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[ntroduction

Reprinted with permission from Case Studies
in FINANCIAL DECISION MAKING Jrd ed.
by . ® Darden School of Graduate of Business
Adminstration. All rights reserved.

Welcome 1o the case method. To analyze a case successfully, you must do
two things—put yourself in the position _of the manager making the deci-
sion, and make the decision. e

Within each casé yol must assume the role of the manager whose job
it is to analyze alternatives for the company. In most instances it will be an
easy task to determine who is the decision maker, since that person will be
identified by name in the case and his or her position and role will be
described. In the few instances where the decision maker is not identified
by name, your point of view will be that of the company’s top manage-
ment.

Once you have identified the person or group of persons whose role
you will assume, you need to gather the information that you, as the man-
ager described in the case, would naturally have. Managers, even young
analysts, have considerable knowledge about their company, the industry
in which it competes, and the economic environment in which it operates.
Since, as a manager, you would have that information, as the case analyst
assuming the manager’s role, you must acquire it.

Once you have the background necessary for your role, your task is
the same as the manager in the situation would have—to identify, under-
stand, and analyze the problems the company faces. As would the man-
ager, you will define the problems and the available courses of action, and
you will gather the information needed to determine the appropriate
course. The steps you will take in assuming the manager’s role and in
confronting and solving problems are listed below.

I. Assume the manager's role
1. Understand the environment in which the company
operates:
The worldwide socioeconomic and political environment
The domestic environment
The industry situation
2. Know the company’s history, current condition, and future
prospects
1. Solve the problem facing the company
Identify the problem
Define the alternatives
Gather information about the alternatives
Analyze the risks and returns of the options
Make a decision and develop a plan of action 1

e b G



INTRODUCTION

Assume the Manager’s Role

As you develop as a case analyst, you will refine your own approach and
develop a sense of the depth and breadth of analysis appropriate for the
particular situation described in a case. Depending upon the situation, one
or more of the areas discussed below could receive maore attention than the
others.

Understand the Environment in Which the Company Operates. Perhaps
the best way to begin to understand the miliey in which the company
operates is to investigate the general economic environment. Frequently
the case analyst looks only at the domestic environment; hawever, with the
increased integration of the world's economy, the worldwide environment
cannot be ignored. Certainly some decisions described in this book are less
affected than others by worldwide sociocconomic and political events.
However, the isolation of countries and industries from events in the rest
of the world has greatly diminished, and, as U.S. managers found after the
oil price rises in the 1970s and early 1980s, to ignore events outside the
tocal economy can be dangerous. Since most of the cases in this book are
set in periods when events profoundly changed the nature of the environ-
ment in which all countries, industries, and companies operated—world-
wide considerations are particularly relevant.

Because different factors are imporiant at different times and to dif-
ferent companies, the manager, and thus you as the case analyst, should be
aware of the relative robustness of the worldwide economy at the time of a
particular case, and should sense what concerns for and predictions about
the future might have prevailed at that time.

In cases where the company or the decision is, or can be, directly
affected by worldwide events, the cases will provide information that you
as the manager would have had. Because of the necessary brevity of the
cases, however, some of the data you might like 1o have, or believe the
manager would have had, may not be included. You musl decide on
the basis of the information you have. Some basic data about international
events are contained in the last sectton of *The Business Environment: A
Retrospective, 1929-1993.”

The strength and nature of the domestic economy are certzinty of
more obvious concern, and this is an area in which managers often have
more personal and professional experience. Although certain factors and
events in the economy will affect some companies more than others, nev-
ertheless there are universal touchstones of concern. The analyst should
consider such things as (1) the robustness of the economy. and jts expan-
sion or contraction because it can affect the company’s sales, profits, and
cost and ayailability of funds; (2) the level of unemployment because it
affects the potential for strikes as well as the sales of certain products; (3)
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cyclical upturns because they can increase the sales of products such as
consumer durables while increasing the potential for strikes and prices of
other resources; and (4) cyclical downturns because they can decrease the
need for productive capacity and the likelihood of protracted strikes in
many industries, can decrease resource costs, and because they hurt firms
whose sales depend upon the level of consumers’ disposable income.

Most cases contain a brief description of the environment in which
the firm operates. For more information about the U.S. environment—the
setting for the majority of the cases in this book—a background note, “The
Business Environment: A Retrospective, 1929-1993," is presented in the
last section of this book. The information in this note can be used in
analyzing many of the cases.

While the analyst will want to understand the current state of the
domestic economy and the future directions it might take, of particular
interest is the effect changes in the economy have had and will have on
the particular industry and company featured in the case. Just as some
economies are more sensitive than others to worldwide events, some
industries and companies are influenced more than others by domestic
events.

Many industries seem relatively immune to ongoing economic
changes, while others are so sensitive that managers spend much of their
time and effort developing ways to forecast and insulate their firms from
probable changes. The relationship of companies to suppliers, customers,
and other companies in the industry, as well as the nature of the indus-
try’s products, seems to influence how strong an impact outside eco-
nomic evenis have on a given industry. The sources of return and the
factors that affect the predictability of that return are quite different in
each industry.

Know the Company's History, Current Candition, and Future Pros-
pects. Interestingly, most of the tools and techniques of financial analysm
concentrate on the company—its past, present, and luture. Moreover, this
is the form of analysis with which most students of finance have some
experience, and with which many case analysts start and finish their work.
Clearly, it is very important; the history and current situation of the firm
are of considerable interest to the practicing manager as well as the case
analyst. These subjects will occupy the greatest part of the case analysl 5
time and skill. Keeping in mind the possible effects of changes in the
environment, both domestic and worldwide, the analysl will want to
review the success of the firm’s past investment and financing strategies by
analyzing financial statements, market share and competitive product
market information, and stock and bond market results,

Typlcally the analysl will look first to the way the company has man-
aged its assets, and is likely to be able to manage them, by asking such
questions as:
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1.

Is the company capital-intensive? Does its productive capacity
Come from plant and equipment, people, and/or 2 franchise in the
market bought with product reputation and/or advertising? How ex-
pensive is il to add capacity or enhance a product’s reputation?
WHhat is the lead time needed to increase or modify any factor of
production? If the company is capital-intensive, how_gld_is the
equipment, and for how long will it continue to beuseful? If it is
not capital-intensive, what is the source of the company’s produc-
tivity, and how readily available are additional resources?

To what degree are company assets subject to obsolescence or mi-
gration? In a capital-intensive business, do technological innova-
tions change processes slowly or rapidly? If it is not capital-
intensive, how firm a grip does the company have on its source of
productive capacity? For example, genetic engineering companies
with large investments in the expertise of their research staffs can
suffer if those research staffs are likely to move from firm to firm.

How much of the firm’s assets are long term and difficult to rede-
ploy, and how much can be changed rapidly? Firms with significant
investments in short-term assets often have much more flexibility
in dealing with rapid changes in the cconomic environment and/or
the industry. How well has the firm coped with changes in the re-
cent past—has it managed to maintain control of its assets in both
good and bad times—and how likely is it to be able to maintain
control in the foresecable future?

What opportunities for new products and processes are on the hori-
zon? Is the company in a position to identify and take advantage of
these opportunities?

Second, the analyst will consider where and how the firm has

financed itself and how it will be able to finance itself in the future by
asking such questions as:

I

How much of the firm’s investments have been financed from prof-
its, and how stable are its profits (do they fluctuate widely from
year o year, or are they relatively steady)? Companies that have
relatively stable profitablility are better insulated from the vagaries
of the capital markets.

Do the shareholders have a call on some portion of the current
profits? How important is the dividend level to the stock price, how
close is the [irm’s current dividend policy to what is common in the
industry, and how secure are dividends from fluctuations in profits
(does the company rase funds to maintain its capital investment
program and/or dividend payments)?
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3. How much of the funds used, and those likely to be used, have
been and will be raised from outside sources?

4. Are the firm’s liabilities short or long term? How secure are the
sources of capital? Do lenders place any restrictions on the firm by
virtue of their position? Are the restrictions by custom or by con-
tract? Is the firm able 1o deal easily with the restrictions and the
costs of its debt?

5. Is the company's equity capital closely held or is the stock publicly
traded in the capital markets? If the stock is closely held, what are
the objectives and needs of the owners? If it is publicly held, are
any large blocks held by individuals or groups, and what is their in-
terest in the firm? What is the degree of institutional interest in the
stock? What is the stock price, the relative level of the stock mar-
ket, and the interest in trading equities in general, both in this in-
dustry and in this company? How easy would it be to sell new
equity and at what price could it be sold?

Finally, the analyst will want to determine the company's unique
strengths and weaknesses,

The above questions are not meant to be exhaustive, nor would the
case analyst seek to answer each question or set of questions in depth for
every case. They are meant solely as an indication of the form analysis may
take, and as a guide to the areas in which the analyst should have an
interest and in which he or she should acquire at least cursory information.

Once the company's history, current situation, strength in the indus-
try, and current corporate goals and strategies are coupled with an analysis
of the industry and the economy, the case analyst is ready to assume the
role of the decision maker—the manager,

Solve the Problem Facing the Company

Identify the Problem. Obviously, the first 1ask is to understand the situa-
tion and to identify the problem or problems facing the manager. Many
cases present more than one problem, and some of the problems will be
more important than others. As with any real sitvation, there are times
when real problems are obfuscated by concerns of the company or man-
ager that are not critical to the firm and its success. It is up to the analyst to
sort through the issues described in the case and to determine which are
actually important.

The decisions managers face fall into one or both of two categories.
The problem may require (1) investing assets to replace old products or
processes, to increase sales, or to decrease costs, and/or (2) securing funds
to support the growth of the firm or to replace old processes and products.
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For funding the firm, the manager has only four choices. Funds can
be raised by (1) increasing _the liabilities of the firm—with either short-
term obligations such as accounts payable or one of a variety of long-term
debt instruments; (2) increasing the equity in the firm by increasing the
amount of common stock or retained earnings; (3) increasing the firm’s
PTOfits or decreasing the dividends paid to its sharefiolders; or (4) estab-
listiifig Telationships with other companies. On the basis of the traditional
accounting definition of the firm, the following diagram shows where deci-

ons that change the firm can be made.

Assets = Liabilities + Equity

£quity = Com:aon Stock + Retained Eamings

f

Retained Earnings =
Profits — Dividends

Another way to look at the same problem is to use the sustainable growth
rate fra --work.

Sustainable Growth Rate =
Return on Sales X Total Asset Turnover X Leverage X Profit Retention

Profit X Sales X Assets X 1 — Dividends
Sales Assets Equity Net Income

If changes are made in one factor, changes need 1o be made in at least one
other factor to keep the formula in balance. Thus, for example, the firm
cannol increase its assets without augmenting its profits to sustain the
increase or acquiring additional outside funds.

Identifying the most important problems is often easier if the analyst
has determined the objectives and goals of the corporation (or division or
subsidiary, if that is the level at which the decision is being made) and of
the manager. There are instances where the personal position and goals of
the manager may conflict with the objectives held by the firm on behalf of
its owners. The importance attached to the problems and the decisions
that will be made often reflect the goals of the strongest participant rather
than those of the owners. Since these conflicts arise in almost every situa-
tion, the analyst must recognize them and make decisions on the basis of
that recognition,

Define the Alternatives. Once the problems have been identified, the next
task the vicarious manager must undertake is to define the options—the
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alternative courses of action for dealing with the problem. Many of the
cases in this book define some or zll of the options or describe the situation
so that the alternatives can be identified. In some instances the analyst
may want to identify options that are not available in the particular case—
options that would have been available 1o other managers and companies
or at different times. These options, alternatives for which there is little or
no information, are hard to evaluate. These courses of action often have to
be relegated to the realm of *‘strategies that should be explored” as the case
analyst proceeds with consideration of the options that are available for
analysis.

Developing options is often the most important step in the process of
making the decision about the problem the manager and company face.
Untried and unidentified options often turn out, in retrospect, to have
been the plans that might have spelled success. Industry and corporate
custom can constrain the creativity of managers in determining possible
solutions and, as a result, can limit the company’s potential for success.
Analysis and understanding of the current sitvation and future direction of
the economic and industry environments can open avenues that were
never available when traditional paths were followed almost without
thought. Unlike textbook problems where there are few alternatives, the
real world provides many alternatives, and so do case decriptions of it.

Gather Information about the Alternatives. Here the case analyst has an
advantage over the manager described in the case. The case usually pro-
vides a summary of the information the manager and his or her staff
gathered to analyze their options. Much of that data is summarized in
the exhibils at the end of each case. One of a manager’s frustrations, and
one that case analysts feel as well, is the lack of certain information that
would be useful in deciding on the appropriate plan. Rarely would that
information be omitted from the case unless it was unavailable when the
manager sought it or was deemed unnecessary by the manager in making
the decision. In either case, the manager, and thus you as the vicarious
manager, would have to make the decision based on the information
available,

Analyze the Risks and Returns of the Options. This is the heart of the
problem facing the case analyst and manager. All the information about
the economic environment, the industry, the company, and the problem
has to be utilized to estimate the potential risks and returns of aliernative
solutions to the prablem. The task is to find the strategy that will create the
most éalu_e for the firm’s owners over the long term.

-Valug depends upon three things: (1) the size of the returns expected,
(2) the Jime it takes before the returns are expected to be recéived, and (3)
the risk taken to obtain the expected returns. We know that investors, and
thus corporate owners and managers, prefer larger returns received sooner
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and with less risk. The question is what trade-offs must be made in the
size, timing, and riskiness of the expected returns for each alternative
course of action. Those trade-offs are presented graphicaily on the follow-
ing page.

Value is created when the returns from a given strategy more than
offset the risk being taken, that is, when the net present value of the option
is positive. Value-creating investments and strategies are difficult to find.
When real economic value is available (for instance, when a company has a
new product, process, or product source), competitors usually follow rather
rapidly and drive out excess profits—unless the firm has some franchise or
barrier that keeps competitors at bay. Managers forecast unusual and sus-
tained excess profits (unusual returns) for one of three reasons: the returns
really are likely to occur because of some special circumstance, the man-
ager has ignored competitive realities, or the manager’s forecasts are sim-
ply overly optimistic. As the manager, the case analyst should examine any
forecasts to make sure that when value is expected to be created, it is not
because of unwarranted optimism.

Value is maintained (the net present value is zero) when the expected
returns are just sufficient to compensate the investor for taking the risk
inherent in the project. Typically, most investment and financing strategies
provide the prospect of a fair return—a return with which the shareholder
would be satisfied—that would keep the stock at its current price.

Yalue is destroyed when the company pays too much, gets log Jitile,
or takes too much risk relative to the returns. These are the things that the
manager would like to avoid af all cost—they are investments or financing
schemes for which the net present value is negative.

As hard as value-creating options are to find, suffice it to say that
most managers think they can be found; they do not believe that the prod-
uct markets (and perhaps capitat markets) are fully efficient. Thus manag-
ers usually believe they can find real sources of value for the firm's
shareholders—investment and financing plans that will increase the price
of the common stock.

Make a Decision and Develop a Plan of Action. Just as the manager must
weigh all the information available and come to a decision, s0 must a case
analyst. While it is often difficult to decide among alternative courses of
action, the analyst, taking the information developed from the analysis or
provided in the case, must weigh the evidence before reaching a conclu-
sion. It is helpful if the analyst has developed the assumptions upon which
the analysis rested and detailed the conditions under which each decision
would be appropriate. The consistency and reality of the assumptions are
critical to making a good decision.

After the decision has been made, the analyst should follow with a
plan of action to implement it. The plan is usually sequential in nature and
describes what must be done, by whom, and when.
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High
E
=
7}
(1o
k=3
=2
a8
u% Net present value > 0: Value created
Net present value < 0: Value destroyed

Expected Risk High

Note: For 1hose using internal-rate-of-return methudology, the value is created when
the IRR cxcoeds the hurdle rate, maintained when the IRR cquals the hurdie rate, and
destroyed when it falls short of the hurdle rale

The goals, concepts, and theories of finance wiil help you, in the
manager’s role, to guide and focus the analysis. Using the framework of
value creation to appraise the options presented in the cases in this book
will help you to decide which is the appropriate cpurse of action, given the
fiem, its strengths and weaknesscs, its industry, and the environment in
which it is likely to operate.
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Flash Memory, Inc.

In May of 2010, Hathaway Browne, the CFO of Flash Memory, Inc., was preparing the company’s
investing and financing plans for the next three years. As a small firm operating in the computer and
electronic device memory market, Flash competed in product markets that reflected fast growth,
continuous technological change, short product life cycles, changing customer wants and needs, a
large number of competitors, and a high level of rivalry within the industry. These factors combined
to produce low profit margins and a continual need for additional working capital, which adversely
impacted Flash’s financial position and its ability to finance important investment opportunilies.

Background

Flash was founded in San Jose, California, by four electrical engineers during the high tech boom
of the late 1990s. The common stock of the company was originally owned 100% by the founders,
and additional shares were subsequently sold to two engineers who joined the company as both
employees and owners. In 2010 these six individuals held the top management positions, comprised
the board of directors, and still owned the entire equity in the firm.

The company had enjoyed considerable success since its creation. As computers and other
electronic devices became increasingly complex and powerful, the demand for high performance
components, particularly memory, increased rapidly. From its founding, Flash had focused on solid
state drives (S5Ds), which comprised the fastest growing segment in the overall memory industry.
Industry data showed the SSD market grew from approximately $400 million in 2007 to $1.1 billion in
2009, and was further projected to grow to $2.8 billion in 2011 and $5.3 billion in 2013. SSDs were
particularly well suited for use in smart phones, laptop computers, and net books, and sales of these
products were expected to drive this robust growth.

Flash was just one of many companies in the industry. Giants like Intel and Samsung, as well as
smaller specialized firms like Micron Technology, SanDisk Corporation, and STEC, Inc., all saw the
industry’s potential and competed for market share. This resulted in intense competition between
product offerings, high rivalry, and low profit margins as a percent of sales.

HBS Prafessor William E. Fruban, Jr., and Babson College Professor Craig Stephenson prepared this case solely as a basis for class discussion and
nat as an endorsement, a source of primary data, or an illustration of effective or ineffsctive management. This case, though based on real events,

is fictionalized, and any resemblance to actual persons or entities is coincidental. There are occasional references to actual companies in the
narration.

Copyright © 2010 President and Fellows of Harvard College, To order copies or request permission to reproduce materials, call 1-600-545-7685,
write Harvard Business Publishing, Boston, MA 02163, or go to http:/ fwww.hbsp harvard.edu. This publication may not be digitized,
photocopied, or atherwise reproduced, posted, or transmitied, without the permission of Harvard Business School.
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In the spring of 2010, Flash specialized in the design and manufacture of SSDs and memory
modules that were sold to original equipment manufacturers (OEMs), distributors, and retailers and
ended up in computers, computing systems, and other electronic devices. Flash’s memory
components, which constituted 80% of company revenue, utilized flash memory technology—a non-
volatile memory that is faster, uses less power, is more resistant to failure when compared with
traditional hard disk drives, and continues to store information even after an electronic device is
turned off. The remaining 20% of Flash’s sales came from other high performance electronic
components sold through the same channels, for the same end products.

Due to changes in technology, Flash’s memory and other products experienced short product life
cycles. The company’s new products typically realized 70% of their maximum sales level in their first
year, and maximum sales were reached and maintained in the second and third years. Years four
and beyond saw rapidly decaying sales, and by year six the products were obsolete. This normal
sales life cycle for the company’s products, however, could be significantly shortened by
technologically superior new products released by competitors. In a few instances Flash's products
quickly became worthless, forcing significant inventory write-downs and reductions in profit.

Flash responded to the risk of technological changes in the industry by aggressive spending on
research and development to improve its existing product lines and add new ones. The company
had successfully recruited and retained a highly skilled group of research engineers and scientists,
and the activities of this group had been supported by substantial budgetary allocations. This
combination of ample funding of an exceptional staff had resulted in high quality products which
were well-respected by customers and competitors alike. Top management believed the reputation
of Flash’s products was one of its key competitive advantages, and they were determined to maintain
this reputation through continued research and development expenditures.

The success of Flash’s memory components had resulted in compounded average annual sales
growth of 7.6% per year since 2007 (Exhibit 1), and its investment in current assets had grown even
faster, at a 12.2% compounded average annual rate over the same period (Exhibit 2). Flash had used
notes payable obtained from the company’s commercial bank, and secured by the pledge of accounts
receivable, to fund this growth of working capital. Although these notes payable were technically
short-term loans, in actuality they represented permanent financing, as the company continually
relied on these loans to finance both existing operations and new investments. The bank was willing
to lend up to 70% of the face value of receivables, and this funding arrangement had been satisfactory
until recently, when the company’s bank note payable balances had reached this 70% limit. The bank
joan officer had made it clear to Browne that Flash had reached the limit of the bank’s ability to
extend credit under the terms of the current loan agreement.

As general economic conditions improved in the first few months of 2010, Flash’s sales increased
rapidly, and the company continued to generate profits in approximately the same percentage of
sales as in 2009. Unfortunately this rapid sales growth had also required a large increase in working
capital, and internal cash flow had not been sufficient to fund this increase in receivables and
inventories. The bank’s position on extending additional financing remained the same, and when
approached in May about extending additional credit to the company, the loan officer had been
unwilling to do so.

The loan officer did, however, discuss the factoring division of the bank with Browne, which
serviced higher-risk customers with more aggressive accounts receivable financing. The factoring
group would lend up to 90% of a company’s existing accounts receivable balances, but this group
would also monitor Flash’s credit extension policies and accounts receivable collection activities more
rigorously than the commercial loan department that currently managed the company’s loan
agreement. Because of the additional risk and greater cost associated with closer monitoring of the

2 BRIEFCASES | HARVARD BUSINESS SCHOOL
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loan, the interest rate charged by the bank would increase from prime + 4% to prime plus 6% on the
total outstanding loan balance to Flash, based off the May 2010 prime rate of 3.25%. In its forecasting
process, Flash calculated interest expense as the beginning of year debt balance multiplied by the
appropriate interest rate. Although this would not produce a precise number for forecasted notes

payable and interest expense, Browne preferred to start with a simpler calculation, and this produced
a reasonable first estimate.

Growth Projections

Based on the overall economic recovery and recent reports of robust sales of smart phones and net
books, in early May the company was forecasting full-year 2010 sales of $120 million, with a
corresponding cost of goods sold number of $97.32 million. Flash’s projected year-end 2010 current
asset investment necessary to support this level of sales and cost of goods sold was also prepared to
assess the company’s immediate financing needs.

Cash $ 3,960,000
Accounts receivable 19,726,000
Inventory 13,865,000
Prepaid expenses 480,000

Total current assets $38,031,000

These forecasts of working capital requirements were based on sales in recent months, projected
demand from OEMs, distributors, and retailers during the remainder of the year, and expected
relationships between the income statement and these working capital accounts. Cash had been
estimated at 3.3% of sales, accounts receivable were calculated based on an estimated 60 days sales
outstanding, and the inventory forecast assumed the company would improve its inventory
turnover, holding only 52 days of cost of goods sold in inventory.

Beyond 2010, the marketing manager had estimated that sales of the company’s existing products
would reach $144 million in 2011. It was expected that sales would be maintained at that level in
2012, but after that sales would decline to $128 million in 2013 and $105 million in 2014. In spite of
the expected growth in the overall industry, Flash's product line would be less competitive absent
new products which were significant improvements over previous offerings.

In addition to these income statement and working capital forecasts, there were other important
items which would impact the company’s forecasts and financing requirements. Purchases typically
made up 60% of cost of goods sold, and the year-end 2009 accounts payable balance represented 33
days of purchases. This wasn’'t much greater than the 30-day payment period that Flash tried to
maintain, but in 2010 and beyond the company was committed to achieve and maintain this number.
The second of these items was research and development, which was planned to increase in 2010 to
drive new product innovation. Research and development expenditures had been approximately 5%
of sales in recent years, and in 2010 and beyond management was commiited to maintaining
expenditures at this percent of sales. Selling, general and administrative expenses were driven by
sales volume and were expected to maintain their 2009 relationship with sales. Capital expenditures
necessary to support existing product lines and sales growth were projected at $300,000 per year in
2010 through 2012. The final item was yearly depreciation expense, which was calculated as 7.5% of

the beginning of year balance of property, plant & equipment at cost. A summary of these important
forecast assumptions is included (Exhibit 3).

HARVARD BUSINESS SCHOOL | BRIEFCASES 3
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Investment Opportunity

One of Hathaway Browne's primary responsibilities as CFO was to finance both the growth of
Flash's existing product lines and all new investments that were approved by the board of directors.
Investment proposals were prepared by the company’s design, manufacturing, and marketing
managers, thoroughly analyzed by Browne and the finance group, and then sent to the board for
discussion, evaluation, and finally acceptance or rejection.

Browne had recenily been given a proposal for a major new product line, which was expected to
have a significant impact on the company’s sales, profits, and cash flows. This new product line had
been in development for the past nine months, and $400,000 had already been spent taking the
product from the concept stage to the point where working prototypes had been built and were
currently being tested. Flash’s design and marketing people were very excited about this new
product line, believing its combination of speed, size, density, reliability, and power consumption,
would make it a winner in the fastest growing segment of the memory industry.

Customer acceptance and competitor reaction to the new product line was uncertain, but the
project’s sponsors were confident it would generate sales of at least $21.6 million in 2011 and $28
million in 2012 and 2013, before falling off to $11 million in 2014 and $5 million in 2015. The product
was also believed to be superior to existing memory products, and would therefore command gross
margins of 21% throughout its life.

Implementing this new product line would also require large investments and expenditures by
the company. New plant and equipment costing $2.2 million must be purchased, and this specific
equipment would be depreciated straight-line to zero salvage value over its five-year life. This
depreciation expense all flowed to cost of goods sold expense, and was already included in the
estimate that cost of goods sold would be 79% of sales. Flash also expected net working capital
would be 26.15% of sales. This initial investment in equipment and net working capital would occur
in 2010, and in subsequent years the net working capital would increase and then decrease, as sales of
the new product line rose and then fell. SG&A expenses were expected io be the same percent of
sales as the company experienced in 2009, but in addition the marketing manager also planned a one-
time $300,000 advertising and promotion campaign simultaneous with the launch of the product in
2011.

Financing Alternatives

Although the loan officer of Flash’s commercial bank had stated the company could obtain
additional financing through their factoring group, a private sale of common stock was another
financing alternative. Investment bankers had indicated to Browne that the company could issue up
to 300,000 shares of new common stock to a large institutional investor at a price of $25.00 per share.
After deducting the investment bankers’ fee and other expenses associated with negotiating and
closing this private transaction, the company could expect to receive about $23.00 per share. Browne
needed to analyze this proposed equity offering in comparison to the publicly traded common stock
of a select group of competitors (Exhibit 4), and in comparison to Flash'’s forecasted results with and
without a new equity offering.

4 BRIEFCASES | HARVARD BUSINESS SCHOOL
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In early May of 2010, current yields to maturity on debt securities of different credit quality were:

Issue Bond Rating Yield to Maturity
91-day Treasury bills 0.17%
10-year Treasury bonds 3.70%
10-year Corporate bonids AM 4.40%
10-year Corporate bonds A 4.72%
10-year Corporate bonds BBB 6.24%

CFO Browne also believed the spread between the yield to maturity on long-term U.S. Treasury
bonds versus the expected return of the overall stock market was about 6%, and he used this number
as the market risk premium when calculating Flash's cost of equity capital.

One other alternative to the external financing options was to rely solely on the reinvestment of
Flash's earnings to fund growth. Since the company’s profit margins were relatively low, this would
not provide sufficient funding to support forecasted sales of $120 million in 2010 and subsequent
increases; Flash would be forced to slow its rate of growth. Browne thought the favorable outlook for
growth and profitability made this alternative unattractive, but he was uncertain about which
financing alternative to recommend to management and the board of directors. In addition, the
board of directors had expressed concern that Flash’s notes payable balances continually approached
the existing loan agreement’s 70% of accounts receivable limit. They felt this indicated the use of debt
finance was greater than the company’s target debt-to-capital ratio of 18%, which the board of
directors believed was appropriate for Flash Memory, Inc.

HARVARD BUSINESS SCHOOL [ BRIEFCASES 5
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Exhibit1 Income Statements, 2007-2009 ($000s except earnings per share)

2007 2008 2009

Net sales $77,131 $80,953 $89,250
Cost of goods sold _$62,519 _$68.382 _$72.424

Gross margin $14,612 $12,571 $16,826
Research and development $3,726 $4,133 $4416
Selling, general and administrative _5$6,594 $7.536 $7.458

Operating income $4,292 §902 $4,952
Interest expense $480 $652 $735
Other income {expenses) -$39 -$27 -$35
Incorne before income taxes $3,773 $223 ¢ 54,182
Income taxes® _$1.509 89 51,673
Net income $2,264 5134 $2,509
Earnings per share $1.52 $0.09 $1.68

# In years 2007 and after, Flash's effective combined federal and state income tax rate was 40%.

BRIEFCASES | HARVARD BUSINESS SCHOOL
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Exhibit2 Balance Sheets, 2007-2009 ($000s except number of shares outstanding)

December 31,
2007 2008 2009

Cash $ 2536 $ 2218 $ 2934
Accounts receivable $ 10,988 $ 12,864 § 14,671
Inventories $ 9592 $ 11,072 $ 11,509
Prepaid expenses $ 309 $ 32 $ 357

Total current aszets § 23,425 § 26,478 § 29471
Property, plant & equipment at cost $ 5306 $ 6116 $ 7282
Less: Accumnulated depreciation $ 792 $ 1174 $ 1,633
Net property, plant & equipment 5 4,514 $ 4942 $ 5649

Total assets § 27,939 $ 31,420 $ 35,120
Accounts payable $ 3,084 § 4268 $ 3,929
Notes payable (a) $ 6,620 $ 8873 § 10,132
Accrued expenses 5 563 § 591 $ 652
Income taxes payable (b) $ 151 $ 9 $ 167
Other current liabilities $ 478 $ 502 $§ 554

Total current liabilities $ 10,896 $ 14,243 $ 15434
Common stock at par value $ 15 $ 15 $ 15
Paid in capital in excess of par value $ 7,980 $ 7.980 $ 7,980
Retained earnings $ 9,048 $ 9182 $ 11,691

Total shareholders' equity 517,043 § 17,177 $ 19,686
Total Habilities & shareholders’ equity $ 27,939 $ 31,420 $ 35,120
Number of shares outstanding 1,491,662 1,491,662 1,491,662

 Becured by accounts receivable.

b To avoid a penalty for underpayment of income taxes, Flash made equal estimated tax payments quarterly on the
i5th of April, June, September, and December of each year. The total of these four quarterly payments was
required to equal at least the lesser of (a) 90% of the taxes that would actually be incurred in the same year, or

(b) 100% of the taxes due on income of the prior year,

HARVARD BUSINESS SCHOOL | BRIEFCASES



4230 | Flash Memory, Inc.

Exhibit3 Key Forecasting Assumptions and Relationships for 2010 Through 2012

Line Item

Assumption or Ratio

Cost of goods sold

Research and development
Selling, general and administrative
Interest expense

Other income (expenses)

Cash

Accounts receivable

Inventories

Prepaid expenses

Property, plant & equipment at cost
Accumulated depreciation

Accounts payable
Purchases

Accrued expenses
Income taxes payable
Other current liabilities

81.10% of sales

5.0% of sales

8.36% of sales

Beginning of year debt balance x interest rate
$50,000 of expense each year

3.3% of sales

60 days sales outstanding

52 days of cost of good sold

0.4% of sales

Beginning PP&E at cost + capital expenditures
Beginning A/D + 7.5% of beginning PP&E at cost

30 days of purchases

% of cost of goods sold
0.73% of sales
10% of income taxes expense
0.62% of sales

BRIEFCASES | HARVARD BUSINESS SCHOOL
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Star Appliance Company (A)
M

Arthur Foster, the financial vice president of Star Appliance Company,
thought that the opportunity had finally presented itself. Since joining the
company in early, 1978 he had been concerned about the discount rate
(also called the hurdle rate) used in the capital-allocation process. He had
not wanted to create a controversy immediately after accepting his posi-
tion, but now in early October 1979, with the company considering a move
into new products, he thought that the time had come for discussing the
company’s required rate of return on investment (frequently referred to as
the cost of capital).

History of Star Appliance Company

Star Appliance had been founded in 1922 by Ken McDonald to manufac-
ture electric stoves afid_ovens. During the prosperous 1920s, the demand
for electric stoves and ovens as replacements for wood- and coal-burning
stoves increased, and Star became a respected brand name and the market

leader. Capitalizing on this success and-the burgeoning equity market dur- -

ing the 1920s, Mr. McDonald financed the rapid growth of the company
through the sale of common stock. This move proved to be farsighted. The
company was able to enter the Depression with a debt-free balance sheet.
Many firms, plagued with dwindling sales and poor or nonexistent profits,
had defaulted on their debts and were forced into bankruptcy and eventu-
ally out of business. Star suffered severely during the Depression, but was
able to survive by significantly reducing its operations and concentrating
its sales efforts on the least affected part of the market, the premium end.
As a result, Star remained alive and viable, emerging at the end of World
War II with a smaller base of operations, a strong balance sheet, and a well-
established reputation in the marketplace.

In the ensuing three decades, the company grew and prospered. Star
continued to concentrate on the premium market and over the years

This case was prepared as a basis for class discussion rather than 1o iljustrate either effective
or ineffective handling of an administrative situation. Copyright ® 1979 by the University of
Virginia Darden Schoo! Foundation, Charlottesville, Virginia. All rights reserved.
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PART 4 REQUIRED RETURN ON INVESTMENT—COST OF CAPITAL

expanded its product line, Continuing its focus on kitchen appliances, Star
first added gas ranges to its products, followed by a line of refrigerators.
Microwave ovens were the company's newest product. The company's
markéting program emphasized the sale of new appliances as replacements
for older models, rather than targeting the market for installations in newly
constructed dwellings. This strategy provided some protection from the
vicissitudes of the highly cyclical housing industry.

As for financing, Mr. McDonald believed he had learned a valuable
lesson from the Depression and had continued to keep debt financing 1o a
minimum. Although he retired from active management in 1963, his phi-
losophy concerning the capital structure had become well ingrained.
Through its period of growth, the company had relied solely on equity to
finance itself. In fact, Star's premium image had allowed it to price its
products 1 command a higher margin than could its competition; as a
result, all of Star’s equity financing had come from its profits—additions
to retained earnings.

Furthermore, Star maintained a liquidity reserve of cash and market-
able securities. During seasonal and cyclical slumps, the company had been
able to draw on this reserve, eliminating the nced to borrow. In part because
of this solvency, Star had been able 1o maintain a stable work force, which
management believed contributed to its superior labor productivity. On the
few occasions when the growth of the company had been limited by the lack
of internal funds, Star had temporarily reduced its liquid reserve to provide
the necessary {inancing. Only three times since the end of World War Il had
this reserve not been large enough, and Star had sold new equity. These
marketing and financial strategies had created a strong company whose
stock in 1978 was widely held by the investing public. The most recent
financial statements for Star are shown in Exhibits 1 and 2.

Despite Star’s previous growth, management believed that growth n
the current product lines had slowed. Exhibit 3 provides 5-year forecasts
for Star’s earnings, assuming no significant changes in the current product
lines. However, Star's president, Chris Wecks, who had originally joined
the company in 1955 as a sales representative, believed real growth would
come only with the addition of new products. Mr. Weeks believed that, in
order for Star to capitalize on its market reputation and brand-name recog-
nition, any new products should be kitchen oriented.

Evaluating Product Expansion

The desire to expand the product line was als¢ a response to a general
industry slump. Despite Star’s continued growth in sales and profits during
a period when its competitors’ sales and margins declined, Star's stock
price had fallen. Management believed the company’s stock price had been
adversely affected by the industry's problems. It was thought that the
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STAR APPLIANCE COMPANY (A)

introduction of new products might provide an impetus to the stock mar-
ket, thus increasing the company's price/earnings (P/E) ratio back to its
nomal levels,

Three new product lines had been proposed—a dishwasher, a food
disposer to be installed in kitchen sinks, and a trash compactor. The mar-
keting department believed that each of these products had good sales
potential and would fit with the company image of high-quality, premium-
priced kitchen products.

Each of the three projects had been analyzed following the require-
ments of Star’s capital-allocation process. Like most projects at Star, these
had originated in either the marketing or manufacturing departments. For
each, the costs, benefits, expected lives, and terminal values had been deter-
mined. The results of the analysis for each project are shown in Exhibit 4.
Using Star’s marginal tax rate, the after-tax cash flows were used to calculate
the internal rate of return (IRR) for each project. Following Star’s usual
procedures, the IRR would then be compared with the company’s 10-per-
cent discount rate. Star’s management would accept projects whose IRR
exceeded the discount rate as long as funds were available. In years when
capital was short, projects with the highest IRRs were implemented, and
lower retum projects were postponed until funds became available.

Several parts of this process troubled Mr. Foster. First, he was con-
cerned about the appropriateness of the 10-percent required rate of return.
When he joined the company, he had asked about the source of the rate, but
no one seemed to be able to givg a precise reasan for it. The best he could
determine was that the return on equity seemed to have been about 10
percent during the period when the capital-budgeting system was being
established, and since that time, the 10-percent rate bad been used. )

Mr. Foster was convinced that the discount rate was too low. The
interest rate on various U.S. Treasury securities is shown in Exhibit 5.
Treasury bills had recently exceeded 13 percent, and one study* showed
that common stock historically had a return of about 8.5 percent above the
average return on Treasury bills and 6 percent above longer term Treasury
securities. He was certain that Star’s projects were more risky than Treas-
ury bills, and thus the projects should have a higher expected retum if they
were to be accepted. On the other hand, Mr. Foster did not believe that
Star's stock was as risky as the average common stock. This suggested to
him that the full market risk premium wouid not be expected by investors
in Star’s common stock./

At the manufacturing company where Mr. Foster had worked before
ioining Star, a dividend-growth model had been used in calculating the

'Roger G. Ibbotson and Rex A. Sinquefield, Stocks, Bonds, Bifls and Inflation: Historical
Returns (1926-1978) (Charlottesville, Va.: The Financial Analysts Research Foundation,
1979).
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cost of equity. This model (Di/P, + g = K.) described the return expected
by the shareholders (X.) from investing in the company’s common stock as
a combination of the next dividend (D)), current market price (Po) [the
dividend yield (D:/Po)], and the {orecasted long-term growth in dividends
(g). Star’s current stock price was $22.50, and the company’s management
and board of directors intended to continue its policy of maintaining or
slightly increasing dividends. Information about Star’s historic dividends,
along with other information about Star’s stock and the stock market, can
be found in Exhibit 6.

Because Star had only short-term debt, Mr. Foster did not believe
he should consider the cost of debt in calculating the return required by
Star’s capital providers. However, there was one thing that perplexed
him. If an ali-equity-financed firm was less risky in economic downturns,
why would its required cost of capital be higher? it was obvious that debt
cost less than equity (especially after taking taxes into account) and that
the use of debt would reduce a company’s overall average required rate
of return.

In his review of the discount rate and capita! providers’ required rate
of return, several other questions occurred ta Mr. Foster. First, was infla-
tion adeguately accounted for in Star’s present system? Mr. Foster believed
that the rates on U.S. Treasury securities (Exhibits 5 and 6) included a
return to offset expected inflation, but was thal enough? - <

Second, Mr. Foster wondered whether Star management should
accept projects that just met the required rate of return, or only those that
exceeded it by a margin of safety. Some of the forecasts had, in the past,
exceeded the results. Perhaps the required rate should be raised to com-
pensate for poor forecasts. Furthermore, Star, like other U.S. companies,
had increased its investment in safety and environmental projects to sat-
isfy the U.S. government’s increased requirements. Like most companies,
Star categorized these as nonproductive investments; investments with no
return. The discount rate, Mr. Foster believed, should certainly be
increased to cover those investments, for failing to do so would guarantee
that Star would eamn less than its required rate, and shareholders would be
hurt.

