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Required Textbooks: Cases in MBA 625: Custom Casebook Available in the Bookstore. We
will also be using select chapters from Shapiro and Balbirer (SB), Modern Corporate Fi-
nance: A Multidisciplinary Approach to Value Creation. Students who used a different text
in MBA 605 (or their previous finance course) need not worry about buying another text; cop-
ies of these chapters will be provided in class.

Purpose: As a follow-up to MBA 605, MBA 625 addresses the linkage between a firms fi-
nancial policy and its corporate strategy. Upon completion of this module, students should be
equipped to:

1. Recognize the role played by the finance function in developing a global strategic plan.

2. Evaluate the extent to which a firm’s investment, financing, and dividend decisions con-
tribute to creating value for its common stockholders. Assess the degree to which these
financial policies support the firm’s overall corporate strategy.

3. Identify the major stakeholders in the modern corporation. Explain how the interests of
the stockholders in a multinational firm may be conflict with other stakeholders.

4. Estimate the required rate of return for a firm, and where appropriate, its various divi-
sions. Use this financial standard as a basis for making investment decisions that create
value for the shareholders.

5. Estimate the firm’s debt capacity and use it to choose a target capital structure that is con-
sistent with the firm’s overall corporate strategy.

Course Requirements: Final grades will be based on three case write-ups, and class partici-
pation. The relative weights given to each component are as follows:



Case Write-up #1 25%

Case Write-up #2 30%
Case Write-up #3 35%
Class Participation 10%

Write-ups should no more than five doubled-spaced typed pages, exclusive of exhibits. They
are due on the day of discussion. Students will have all of the analytical and/or theoretical
tools they need prior to the date the case is due. The write-up should be an individual effort
that reflects both an understanding of (1) the decision/policy issues facing the firm, and (2)
the alternatives available based on case data. Each paper must indicate clearly what the com-
pany should do. Computational work should be directed towards supporting your
recommendation. To insure that students deal with both the investment and financing deci-
sion, at least one case must be turned in during the four weeks of the semester, and at least
one case during the second four weeks.

In additional to its technical aspects, the grade assigned to the case write-up will reflect how
well you defend your point. In many cases, the financial analysis is the simple part compared
to selling people on your recommendations within a specific organizational setting. Guide-
lines for preparing case write-ups are provided at the end of the syllabus. Please read it before
turning in your first write-up.

Since finance is not a spectator sport, daily preparation is necessary to obtain the maximum
benefit from the course. To “encourage” your on-going involvement, 10% of your final grade

will be determined by class participation. In the limit, students who simply turn in their writ-
ten work and do not get involved at all in class discussions cannot to get an A.

SESSION ASSIGNMENTS

Session 1, January gth

We’ll open MBA 625 with a discussion of the Walt Disney Productions (1984) case. The case
is multifaceted and is designed to (1) show how competitive advantage and creating share-
holder value are two sides of the same coin, (2) motivate a discussion of what* excellence”
means from a financial viewpoint, and (3) indicate how the CAPM can assist shareholders in
evaluating corporate management.



We will initially focus on the questions of corporate strategy. After break, we’ll turn our at-
tention to some of the financial issues in the Disney case including those relating to
valuation." For this session, try to answer the following questions:

1.

What are Disney’s major business segments? What are the industry characteristics for
each business segment? What’s Disney’s position in each business segment? Do there
appear to be any problems/issues in each of the segments?

How does the Disney business segments rate in terms of strategic fit? Are there any
units that don’t seem to ‘fit’?

Ron Miller, the CEO of Disney, said “We have created unique value along with com-
petitive and strategic advantage.” What are the unique value and advantages to which
he refers?

For the latter part of the session, we’ll look at the financial valuation and performance aspects
of the case. In preparation, please address the following issues:

From the data in case Exhibit 6, calculate the required return on Disney’s common
stock for 1974-1983 using the capital asset pricing model (CAPM). Assume a market
risk premium (i.e., Ry, — Ry) of 8%. How do these figures compare with Disney’s after-
tax return on equity (ROE)? How would you interpret the differences?

Calculate the book value per share of Disney after making adjustments for the differ-
ences in historical cost and estimated current value of assets such as (a) Disneyland,
(b) the film library, and (c) the firm’s enormous holdings of raw land. How does this
compare with the market price per share in late 1983?

Based on your calculations in (2), what’s Disney’s market-to-book ratio? Is Disney an
“excellent” firm in financial terms?

As a member of Disney’s Board of Director’s, what would be your recommendation to
Disney management regarding Saul Steinberg’s offer?

