text Chapter 9 ;  Kaplan & Ruback, “The Valuation of 



Cash Flow Forecasts:  An Empirical Analysis,”  Journal of Finance (Sept. 1995), 1059-93.

05/11
Acquisition Analysis



Prepare: Calaveras Vineyards   ([B] case#39  pg. 583)  WRITTEN ASSIGNMENT TEAM  (3-4)  20%



(1) What is the value of Calaveras Vineyards?  Is the proposed purchase price appropriate?  Prepare a DCF 




valuation (need to calculate FCF and WACC).  Perform a sensitivity analysis on assumptions that you 




think are “key value drivers”—what insights do you derive from this analysis?  Consider other valuation 




approaches (e.g., book, liquidation, and multiples methods).



(2) What should Anne Clemens do?  Prepare a recommendation for action by Goldengate Capital.  If you are 




inclined to participate in the loan, identify any issues that will warrant careful monitoring.  If you are 




not inclined to participate on the terms as outlined in the case, then prepare a counterproposal to 




NationsBank indicating terms on which you would be willing to participate. 
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05/16
Evaluating a Merger Proposal


Read: Text chapter 15, skim chapter 11



Prepare:   AB Volvo/Régie Nationale Des Usines Renault S.A.   ([B] case#43  pg. 664)



(1) Critique the rationale for this merger as given by Schweitzer and Gyllenhammar.



(2) What is the choice that Pehr Gyllenhammar is asking the Volvo shareholders to make?  Think carefully about 




the proposal and its alternatives.



(3) Does the merger proposal create value for the Volvo shareholders?  Considering all alternatives, does it create 




the most value?



(4) How appropriate is the ownership structure resulting from this transaction?  Prepare to discuss the future role 




of the French government in the new firm.



(5) As an institutional investor in AB Volvo, what qualitative issues would influence your thinking about this 




proposal?  Would you vote your shares in favor of the proposal?



(6) What objections might Gyllenhammer encounter?  From whom?  How should he proceed?

05/18
After the Merger Proposal 



Prepare: Volvo/Renault: The Contest for Shareholder Approval  ([HO] Bruner case #57)


(1) Summarize the process by which the merger was “sold” to Volvo’s investors, employees, and the Swedish 



community.


(2) What was the situation just before the board meeting on Dec. 2?  Who supported and who opposed the 



proposed merger?  Why?  What were the interests of the various parties, and how might Schweitzer and 



Gyllenhammar have met those interests?


(3) Why did the board withdraw the merger proposal?


(4) Did Soren Gyll “betray” Gyllenhammar?  Consider—to whom or what did he owe his allegiance?
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05/23
Private Equity Investment in a Leveraged Acquisition


Prepare: Mirth Press, Inc.  ([B] case#40 pg. 602)



(1) Based on the projections, what is the value of the enterprise?  As a starting point, please use the “adjusted 




present value” approach to estimate value.  Be prepared to discuss important assumptions.



(2) Is this a good deal for Quincyshire?



(3) What are possible sources of any value created?



(4) What is the prospective return to the preferred stock investors?  Assume annual dividend payments and



that the 8% dividend accrues on both par value of the preferred stock plus accrued dividends.  What is the 



return on a pre-tax equivalent basis?



(5) Why is the structure of the financing so complicated?  For instance, why is the transaction not financed 




with equal amounts of bank credit and equity?  Is the subdebt and preferred stock really necessary?  What




 is the effect of the earn-out warrants and of preferred and common stock warrants listed in Exhibit 7?  




Why are these warrants included in the deal?  What are the pros and cons of Institution A’s participation 




in all layers of the capital structure?

05/25
Leveraged Buyout


Prepare:  MediMedia International LTD.  ([B] case#41  pg. 622)

The class will be divided into 3 teams: bankers, mezzanine investors, and equity investors.

(1) BANKERS--  What are the credit risks inherent in this loan, and what, if anything mitigates those risks?

The debt financing for an LBO is often secured by claims on the assets of the business.  What approach would you take to secure the borrowings of a publishing firm with very few tangible assets?  Including fees, and assuming a 225-basis-point spread between cost of funds and the LIBOR, what would be your return on assets for participating in the revolver and term loan?  As a banker would you recommend that your bank participate in this deal?

(2) MEZZANINE INVESTORS—What is mezzanine financing?  What advantages does it provide over 

conventional forms of finance?  What is the prospective return to investors who buy mezzanine debt?  (Remember to include the warrants.)  Is the rate of return attractive enough to justify your participation?  Will Dun & Bradstreet be compensated fairly fir its investment in the subordinated vendor note?  What could explain the unusual interest rates on the vendor note?

(3) EQUITY INVESTORS— Based on projections, what is the economic value of the equity in MediMedia as 

of the date of the case?  Is the return on equity fair?  In this deal, all the equity is provided by the managers rather than a financial institution.  Identify some of the problems which might arise from this feature of the transaction.

(4) ALL STUDENTS—Management proposes to invest about $46 million in goodwill.  What could justify 

that?  What might create value in this deal?  How is the value distributed among the various participants in the deal?

(5) ALL STUDENTS— Why does the deal include ECU financing?  Could the benefits of ECU financing be 

obtained in other ways?

(6) ALL STUDENTS— Why is the structure of the financing so complicated?  For instance, why is the 

transaction not financed with equal amounts of bank credit and equity?  Is the mezzanine financing really necessary?
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05/30—no class
FINAL EXAM  30%   4-6 double-spaced typewritten pages plus exhibits, if any.  Teams of 3-4 members

06/01
Hostile Takeover      



Walt Disney Productions, June 1984   ([HO] Bruner case #63)



This case contains a rich range of issues.  In your paper address the following:



(1) What is Disney’s apparent business strategy?  You might think about Disney’s different business 




segments and Disney’s strategy within each of its segments.



(2) What is the meaning of all the different valuations?  Why not get an accountant to tell us what Disney is 




worth?  How in an efficient market can there be a valuation discrepancy this big?  To rationalize the 




disparity in valuations, adjust Disney’s book value of equity for wide differences between historical cost 




and current estimated value of certain assets.



(3) Is Disney “excellent” in financial terms?  How do you define excellent?  Can a company be excellent 




operationally and not be excellent financially?



(4) Should Disney repurchase Saul Steinberg’s shares (pay greemail]?




• If “Yes”—at what price?  What will happen to the price of the remaining shares?  Does management’s 





interest differ from the shareholders on this question?  How?




• If “No”—Why not?  If Steinberg completes his takeover, what are the wealth implications for Steinberg, 





for public shareholders, for employees?  
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I will frequently leave messages for students on my web page:

              http://faculty.washington.edu/lducharm/Fin553/F553msg.htm


From this site you can link to data in Excel format for selected cases.  

Downloading the Excel files will save on data input time.