Finally, the staff making the forecasts for the three projects believed
that two of the projects were riskier than the other one, because they
required new_plant and equipment that would add appreciably to fixed
costs. In downtums, or if the projects proved unsuccessful, they could cost
Star more. Some of the staff thought that the rate required should be
increased to compensate for risk. Others argued that the more risky proj-
ects should be evaluated on the basis of their strategic importance and that
the rate used was irrelevant: the company should accept the sound strat-
egy. One young analyst contended that, if different rates were used for
different projects, ihe company would be mixing the financing and
investment decisions—something that should not be done.
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STAR APPLIANCE COMPANY (A)

Conclusion

As Mr. Foster began to investigate Star’s capital providers' required rate of
return in developing a new discount rate, one contingency troubled him.
Although Star had recently built up its liquid reserves in the expectation of
launching some new products, whether all three of the products could be
financed internally was guestionable, He expected that depreciation would
nced to be reinvested to maintain Star's current production facilities.
According to the marketing department’s sales projections, he would have
about 312 million from operations in 1979. In addition, he thought he could
get from $15 to 320 million by reducing cash and marketable securities. If
all three projects were approved, he could need as much as $40 million in
external financing. Even if management decided to approve only the new
dishwasher project, Star would require $3 million in new funds. Because of
the strong financial position of the company, Mr. Foster was certain that he
would be able to sell a reasonable amount of new equity, to net, after issue
costs, about 95 percent of the current market price. He was not certain how
or whether the issue costs should be included in his evaluation of the com-
pany’s required rate of return.

Star Appliance Company (A}
EXHIBIT { « Statements of Consolidated Income
(thousands of dollars, except per-share data)

Year Ended Year Ended
December 31,1977 December 31, 1978

Net sales $248,505 §269,787
interest 2,065 3,126
Miscetlancous 242 265
Totat income 250,812 273,178

Cost of praducts sold (160,021} (173,338)
Selling, administrative, and general expenscs {36,533) {41,079)

Totzl costs and expenses (196,554} (214,417)
Income before income taxes 54,258 58,761

Federal and state income Laxes {25,653) (28,303)
Net income $28,603 $30,458
Net income per share of common stock $2.13 $2.27

Dividends per share of comman stock $1.45 $1.52
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Star Appliance Company (A)
EXHIBIT 2 - Statements of Consolidated
Financial Condition (in thousands)

December 31, 1977  December 31, 1978

Assels
Cash $ 2,122 § 2430
Marketable securities, including certificates of 27,209 37,759
deposit—at cost (approximately market)
Trade accounts receivable, less allowance (S160,000) 15,577 17,333
Inventories
Finished appliances 11,323 11,302
Work in process 13,527 13,100
Materials and supplies 8.309 6,930
Total inventories 33,159 31,332
Deferred federal taxes on incame 1,536 1,747
Total current assels 79,603 90,601
Other assets 495 818
Property, plant, and equipment
Land 713 713
Buildings and improvements 36,024 36,185
Machinery and equipment 76,879 79,411
Construclion in progress 1,372 5,430
Less allowances for depreciation {58,699) {62.610)
Net property, plant, and eguipment 56,289 59,129
Total assets £136,387 $150,548
Licbilities and Sharegwners® Equity
Trade accounts payable S 2860 s 3,287
Compensalion to employees 4,040 4,473
Misceltancous accounts payable 2,122 1,778
Accrued local taxes 1515 1,699
Accrued habilities 2,742 2,961
Federal and state 1axcs on income 5634 1,17
Total current habilities 18,913 21,315
Deferred federal taxes on income 4,349 5,666
Sharcowners’ equily
Commeon stock (13,314,268 shares issued, 27,835 27,835
including shares in treasury)
Retained eamings 86,343 96,298
Luss cost of shares of common stock in treasury { 1.053) { 566)
Total equity 113,125 123,567
Tota! lizbilities and sharcowners’ equily $136.387 S150,548
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STAR APPLIANCE COMPANY (A)

Srar Appliance Company (A}
EXHIBIT 3 « Forecast of Earnings, Sales, and Dividends from
Continuing Operations (in thousands, except per share)

Dividends
Sales Profit after Tax per Share
1979 §297.734 £34,375 $1.64
1980 307,000 35,500 1.70
1981 317,000 36,500 1.75
1982 326,000 37,300 .80
1083 334,000 38,000 1.85
Srar Appliance Company {A)
EXHIBIT 4 » Projected Cash Flows (in thousands)
Food Waste Trash

Costs Dishwasher Disposal Compacior
Addition to plant s 7,000 $ 1} $ 3,000
Production equipment 21,500 13,600 10,000
Installation of equipment 1,500 400 1,000
Initial promotion expenditures 5,000 1,008 8,000

Tota! cosis §35,000 $15,000 $22,000
Expected project lile® 15 years 15 years 15 years
Expccted net eash flow afier taxes
Year ! S 1,000 $ 100 S 400
Year 2 4,000 500 1,300
Year 3 8,000 1.000 3,000
Year 4 11.000 1,650 4,500
Year 5 and subsequent years 1 £,000 3.000 5,500
Terminal value® S 0 s 0 S 0
Internal rate of rcturn 20.8% 10.6% 15.2%

7=

g " . s

“Actually. the marketing department projected sales beyond 18 vears: however, the engineeting s1all predicted thar, au
best, the equipment would tast 13 years before # would need 10 be completely replaced. Thus. to be conservative, the
projections had included no 1erminal value,
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Star Appliance Company (A)
EXHIBIT 5 » U.S. Treasury Security Yields, October 25, 1979

Term Yield

3 months 13.04%
6 months 13.54

{ year 13.35

2 years 12.53

3 years 11,97

5 years 11.31

7 years 11.15
10 years 10.97 «
20 years 10.43 7
30 years 10.28
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Star Appliance Company (B):
January 1985

In 1982 Star Appliance expanded its business by purchasing a company
that made machines to clean fruits, grains, and vegetables for market.! The
firm, Rhinescour Company, was located near Star’s headquarters in
Nebraska and had been managed into mediocrity. The quality of its man-
agement, along with the state of the U.S. farming economy, made the price
very low. Star management considered its purchase a good investment
and, because Rhinescour’s continuation ensured jobs in the area, a local
community service, To make the purchase, Star contracted long-term
debt—for the first time in the caompany’s history— $17.8 million.

"7 In January 1985, Arthur Foster, Star’s treasurer, realized that he had
not reevaluated Star’s cost of capital since taking on the debt. He won-
dered what changes the debt had caused. Mr. Foster found that the com-
pany was considered more risky since he had begun to deal with lenders, a
new experience for him.

The more he worked to develop a new corporate discount rate, the
more concerned Mr. Foster became about Star Appliance’s required rate of
return. When he had been in business school 25 years earlier, there had
been only two methods for estimating the required retumn on equity: the
price/earnings ratio (the implicit cost of capital) and the dividend-discount
model. Many of Star's recently hired MBAs said the best method to use
was a capital-market equilibrium approach called the capital asset pricing
model (CAPM). Mr. Foster was determined to explore all the alternatives
before settling on one method to use in future discount-rate revisions.

Two issues were being discussed among the staff and needed to be
rzsolved. Some of the younger staff members, along with Mr. Foster, ques-
tioned whether the company's present discount rate, given the debt pic-
ture, accurately reflected capital costs. Some also wondered whether one
discount rate should apply to all projectsi.Several suggested that different
discount rates should be used with different kinds of investments. The

This casc was prepared as a basis for class discussion rather than to iflustrate cither effeetjve
ar ineffective handling of an administrative situation, Copyright & 1983 by the University of
Virginia Darden Schoo! Foundation, Charlottesville, Virginia. All rights reserved.

' Background about Star Appliance Company is found in “Star Appliance Company (A).™
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point had come up in connection with a discussion of whether to develop a
market for new crop dryers or increase plant space for the production of
refrigerators.

Cost of Equity

Debbie Schofield, assistant to the corporate treasurer, was one of the more
vocal advocates of multiple discount rates and using the CAPM for detes-
mining the required return on equity for various projects. “The projected
return of the project,” she said, *‘should be set off against its risk to deter-
mine value, and the CAPM does that and does it well. We've had lots of
experience calculating betas and the risk-free and market rates of return,
That makes the CAPM easy; anyone can use it.”

As its measure of risk, the CAPM used beta (B), the relative volatil-
ity of a security’s return in relation to all other assets. A security’s beta
represented expected risk, but was often estimated by fitting a least-
squares regression, also called the market model, to a series of returns for
the total market and for an individual stock over the most recent 5 years.
If a security's returns moved less than those of the market as a whole, its
risk would be deemed lower than average and its beta would be less than
1.0; if its movement was greater, ils beta would be greater than 1.0.
Using a beta, the return expected for the market, and that expected for a
risk-free assel, one could estimate a security’s expected return on equity
from the CAPM equation:

R.f= RI+ B.r {Rm — Rp)
where:
R; = the expected total rate of return for a security ()

Ry = the risk-free rate of return, for which analysts often used a U.S.
Treasury security rate

B, = the variability of total returns for a security (J) relative to thosc
of the market, called the security’s beta
R., = the expected total rate of return for the market. Analysts often

used a broad market index, such as Standard & Poor’s 500 Index,
a5 a proxy

Exhibit | provides the betas, profitability ratios, and other pertinent
data for firms in the home-appliance and agriculturai-machinery indus-
tries. Exhibit 2 provides information on Star’s stock performance and that
of the S&P 500 Index.
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To use this model, Mr. Foster would need estimates of expected mar-
ket returns. He sought help from Star's bankers. Sam Ralfson, his primary
contact at Kennelworth Bank and Trust, sent the letter shown in Appendix
A in response to Mr. Foster’s inquiry. This letter provided some direction
in determining what rate to use for the market’s expected return (Rn). As
for the risk-free rate (Rr), the consensus among Mr. Foster’s staff seemed to
be that they would use the yield on a Treasury security (see Exhibit 3), but
there was little agreement on which security offered the best proxy. Mr.
Foster believed that the decision boiled down to choosing the security with
the least risk (very short-term) but one that incorporated the inflation
expected over the investment's life.

Mr. Foster wanted to compare the CAPM estimate with those made
from the implicit and dividend-discount models. He also wanted to under-
stand how increased debt affected the required return on equity using each
of the models.

Once he had determined Star’s capital providers' required return, Mr.
Foster knew he would need to deal with the issue of multiple discount rates
that Ms. Schofield had originated. Her initial arguments for multiple rates
seemed overwhelming. She said, “It is obvious that different degrees of risk
should be reflected in the expected returns of the projects, just as riskier
stocks and bonds typically yield higher returns.” She questioned whether it
was rational for Star to expect the same 10-percent rate of return from both
a relatively risk-free project and a riskier one. By applying the same discount
rate to both types of projects, the riskier one, which typically would have the
higher expected rate of return, would appear disproportionately attractive.

The arguments against the use of multiple discount rates, however,
presented by Jude Weathers, another member of the finance staff, were
also compelling. Mr. Weathers said, “To me it is obvious that, given the
fungibility of capital, the company should seek to invest where the
expected returns are best. Less profitable projects should receive less fund-
ing. That was the reason behind establishing a single discount rate in the
first place. The corporation is financed as a whole, not by product lines,
divisions, or projects.”

Ms. Schofield had disagreed, stating her belief that a properly applied
multiple-discount-rate system would help ensure that Star remained con-
servative by “scientifically allocating funds to projects with various
degrees of risk.” As a result of this conservatism, if the company were to
decide at some point to contract more long-term debt, lenders would be
willing to supply funds at better rates. Similarly, she said, stockholders
would be more willing to pay more for shares. The price/feamings (P/E)
ratio might fall farther than at present, she warned, if riskier projects were
accepted with too little consideration for their relative rates of retumn.

Mr. Foster was concerned about how risk and discount rates were
related. He believed his staff had already accounted for risk, in an intuitive
sense, by adjusting the cash flows on the returns of riskier projects, but he
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appreciated Ms. Schafield’s approach, which he believed made the analysis
systematic.

Ms. Schofield suggested that the same conclusion could be reached
from a different angle. The company was historically conservative, in that
it had until recently been entirely equity financed. Even now, the ratio of
debt to total capital of 9.5 percent was below the industry average. “*Maybe
Star was too conservative in using costly equity on relatively risk-free, low-
return projects,” she said. A multiple-discount-rate system that used mod-
emn portfolio theory techniques such as the CAPM to determine the capital
providers’ required return for various divisions or projects might allocate
those costlier funds more scientifically. “Perhaps,” she suggested, “we
could use a method like the one used by Kennelworth Bank. They combine
the CAPM, or at least the beta, and the dividend-discount model to deter-
mine whether a stock is fairly valued. Maybe we could do something sim-
ilar in ranking our projects.”

In discussing Ms. Schofield’s proposal, the staff had raised several
questions. If Star were to use different discount rates for each division or
project, how would the required rates of return be estimated? How would
the required return on equity be estimated for divisions of companies and
projects that are not publicly traded? If beta were used to determine the
equity cost or in a method similar to Kennelworth Bank’s, how could a
beta be determined for a division or project? What was to be done about
weighting debt and equity? The debt question was especially important at
Star, because all financing was done at the corporate level; divisions had
no long-term debt.

Mr. Weathers strongly disagreed with Ms, Schofield’s total approach.
He said, “Risk should be accounted for by presenting best-and worst-case
scenarios for all projects and, as we already do, by making conservative
cash-flow forecasts. The use of divisional or project discount rates would
be redundant at best, and at worst, could prematurely discourage consider-
ation of riskier projects.” While several staff members supported his
approach, one said, 'In my opinion, we should forecast a number of differ-
ent scenarios and discount each at an appropriate hurdle rate. Use a differ-
ent rate for each scenario.”

The Decision

As Mr. Foster thought about the diverse opinions expressed by his staff, he
knew he had to deal with three issues. First, what effect did debt have on
Star’s required rate of return on capital and how should that effect be
determined? Second, should the CAPM be used to evaluate Star’s required
return on equity? Third, should Star use multiple discount rates for future
capital-budgeting decisions, and if so, how should the rates be determined
and used?



STAR APPLIANCE COMPANY (B)

Mr. Foster analyzed Star's position and the arguments for and against
the CAPM and multiple discount rates in light of two strategic moves Star
management was contemplating: increasing plant capacity to produce
more refrigerators in an attempt to increase market share, and expanding
the operations of Star’s 1982 acquisition into a new product, grain dryers.
A net present value of zero was expected at 14.5 percent for the refrigera-
tor project, and Rhinescour Division’s vice president said he expected a
zero net present value at 17.2 percent on the dryer project. To Mr. Foster,
however, the retums on this latter project would clearly be highly influ-
enced by the state of the economy and farm prices. Intuitively, he believed
that the first option was less risky than the second, but the potential
rewards of the second were enlicing.

Mr. Foster weighed the advantages and disadvantages of the CAPM
and then, using the company’s financial data provided in Exhibits 4 and 5,
studied the effects of the company's long-term debt on its required return
on capital. {The current long-term debt consisted of a promissory note with
g variable interest rate, on which the company was currently paying 12.20
percent. Rates on various forms of public debt are shown in Exhibit 6.)
Mr. Foster wanted to determine Star's required return on capital at its
current ratio of debt to capital and if the company were to borrow up to
the industry average of 19 percent.

Mr. Foster then attempted to apply his findings to the issue of multi-
ple discount rates. As he did so, several questions arose:

1.  Once a base rate was calculated for the least risky projects, could
higher rates be scientifically determined for consistent use on other
projects, or should rates be varied for strategic reasons?

2.  Considering the controls already in place, would the use of multiple
rates avercompensate for risk? Should multiple rates replace those
controls?

3. Would multiple discount rates lend a greater sense of conservatism
to the company?

4. Would the use of multiple discount rates mix the investment deci-
sion with the financing decision?
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STAR APPLIANCE COMPANY (B) 247

Star Appliance Company (B)
EXHIBIT 2 + Historical Company and Stock Market Data

Stock Star Stock Star
Marker Price  Appliance Co. Market Price  Appliance Co.
Index® Marker Price Index” Market Price
Year/Month 1943=10 Changes® Year/Monih 1943=]0 Changes®
1979 ! 99.93 21% 1982 ! 120.40 (4. 7%

2 06.28 1.4 2 113.11 {2.2)

3 101.59 1.1 3 111,96 7.3

4 101.76 84 4 116.44 4.3

5 99.08 (8.2) 5 111.88 54

6 102.91 9.2 6 109.61 9.7

7 103.31 (1.0) 7 107.09 3.6

8 109.32 2.3 8 119.51 19.1
9 109,32 6.5 g 120.42 (2.0)

10 101.82 (7.3) 10 133.71 10.3

11 106.16 (5.0} 11 138.54 3.7

12 107.94 9.2} 12 140.64 1.6

1980 1 114.16 29 1983 1 145.30 8.3
2 113.66 (4.6) 2 148.06 [6.0

3 102.0% (4.8) 3 152.96 1.3

4 106.29 2.6 4 16442 18.1
5 111.24 7.8 5 162.39 3.1
6 1§4.24 8.3 6 168.11 {71.0)

i’ 7 121.67 0.6 ) 162.56 9.7
3 122.38 (5.7 g 164.40 {17.5)

9 12546 2.3 9 166.07 3.0
10 127.47 2.3 10 163.55 {44.8)

1 140.52 (5.8) 11 166.40 5.8
12 135.76 {L.7) £2 164.93 3.3

19‘81 | 129.55 (0.2) 1984 1 163.41 gl.6
2 131.27 4.5 2 157.06 6.7)

3 136.00 13.5 3 159.18 i4
4 132.81 (t.1) 4 160.05 (4.3)
3 132.59 (3.3} 5 150.55 {11.6)

. 6 131.21 4.0 6 153.18 3.0
7 130.92 (2.9) 7 150.66 2.0

8 122.79 (1.9) 8 166.68 11.3

9 116.18 (6.3) 9 166.10 9.6
10 121.89 1.4 10 167.42 (1.6)

11 126.35 14.4 11 163.58 1.6
12 §22.55 {10.2) 12 167.24 (4.0)

“Standard & Poor's 500 Index as of lash trading day of cach month,
"Siock price at end of £984 was 561.29.
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Star Appliance Company (B)
EXHIBIT 3 « [U.S. Treasury Security Yields (end of quarter)

Year! 3-Month &-Month 5-Year 7-Year 10-Year

Quarter Bill Biil Naote Note Bond

1982 1 13.04% 14.12% 14.11% 14.07% 13.99%

2 11.97 [2.52 13.78 [3.81 13.69

3 8.66 10.20 12.72 12.86 12.77

4 8.51 9.00 10.47 10.77 10.69

Maonthly average 11.09 12.00 13.11 13.22 13.18
1983 1 8.15 8.38 9.92 10.14 10.24
2 8.91 9.23 10.49 10.77 10.79

k) 9.56 10.10 .71 11.88 11.92

4 9.17 9.56 11.40 11.51 11.58

Monihly averape 8.83 9.18 10.79 10.94 11.01
1984 1 9.47 9.89 11.80 11.99 12.04
2 10.08 11.25 13.65 13.73 13.78

3 11.00 11.44 12.74 12.82 12.76

4 B.68 9.14 11,25 11.53 11.50

Monthly average 9.8% 10.44 12.28 12.45 §2.45

Soucce: dnalyncal Record of Viekds ard Yield Sprecds (New Yorke Salomon Brothers, 19831
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STAR APPLIANCE COMPANY (B} 249

EXHIBIT 4 - Statements of Consolidated Income (dollars in thousands, except per-share data)

1979 1980 1981 1982 1983 1984

Income

Net sales

Interest

Miscellaneous

Tolal income
Cost of products sold
Operating profit

Selling and administralive
Interest expense

Income before 1axes
Federal and state taxes

Net tncome
Net income per average share
Dividends
Average dividend yield
Average P/E ratio

$302,670 5286,346 $339,169 $352,647 $477,590 §514,048
5.516 6,549 10,153 7,603 6,505 6,207
140 457 737 155 1,039 1,167
308,326 293,352 350,059 361,005 485,134 521,422
(195207) (189,704) {233.854) (237,053} (309,002) (337,413)
113,119 103,648 116,205 123,952 176,132 184,009
(44,744) (50,415}  (59,383) (66,988)  (81.802) (87,598)
0 0 0 1.682 3,538 3.136
68,375 33,233 56,822 55,282 90,792 93,275
(31.250) _(24,108) (25.481) _(25,600} (42,240}  (42.800)
$37,125 829,125  $£31,341 §29,682 $48,552 550,175

§2.58 5202 $2.18 §2.06 $3.38 33.51
$23,002 522926  $25,110  $23,802 $29,%991 §32,697
6.7% T.1% T.1% 5.4% 4.4% 4.6%

9.2X FLOX 11.2X 149X 14.1x 14.0X
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Star Appliance Company (B)

EXHIBIT 5 - Consolidated Statements of Financial Condition (dolars in thousands)

1979 1930 1981 1932 1933 1984
Assels
Current assels
Cash $ 2,653 S5 3303 § 3259 § 3413 5 5262 5 4800
Short-lerm investments 47,036 47,625 45,587 37 47,315 35,482
Prepaid pension 2,460 6,150 9,180 9,600 6,800 2,000
Accounls receivable, net 18,967 20,977 16,754 30,892 38,313 37,630
Inventorics 31,941 41,397 40,819 50,504 60,518 62,147
Deferred taxes 1,620 1] 0 0 0 1.913
Total current assets 104,677 119,452 115,599 131,600 158,208 144,042
Other assels
Marketable sccurities 0 0 0 0 0 9,758
Prepaid pension 0 0 1,079 4,000 12,000 16,800
Miscellancous 728 1,685 1,113 1,770 2,200 3,854
Total other assats 728 1,685 2,192 5,770 14,200 30,412
Property, plant, and cquipment
Land 708 1,241 1,018 1,686 2078 2,224
Buildings and improvements 41,511 44,782 43,462 46,631 48,794 51,398
Machinery and cquipment 83.737 33.678 101,860 113,048 122,674 133,772
125,956 139,701 146,340 161,365 173,546 187,394
Less depreciation (65,242)  (67.899) {74,709} (79,344) {88,274) {98.120)
Total property, plant, and equipment 60,714 71,802 71,631 82,021 85,272 £9.274
Total assels $S166.119 $192,939 $189,422 $219,391 $257.680 5263.728
Liabilities and Shareholders’ Equity
Curreal liabilities
Accounts payable $ 7.173 S 9,093 5 4,553 810076 S 16106 5 13,066
Compensation to employces 5,600 6,171 6,871 8,301 9,238 10,077
Accrued liabilitics 5,127 6,188 6,078 8,155 11,243 12,763
Federal and state taxcs 7,523 3,954 1,315 2,609 6,317 5,539
Dcferred taxes 0 4] 2.322 2,079 1.418 0
Total current liabilitics 25,423 25,506 23,13% 31,220 44,322 41,447
Deferred 1axes 6,784 8.029 10,867 8,385 13,011 16,493
Long-term debt ] 0 0 17,797 19,351 19,417
Sharcholders' equily
Common stock
Autharized—20,000,000 sharcs
Issucd—14,382,518 shares 26.840 28,765 28,765 28,765 28,765 28,763
Additiona! paid-in capital 0 17,368 17,579 17,078 17,084 17.070
Rectained carnings 109,154 115,353 121,584 127,464 146,025 163,823
Total sharcholders® equity 135,994 161,486 167,928 173,307 191,874 209,658
Less treasury siock (2.082) (2,082) (12.512) {11.318) (10.878) {23.287)
Net sharcholders” equity 133,912 159,404 155,416 161,980 S180,996 $186,37
Total liabilitics and sharcholders’ equity  $166.119  $192.939  $189.422  $219,391 §257.680 $263.728

-
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EXHIBIT 6 + Inicrest Rates on Debt of Different Qualities

STAR APPLIANCE COMPANY (B)

Corporate Bonds Prime 90-Day 7-Year
Lending Treasury Treasury
Year/Quarter Aaa Boa Rate Bills Notes
1982 1 14.58% 16.82% 16.50% 13.04% 14.07%
2 14.81 16.92 16.50 11.97 13.81
3 12,94 15.63 13.50 8.66 12.86
4 11.83 14.14 11.50 8.51 10.77
1983 1 11.73 13.61 10.50 8.15 10.14
2 11.74 13.37 10.50 891 10.77
3 12.37 13.55 11.00 9.55 11.88
4 12.57 13.75 11.00 917 11.51
1934 i 12.57 13.99 11.21 9.47 11.99
2 i3.55 12.66 12,60 10.08 13.73
3 [2.66 14,35 12.97 11.01 [2.82
4 12,13 13.40 11.06 B.68 [1.53

Source; Federal Rexerve Bullerin, 15983,
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Appendix

To: Mr. Arthur Foster
Financial Vice President, Star Appliance Company

From: Sam Ralfsen
Kennelworth Bank and Trust

Date: January 3, 1985

You asked us to provide you with an estimate of the return expected for
the market. Unfortunately there is no single estimate (or even definition of
the market), but rather, various estimates made by various groups. On
Wall Street Week's year-end program, one analyst was predicting that the
Dow Industrial would go from its level of about 1,200 at the end of 1984 t0
1,500. Another believed the U.S. deficit would take it 100 points below its
current level by year's end.

Over history, the market has yielded from —26.5 percent to 54.0 per-
cent, but the geometric average was 9.5 percent from 1926 to 1984. As
shown in Exhibit A-1, the realized market returns have been quite varia-
ble. However, some of our analysts find the long-term average a reasonable
estimate since, they believe, time averages out the extremes.

The analysts in our [nvestment Analysis and Advisory Group prefer
another method. They use a combination of the dividend discount model
and a measure of risk called beta to forecast and evaluate expected returns
from almost 500 common stocks.

Their first slep is to forecast the dividends they anticipate from each
company for at least 15 years. [ have attached a chart (Exhibit A-2) they
used to explain their method to me. They go about forecasting dividends
by looking first at the basic sources of the company’s earnings—its mar-
kets, products, and competitors—as well as its costs. Using their carnings
forecasts and estimates of dividend payout ratios, they determine each
company’s dividend payments over three periods: for the next few years
(usually 5) in detail; for a time of earnings and dividend growth (the ana-
lyst determines how long this period will be); and when the company is
mature, with a final, low rate of growth in eamnings and a higher payout
ratio.

253
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154 PART 4 REQUIRED RETURN ON INVESTMENT—COST OF CAPITAL

As you can see, this is just a more detailed version of the dividend
discount model you told me Star has used to estimate its cost of equity.
The model assumes that as companies mature they have more cash avail-
able than they need and can thus increase dividends.

Once the dividends have been forecast, they are compared to the
stocks' current market prices, and rates of return (sometimes called inter-
nal rates of return) are calculated. The analysts then compare the expected
return (the intemnal rate of return) with the beta for each stock.

By the way, the analysts tell me they buy their beta estimates from
what they call a “’beta service.” These betas, they say, are calculated over 5
years of history and are adjusted for some statistica! problems, but are
quite similar to a simple regression historic beta. The expected returns and
betas for each stock are plotted on a graph like that shown in Exhibit A-3.
A line of best fit is drawn, or calculated using a regression package like that
provided with most computer spreadsheet models such as Lotus 1-2-3, and
the market's expected return is derived by looking at the return expected
for a stock or portfolio with a beta of 1.0.

Star Appliance Company (8)
EXHIBIT A-1 + Basic Series: Total Annual Returns, 1926-1984

i Guomelric | Asthmelic | Standard L
Series Moean Msan Deviation Distribution
Common Stocks 9.5% 11.7% 21.2%
sxll
Small Stocks 12.4 182 36.3
’
Long-Term
Caorporaie Bands 4.4 4.6 7.6
Long-Temn
Govemment Bonds 7 39 75
U. 8. Treasury
Bills 3.3 3.4 33
Inflation 3.0 az 49
Littoversloigrieetd
-80x Ox +90x -

Source: Siocks, Bonds, Bills, & Inflotion 1983 Yeardock {Chicago; Ibbelson Associates, 1985).
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Star Appliance Company (B)
EXHIBIT A-2 » Data for Present Value Calculation

Earnings or Dividands per Share

Al

Growth Slowing

Payout Growing

Mature; Growth
Low and Level

T ———————————— WA TP

High Growth Rate Maturing; Growih Slowing

Years {?) Years (7) Years (7}
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Star Appliance Company (B)
EXHIBIT A-3 » Expected Value
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The Jacobs Division
M

Richard Soderberg, financial analyst for the Jacobs Division of MacFad-
den Chemical Company, was reviewing several complex issues relating to
possible investment in a new product for the following year, 1984, The
product, a specialty coating material, qualified for investment according to
company guidelines. Mr. Reynolds, however, the Jacobs Division man-
ager, was fearful that it might be too risky. While regarding the project as
apn attractive opportunity, Mr. Soderberg believed that the only practical
way to sell the product in the short run would place it in a weak competi-
tive position over the long run. He was also concerned that the estimates
used in the probability analysis were little better than educated guesses.

Company Background

MacFadden, with sales in excess of $1 billion, was one of the ten largest
chemical companies in the world. Its volume had grown steadily at the rate
of 10 percent per year throughout the 1960s and until 1973; its sales and
earnings had grown even more rapidly. Beginning in 1973, the chemical
industry began to experience overcapacity, however, particularly in basic
materials, which led to price cutting. Also, more funds had to be spent in
marketing and research for firms to remain competitive. As a consequence
of the industry problems, MacFadden achieved only a modest growth of
4 percent in sales in the 1970s and experienced an overall decline in prof-
its. Certain shortages began developing in the economy in 1982, however,
and by 1983, sales had risen 60 percent and profits over 100 percent as the
result of price increases and near-capacity operations. Nevertheless, most
observers believed that the “shortage boom™ would be only a short respite
from the intensely competitive conditions of the last decade.

The 11 operating divisions of MacFadden were organized into three
groups. Most divisions had a number of products centered around one

This casc was prepared as a basis for class discussion rather than to illustrale cither effective
or incffective handling of an administrative situation. Copyright © 1983 by the University of
Virginia Darden School Foundation, Charlotteswille, Virginia. A} rights reserved.
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PART 3 CAPITAL BUDGETING

chemical, such as fluoride, sulphur, or petroleum. The Jacobs Division
was an exception. [t was the newest and, with sales of $30 million, the
smallest division. Its products were specialty industrial products with
various chemical bases, such as dyes, adhesives, and finishes, which were
sold in relatively small lots to diverse industrial customers. No single
product had sales over §5 million, and many had sales of only $100,000.
There were 150 basic products in the division, each with several minor
variations. Jacobs was one of MacFadden’s more rapidly growing divi-
sions—12 percent per year prior to 1983—with a 13 percent return on
total net assets.

Capital Budgeting for New Projects

Corporatewide guidelines were used for analyzing new investment oppor-
tunities: return criteria were 8 percent for cost-reduction projects, 12 per-
cent for expansion of facilities, and 16 percent for new products or
processes. Returns were measured in terms of discounted cash flows after
taxes. Mr. Soderberg believed that these rates and methods were typical of
those used throughout the chemical industry.

Mr. Reynolds tended to demand higher returns for projects in his
division, however, even though its earnings-growth stability in the past
marked it as one of MacFadden’s more reliable operations. Mr. Reynolds
had three reasons for wanting better returns than corporate requirements.
First, onc of the key variables used in appraising management perfor-
mance at MacFadden was the growth of residual income, although such
aspects as market share and profit margins were also considered.! Mr.
Reynolds did not like the idea of investing in projects that were close to the
target rate of earnings imbedded in the residual-income calculation.

Second, many new projects had high start-up costs. Even though they
might achieve attractive returns over the long rum, such projects hurt earn-
ings performance in the short run. “Don’t tell me what a project’s discount
rate of return is; tell me whether we’re going to improve our return on total
net assets within three years,” Mr. Reynolds would say. Third, Mr. Reyn-
olds was skeptical of estimates. *! don't know what’s going to happen here
on this project, but I'll bet we overstate returns by 2 to 5 percent on aver-
age,” was a typical comment. He thus tended to look for at least 4 percent
more than the company standard before becoming enthusiastic about a
project. *“You've got to be hard-nosed about taking risk,” he said. “By
demanding a decent return for riskier opportunities, we have a better
chance to grow and prosper.”

' Residual income was the division's profit after allocated taxes minus a 10-pereent capital
charge on total assels after depreciation
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Mr. Soderberg knew that Mr, Reynolds views were reflected in deci-
sions throughout the division. Projects that did not have promising returns
according to Mr. Reynolds® standards were often dropped or shelved early
in the decision process. Mr. Soderberg guessed that at Jacobs almost as
many projects with returns meeting the company hurdle rates were aban-
doned as were ultimately approved. In fact, the projects that were finally
submitted to Mr. Reynolds were usually so promising that he rarely
rejected them. Capital projects from his division were accepted virtually
pnchanged, unless top management happened to be unusually pessimistic
about prospects for business and financing in general.

The Silicone-X Project

A new product was often under study for several years after research had
developed a *“test tube” idea. The product had to be evaluated relative 1o
market needs and competition. The large number of possible applications
of any product complicated this analysis. At the same time, technological
studies were undertaken to examine such factors as material sources, plant
location, manufacturing-process alternatives, and economies of scale.
While a myriad of feasible alternatives existed, only a few could be actively
explored, and they often required outlays of several hundred thousand
dollars before the potential of the project could be ascertained. “For every
dollar of new capital approved, 1 bet we spend $0.30 on the analysis of
opportunities,” observed Mr. Soderberg, “and that doesn’t count the
money we spend on research.”

The project that concerned Mr. Soderberg at the moment was called
Silicone-X, a special-purpose coating that added slipperiness to a sur-
face. The coating could be used on a variely of products to reduce fric-
tion, particularly where other lubricants might imperfectly eliminate
friction between moving parts. Its uniqueness lay in its hardness, adhe-
siveness to the applied surface, and durability. The product was likely to
have a large number of buyers, but most of them could use only small
quantities: only a few firms were likely to buy amounts greater than
5,000 pounds per year.

Test-tube batches of Silicone-X had been tested both inside and out-
side the Jacobs Division. Comments were universally favorable, although
$2.00 per pound seemed to be the maximum price that would be accept-
able. Lower prices were considered unlikely to produce larger volume. For
planning purposes, a price of $1.90 per pound bad been used.

Demand was difficult to estimate because of the variety of possible
applications. The division’s market-research group had estimated a first-
year demand of 1 to 2 million pounds with 1.2 million cited as most likely.
Mr. Soderberg commented, “They could spend another year studying it
and be more confident, but we wouldn't find them more believable. The
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estimates are educated guesses by smart people. However, they are also
pretty wild stabs in the dark. They won't rule out the possibility of demand
as low as 500,000 pounds, and 2 million pounds is not the ceiling.” Mr.
Soderberg empathized with the problem facing the market-research group.
They tried to do a systematic job of looking at the most probable applica-
tions, but the data were not good.

The market researchers believed that, once the product became estab-
lished, average demand would probably grow at a healthy rate, perhaps 10
percent per year. However, the industries served were likely to be cyclical,
and depending on market conditions, total volume required could be 20
percent higher or lower than average. The market researchers concluded,
“We think demand should level off after 8 to 10 years, but the odds are
very much against someone developing a cheaper or markedly superior
substitute.”

On the other hand, there was no patent protection on Silicone-X, and
the technotogical know-how involved in the manufacturing process could
be duplicated by others in perhaps as few as 12 months. “This product is
essentially a commodity, and someone is certainly going to get interested
in it when sales volume reaches $3 million,” observed Mr. Soderberg.

The cost estimates looked solid. Mr. Soderberg continued, “Basic
chemicals, of course, fluctuate in purchase price, but we have a captive
source with stable manufacturing costs. We can probably negotiate a long-
term transfer price with Wilson [another MacFadden division], although
this is not the time to do so.”

Project Analysis

In his preliminary analysis, Mr. Soderberg used a discount rate of 20 per-
cent and a project life of 15 years, because most equipment for the project
was likely to wear out and need replacement during that time frame.

“We also work with most likely estimates. Until we get down to the
bitter end, there are too many alternatives lo consider, and we can’t afford
probabilistic measures or fancy simulations. A conservative definition of
most likely values is good enough for most of the subsidiary analyses.
We've probably made over 200 present-value calculations using our com-
puter programs just to get to this decision point, and heaven knows how
many quick-and-dirty paybacks,” observed Mr. Soderberg. **We've made 2
raft of important decisions that affect the attractiveness of this project.
Some of them are bound to be wrong—I hope not critically so. In any case,
these decisions are behind us, They're buried so deep in the assumptions,
no one can find them, and top management wouldn't have time to look at
them anyway.”

With Silicone-X, Mr. Soderberg was down to a labor-intensive,
limited-capacity approach and a capital-intensive method. "“The analyses
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all point in one direction,” he said, “but I have the feeling it’s going to be
the worst one for the long run.”

The labor-intensive method involved an initial plant and equipment
outlay of $900,000. It could produce 1.5 million pounds per year, “Even if
the project bombs out, we won't lose much. The equipment is very adapt-
able. We could find uses for about half of it. We could probably sell the
balance for $200,000, and et our tax write-offs cover most of the rest. We
should salvage the working-capital part without any trouble. The start-up
costs and losses are our real risks,” summarized Mr. Soderberg. “We'll
spend $50,000 debugging the process, and we’ll be lucky to satisfy half the
possible demand. However, I believe we can get this project on stream in
one year's time.”

Exhibit 1 shows Mr, Soderberg’s analysis of the labor-intensive alter-
native. His calculations showed a small net present value when discounted
at 20 percent and a sizable net present value at § percent. When the posi-
tive present values were compared with the negative present values, the
project looked particularly attractive.

The capital-intensive method involved a much larger outlay for plant
and equipment; $3.3 million. Manufacturing costs would, however, be
reduced by $0.35 per unit and fixed costs by $100,000, excluding deprecia-
tion. The capital-intensive plant was designed to handle 2.0 million
pounds, the lowest volume for which appropriate equipment could be
acquired. Becawvse the equipment was specialized, only $400,000 of this
machinery could be used in other company activities. The balance proba-
bly had a salvage value of $800,000. It would take 2 years to get the plant
on stream, and the first year's operating volume was likely to be low—
perhaps 700,000 pounds at the most. Debugging costs were estimated to be
£100,000.

Exhibit 2 presents Mr. Soderberg’s analysis of the capital-intensive
method. At a 20-percent discount rate, the capital-intensive project had a
large negative present value and thus appeared much worse than the labor-
intensive alternative. However, at an 8-percent discount rate, it looked
significantly better than the labor-intensive alternative.

Problems in the Analysis

Several things concerned Mr. Soderberg about the analysis. Mr. Reynolds
would only look at the total return. Thus the capital-intensive project
would not be acceptable. Yet, on the basis of the breakeven analysis, the
capital-intensive alternative seemed the safest way to start. It needed sales
of just 325,900 pounds to break even, while the labor-intensive method
required 540,000 pounds (see Exhibit 3).

Mr. Soderberg was concerned that future competition might result in
price cutting. If the price per pound fell by $0.20, the labor-intensive
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method would not break even unless 900,000 pounds were sold. Competi-
tors could, once the market was established, build a capital-intensive plant
that would put them in a good position to cut prices by $0.20 or more. In
short, there was a risk, given the labor-intensive solution, that Silicone-X
might not remain competitive. The better the demand proved 1o be, the
more serious this risk would become. Of course, once the market was
established, Jacobs could build a capital-intensive facility, but almost none
of the labor-intensive equipment would be useful in such a new plant. The
new plant would still cost $3.3 million, and Jacobs would have to write off
losses on the labor-intensive facility.

The labor-intensive facility would be difficult to expand economi-
cally. It would cost $50,000 for each 100,000 pounds of additional
capacity (only practical in 250,000-pound incremenis). In contrast, an
additional 100,000 pounds of capacity in the capital-intensive unit could
be added for $25,000.

The need to expand, however, would depend on sales. If demand
remained low, the project would probably return a higher rate under the
labor-intensive method. If demand developed, the capital-intensive
method would clearly be superior. This analysis led Mr. Soderberg to
believe that his breakeven calculations were somechow wrong.

