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FBE 432 - Class Objectives and Problem Assignments

J. K. Dietrich

Week 10 – October 28 and 30, 2002

Goals and Objectives
(1) Discuss steps and describe carefully procedures used to estimate and calculate net present value (NPV) and internal rate-of-return (IRR) for investment projects and list and critique possible pitfalls in using a the IRR criteria and/or the firm’s weighted-average cost of capital (WACC)  for analyzing possible investments.

(2) List types of real options and describe the implications of real options on evaluation of investments in contrast to relying exclusively on NPV analysis

(3) Identify departures from assumptions used in the financial theory of investment and financing and describe how these departures can influence the amounts and types of financing of investments


(4) Describe how leasing can be useful for corporate investment, list factors that determine whether leases are capital or operating leases, and why that matters, and discuss how synthetic leases are structured

Suggested Review Reading for this Week

Review investment project analysis as discussed in RWJ, Chapters 6 and 7 (and 8 if you have time) and consult Chapter 21 if you need more introduction to leasing

Suggested Review Reading for next Week

RWJ, Chapter 26

Case Questions for This Week (Financing PPL Corporation’s Growth Strategy**)

Monday’s lecture (October 28, 2002) will go over some of the issues associated with the relation between investment and financing decisions, and discuss leasing, off-balance sheet financing, and synthetic leases, and will review finance terms important in this case.  Prepare any questions you may need answered to complete your analysis for that class.  Exhibits 1, 2, 3, 5, and 7 are available in an Excel spreadsheet on the website (if you downloaded the spreadsheet before 8:00pm Friday, I added Exhibit 7 then).

This case concerns financing large investments in capital assets in a short period of time for strategic reasons.  According to Modigliani and Miller, with efficient markets and no corporate taxation, firms should be able to raise all funds necessary to finance positive net present value projects and, further, the firm’s capital structure (or off-balance financing structures) should not affect the firm’s weighted-average cost of capital (WACC) or the availability of credit.  This case is particularly interesting because the synthetic leases that are the focus of the case, resulting in special-purpose entities (SPEs) and off-balance sheet financing, are exactly those financing techniques which got Enron and other firms into so much trouble recently.  After achieving a basic command of the facts of the case, I strongly recommend reading case Appendix 1 and studying case Appendix 2 covering the tax and accounting aspects of leasing.  Ross, Westerfield, and Jaffe, Corporate Finance, Chapter 21, provides an overview of leasing and could provide a reference for lease-related terms but I think the case appendices should be enough information for most students.

The issue facing management concerns the advantages and disadvantages of financing $1 billion in electricity generating plants with traditional or limited recourse synthetic lease structures and your team should make a recommendation on the best choice.  The following questions are provided as guidance in developing your group’s position on this issue but should not be taken as an outline or suggestion for the specifics of your one-page memo.

(1) What departures from Modigliani and Miller and efficient market theories result in the attractiveness of synthetic leases to corporations, specifically PPL in this case (they are widely used by many corporations)?  How do these departures from finance theory explain the tradeoffs determining the desirability of different forms of off-balance sheet financing?

(2) What parties are involved in the financing involved in a synthetic lease and what determines their differing expected risks and returns?  Can you calculate or estimate the costs of the two types of synthetic leases from data provided in Exhibit 9 so that you can assess the net benefits of a limited recourse synthetic lease?  In any case, what are all the factors that will determine the relative attractiveness of different lease structures for PPL?  

(3) What business considerations are driving the rapid expansion in generating capacity and how do timing issues interact with the financing decision?  Why is timing a concern in arranging the synthetic lease financing in the present case and how do the different lease structures relate to cost and timing issues?  

Case Questions for Next Week (Clarkson Lumber*)

This is an individual case write-up.  These questions are provided for guidance only.

(1) Why does Mr. Clarkson have to borrow so much to support this profitable business?

(2) Do you agree with his estimate of the company’s loan requirements?  How much will he need to borrow to finance his expected expansion in sales volume to $5.5 million in 1996?  

(3) Should he plan on taking all trade discounts in his calculations?

(4) As Mr. Clarkson’s financial advisor, would you urge him to go ahead with, or to reconsider, his anticipated expansion and his plans for additional debt financing?  As the banker, would you approve Mr. Clarkson’s loan request, and if so, what conditions would you put on the loan?

Notes:  You should use the figures given in the case to come up with a specific amount for the loan to answer part (4) above.

Important Vocabulary List from Class 

NET PRESENT VALUE RULE, INTERNAL RATE OF RETURN

REAL OPTIONS, MANAGEMENT OPTIONS, OPTION VALUE

GROWTH, TIMING, SWITCHING, EXPANSION/CONTRACTION, AND ABANDONMENT OPTIONS

OPERATING LEASES, FINANCIAL LEASES, SYNTHETIC LEASES

TRANCHES, RECOURSE AND

 NON-RECOURSE DEBT, OFF-CREDIT

SPECIAL PURPOSE ENTITIES (SPEs)

OFF-BALANCE SHEET FINANCING

Suggested Wall Street Journal (WSJ) or other Articles

October 21, 2002

“UAL to Reapply for Loan Guarantees” (A3) – Good discussion of source of air carrier’s problems, the mixture of commitments it must renegotiate, including debt and labor contracts, and strategic options it is considering  (see also editorial, “United They Fall”, p. A14)

“Outlooks May Differ, but Investors Continue to Hedge Stock Purchases” (B8) – Example of use of options to hedge asset price risk

October 22, 2002

“S&P Downgrades Mirant Credit to Noninvestment Junk-Grade” (A6) – Impact of downgrade to junk status on energy firm

“TXU Is to Sell Most of U. K. Unit And Set Write-Off for Europe” and “Sherritt Offers To Buy Fording for $1 Billion” (A6) – Restructuring in international energy industry in response to a variety of changes in strategic factors (as discussed in class)

October 23, 2002

“Worried Bells Push for Liquidation of WordCom” (A2) – Bankruptcy outcome has strategic implications for remaining competitors in the market, reveals importance of external  factors on firms’ plans

“New York Times Looks Overseas As Pact Ends in Rancor” (B1) – Major international strategic initiative by major newspaper influenced by old contracts

“General Mills Brings $1.35 Billion Convertibles Deal” (C13) – Good article reveals details of debt issue that is concerned with dilution of shareholder earnings and includes option characteristics we have discussed

