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?  