Pricing strategy was another important element in the analysis. At
$1.90 per pound, Jacobs could be inviting competition. Competitors
would be satisfied with a low rate of return, perhaps 12 percent, in an
established market. At a price lower than $1.90, Jacobs might discourage
competition. Even the labor-intensive alternative would not provide a rate
of return of 20 percent at any lower price. Mr. Soderberg began to think
that using a high discount rate was forcing the company to make a riskier
decision than would a lower rate and was increasing the chance of realizing
a lower rate of return than had been forecast.

Mr. Soderberg was not sure how to incorporate pricing into his analy-
sis. He knew he could determine what level of demand would be necessary
to encourage a competitor, expecting a 50-percent share and needing a 12-
percent return on a capital-intensive investment, to enter the markel at 2
price of $1.70, or $1.90, bul this analysis did not seem to be enough.

Finally, Mr. Soderberg was concerned about the demand estimates
on which he had based the analysis. Even though he could not justify his
estimates on the basis of demand analysis, as could the market-research
department, he prepared a second set of estimates that he thought were 3
little less optimistic. Exhibit 4 shows his estimates for achieving various
levels of demand in the first year.

Mr. Soderberg’s job was to analyze the alternatives fully and recom-
mend one of them to Mr. Reynolds. On the most simple analysis, the
labor-intensive approach seemed best. Even at 20 percent, its present value
was positive. That analysis, however, did not take other factors into con-
sideration.
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The Jacobs Division
EXHIBIT | » Analysis of Labor-Intensive Alternative for
Silicone-X (dollars in thousands, except per-unit data)
Yeor
0 i 2 3 4 5-15
Jnvestments
Plant and equipment 5 900
Working capital 5 140 14 8 15 8§ 17 § 20
pemand (thousands of pounds) 1,200 1,320 1,452 1,597 N.Av.
Capacity {thousands of pounds) 600 1,500 1,500 1,500 1,500
Sales {thousands of pounds) 600 1,320 1,452 1,500 1,500
Sales pricefunit $190 $190 $190 Si90  51.90
Variable costs/unit
Manufacturing 1.30 1.30 1.30 1.30 1.30
Marketing 0.10 0.10 0.10 0.10 0.10
Total variable costs/unit 1.40 1.40 1.40 1.40 1.40
Contribution/funit 0.50 0.50 0.50 0.50 0.50
Contribution in dollars 300 660 726 750 750
Fixed costs
QOverhead 210 210 210 210 210
Depreciation 60 60 60 60 60
Start-up cosis 50 0 0 0 0
Total fixed costs 320 270 270 270 2710
Profit before taxes (20) 390 456 480 480
Profit after taxes {1axes @ 50%) (10) 195 228 240 240
Cash low from operations (Profit after taxes + depreciation) 50 235 288 300 300
Total cash flow $(900) 3 (90) § 241 $ 273 § 283 280
Terminal value (year 15) $ 381

N.Av, = npt available,
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The Jacobs Division

EXHIBIT 2 « Analysis of Capital-Intensive Alternative for
Silicone-X (doliars in thousands, except per-unit data)

Year
1] i 2 3 4 5 6 7-15
Investmenls
Plant and equipment $1,900 51,400
Working capital S 160 S 11 5 17 20 5 24 § 30
Demand (thousands of pounds) 1,320 1,452 1,597 1,757 1,933 2,125
Capacity (thousands of pounds) T00 2,000 2,000 2,000 2,000 2,000
Sales {thousands of pounds) 700 1,452 1,597 1,757 1,933 2,000
Sales price/unit $1.90 S1.90 $1.90 3190 $1.90 $1.90
Variable costs/unil
Manufacturing 0.95 0.95 0.95 0.95 0.95 0.95
Selling 0.10 0.10 0.10 0.10 0.10 0.10
Total variable costs/unit 1.05 1.05 1.05 1.05 1.05 1.05
Conltributionfunit 0.35 0.85 0.85 0.85 0.35 085
Contribution in dollars 595 1,234 1,357 1,493 1,643 1,700
Fixed costs
Overhead 110 110 [i0 110 110 jlo
Depreciation 167 167 167 167 167 167
Start-up costs 100 0 0 0 0 ]
Total fixed costs 77 277 277 277 277 2711
Profit before taxes U8 957 1,081 1,217 1,366 1,423
Profit afier taxes (laxes @ 50%) 109 479 540 508 683 712
Cash flow from opcrations
(Profit after taxes + depreciation) 276 646 707 775 850 879
Total cash flow $(1,500) S(1,400) S 116 § 635 S 690 755 S 826 849
Terminal value {ycar 15) $1,384

-
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The Jacobs Division
EXHIBIT 3 « Breakeven Analysis for Silicone-X

THE JACOBS DIVISION

-

Labar Capital
{ntensive  Intensive
- Normal (31.90 price)
Fixcd costs

Operations $210,000 $110,000
Depreciation 60,000 167,000
Total $270,000 $277,000
Contribution per unit $0.50 $0.85
Units 10 break even 540,000 325,882

Price Competitive (81,70 price)
Contribution per unit $0.30 $0.65
Units to break even 900,000 426,154

The Jacobs Divisian

EXHIBIT 4 « Probability Estimates of 1985 Dernand for Silicone-X

Markel-Research

Department Mr. Soderberg's
Demand Range  Market-Research  Expected Value Expected Value
{thousands of Departrent (thousands of  Mr. Soderberg's (rﬁousands of
pounds) Probabilities potinds) Probabilities pounds)
400- 600 2% 10 1% 15
600- 800 3 21 6 42
&00-1,000 2 100 15 135
1,000-1,200 32 152 40 440
1,200-1,400 k1l 403 22 286
§,400-1,600 12 180 g 120
1,600-1,300 3 51 2 34
1,800-2,000 2 38 1 19
2,000-2,200 1 24 | 21
2,200-2,400 { 23 i 23
2,400-2,600 { 25 I 25
Expected value 1,224 1,160

01
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Fantastic Manufacturing, Inc.
M

In late October 1980, David Rose and Pierce Turner, principals of Fantas-
tic Manufacturing, Inc., were preparing forecasts for their rapidly growing
business assembling and marketing ceiling fans. A product many had
thought of as a fad, ceiling fans had instead been accepted by consumers as
energy conservers, and new-home builders and homeowners were instali-
ing them in record numbers,

Fantastic Manufacturing was incorporated in late 1976 by Mr. Rose
and Mr. Turner in Charleston, South Carolina. Mr. Rose had his own
manufacturers’ representative, Rose Sales, Inc., with annual sales of
approximately $40 million to accounts around the world. He specialized in
sales of building materials to mass-merchandisers.

In 1976 Mr. Rose had found many of his accounts interested in ceil-
ing fans, and at the end of that year, he approached Mr. Turner, a tax
attorney by training and head of his own manufacturing company, to dis-
cuss the possibility of importing and assembling ceiling fans. Agreeing with
the idea, Mr. Turner accompanied Mr. Rose to Taiwan and Hong Kong to
find parts suppliers for a new, low-priced, assemble-it-yourself fan. The
men took their specifications 1o all the fan factories they could find in
Taiwan and Hong Kong and selected exclusive suppliers.

Fantastic’s first order for fans was placed in September 1977 and
arrived in late November. After assembly, the fans were shipped to cus-
tomers in December. By the end of the first fiscal year, which ended Janu-
ary 31, 1978, total sales were approximately $230,000.

Fantastic had begun operations by emphasizing sales of low-priced
fans to the do-it-yoursell market, selling largely through small stores. Ini-
tiaily, Mr. Rose and Mr. Turner had viewed the product as appealing to
nostalgia, and they expected limited growth potential. The initial objective
of the business was to get the product on the shelf, and the company
encouraged retailers to advertise heavily. Many stores used the product
initially as a faddish draw.

This case was prepared as a basis for class dizcussion rather than to illustrate either effective
or incflective handling of 2n administrative situation. Copyright © | 988 by the University of
Virginia Darden School Foundation, Charlottesville, Virginia. All rights reserved,
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Studies had shown, however, that ceiling fans were economically ben-
eficial, reducing both cooling costs in summer and heating costs in winter.
As consumers began viewing ceiling fans as energy-saving devices, the
growth prospects for the industry improved. Much of this improvement
was expected to come from the upper end of the market, for which Fantas-
tic Manufacluring had positioned its recently introduced Cotillion line.
Their major premium-line competition came from two domestic lines,

Hunter and Casablanca, both produced by Emerson Electric. Emerson had

done little to promote its products,

Not much public information was available about fan sales in gen-
eral, which made it difficult for Mr. Rose and Mr. Turner to estimate the
potential for competition. They did know that Fantastic held a cost advan-
%ﬁw. Customers were pleased with Fantas-
tic’s pro #id Rad commented positively on the high level of service
and timeliness of delivery. The company’s seven-year warranty on the fans

| on e,

Fantastic's revenues increased rapidly from the beginning. In fiscal
1979 and 1980, the first two full years of operations, Fantastic had sales of
$3.1 million and $9.9 million, respectively. Net profits in those years were
$73,000 and $108,000, as shown in Exhibit 1. Although 1980 revenues had
increased 213 percent from the prior year, net income rose only 48 pefcent
because of substantially higher costs. Increased rent, advertising, bad
debts, and interest costs had caused selling, general, and administrative
costs to increase over 250 percent.

Fan sales were seasonal, with over 65 percent of revenues coming
from April through September, as shown in Exhibit 2. Sales were made by
salespeople working exclusively on commission. Commissions were paid
in the same month the sales were made. The company served more than
100 customers, including many small accounts as well as mass-merchan-
disers and home-center stores such as K-Mart, 1. C. Penney, Zayre, Ace
Hardware, Best Products, and 84 Lumber. Two customers, however, had
accounted for approximately 40 percent of total sales in 1980.

Salespeople wrote and confirmed the orders with no penalty for can-
cellation. Customers typically paid between 60 and 90 days after Fantastic
shipped the merchandise. Accounts receivable were of good quality,
although the bad debts/sales ratio was 2.1 percent in 1980 because of
unpaid accounts from some small stores. Balance sheets for the period are
shown in Exhibit 3.

The lead time for Fantastic's orders was 60 days—30 days for their
suppliers to manufacture the fan parts once the order had been received
and 30 days for shipping. Because the manufacturers had limited capac-
ity, they could not supply highly variable quantities on short notice. As a
result, Fantastic management had decided to place regular fan component
orders, assemble the fans, and hold them in inventory until they were
sold.

hAAMAFFA‘ﬂ‘AAAAA-.A‘-“-AAA‘AAA’-AAAAAAA““‘ﬁﬂ



FANTASTIC MANUFACTURING, INC,

To finance the parts orders, the suppliers in Taiwan and Hong Kong
required that letters of credit (L/C) be issued at the time the merchandise
was ordered. A typical L/C was for 30 days, the time required to manufac-
ture the goods and prepare them for shipment. The L/Cs were submitted
for payment by the supplier when the merchandise was shipped. Because
growth had been rapid, Fantastic did not keep cash available to pay for the
goods when the L/C documents arrived at the bank. Thus the company
typically drew a 60-day draft on the bank in the amount of the needed
funds. The bank would accept the draft under an arrangement already
established with Fantastic and extend the loan for a discounted amount of
the draft. All Fantastic’s current financing arrangements are summarized
in Exhibit 4; representative short-term borrowing costs for 1978 to 1980
are in Exhibit 5.

The cost of the fans delivered at the Charleston plant had averaged
63 percent of Fantastic’s final selling price. This cost varied with
exchange rates shown in Exhibit 6. So far about half of the fans had been
sourced from Hong Kong and half from Taiwan. Mr. Rose and Mr.
Tusner were satisfied with their suppliers and expected the relationships
to continue.

The company’s warehouse was located near Charleston in a building
that had been purchased in July 1979 by a partnership owned by Mr, Rose
and Mr. Turner and subsequently leased back to Fantastic. The term of the
lease was 15 years, with annual payments of $185,000. The 116,000-
square-foot facility was sufficient to support a sales volume of approxi-
mately $100 million. Most of the operations were simple; the company
used the facility fordunloa_dfﬁ'g‘,_ii{ﬁecting, processing, repacking, and ship-
pimg ihé inipotted goods. The trickiest part of the operation was weighling
and balancing the fan blades.

For the first half of fiscal 1981, sales were $15.8 million and profits
almost S1 million. By year end, Mr. Rose and Mr. Turner expected sales to
reach $30 million. Mr. Rose believed sales for 1982 would be over $71
million. He knew that this figure represented substantial growth in
demand, growth that far outstripped forecasts,' but with Fantastic’s $40-
million order backlog, the forecast seemed reasonable. Furthermore, he
believed that a return on sales of 9.8 percent was likely.

Up to now, Fantastic had grown more rapidly than had been
expected, and planning had been lacking. Orders to suppliers had been
based on forecasts of sales with a lead time of two months, and Fantastic’s
creditors had been willing to satisfy the growing company’s capital needs
on demand. Mr, Rose and Mr. Turner believed that, to continue good
relationships with these two critical groups, longer range forecasts would

' The U.S. Department of Commerce had forecast little growth in retail sales of home appli-
ances through mid-1982 and a slight decline in sales in the second half of that year.
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be useful. As sales grew, suppliers would have to arrange for ways to pro-
duce more, and Fantastic would have increasing needs for funds.

Mr. Rose and Mr. Turner looked at the company's brief history, con-
sidered (heir forecasts for the expected demand for ceiling fans, and
decided first they needed to decide for how long to forecast. So far demand
had grown so rapidly that forecasts for even a few months would be rapidly
outdated. On the other hand, some order needed to be brought to their
relationships with their parts and capital suppliers. Good forecasts would
help.
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Fantastic Manyfacturing, Inc.
EXHIBIT l&(ncome Statements (in thousands)

Year Endin,
a g Three Months Six Months

Ending Ending
January 31, 1979 January 31, 1980  Aprif 31, 1980  Jtuly 31, 1980

Net revenues
Cost of goods sold
Gross profit
Salaries and payroll taxcs
Commissions
Freight
Rent
Bad debts
Interest”
Other sclling, general, and administrative
Tatal operating expenses
Income before taxes
Taxcs
Net income before extraordinary item
Exiraordinary item {nct of income 1ax credit)
Net income

§ 3,155

{2,263)

892

(252}

(149)
{19) cu/

(0)

(24)

(18) 2471

(278)
{800)
92
(19)
73
0
73

1]

S 9,860
{7.306)
2,554
{308)
(487)
62) ,4,7
(128)
(209)
_(496) Ly
{709}
{2,399}
155
(47)
108

[=]

L]

108

—

$6,693
(4,543)
2,150

$ 1588

(10.310)
5,508

“Incfudes line-of-credit charges,
pried 0 gl ol

Fanrastic Manufacturing, Inc.

EXHIBIT 2 « Monthly Pattern of Sales, 1979 and 1980

Proportion of Annual Sales

Januvary
February
March
April

May

Junc

July
Augnst
September
October
November

Dceember

2.8%
59
78
9.8

10.8
1.z
JTN3
1.7
9.3
7.3
5.8
_39
100.0%
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Fantastic Manufacturing, Inc.
EXHIBIT 3 « Balance Sheet (in thousands of dollars)

January 31, 1979 January 31, 1980  Aprit 30, 1980  July 31, 1980

Assels
Cash s 3 s ! $ l ) [
Accounts rcceivable 387 2,045 3,898 4,568
Due from affiliates 0 160 70 317
Collateral on letters of eredit 97 83 1 249
Inventory 928 2,092 2,761 1,536
Inventory in transit 478 2,690 1,414 1,864
Prepaid expenses 26 78 155 112
Insurance claims receivable 0 0 0 756
Income {ax refund receivable 0 0 0 134
Note receivable 0 0 0 53
Total current assets 1,919 7,149 8,470 9,590
Net property and equipment 384 241 402 614
Decposits 0 57 65 61
Total assels $2,303 $7.447 $8,937 $10,265
Liabilities and Shoreholders™ Equity
Accounts payable g 294 5 613 S 774 $ 6238
Bank overdrafll 0 32 445 51
Duc to banks:
Receivables financing 252 2,046 2,682 4,493
Inventory financing 1,127 3,531 3,518 1,716
Other 0 100 100 0
Current portion of long-term debt 22 1 44 14
Due to affiliates and shareholders 43 533 719 1,161
Taxes payable B 23 85 £91
Total current liabilities 1,746 1,189 8,367 9,014
Long-term debt 160 36 53 43
Notes payable, shareholders 85 ] 0 0
Total liabilities 2,191 7,225 8,420 9,057
Sharcholders’ equity® 1 i 1 l
Retained earnings 111 221 516 1,207
Net wonth 112 222 517 1,208
Totat liabilities and sharcholders' cquity $2,303 $1.447 £8.937 $10,265

“Common stock. S5 par, authorized, issucd, and outstanding, 100 sharcs.
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Fantastic Manufocturing, Inc.
EXHIBIT 4 « Summary of Financing Arrangements

Lender Amount Use Rarte Collateral
Congress Financizl Varied Direct loan on eligible Prime + 6% All accounts receivable
Corp. accounts receivable Personal guarantees
Deposits by
stackholders
Standard $6 million Letters of credit Prime + All inventory and
Chartered Banker's acceplances 1141% personal guaranlees
{$4.5 million limit) Banker's Deposits by
accept- stockholders
ances + 2% Partial guaranice by

Congress Financial
10% deposit on L/Cs
Capital Bank $t million Letters of credit Prime + Unsecured
1'%

Fantastic Manufacturing, Inc.
EXHIBIT 5 » Recent Prime and Banker's Acceptance Rates

Year/ Average Prime Banker's Acceprance.
Quarter ate Annual Average Rate (90 days)
1978
! 8.0% 6.8%
2 8.5 7.3
3 9.5 8.2
4 105 10.1
1679
! 1.0 10,1
2 1.5 2.9
3 12,6 10,1
4 14.9 13.4
1980
i 17.6 14.9
2 16.0 1.8
3 1.8 9.9
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Famtastic Manufacturing, Inc.
EXHIBIT 6 » Recent Exchange Rates

Haong Kong Dollars (HK3S) per U.S. Dollar (US5)

March 31, 1978 4.6202 February 6, 1980

June 30 4.6505 February 13

July 31 4.6396 February 20

Augnst 30 4.7102 February 27

December 29 4.7869 March 26

March 30, 1979 4.9927 March 30

June 29 5.06%0 May 28

July 26 5.1814 Jupe 9

September 28 49784 June 30

October 17 4.9468 July 30

December 31 49516 Aupust 27

January 30, 1980 4.8011! September 29
New Taiwan Dollars (NT$) per U.S. Dollar (USS)°

June 18, 1980 36.1312 September 3, 1930

July 2 35.9703 September 17

July 16 36.0590 QOctober 1

July 30 35,5765 October 8

August 6 355158 October 13

4.8616
4,8663
4.9221
4.9421
5.0751
4.9059
4.8898
4.9179
4.9300
4.9564
4.9481
49916

35.8680
36.071¢
35,9891
36,0685
36.0000

“In July 1978, the NTS was allowed to floal around its fixed cxchange rate of NTS38=USS!.
Source; National Westminster Bank.
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Polymold Division
K

The Polymold Division of Congeries Corporation was planning to pur-
chase a computerized manufacturing and designing system known as
“CAD/CAM" in January 1984, In September 1983, the manager of
the Polymold Division, Joel Martin, curious to know how the CAD/
CAM investment would affect Polymold's financial condition, was pre-
paring to forecast the division’s financial statements for the following
five years.

The Company

Congeries Corporation was a conglomerate, divisions of which manufac-
tured a wide variety of low- and medium-technology products ranging
from small construction parts such as hinges and doorknobs to plastic
injection molds. As shown in Exhibit 1, Congeries had been affected by the
recent recession; in 1982 the [irm lost over $1 million after posting a net
income of $8.3 million in 1981. Given a $5-million loss in the first quarter,
corporate management was not yet sure whether 1983 would be a profit-
able year.

Congeries’ Polymold Division was one of the largest manufactur-
ers of precision injection molds in the country. Exhibit 2 presents the
division’s [inancial statements from 1976 through 1982. Earnings and
return on assets ranged from a high of $1.5 million and 29.9 percent,
respectively, in 1980 to $679,000 and 13.2 percent in 1982. This pre-
cipitous decline was, as far as management could tell, simply the effect
of the business cycle. Mr. Martin believed, however, that sales would
continue to decline: if Polymold did not invest in the new computer-
aided designing and manufacturing system, it would lose market
share on ifs remaining products to its more technologically advanced
competitors,

This case was prepared as a basis for class discussion rather than o illustrate either ¢fTective
or incffective handling of an administrative situation. Copyright & 1985 by the Universily of
Virginia Darden School Foundation, Charlottesville, Virginia. All rights reserved.
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The Market

The basis of Mr. Martin’s fear was a change in the marketplace. Polymold
manufactured high-quality precision molds with interchangeable parts.
The company’s largest clients produced all sorts of small plastic items,
such as plastic bottles and caps, razor handles, various computer parts, and
cosmetic, camera, video, and cassette cases. More customers’ needs were
met with multi-cavity molds (molds with more than four cavities) or sin-
gle/complex molds (molds with four or fewer cavities that were more diffi-
cult to design and manufacture). Multi-molds {several molds of a single
type) were also common; the one remaining category was single/simple
molds.
Polymold's 1983 sales by mold type were expected to be as follows:

Multi-mold $2.5 million
Multi-cavity 2.5
Singlefcomplex 2.8
Single/simple 1.0
Repairs and spares _2.0

Total sales $10.8 million

This $10.8 million represented a 5.1 percent market share. Mr. Martin was
worried about Polymold’s ability to retain this share for several reasons:

1. The injection-mold manufacturing industry was highly segmented
and regional, but analysts believed that the greater the degree of
manufacturing precision a company could attain, the more national
its potential market was.

2.  Some of Polymold's large competitors already had highly computer-
ized operations that made them more efficient than Polymold.

3. Others had become vertically integrated to provide customers not
only the molds, but also large presses and peripheral equipment.
This integration was attractive to customers, because they could
purchase more of their equipment from one source, sometimes as
packages. The integrated firms had already lured customers away
from small competitors.

4.  Still other mold manufacturers were being bought out by large plas-
tics companies and used exclusively as in-house suppliers.

5.  Several new competitor mold shops had been established by former
Polymold employees, who knew the company’s organization and
clients.
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Mr. Martin deduced from a variety of economic projections (shown
in Exhibit 3) and his knowledge of the industry that the market for injec-
tion molds would grow from a total of $210 million in 1983 to $278 mil-
lion by 1987. Demand and growth were expected to be greatest for multi-
cavity and single/complex molds. Exhibit 4 breaks down forecasts for total
demand by type of end-user. The packaging industry, with its demand for
bottles and caps, was expected to continue as the largest customer,
although it required less precise molding capabilities than Polymold pro-
vided. It was followed by commercial products, home entertainment, con-
sumer products, and medical products.

Polymold already had a strong presence in the consumer and home-
entertainment segments, as shown in Exhibit 5, and Mr. Martin had been
discussing new marketing efforts to attract more buyers from the commer-
cial and medical markets. The commercial-products segment, made up of
the data-storage, computer, office-products, and telecommunications
industries, was expected to grow 70 percent over the next six years.

Polymold’s business by industry segment in 1983 was expected to
break down as follows:

Segment Polymold Sales
Consumer $3.7 million
Medical 0.8
Commcrceial 38
Hame enteriainment 1.5
Packaging 0.3
Miscellaneous _07

Toal sales $10.8 million

Consumer products had dominated Polymold's sales for the previous
15 years, for 5 years in conjunction with commercial products. These two
markets continued to be the most important, but Mr. Martin expected the
medical and home-entertainment sectors to grow.

Polymold’s customers consisted of a small number of large nationaily
and internationally known firms. This dependency contributed to the
cyclical nature of the demand for the company’s products. Should even a
small number of firms demand fewer molds, Polymold's sales would
greatly diminish.

Despite the new marketing plans, without the use of the computer
design and manufacturing, Mr. Martin considered a further loss of market
share in all segments to be likely. He had supplemented his own judgment
with data from a consultant’s study, which pointed out, as shown in Exhib-
its 6 through 11, that even though Polymold's market share had increased
during the recessionary period of declining sales, the company was not
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keeping pace with its closest competitors.’ Furthermore, zlthough
Polymold’s productivity remained higher than that of similar companies
and the company was becoming increasingly capital intensive, real produc-
tivity per employee was stagnant. The study also indicated that the quality
of Polymold's products, although high, was slipping dramatically when
compared with its closest competitors’.

Manufacturing Technology

During the {970s, most of Polymold’s major competitors upgraded their
production processes by installing numerically controlled (NC) machines.
Numerically controlled equipment had been available for about 20 years,
but had basically been ignored by the industry until the machines had
become computerized and until the demand levels and the needs of plas-
tics manufacturers justified the investment. Computerized NC machines,
which referred to machines that were both computerized and numerically
controlled, raised the capital intensity of the manufacturing process and
permitied greater precision and efficiency than previously possible. The
equipment carried out many functions by itself, so that less staff was
required and errors were minimized.

The CAD/CAM system was the industry’s latest technological advance.
With the aid of CAD/CAM, injection molds could be designed and drawn on
the computer rather than at the drafting table, the flow and cooling of the
plastic in the mold could be analyzed, and the mold-manufacturing NC
equipment could be controlied. In addition, CAD/CAM could be used to
inspect the machined parts, to order materials, and to estimate the costs of
production more accurately than previously possible. Using the system in
both design and manufacture almost eliminated human error.

Mr. Martin saw CAD/CAM first as a time-saver, because it could
remove design errors. Furthermore, the system wouid enhance the com-
pany’s ability to expand its product line into rubber and pawdered metal
molds, which demanded more precision than plastics. Perhaps most
importantly, because many customers designed their own molds, CAD/
CAM could improve communications between the designer and the
builder, especially if the customer also owned the system for its own design
purposes. If both companies used CAD/CAM, designs and ideas could be
readily transferred. The firms with CAD/CAM clearly would control the
precision mold market.

! The consultants carried out a PIMS, or Profit Impact of Marketing Strategy, study. PIMS
was a service of the Strategic Planning Institute, Cambridge, Massachusetts, which combined
a company’s answers to a stralegy~and-marketing questionnaire with a data base outlining
the characteristics and experiences of a large sample of other companics. The resulting data
were used 1o derive a complele report on the polential impact of a strategic move.
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In 1981, recognizing that it had begun to fall behind its competition
technologically, Polymold had invested in two pieces of NC equipment
and two programmable inspection stations. Recently, the division had also
leased a small, single-station CAD/CAM unit with limited computing
power, so that it could assess the equipment’s benefits, train operators, and
determine whether to purchase a full, four-station CAD/CAM system,

Financial Analysis

To determine the effect of CAD/CAM, Mr. Martin projected the financial
positions of the division with and without the device. Specifically, he
wanted to project the financial condition of the division through 1988,
first assuming the CAD/CAM was not purchased, and then assuming it
was purchased in January 1984 for $750,000 ($190,000 of which was the
price of the software). Regardless of whether CAD/CAM was purchased,
other capital investments would have Lo be made in the future. All would
be depreciated using ACRS depreciation guidelines over five years. Mr.
Martin used the economic and market projections given in Exhibit 3 as the
basis for his forecasts.

Without CAD/CAM. With the division’s marketing strategy but without
CAD/CAM, Mr. Martin projected a slow decrease in Polymold's market
share from 5.1 percent of the total in 1983 to 4.2 percent in 1988.

Total cost of goods sold (COGS) was expected to be about 73 percent
of sales in 1983, rising by slightly more than four percentage points by
1088. The 4-percenlage point increase would come from a combination of
factors affecting the various components of cost of goods sold: labor, 34
percent of sales in 1982, was expected to rise slowly to 36 percent or more;
raw maierials were also expected to rise from their current level of 11
percent to 12 percent; plant administration, a component of cost of goods
sold that currently consumed 2.4 percent of sales, would double by 1988,
largely because of its labor component; overhead, the second largest COGS
expense, was expected to decline slightly; the costs of electricity, heat,
water, and maintepance were expected to change little, because no new
plants would be added and no major change in operations would be made
without the addition of CAD/CAM. Polymold’s accountants noted that
they had not included in their COGS forecasts the savings expected from a
special cost-reduction program recently instituted by management. For
1983 the savings were expected to be only $37,000, but they would rise
rapidly to $210,000 in 1984 and reach $391,000 by 1988.

Mr. Martin believed that the salespeople would have a hard job try-
ing to maintain Polymold’s decreasing market share without CAD/CAM.
That factor, coupled with increases in other peneral and administrative
expenses, would increase selling, general, and administrative costs by an
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average of 2 percentage points to 12.5 percent by 1988. This figure did not
include research and engineering, usually buried in that category, which
would stay at about $130,000 per year.

Depreciation, capital expenditures, and interest expense were
expected to be as shown in Exhibit 12, which also shows tax credits that
Polymold currently had available. Because Polymold was a division, it also
paid a corporate expense assessment that rose each year. The amount
would be the same regardless of whether CAD/CAM was purchased. The
corporate accountants had told Mr. Martin that in 1983 this expense
would be $168,000; in 1984, $176,000; and in 1985, $185,000. It had not
yet been projected beyond 1983,

Even with the drop in market share, Polymold would need more
working capital. Although that need had declined in the recent past, Mr.
Martin believed that small increases each year would create a total increase
in net working capital of about $300,000 by 1988. For convenience Mr.
Martin always used a 50-percent tax rate for his projections.

With CAD/CAM. With the new system, Mr. Martin projected an
increase in Polymold’s market share from 5.1 percent in 1983 to 7.3 per-
cent in 1988, although he believed that by 1988 the division’s market share
could be as little as 6.3 percent or as much as 7.7 percent.

Mr. Martin estimated that, once CAD/CAM was in full operation,
overall cost of goods sold would remain at about 72 percent of sales even
though materials costs would increase from 11 to 13.5 percent of sales.
Cost of goods sold would be affected by the same forces with or without
CAD/CAM, with overhead providing a compensating decline. However,
overhead and labor were hard to forecast for a new process; the overhead
forecast could be off by as much as 10 percent, and labor could be 5
percentage points higher than forecasted.

In doliars, plant administration would be the same with or without
CAD/ CAM, but the savings from the new cost-efficiency program were
expected to increase to $445,000 in 1984 and $802,000 by 1988. However,
Polymold’s accountants were less certain in making these savings forecasts
than those for savings without CAD/CAM. They had given Mr. Martin a
range, as shown in Exhibit 13, and had suggested that an outbreak of
inflation like that recently experiecnced could wipe out about half of any
savings.

Mr. Martin expected research and development costs with CAD/
CAM to be double what they would have been without CAD/CAM; the
system, when in place, would simply require more development and engi-
neering time. While selling this new process would initially require consid-
erable new effort, selling, general, and administrative expenses (SG&A)
were expected to decline relative to sales, by 1988 declining to as much as
2 percentage points below the level expected without CAD/CAM. Mr.
Martin had been reminded by the accountants that, if sales were lower
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than forecasted, SG&A would not decline as much. For example, if sales
were 23 percent below forecast, SG&A could be as high as 13.5 percent in
1988.

The forecast predicted that working capital would certainly decrease
as a percentage of sales with the acquisition of CAD/CAM. By 1984, if
things went as expected, working capital would be no higher than 12.8
percent of sales. The precise figure would depend on sales: if sales were
lower than forecasted, Mr. Martin believed that both inventory and
accounts receivable would be higher, and working capital would probably
be at a level equal to the current level. If sales were better than expected,
however, inventory would move faster and accounts receivable would be
lower, because Polymold could concentrate on the faster-paying accounts.

The purchase of the new system would require further capital
expenditures as old processes and machines were updated to complement
it. Forecasts for capital expenditures (including CAD/CAM), interest, and
depreciation are shown in Exhibit 12.

Interest expenses were computed on the basis of the long-term debt
necessary to support capital expenditures. Depreciation expenses reflected
the ACRS schedule that Congeries Corporation used for tax purposes (at
15 percent the first year, 22 percent the second, and 21 percent each of the
following three years). In addition to full depreciation, an 8-percent
investment tax credit was available for this investment. No salvage value
was expected for the CAD/CAM equipment, because changes in technol-
ogy could rapidly make the equipment obsolete.

Mr. Martin planned to calculate the division’s cost of capital by bas-
ing his estimate of the company’s systematic risk, beta, on that of similar
companies, which, along with industry financial information, are given in
Exhibit 14. He believed that Polymold's capital structure would have
reflected the industry average il the division had been a public company.
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Polymold Division
EXHIBIT | « Congeries Corporation Consolidated
Financial Statements (in thousands, except per-share data)

Balance Sheet 1982
Assers
Cash $ 3945
Securities 2,649
Receivables 46,308
Inventories 39,706
Other current assets 10,649
Total current assets 103,757
Property, plant, and equipment 59,805
Other asscts 18,546
Total assets $182.108
Liabilities and Shareholders’ Equity
Current portion of long-ierm debt £ 2,960
Accounts payable 23,533
Other current Habiiities 1,298
Total current liabilities 27,791
Long-term debt 42,574
Other liabiliues 6,418
Total liabilities 76,783
Preferred stock 8,169
Commeon stock 13,430
Additional paid-in capital 18,249
Retained eamnings 88,461
Translation adjustment ( 4,689)
Less treasury stock (18,295)
Stockholders' equily 105,325
Liabilities and sharcholders’ cquity S182.108
Income Statements 1979 1980 1981 1942
Net sales $280,148 $274,737 281,886 $247,502
Cperaling income 34,268 28,753 29,814 12,880
Corporate expense 8,850 5,711 6,472 7.489
Interest expense 3,097 3323 779 2,237
Earnings before taxes 22,321 19,719 22,563 3,154
Earnings of foreign affiliates 739 896 1,043 897
Provision for income laxes { 9,995 (8.642) (%.811) ( 913)
Afler-tax earnings 13,065 11,973 13,795 3,138
After-tax loss, discontinued operations { 658) {1,876} {5457) (4,196}
Net after-tax eamings S 12,407 $ 10,097 $ 8338 $ (1,058}
Eamnings per share, common £4.55 $3.51

$2.11 (50.89

et
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Polymold Division
EXHIBIT 2 » Polymeld Division Financial Statements (in thousands)

jo—
For the Years Ended December 31
1979 1980 1981 1982
Income Statement
Net sales $11,697  $13,280 $11,494 $10,763
Cost of products sold 7.838 9,064 1,805 7,713
Selling, general, and 837 990 1,214 1,287
administrative
Depreciziion 264 311 365 415
Other expense 0 0 0 37
Total costs and expenses 8,939 10,365 9,384 9,452
Pretax carnings 2,758 2915 2,110 1,311
Taxes 1,379 1,457 1,038 632
Net eamings $ 1,379 S 1,458 $ 1,072 § 679
Proceeds 1o parent $1.25 $ 2,539 $ 655 $ 7%
Balance Sheet
Receivables, net $3630 § 2,660 $ 2,804 S 2,306
Inventorics, net 235 97 130 110
Prepaid expenses 95 8g 64 53
Total current assets 3,960 2,846 2,998 2,469
Fixed asscts* 4,206 4,225 4,918 5,433
Less accumulated depreciation® (2,058) (2,189) {2,379 (2,750)
Fixed assets, net 2,148 2,036 2,539 2,683
Tolal assets 6,108 4,882 5,537 5,152
Accounts payable 219 194 186 64
Other current liabilities 635 515 161 609
Total current liabilities 854 109 947 673
Net worth** 5,254 4,173 4,590 4,479
Total liabilities and net worth $ 6,108 3 4,882 § 5,537 $ 5152

*Net of assct sales.
**Ne warth is reduced by payments 1o parent each year.
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Polymold Division

POLYMOLD DIVISION

EXHIBIT 4 - Forecasted End-User Injection Mold Market (in millions)

1983 1984 1983 1986 1987 1988

Consumer 520 $ 25 S 28 530 £3 $ 30
Medical/pharmaceutical 23 26 28 29 29 20
Cammercial 25 28 3z 35 37 37
Home enterizinment 26 26 28 30 33 34
Packaging 44 46 50 32 54 55
Miscellancous 23 _25 k] 32 32
Subtotal 161 176 195 207 216 217
All singlefsimple mold products 49 53 58 60 62 63
Total $210 $229 $253 £267 £278 S280

Polymold Division

EXHIBIT § « Involvement in Polymold’s Markets by Competitors A-D

Heavy Medium Light No Involvement
Consumer products Polymold A D
B
Medical/pharmaceutical D Polymoid
products C
A
B
Commercial products Polymold A D
B
C
Home-enteriainment Polymold B D
products A
e C
Packaging B Polymold D
A C
Interdivisional sales B Polymold D
A [
Miscellaneous D Polymold B A

C
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Polymold Division
EXHIBIT 6 ¢+ Polymold Sales Have Turned Downward
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Polymold Division
EXHIBIT 7 » Yet Two Aggressive Competitors

(A and B) Have Increased Market Share
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Polymold Division
EXHIBIT § « Productivity Has Been Consistently Better Than Expected
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Polymold Division
EXHIBIT 9 « Capital Has Begun to Replace Labor

Gross Book Value of Plant & Equipment

10

=]

{millons of dallars)

L

1 1 L

Gross Book Value of

Plant & Equipment

i X | 1 1

1975 1976 1977

1978 1979 1980 15881 1982

200

180

160

140

120

sapAojdwy

AAAAFAAAﬁ‘A,-.“AA“.AA‘—\AA-A‘AAAAA‘AAAAA‘““ﬁ



Polymold Division
EXHIBIT 10 -

POLYMOLD DIVISION

Yet Real Productivity Has Not Increased
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Polymald Division
EXHIBIT 11 » Polymold Return on Investment,
Relative Product Quality, and Productivity

100 - 200
1 Relative Product Quality
\
\
80 \ - 180
[0
o
@
- B
;-E' 60 - -1 180 g
£ m
a @
=1
3 2
o} ]
ic 40 |- - 140 §
£
20 - 120
Cperating Effectiveness N
0 i 1 1 i L 1 J 1 j
1975 1976 1977 1978 1979 1980 1981 {982
Polymold Division

EXHIBIT 12 « Depreciation, Interest, and Capital Expenditure
Forecasts without and with CAD/CAM (in thousands)

1983 1984 1985 1986 1987 1988
Without CAD/CAM
Depreciation £420 $416  $436  S449 5446 5465
Interest cxpense 144 136 129 112 12 101
Capital expenditures 287 458 534 362 38t 541
Tax credits 23 37 43 29 30 43
With CADICAM
Depreciation 420 513 623 694 782 B
Interest expense 144 (36 129 112 12 101
Capital expenditures 287 1,106 831 652 870 954
Tax credits 23 88 66 52 70 76
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POLYMOLD DIVISION

EXHIBIT 13 » Efficiency-Program Savings Estimates with CAD/CAM
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EXHIBIT 14 « Tooling Industry Financial Enformation (dollars in millions)

6%

Sales Net fncome/Sales Return on Assets Return on Equity

1981 1982 198¢ 1982 19871 1982 1981 1982
Company
Acme-Cleveland § 4007 S 3270 2.7% 3.6% 4.8% 4.6% 9.0% 92.3%
Brown & Sharpe 2054 143.8 29 —0.1 0.3 =70 68 ~18.0
Cincinnati Milacron 934.4 759.7 6.5 1.6 8.7 3.5 174 6,7
Ex-Cell-O 1,124.6 1,027.1 il 4.7 8.1 7.6 13.8 13.3
Gleason Works 2399 179.7 3.7 ~0.1 4.9 ; 5.2 8.0 -9.6
Monarch Machine 1405 95.2 13.6 7.3 213 1.6 27.1 9.5
Norton 1,334.6 1,264.14 7.1 1.5 9.4 3.6 17.5 6.7
Snap-on Toals 441.5 430.5 9.1 8.7 1.8 1.9 i8.8 16.0
Stanley Works 1,009.5 0962.8 5.5 39 8.3 5.9 4.4 9.6
Starrett 122.5 2.7 11.3 10.0 14.1 1.9 19.1 [4.6
Vermont American 203.9 181.9 6.2 36 8.6 4.5 15.8 7.8
“As of Seplember 1983, contined

N Av. = not available,
N.Ap. = not applicable.