Session 2, Saturday January 21%

For the first half of the session, we’ll take up the Conway Products case. This case is not a
case write-up candidate; its role is to provide an introduction to cost of capital, and illus-
trates some of the common pitfalls in establishing required rates of return on investment
projects. The case contains data that will allow students to (1) calculate a firm’s weighted av-
erage cost of capital, and (2) use this benchmark to make capital budgeting decisions. In

! Students who want to write-up the Disney case must deal with all of the issues in the case - not just those that
are discussed on the first night.



preparing the case, please read SB-Chapter 10, Sections 10.1 and 10.2, as well as answering
the following questions:

1. Is Brenda Beeman justified in being concerned about the way in which Conway Products
has established its hurdle rate?

2. Estimate Conway’s weighted average cost of capital. How does this “new” hurdle rate
change the firm’s allocation of capital?

3. Should Conway consider separate hurdle rates for each of its divisions?

After break, we will step through the Conway (B) case. Like Conway (A), Conway (B) is also
not a candidate for a case write-up; instead, it provides students with a data set in order to
calculate risk-adjusted hurdle rates for a firm with two divisions that may have different risk
characteristics. In preparing the case, please read SB-Chapter 10, Section 10.3; then address
the following issues:

1. What are the arguments for or against Conway going to a multiple hurdle rate system?

2. Calculate the risk-adjusted hurdle rates for each of Conway’s divisions.

3. Would capital be allocated differently? Which division would benefit? Are there any
“losers™?

4. What organizational issues would Conway have to overcome in implementing a risk-
adjusted hurdle rate system?

Session 3, January 23"

For the opening segment of this session, we will use the Teletech case to explore the issues
associated with the use of a single hurdle rate to evaluate all segments of a business versus a
risk-adjusted hurdle rate system. There is also data in the case to give students some drill in
calculating risk-adjusted required rates of return. A procedure on how to calculate the re-
quired rate of return of a firm and its divisions can be found in SB — Chapter 10, Section 10.3.
When you prepare the case, try to answer the questions below:

1. How does Teletech currently use its hurdle rate? Does this seem to be appropriate?

2. Estimate hurdle rates for each of Teletech’s business segments. What implications do
these have for capital allocation? Assume a market risk premium (Rq— R;,) of 5.5 percent.



3. Should Teletech consider separate hurdle rates each of its division? What are the argu-
ments for and against Conway going to a multiple hurdle rate system?

4. Is Helen Bruno correct right that management would destroy all value if all of the firm’s
assets were redeployed to the telecommunication business segment? Why or why not?

5. What should Teletech say in response to Victor Yossarian?

For the later half of the period we’ll look at the Euroland Foods, S.A. case. In January 2001,
the senior management committee of this company has to decide which major projects should
be funded for the coming year. The board of directors has set a limit of €120 million to be
spent on capital projects for projects in 2001. Various managers, however, have proposed pro-
jects totaling €316 million. The task at had is to evaluate the discounted cash flow (DCF)
analyses that the case presents, along with the qualitative factors (mainly strategic considera-
tions and the internal politics of the company) and to choose the projects to be approved.

1. Currently, Euroland Foods is using both IRR and payback to evaluate investment pro-
jects. Are these appropriate measures given the firm’s current situation? If not, what
measures would you suggest?

2. Rank the ten proposals on the basis of purely economic considerations. Then rank
them a second time based on any considerations you believe to be important. Are the

rankings identical? Why or why not?

3. Are there any interdependencies between projects? Which are mutually exclusive?
Which are contingent projects?

4. What projects should Euroland implement?

Session 4, January 30"

We’ll begin this class period with the Super Project case. This case is chronologically old and
deals with the introduction of an instant dessert by General Foods. However, the case is a
classic in the sense that most of the issues raised are still relevant today. Specifically, students
are asked to (1) identify the key assumptions needed to calculate the relevant cash flows from
the project, (2) specify the relevant cash flows based on these assumptions, and (3) test the
sensitivity of the projects returns to these assumptions. As you prepare the case, consider the
following issue:

1. What are the relevant cash flows associated with the Super Project? In particular, how
should management deal with issues like (a) test market expenses; (b) overhead expenses;
(c) erosion of Jell-O contribution profits; (d) allocation of charges for the use of excess
agglomerator capacity.



2. What is your feeling about the General Foods use of return on funds employed (ROFE)
and payback as measures of investment attractiveness? If you don’t like these measures,
what measure(s) should be used? Why?

3. How attractive is the Super Project in strategic and competitive terms? What potential
risks and benefits does General Foods incur in either accepting or rejecting the project?

4. Should General Foods proceed with the Super Project? Why or why not? Note: To help in
making this decision, you must calculate Super’s net present value (NPV). This means
that you must also estimate General Food’s WACC. There is enough data in the case to
make this calculation.

The American Chemical Company case is a comprehensive investment analysis case that in-
volves the full range of qualitative and analytical issues associated with a strategic
investment. In preparing the case, consider the following questions/issues:

1.