Sources: Valur Line Investment Survey and Standatd & Poor's Bond Guide.



166 PART 3 CAPITAL BUDGETING

Polymold Division
EXHIBIT 14 continued
Debt/Total Assels Working Capital/Sales Market/Book Value Price/Earnings Ratio
S&P Debi
1981 1982 1981 1982 1981 1982 1981 1982 Rating” Bei®
23.4% 14.3% 24.4% 228% 0.78% 0.66% 10.5% 7.8% MN.Av, 0.90
250 23.5 36.4 385 0.65 0.54 12.1 N.Ap. N.Av. 0.95
150 13.6 28.6 30.1 1.70 1.75 12.3 24.6 N.Av. 1.10
8.6 6.8 218 24.5 0.82 0.89 1.4 6.2 N.Av, |.10
10.7 17.8 18.3 236 0.55 0.58 9.3 NAP. N.Av. 1.05
0.0 0.0 384 54.4 1.0t 0.96 4.1 9.1 N.Av, 1.05
17.7 18.2 26.1 23.6 1.31 0.99 8.5 14.9 A 0.95
8.1 8.0 312 431 2.00 235 1.2 12.1 N.Av, 1.00
128 14.1 24.6 250 1.21 1.69 8.6 124 A+ 0.95
0.0 0.0 45.0 52.0 1.38 1.34 6.7 8.3 N.Av. 0.70

n2 217 26.7 324 1.46 1.08 7.1 11.0 N.Av, 0.80
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In early 2008, Daniel Levy, chairman of Tottenham Hotspur Football! Club, was contemplating a
bold move for the organization, one that he hoped would help vault the team into the upper echelon
of the English Premier League (“Premiership”). Despite the club’s long and storied history, Levy felt
that the team’s future success likely required a significant investment in physical assets, notably the
development of a new stadium.

Tottenham currently played in an old stadium called White Hart Lane with a capacity of only
36,500 fans, but had the opportunity to build a new stadium on some adjacent property. Most of
their key competitors, such as Arsenal, Manchester United, and Chelsea, had newer or larger
stadiums, and were able to leverage the added revenues these stadiums provided to gain a
competitive advantage in the cutthroat player acquisition market. Levy had to decide if the benefits
of a new stadium were worth the substantial commitment of time and resources that its construction
would entail.

Background

Founded in 1882, the Tottenham Hotspur Football Club was one of the oldest teams in the
Premiership. Its rich history featured a successful product on the pitch, as evidenced by major
trophies in each of the past six decades--a feat matched only by Manchester United, and a series of
innovations off the pitch as well. The club became the first publicly-owned football club in England
when it listed on the London Stock Exchange in 1983, and was also the first to introduce corporate
hospitality boxes at their stadium. Tottenham also saw the relationship with football fans worldwide
as an important one, being were leaders in social responsibility and outreach, often topping the list of
Premier League teams in charitable donations.?

Since 1981, the team’s main shareholder had been ENIC International Ltd, an investment
company established by Joseph Lewis. Daniel Levy, Lewis's partner at ENIC, had served as
chairman of the club since 2001, after ENIC bought a controlling interest in the club. By June of 2007,
ENIC had acquired a combined overall 82% beneficial interest in the club, and was the only
shareholder with more than a 3% stake in the club.

1 Known as “soccer” in the US and Canada.

2 http:/ / www.philanthropycapital.org/about_npe/about_us/ intelligent_giving.aspx.

Professors Lauren Cohen, Joshua Coval, and Christopher Malloy prepared this case. HBS cases are developed solely as the basis for class
discussion. Cases are not intended to serve as endorsements, sources of primary data, or illustrations of effective or ineffective management.
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Levy, who had formerly served as a director of the Scottish football club Rangers, was a life-long
Tottenham fan, but understood the dynamics of football clubs and ran the club to endure financial
stability and longevity: “If you sign older players at huge salaries, but dor't get the immediate
football success you dreamed of, you cripple yourself.” To this end, Levy focused on three pillars
that he felt could help establish a foundation of consistent, long-run success: 1} the development of a
new stadium, 2) the building of a new practice facility (or “training ground”), and 3) the continual
improvement of the club (particularly the “First Team”, or starting squad) through prudent player
acquisitions during the various “transfer windows.”3

The club had a provisional agreement aiready in place to build the new training ground just
outside of London. The club viewed the training ground (the second pillar of their strategy) as also
crucial to the third pillar, which was to continually improve the quality of the team. Having a state-
of-the-art training ground was a major selling point in recruiting new players, both young players
whom they hoped to develop, as well as star players from other clubs or countries whom they hoped
to acquire.

Commercial Overview

The Spurs (as the team was referred to by its fans) had a passionate fan base numbering an
estimated 20 million people worldwide, including 2.1 million in the United Kingdom. The 36,500
capacity stadium at White Hart Lane was sold out for every game, and there was a waiting list for
season tickets of over 20,000 people. As the club’s commercial director noted, “football fans are more
likely to change their spouses than their football club,” a sentiment reflected in the fact that over 54%
of Spurs fans claim to have supported the club for 6 years or more The club had created a “One
Hotspur Membership” scheme, attracting over 70,000 fans, which offered varying levels of benefits
ranging from insider team updates to occasional ticket packages to full season ticket packages, in
order to further expand and monetize their brand and fan base.

Overall, the team received revenues from four major sources: attendance, sponsorship rights,
merchandise sales, and broadcast rights. Its main costs consisted of player salaries and costs of
operating the stadium. Premiership teams were ranked according to their win-tie-loss record* by the
end of the 38-game season, which was summarized by the total number of “points” they had
accumulated. A win earned a team three points, each tie earned them one point and there were no
points gained or subtracted for a loss. A team’s record affected its following which directly increased
all its revenue sources. For example, teams that ranked higher earned a greater share of league
television broadcast revenues, with each move up in the standings worth an estimated £760,000.
Additionally, the top four teams were invited to play in the Champion’s League - a tournament of
the top teams from the major European leagues - which earned them additional revenue from

3 A transfer window is a period during the year in which a football team can transfer players either in or out of their team. The
Premiership has two transfer windows, one in the offseason from July 1 to August 31, and the other during the season from
January 1 to January 31.

4 In the Premiership, each game can either end in a win, a tie, or a loss. A winning team will have scored more goals than its
opponent and a game will end in a tie if both teams have scored the same number of goals.
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attendance and broadcast rights.> The bottom three teams were “relegated” - sent to a lower division
in which they could expect to receive far lower revenues.

The official club sponsors were Mansion.com (which paid 34 million pounds over 4 years) and
Puma (which paid 25 million pounds over 5 years), but the club had a series of other commercial
partnerships as well, and viewed sponsorship revenue in general as a major potential growth area
going forward. The club’s merchandise sales had also grown substantially in recent years, in part
through the new uniforms (or “kits”) that were updated and re-designed for the tearn each year and
then sold to fans, and also through a total of 11 retail stores that the club had opened at the stadium
and elsewhere in London.

At the start of the 2008 season, the Premiership league was in the midst of an impressive run of
growth. For the past several years, revenue growth in the Premiership had been averaging 9% per
year across all sources. Player salaries were growing even more rapidly at 10% per year, reflecting
the intense competition for top-level talent. Both were expected to continue at their current rates for
another dozen years or so from which point they were likely to grow at 4% per year (1.5% per year
faster than inflation which was expected to be 2.5% per annum). Exhibit 5 presents a set of analyst
pro-forma income statements for Tottenham through 2020.

Stadium Development

White Hart Lane had been updated, expanded, and refurbished several times over the past 100
years, but Levy felt that the only way to truly modernize the club’s match-day facilities at this point
was to build a new stadium. The current stadium housed only 36,500 fans, and the club was hoping
to accommodate up to 60,000, a goal which simply could not be accomplished by renovating the
existing structure. To this end, the club had explored a variety of possible locations and stadium
configurations, but ultimately favored a plan which would build a new 60,000-capacity stadium in a
location adjacent to their current ground.

Regardless of what stadium it had, Tottenham could anticipate a maintenance capital expenditure
that was currently £3.3M$ in 2007 and was expected to grow at 4% per year. Depreciation related to
these capex charges was £2.2M in 2007 and was also expected to grow at 4%. In addition, the team
currently held over £26M of excess cash that could help fund future investments, pay down debt, or
be paid out to shareholders. The team planned to put together a consortium of wealthy investors to
help finance the construction of the stadium and/or make additional investments. The new stadium
would take two years to build at a total cost of £250M which would be paid in roughly equal
installments at the end of the first and second years of construction. After-tax proceeds from selling
the existing stadium were expected to be offset by costs of acquiring the land for the new stadium.”
A special tax incentive would allow the team to depreciate the £250M of construction costs over a 10-
year period following completion. Moreover, Tottenham had paid sufficiently high taxes in previous
years to immediately capture as tax refunds any tax credits associated with net operating losses.

5 In addition, finishing 5th in the Premier League enabled a team to qualify for another European tournament called the UEFA
Cup.

£ At the time, one £ equaled roughly $1.60.

7 The land acquisition costs would not be depreciable under UK tax law.
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With the new stadium, the club expected attendance revenue to increase by 40% relative to
forecasts in Exhibit 5, sponsorship revenues to increase by 20% relative to forecasts, and stadium
operating expenses to increase by 14% relative to forecasts. These increases were estimated based on
the historical experience of Arsenal (a rival club), who opened a new 60,300 capacity stadium called
Emirates Stadium in 2006, after playing for many years in their old 38,400 capacity stadium at
Highbury.

Player Acquisition

Levy believed that constructing a successful football team required more than just financial
resources: “People say this business is all about the money, but it's not. Skill in assessing and
developing players, as well as luck, are big factors.” That said, Levy felt that a new stadium was a
crucial component of long-run success in the Premiership, in part because the added revenues would
allow the Spurs to compete more aggressively in the acquisition market for superstar international
players. For example, in the offseason the Spurs would ultimately lose their two leading goalscorers,
Robbie Keane and Dimitar Berbatov, in patt because both players decided to move on to the “higher-
profile clubs” of Liverpool and Manchester United, respectively. To offset these personnel losses, the
club had quickly signed Roman Pavlyuchenko from Spartak Moscow, a young Russian striker who
the club believed would allow the team to at least maintain their average performance level from the
past few years (see Exhibit 2 for average points and net goals for Tottenham for the past 10 years).

Levy realized, however, that in order to significantly improve the quality of the team, he would
have to at least consider the possibility of signing another goalscorer in the future to pair with
Pavlyuchenko. The club was scouting a young attacking midfielder/striker, but unfortunately
established goalscorers of this type did not come cheaply. Tottenham first would need to pay for the
rights to the player, and then negotiate a new contract with him. For the rights to a goalscorer of the
caliber that Tottenham had in mind, the club would need to pay a “transfer fee” of roughly £20M.
This fee would be paid directly to the player’s current club immediately as a tax deductible expense.®
Additionally, the club anticipated negotiating a 10-year contract that would pay the player £50,000
per week for the 2008 season with scheduled increases of 10 percent each year thereafter. Both the
transfer fee and the contract were “guaranteed” in that, in the event of injury to the player,
Tottenham could recover no portion of the transfer fee and would have to continue paying his salary.
This risk was a nontrivial one considering that at any given point in the season an average of 20% of
all Premiership players were sidelined by one injury or another.

The pairing of Pavlyuchenko and a new goalscorer had the potential to significantly impact
Tottenham’s bottom line. If the new player remained healthy, Tottenham would be expected to
increase its net number of goals per season by 127 By improving the team’s ranking in the
Premiership, increases in a team’s net goals and hence its point total led to greater revenues. One
concern with this strategy, however, was that because of Tottenham’s small stadium, the club was
unlikely to reap most of the revenue increases that would result from any improvement in the club’s
performance. In particular, the team forecasted that without a larger stadium that was comparable to

8 Again, to the extent that the fee would generate a tax credit, Tottenham had paid sufficient taxes in recent years to collect it as
an immediate tax refund.

9 A team’s number of net goals (or “goal differential”) during a season is the total number of goals scored minus the lotal
number of goals allowed.
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those of the other top-tier teams, Tottenham would only capture one-guarter of the anticipated
revenue improvements associated with the team’s expected improvement. With all these
considerations in mind, Levy had to decide if the stadium development plans made sense, and how
best to proceed in the player acquisition market as well.
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Exhibit1 Basic Information

20-Year Risk Free Rate
Tottenham Equity Beta
Company Tax Rate

4.57%
1.29
35%

Source: Bloomberg, accessed September 2008.
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Exhibit 3 Tottenham Games and Stock Market Reaction

Tottenham Hotspur plc

Game Date Win Loss Draw Points Tottenham FTSE?

1/31/2004 Q 1 0 0 -0.27% -0.21%
2112004 1 0 0 K| 0.00% 0.72%
2/11/2004 1 0 0 3 11.89% -0.42%
2/22/2004 0 0 1 1 0.00% 0.21%
3/9/2004 0 1 0 0 0.00% 0.07%
3/14/2004 1 0 0 3 9.52% -1.22%
3/20/2004 0 1 0 0 0.00% -1.90%
3/27/2004 4] 1 0 0 -2.95% 1.13%
41372004 0 1 0 0 0.00% 0.34%
4/9/2004 0 1 0 0 0.00% 0.47%
41242004 0 ] 1 1 B.57% 0.58%
41712004 0 1 0 0 8.57% 0.20%
4/25/2004 0 0 1 1 -2.95% 0.04%
5/2/2004 0 1 0 0 0.00% -0.66%
5/8/2004 1 0 0 3 8.07% -2.29%
5/15/2004 1 0 0 3 0.00% -0.87%
8/14/2004 0 o 1 1 -3.57% 1.13%
8/21/2004 1 0 0 3 0.11% 0.83%
8/25/2004 0 0 1 1 2.41% 0.96%
8/28/2004 1 0 0 3 0.00% 0.81%
9/12/2004 0 0 1 1 0.00% 0.30%
9/19/2004 0 0 1 1 -0.45% -0.25%
9/25/2004 0 1 0 0 0.00% -0.81%
10/2/2004 1 0 0 3 -4.13% 0.48%
10/18/2004 0 1 0 0 3.13% 0.62%
10/23/2004 0 1 0 ) 0.00% -1.10%
10/30/2004 0 1 0 0 1.89% 1.07%
11/6/2004 0 1 0 0 0.00% -0.49%
11M3/2004 0 1 0 0 0.00% 0.19%
11/22/2004 0 1 0 0 -2.91% 0.20%
11/28/2004 1 0 0 3 0.14% 0.18%
12/4/2004 1 0 ¢ 3 -3.95% -0.53%
12/11/2004 1 0 0 3 3.57% 0.91%
12/18/2004 1 0 0 3 5.26% 0.73%
12/26/2004 1 0 0 3 0.00% 0.22%
12/28/2004 0 0 1 1 4.00% 0.45%
1/1/2005 1 0 0 3 0.00% -0.12%
1/4/2005 0 0 1 1 7.35% -0.85%
1/115/2005 0 1 0 0 5.15% 0.54%
1/22/2005 0 1 0 0 -2.58% 0.19%
2/1/2005 0 1 0 0 -0.50% 0.20%
21512005 1 0 0 3 12.50% 0.78%
2/26/2005 1 0 0 3 5.43% -0.76%
3/5/2005 0 1 0 0 0.16% -0.18%
3M16/2005 o 1 0 0 0.97% -0.31%
3/19/2005 1 0 0 3 0.00% 0.21%
4{2{2005 0 0 1 1 -5.48% -0.35%
4/10/2005 1 0 0 3 -5.04% -0.21%
4/16/2005 0 0 1 1 6.16% -1.32%
4/20/2005 0 0 1 1 -3.81% -0.05%
412512005 0 1 0 0 7.67% -0.40%
5/1/2005 1 0 0 3 0.00% 0.24%
5/7/2005 0 1 0 0 0.96% -0.17%
5/15/2005 0 0 1 1 1.03% -0.05%
8/13/2005 1 0 0 3 0.00% -0.03%
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Game Date Win Loss Draw Points Tottenham FTSE?
8/20/2005 1 0 0 3 4.88% 0.11%
8/24/2005 0 0 1 1 0.00% -0.37%
8/27/2005 0 1 0 0 0.00% -0.53%
9/10/2005 0 0 1 1 -1.02% 0.29%
9/17/2005 0 0 1 1 -0.24% 0.40%
9/26/2005 ] 0 0 3 -0.59% 0.11%
10/1/2005 1 0 0 3 -0.39% 0.43%

10/15/2005 1 0] 0 3 -0.04% 0.22%
10/22/2005 0 0 1 1 0.00% 1.27%
10/29/2005 0] 0 1 1 -0.22% 1.99%
11/7/2005 )] 1 0 0 7.69% 0.00%
11/20/2005 0 0 1 1 -2.18% -0.02%
11/26/2005 1 0 4] 3 0.00% -0.84%
12/3/2005 1 0 1] 3 0.47% -0.32%
12/12/2005 1 0 0 3 -3.94% 0.10%
12/18/2005 0 0 1 1 -4.63% 0.15%
12/26/2005 1 1] 0 3 0.00% -0.03%
12/28/2005 0 1 0 0 -0.83% 0.28%
12/31/2005 1 0 0 3 0.00% -0.35%
1/4/2006 1 4] 0 3 2.83% -0.41%
1/14/2006 0 1 0 0 -2.85% 0.51%
1/21/2006 0 0 1 1 -2.16% -0.20%
1/31/2006 0 1 0 ) 0.58% 0.72%
2/5/2006 1 0 0 3 1.18% 0.23%
2/112/2006 0 0 1 1 0.60% 0.51%
2119/2006 0 0 1 1 4.89% 0.29%
3/5/2006 1 0 0 3 0.00% 0.67%
3/11/2006 0 1 1] 0 2.91% 0.76%
3/18/2006 1 0 1] 3 2.41% -0.13%
312712006 1 0 0 3 2.83% -0.61%
4/1/2006 0 1 0 0 -5.04% 1.00%
4/8/2006 ] 0 4] 3 0.00% 0.68%
4/15/2006 1 0 0 3 0.00% 0.48%
4/1712006 0 1 0 0 -0.51% 0.24%
4/22/2006 0 0 1 1 1.80% -0.55%
4/30/2006 1 0 1] 3 0.00% -0.61%
51712006 0 1 0 0 -4.32% -0.40%
9/9/2006 0 1 0 0 0.00% -0.48%
9/17/2006 0 1] 1 1 -0.20% 0.22%
9/19/2006 0 1 0 0 -1.35% 0.59%
9/23/2006 0 1 0 0 8.39% -0.41%
9/26/2006 0 1 0 0 -3.39% 0.96%
10/1/2006 1 0 1] 3 0.00% -0.05%
10/14/2006 0 0 1 1 0.00% 0.256%
10/22/2006 1 0 0 3 0.36% 0.18%
10/28/2006 0 0 1 1 2.49% -0.55%
11/5/2006 1 0 0 3 4.26% 1.24%
11/12/2006 0 1 0 0 0.00% -0.23%
11/19/2006 0 0 1 1 -0.60% 0.20%
11/26/2006 1 0 0 3 1.59% -1.18%
12/2/2006 0 1 0 0 -1.43% 0.48%
12/5/2006 1 0 0 3 4.01% 0.06%
12/9/2006 1 0 0 3 -0.71% 0.12%
1211712006 1 0 0 3 6.96% -0.20%
12/26/2006 L] 0 0 3 -0.14% 0.89%
1/1/2007 0 0 1 1 -1.27% 1.45%
1/14/2007 0 1 0 0 0.00% 0.39%




209-059 Tottenham Hotspur plc
Game Date Win Loss Draw Points ToHenham FTSE?
112012007 0 0 1 1 -2.34% -0.30%
21412007 0 1 0 0 -1.88% 0.11%
21072007 0 1 0 0 -0.61% -0.46%
212172007 1 0 0 <] 0.00% 0.37%
212512007 1 0 0 3 -1.16% 0.52%
3/4/2007 1 0 0 3 0.00% -0.94%
3/17/2007 1 0 0 3 -1.19% 0.96%
4142007 1 0 0 3 0.00% 0.12%
4742007 0 1 0 0 -1.16% 0.32%
4115/2007 0 0 1 1 0.06% 0.83%
42112007 0 0 1 1 8.77% -0.11%
4/28/2007 1 0 0 3 8.42% 0.48%
SfT12007 1 0 0] 3 -3.9% -0.81%
5/10/2007 0 0 1 1 5.50% 0.64%
5/13/2007 1 0 0 3 2.61% -0.16%

2The FTSE is the UK equivalent of the 5&P 500

Source: Datastream, accessed September 2008.
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Exhibit4 2007 Tottenham Balance Sheet (millions of pounds)

Assets

Current assets:
Cash and equivalents 26.29
Investments, available for sale 0.63
Inventory - Merchandise 1.17
Accounts Receivable 19.99
Total current assets 48.07

Property and equipment, net 55.78

Intangible assets, net 49.35
Total assets 153.20

Liabilities and Stockholder Equity
Current liabilities:

Accounts payable 64.40
Total current liabilities 64.40
Long-term debt and deferred interest, net of current 43.08
portion

Total liabilities 107.48

Total stockholders' {deficit} equity 45.73

Total liabilities and stockholders’ equity 153.20
Shares Outstanding {miflions of shares) 9.29
Market Capitalization 128.20

Source: Company reports.
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Kelly Services, Inc.
[

As part of his rotation training, William Murry, a new analyst with Shack,
Stripes, & Roam Securities (SS&R), had been assigned a portfolio of ser-
vice companies. Three of the companies provided temporary help, and of
the three, he found one, Kelly Services, Inc., to be particularly interesting.
Kelly's growth and profitability record, and lack of debt, were what caught
Mr. Murry’s attention.

In his MBA program, Mr. Murry had been taught that debt was less
expensive than equity, so he wondered whether a company that shied away
from borrowing could be successful compared with its competitors. Could
it be maximizing value for shareholders? Because interest rates had
declined considerably over the previous couple of years (as shown in
Exhibit 1), reducing the cost of debt even further than previously, Mr.
Murry wondered how Kelly might have been affected if the company had
taken on some debt either in 1985 or early in 1986. Had Kelly’s share price
been penalized because the company had not taken sufficient advantage of
debt financing?

In contrast to Mr. Murry's MBA teachings, many of his colleagues at
SS&R believed that Kelly had been a superior performer because it had no
debt, and that it needed no debt now.

The Industry

Temporary employed in the United States is booming. According to the
Bureau of Labor Statistics, employment growth in the temporary help
services industry has averaged 11 percent a year over the last 13 years,
compared with a 2.§ percent growth rate for non-agricultural jobs
throughout the economy.’

This case was prepared as a basis for class discussion rather than to illustraie cither
effective oc ineffective bandling of an administrative situation, Copyright @ 1986 by the
University of Virginia Darden School Foundation, Charlottesville, Virginia. All rights
reserved,

' The quote and statistics in this section are from Cherlyn S. Granrose and Eileen Appel-
baurn, “The Efficiency of Temporary Help and Part-Time Employment,” Personnel Adminis-
trator, January 1986, 71.
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The increasing use of temporary help could be attributed to at least
three factors. First, such help was used as an employment buffer; it would
decline early in a recession, but would rebound rapidly in an economic
recovery. In 1983, the first year of recovery from a recession, the use of
temporary help had increased by 17.5 percent.

Second, companies had begun to hire temporary workers under long-
termn contracts. According to labor economist Audrey Freedman,

“Whal the companies are doing is organizing so they don’t have to pay
for vacation, holidays, health benefits or pensions. In addition, they
don’t have to allocate money for training and for promotion.” The
savings can be large, and some firms are now building temporary werk
into their employment strategies.?

Third, temporary workers had expanded beyond secretaries and cleri-
cal workers to include engineers, accountants, nurses, and even lawyers
and doctors costing up to $150 per hour. Ms. Freedman said,

“In the make-or-buy decision, a lot of companies are deciding to buy,
rather than make, something they need.” Renting a professional
instead of hiring one fits in with this trend, she says. The new temps
choose temporary work to get money and experience at the beginning
of a career, a lighter work load at the end, or a more refaxed lifestyle
along the way.’

By 1982, 46 percent of temporary employment and 57 percent of receipts
of temporary-help services firms were earned at non-office jobs.

A 1985 survey indicated that, of temporary help hired for office jobs,
58 percent were used in clerical positions and 25 percent were used for
secretarial duties; the remaining 17 percent were used for such tasks as
word and data processing and accounting functions. About half were hired
to alleviate work overloads, and one-third were hired to cover for absent
employees.

The Company

Kelly Services, Inc., was founded in 1946 in Detroit, Michigan, and had
remained under Family management, with William R. Kelly as chief execu-
tive officer. The company emphasized clerical and secretarial services bul

!ibid., 72.
}“These *Temps’ Don't Just Answer the Phone,” Business Week, June 2, 1986, 74

‘A‘AAAAAAAA-AA“AAAA"‘-“'\‘-\AAAAA‘AAAAAAAAA*“*ﬂ



KELLY SERVICES, INC.

also provided some marketing, light industrial, technical, and nursing and
home health-care temporary-help services through over 650 offices in the
United States, Canada, the United Kingdom, and France. Kelly opened 64
new offices in 1985 and 47 in 1984, but most of the company’s growth had
come from increased business from existing markets and customers.

As shown in Exhibit 2, Kelly's sales and profits had more than quin-
tupled between 1976 and 1985 and had more than doubled since 1982.
Kelly's sales had grown more rapidly than its assets and equity base and
had done so with no long-term debt.

Wages and salaries (cost of goods sold) amounted to about 74 percent
of Kelly’s total revenues, and accounts receivable from businesses consti-
tuted about 55 percent of total assets. On the other side of the balance
sheet, wages, payroll taxes, and insurance constituted 71 percent of total
liabilities. In 1985 Kelly had $17.6 million in common stock and $11.5
million of treasury stock; retained eamings had increased from $102.1
million in 1984 to $123.0 million in 1985.

Kelly had split its stock ten times since 1962, when it first issued
shares 1o the public. In June 1984, to improve the stock’s marketability,
each common share was split and reclassified as 1% shares of nonvoting
Class A and one-half share of voting Class B common stock. A five-for-
four stock split took place in August 1985. Insiders controlled 60 percent
of the Class A and 76 percent of the Class B shares. In 1985 dividends
averaged 54 cents per share, representing the 14th consecutive and 23d
overall annual increase in dividends since 1962. Exhibit 3 provides stock
price data for Kelly Services between 1980 and 1985.

The Competition

Mr. Murry had similar information in his porifolio on two of Kelly Ser-
vices’ competitors, Volt Informatian Sciences, Inc., and Olsten Corpora-
tion. Olsten was the more successful of the two competitors. (Manpower,
Inc., better known than Volt or Olsten, had been sold recently, and public
data were no longer available for it.)

Olsten Corporation was the third largest temporary-help company in
North America, with 119,000 personnel available through 322 offices in 39
states and Canada. About 31 percent of Olsten’s offices were operated
under franchise. The company had no long-term debt, and the Olsten fam-
ily owned 40 percent of the stock.

Valt Information Sciences, Inc., earned about 60 percent of its reve-
nues through its temporary-help operations and 32 percent through
typesetting-equipment sales and service; the remaining 8 percent was
earned through the installation of automatic directory-assistance systems
and the sale of technical manuals. Volt employed 13,800 people, 70 per-
cent of whom were temporary workers. The company had a long-term

367
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debt/equity ratio of 124 percent and a long-term debt/assets ratio of 4.
percent. Insiders owned 32 percent of Volt stock.

Financial data for Volt, Olsten, and Kelly Services are compared is
Exhibit 4.

Projections

Being curious about the effect that debt might have on Kelly Services, Mr
Murry created three pro forma financial statements based on the com
pany’s 1985 figures. He had worked out some rough figures for differen
capital structures (shown in Exhibit 5) by assuming that

1. the debt would be used to repurchase stock in January 1986 at 525
per share,

2. the interest rate on the long-term debt would be 12.5 percent,

3.  the tax rate would be 50 percent, close to the average of the past 10
years, and

4,  the payout ratio would be 28 percent,

From this analysis, he found earnings would decrease as leveragt
increased, but earnings per share would increase, with no negative impacl
on dividends per share, as shown below:

Proportion of Debt to Equity

Actual 30 Percemt 50 Percemt 78 Percem

Net income (millions) $32.6 $29.6 $27.9 $26.3
Earnings/sharc 2,01 2.03 2.06 2.10
Dividends/share 0.56 0.57 0.58 0.59

These results seemed in conflict to Mr. Murry. In addition, he was
certain that whatever the shareholders perceived about the company
would be reflected in its share price. The stock price was $25 per share al
the beginning of 1986, What would it be if debt increased? Did these same
results hold true for Olsten and Volt? Was his business-school lesson that
leverage increased performance right or wrong? Did these dala, or would
further analysis, prove his professor’s techniques correct?

Mr. Murry was determined to solve this enigma and show others al
SS&R the exact source of the value of leverage—if he could determine
whether increasing debt increased shareholder value.

P . S S s T T e T T e T T R e T S e S S e B e s e e .
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Kelly Services, Inc.
EXHIBIT 1 -« Interest Rates on Debt of Different Quality

U.S. Treasury Bonds Corporate Bonds
Year/Month  Prime Rate 3-Year 10-Year Aaa Aa A Baa
1980 15.27% 11.55% £1.46% 11.94% [2.50% 12.89% [3.67%
1981 18.87 14.44 §3.91 14,17 (475 1529 16.04
1982 14.86 12.92 13.00 13.79 1441 1543 16.11
1983 10.79 10.45 §1.10 12,04 1242 1310 1355
1984 12.04 11.89 12.44 1271 1331 1374 1419
1985 1 10.61 £0.43 [1.38 b1.37  11.82 1228 1272
2 10.50 10.55 §1.51 1213 1249 1230 13.23
3 10.50 11.05 11.86 1256 1291 1336 13.69
4 10.50 10.49 11.43 £223 1269 1314 13.51
5 10.3t 9.75 10.85 11,72 1230 1270 1315
6 9.78 9.05 10.16 10.94 1146 1198 12.40
7 9.50 9.18 1031 10.97 1142 11.92 1243
B 9.50 9.31 10.33 11.05 1147 1200 1250
g 9.50 9.37 10.37 11.07 1146 1199 12.48
10 9.50 9.25 10.24 [1.02 1145 1194 1236
11 9.50 8.28 9.78 10.55 1107 11.54 11.99
12 9.50 8.40 9.26 10.t16 1063 1119 11.58

Sausces: Federal Reserve Bufletin, various issuces; and Econamic Report of the President, 1986,
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Kelly Services, Inc.
EXHIBIT 3 « Quarterly Stock Price Data”

KELLY SERVICES, INC.

Standard Common Class A Class B
Year/ & Poor's
Quarler 300 High Low High High Low
1980 1 102.9 §8.625  $5.125
2 1§4.2 1.25 6.5
3 125.5 9.875 7.25
4 135.8 9.375 8.75
1981 1] 136.0 11.25 8.875
2 131.2 13.75 11.125
3 116.2 13.75 11.5
4 122.6 13.5 11.625
1982 | 1119 12.5 10.875
2 109.6 12.875 9.5
3 122.4 10.625 7.875
4 1394 13.125 9.875
1983 1 1519 15 12.125
2 166.4 16.25 14
3 167.2 17.5 16.125
4 164.4 20 16
1984 1 159.2 20 17.75
2 168.1 s18 $17.25
3 166.1 $20.5 320.125  §15.5
4 1635.0 21.25 20.5 13.25
1985 1 153.2 23.25 23 18.25
2 £66.1 28 30125 23125
3 167.2 29.375 29.375 26.125
4 180.7 $29 $26.5 $24.75

“Kelly data adjusted Ffor siock splits.

mn
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Kellp Services, Inc.
EXHIBIT 4 « Comparative Financial Statements,
1984-1985 (dollars in millions, except per-share data)

Relly Olsten volt
(December 31) (December 1) (Octaber 31)
1984 1985 1984 1985 1984 1985

Sales $741.2 $876.4 52i8.8 $262.9 $391.7 $389.8

S-year growth 16.2% 17.6% 24.4% 25.0% 22.3% 18.6%
Net profit $ 26.7 5 326 $ 6.0 $ 73 $ 13.0 S {600

S-year growth 17.1% M.2% 23.2% 31.0% 9.6% cic
Earnings/sharc S L.&5 $ 202 $ 074 $ 0.90 s L7177 S (0.89)

S-year growth 17.1% 21.2% 17.5% 24.7% 4.4% (5.51%
Dividends/share S 0.46° § 0.56° S 0.2 S 016 v} 1]

S-year growth 20.1% 16.0% 15.7% 22.4% 0 1]
Average annual P/E 10.9% 12.8X 10.5% 15.9% 119X N.Ap.
Dividend payout ratio 27.0% 27.0% 16.0% 17.8% 0 0
Cash § 395 S 41.9 $ 156 § 208 $ 37.2 $ 272
Tolal current assets 126.2 1559 55.0 63.5 190.2 159.4
Total assets 148.9 178.6 59.8 71.8 161.0 309.0
Total carrent liabilitics 40.2 49.5 236 29.4 115.0 73.9
Long-term debt 0.0 0.0 0.0 0.0 125.9 125.9
Long-lerm debt and capital feases 0.0 0.0 0.0 0.0 127.3 1271.3
MNet worth $108.8 $i129.1 S 362 $ 423 511585 $102.8
S-ycar average lax rale 49.5% 49.4% 48.0% 47.7% 46,1% 45.7%"
Sitock price (end of year) 518 25 SI8 $30 $i7 $20
Beta 0.75 0.75 .25 1.25 1.40 1.49
Return on sales 36% 3.7% 2.1% 1.8% 3.3% (1.5)%
Return on assets 17.9 i8.3 10.0 10.2 3.6 (1.9)
Return on capital 24.6 253 16.6 17.3 5.4 (2.6)
Relurn on equity 24.6% 25.3% 16.6% 17.3% 11.3% {5.8)%
Common shares {millions) §6.19 16.15 8.1 213 7.35 7.05

i

CIC = tannot caleulate because of a loss in at least one yzar,
N.Ap, = not applicable,

*(lass A comman siock

*Four-year average because of loss during period.
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KELLY SERVICES, INC. 5
Kelly Services, Ine.
EXHIBIT 5 » Pro Forma 1986 Results for Alternative Capital

Structures (dollars in millions, except per-share data)

e

Pro Forma
Debit/Total Capital

———

Actual 30 Percent 50 Percent 70 Perceny

Sales $876.4 5876.4 $876.4 5876.4
Earnings before interest and taxes 64.0 64.0 64.0 64.0
Inicrest 0.0 4.8 B.1 11.3
Eamings before 1axes 64.0 592 559 52.7
Taxes 34 29.6 28.0 26.4
Net earnings 3 326 S 29.6 5279 $ 264
Dividends § 89 $ 83 $ 7.8 S 74
Shares outstanding (millions) 16.15 14.60 13.57 §2.53
Earnings/share* $ 202 § 203 § 206 3 210
Price/earnings ratio 238X N.Av, N.Av, N.Av,
Dividends/sharc § 055 § 057 S 0.58 3 059
Dividend yield 220% N.Av. N.Av, N.Av_
Beginning of year

Debt 0.0 $ 38.7 S 645 5 904
Net worth $129.1 90.4 64.6 38.7
Stock price/sharc $ 250 N.Av. N.Av. N.Av,

N.AY, = not available,
*At & 50-pereeat tax rate, the EPS would be $1.95,
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BRIEF CASES
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NOVEMBER 17, 2011

WILLIAM E. FRUHAN

CRAIG STEPHENSON

Pacific Grove Spice Company

“Variety's the very spice of life, That gives it all its flavor.”
~-The Task: A Poem in Six Books, William Cowper, 1785.

As she sat in her office during July of 2011, Debra Peterson reflected on the opportunities and
challenges facing the Pacific Grove Spice Company. Holder of degrees in Film Studies and Culinary
Arts, Peterson had followed a nontraditional career path, which ultimately led to her appointment as
president and CEO of Pacific five years ago. Cooking and the culinary arts had been riding a wave of
popularity and growth for several years, and as a manufacturer, marketer, and distributor of high-
quality spices and seasonings, Pacific had benefited from a mass change in perception: food as fuel
was “out,” and food as a celebration of taste and camaraderie was “in.” Peterson and her staff had
identified attractive internal and external opportunities for the company, but like many firms
growing rapidly, Pacific’s financial position and ability to fund this growth was stretched to the
breaking point.

Spices and the Spice Industry

In many ways the history of spices is the history of humans and global commerce. By at least 3000
B.C. the ancient Egyptians were using spices in food, cosmetics, and embalming, and as the demand
for spices increased, trade developed between producing and consuming regions. Spices from Africa
and Asia were transported by caravans or sailing ships to the Middle East, Mediterranean, and
Europe, and became sources of enormous wealth to cities and states active in the spice trade.
Venice's dominant position in trade from Asia through the Middle East and into Europe forced other
states to look for alternative sources and trade routes; beginning with Bartolomeu Dias in 1487, and
continuing with Christopher Columbus, Vasco da Gama, and many others, the European powers
competed for the riches associated with the spice trade. The expansion and importance of this trade
in spices was perhaps best illustrated by the creation on March 20, 1602, of the world’s first publicly
traded business venture—~the Vereenigde Oost-Indische Compagnie, better known today as the
(Dutch) United East India Company, which was chartered in Amsterdam and granted a 21-year
monopoly on East Indian trade. The spice trade had become big business at both the micro and

HBS Professor William E. Fruhan and Babson College Professor Craig Stephenson prepared this case solely as a basis for class discussion and not
as an endorsement, a source of primary data, or an illustration of effective or inefiective management. This case, though based on real events, is
fictionalized, and any resemblance to actual persons or entities is coincidental. There are occasional references to actual comparies in the
narration.

Copyright © 2011 President and Fellows of Harvard College. To order copies or request permission to reproduce materials, call 1-800-545-7685,
write Harvard Business Publishing, Boston, MA 02163, or go to hitp:/ /www.hbsp.harvard edu. This publication may not be digitized,
photocopied, or otherwise reproduced, posted, or transmilted, without the permission of Harvard Business Scheo!,
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macro level, with the wealth and power of companies and nations rising and falling with their
relative position in spices.

Spices continued to play an important role in kitchens and cooking until the late 20" century,
when chefs began to “kick it up a notch” (the signature phrase of Chef Emeril Lagasse) as two
separate cultural trends came together. The first of these started with the publication of Mastering the
Art of French Cooking by Julia Child, Louisette Bertholle, and Simone Beck in 1961, and broadcast of
“The French Chef” starring Julia Child in 1963. The book and television program began a movement
toward the exotic and flavorful in American cooking, which continued unabated into 2011, when
cooking programming was a staple on television, and many chefs had achieved celebrity status.
High-quality cooking and cuisine was readily available, and many people changed their cooking
habits accordingly, which translated into the purchase and use of more and better quality spices.

The second societal trend that increased the importance of spices to many American cooks was the
growing concern about obesity and diet. Health-conscious consumers, who wished to reduce the
amount of fat in their diets while maintaining flavor, could use spices and seasonings to improve the
taste of low-fat meals. Low-fat ingredients, cleverly combined and enhanced with high-quality
spices, could produce delicious and satisfying meals. This combined desire for healthier meals,
which were also flavorful and often unusual, had a positive impact on the spice industry. By the year
2011, over 150 spice manufacturers were operating in the United States, attracted by the growing
demand for the traditional and the new. Although the spice industry was dominated by large
multinational firms like McCormick & Company and Associated British Foods plc, many small firms
were competing successfully for a share of chefs’ purchases and spice-rack space.