Estimate the appropriate cost of equity capital for the Collinsville investment. Once
this is done, calculate the WACC that would be appropriate for calculating the incre-
mental cash flows for the Collinsville plant’s incremental cash flows.

Using the information in case Exhibit 8, project the incremental cash flows associated
with the Collinsville without the laminate technology and estimate the project’s NPV.
Is the Collinsville proposal attractive without the laminate technology?

Project the incremental cash flows associated with the 1980 investment in the laminate
technology. This is best done by looking at the laminate technology in isolation as a
cost reduction project; therefore, focus only on the cost of the technology and the sav-
ings projected from its installation.

Assess the strategic issues associated with the proposal. Is the Collinsville project at-
tractive on strategic grounds?

As CEO of the Dixon Corporation, would you approve the acquisition of the Collins-
ville plant at the price and terms proposed? Why or why not? What alternate terms
would you suggest?

Session 5, February 6"

As we indicated in Session 1, the firm’s target capital structure is an important element in de-
termining its required rate of return. This linkage between the investment and financing
decision makes the determination of a target capital structure a critical element in the imple-
mentation of corporate strategy. In the first part of this session, we’ll deal with the question of



how a firm should select its target capital structure. Please read the chapter on capital struc-
ture in SB — Chapter 14 since it will serve as a basis for our discussion.

In the second part of our class period, we’ll use the Continental Carriers case to deal with the
tactical decision of how a firm might go about raising funds in a given year. Continental Car-
riers is not a candidate for case wrote-up and will be used solely to illustrate techniques and
issues. As you prepare this case, consider the following questions:

1. Consider the EBIT chart in the case. What information does it provide? What inferences
can we draw from it?

2. Which of the financing alternatives is best for the stockholder? What are the impact of
each alternative on earnings per share, earnings per share volatility, and the ability of
Continental to pay dividends?

3. What should Continental do?

Session 6, February 13™

The question of whether dividend policy has influence on share price has been a subject of
controversy for over 50 years. While there are some who would argue that we are no further
along on this issue than we were half a century ago, there is great value in looking at all sides
in the dividend controversy since the debate does provide us with insights into market proc-
esses that can be of great value to the practitioner. We’ll look at some of the elements in that
debate in the first half of this period. In preparation for this session, read SB — Chapter 15.

As an introduction to capital structure policy, the Du Pont case focuses on the practical issues
confronting a firm in determining its debt policy. In reading the case, consider the following
issues/questions:

1. Review case Exhibit 6. How much external financing will Du Pont have to raise in the
near future? From a strategic perspective, what’s driving the need for external financing?

2. How does Du Pont’s acquisition of Conoco affect the risk of the firm?

3. How and why did Du Pont keep its AAA bond rating in 1975? Why did Du Pont lose its
AAA rating in 19817

4. Examine the data in case Exhibit 7. What, if anything, does it tell us about the relationship
between bond ratings and interest rates? Are there any other “goodies” imbedded in the
exhibit that might be of interest to Du Pont’s chief financial officer?

5. Compare and contrast the two debt policies in case Exhibit 8 for 1987. What bond rating
would Du Pont receive under each alternative? How would its financial performance, ac-
cess to the capital markets, and financial risk differ under the two alternative debt
policies?



6. What target capital structure should the firm adopt?

Session 7, February 20"

The Tonka Corporation case presents the financial and strategic positions of the sixth largest
toy company as of 1987. At that time the company carried virtually no debt on its balance
sheet in sharp contrast to other major toy manufacturers. Based on financial and strategic con-
siderations, students are challenged to recommend a capital structure policy for the firm. As
you prepare the case, consider the following questions/issues:

1. How much business risk does Tonka face?

2. How much potential value, if any, can Tonka create for shareholders at each of the pro-
posed levels of debt? How would leveraging up affect the firm’s taxes?

3. How much financial risk does Tonka face at each of the proposed levels of debt in case Ex-
hibit 12? How would the capital markets react to a decision by the company to increase the
use of debt in their capital structure?

4. What target capital structure would you recommend? What argument (s) would you ad-
vance to persuade the firm to adopt your recommendations?

Your instructor will provide copies of the Tonka case in the first class meeting.

The American Home Products (AHP) case challenges students to look at the notion of an op-
timal capital structure in theory and in practice. At issue is how explain why this successful
cash cow company have any debt on its balance sheet. In preparing the case, consider the fol-
lowing questions:

1. What (if any) are the sources of AHP’s competitive advantage? How much business
risk do they face?

2. How much financial risk would AHP face at each of the proposed level of debt shown
in case Exhibit 37 How much potential value, if any, would AHP create for its share-
holders at each of the proposed debt levels?

3. What capital structure would you recommend?

4. In light of AHP’s unique corporate culture, how would you convince Mr. LaPorte or
his successor to adopt your recommendation?