Pacific Grove Spice Company

Pacific had opened for business as a small specialty grocer on the Monterey Peninsula of
California in the early 1980s, selling a selection of foods, coffees, teas, and spices. One of the
founders, Judith Findra, was particularly interested in Asian and Indian Cuisine, and the store
expanded its offerings of spices to support a wider range of international foods. Within 10 years the
company became known as “the” place to find spices in Central California, and spices dominated the
company’s sales mix. By the 25" anniversary of its founding, the company’s reputation, sales, and
shipped orders covered all 50 states, with over 90% of sales made to high-end grocery stores—such as
Whole Foods Market—and the remainder through an internet sales platform.

Debra Peterson had been hired to manage the company’s retail distribution channel in the late
1990s, and soon after she assumed the role of Chief Operating Officer. As Pacific continued to grow
its sales and profits, the founders began to de-emphasize their role, and in 2006 they stepped away
from active management, naming Peterson president and CEO of the company. The transition had
gone very well; Pacific’s sales and profits had increased at a rapid rate, and this growth was forecast
to continue. The company’s most recent income statements and balance sheets, and four years of
projections, are presented in Exhibits 1 and 2.

Pacific’s mission statement emphasized its commitment to the highest quality and freshest spices.
This required continuous searching and sampling of herbs and spices worldwide, as well as
development of new seasonings and flavorings in the laboratory and test kitchen, to ensure Pacific
delivered the finest culinary ingredients to retail and industrial customers. Its business model
required significant investment in accounts receivable, inventory, and net property & equipment to
support sales, and as the company’s sales increased, its assets increased concurrently. Although the
company was profitable and all of its net income was re-invested in the firm, retained earnings were
not sufficient to fund the growth in assets necessary to support ever-increasing sales. The remainder

2 BRIEFCASES | HARVARD BUSINESS SCHOOL
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of Pacific’s financing was provided by a large regional bank, through short-term notes payable
backed by the company’s accounts receivable, and long-term debt supported by the firm's other
assets and earnings power.

The bank was willing to lend up to 81% of the company’s accounts receivable balances, and given
its robust growth in sales and assets, Pacific was continually at this limit. The bank preferred notes
payable below the limit in the loan agreement, but the receivables were of excellent quality and the
bank was comfortable with the amount borrowed. In addition, all of Pacific’s bank debt carried an
interest rate of Prime plus 500 basis points (Prime + 5%), earning a significant margin above the
bank’s cost of money.

The bank, or more precisely its credit committee and examiners, were unfortunately not as
comfortable with the total amount of interest-bearing debt on Pacific’s balance sheet. Beginning with
the financial crisis of late-2008, banks had been under increasing oversight and pressure from
regulators to limit exposure to potential loan losses. At the end of its most recent fiscal year the
company had total debt of $37.172 million, equal to 62% of total assets and 216% of owners’ equity.
In addition, Pacific’s equity multiplier (sometimes called financial leverage, and calculated as total
assets divided by owners’ equity) was 3.47 times, and times interest earned was only 2.15 imes. The
bank recently told Peterson that it wanted to see an action plan to reduce interest-bearing debt to less
than 55% of total assets and the equity multiplier to less than 2.7 times by June 30, 2012. If this
requirement was not met, the bank would refuse to extend any additional credit to Pacific, forcing the
company to find a new source of funding at a time when credit was difficult to obtain.

Pacific’s four-year financial projections in Exhibits 1 and 2 had been prepared jointly by Peterson
and the company’s CFO, Fletcher Hodges, and they both agreed the forecasts were reasonable and
attainable under the company’s current business model. They expected the growth rate of sales
would gradually decrease over the next four years, from the robust 19% achieved in fiscal 2011 to 9%
in fiscal 2015, and that operating income would stabilize at 8.4% of sales. As the growth rate of sales
decayed, the additional investment required each year to support sales would also decrease, and
Peterson wondered if this combination of slower sales growth, slower asset growth, and additional
profitability would be sufficient to quickly reduce the company’s interest-bearing debt percentage
and equity multiplier to the numbers demanded by the bank. One of CFO Hodges's young analysts
was performing a financial ratio analysis of the projected income statement and balance sheet to
determine if this was the case.

Beyond the financial constraints imposed on current operations by its bank, Peterson and Hodges
were also evaluating three opportunities:

1. Should Pacific accept an offer from a cable cooking network to produce and sponsor a new
program? This opportunity would increase the company’s sales, profits, and cash flow above
that presented in Exhibit 1, but would require investment in television equipment, capacity
and working capital.

2. Should Pacific raise new equity capital by selling shares of common stock?

3. Should Pacific acquire High Country Seasonings—a privately owned spice company with
sales revenue approximately 22% of Pacific’s?

HARVARD BUSINESS SCHOOL | BRIEFCASES 3
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There’s No Business Like Show Business

A well-known cooking network had signed a popular young chef, Lesley Buller, to a five-year
contract to star in a new half-hour program. The network had approached Pacific to produce and
sponsor the program, as the company'’s facilities were close to Buller's home, and having worked for
Pacific during the summer of her high schoo!l and college years, she was friendly with company
management. Negotiations with the network had produced a tentative agreement, and the finance
team had prepared an investment analysis of the proposed deal. If the analysis showed a sulfficiently
high rate of return, Peterson would commit the company to the program.

Everyone believed the new program would have a significant positive impact; incremental sales
created by the program in year one were expected to be $8,100,000, equal to one-tenth of Pacific’s
sales in fiscal 2011, with these sales growing at a 5% annual rate in the remaining four years. Cost of
goods sold and promotional expense would be 58.5% and 11%, respectively, of each year’s sales.
General and administrative expense would be $760,000 in year one of the program, and would
increase at a 5% rate per year. Depreciation expense on the capital investment associated with the
program was not included in any of these cost numbers, and Pacific's marginal income tax rate
would be 27%.

The up-front capital investment required to produce the program was relatively modest.
Television equipment and productive capacity were expected to cost $1,440,000 and this investment
would be depreciated straight-line over five years to zero salvage value. Pacific must also invest in
more working capital to support the additional sales, with the investment in any year driven by the
increase of sales or costs of goods sold in that same year compared to the prior year. The forecast
bases for this working capital investment were that accounts receivable would equal 75 days of sales,
inventory would turn over 4 times, and accounts payable would equal 30 days of cost of goods sold.

The investment analysis of the new television program is presented in Exhibit 3, and Peterson
was very pleased with the cash flows and internal rate of return. The 41% IRR was outstanding, and
after performing a quick sensitivity analysis on sales she determined that if sales made only 75% of
forecast, and promotion and general and administrative expenses remained as forecast, the IRR was
still 20%. “We're going into show business,” thought Peterson, “if we can find a way to finance it.”

Selling New Common Stock

One alternative to finance growth and reduce debt was to sell new common stock to outside
investors. Pacific’'s common stock was traded on the NASDAQ, and with 1,165,327 shares
outstanding and a current stock price of $32.60, the company’s market value of equity was almost $38
million, The founders owned approximately 25% of these shares, Peterson owned about 7%, and the
remainder was owned by other investors. Although not on the same scale as the NASDAQ tech
giants, trading in Pacific’s common stock was sufficiently active that its common stock could be easily
bought or sold through market makers or electronic communication networks (ECNs).

Peterson hoped this liquid market for Pacific’s common stock would facilitate its sale, but she
knew that financial markets had been experiencing very high levels of volatility since the financial
crisis of 2008. Investors’ reaction to both positive and negative news about companies and the
economy was fast and furious, which she assumed would make the sale of new common stock more
difficult and possibly more expensive. One month ago Peterson had met with William Rodriguez, a
college classmate and San Francisco investment banker, to explore the possible sale of new shares,
and she had just received his report and offer: an investment group was willing to purchase 400,000
shares at a price which, after subtracting transaction costs and fees associated with the transaction,
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would result in net proceeds to Pacific of $27.50 per share. Peterson had hoped to receive net
proceeds much closer to the company’s current market price, but Rodriguez told her that investors
were especially anxious right now, and after approaching several potential investment groups, this
was the best he could do. Peterson then asked about a seasoned equity offering to the public, but
Rodriguez explained that a small company selling such a small number of shares would result in
even higher transaction costs and fees, producing lower net proceeds to the company. Peterson
respected Rodriguez both personally and professionally, so she realized the company would not be
able to sell new common stock to outside investors on better terms.

High Country Seasonings

Peterson had one more opportunity to consider—the possible acquisition of High Country
Seasonings, a small and successful privately held firm located along the Colorado Front Range. Like
many companies in the industry, High Country had started as the idea of its founders, and after local
success it had grown into a regional business with a growing clientele. The company had been
founded by Martha and Carol Atwood in 1991, a partnership of two sisters which combined scientific
precision and a flair for the adventurous, and the company produced and sold a selection of quality
spices and unique seasonings. The most recent income statements and balance sheets for High
Country are presented in Exhibits 4 and 5.

After 20 years of hard work, the sisters both agreed it was time to sell their 100% ownership stake
in the business and pursue other interests. They had contacted several larger spice companies about
a possible sale, and a strong mutual attraction developed between High Country and Pacific. High
Country’s products and brands would be a nice extension of Pacific’s own offerings, and the Atwood
sisters liked the idea of being acquired by Pacific; as long as the price was right. Negotiations
between the parties revealed that the Atwood sisters would sell their company for $13.2 million, and
they were firm on this price. This number represented 16 times High Country’s fiscal 2011 net
income, which was equal to Pacific’s price-earnings ratio, and barely less than industry-leader
McCormick & Company’s P/E ratio of 17. The Atwoods told Peterson and her team, “The price is 16
time earnings. This multiple matches yours, and is just below McCormick's. We're a well-run and
profitable company, and we're happy to be acquired by Pacific, but the price is 16 times earnings.”

The Atwood sisters also insisted on a common-stock-only transaction; their entire ownership
interest in High Country would be exchanged for 404,908 shares of Pacific worth $32.60 per share.
This was very important to Martha and Carol Atwood, as their receipt of Pacific stock would not be a

taxable event. They would recognize income and pay income taxes if and when they sold their
Pacific stock in the future.

Peterson was confident that sales of High Country’s spices and seasonings would increase when
they were added to Pacific’s larger marketing and distribution network. She anticipated High
Country’s revenues would grow by 7% in year 1, 6% in year 2, 5% in year 3, and 4.8% in later years
(fiscal years 2012, 2013, 2014 and beyond, respectively). She also believed operating costs for High
Country’s products would quickly converge to Pacific’s expected relationship with sales, as follows:

2012 2013 and Beyond
Cost of goods sold 61.5% 58.5%
Research & development 1.0% 1.6%

Selling, general & administrative 30.1% 31.5%




4366 | Pacific Grove Spice Company

Acquiring High Country also meant increasing operating asset and liability accounts to support
sales, reducing free cash flows. When forecasting the asset accounts, Peterson anticipated that cash
would equal 20 days of operating expenses, accounts receivable would be 75 days of sales, both
inventory and net property & equipment would turnover 4 times, prepaid expenses would be 1.2% of
sales, and other long-term assets would equal 4.5% of sales. For the liability accounts, accounts
payable would equal 30 days of cost of goods sold, and accrued expenses would be 1.66% of sales.

Discounting the expected free cash flows from the acquisition at the appropriate cost of capital
would reveal the value of High Country to Pacific. If this amount was greater than $13.2 million,
then Pacific should accept the Atwoods’ price and buy the company. The forecasts of sales, expenses,
assets and liabilities were sufficient to calculate free cash flows, but Peterson also needed to
determine the correct risk-adjusted discount rate. The cost of equity capital could not be directly
calculated for High Country, since its equity beta coefficient was unobservable. The finance team
had, however, collected financial information and equity beta coefficients for three peer firms in the
industry, as well as other current financial market information, which is presented in Exhibit 6.
Peterson also knew that High Country paid an interest rate of Prime + 4% on its bank loans—less
than Pacific—due to its limited use of debt finance.

Peterson wondered how the acquisition would impact Pacific’s financial statements. CFO Hodges
told her that once the acquisition was completed the two firms’ financial statements would be
consolidated; High Country’s income statement items would all be added to Pacific's, and the value
of its assets and liabilities would be added to Pacific’s balance sheet. If the Pacific stock issued to the
Atwoods equaled High Country’s book value of equity, then Pacific’s common stock would increase
by the value of the stock issued, and the balance sheet would balance. But if the value of the Pacific
stock issued was greater than High Country’s book value of equity, then common stock would still
increase by the value of the stock issued, and the excess amount would be allocated to the intangible
asset goodwill on Pacific’s balance sheet. This goodwill would not be amortized like other physical
assets; as long as the goodwill was not impaired—that is, an annual test determined High Country's
business generated sales, net income, and cash flow as expected and priced in the acquisition-—then
goodwill would remain on the balance sheet. Peterson would agree to the acquisition only if the
likelihood of success was very high, so she did not anticipate future impairment and write-down of
any goodwill created by Pacific’s purchase of High Country.

When forecasting the consolidated financial statements, Peterson assumed interest expense for the
combined companies would increase by $200,000 in 2012 and $100,000 more each year from 2013
through 2015. She thought this was reasonable given interest-bearing debt would increase, and it
also meant Peterson wouldn't have to iterate between the balance sheet and income statement. All
net income would be retained, and bank notes payable would be the amount required to make
liabilities plus owners’ equity equal total assets.

After working through these issues, Peterson thought to herself, “The bank wants our debt levels
reduced, we have a great opportunity to partner with Lesley Buller, we can sell $11 million of our
common stock to outside investors, and for $13 million of our stock we can acquire High Country
Seasonings. How do we select among these alternatives for maximum shareholder benefit?”
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Exhibit4 High Country Seasonings Income Statement ($ in millions)

Income Statement 06/30/08 06/30/09 06/30/10 06/30/11
Net Sales $15.401 $15.919 5 16.664 $17.564
Cost of Goods Sold 9.887 10.284 10.732 11.329
Gross Profit Margin 5.514 5.635 5.932 6.235
R&D Expense 0.000 0.000 0.000 0.000
SG&A Expense 4,359 4.553 _4816 5.041
Earnings Before Interest & Taxes 1.155 1.082 1.116 1.194
Interest Expense 0.057 0.072 _0.060 _0.083
Earnings Before Income Taxes 1.098 1.010 1.056 1.131
Income Taxes 0.297 0273 0.285 0306
Net Income 0.801 0.737 0.771 0.825
Dividends Paid 0.288 0.254 0.422 0.401

Exhibit5 High Country Seasonings Balance Sheet (§ in millions)

Assets 06/30/08 06/30/09 06/30/10 06/30/11
Cash $ 0.585 % 0.610 $ 0.639 $ 0.673
Accounts Receivable 3.165 3.271 3.424 3.609
Inventories 2.060 2.142 2.236 2.360
Prepaid Expenses 0.231 0.239 __0.250 0.263
Total Current Assets 6.041 6.262 6.549 6.905
Net Property & Equipment? 3.8 4.146 4.273 4424
Other Long-Term Assets 0.462 0.477 _0.500 0.527
Total Assets 10.334 10.885 11.322 11.856
Liabilities + Owners' Equity 06/30/08 06/30/09 06/30/10 06/30/11
Bank Notes Payable $ 0.791 $ 0.818 $ 0.856 % 0.902
Accounts Payable 0.813 0.845 0.882 0.931
Current Portion of Long-Term Debt 0.000 0.000 0.000 0.000
Accrued Expenses _ 0262 _03n _0.283 _0.299
Total Current Liabilities 1.866 1.934 2.021 2132
Long-Term Debt _0.000 ~.000 _ 0,000 —0.000
Total Liabilities 1.866 1.934 2.021 2132
Common Stock 4584 4584 4.584 4.584
Retained Earnings 3.884 4.367 4.716 5.140
Total Shareholder Equity B.468 5.951 9.300 9.724
Total Liabilities & Net Worth 10.334 10.885 11.322 11.856

& Net property & equipment for all years is calculated as net property & equipment from the prior year, plus
capital expenditures in the same year, minus depreciation expense in the same year. Depreciation expense is
included in reported operating expenses; it is not broken out separately.
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BUSINESS PUBLISHING
UNIVERSITYy VIRGINIA

MARRIOTT CORPORATION

In January 1980, the management of Marriott Corporation (MC) faced an interesting
dilemma: not only did the corporation have considerable excess debt capacity, but projections of
future operations and cash flows indicated that this capacity would increase during the upcoming
year. Management had stated that unused debt capacity was inconsistent with the goal of
maximizing shareholder wealth. Excess debt capacity was viewed as comparable to unused plant
capacity because the existing equity base could support additional productive assets.

Management’s negative view of excess debt capacity had been strengthened by the rising
inflation rates of the late 1970s, which were thought to increase the costs of unused debt capacity,
both directly and indirectly. As stated in MC’s 1979 annual report:

Both the cost of equity and the cost of debt increase with inflation. However, as
inflation accelerates, tax deductibility partially offsets the rising cost of debt. On the
other hand, business absorbs the full inflationary impact of equity cost increases. A
firm which prudently utilizes its full debt capacity substitutes marginally cheaper
debt for more expensive equity, thus optimizing the weighted-cost of capital.

High inflation rates also had subtle effects on a firm’s capital structure. Measured by its
current value, debt previously committed at comparatively low interest rates actually declined in
value. When the company’s balance sheet was recast on a current-value basis, the debt-to-total-
capital ratio actually declined, implying an increase in debt capacity.

Management was therefore faced with two problems. First, it needed to determine the
amount of funds that would be available if MC’s full debt capacity were utilized. Second,
management needed to decide whether to invest the excess funds in new or existing businesses or to
return them to the company’s shareholders by paying higher cash dividends or repurchasing stock.

This case was prepared by Professor Diana Harrington. It was written as a basis for class discussion rather than to
illustrate effective or ineffective handling of an administrative situation. Copyright © 1982 by the University of Virginia
Darden School Foundation, Charlottesville, VA. All rights reserved. To order copies, send an e-mail to
sales(@dardenbusinesspublishing.com. No part of this publication may be reproduced, stored in a retrieval system, used
in a spreadsheet, or transmitted in any form or by any means—electronic, mechanical, photocopying, recording, or
otherwise—without the permission of the Darden School Foundation. Rev. 1/09.
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Marriott Corporation Background
Operations through 1974

The Marriott Corporation was founded by J. Willard Marriott in 1927 as a root beer stand.
The family first broadened its operation in 1937 as a pioneer in the field of airline catering, and
again in the 1950s when it entered the hotel business and began providing food-service management
to hospitals. MC’s period of greatest diversification occurred in the late 1960s when, in addition to
expanding the company’s existing businesses, MC management made the following moves: (1)
acquired several foreign airline catering kitchens; (2) bought the Big Boy coffee shop chain; (3)
obtained the rights to use Roy Rogers’s name on a chain of family restaurants; (4) entered the
amusement business by initiating plans to develop up to three theme parks; and (5) purchased a
cruise ship business, the Sun Line Shipping Co.

The corporation’s aggressive growth proceeded unchecked until 1975. From 1968 to 1974,
both sales and net income increased at an average annual rate of 22%, while earnings per share
nearly tripled. The absolute growth in the size of the corporation was perhaps best reflected in the
quadrupling of its capital base in this seven-year period, as shown in Exhibit 1. By the end of 1975,
the MC had been organized into the five operating groups described in Exhibit 2: restaurant
operations; the business and professional services group; the hotels group; Sun Line Cruises; and
theme parks.

In 1975, MC’s profits declined for the first time in 20 years. While domestic sales and profits
had grown during the year, their rates of growth were slowed and profit margins eroded by the
combined effects of inflation and recession. In addition, the rapid business expansion resulting from
management’s targeted growth rate of 20% per year had generated sizable new-venture startup costs
and significant increases in interest expenses. The major factor that affected MC’s 1975
performance, however, was the $5.8 million loss incurred by Sun Line Cruises. Inflation had a
devastating effect on this business, as rapidly escalating oil prices increased costs and declining
consumer interest in cruise vacations reduced sales. The 1974 military coup and Turkish invasion of
Cyprus, one of the company’s areas of operation, further reduced the company’s revenues.

The combined effect of all of these problems was a 12.6% decline in MC’s 1975 net income
and a 14% drop in earnings per share. The company’s return on average equity reached a new low of
8.8%.

! Marriott changed the end of its operating year in 1978 from July to December to accommodate the seasonality of
the theme parks. The financial statements for the five preceding years, 1974-1977, when restaled o the new operating
year, showed the following results for 1974-1975: net income increased 0.2%; eamings per share declined 1.4%; and
return on average equity reached a low of 9.5%.
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1975-1976 reappraisal

In view of the company’s 1975 performance, MC management reassessed its long-term goals
and developed the following objective: continue the company’s growth by renewing the
corporation’s historic emphasis on the hotel business. But management believed that the company
was too highly leveraged and too dependent on inflexible secured debt to reach this goal easily.

Until 1975, MC had relied on the traditional mortgage markets for most of its long-term
financing. By the end of 1975, 63% of MC’s long-term obligations (about 81% of the company’s net
worth) was in the form of secured debt. Roughly, 54% of MC’s net property, plant, and equipment
was pledged against this debt, making any significant modification to or disposition of these assets
extremely difficult. This situation was regarded by MC management as a constraint on the
company’s maneuverability.

Furthermore, the corporation’s continued expansion into the restaurant, catering, and
amusement businesses had changed the composition of its assets. The assets associated with these
new businesses could not be readily mortgaged. For instance, lenders were unwilling to grant
mortgages on the assets associated with MC’s theme parks. Originally estimated to cost $80 million,
these assets had a final cost of $160 million. Lastly, the mortgage markets had shown wide swings in
both interest rates and availability of funds. These variations raised additional questions about the
future costs and availability of long-term mortgage debt financing.

In short, MC management viewed its continued reliance on the mortgage markets as a
constraint on the company’s growth and its ability to capitalize rapidly on high-return investments.
Consequently, management decided to diversify the company’s source of debt, by making MC an A-
rated unsecured borrower and by developing a wider market for the debt associated with its hotels.

Before it could take these steps, however, MC had to improve its returns and restructure its
liabilities.

To increase the rate of growth in revenues, MC management accelerated the corporation’s
marketing efforts. Concurrently, cost-control programs were initiated to improve margins.
Moreover, about §100 million of marginally productive assets were disposed of. Reflecting
management’s renewed commitment to the hotel business, the dispositions included several foreign
airline-catering kitchens, the majority interest in an idle cruise ship, a security company, excess land
around the existing theme parks, and land originally purchased in anticipation of a third theme park.
Exhibit 2 details the changes in MC’s operating units between 1975 and 1979.

MC management also reduced planned capital expenditures and increased its hurdle rates for
new investments. Some existing hotels were sold to counteract the capital intensity of the hotel
business, although MC retained management contracts for these hotels, thereby keeping operational
control of the units. MC also increased its reliance on off-balance-sheet financing as a further means
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of reducing the company’s capital intensity.? Finally, the company issued 1.25 million shares of
common stock, the first equity issue since 1975.

Results through December 1978

The results of management’s actions were almost immediately apparent. All key performance
ratios had shown improvement as early as 1976, and the corporation’s cash flow had increased very
strongly, up 25% over the 1975 level. In addition, both the proportion of mortgage notes payable to
total capital and the ratio of assets pledged to net property, plant, and equipment had declined, while
the corporation’s debt maturities had been lengthened. Management had decided that the
corporation’s annual cash flow should, at a minimum, equal the sum of the next five years’ debt
maturities. It was able to meet its self-imposed debt limit as early as 1976, when Marriott’s cash
flow exceeded its five-year debt maturities by 6%. Continued strong returns through 1977 allowed
the corporation to place $40 million of 20-year unsecured debt.

Several further steps were taken during 1978. First, MC initiated the payment of cash
dividends. In addition, management redefined its debt criterion: long-term debt was, at a minimum,
to equal 45% of total capital.’ And last, management adjusted the corporation’s target debt rating
from A to BBB. An A rating, management believed, was not all that desirable for growth-oriented
companies that required financial flexibility. Furthermore, in the case of companies such as Marriott,
which used borrowed funds to meet restrictive loan covenants relative to working capital
requirements, the higher credit rating could also be more expensive. MC management had decided
that the interest payments saved by less restrictive loan covenants relative to working-capital
balances would more than offset the increased interest rates resulting from the lower credit rating.

By the end of 1978, management believed that MC was in a financially liquid and flexible
position. Sales had increased 15%, but earnings were up 39%, more than double management’s goal
of 15% per year earnings growth. Marriott’s cash flows had increased 22%, boosted both by the
increased earnings as well as by the receipt of $35 million in after-tax proceeds from the sale of
assets. The return on average equity had increased from the 1975 low of 9.5 to 14%. The return on
total capital had risen from 13% to 16%.

For the most part, each of the corporation’s business segments had done well during the
period. While operating margins in the contract food service and restaurant groups had eroded
slightly, those of the hotel group had increased, resulting in an overall 2% improvement in the
corporate operating margin from 9% in 1975 to 11% in 1978. The major profit gains came from the
theme parks—which began operations in 1976—and from a turnaround in the cruise ship business.
Exhibit 3 provides operating results for MC’s five business groups.

? By keeping its investments in ventures to less than 50%, management could, for accounting purposes, record its
investments using the equity method, thereby increasing the rates of return earned.

3 Long-term debt was defined as senior debt plus capital-lease obligations. Total capital was defined as total assets
less current liabilities.

nh,—.,—..—-..‘-‘-A‘—-.,—-.A‘-‘-AAAA;—-;-AAAAAA-.AA—.‘-AA_-.A‘-.AAAAA‘
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Long-term debt was at an all-time low of 37.5% of total capital, and the 1978 cash flow
exceeded the sum of the next five years’ debt maturities by 11%. These improvements led
management to believe that it had $150 million in excess debt capacity.

1979 operating year

On the basis of MC’s 1978 returns and those projected for 1979, management increased the
company’s capital budget for the year by 14% and repurchased five million shares of common stock
at a cost of $74 million. This purchase was intended to offset the dilutive effects of the company’s
stock option plan.

Despite those major investments, MC’s 1979 performance exceeded that of 1978, as shown
in Exhibits 4 and 5. As a result, management continued to believe that the corporation was
significantly underleveraged, despite the increase in debt to 41% of total capital.

In 1979, the Financial Accounting Standards Board required firms of Marriott's size to report
the effects of inflation on their financial statements for the first time. The results of recasting
Marriott’s financial statements into constant dollar and current value bases are shown in Exhibit 6.
MC management favored the current-value approach over the constant-dollar method for several
reasons: (1) the company’s assets were largely real-estate based and tended to appreciate rather than
depreciate in value; (2) the assets were not subject to any major technological or competitive
obsolescence that might necessitate their replacement; and (3) the company’s annual repair and
replacement costs traditionally averaged only 50% of the yearly depreciation charge. Management
concluded that its reliance on the company’s historical financial statements had caused it to
undervalue MC’s assets and overstate its liabilities. Once again, management believed that the
company’s debt capacity had been underestimated.

At the same time, management concluded that the debt-to-total-capital ratio was not the best
measure of debt capacity because it ignored the market value of assets and liabilities, the reliability
and size of cash flows, and the structural differences among competitors within an industry. Instead,
management chose to measure debt capacity in terms of earnings’ coverage of net interest.
Specifically, management concluded that earnings before interest and taxes—adjusted for actual
repair and replacement expenses rather than by the income statemnent’s depreciation charge—should
cover net interest five times. (Exhibit 7 displays the results of applying this debt criterion to the
company’s historical financial data.)

The uncertainty about the best measure of the company’s debt capacity spilled over into MC
management’s investment and capital-budgeting processes. Originally very project-oriented in its
investment and financing decisions, management had taken a broader perspective when it diversified
away from the mortgage markets. The use of unsecured debt had allowed management to separate
the investment and financing decisions. It was still faced with determining the relationship between
the corporation’s debt capacity and the earning power of a given project. Management felt that MC’s
debt capacity was directly related to a project’s ability to generate a reliable stream of cash to cover
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the interest charges associated with its financing. This view implied that the corporation’s prevailing
debt criterion should be applied project by project in the capital-budgeting procedure.

Marriott’s 1979 Investment Alternatives

While management did have considerable discretion in determining the best investments for
the corporation,’ each of the preceding decisions and factors—as well as the prevailing capital
market conditions detailed in Exhibit 8—contributed to the complexity of the 1979 investment
decision. Management had identified two general categories of investments:

o Promoting growth by expanding existing operations or diversifying into new businesses;

e Returning capital to the shareholders by increasing the company’s dividends or by buying
back some of the outstanding stock.

Promote Growth
Alternative 1: Accelerate expansion of existing businesses

MC management could increase its rate of investment in existing operations. The most
promising area for investment was the hotel business. Althougha mild recession was anticipated for
early 1980, its effects on the lodging industry in general and on MC in particular were expected to
be mild. MC hotels catered to business people and convention-goers, whose travel plans were less
subject to change than those of vacationers. MC hotels had come through the 1970 recession and the
even more severe one in 1974—-1975 with healthy earnings increases. Prevailing trends in the lodging
industry also appeared to favor rapid room expansion. Industry-wide construction had been
somewhat constrained recently because of high interest rates, rising construction costs, and selective
institutional lending.

An increase in the rate of hotel-room expansion also made sense from a competitive
viewpoint. During the latter half of the 1970s, both Hilton and Holiday Inn, two of MC’s major
competitors, had diversified their investments away from the pure lodging business into gambling
and casino ventures. MC management had decided to avoid the gambling business for ethical
reasons and was in a good position to expand in the more traditional markets.

At the end of 1979, Marriott had 50 hotels in various stages of development. Completion of
these units would result in about a 20% to 25% annual rate of growth in hotel rooms. More than half
of those planned hotels were to be managed rather than wholly owned by the Marriott Corp. The

* Management’s decision-making abilities were constrained only by the corporation’s articles of incorporation,
which required the approval of two-thirds of the outstanding shares for any merger, sale, or exchange of substantially all
of the assets or businesses of the company.

-
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large proportion of managed hotels among the planned units reflected management’s emphasis on
higher returns on invested capital rather than increased margins, The operating margin ona managed
hotel was lower than that of an owned property—8% to 10% versus 15%, on average.*

[f MC management chose to invest additional funds in the hotel business, it could do so in
one of the following ways:®

I. Limited capital investment: MC could take up to a 50% equity position, thus
minimizing its capital investment while maximizing the probability of being awarded
the management contract on the property.

2. Full capital investment in a property with high and reasonably well-assured returns:
MC could expand existing MC hotels where occupancy rates were high and the local
market’s demand was known and readily forecast.

3. Full capital investment but low entry cost: MC could acquire an existing hotel where
the Marriott name, management expertise, and referral systems were expected to
improve the property’s results.

4. Capital put at risk in a new hotel at a new location.

Details regarding average construction costs for hotel properties are shown in Exhibit 9.
Typically, motels operated in a 30-year life cycle: occupancy would increase dramatically in its first
decade, with occupancy rates approaching 100% after about eight years, then decrease gradually
over the subsequent twenty years.’ In 1979, the average annual occupancy rate in the U.S. lodging
industry was about 73%, slightly higher than the 1978 level of 72%. Marriott hotels, however, had
an average occupancy rate of over 80% in 1979, well above the industry average.

Alternative 2: Diversify through acquisition

Marriott management could also use the company’s funds to acquire another company.
Management had every reason to believe that it could identify a company and a situation that would
benefit from MC’s principal asset: the operating expertise that cut across a broad range of food

service, lodging, and entertainment businesses.

Exhibit 10 displays recent data on merger and acquisition activity in the market.

Return Shareholders’ Capital

* Joseph J. Doyle, “Marriott Corporation-Lodging and Restaurants-01/03/1979.” Research report for Smith Bamey
Harris Upham & Co., Inc., (New York, New York).

5 Doyle, “Marriott Corporation-Lodging and Restaurants.”

? Stephen Rushmore, “The Appraisal of Lodging Facilities,” The Cornell Hotel and Restaurant Administration
Quarterly, August 1978,
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Alternative 3: Increase dividends

MC management could also increase the company’s cash dividends. Although a single lump-
sum payment could be made to the sharcholders, this tactic would offer only a short-term solution to
the company’s problem of excess debt capacity and steadily increasing cash flows. A permanent
increase in the company’s payout ratio seemed a more reasonable alternative.

A major increase in cash dividends had significant ramifications for existing shareholders as
well as for potential investors.

Per-share and other financial data for MC and its principal competitors are shown in
Exhibits 11 and 12.

Alternative 4: Repurchase shares of common stock

A repurchase of common stock carried with it many of the same advantages and
disadvantages as the previous alternative. Most serious, potentially, was the possible market
interpretation of the move: the idea that MC had fully utilized its growth opportunities. The fact that
management had only recently repurchased about five million shares on the open market was also of
some significance. By shrinking the company in this manner, however, management had expected
that the company’s earnings per share and return on equity would increase enough to offset any
negative interpretation of the strategy. Trends in Marriott’s stock price relative to those of its major
competitors are shown in Exhibit 12.

If management selected this alternative, it would need to make several decisions:

e Number of shares to tender.
¢ Price at which to tender the shares.
e Whether to retire the shares repurchased.
At the end of 1979, the Marriott family owned about 6.5 million shares of the company’s
common stock. Nonfamily members of management owned an additional 1.5 million shares through

the company’s stock option and profit-sharing plans. Ownership of the remaining shares was largely
dispersed among about 50,000 sharcholders.



1968
1969
1970
1971
1972
1973
1974
1975

1976’
1977
1978

Sales %

35.0%
31.0
23.0
10.6
20.2
273
19.0
14.4
21.6
15.3
14.6

Net Income % PAT/Average Predebt Cash Flow®  Capital’ %
Change/Year Change/Year

23.1%
20.6
239
243
28.7
183
15.8
(12.6)
43.1
17.5
29.9

MARRIOTT CORPORATION

9-

Exhibit 1

Historic Performance'

Equity/Year
N.Av
12.9
12.9
12.4
11.6
11.2
11.4
838
10.7
10.7
12.3

% Change/Year
N.Av

28.0%
36.2
274
223
20,0
253
10.0
23.0
11.2
15.1

Average

Change/Year

N.Av.
N.Av.
32.6%
259
23.9
21.6
20.1
18.9
15.9
6.9
0.4

Uv2070
Predebt Cash  Debt/
Flow/Average Total
Capital  Capital*
N.Av 49.0%
13.1 434
134 49.4
13.6 48.0
134 49.7
13.2 534
13.8 50.4
i2.8 54.1
13.5 50.5
14.1 45.3
16.1 382
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Exhibit 2

MARRIOTT CORPORATION
Corporate Activities, 1975 and 1979

Operating Group
Restaurant operations group
Company-owned restaurants
Dinner houses and restaurants
Ice cream parlor restaurants(Farrell’s)
Cafeterias (principally Hot Shoppes)
Coffee shops (principally Bob’s Big Boy)
Fast foods (principally Roy Rogers)

Franchised restaurants
Coffee shops (Big Boys)
[ce cream parlor restaurants (Farrell’s)
Fast foods (Roy Rogers)

Production facilities
Kitchens providing food research and
production for Marriott restaurants, hotels, and
flight kitchens as well as for sale to the food service
industry and retail food chains

Business and Professional Services Group
(Subsequently named Contract Food Services)

Domestic flight kitchens (airline catering)

International flight kitchens (airline catering)

Management contracts: provision of food
services to business and industry, health care and
educational institutions, highway restaurants, etc.

Airline terminal contracts

Special services (including institutional catering
from in-flight kitchens and food service to auto-
train passengers)

Security systems

Hotels Group
Company-owned properties
Hotels
Rooms

Exhibit 2 {continued)

Number of Units
7/25/75 12/28/79
407 476
18 9
83 77
40 16
132 180
124 194
846 1,013
746 901
22 32
78 80
2 0
40 39
20 23
168 217
10 12
19 0
12 0
19! 20
8,371 8,348

AA.—.‘—..—.‘-,—-A.—..—.—.,—-—A‘—-‘—.A——A—AAAAAAAA;—.-\*AAA—\AA.—.—-\‘ﬁ
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Operating Group Number of Units
Hotels Group (cont’d)

Company-managed properties 7/25/75 12/28/79
Hotels 11 27
Rooms 4,616 12,608

Franchised Marriott Inns
Inns 12 18
Rooms 2,841 5,328

Resort/hotel condominiums
Properties where condominiums are held
for retail sale 2

—

Full-service travel bureau 1 0
Sun Line Cruises

Number of ships 3 3
Theme Parks (completed in 1976) 0 2

Source: Marriott Corporation Annual Reports, 1975 and 1979.

Uv2070
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Exhibit 3 (continued)

Identifiable Assets Net Assets Employed®

Segment 1977 1978 1979 1977 1978 1979
Hotel Group  $379.10 $351.20 $434.30 $353.70 $303.60 $371.90
Contract food Services 127.9 138.6 163.2 99.3 99.3 124
Restaurant group 162 184.9 198.8 143.8 161.7 1754
Theme parks® 169 167.5 163.9 164 161.4 158
Cruise ships and other 45.1 439 45.3 36 a2 32
Corporate 66.4 114.2 75.9 329 68.9 306

Total  $949.5  $1,000.30 $1,080.4 $823.70 $826.90 $891.90

Capital Expenditures

and Acquisitions Depreciation and Amortization

Segment 1977 1978 1979 1977 1978 1979
Hotel group  $43.10 $62.90 $80.60 $17.70 $16.00 $16.00
Contract food serv. 9.9 10.8 20.3 7.4 7.9 7.6
Restaurant group 23.7 34.1 45 11.8 12.5 14.7
Theme parks® 9.7 9.2 6.3 7.9 8 9.2
Cruise ships and other 0.8 04 1.2 1.7 1.8 1.4
Corporate 1.2 21.7 5.1 0.8 0.9 1.7
Total  $98.40 $139.10 $158.50 $47.30 $47.10 $50.60

Return on Capital Operating

Sales/Total Capital'™ Profit/Total Capital'”

Segment 1977 1978 1979 1977 1978 1979

Hotel group 0.95% 1.34% 1.44% 15.3% 21.90% 23.30%
Contract food services 3.67 3.9 3.87 227 23.70 255
Restaurant group 2.20 2.15 2.15 18.2 17.10 16.3
Theme parks .44 0.47 0.53 6.1 7.30 11.1
Cruise ships and other 0.67 0.96 1.06 11.1 15.00 20.0
Total Marriott 1.32 1.51 1.69 14.0 16.20 19.1

Source: Marriott Corporation Annual Reports, 12/28/79 and 12/29/78. The company changed its yearend in 1978 to the
Friday closest to December 31. The segment results are presented on the new fiscal-year basis, The unaudited data for

1975 and 1976 as restated were prepared using the same procedures employed to obtain the audited 1977 and 1978
results.

! Operating profit represents total operating results before interest, corporate administrative expense, unallocated
corporate charges, and dispositions of business and idle property.
Theme park operating results for 1976 are not comparable with subsequent years because the initial year did not bear
the full burden of off-season costs and included charges for depreciation and real estate taxes only from the opening of
the parks.

*Net Identifiable Assets = Total Identifiable Assets — Identifiable Current Liabilities = Total Capiltal.



Year Ending

Sales

Costs and expenses:
Cost of sales and operating
expenses
General and administrative
expenses
Rent
Taxes, payroll, etc.

* . . - e
Depreciation and amortization™

Advertising and promotion
Gross interest
Interest capitalized

Net interest
Profit-sharing contributions

Preopening and development
expenses

Total costs and expenses
Profit before taxes
Gross taxes
Invest. tax credit (flow-
through)’

Net taxes

Profit after taxes
Primary EPS

Fully diluted EPS

Cash dividends/share*
Funds from operations’
Capital expenditures

14

Exhibit 4

MARRIOTT CORPORATION

Consolidated Income Statements (dollars in hundreds, except for per-share data)

12/25/1975
$732,396

533,222

31,469
30,427
28,455
30,637
12,289
28,328
-10,353
17,975
3,604

5,911
$693,989
38,407
19,564

—2,975
16,589
21,818
$0.66
N.Av
N.Av
70,320
$159,178

12/30/1976

12/30/77

$890,403 §$1,090,313

647,044

35,023
34,146
35,929
36,119
18,858
31,187
-10,432
20,755
4,582

6,183
$838,639
51,764
26,819

—5,900
20,919
30,845
$0.90
N.Av.
N.Av.
87,543
$143,235

815,510

43,935
45,246
47,279
28,518
32,565
=2 359
30,206

5,730

4,766
$1,021,190
69,123
34,638

-4,565
30,073
39,050
$1.04
51.04
0.3
99,834
$81,887

UVA-F-0477

12/29/78'
$1,249,595

935,504

50,182
50,300
47,144
34,901
28,454
-4,766
23,688

7,792

4,785
$1,154,296
95,299
46,334

=5,335
40,999
54,300
$1.43
$1,43
0.13
121,588
$134,738

12/28/79"
$1,509,957

1,135,855

53,616
56,495
50,495
46,535
32,545
~4,705
27,840
10,337

5,511
$1,386,812
123,145
58,879

-6,734
52,145
71,000
$1.96
1.95

0.17
140,934
$149,000

' Data for 1975-1976, if restated to an operating year ending in December, would show the results summarized
in the table on the next page (data is unaudited):

? Depreciation and amortization are accounted for on a straight-line basis.

}nvestment tax credits are accounted for using the flow-through method.

4 Marriott issued 2.5% stock dividends annually 1970-1977, except in 1972 when the stock split two-for-one.

$ Funds provided from operations: net income plus depreciation, deferred taxes, and other items not requiring current

outlay of working capital.

o T S T T e e S S e B in T e =
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Exhibit 4 (continued)

{millions of dollars)
Sales
Operating expenses
Gross interest
Interest capitalized
Net interest
Corporate expenses + inceme + dispositions
Profit before taxes
Gross taxes
Investment tax credit
Met taxes
Profit after taxes
Fully diluted eamnings per share
Funds provided from operations
Capital expenditures

12/1975
$775.90
704.8
335
-10.5
23

8

40.1
203
—44
15.9
$24.20
50.69
$77.60
154.6

12/1976
$946.70
853.6
332
—-6.4
26.8
13.4
529

26

=5.1
209
$32.00
$0.86
$92.20
113.4

UVA-F-0477



Assets/ Current assets
Cash and equivalent
Marketable securities at cost
Accounis recejvable
Inventories (FIFO)
Prepaid expenses
Total current assets

Lincolnshire Hotel
{net assets under sale/leaseback)

Property and equipment
Land
Buildings and improvements
Leaschold improvements
Furniture/equipment
Capital leases
Cruise ships
Idle land and ship
Construction in progress

Total property and equipment
Depreciation and amortization
Net property and equipment

Other assets

Investment in/advances to affiliates’

Goodwill
Notes receivable
Deferred preopening costs
Other
Total other assets
Total assets

-16-

Exhibit 5
MARRIOTT CORPORATION

Consolidated Balance Sheets'
(dollars in thousands)

Year Ended

7125175 7/30/76 12/30/77
518,318 $17,760 $16,990
6,490 2,993 -
43,588 50,293 61,484
27,667 35,504 41,498
4,492 7,580 9,444
$100,555 $114,130 3139416
7,282 - -
$58,932 §73,784 $106,919
174,053 270,686 293,679
165,742 198,280 213,118
164,967 228,401 248,066
- - 53,408

11,219 11,367 11,441
33,262 37,610 -
98,044 16,483 29,441
706,219 836,611 956,072
=128,169 -155,218 -204,152
$578,050 $681,393 $751,920
511,557 $10,467 $26,548
18,960 18,656 17,549

- - 11,670

5,636 5,388 -
14,470 14,192 12,407
50,623 48,703 68,174
$736,510 $844,226 $949,510

1272978

314,747
38,510
76,774
41,108

9,571
$180,710

$100,053
264,038
213,791
250,265
29,243
11,814

88,270
957,474
-212,430
5745,044

$25,506
19,257
17,805

11,933
74,501
$1,000,255

UVA-F-0477

12/28/79

512,445
8,825
99,955
46,629
9,868
$177,722

$103,009
323,059
251,409
284,733
29,724
11,903
62,501
1,066,338
241,160
$825,178

527,160
19,106
16,284

14,915
77,465
$1,080,365

| Data for 1975 do not reflect changes in accounting requirements relative to capital leases that were adopted in
subsequent years. When instituted in the July 1978 financial statements, the change had the cumulative effect of a $2.4-
million decline in the 1976 retained earnings balance of $63.6 million.
2The aggregated numbers (dollars in millions) and balance-sheet characteristics of Mamriott's affiliates in 1975 and

1979 are summarized below:

July 1975
December 1979
(5 of 11 investments)

Number of Investments Total Assets Total Liabilities
2 $53 $46
11 5211 8155

9

56

Total Equity

AA_,__,,.-..,,-....—..-..,-..‘..—.AAAA‘AA’AAAAA—.A‘-A‘-AAA,—.AA—\Aﬁﬁ



Liab. and sharcholders® equity/current liabilities
Short-term loans
Accounts payable
Accrued liabilities
Income taxes payable
Current portion of debt and capitalized leases
Total current liabilities

Senior debt
Interim constr. ﬁnancin%
Mortgage notes payable
Unsecured notes payable
Total senior debt
Capital lease obligations
Deferred income taxes
Deferred income and other liabilities
Convertible substitute debentures

Shareholders’ equity
Common stock ($1 par)*
Capital surplus
Net deferred compensation payable in stock
Retajned earnings
Treasury stock, at cost
Total equity
Total liabilities & shareholders’ equity
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Exhibit 5 (continued)

Year Ended
125175 7/130/76 12/30/77
$2,752 $2,989 $3,976
33,111 41,503 46,666
37,843 43,653 51,376
- - 13,034
11,424 10,119 10,813
$85,130 598,264 $125,865
$4,048 $16,000 -
207,135 219,906 214,090
117,941 115,022 107,332
330,024 350,928 321,42
- - 48,092
$34,514 $47,343 $56,385
866 1,007 2,435
32,240 31,340 29,515
$32,507 $35,567 $36,674
169,974 212,250 222,785
3,256 3,952 4,967
47,999 63,575 103,037
N.Av N.Av -1,667
253,736 315,344 365,796
§$736,510 $844,226 $949,510

UVA-F-0477
12/29/78 12/28/79
$3,473 $4,054
66,960 71,528
72,509 79,909
18,672 22,511
11,758 10,497
$173,372 £188,499
175,565 163,520
110,457 178,075
286,022 341,595
23,877 23,684
$59,903 565,597
10,260 20,569
28,165 26,918
536,891 836,900
224,915 224,533
6,350 7,670
152,555 217,779
=2,055 =73,379
418,656 413,503
51,000,255 $1,080,365

Source; Marriott Corporation Annual Reports. Data for 1975-1976 do not reflect changes in accounting
requirements relative to capital leases that were adopted in subsequent years. When instituted in the July 1978 financial
statements, the change had the cumulative effect of a $2.4-million decline in the 1976 retained eamings balance of $63.6

million.

* The value of the net assets pledged against this debt was estimated at $243 million in 1975 and $293 million in

1979,

4 Movements in Marriott’s common stock accounts are summarized below:

7126/74— 12575~ 7/30/76— 12/30/77-

7125175 7129177 729177 12/29/78
Opening numbers of shares 31,183 32,507 35,567 36,507
Shares issued 1,324 3,060 1,101 385
Shares repurchased - = - 177
Closing numbers of shares 32,507 35,567 36,668 36,715

Estimated number of

shareholders, end of period 43,200 47,000 52,800 50,700

12729178
12/28/79

36,715
235
4,851
32,098

N.Av
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Exhibit 6

MARRIOTT CORPORATION

Inflation-Adjusted Financial Statements'
(dollars in thousands)

Current value, December 29, 1978
Discretionary cash flow
Reduction in current vatue of debt
Increase in current value of assels
Purchase of treasury stock

Cash dividends

Common stock issued and other
Current value, December 28, 1979

Shareholders’ equity, 12/28/79
Nonmonetary assets

(primarily property and equipment)
Less: net monetary liabilities-

Senior debt and capital leases

Convertible debt

Other monetary liabilities, net

Shareholders’ equity

Senior debt and capital leases to total capital

Negative working capital
Debt and other monetary liabilities
Total gain

Net income as reported
Constant-dollar adjustments
Cost of sales
Depreciation and amortization of property
and equipment
Total constant-dollar adjustments
Constant-dollar net income
Constant-dollar gain from decline in
purchasing power of net amounts owed
Constant-dollar net income per share
(excluding the gain from the decline in
purchasing power of net amounts owed)
Shareholders’ equity (constant 1979 dollars)
Effective 1979 income tax rate

A. Current Value Accounting: Changes in shareholders’ equity’

$ 767,719
99,123
25,287
77,227

(74,187)
(5,776)
3810

$ 893,203

Historical Cost

£927,287

365,279

26,918
121,587
513.784

41%

Gain from decline in purchasing power of net monetary liabilities

B. Total constant-dollar accounting (average 1979 dollars):

UVA-F-0477

Current Value

51,356,244

320,736

20,718
121.587
463.011

24%

5 6,322
48,787

8 55,100

12/28/79
$ 71,000

(5,203)
_(18.427)
(23,630)
$ 47,370

8 55109
$1.31

§ 703,598
52.4%

U U U D R I Y = T T T e T T T e e T e e T e e e
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Exhibit 6 (continued)

C.  Five-Year Comparison of Selected Supplementary Financial Data Adjusted for
the Effects of Changing Prices (Average 1979 dollars)

Cash
Net Sales and Dividends Market Price
Orther Declared per  per Comnion Average
Fiscal Years Operating Common Share Consumer
Ended Revenue Share at Year End Price Index
1975 $1,045,878 $20.17 161.2
1976 1,206,576 16.88 170.5
1977 1,305,371 0.04 13.73 181.5
1978 1,389,647 0.14 12.99 195.4
1979 1,509,957 0.17 16.53 217.4

' Property and equipment and investments in affiliates are valued on a discounted cash-flow basis. Projections of
future cash flows are adjusted to reflect anticipated asset maintenance requirements, Good will is assigned no value. The
interest rates used to discount the cash flows reflect current market rates.

?Ifthe current value of existing hotel management agreements were included in the data, this figure would increase by
about $275.8 million to $1,169 million.

Source: Marriott Corporation, 1979 Annual Report
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Exhibit 7

MARRIOTT CORPORATION

Altemative Measurements of Debt and Marriott Results

1974

. Cash flow/year/five-year debt maturities' 0.63

. (Senior debt + Capital leases)/ 530,
(Total assets-current liabilities)’

. EBIT/Net interest’ 3.06

. EBIT adjusted/net interest™’ 3.74 est.

. EBIT-adjusted/gross interest’ 2.65 est.

1975
0.84

55%

2.74

3.51

2.40

1976
1.06

48%

2.98

3.80

3.07

1977
I.11

45%

3.29

4.27

3.95

UVA-F-0477

1978
1.15

38%

5.02

6.43

5835

| Data reflect July fiscal year. Figure for 1978, if restated to December calendar year, would be 1.19.

2 Data reflect December calendar year.

3 EBIT adjusted = EBIT + Depreciation - Actual repairs/replacements.

1979
N.Av.

41%

542

6.64

5.66



Annualized interest Rate (%)
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Exhibit 8
MARRIOTT CORPORATION
Market Data: 1975-1979

>
rd
"”
14
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B R
¥, s === Prime Rate
....... === §-mos. Treasury Bill
------------- Baa Corporate Bond
-3 i S W JE T Aaa Corporate Bond
----- = 20-yr. U.5. Govermment Bond
-------- CPl-Percentage Change/Yaar
L { 1 1 1 |

1975 1976 1977 1978 1979 1079 11/79 1279
Avérage for the Year Average for the Month

Source: Federal Reserve Bulletin. CPI data compiled by Economic
Studies Center, Tayloe Murphy Institute at the University of
Virginia.
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Exhibit 9
MARRIOTT CORPORATION
Typical Hotel-Motel Costs per Room
1978 ($000s)
Fumiture, Fixtures, Operating
Improvements and Equipment Land Preopening Capital Total
Luxury $32-55 $5-10 $4.0-12.0 $1.0-2.0 $1.0-1.5 $43.0-0.5
Standard 20-32 3-6 2.5-70 0.75-1.5 0.75-1.0 27.0-47.5
Economy 8-15 2-4 1.0-3.5 0.5-1.0 0.5-0.75 12.0-24.23

Source: Stephen Rushmore, “The Appraisal of Lodging Facilities,” The Cornell Hotel and Restaurant Administration
Quarterly, August 1978,

- e e e —
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Exhibit 12
MARRIOTT CORPORATION

Comparative Common Stock Data, 1978-1979
(monthly closing price)

PR SR URNT VI (U S Y SR SN R REPUUEN RS N |

176 378 &78 978 1278 79 679 979 1279

Source: New York Stock Exchange Daily Stock Index.
*Market price per share for Hilton has been adjusted for a two-for-one stock split in December 1978.






Philip Morris, Incorporated:
Seven-Up Acquisition (A)

The decision had been made. Philip Morris, Inc., (PM) was going to make
a takeover bid for the Seven-Up Company. The difficulties and intricacies
of that decision paled, however, in the face of the next one: at what price
should PM management make its tender offer?

It was the latter half of April 1978, and in the face of an increasingly
active merger/acquisition market, PM management recognized the need
for the utmost speed and secrecy in developing its bidding strategy.

Background

Philip Morris, Inc., was one of the 50 largest companies in the United
States in 1977 with revenues of $5.2 billion and an asset base of $4 billion.
The company had achieved record increases in sales and earnings over the
5 years ending 1977, as shown in Exhibit 1, and its stock was extremely
highly rated. However, while market analysts predicted that PM’s annual
sales growth would continue at 13 to {4 percent between 1977 and 1982,
eamings were expected to increase by only 12 fo 13 percent per year.
Philip Morris, originaily founded in the 19th century, had primarily
manufactured and sold cigarettes until the late 1960s. What diversification
the company had undertaken was largely vertical and included manufac-
turing paper, packaging, and chemical products used in making cigarettes.
In the late 1960s, the first reports regarding the potential dangers of
smoking began to emerge, and by the early 1970s, cigarette advertising was
banned from television. These events led PM management to modify its
corporate strategy by diversifying into new businesses. PM’s experience
with its early acquisitions eventually led the company’s managers to the
following conclusion: future acquisition targets should be significant play-
ers within large industries, i.e., relatively large companies whose perfor-
mance could make a significant contribution to that of the corporation as a

This casec was prepared as # basis for class discussion rather than to illustrale cither
effective or ineffective handling of an administrative situation. Copyright @ 1982 by the
University of Virginia Darden School Foupdation, Charlottesvitle, Virginia. All rights
reserved.

§11
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PART 6 STRATEGIC INVESTMENT AND FINANCING DECISIONS

whole. Because of the healthy cash flows of the cigaretie business, manage-
ment was willing to forgo strong early returns from an acquired company if
its long-term potential appeared attractive. Management decided, how-
ever, to limit its diversification to companies that produced consumer
goods, hoping for synergies from the broader use of PM's existing market-
ing expertise.

The first major step in this strategy was the acquisition of Miller Brew-
ing Co. in 1970. PM management used essentially the same consumer-
driven strategy with its beer products as it had with its cigarette products.
Sophisticated marketing programs were undertaken that included (1)
detailed market studies identifying target consumer groups and their salient
characteristics, (2) the identification of existing, or the development of new,
products for the groups so identified, and (3) the creation of a product
packaging, distribution, and advertising program suitable for the product
and the specific consumer group. Concurrently, management committed
itself 10 constructing modern, efficient production facilities adequate for the
volume that PM’s marketing programs were expected to generate.

While PM management’s strategies for beer and tobacco products
were procedurally similar, they differed in terms of their practical applica-
tions. Specific cigarette brands were being marketed to increasingly well-
defined (and, therefore, smailer) consumer groups, but PM management
redefined Miller beer’s target market in a dramatic move that greatly
increased the number of the product’s potential consumers. When PM
acquired the Miller Brewing Co., that company marketed one major prod-
uct, Miller Beer, which, with a 4-percent share of market, was the seventh
largest-selling beer in the country. The company had annual sales of 5
million barrels, making it the fifth largest brewer in the United States.

PM management refocused Miller's marketing program away from
the female, upper-income consumer implicitly targeted by the “Cham-
pagne of Bottled Beer” theme. Management believed that the use of
champagne isolated the beverage from the mainstream of the beer market
and implied that the beer should be offered only on special occasions.
Instead, the beer was now targeted toward the male, blue-collar, heavy
beer-drinking segment of the market.

By 1977 Miller's share of market exceeded 135 percent, the second
lasgest share in the industry. In addition, PM management had increased
the company’s production capacity to 30 million barrels per year, making
Miller the second largest U.S. brewer. Plans to increase this capacity to 30
million barrels per year by 1982 had already been approved.

In addition, PM management developed and introduced two new
products: Miller Lite and domestically brewed Lowenbrau. The latier
product was targeted at the super premium-priced segment historically
dominated by Michelob. Miller Lite, however, was a relatively new con-
cept in the beer industry. Although most other national brewers subse-
quently introduced competitive products of their own, Miller Lite retained



PHILIP MORRIS, INCORPORATED: SEVEN-UP ACQUISITION {A)

its position as the leading low-calorie beer in the United States through
1977. The financial and share-of-market results of PM management’s
strategy are shown in Exhibit 2.

The success of PM management’s marketing strategy in both the beer
and the cigarette industries was reflected in its financial statements. In
1977 alone, Philip Morris’s net earnings increased 26 percent on a sales
increase of 21 percent, and the return on average equity reached a 10-year
high of 22 percent. Total debt to equity was at a 10-year low of 0.93, and
the company's net cash flow {after-tax cash flow less common and pre-
ferred dividends) exceeded planned capital expenditures by 19 percent.
PM’s most recent financial statements are shown in Exhibits 3 and 4.

At the end of 1977, Philip Morris’s operations were divided into five
groups:

Philip Morris U.S.A. (cigarettes),

Philip Morris International (cigarettes),

Miller Brewing Company (beer),

Philip Morris Industrial (specialty papers, chemicals, etc.),

The Mission Viejo Company (real estate and community develop-
ment).

O O

Each group’s contribution to Philip Morris’s revenues and operating
income is shown in Exhibit 1.

On the basis of the increasing share-of-market success and the returns
of its existing products and operations, PM management decided to make
another acquisition. Management settled on the sofi-drink industry, focus-
ing on the Seven-Up Company as the most likely target.

Soft-Drink Industry

The soft-drink industry was large and growing. Soft-drink sales of the top
five competitors alone were about $4.7 billion in 1977, up 16 percent from
the 1976 figure of §4.0 billion. In the 5-year period from 1973 to 1977,
these companies generally outperformed the S&P 500 composite average,
as shown in Exhibits 5 and 6. Detailed financial statements for the Seven-
Up Company appear in Exhibits 7 through 9.

Soft-Drink Product

Soft drinks were the quintessential consumer product. They were a low-
cost, muliipurchase consumer item, the sales of which were highly influ-
enced by sophisticated marketing programs. The industry’s successful
combinatipn of advertising, promotional efforts, packaging, and distribu-



516
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tion had, by the end of 1977, made the drinks the most popular beverage
in the United States. There was every indication that the drinks were well
on their way to acquiring the same status worldwide.

Soft drinks traced their origin to two different sources, both medicinal.
On the one hand, research into the therapeutic properties of naturally effer-
vescent spring waters had begun as early as the 1600s in Europe. By the
beginning of the 19th century, artificially carbonated soda water was being
bottled and sold commercially in both the United States and Europe. Concur-
tently, various syrups were being developed to cure a wide range of ills.
Among these was Coca-Cola, invented in May 1886. Coke was orginally
marketed as a medicinal syrup, whose chief components, cocaine and opium,
would cure a wide range of nervous afflictions, such as neuralgia and hysteria.
By chance, the product was mixed with soda water by the end of 1886, giving
rise to the soft-drink product known in 1977. (The major intervening modifi-
cations to the product were the deletions of the cocaine and opium.)

Similarly, Seven-Up, introduced in 1929 as *“Bib-Label Lithiated
Lemon-Lime Soda,” was advertised as a hangover cure for home and hos-
pital use. The fact that Seven-Up was also widely perceived as an excellent
mixer for alcoholic drinks provided an added boost to sales. In fact, Seven-
Up management did not consciously redefine and market Seven-Up as a
soft drink until 1968.

Soft drinks were deceptively simple in their composition, which
included only four basic categories of ingredients: a base-flavor concen-
trate or extract, such as cola, a sweetener, water, and carbonation. How-
ever, the base concentrates contained numerous flavorings, the specific
names and proportions of which were secrets closely guarded by the con-
centrate manufacturers. The type of sweetener used in the soft drink was
also variable. At the end of 1977, saccharin was the major sugar substitute
used in diet drinks, while either sugar or high-fructose corn syrup (HFCSY
might be used in the production of regular soft drinks.

Soft drinks came in numerous flavors: cola, orange, root beer, lemon-
lime, etc. Cola-flavored drinks were the most popular in the United States,
enjoying a 62-percent share of the total domestic soft-drink market (regu-
lar and diet drinks). Coca-Cola and Pepsi-Cola were the two top-selling
cola products, with 39 percent and 28 percent of this segment’s volume.
Lemon-lime drinks constituted the next largest flavor category with a 12-
percent share of the total market. Seven-Up and Sprite {(a Coca-Cola Co.
product) were the leading competitors within the segment, holding 49 per-
cent and 23 percent of the segment, respectively. The distance between the

' HECS was sold at a 20-percent discount to sugar for an equivalent sweelening power. At the
end of [977, most concentrate manufacturers {except Coca-Cola and PepsiCo) had autho-
rized its use in whole or in part in the production of soft drinks. Seven-Up, which required
less sweclener than the colas, derived a special cconomic advantage from the substitution 0
HFCS for sugar.

P U = T T T T T T e T T e S B e B



PHILIP MORRIS, INCORPORATED: SEVEN-UP ACQUISITION (A)

cola and lemon-lime segments was slightly less in the international market,
where lemon-lime drinks had a 15 percent share of the total market.

Since their introduction, diet drinks had enjoyed increasing popular-
ity. By 1977, sales of diet drinks had grown to roughly 11 percent of the
total market. Each of the top soft-drink companies had introduced one or
more diet products. The success of the different flavor categories within
the diet-drink market paralleled the patterns in the total market. Cola-
flavored products of the Coca-Cola Co. and PepsiCo., Inc., Tab and Diet
Pepsi, dominated the market with 23-percent and 19-percent shares of the
diet-drink market. Diet Seven-Up was the only major lemon-lime product
in the diet market and, with an li-percent share, was the third largest-
selling diet drink in the country.

Market data for the soft-drink industry and its leading competitors
are shown in Exhibits 10 and 11.

Market-Growth Analysis

By 1977 soft drinks had surpassed coffee as the most popular beverage in
the United States. In the period between 1963 and 1977, soft-drink con-
sumption grew from 3.4 billion gallons per year to 7.9 billion gallons,
representing an increase in consumption of from 191 to 389 12-0z. cans
per person per year, roughly comparable to 20 percent of the average daily
liquid intake.

Numerous factors contributed to the phenomenal growth in soft-
drink sales. In the early years, the United States’ rapid rate of population
growth provided a steadily increasing number of consumers. Per-capita
consumption was spurred by the product's relatively low price, by inten-
sive marketing efforis, and by the spread of distribution networks across
the country.

By the 1960s, the wide availability of soft drinks was forcing competi-
tion to proceed along other dimensions:

The frontiers of the American market had been conquered, and hence-
forth domestic growth would come by priming the markel with new
products and using new ways 1o market the old ones. The need for a
complete soft-drink line was underscored by the widespread acceptance
of the multiple-Ravor vending machine and the triple-drink fountain
dispenser. To avoid being outflanked by competitors, each manufac-
lurer introduced a spate of new containers intended to make soft-drink
consumption as convenient as possible, The most noticeable 1rend was
nonreturnable bottles and cans, the latter particularly after the intro-
duction of the casy opening flip-top in 1962.?

*J. C. Louis and Harvey Z. Yazijian, The Cola Wars (New York: Everest House, 1980), pp.
107.-108.
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Fusther constraints on the industry’s growth appeared in the latter
half of the 1970s as America’s population growth rate gradually declined.
Down to about | percent per year by 1977, the decline implied a major
demographic shift toward an older population. Whether or not America's
teenagers, historically the industry’s primary target market, would carry
their soft-drink consumption patterns with them into their twenties and
thirties was a question of major concern to both concentrate manufactur-
ers and other industry participants.

The increasing saturation of the market, together with the country’s
changing demographics, led to greatly increased competition among the
soft-drink companies, as each strove to maintain and improve its historical
growth record. Media advertising budgets were sharply increased (as
shown in Exhibit 12}, and price discounting became comrmonplace.

Internationally, soft drinks were meeting the same acceptance that
they had received in the United States. Although per-capita consumption
was considerably less than that in the United States, this phenomenon
resulted largely from the products’ later entry into the international mar-
ket. Furthermore, the growth rates in certain countries were roughly com-
parable to patterns experienced earlier in the United States.

Industry Structure

There were four major groups of participants in the soft-drink industry:
concentrate or extract manufacturers, raw-material and packaging suppli-
ers, bottling and distribution companies, and retailers. The general rela-
tionships between these groups are outlined below.

Concentrate Manufacturers. More than 3¢ companies manufactured
branded products and marketed them regionally or nationally, while
numerous food chains produced private-label soft drinks. Sales within the
industry were, however, highly concentrated. Five companies (Coca-Cola
Co.; PepsiCo, Inc.; Seven-Up Co.; Dr. Pepper Co.; and Royal Crown Cos.)
accounted for 75 percent of the 1977 sales volume, as shown in Exhibit 10.
The leading brands of each of these companies (Coca-Cola, Pepsi-Cola,
Seven-Up, etc.) accounted for 56 percent of the tota! industry volume.

Each of the top five competitors could trace its origin to the turm of
the century. By the end of World War II, each had begun to market its
product internationally. In fact, Coca-Cola was being distributed through
64 bottlers in 28 countries as early as 1930. By the end of 1977, Coke was
available in more than 135 countries, Pepsi-Cola in 140 countries, Seven-
Up in 86 countries, and Royal Crown products in 51 countries.

The industry leaders had also grown by expanding their product lines
(as highlighted in Exhibit 10) and by diversifying into other products. AS
shown in Exhibit 13, by 1977 only the Pr. Pepper Co. derived 100 percent
of its revenues from the sale of soft drinks.
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Soft-Drink Industry: General Structure

Ravw-Material Suppliers
Concentrate/Extract
Manufacturers
Y
Syrup and/ar Concentrate 2
for Packaging N Contract
Canner/Bottler
Packaged Product
for Distribution
Syrup and/or Concentrate 3
for Packaging & Distribution . | Company-Owned or
A “]1 Franchised Bottler
Wholesalers,
Jabbers
Synup Packaged Product
r Y v Y
Fountain Qutlets, Vending Machines, Retail Qullats,
Restauranis, Cups, Cans, or Supermarkets,
Fast-Food Chains Boliles Convenience Stares

“Concentrate, when combined with the sweztener, was refermed to as syrup. Only Coca.Cols snd PepsiCo told syrups 10 their
bonters.

Soft-Drink Bottlers and Distributors. The distribution system in the
soft-drink industry was almost as old as the products themselves. The
system had been established by the Coca-Cola Co. in 1899 and subse-
quently adopted by other soft-drink companies. Briefly, Coca-Cola’s
owner, Asa Candler, had signed a contract with Benjamin Franklin
Thomas and Joseph Brown Whitehead, giving them the right to set up
bottling plants throughout the nation at no expense or liability to the
Coca-Cola Co. In addition, Mr. Candler agreed to sell the syrup exclu-
sively to the two men, to furnish labels and advertising materials, and to
grant them the sole rights to use the Coca-Cola trademark. Mr. Thomas
and Mr. Whitehead promptly set out to find enterprising individuals with
adequate capital for their own bottling operations. In exchange for its
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investment, each franchisee was granted the exclusive right to bottle and
market a given product within a certain geographical market. Typically,
in the early years, family members would use the earnings from one fran-
chise territory to set up a relative in an adjacent area. Because the fran-
chises were granted in perpetuity, the arrangement fostered a closed
system within which franchises were passed from parent to child through
the years.

The franchised bottlers operated under certain contractual con-
straints. Bottlers had to maintain quality standards, provide adequate bot-
tling and distributing facilities, and participate in marketing programs.
Furthermore, they were not allowed to sell in other franchised territories
(or to sell to second parties who were likely to sell the product in another
territory), nor could they sell directly competing products. However, a bot-
tler was under no legal obligation 1o handle the full product line of any
single concentrate manufacturer and could select which product to distrib-
ute within a given flavor category- Thus, for example, an independent
Pepsi franchisee could distribute Seven-Up within the jemon-lime seg-
ment, rather than Teem, PepsiCo’s competitive entry.

The franchise bottling system had originally evolved because of eco-
nomic necessity. The concentrate manufacturers needed to maximize
their products’ distribution and availability, while the bottlers needed
some guarantee of territorial exclusivity 1o make it worth their while to
invest in the necessary capital equipment. The result, early in the indus-
try's history, was a multiplicity of small bottlers. As time passed, a pleth-
ora of container sizes and shapes put many smatl bottlers at an economic
disadvantage: they could not invest in all of the production lines necessary
1o ensure a complete line of any given product. Many bottlers therefore
entered into joint ventures with one another to share production facilities.
Alternatively, several concentrate manufacturers, such as the Seven-Up
Company, made separate contracts with independent canners which guar-
anteed the provision of the full line of products to the company's fran-
chised bottlers.

Regardless of the production system used, all products were still dis-
tributed through the territorially franchised bottlers. The numbers of bot-
tlers were declining, however, while their territories were expanding. 0
the estimated 5,200 domestic bottlers in operation in 1947, only 2,300
were thought to remain in business in 1970.¢ This change derived in part
from mergers among the individual bottlers as one means of providing ihe

e P

3 The boltlers’ specific production responsibilities included (1) purchasing raw materials,
principally sweeteners and packaging materials; (2) mixing the concentrate, sweetench
waler, and carbonation; and (3) packaging the finished product.

43, C. Louis and Harvey Z. Yazijian, The Cola Wars (New York: Everest House, 1980).
p. 334.
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Breakdown of 1977 Domestic Sales by Type of Bottler

Company-Owned Franchised
Botilers Boitlers

Company Nos.  Percent Sales Nos. Percent Sales
Coca-Cola Co. 1} 10 555 90
PepsiCo, Inc. 13 22 404 78
Seven-Up Co. i° 3 473k 97
Dr. Pepper Co. 5 i2 494 88
Royal Crown Cos. 13 25 272 75

“The Seven-Up Botiling Co. of Phocniz, Ariz., was acquired in 1972, The company also owned a second botifing operation in
Omaria, Canada.

*1s was estimated that only threc bettlers handied the Seven-Ep Ling exclusivelyr all athers marketed one of mare competitive
producis. industry analysts also cutimated that about 330 of Seven-Up's botlers (70 pureent of the tatal) handled Coca-Cola
or Pepsi-Cola

Source: Company annual reparts and 10=K's, Value Line, and ndustry reports.

necessary production equipment. However, the trend was also caused by
the acquisition of certain bottlers by larger corporate entities, which
included newcomers to the soft-drink industry as well as certain concen-
trate manufacturers themselves. In the former case, the trend toward
acquisitions by outsiders started in the late 1960s when certain medium-
sized conglomerates such as RKO General and General Cinema, started
buying bottlers, By the late 1970s, however, larger conglomerates were
making the acquisitions, the size of the purchasers reflecting the attractive
cash flows of many bottlers. In the case of the concentrate manufacturers,
the primary goal was to maintain or increase their control over marketing
and distribution. The results of the increased concentration among the
bottlers and concentrate manufacturers are shown in the table of domestic
sales by bottler,

The increasing concentration among soft-drink bottlers and concen-
trate manufacturers did not go unnoticed. In the mid-1970s, the Federal
Trade Commission brought an antitrust action against the industry in gen-
eral and against the territorial franchise system in particuiar. Although a
decision on the case was not imminent at the end of 1977, the industry was
lobbying strongly against the action. Dissolution of the franchise system,
the industry argued, would cause irreparable economic damage to the inde-
pendent bottlers by opening the door for a warehouse distribution system
along the lines of that used in the beer industry.

Competitive Environment

The sofi-drink industry had long been dominated by its two leading com-
petitors, the Coca-Cola Co. and PepsiCo, Inc. These two companies,

531
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through their competition with each other, determined the industry’s pric-
ing schedules and marketing programs.

For instance, until 1975 the Coca-Cola Co. was the industry price
Jeader in both the fountain and take-home segments of the market. Coke’s
pricing schedule was based on the terms originally negotiated with its
bottlers at the turn of the century. As a resuit, the price of the company’s
base concentrate had remained at 88 cents per gallon for many years.’ In
1974, however, PepsiCo initiated an aggressive campaign against Coca-
Cola. The company’s theme, “the Pepsi Challenge,” asked customers to
taste test the two beverages. The campaign was supported by heavy con-
sumer discounts as well as increased advertising expenditures. With this
campaign, PepsiCo seized the position of industry price leader within the
take-home segment.

This escalation of the competition between Coke and Pepsi affected
the rest of the industry in two ways. The widespread use of consumer
discounts reflected the growing emphasis on volume and share-of-market
data rather than earnings. Those concentrate manufacturers electing not to
discount their products, such as the Seven-Up Company, ran the risk of
weakening their relations with their bottlers. The budgets allocated to mar-
keting were also increasing.

These trends were not expected to abate in the near future. In fact,
early in 1978, the Coca-Cola Co. began negotiations with its bottlers to
change their fixed-price contracts. Coke’s aim was o revise its pricing
schedule such that the syrup’s price could be raised commensurate with
increases in the consumer price index. In return for this concession, Coke
promised its bottlers that the company would use a large portion of the
anticipated increase in earnings to augment its marketing budget in the
Coke-Pepsi dispute. Negotiations on this matter were ongoing in Marc®
1978.

These negotiations had several implications for Coke’s competilors.
Because most companies strove (o approximate Coke’s pricing schedule,
the negotiations appeared to offer some relief from inflation's negative
effect on margins. However, this benefit was largely offset by the specter of
the increased marketing budgets Coke had promised its bottlers.

In addition, Coca-Cola Co.’s and PepsiCo’s marketing programs weré
becoming more successful, as reflected in the increases in their individual
shares of market as well as in the continued preference for cola-flavored
products. Both the Seven-Up Company and the Dr. Pepper Co. respondca
with campaigns highlighting the differences between their products and the
colas. Seven-Up management introduced the “Uncola” theme in 1968,

5 Coca-Cola charged its botilers for sugar on the basis of the average price of sugar at the ten
largest Nartheast refiners during the first 10 days of each quarier. Coca-Cola was ane of the
world's lcading purchasers of sugar and procured ils needs under futures contracls.
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while Dr. Pepper relied on *“the most misunderstood soft drink™ theme.
Although Seven-Up introduced modest variations on its Uncola message
in the intervening years, the basic theme had not changed substantially by
1977: “7-Up is 2 drink with a style all its own, and the people who drink it
have a style all their own.” This theme was re-emphasized and repackaged
in 1977 and presented by management as its vehicle to regain its former
share of the market. Specifically, management announced its goal of grow-
ing at a rate of | to 2 percent higher than the industry as a whole.

Early in 1978, however, Seven-Up's president made the following
statement to Advertising Age (4/17/78): “Research has found that the
‘Seven-Up image is confused and cloudy.’ " The company subsequently
terminated its relationship with its advertising agency of 36 years and
announced its intent to test market 2 new graphics program in late 1978
and to increase the product’s advertising budget. Market analysts generally
approved of this move, thinking that the Uncola campaign had succeeded
too well: consumers had come 1o see Seven-Up as a specialty product.

Competition in the industry was also proceeding along two other
major fronts: international expansion and new-product development. The
Middle East was the major arena of expansion during 1977. The Coca-
Cola Co., previously well-established in Israel, was finally granted permis-
sion to enter the Egyptian market. Less than 12 months later, Seven-Up
management announced its intent to introduce Seven-Up into the Cairo
market in May 1978 and to open 11 other bottling operations abroad dur-
ing the year.

With respect to new product entries, the last major spust of activity
had been in the early 1960s. PepsiCo acquired and introduced Moun-
tain Dew nationally. PepsiCo and Coca-Cola introduced Teem and
Sprite into the lemon-lime segment, and all companies developed and
started marketing diet drinks. In early 1978, the Coca-Cola Co. was test
marketing Mello Yello, and the Seven-Up Company introduced Quirst,
a new entry into the lemonade market. Quirst, which had been devel-
oped by Seven-Up’s recently acquired subsidiaries, was to be test mar-
keted in about one-fifth of the U.S. market starting in early May. The
product’s introductory campaign was (o be backed by an annual adver-
tising budget of $5 million.

Industry Qutlook

The outlook for the soft-drink industry in the latter half of the 1970s was
mixed. While domestic demographic trends and a tight competitive envi-
ronment implied reductions in the rates of soft-drink sales growth, the

*Shortly after Seven-Up management introduced Quirzt, the company was sued by the
Squint Co. for trademark infringement. The outeome of the case had not been determined by
April 1978.
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international market appeared to be wide open, According {o certain secy-
rity analysts, “Foreign markets continue to hold great potential for the
major producers. Per-capita soft-drink consumption in most overseas
nations is only a small fraction of the U.S. rate. Although it is highly
unlikely that consumption in Third World nations will ever match the
U.S. level, there remains great room for growth.” Taking the domestic
and international markets together, industry analysts predicted a 5- 10
6-percent growth rate in the industry over the next 5 years.

There was, however, the possibility that certain other forces might
affect future sales levels. The soft-drink industry was under attack on sev-
eral fronts at the end of 1977, Nutrition experts, alarmed at increasing per-
capita soft-drink consumption, were vocal in their criticism of the product.
Their concerns were reinforced by research into the possible toxic effects
of heavy sugar ingestion. Saccharin, the sugar substitute used in diet soft
drinks, was also a source of controversy. Saccharin’s safety was under con-
tinuing study by the federal Food and Drug Administration. Caffeine, a
component of most soft drinks but not of Seven-Up, had recently re-
emerged as a potential problem. The FDA had initiated a study on the
safety of heavy caffeine consumption, particularly as it pertained to chil-
dren and teenagers, the industry’s primary market. Although the caffeine
content of soft drinks was considerably less than that of comparable
amounts of tea or coffee, the study represented an additional source of
uncertainty for the industry.

Conclusion

Despite their uncertain futures, little about either the soft-drink industry
or the Seven-Up Company reduced their attractiveness to PM manage-
ment. On the contrary, Seven-Up appeared particularly attractive from
both financial and operational points of view. Although the product was
new o PM management, the problems of its merchandising were very
familiar.