Session 8, February 20"




Last class period; time flies when you’re having so much fun! We’ll begin the session with a
consideration of High-Tech Running Shoes. The case deals with the tactical decision on
whether to issue debt, preferred or common stock to finance a $50 million expansion pro-
gram. As you prepare this case, consider the following questions/issues:

1.

2.

3.

Examine case Exhibit 2. What does it tell you?

Do an analysis of uncommitted earnings per share for each of the alternatives assuming an
EBIT of $10 million. What does this tell you that you didn’t know before?

What should John Simms recommend to Hi-Tech’s board of directors?

The Eastboro Machine Tools Corporation deals with a company that is trying to decide
whether to reinstate its cash dividend and if so, by how much. Assume that you are Jennifer
Campbell, the chief financial officer, and prepare a recommendation to the board of directors
on what Eastboro should do. As you prepare your recommendation, consider the following

questions:

1. Using case Exhibit 8, explain what happens to Eastboro’s financing needs and reserve
borrowing policy if no dividends are paid versus pursuing a 40 percent payout policy.

2. Based on the finance literature (and case data), is there any connection between dividend
payouts and stock prices?

3. What are the arguments for a zero dividend payout versus a 40 percent payout? What do
you think of the residual-payout-policy? Is it appropriate for Eastboro?

4. Should Olsen recommend the corporate-image advertising campaign and corporate name
change to the directors? Do advertising and name change have any bearing on the firm’s
dividend policy?

5. What recommendation should Christine Olsen make to Northboro’s board of directors?

GUIDELINES FOR CASE WRITE-UPS



A question frequently asked in courses involving case write-ups is “what’s the instructor
looking for”? While specifics are highly dependent on the nature of the case, most instructors
have their “idiosyncrasies” relating to written cases. In the spirit of communicating expecta-
tions, here are some of mine:

1. All of the cases assigned require a decision and /or a specific set of policy recommenda-
tions. Your recommendation will invariably involve balancing a set of conflicting
concerns. This is not a simple process, and your instructor is very sympathetic to the
trauma that may accompany a thoughtful case analysis. However, the need to take a posi-
tion is essential. Write-ups void of conclusions are unacceptable.

2. Your recommendations should come as early in the paper as possible, followed by the
background and details of how you reached your conclusions. Don’t keep the reader in sus-
pense; if your instructor wants mystery he’ll read Agatha Christie.

3. Your paper should communicate a sense of literacy. It is difficult for a reader to take your
policy recommendations seriously if the write-up contains poor grammar, typos, and/or
lacks a professional look.

4. A useful format is to assume you are the assistant to the major decision-maker in the case,
and to put your paper in memo form. This perspective allows you to limit discussion to the
issues at hand without spending a great deal of time on background material that the reader
already knows.

5. An important determinate of your grade will be the degree to which your conclusions or
recommendations flow logically from your analysis. Your instructor is less concerned with
“the answer” than how you arrived at it. Internal inconsistencies (i.e. saying something in
one part of your paper and then contradicting yourself later on) are not only “untidy” but
can negate an otherwise sound analysis.

6. The central issues in most cases can be addressed in no more than 6 pages exclusive of ex-
hibits. In this context, your instructor will not be impressed with bunches of computer-
generated exhibits, graphs, etc., unless they are needed to support your position. Exhibits,
tables, etc. that are never referred to in the body of a write-up represent an undergraduate-
mentality that more-is-better-than-less. This is graduate school and we don’t reward by the
pound. More important, busy executives don’t have the time to wade through show-and-
tell.

7. Be sensitive to your audience. Since all cases take place in an organizational context, con-
vincing others that your recommendations are “right” is as important as being right. Avoid
phrasing that is insulting or condescending, since this will put the reader on the defensive.
Further, if you are addressing your report to the firm’s CEO or CFO, please assume that
these individuals are familiar with the basics. For example, there is no real need to spend
time telling a CFO how you calculated a current ratio, or to describe market segmentation
to a CEO.
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8. Unfamiliarity with institutional detail/terminology in the cases is no excuse for a faulty
analysis. In practice, you would be expected to know this information and/or learn quickly.
The index of your text is a good starting point to fill gaps. A call to your instructor to clar-
ify technical points is also fair game.

9. It is generally not a good idea to raise questions that you cannot answer. The case decision-
makers are interested in answers, not more problems to add to their worry-box. Limit your
discussion to those issues where there is sufficient data to provide defensible answers. Lists
of “problems” beyond this point simply clutter your paper. The same thing can be said for
introducing strategy alternatives that cannot be defended by case data.

10. Finally, each case is accompanied by a set of questions that are designed to stimulate
your thinking about the issues facing the firm’s management. They are not intended as a
“punch list” to be answered 1,2, ....., etc. Instead, they should be integrated into the
write-up as you see fit. Case write-ups that are nothing more than the answer to a set of
questions will be penalized by a full letter grade.
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