Unfortunately, however, the current status of the merger and
acquisition market implied that the Seven-Up Company might well
evoke interest among other acquisitive corporations. This realization
put additional pressure on PM management to act quickly and provided
an additional consideration in its initial tender offer. On its part, Seven-
Up's management recognized that the company was not only attractive,
but also potentially vulnerable to a takeover. Seven-Up management
proposed and received approval of two actions at the company’s April
1978 shareholders’ meeting. First, dividends were increased, presuma-
bly to strengthen investor interest in and support of the stock. Second,
and more telling, the shareholders approved amendments to the com-
pany’s articles of incorporation providing for the establishment of three
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classes of directors, each of which would serve a staggered three-year
term.
Thus, it appeared that the conditions in the market, as well as the

position of Seven-Up’s management and shareholders, demanded a very
careful, competitive tender offer.
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EXHIBIT 1 » Philip Morris: 5-Year Performance
{dollars in miilions, except per-share amounts)

ENT AND FINANCING DECISIONS

1973 1974 1975 1976 1977
Operating Comparnies’ Revenues
{percent)
Philip Morris U.S.A. 50.1% 49.9% 47.3% 45, 7% 41.5%
Philip Morris International 316 29.5 28.6 25.2 259
Miller Brewing Co. 10.6 13.4 18.1 229 25.5
Philip Morris Industriai 5.1 5.2 42 3.9 4.2
Mission Viejo 2.6 2.1 1.9 2.2 2.8
Total percentage® 100.0% 100.0% 100.0% 100.0% 100.0%
Total dollars £2,602.5 $3,011.0 83,6424 $4,293.8 $5,202.0
Operating Companies’ Income (percent)
Philip Morris U.S.A. 69.0% 70.9% 68.4% 63.3% 60.6%
Philip Morris International 28.0 233 229 20.5 19.6
Miller Brewing Co. (1.0} 1.6 5.8 12.0 13.6
Philip Morris Industrial 2.5 3.0 1.6 1.7 1.9
Mission Vigjo 1.3 1.2 1.2 2.6 4.2
Total percentage” 100.0% 100.0% 100.0% 100.0% 100.0%
Total dollars § 3295 5 403.6 5 4928 § 6345 5 7827
Other Expenses
Interest expense $ 510 s 527 § 95.0 $ 1028 £ 1016
Provision for income taxes 107.0 122.0 149.2 206.3 290.6
Net Earnings $ 1486 S 1755 $ 2116 § 265.7 $ 3349
Per.Share Data
Primary earnings $§ 27 § 315 5 3.62 $ 447 $ 540
Dividends declared 0.67 0.78 0.93 1.15 1.56
Book value 14.66 16.97 20.63 23.99 28.16
Market price of common: High 68.38 61.38 59.25 63.25 64.88
Low 48.75 34.13 40.88 49.75 51.50
Market price of cammon: End of year § 57.38 S 4800 $§ 5300 $ 6175 $ 61.88
Operating Performance
Pre-tax profit margin 9.80% 9.90% 9.90% 11.00% 12.00%
Return on average equily 19.70% 19.60% 19.20% 20.00% 21.50%
Total debt/equity” 1.16 1.27 1.1% 1.07 0.93
Net eash flow/capital expenditures’ 0.81% 0.79% 0.85% 1.19% 1.19%
Bela i.ln 1.15 1.15 1.15 1.10
Date of beta estimate 1130173 117174 10/31475 10/29/76 10/28/77

*Numbers may nol add up 10 (00 percent due 10 rounding.
*Tota! debi = Long-lezm debt + Notes payahile + Current portion of long-teem debt.
“Net cash Mow = Profit after tax + Depretiatian — Dividends on common and preferred steck.

Souree: Philp Morris, Inc.. 1977 Aanual Report. Value Line
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Philip Morris, Inc.: Seven-Up Acquisition (A)
EXHIBIT 2 » Miller Brewing Company, 1968-1977 (all data in millions)

537

Operating Performance: 1968-1977

Operating Barrel Oparating Share of Market

Revenues Shipments Incoma Parformance

{dollarss) {bamels) {dollars)

1,200 ] 24 S0 W

1,000 20 T 75 Buseh
800 16 60 Schiitz /|
600 12 45 Pabst .
400 8 30 Coors -
Gy 4 L J Millsr .

0 H_‘._I_I_ 0 0 m | 1 5 1 L

7273747576 77

" a88 88

s{eneg jo suojiiy

Source: Philip Morris, Ine., Annual Reports.

Sourcs: Robert J. Flaherty, “Philip Morris® Year of Decision,” Forbes, July 10, 1978, p, 30.
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Philip Morris, Inc.: Seven-Up Acquisition (4}

EXHIBIT 3 - Philip Moitis Income Statements
(thousands of dollars, except per-share amounts)

Resulis for Year

Results for Three

Ending December 31 Months Ending March 31
1976 1977 1977 1978
Operating revenues $4,293,782 $5,201,977 51,142,617 $1,390,70%
Cost of sales
Cost of producls sold {1,966,871) (2,401,680} {527,077) (638,882
U.S. federal and foreign taxes on goods sold  (1,159.286) (1,352,487} (296,160} (371,838
Gross profit 1,167,625 1,447,810 319,380 379,989
Marketing, administrative, and research (547,287) {676,772) (150,475) (178,478
Equity in net eamnings of unconsolidaled
foreign subsidiaries and afTitiates 14,201 11,694 2911 2,303
Operating income of operating companies 634,539 782,132 175,816 203,814
Corporale expense {35,229) (38,523) (11,089) (12,491
Graoss interest {109,258} (108,747) (27.007) (32,158
Capitalized interest 6,424 7,163 1,273 2,599
et interest expense (102,834) (101,584) (25,134) (29,560
Net currency translation hedging costs (15,520) (11,633) 2,047 (2,645,
Other deductions, net (9.028) (5.476) (4,258) 1,344
Eamings before income tax 471,928 625,516 132,782 £61,062
Provision for federal and other income tax (206,253) {290,590) {61,365) {13,541,
Net earnings 265,675 334,926 71,417 87,521
Eamings per common share 5 4.47 $ 5.59 L 1.19 5 1.46
Source: Philip Morris, Inc., Annual Reparis.
Philip Morris, Inc.: Seven-Up Acguisition (A}
EXHIBIT 4 » Philip Morris Balance Sheets (thousands of dollars) -
Resulls for Year Resul:.s;](br Three
Ending December 31 Months Ending Marriiﬂ___
1976 1977 1977 1978
P
Assels
Cash and cash equivalents $ 64,353 s 7223 $ 47,070 s 15026
Net receivables 267,943 316,723 310,260 332,138
Inventories
Leaf tobaceo 1,089,308 1,271,235 1,083,002 1,256,118
Other raw materials 125,620 142,231 125,855 143,436
Work in process and finished goods 379,446 314,519 393,322 335-699.

"
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Phifip Morris, Inc.: Seven-Up Acquisition (A)
EXHIBIT 4 » continued

539

Resulis for Year

Resulls for Three

Ending December 31 Months Ending March 31
1976 1977 1977 1978
Housing programs under construction 63,137 89,576 74,821 94,317
Total inventories 1,657,504 1,817,561 1,677,090 1,879,570
Prepaid expenses 15,945 14,505 21,582 22,585
Total current assels 2,005,745 2,221,020 2,056,002 2,309,319
Investments in and advances to unconsclidated
foreign subsidiaries and affiliates 220,147 229,508 216,158 227,920
Land and offtrack improvements 58,766 69,576 59,648 70,464
Property, plant, and equipment, at cost 1,323,923 1,594,910 1,355,123 1,693,442
Less accumulated depreciation 330,044 392,478 340,157 409,696
Net property, plani, and equipment 993,879 1,202,432 1,014,966 1,283,736
Brands, trademarks, palents, and goodwill 211,570 222,492 211,594 222,183
Long-term receivables 66,463 64,762 65,047 67,073
Other assels 25,639 38,249 42,434 41,435
Total assets $3,582,209 54,048,039 $3.668,849 $4,222,140
Liabilitics and Shareholders' Equity
Notes payable § 260,131 £ 121,139 N.Av. N.Av.
Accounts and notes payable MN.Av. N.Av. § 395,58! $ 309,407
Accounts payable and accrued liabilities 402,775 503,767 N.Av. N.Av,
Accrued liabilities N.Av, N.Av. 272,155 390,825
Currenl portion iong-term debt 17,729 15,740 N.Av, N.Av.
Federal and other income taxes 103,527 139,766 119,917 157,971
Dividends payable 19,359 24,741 19,463 30,737
Total current liabilities 803,521 805,153 808,316 888,940
Long-term debt 1,247,778 1,426,619 1,249,556 1,443,229
Deferred income taxes 77,7114 104,429 87,449 119,519
Other liabilities 23,214 21,772 28,878 23,284
Total kabilitics 2,152,227 2,357,973 2,174,239 2,474972
Cumulative preferred stock (5100 par) 8,812 8,262 8,812 7,787
Common stock {51 par) §9,490 59,922 59,806 59,928
Additional paid-in capital 294,225 300,538 292,947 301,055
Earnings reinvested in business 1,071,488 1,325,149 1,137,148 1,381,934
Less treasury stock, at cost {4,033) (3,805) (4,103) (3.536)
Total shareholders’ equity 1,429,982 1,690,066 1,494.610 1,747,168
Total liabilities and sharcholders® equity 53,582,209 54,048,039 $3,668,849 §4,222,140

Source: Philip Motreis, Inc,, Annual Reporty.
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Philip Morris, Inc.; Seven-Up Acquisition (4)

EXHIBIT 5 » Top Four Soft-Drink Companies: Performance, 1973-1977

Cash Book Market Average Long-Term
Company  Primary Flow Dividends Value Return Frice Annual Debi/
and Year EPS per Share  per Share  per Share on Equity  High-Low® P/E Equity
Coca-Cola® Beta @ 3/10/78: 1.20
1973 $1.80 $2.29 £0.90 $ 144 22.7% $75.0-57.8 389X 0.9%
1974 1.64 2.13 1.04 B.01 19.2 63,9-22.3  26.8 1.1
1975 2,00 2.55 1.i5 9.45 19.5 46.8-26.6 199 0.7
1976 2.38 2.95 1.33 10.53 21.0 47.6-36.7 177 0.6
1977 $2.67 £3.33 $1.54 $11.92 21.0% $40.9-355  14.3X 0.9%
PepsiCo, Inc.* Beta @ 3/10/78: 1.15
1973 5112 $1.71 $0.38 $ 532 16.0% $29.9-21.3 243X 44.7%
1974 1.23 1.90 0.43 6.12 15.7 23.9-9.8 13.9 62.7
1975 1.47 2.20 0.50 711 16.7 24.8-13.6 14.2 45.0
1976 1.85 2.68 0.63 8.44 18.1 29.2-23.2 140 37.0
1977 5215 $3.19 50.83 $ 9.57 19.3% $28.6-22.3  11.5% 44.0%
Seven-Up Co.® Beta @ 3/10/78: 1.25
1973 $£1.30 £1.47 50.43 £ 5.08 21.4% $37.3-21.8 236X 4.7%
1974 1.54 L.76 0.61 6.04 219 30.8-10.5 §4.3 kX
1975 1.88 2.14 0.75 7.54 23.0 36.0-15.5 160 24
1976 2.28 2.59 1.13 8.75 244 41.0-29.8 156 0.9
1977 $2.38 $2.70 est. $1.25 S 990est. 230%est.  3$32.8-23.8  IL7Xest. 0.6% est.
Dr. Pepper* Bela @ 3/10/78: 1.50
1973 80.51 $0.60 5023 £ 1.99 25.5% $30.0-18.8  49.2X 0.0%
1974 0.52 0.62 0.28 2.27 22.7 22.9-6.5 26.1 0.0
1975 0.62 0.74 0.32 2.58 24.0 15.1-7.0 18.1 0.0
1976 0.8t 0.95 0.40 180 270 17.8-11.0 i8.6 0.0
1977 51.01 $1.23 50.53 $ 342 26.5% $I7.3-11.0 133X 0.9%
S&P 500: Industry Composite®
1973 $227¢  83.78° $0.91 $17.26 13.5% $ 38-24 13,7 48%
1974 2.46° 4.11° 0.98 18.55 13.7 31-16 9.7 50
1975 2.29¢ 4,10° 1.01 19.71 12.0 30-18 0.0/ 52
1976 2.85¢ 4,76 .14 21.37 13 34-24 10.¢/ 49
1977 $3.81¢  §520° $1.31 $23.07 13.8% $ 32-24 9.4x" 48%

“Al stocks traded on NYSE except Seven-Up, which trades in the OTC market
*coutce: Value Line.

rSgurce: Standard & Poar’s Compustal Services, Inc.

“Primary EPS includes extraordinacy items and discontinued operations.

1Estimated by casewriter: [PAT + Depr. + Depl. + Amornt ] = Primary nos. of shares,
'Computed by casswniler.
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Philip Morris, Inc.: Seven-Up Acquisition (4)
EXHIBIT 6 » Common Stock Movement, Janvary 1977-April 1978
{closing price at end of month or at date shown)

gr?cr:el T T ] ] T 1 L ] ] [ lll’i 1 i ] 1 ] | ] I 1 I 1 T 'Pdl?clzat
$75 |~ Standard & Poor 500 - $105
70 {right scale) 4 100
65 - . . N b a5
60 == Phihp Moms' Inc’ /, - W 90
- (leftscale) -~ N mm—— S SERE T T T e
85 |- \.,.__—""-—.f’ “ 8s
-~ \'k
3 Seven-Up Co. 35
30 = N e 30
e 25
.
20 {=_ Royal Crown Cos, /¢ Vo mmmm————— —————————— e -9 20

e

$15 [=_Dr. Pappar Co. ———— $15
1 [1 i) 1 [] 1 L i I‘L_I 11 i 1 L L] 3 3 [] L 1 1 []

Jan. Feb. Mar. Apr. May Jun. Jly. Aug.Sep. Oct. Nov.Dec. 1/6 113120 1/27 2/3 210217 2724 3/3 3HO3NT 24331 47 and
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542 PART 6 STRATEGIC INVESTMENT AND FINANCING DECISIONS

Philip Morris, Inc.: Seven-Up Acquisition (A)
EXHIBIT 7 » Seven-Up Company Income Statements
(thousands of dollars, except per-share amounts)

Resulis for Year
Ending December 31

Results for Three
Maonihs E, gc’l.g'ng March

1978

Net safes
Cost of products sold
Gross profit
Selling, administrative, and general cxpense
Interest expense
Other expenses, net of other income
Eamings before income tax
Income taxes
Net eamings

Earnings per common share
Dividends per commeon share

$60,271
{29.878)
30,393
(20,004)
139

799
11,049
(5.278)
$ 5,774

¥ 053
5 035

*Quacierly data are unaudited,

SRcsults for 1978 exclude oporations of Oregon Fresze Dried Foods, acquired in Febryary 1978, Had the company been included for the entire three-month pered.

sales at 3/31£78 would have been $62,015,000, net carnings, $3,830,000, and carnings per share, 50.54,

Sources Seven-Up Company, Annual Reports.

-
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PHILIP MORRIS, INCORPORATED: SEVEN-UP ACQUISITION {A}

Philip Morris, Inc.: Seven-Up Acquisition (d)

EXHIBIT 8§ + Seven-Up Company Balance Sheets (thousands of doliars)

$43

Results for Year

Results for Three

Ending December 31 Months Ending March 3J°
1976 1977 1977 1978
Assels
Cash 5 5,462 $ 4,517 $ 9,707 £ 13723
Short-lerm investments 34,589 42,616 29,704 22,534
Accounts and notes receivable 18,469 20,487 19,991 23,398
Allowance for doubtfil accounts (275} (220) {289) {220)
Net receivables 18,194 20,267 19,702 23,178
Inventories
Finished products (FIFQ) 12,029 13,067 12,606 £6,880
Extract and raw materials (sugar carried
at LIFQ) 14,025 14,088 _ 16,454 _ 17515
Total inventories 26,054 27,155 29,060 34,395
Prepaid expenses and other current assets 2,547 2,635 2,861 2,679
Total current assets 86,846 97,190 91,034 96,509
Other asscts 2,671 2,330 2,628 2,498
Property, plant, and equipment, at cost
Land 6,527 6,407 6,464 6,537
Orchards £,989 2,113 2,146 2,113
Buildings and improvements 15,739 18,866 15,626 19,254
Machinery and equipment 23,942 29,290 24,512 31,044
Orchards under development 1,535 1,706 1,446 1,752
Construction in progress 3,782 2,450 4,639 3498
Deprecialion (straight line) {15,932} (18,632) (16,459) (19,557
Nei property, plant, and equipment 37,582 42,200 38,374 44,641
Net intangible assets: trademarks, formulas,
and goodwill 4,144 4,009 4,081 9,726
Total assels $131,243 $145,729 $136,117 $153,374

coniinued



544 PART 6 STRATEGIC INVESTMENT AND FINANCING DECISIONS

Philip Marris, Inc.: Seven-Up Acquisition (4)
EXHIBIT 8 « continued

Results for Year Results for Three
Ending December 31 Months Ending March 31°
1976 1977 1977 1978°
Liabilities and Shareholders’ Equity
Current liabilitics
Notes payable to foreign banks s 489 $ 2,189 $ 2,302 § 1,598
Accounts payable 7,933 B.653 9,366 9,874
Employce compensation 1,981 2,261 1,785 2,264
Accrued advertising 8,774 9,949 7,761 10,513
Other accrued liabilities 2,317 2,932 2,101 3,425
Income Laxes 4,396 3,385 6,308 6,313
Current portion of long-lerm debt 354 259 352 419
Total current liabilities 26,244 29,628 29975 34,826
Other liabilities
Long-term debi (excluding current portion) 943 689 842 703
Deferred income taxes 2,504 1,979 2,539 2,390
Total liabilitics 29,691 32,296 33,356 37,919
Sharcholders’ equity
6-percent cumulative preferred stock 3,588 3,076 3,076 3,076
Common stack ($1 par value)? 10,720 10,722 10,720 10,725
Additional capital 11,150 11,345 11,277 11,389
Retrined earnings 76,094 38,290 77,688 90,265
Total shareholders™ equity 101,552 113,433 102,761 115,455
Total fiabilities and shareholders’ equity §$13§,243 §$145,729 $136,117 $153.374

*Quariesly datz are unaudited,

*The descendants of the Seven-Up Company's theee original founders awned 45 percent of Seven-Up's common stoek, roughty hall of which was held in benciiciary
trusts for fulure generations. Comimon stock held by fared bers of 2 1 increased the total controlled by the company to sbout 3t pereenl. Twenly-
ane percent of the stock was held by a group of 53 institutional investors. and the remainder was owned by unrelated partiss. Although members of the founding
familics had not taken a particularly active role in the management of the company in recem years, two grandsons of the orlginal founders were elocted direetort of
the compapy 1t the April 1978 sharchelders’ cting. ‘This briought the total oumber of famiiy representatives on the board 1o three and was intcrpreted as an
apparent atiempt to strengthen the families’ hands in the business,

Source: Seven-Up Company, Annual Reports,
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PHILIP MORRIS, INCORPORATED: SEVEN-UP ACQUISITION (A)

Philip Morris, Inc.: Seven-Up Acquisition (4)
EXHIBIT 10 « Volume Sales and Share-of-

Market Data: Top Five Soft-Drink Companies

1975 1976 1977
Coca-Cola Co.
Coca-Cola 24.2% 24.3% 24.5%
Sprite 2.5 2.7 2.8
Tab 25 2.6 2.6
Fania 2.1 2.3 23
Mr. Pibb 0.8 0.7 0.5
Fresca 0.6 0.6 0.5
Others 0.1 0.2 0.3
Total 32.7% 313.4% 33.9%
PepsiCo, Inc.
Pepsi-Cola [7.4% 17.0% 17.2%
Mountain Dew L1 1.5 1.9
Diet Pepsi L.6 1.9 2.1
Pepsi Light 0.1 0.5 0.5
Teem 0.3 0.2 0.2
Others 0.3 0.3 0.4
Total 20.8% 21.4% 22.3%
Seven-Up Companmy?
7-Up 6.6% 6.3% 6.0%
Dict 7-Up 1.0 1.2 1.2
Total 7.6% 7.5% 7.2%
Royal Crown Cos.
Royzl Crown 3.4% 3.3% 3.2%
Diet Rite Cola and RC 100 0.8 0.8 0.3
Nehi and others 1.2 1.2 1.0
Total 5.4% 5.3% 5.0%
Dr. Pepper Co.
Dr. Pepper 4.9% 5.0% 5.3%
Sugar Free Dr. Pepper 0.6 0.8 1.0
Total 5.5% 58% 6.3%
Total share of market, top S 72.0% 73.4% 74.7%
Millions of cases sold, top 5* 3,208.5 3,587.9 3,925.5

“Stles af Saven-Up's Howdy Flavors were a negligible proportion of tolal sofi-drink sales in the years shown, casc sales are

inclided in the total of the cases sold by the 1op five companies,
*1 casz = 24 3-01. comtainers of 16 12-0z. cans.

Source: Lehman Brothers Kuha Loeb Reszarch, as printed in Beverape Indusiry, April 24, 1981. Copyright: John C.

Maxwell and Beverage Industey. Reprinted by special permission of Joahn €, Maxwell,
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PART 6 STRATEGIC INVESTMENT AND FINANCING DECISIONS

Philip Morris, Inc.: Seven-Up Acquisition (A4)
EXHIBIT 1} » Trends in the Soft-Drink Industry

A. Estimated Share of Soft-Drink Market by Flavor Category®

Lemnon- Pepper Root

Cola Lime ype Orange Beer Other
1970 63.0% 12.0% 3.9% 8.3% 4.5% 8.4%
1971 63.0 12.0 3.9 8.4 5.0 1.7
1972 63.0 12.0 4.6 84 5.0 1.0
1973 62.5 12.5 5.0 8.2 5.0 6.8
1974 61.7 12,8 5.2 8.0 5.2 7.1
1975 62.1 12.9 5.3 19 5.2 6.6
1976 62.2 12,7 6.7 7.8 5.2 5.4
1977 62.4% 12.4% 71.3% 1.4% 5.3% 5.2%

B. Composition of U.S. per-Capita Annual Liquid Consumption®

Saft Wine and Dis- Coffee*

Drinks Beer tilled Spirits and Tea Milk? Other”
1970 14.8% 10.1% 1.7% 22.6% 12.7% 38.1%
1971 15.8 10.6 1.9 22.5 12.6 36.7
1972 16.6 10.8 1.9 22.5 12.7 35.4
1673 17.4 11.3 2.0 22.7 12.5 34
1974 174 1.8 20 219 12.2 4.7
1975 17.4 12.0 2.0 215 12.4 35.0
1976 18.7 i2.1 2.1 19.9 12.3 349
1977 20.0% 12.5% 2.1% 19.2% 12.2% 34.0%

*Source; Beverage Industry, April 24, 191; Copyright: John C, Maxwell and Beverage Indusiry Based on dala feom Lehman
Hrothers Kuhn Locb Research. Figures include diet drinks in Lhe appropriate Nlavor calegory.

*Source: Beverage Industry, May 22, 1981, p. 19, Data ase based on USDA. D51, USBA, American Bottled Water Assoc., and
Lehman Brothers Kuehn Loeh Research estimates,

ColTee data ace based on three-yeat moving average 1o counterbalance inventary savings.
“Data for milk and juice (the lapier is included in Other category) reflect USDA revisions as of W1/80.
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Philip Morris, Inc.: Seven-Up Acquisition (A)
EXHIBIT 12 « Major Media Spending by Top Five
Soft-Drink Competitors {thousands of dollars)

1973 1974 1975 1977

Coca-Cola Co.
Coca-Cola $24,013.4 $22,122.1 $20,261.3 $24,227.1
Tab 5,315.8 5,099.3 6,369.5 4,195.5
Fresca 2,589.9 2,544.5 2,381.3 1,273.0
Sprite 1,738.0 2,463.1 2,542.3 4,188.3
Diel Sprite N.Av. N.Av. 10.2 293.4
Fania beverages 391.8 147.2 74.5 117.6
Mr. Pibb 264.3 911.1 1,297.4 1,208.2
Mr. Pibb Dict N.Av. N.Av. 13.0 1.2
Other, general® 412.7 817.8 407.4 790.9

Total 34,7259 34,105.1 33,356.9 36,305.2
Company total® $40,980.9 541,605.6 $41,931.8 $52,385.8
PepsiCo, Inc.
Pepsi-Cola $13,383.2 $14,795.4 $14,557.1 $24,410.0
Diet Pepsi 4,007.5 4,138.8 3,673.1 6,387.5
Mountain Dew 349.5 634.6 2,577.3 4,457.5
Pepsi-Light N.Av, MN.Av, 918.2 6,565.0
Teem 0.8 N.Av, 61.2 243.8
Other® 466.7 60.8 366.8 1,225.6

Total 18,297.7 19,629.6 22,153.1 43,294.4
Company total® $36,040.1 $37,607.0 $42,447.6 £77,851.8
Seven-Up
T-Up £10,430.6 $10,185.0 $ 9,230.5 $12,897.9
Dict 7-Up 2,068.4 1,967.1 7433 N.Av,
Sugar Frec 7-Up N.Av, N.Av, 2,482.6 1,489.1
Other” 218.4 252.6 949.4 327.2

Total 12,7174 12,404.7 13,405.8 14,714.2

Company total* $13,048.8 $12,911.6 $14,013.9 £14,714.2
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PART 6 STRATEGIC INVESTMENT AND FINANCING DECISIONS

Philip Morris, Inc.: Seven-Up Acquisition (A)
EXHIBIT 12 « continued

1973 1974 1975 1977

Dr. Pepper Co.
Dr. Pepper $5,245.8 $54019 $ 4,574.5 5 6,871.0
Sugar Free Dr. Pepper 9s5.7 1,739.1 1,547.6 1,771.5
Diet Dr. Pepper 1,113.4 N.Av, N.Av. MN.Av,
Qthes® 30.8 20.1 297.3 155.4

Total 6,485.7 7,161.1 6,419.4 8,797.9
Company tatal® $6,604.2 $7,279.5 $ 6,506.1 § 8,881.5
Royal Crown Cos.
Royal Crown Cola £1,279.9 $ 5799 3 4861 3 74188
Diet Rite Cola 626.4 2,130.6 3,388.6 2,289.3
Diet Rite beverages 2,351.2 133.5 108.8 48
Other” 3,605.7 5,116.8 10,088.3 245.5

Toal 7.863.2 1,960.8 14,071.8 9,958.4
Company total® £8,064.3 £8,094.2 $14,784.8 $17,589.2

*Figures in this category are an aggregate of all nonproduct.specific expenditures, c.g, genersl company promotions,
promotional tie-ins between products (Tab and Fresea or Diet and Regular Dr. Pepper), sweepstakes, youth sports programs.
etc. The bert ate included | h as the expendi are likely generally to support speetfic products. Expenditures
for lower volume products, such as the Dr. Pepper Co."s Big Red Sofl Drink or PepsiCo’s Rebel beverage, are not included in
the Other categary

*Represents tolal media spending by the company for all products.

Source; Leading National Advertisers, New York. January-Doeember 19731975 and 1917, Figures represent total
txpenditures in 6 media areas: magazines, newspaper supplements, nelwork television, spot television, network radic, and
outdoar advertising, All numbers are estimates.

AA‘.A,—,-‘—A.—.A‘—-AAA;—;.—-‘--ﬁAAAAA‘AA‘AA‘A—.—\AA—\An\QAﬂ



PHILIP MORR1S, INCORPORATED: SEVEN-UP ACQUISITION (A)

Philip Morris, Inc.: Seven-Up Acguisition (4)
EXHIBIT 13 « Five Leading Concentrate Manufacturers:

Analysis of Sales, 1976-1977 (millions of dollars)

1976 1977
Company and Produci Line Sales Earnings Sales Earnings
Coca-Cola Co. $3,033 $586 $3,560 $678
Soft drinks T7% 8§7% 75% B7%
Other {juices, Lca, coflee, wine, elc.) 23 13 25 13
Total 100% 100% 100% 100%
PepsiCo,lIne. 53,100 $360 $3,649 $412
Bevcrages 37% 40% 3% 44%
Food products 30 30 29 28
Food service 12 17 4 18
Transportation 13 3 12 6
Sporting goods 8 7 7 5
Total 100% 100% 100% 100%
Seven-Up Company’ $ 233 S 44 5 251 S 45
Soft drinks 79% 90% 78% 90%
Lemon products 13 2 14 5
Flavors/colors 8 8 8 4
Total 100% 100% 100% 100%
Dr. Pepper Co s 187 §32 s 227 5 37
Beverages (total) 100% 100% 100% 100%
Royal Crown Cos. § 287 S 38 S 350 $319
Soft drinks 61% 61% 58% 56%
Citrus 16 17 15 21
Home decorating 21 20 16 12
Fast food 2 2 it 12
Total 100% 100%: 100% 100%

*Dhversification within the Seven-Up Company had occurmred faidy steadily in the peniod from 1970 10 1976, 15 shown

belaw;

1970 Acquired WamerJenkinson Co.. the dominant souree of Seven-Up estract for over 5@ years and 2 highly
reapecied technical leader in the manufacture of flavers, cobors, and fagrances,

1972 Acquired the fint y-owned battlirg pany, subsequently d the Seven-Up Bouling Co. of
Phothit, Afit

1973 Acguired Ventura Coastal Corp., which grew, processed, and sold frosh lemons and lemon products, including
fruzen conceatrate for lemonade. Ventur supplicd roughly one-third of the lemontde market and providad
the Seven-Up Co. with onefifth of i3 lemon ol needs. WamerJenkinson acguired 2 seafl company with
aperaliont related 10 ity own.

1974 Veniur Coastal Corp. acquired the Gelden Crown Citrus Co., 1 manufacturer of juices. Golden Crown's
product line was subsequently expanded 1o handte the frozen concentrates being produced by Ventura, 2nd a
new powdered lemonade was developed and pul inlo test marketing. Warner-Jenkinson acguired a second
small company with refated aperations.

1978 Ovegon Freeze Dricd Foods was acquired in February for $9.8 million in cash. The company, which had sales
of $10.5 millson in the year ending &/3017, was touted a8 the world's leading processar of [recze-dried goods.

Saurcz. Company repons and Yalur Line,
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Dozier Industries (A)
M

Richard Rothschild, the chief financial officer of Dozier Industries,
returned to his office after a meeting with two officers of Southeastern
National Bank. He had requested the meeting to discuss financial issues
related to Dozier’s first major international sales contract, which had been
confirmed the previous day, January 13, 1986. Initially, Rothschild had
coniacted Robert Leigh, a vice president at the bank who had primary
responsibilities for Dozier’s business with Southeastern National. Leigh
had in turn suggested that John Gunn of the bank’s Intemmational Division
be included in the meeting since Leigh felt that he, himself, lacked the
international expertise to answer all the questions Rothschild might raise.

The meeting had focused on the exchange risk related to the new sales
contract. Dozier’s bid of £1,175,000 for the installation of an internal secu-
rity system for a large manufacturing firm in the United Kingdom had
been accepted. In accordance with the contract, the British firm had trans-
ferred by cable £117,500 (i.e., 10 percent of the contract amount) as
deposit on the contract, with the balance due at the time the system was
completed. Dozier's production vice president, Mike Miles, had assured
Rothschild that there would be no difficulty in completing the project
within the 90-day period stipulated in the bid. As a result, Rothschild was
planning on receiving £1,057,500 on April 14, 1986.

History of the Company

Dozier Industries was a relatively young firm specializing in electronic
security systems. It had been established in 1973 by Charles L. Dozier,
who was still president and the owner of 78 percent of the stock. The
remaining 22 percent of the stock was held by other members of manage-
ment. Dozier had formerly been a design engineer for a large electronics
firm. In 1973 he began his own company to market security systems and

This case was prepared by Professor Mark R. Eaker as a basis for classroom discussion
Copyright © 1986 by the University of Virginia Darden School Foundation, Chasloltesville,
Yirginia. All rights reserved.
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PART § FINANCING CAPITAL INVESTMENTS

began by concentrating on military sales. The company experienced rapid
growth for almost a decade. However in 1982, as Dozier faced increased
competition in this market, management attempted to branch out to
design systems for the private sector, namely small {irms and households,
Dozier’s inexperience in this market, combined with poor planning efforts,
slowed sales growth and led to a severe reduction in profits (see Exhibit 1),
The company shifted its focus to larger corporations and met with better
success. In 1985 the company showed a profit for the first time in three
years, and management was confident that the company had turned the
comer. Exhibit 2 contains the balance sheet at the end of 1985.

The company's management believed that sales to foreign corpora-
tions represented good prospects for future growth. Consequently, in the
spring of 1985, Dozier had launched a marketing effort overseas. The sell-
ing effort had not met with much success until the confirmation of the
contract discussed previously. The new sales contract, although large in
itself, had the potential of being expanded in the future since the company
involved was a large multinational firm with manufacturing facililies in
many countries.

Foreign Exchange Risk and Hedging

On January 13, the day the bid was accepted, the value of the pound was
$1.4480. However, the pound had weakened over the past six weeks (see
Exhibit 5). Rothschild was concerned that the value of the pound might
depreciate even further during the next 90 days, and it was this worry that
prompted his discussion at the bank. He wanted to find out what tech-
niques were available to Dozier to reduce the exchange risk created by the
outstanding pound receivable.

Gunn, the international specialist, had explained that Rothschild had
several allernatives. First, of course, he could do nothing. This would leave
Dozier vulnerable 1o pound fluctuations that would entail losses if the
pound depreciated, or gains if il appreciated versus the dollar. On the
other hand, Rothschild could choose to hedge his exchange risk.

Gunn explained that a hedge involved taking a position opposite to the
one that was creating the foreign exchange exposure. This could be accom-
plished either by engaging in a forward contract or via a spot transaction.
Since Dozier had an outstanding receivable in pounds, the appropriate
hedging transactions would be to sell pounds forward 90 days or to securc a
90-day pound loan. By selling pounds forward, Dozier would incur an obli-
gation to deliver pounds 90 days from now at the rate established loday-
This would insure that Dozier would receive a set doitar value for its pound
receivable, regardless of the spot rate that existed in the future. )

The spot hedge worked similarly in that it also created a pound obli-
gation 90 days hence. Dozier would borrow pounds and exchange the pro-

"‘\
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DOZIER INDUSTRIES (A)

ceeds into dollars at the spot rate. On April 13, Dozier would use its pound
receipts to repay the loan. Any gains or losses on the receivable due to a
change in the value of the pound would be offset by equivalent losses or
gains on the loan payment.

Leigh assured Rothschild that Southeastern National would be abie
to assist Dozier in implementing whatever decision Rothschild made.
Dozier had a $3 million line of credit with Southeastern National. John
Gunn indicated that there would be no difficulty for Southeastern to
arrange the pound loan for Dozier through its correspondent bank in Lon-
don. He believed that such a loan would be priced 142 percent above the
U.K. prime rate. In order to assist Rothschild in making his decision,
Gunn provided him with information on interest rates and spot and for-
ward exchange rates (see Exhibits 4 and 5).

Rothschild was aware that in preparing the bid Dozier had allowed
for a profit margin of only 6 percent in order to increase the fikelihood of
winning the bid and, hence, developing an important foreign contact. The
bid was submitted on December 3, 1985. In arriving at the bid, the com-
pany had estimated the cost of the project, added an amount as profit, but
kept in mind the highest bid that could conceivably win the contract. The
calculations were made in dollars and then converted to pounds at the spot
rate existing on December 3 (see Exhibit 3), since the U.K. company had
stipulated payment in pounds.

Rothschild realized that the amount involved in the contract was such
that an adverse move in the pound exchange rate could put Dozier in a loss
posttion for 1986 if the transactions were left unhedged. On the other hand,
he also became aware of the fact that hedging had its own costs. Still, a
decision had to be made. He knew that no action implied that an unhedged
position was the best alternative for the company.
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Dozier Industries (A)

EXHIBIT 1 » Sales and Income Summary (in thousands)

Year Ended
December 31 Sales Net Income
1973 $§ 456 § 4l
1974 631 54
1975 890 73
1976 1,610 151
1977 3,860 324
1978 7,242 760
1979 11,338 1,162
1980 15,138 1,488
1981 20,371 1,925
1982 21,455 T2
1983 22,501 (242)
1984 23,986 {36)
1985 §25,462 s 309
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Dozier Industries (A)
EXHIBIT 2 « Balance Sheet as of December 31, 1985

Assets
Current assets
Cash and securities $ 294572
Accounts receivable 1,719,494
Inventorics 2,227,066
Total current assets S 4,241,132
Property, plaat, and equipment:
Al cost 8,429,812
Less accumulated depreciation 2,633,404
Net plant 5,796,408
Other assels
Investments and loans 450,000
Total assets $10,487,540
Liabilities and Equity
Current liabilities
Accounts payable § 934,582
Notes payable—bank 652,300
Total current liabilities 1,587,182
Long-term liabilities
Notes payable 550,000
Common cquily
Common stock 2,253,410
Rescrves 627,244
Retained earnings 5,469,504
Total equity 8,350,158

Total liabilities and equity $10,487 540
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Dozier Industries (4)
EXHIBIT 3 - Bid Preparation

Materials S 847,061
Direct Labor 416,820
Shipping 70,000
Direct overhead® 208,410
Allocation of indirect overhead 100,492
Total cost 1,642,783
Profit factor 98,567
Total $1,741,350
$pot pound rate on December 3: 1.4820
Pound value of the bid: £1,175,000
“Bascd on 50% of dicect labor,
Dozier Industries {4)
EXHIBIT 4 - Interest and Exchange Rate
Comparisons—January 14, 1986
United United
Stares Kingdom
Three-month money* 7.65% 13.41%
Prime lending rale 9.50 13.50
‘Three-month deposits {large amounts} 8.00 12.90
Euro $ 3 month (LIBOR) N.Ap. 8.3
Euro £ 3 month (Paris) 13.2 N.Ap.
Three-month {rcasury bills in London 12.2
The spot rate for the pound: 1.4370 N.Ap
Three-month forward pound: 1.4198 N.Ap.

N.Ap. = not applicable.

“Prime commercial paper in the Unlted States: inlerbank rates in the United Kingdom,

Source: The Economist
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DOZIER INDUSTRIES (A)

EXHIBIT 5 - Historical Spot and Forward Pound Rates in U.S. Dollars

Three-month
Date Spot Forward Rate
7/9/85 $1.3640 $1.3490
16 1.3880 1.3744
1123 1.4090 1.3963
7/30 1.4170 1.4067
8/6 1.3405 1.3296
/13 1.3940 1.3828
8720 1.3500 1.3784
B/27 1.3940 1.3817
9/4 1.3665 1.3553
9710 1.3065 1.2960
917 1.3330 1.3226
9724 1.4200 1.4089
1071 1.4120 1,4005
10/8 1.4155 1.4039
10715 1.4120 1.4007
10/22 1.42590 1.4171
10729 1.4350 1.4270
EI/S 1.4315 1.4194
11712 1.4158 1.4037
/19 1.4320 1.4200
11126 1.4750 1.4628
12/3 1.4820 1.4704
12/10 1.4338 1.4214
12/17 1.4380 1.4249
12423 1.4245 14114
12/30 1.4390 1.4260
1/7/86 1.4420 1.4284
1/14/86 $1.4370 $1.4198

Source: Chicage Mercantile Exchange Statistical Yearbook
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Dozier Industries (B)

Richard Rothschild, the chief financial officer of Dozier Industries, was
still contemplating how best to manage the exchange risk related to the
company's new sales contract. The £1,057,500 balance of the contract was
due in three months on Apri} {4, 1986, creating a long position in British
pounds. Rothschild had spoken previously to John Gunn, an officer in the
International Division of Southeastern National Bank, about hedging his
long pound exposure. Gunn had explained two alternatives available to
Dozier to reduce the exchange risk: a forward contract or a spot transac-
tion. Either transaction would ensure that Dozier would receive a set dol-
lar value for its pound receivable, regardiess of any change in the value of
the pound. Given his previous analysis of the foreign exchange market,
Rothschild was concerned that both of these hedging alternatives would
“lock in™ a profit margin below the 6 percent he had originally anticipated
for the contract. He wondered if there were some way to get the upside
potential without all the risk.

The pound had weakened since his bid submission date on December
3 (See Exhibit 1), but he was not entirely convinced it would continue to
fall, or at least not as much as the forward rate indicated. I{ the future spot
rate were greater than the current forward rate, an unhedged position
could lead to a gain, whereas a hedged position would create an opportu-
nity lost. Rothschild wondered if other alternatives were available, and he
again called John Gunn at the bank for advice.

Gunn explained that Rothschild could also use currency options to
hedge against his uncertain foreign exchange exposure. Options provide a
means of hedging against volatility without taking a position on expected
luture rates. Gunn explained that there are two basic varieties of options
contracts: puts and calls. A put gives the holder the right, but not the
obligation, to sell foreign currency at a set exercise or "'strike” price within
a specified time period. A call gives the holder the right to buy foreign
currency at a set price. In comparison with a forward or futures contract,

This case was writlen by Leslie Zanetti Schorr, under the supervision of Professor Mark R.
Eaker 2s a basis for classroom discussion, Copyright © 1987 by he University of Virginia
Darden School Foundation, Charlottesville, Virginia. All rights reserved.
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the holder of an option does not have 1o transact at the agreed-on price,
but has the choice or aption 1o do so. Gunn told Rothschild that options
are complicated and increase the front-end cost of hedging in comparison
with a forward hedge. He said Rothschild could find the prevailing option
contract prices in The Wall Street Journal (See Exhibit 2).

It appeared to Rothschild that options contracts might provide some
benefit. He wondered if options contracts were the best alternative for
Dozier right now. He also wondered whether he could have used options
contracts when preparing his bid.

AA‘AAA‘A‘A-“-\“AA"\
P - T T S
P ™ . P e s



Dazier Industries (B)

DOZIER INDUSTRIES (B)

EXHIBIT 1 « Historical Spot and Forward Pound Rates in U.S. Dollars

R

Three-month
Date Spot Forward Rate
149/85 $1.3640 $1.3490
76 1.3380 1.3744
1723 1.4090 1.3963
7130 1.4170 1.4067
8/6 1.3405 1.3296
813 1.3940 1.3828
8/30 1.3900 1.3784
8r21 1.3940 1.3817
9/4 1.3665 1.3553
9/10 1.3065 £.2960
oNn7? 1,3330 1.3226
9724 1.4200 1.4089
10/1 1.4120 1.4005
§10/8 1.4155 14039
10/15 1.4120 1.4007
10/22 1.4290 1.4171
10/29 1.4390 1.4270
11/5 1.4315 1.4194
11712 1.4158 1.4037
11419 1.4320 1.4200
11726 1.4750 1.4628
1243 1.4820 1.4704
12/10 1.4338 1.4214
12/17 1.4380 1.4249
12123 1.4245% 1.4114
12730 1.4390 1.4260
1/1/86 1.4420 1.4284
1/14/86 $1.4370 $1.4198

Source: Chicage Mercantile Exchange Statistical Yeorbook.
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Dozier Industries (B}
EXHIBIT 2 « Foreign Currency Options on January 14, 1986

Options and Strike
Underlying Price Calls-Last Puis-Last
Jan. Feb. Mar. Jan. Feb. Mar.
12.500 British Pounds-—~cents per unit
British Pound 130 s r 13.50 5 r 3
144.41 135 s r 9.20 3 0.20 0.50
144.41 140 5 4350 4.75 s 0.80 1.55
144.41 145 s 1.55 2.50 5 310 4.40
144.41 150 s 0.40 0.90 s r r
r—not traded; s—no oplion offered
Last is premium (purchase price).
Saurce The Wall Street Journal, Foreign Currency Optioes listed on the Philadelphia Exchange.
Dozier Industries (B}
EXHIBIT 3 - Foreign Currency Options on December 3, 1985
Options and Strike
Underlying Price Calls-Last Puis-Last
Dec. Jan. Mar. Dec. Jan. Mar.
12,500 British Pounds—cents per unit
British Pound 120 29.00 s 28.95 r s T
148.86 130 19.10 r r ¢ T 4
148.86 135 §3.80 r 14.60 0.05 r r
148.86 140 8.80 r 10.00 0.05 r s
148.86 145 4.00 4.50 5.70 0.20 1.05 3.20
148.86 150 0.65 1.65 3.35 r v 5.60
148.86 155 r 0.50 1.70 r r r

r—nat traded; s—na option offered
Last is premium (purchase price).

Source: The Wall Sireet Journal, Foreign Cutrency Oplions listed on the Philadelphis Exchange.
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UNIVERSITYy VIRGINIA

BIDDING FOR HERTZ: LEVERAGED BUYOUT

Overview

In late summer 2005, Greg Ledford, managing director and head of automotive and
transportation buyouts at the Carlyle Group, found himself examining his BlackBerry atop the
Great Wall of China. Though he had planned to be sightseeing with his daughter, his immediate
focus was to finalize the terms of the second-largest leveraged buyout in history. The target in
question was Hertz, a subsidiary of the Ford Motor Company, which was up for sale. Ledford
needed to decide the price he and his co-investors would offer for Hertz as well as assess the
potential retumns and risks of the deal. Already months of work, many dollars of due diligence,
and arrangement of tentative financing had gone into the bid. Complicating matters, he knew he
faced tough competition from a rival buyout group, no doubt engaged in a similar process.

The race to win Hertz had been set in motion several months earlier, when William Clay
Ford Jr., the chairman and CEO of Ford, announced plans to explore “strategic alternatives” for
Hertz in April 2005. That announcement was followed in June 2005 by the filing of an S-1
registration statement setting up a “dual track process™ that would resuit in a Hertz IPO should
other sale prospects fail. Ledford, who spoke to senior Ford managers on a regular basis, had
gleaned that there was interest on Ford’s part for an outright sale of Hertz. He believed a private
sale that was competitive with an IPO would be viewed favorably by Ford due to its greater up-
front cash proceeds and certainty of execution. When no strategic buyer surfaced, Carlyle,
Clayton, Dubilier & Rice (CD&R), and Merrill Lynch Global Private Equity (collectively
“Bidding Group”) joined forces to bid on Hertz. It faced competition from another buyout
consortium that included Texas Pacific Group, Blackstone, Thomas H. Lee Partners LP, and
Bain Capital LLC.

This case was prepared by Susan Chaplinsky, Professor of Business Administration, Darden Graduate School of
Business, and Felicia Marston, Professor, Mclntire School of Commerce. It was written as a basis for class
discussion rather than to illustrate effective or ineffective handling of an administrative situation. Copyright ® 2008
by the University of Virginia Darden School Foundation, Charlottesville, VA. All rights reserved. To order copies,
send an e-mail fo sales(a dardenbusinesspublisinng.com. No part of this publication may be reproduced, stored in a
retrieval system, used in a spreadsheet, or transmitted in any form or by any means—electronic, mechanical,
photocopying, recording, or otherwise—without the permission of the Darden School Foundation. Rev. 10/09.
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Hertz Ownership History

Hertz’s ownership history was characterized by a series of sales, public offerings, and
leveraged buyouts (Exhibit 1).' The company was first established in 1918 by 22-year-old
Walter L. Jacobs as a car rental operation with a modest inventory of 12 Model T Fords that
Jacobs personally had repaired and repainted. The venture was immediately successful, leading
Jacobs to expand and generate annual revenues of approximately 51 million within five years. At
the $1 million mark, in 1923, Jacobs sold his company to John Hertz, president of Yellow Cab
and Yellow Truck and Coach Manufacturing Company, who gave his name to the company,
creating “Hertz Drive-Ur-Self System” and a brand name that had endured ever since.

John Hertz sold his investment three years later to General Motors (GM). In 1953, GM in
turn sold the Hertz properties to the Omnibus Corporation, which simplified the company’s name
to “The Hertz Corporation” in connection with a public stock offering on the New York Stock
Exchange (NYSE). In late 1987, together with Hertz management, Ford Motor Company
participated in a management buyout of the company. Hertz later became an independent, wholly
owned subsidiary of Ford in 1994. Less than three years later, Ford issued a minority stake of
shares through a public offering on the NYSE on April 25, 1997. In early 2001, Ford reacquired
the outstanding shares of Hertz and the company again became a wholly owned subsidiary of the
Ford Motor Company.

Hertz Financial History and Business Segments®

The large investor interest in Hertz over time was due in part to the company’s proven
financial ability. In fact, the company had produced a pretax profit each year since 1967. During
the period 1985 to 2005, revenues had grown at a compound annual growth rate of 7.6% with
positive year-over-year growth in 18 of those 20 years. Over the past same period, Hertz had
emerged as a truly global enterprise; it had car rental operations in 145 countries, and more than
30% of its total revenues were from outside of the United States. Hertz was among the most
globally recognized brands and had been listed in BusinessWeek’s “100 Most Valuable Global
Brands” (limited to public companies) in 2005 and every year since it was eligible for inclusion.

Hertz currently operated in two business segments: car rental (“Hertz Rent A Car” or
“RAC”) and equipment rental (“Hertz Equipment Rental Company” or “HERC”). In 2005, it was
estimated that RAC would comprise 81% of company revenues and HERC 19%. RAC was
supported by a network of franchises that together with company-owned facilities operated in
more than 7,600 airport and local locations throughout the world. The company led its
competition in the airport car rental market in Europe with operations at 69 major airports. Hertz
owned and leased cars from more than 30 manufacturers, most of which it had long-term leasing

! Information on company history was obtained from the company Web site: http://www.hertz.com (accessed
July 31, 2008}.

2 Information on business segments is from Hertz Global Holdings, Inc, 3/30/2007 Form 10-K (Annual Report)
(Park Ridge, NI: Hertz Global Holdings, Inc., 2007).
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and replacement agreements with. The equipment rental segment offered a wide range of
earthmoving, material handling, and electrical equipment; air compressors; generators; and other
equipment. Hertz rented equipment through 360 branches in the United States, Canada, France,
and Spain and had an extensive network of international licensees outside these markets.

For the year ended December 31, 2005, Hertz was expected to generate revenues of
$7,410 million and EBITDA of $2,759 million. Hertz’s most recent income statements and
balance sheets are shown in Exhibit 2 and Exhibit 3, along with pre-LBO projections for the full
year 2005.

The Car Rental Market

U.S. rental car revenues in 2004 totaled approximately $17.4 billion, an improvement of
5.5% over 2003 (Exhibit 4). U.S. industry-wide revenues were, in tumn, approximately two-
thirds of global revenues. Competition within the global car rental industry was keen and highly
concentrated among a few companies. In the United States, the top three competitors, Enterprise
Rent-A-Car, Hertz, and Avis Rent A Car (owned by Cendant Corp.), captured approximately
68% of the estimated 2006 market revenues and the top six captured almost 94% of the total.
Hertz led in the airport rental segment of the industry while Enterprise dominated the nonairport
rental segment. In 2005, it was estimated that approximately 79% of the U.S. RAC revenues
would be airport-related rentals. Hertz’s market-leading share of the airport rental market was
attributed in part to its “Hertz #1 Club Gold” program. About 50% of RAC’s vehicle rentals
came from Club Gold members.

The car rental business was affected by general economic conditions and more
particularly by conditions in the travel industry, especially airline traffic. There was a high
correlation between airline traffic (number of enplanements) and industry-wide rental revenues.
Following the September 11 terrorist attacks on the United States, there was a sharp downturn in
enplanements, but they finally seemed to be rebounding in 2004. The U.S. Department of

Transportation predicted enplanements would grow at an annual rate of 3.7% from 2004 to
2010.°

Partially due to 9/11, off-airport rentals, which consisted primarily of insurance
replacement (rentals provided by insurance companies while the policyowner’s automobile was
out of service), local business travel, and leisure travel, had recently grown at a faster pace than
had airport rentals.

? U.S. Department of Transportation.
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The Equipment Rental Market

As of August 2005, the size of the North American equipment rental market in revenues
was believed to be $25 billion, while that of France and Spain were approximately $4 billion and
$2 billion, respectively. But because HERC only offered certain types of equipment, Hertz’s
applicable market was somewhat smaller.

The equipment rental market was more variable than the car rental market and depended
mostly on industrial productivity, particularly commercial and residential construction. Over the
past 15 years, the best estimates of growth suggested the market had grown at an annual rate of
approximately 9.7%. During this time, there was a trend toward companies in need of equipment
renting rather than owning it, which was expected to continue. The market had experienced rapid
growth in the 1990s but had slowed considerably between 2000 and 2003 with the decline in the
economy. The equipment rental market had recently started to rebound from the 2000-03 levels,
a rebound which was expected to continue.

Unlike the car rental market, the U.S. equipment rental industry was highly fragmented
with few national competitors. Other major national scale operators like Hertz included United
Rentals, Inc., and RSC Equipment Rentals, a division of the Atlas Copco Group. The equipment
rental business was highly competitive, and rental prices had started declining in 2001 and did
not improve in North America until 2004. Prices in France and Spain had yet to stop declining.’

Instead of a concentrated source of revenues (U.S. airports), customers of the equipment
rental industry were widely scattered throughout the country. This complicated the distribution
of equipment and reduced the opportunity to achieve scale in operations, encouraging local
players to compete with large businesses. Nonetheless, Hertz was a top player in the industry,
ranking third based on 2005 revenues. Hertz’s diverse customer base also helped to alleviate
some of the risks of cyclicality and seasonality present in the industry.

Tough Times at Ford

Ford’s acquisition of Hertz in January 2001 reflected the strategy of its then CEO and
president, Jacques A. Nasser. Nasser had been promoted from president of Ford’s worldwide
automotive operations to become CEQ in December 19985 At the same time, Bill Ford Jr., a
great-grandson of Henry Ford, assumed the role of company chairman. Nasser’s strategy was to
turn Ford into something, anything, other than a traditional car company. He attempted to shrink
Ford’s mainstream automotive divisions and remake it into a leading consumer company in
automotive products and services. Known for his abrasive style, Nasser frenetically pursued his
strategy, jetting around the world and working 20-hour days. He acquired Volvo, Land Rover,

4 Consortium internal documentation on Hertz LBO.
5 Keith Bradsher, “The Top Spot at Ford is Returning to a Ford,” New York Times, September 12, 1998.
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Hertz, and spent billions pursuing noncore operations. During Nasser’s three-year tenure, Ford’s
once-impressive $15 billion cash reserve dwindled to less than $1 billion by 2001.°

In November 2001, Bill Ford Jr. assumed the CEO role at Ford replacing Nasser. After
the turbulent years of Nasser, Bill Ford’s ascension to CEO was greeted enthusiastically.” But
Ford inherited a company that had lost $5.5 billion the previous year and whose future held great
uncertainty. While Ford had a strong line of trucks, its passenger car line was lagging. By mid-
2002, Ford was losing $190 per vehicle because of its bloated cost structure and intense pricing
pressure from competitors.

Although Ford proposed several restructuring plans that would reduce costs and
reenergize its passenger car line, his plans were not enough to stem the company’s decline. By
the time he announced the company’s intentions to explore strategic options for Hertz in April
2005, Ford’s stock price had fallen to less than $10 per share. The company continued to lose
money, especially in its North American operations.® Rumored to be facing a potential
downgrade in its bond rating, Hertz looked to be a viable candidate for Ford to raise some much-
needed cash to shore up its bond rating and attempt to return its car operations to profitability.

Hertz as an LBO candidate

Although Ford owned 100% of Hertz, Hertz had operated largely without oversight by or
obligation to Ford” Members of the Bidding Group had individually evaluated Hertz and
believed it to be an attractive leveraged buyout candidate.

Operating Synergies

Hertz’s two business segments presented large opportunities for operational
improvement. The key drivers of the rental car business included the number of transactions, the
length of each rental, revenue per rental day, and fleet utilization. Transaction volume, which
was a good indicator of market demand, typically followed growth in the general economy and
enplanements. Rental length was largely dependent on customer and end-product mix. Leisure
and insurance renters generally rented cars for longer periods than business travelers. Another
major driver of revenues was price, or revenue per rental day. Utilization of the fleet also played
an important role in determining profitability and return on assets.

® Kathleen Kerwin, “Ford’s Long, Hard Road,” BusinessWeek (October 7, 2002).

" Tim Burt and Nikki Tait, “The King of Detroit: Man in the News: Bill Ford,” Financial Times, November 3,
2001.

¥ Bernard Simon, “Ford Hit by Falling North American Sales,” Financial Times, July 19, 2005.

? In January 2001 when Nasser repurchased Hertz outstanding shares, Ford paid $710 million for the 18.5% of
the company it did not already own. It paid $35.50 per share or an 18% premium for Hertz’s shares. The acquisition
implied a valuc of approximately $3.8 billion for Hertz cquity at the time.
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Improvement in any of these drivers had the potential to yield substantial increases in
revenue. With travel finally beginning to rebound after the events of 9/11, the near-terrn market
trends appeared favorable, and management had projected transaction volume to grow 6.9% in
2005. With respect to price, the Hertz brand was exceptionally strong and recognized worldwide.
Hertz had shown an ability to sustain a premium pricing strategy, which was in part due to its
loyal customer base. Although Hertz was the price leader in the market, it could not impose
higher rates if competitors chose not to follow.

Hertz was one of the largest private-sector purchasers of new cars in the world. In 2004,
the company operated a peak fleet of 300,000 cars in the United States and approximately
169,000 in its international operations. Fleet usage was highly seasonal—it peaked in the second
and third quarters of the year and declined in the first and fourth quarters as leisure travel waned.
Significant cost savings could arise from right sizing the fleet (purchasing and disposing of cars)
to match seasonal demand. Historically, Hertz had purchased the majority of its cars from Ford,
but in recent years, it had moved to decrease its reliance on Ford vehicles. In part, this was in
response to U.S. auto manufacturers’ decision to reduce fleet sales to bolster their own
profitability. This had two effects on Hertz and its competitors. First, it increased vehicles costs
and second, it increased the proportion of “at risk” vehicles potentially subject to declining
residual values.® An increase in vehicle costs in 2006 was expected to increase Hertz’s
acquisition costs and hence fleet capital spending by proportionately more than the previous
year.

The Bidding Group compared Hertz with peer firms and with its own historical results to
identify the following operational savings."

1. Current adjusted EBITDA margins were approximately 400 basis points (bps) below
2000 levels and were 100 to 200 bps below those of Avis.

2. From 2002 to 2005E non-fleet-related operating expenses had increased by 38% and had
outpaced revenue growth by 6%.

3. Hertz’s off-airport growth strategy had resulted in significant losses. The Bidding Group
would look to rationalize this strategy.

4. U.S. RAC’s nonfleet capital expenditures (CAPEX) as a percentage of sales were
considerably higher than Avis’s long-term CAPEX levels.

5. Europe RAC’s SG&A as a percentage of sales and on a per-day basis were three times
higher than those in the United States.

' Puring 2004, Hertz purchased 85% of its U.S. and 74% of its international cars under fleet-repurchase
programs with automobile manufacturers. Under these programs, automobile manufacturers agreed to repurchase
the cars at a specified price subject to certain car conditions and mileage requirements. The rcpurchase programs
limited the residual risk that Hertz bore on “program cars.” The average holding period for a new car was |1 months
in the United States and 8 months in its international operations.

" Consortium internal documentation for Hertz LBO.
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6. HERC’s return on assets lagged that of competitors, reflecting an inefficient use of
capital. In 2005, HERC’s rental revenue on fleet assets was projected to be 70.5%. By
comparison, the returns for RSC and United Rentals were expected to be 85% and 116%,
respectively.

All told, the Bidding Group believed that an amount between $400 million and
$600 million in annual EBITDA savings (relative to 2005 levels) was attainable by 2009. These
estimates of operational improvements were confirmed by external industry advisors who had
been hired as part of due diligence.

The Bidding Group had also carefully evaluated Hertz’s management team. The current
management team had considerable industry experience but, partially as a result of Ford’s hands-
off management style, they operated in an insular manner and had not been pressured to excel.
The existing compensation structure was based on market share, and new incentive plans were
planned that would target cash flow and capital usage metrics. If removal of the current CEO,
Craig Koch, proved necessary, an experienced manager, George Tamke, had been identified to
step in. Tamke, who was currently a partner at CD&R, was formerly vice chair and co-CEQ of
Emerson Electric, and had successfully led CD&R’s Kinko’s transaction.

Financial Synergies

In addition to operational savings, the Bidding Group had identified several sources of
financing value, most notably debt that could be backed by Hertz’s fleet of rental cars (asset-
backed securitized debt). By contrast, Ford had opted to rely mainly on more expensive
unsecured financing,.

Asset-backed securitized (ABS) debt was a form of financing commonly used by
financial institutions to remove illiquid assets from their balance sheets (such as mortgages or
credit card receivables) and raise cash from them. ABS financing required the creation of a
special purpose vehicle (SPV) to facilitate its issuance. An SPV was set up to achieve legal
isolation of the assets from the original holder of the assets or “originator.” The originator
conveyed the assets to the SPV (or trust), which transferred ownership of the assets from the
originator to the trust. The SPV would then issue securities backed by the assets of the trust. The
interest and principal on the securities were paid from the receipt of cash flows that arose from
the trust assets. Because the debt issued by the trust was nonrecourse to the originator, an
important benefit of ABS was that the credit rating on the debt was based on the trust assets
rather than the originator’s assets. The proceeds raised from the sale of asset-backed securities to
investors were returned to the originator, thereby enabling illiquid assets of the originator to be
turned into cash. Although ABS financings were commonplace, this form of financing had never
been used in a buyout before Hertz.

In Hertz’s case an SPV (*RAC Fleet”) would be set up to retain legal ownership of the
rental car fleet and its associated debt. Hertz would make payments in the amount of the fleet
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depreciation and interest to RAC Fleet, such that it effectively sold the fleet to the SPV and then
leased it back (i.e., the depreciation and interest payments effectively represented the operating
lease payments). Furthermore, as Hertz acquired (deposed of) cars, it had agreements to increase
(decrease) the ABS debt. Investors who purchased ABS debt would be paid through the lease
payments Hertz remitted to RAC Fleet. Through a combination of these payments and credit
enhancement {including the purchase of insurance for the ABS assets), Hertz hoped to be able to
raise $6.1 billion in secured debt at an AAA rating, which was considerably higher than Hertz’s
current rating of BBB—. The ABS debt carried a low interest rate for LBO-type financing,
estimated at about 4.5%."

The Bidding Group believed it held a distinct advantage with respect to financing. Early
in the process, it had entered into a financing arrangement with Lehman Brothers and Deutsche
Bank to provide ABS debt financing for the transaction. Lehman Brothers and Deutsche Bank
held a 90% market share in the ABS market for rental car financing. Not only was the ABS debt
less expensive but it also provided a more flexible financing arrangement that allowed for the
debt to increase and decrease with fleet size.

Deal Structure

Given the large deal size, the ABS debt was not the only source of financing needed to
finance the buyout. Exhibit § shows the proposed financing for the transaction. Although $1,400
million of existing debt would roll over, for the most part, Carlyle and the consortium members
planned to raise new debt to finance the deal. In total, the nonequity funding for the transaction
was approximately $12.5 billion."”

In the summer of 2005, the debt and LBO market had recovered from the lows following
the 200! slowdown. Senior debt, which had fallen to 2.38x EBITDA in 2002, had since
recovered to 3.24x EBITDA in 2004, Further relaxation of lending standards had occurred over
the course of 2005 and senior debt multiples were expected to close above 4x EBITDA by year
end 2005. Deal valuation had followed suit—purchase-price multiples, which had fallen to
around 6x EBITDA in 2001, had expanded to more than 8x EBITDA in 2005. Exhibit 6 shows
the recent history of debt and purchase price multiples.

2 Although the ABS debt was floating rate, there were swap agreements (0 hedge interest-rate risk such that a
good portion of the interest payments would be ata fixed rate rather than a floating rate. The case assumes fixed-rate
payments. The international ABS debt was estimated to have a higher interest rate of 4.9%.

13 There were several iterations of the estimated financing for the transaction. The financing shown in Exhibit 5
is closer to the actual financing used. Flexibility was built into the financing through the term loan facility and a flect
financing facility (which was unfunded at close).
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Valuation of Hertz

The Bidding Group planned to set up both RAC and HERC as separate legal entities
within a holding company named “Hertz Corporation” or “HertzCo”—in part due to the decision
to use ABS financing, and because later it might facilitate separate disposals of the properties.
HertzCo consisted of the two business segments: RAC and HERC. RAC was made up of RAC
Operating Company (OpCo), which held claim to the cash flows and nonfleet assets of the car
rental company, and RAC Fleet, the subsidiary which housed the rental car fleet. HERC held
claim to the cash flows and assets of the equipment rental business. This structure was key to
valuing HertzCo—the value of RAC and HERC could be determined separately and then added
together to determine the total enterprise value of HertzCo. The value of equity in turn could be
determined by subtracting the total operating company and fleet debt from enterprise value. See
Exhibit 7 for a detailed representation.

RAC could be valued by applying an appropriate multiple to RAC OpCo’s operating
flows and then adding the net book value of the fleet,'® Due to its relatively short life, the fleet
had a fairly transparent market value, which was well approximated by its book value. Because
of the ABS debt, the operating company’s flows had to be adjusted to reflect the depreciation
and interest payments made to RAC Fleet. In essence, the service obligations on the fleet had to
be met before the providers of LBO financing were paid. RAC Adjusted EBITDA was therefore
RAC Gross EBITDA less fleet depreciation and fleet interest. HERC could be valued by
applying an appropriate multiple to HERC Gross EBITDA (Revenues less Direct Operating and
SG&A Expenses).” HERC did not utilize ABS debt because the market value of equipment
rentals was less transparent (due to longer lives and diverse usages).

Exhibits 8 and 9 contain a base-case pro forma income statement and balance sheet with
projections for 2006-10. Given projected enplanements, car-rental growth was estimated to slow
to 4.5% by 2009 and stabilize at that level. Though the equipment rental market had started to
rebound from a cyclical slowdown, equipment rental growth at Hertz had been much more
variable, and it was eventually expected to decline over time and to stabilize at 3% by 2010. The
base-case estimates build in the low end of $400 million in operational savings over time and
incorporate the segment revenue growth rates noted above. RAC fleet expenditures (and ABS
debt) were expected to increase as a percentage of sales due to higher vehicle costs, leading to
corresponding increases in RAC depreciation.'

Exhibit 10 combines the operating cash flows of the two divisions and provides cash-
flow projections for 2006-10. Although it was not possible to directly estimate a beta for Hertz,

'* It was common industry practice to value the rental fleet scparately from the operating company.

'3 Purchase price and other deal metrics were based on Hertz Corporate EBITDA, which was the total of the
operating flows of its two business units (i.e., the sum of RAC Adjusted EBITDA + HERC Gross EBITDA).

'® Working capital (net of cash) was assumed to be maintained at 2005 percentages for the most part, though
receivables arising from repurchases of cars by manufacturers were projected to decline as a percentage of salcs.
Necessary cash (cash and cash equivalents line item) was sct at 2% of sales. The projections also built in a small

increase in HERC equipment efficiency. PPE, net (nonflect PPE), was expected to decline more significantly as a
percentage of sales.
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comparable company equity betas were around 1.5, which, when de-levered, yielded unlevered
betas of approximately 0.60. But there was a wide range to these estimates. Interest rates as of
August 2005 and market multiples are shown in Exhibit 11.

The Decision

Any bid put forth by the Bidding Group for Hertz would have to satisfy three critical
tests. First, it would have to provide adequate returns to the sponsors’ limited partners. Second, it
would have to be higher than Ford could receive from an IPO. Third, the bid would have to best
that of the rival bidding group.

Time was drawing to a close, and Carlyle and its partners needed to finalize their bid.
Ledford knew that his investment committee would not only be keenly interested in the possible
returns they could expect from Hertz, but also in his views on the risks of the deal and bidding
strategy. Although much work had been done, much more lay ahead. It was not turning out to be
the vacation he planned.

AAAA»A‘AAAAA.—.‘AAAAA‘*AAAA‘N,—A-‘AAAA‘“AA“A‘ﬁ
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Exhibit 2

BIDDING FOR HERTZ: LEVERAGED BUYOUT

Hertz Historical Consolidated Income Statement

(3 millions)

2002 2003 2004 2005E"”
RAC
Revenue $4542,7 $4,852.2 $5,490.1 $6,051.7
Direct op ex & SG&A 2,676.3 2,943.9 3,393.9 3,8452
Gross EBITDA 1,866.4 1,908.3 2,096.2  2,206.5
Fleet depreciation 1,216.7 1,256.4 1,231.9 1,362.2
Fleet interest 270.9 276.2 310.2 380.1
Adjusted EBITDA 378.8 375.7 554.1 464.2
HERC
Revenue 1,095.7 1,081.5 1,185.9 1,358.0
Direct op ex & SG&A 722.2 717.9 749.6 805.1
Gross EBITDA 37335 363.6 436.3 552.9
Fleet depreciation 2828 267.0 2314 228.0
Fleet interest 95.4 78.9 74.3 96.6
Adjusted EBITDA 4.7 17.7 130.6 228.3
Total adjusted EBITDA 374.1 3934 684.7 692.5
Nonfleet depreciation 157.6 156.0 182.7 184.7
Operating company interest expense 0.0 0.0 0.0 0.0
Pretax Encome 216.5 237.4 502.0 507.8
Book taxes 77.9 85.5 180.7 182.9
Minerity interest 0.0 0.0 32 9.7
Net Income $138.6 $151.9 $321.3 $324.9

() Reflects pre-LBO estimated net income for 2005.

Data source: Consortium internal documentation.

UV1056
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Exhibit 3
BIDDING FOR HERTZ: LEVERAGED BUYOUT
Hertz Historical Consolidated Balance Sheet
($ millions)
2002 2003 2004 2005E"

Assetls
Cash and equivalents 601.3 1,110.1 1,237.9 1,102.9
Fieet cash enhancement 0.0 0.0 0.0 0.0
Accounts receivable 799.1 1,308.2 1,225.1 1,004.2
Manufacturer receivables 473.8 511.9 600.1 6297
Inventories 71.8 73.4 833 92.7
Prepaid expenses 838 90.3 100.1 113.1
Other assets 42.3 45.6 44.1 36.5

Total current assets 2,072.1 3,139.5 3,290.6 2,979.1
Fleet, net 7425.8 7,793.3 09,1229 9,767.3
PP&E net 1,111.8 1,169.8 1,236.2 1,354.6
Existing coodwill & intangibles 519.0 536.9 544.4 534.6
New goodwill & intangibles 0.0 0.0 0.0 0.0

Total assets 11,128.7 12,639.5 14,194.1 14,635.6
Liabilities & Stockholders® Equity
Accounts payable 506.2 757.9 786.0 758.0
Accrued liabilities 7894 736.4 835.7 819.7
Accrued taxes 52.8 111.4 130.1 129.3

Total current liabilities 1,348.4 1,605.7 1,751.8 1,707.0
Total long-term debt 7,043.2 7,627.9 8,428.0 9,180.3
Public liability & property damage 353.5 398.8 391.7 374.3
Deferred taxes 462.1 721.2 849.7 636.0
Commitments & contingencies 0.0 0.0 0.0 0.0
Minority interest 0.0 0.0 49 12.7

Total liabilities 0,207.2 10,353.6 11,426.1 11,910.3
Total equity 1.921.8 2.285.8 2.767.9 2,725.9

Total liabilities & equity 11,129.0 12,639.4 14,194.0 14,636.2

) Reflects pre-LBO estimated balance sheet for 2005. Smalt differences in historical total assets and
total liabilities and equity in 2002-04 are due to rounding.

Data source: Consortium internal documentation.
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Exhibit 4
BIDDING FOR HERTZ: LEVERAGED BUYOUT

U.S. Rental Car Market Revenues (1996-2005)
(8 billions})

UVv1056

s5 |-

50

1996 1997 1998 1999 2000 2001 2002 2003

Data source: Auto Rental News, 2006.
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BIDDING FOR HERTZ: LEVERAGED BUYOUT
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Exhibit 6

UV1056

Debt and Purchase-Price Multiples for Leveraged Buyouts Greater than $50 Million™

9.00 1—
8.00 —_— ] 1~
7.00 + — - —
3
= 6.00 —+-
[=4]
Ll . o
= 5.00 |
"
2 4.00 - [
2
3 300
S _4f — — ok — —m— i e
2.00 — — : -
1.00 4+ —
0.00
1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 2005
O Senior Debt/EBITDA | 3.77 3.47 3.32 3.15 2.60 2.38 273 3.24 4.26
Sub Debt/EBITDA 1.60 2.12 1.61 0.90 1.13 1.42 1.63 1.66 1.25
o Others 005 | 0.12 | 015 0.11 | 0.07 0.16 0.20 | 013 0.12
W Equity/EBITDA 2.40 2.43 2.63 2.15 2.29 2.55 2.59 2.34 2.57
m Equity/EBITDA B Others Sub Debt/EBITDA O Senior Debt/EBITDA

) pyrchase Price Multiple equals the sum of Senior, Sub Debt, Others, and Equity multiples.

Data source: Standard & Poor’s, a division of the McGraw-Hill Companies, Inc.
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Exhibit 7
BIDDING FOR HERTZ: LEVERAGED BUYOUT

Valuation Schematic for Hertz Transaction

. RAC Operating Company | RAC Fleet
Pro Forma Adjusted EBITDA (1) Fleet Book Value
x Adjusted EBITDA Multiple = Required Fleet Equity (2)
= Operating Company Value = Net Book Value of Fleet
__Total RAC Seg — HERC Segment Value |
Operating Company Value Gross EBITDA
+ Fleet Value x EBITDA Multiple
= RAC Transaction Value = HERC Transaction Value

- HertzCo Total Enterprise Value
RAC Segment Value
+ HERC Segment Value
=Total Transaction Value

" Pro Forma Adjusted EBITDA = Gross EBITDA - Fleet Depreciation and Fieet Interest
@ There was a 10% to 20% fleet equity requirement, dependent on the terms of the vehicle supplier. The fleet
equity requirement was assumed to average 13% of the book value of the fleet.

Source: Consortium internal documentation, adapted by case writer,
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Exhibit 8
BIDDING FOR HERTZ: LEVERAGED BUYOUT
Projected Income Statement
(% millions)
2005 PF" 2006 2007 2008 2009 2010
Business Segments:
RAC

Revenue 6,051.7 6,535.8 6,993.3 7.412.9 7,783.6 8,133.9
Direct op ex & SG&A 3.845.2 40253 4231.0 4.455.1 4.605.6 4.828.2

Gross EBITDA 2,206.5 2,510.5 2,762.3 2,957.8 3,178.0 3,305.7
Fleet depreciation 1,362.2 1,544.7 1,652.9 1,752.0 1,839.6 1,922.4
Fleet interest™ 366.0 408.1 449.5 479.0 505.6 529.9

Adjusted EBITDA 478.3 557.7 660.0 726.8 832.7 8534

HERC

Revenue 1,358.0 1,493.8 1,613.3 1,710.1 1,787.1 1,840.7
Direct op ex & SG&A 805.1 863.1 919.0 968.8 099.5 1,031.3

Gross EBITDA 552.9 630.7 694.3 741.3 787.6 809.4
Fleet depreciation 228.0 249.5 269.5 285.7 298.5 307.5
Fleet intercst 0.0 0.0 0.0 0.0 0.0 0.0

Adjusted EBITDA 3249 381.1 424.8 455.6 489.1 501.9

Hertz Corporation (HertzCo)

Total adjusted EBITDA 803.2 938.8 1,084.8 1,182.3 1,321.8 1,355.3
RAC nonflect depreciation 145.9 154.4 159.0 161.0 163.0 165.0
HERC nonflect depreciation 38.8 41.8 43.0 45.0 46.0 47.0

Operating company (total) EBIT 618.5 742.6 R82.3 976.3 1,112.8 1,143.3

OpCo interest expense:

Term loan facility (RAC),8.0% 144.0 148.1 149.7 141.8 125.0
Senior ABL facility, 7% 28.0 28.0 28.0 28.0 28.0
Euro notes, 7.875% 15.8 15.8 15.8 i5.8 15.8
Senior unsecured notes, 8.875% 177.5 177.5 177.5 177.5 177.5
Existing senior notes, 7.00% 56.0 56.0 56.0 56.0 56.0
Senior subordinated notes, 10.5% 63.0 63.0 63.0 63.0 63.0

Total OpCo intcrest expense 460.8 484.3 488.4 490.0 482.1 465.2

Pretax income 157.7 258.3 394.4 486.4 630.7 678.1

Book taxes {36%) 56.8 93.0 142.0 175.1 227.0 244.]

Net income 100.9 165.3 252.4 3113 403.6 434.0

Corporate EBITDAY 1,031.2 1,1884 13543 14680 16203 16628

) Reflects 2005PF income statement in Exhibit 2 adjusted for LBO capital structure (and associated increase in
total interest expense). Transaction costs are excluded for simplicity.
@ Fleet interest exceeds the interest rate times the average year-end balances on the fleet debt due to additional
ABS debt incurred intra-year to meet seasonal peaks in automobile rentals.
®) Sum of RAC Adjusted EBITDA and HERC Gross EBITDA.

Source: Case writer estimates from consortium documents and Hertz Global Holdings,Inc. form S-1 A, | 1/13/2006.
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Exhibit 9
BIDDING FOR HERTZ: LEVERAGED BUYOUT

Projected Balance Sheet ‘"
(3 millions)

2005 PF* 2006 2007 2008 2009 2010
Assets
Cash and equivalents 300 161 172 183 191 200
Fleet cash enhancement 317 342 366 388 407 425
Accounts receivable 1,004 1,088 1,166 1,236 1,297 1,352
Manufacturer receivables 630 667 713 756 794 829
Inventories 93 100 108 114 120 125
Prepaid expenses 113 123 131 139 146 152
Other assets 37 40 42 45 47 49
Total current assets 2,493 2,520 2,699 2,861 3,002 3,132
Fleet 9,767 10,960 11,750 12,455 13,065 13,613
RAC fleet 7,701 8,733 9,344 9,905 10,400 10,868
HERC fleet 2,066 2,227 2,405 2,550 2,665 2,745
PP&E, net 1,355 1,445 1,463 1,460 1,474 1,516
Goodwill & intangibles 3915 3915 3915 3915 3915 3915
Total assets 17,530 18,841 19,827 20,691 21,456 22,177
Liabilities & Stockholders’ Equity
Accounts payable 758 821 880 933 979 1,020
Accrued liabilities 820 388 952 1,009 1,059 1,103
Accrued taxes 129 140 150 159 167 174
Total current liabilities 1,707 1,850 1,983 2,102 2,205 2,298
Long-term debt:
Term loan facility, 8.0% 1,800 1,852 1,872 1,773 1,562 1,314
U.S. ABS notes, 4.5% 4300 4902 5,258 5,585 5,873 6,146
International ABS notes, 4.9%" 1,800 2,096 2,272 2,433 2,575 2,709
Existing ABS debt, 4.0% 600 600 600 600 600 600
Flect (ABS) financing facility 0 0 0 0 0 0
Senior ABL facility, 7% 400 400 400 400 400 400
Senior euro notes, 7.88% 200 200 200 200 200 200
Senior unsecured notes, 8.875% 2,000 2,000 2,000 2,000 2,000 2,000
Existing senior notes, 7.0% 800 800 800 800 800 800
Senior subordinated notes, 10.5% 600 600 600 600 600 600
Total long-term debt 12,500 13,450 14,001 14,390 14,611 14,769
Public liability & property damage 374 374 374 374 374 374
Deferred taxes 636 639 739 783 821 856
Minority interest 13 13 13 13 13 13
Total liabilities 15,230 16,376 17,110 17,662 18,024 18,310
Total equity 2.300 2465 2718 3.029 3.433 3.867
Total liabilities & equity 17,530 18,841 19,827 20,691 21,456 22,177

" Small differences in the totals and the sum of individual line items are due to rounding.
@ Reflects 2005 balance sheet in Exhibit 3 adjusted for LBO capital structure.
@ ABS debt balances increase over time due to increases in RAC fleet from growth and rising vehicle costs,

Source: Case writer estimates from consortium documents and Hertz Global Holdings,Inc. form S-1 A, 11/13/2006.
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Exhibit 10
BIDDING FOR HERTZ: LEVERAGED BUYOUT

Projected Cash Flows to Operating Company'"
(8 millions)

2006 2007 2008 2009 201 (Tr

Net Income 1653 2524 3113 403.6 4340
Add: increase in deferred taxes 53.2 49.5 44.3 384 34.7
Add: HERC fleet depreciation 2495 269.5 2857 2985 3075
Add: total nonfleet depreciation 1962 2020 2060 209.0 2120
Less: HERC fleet CAP EX 410.7 4477 4300 4133 3874
Less: total nonfleet CAP EX 287.0 2198 202.6 2232 2542
Less: increase in NWC -115.8 46.3 43.0 383 37.0
Less: net fleet equity requirement 134.2 79.5 72.9 64.4 60.8

Cash Flow available to pay down debt'” -51.7 -19.8  98.8 2104 2486
Add: operating company interest after tax 3099 3126 3136 3085 2978

Free Cash Flow to Capital (unlevered) 2582 2928 4124 5189 5463

() Depreciation and capital expenditures associated with RAC fleet are not added back/subtracted from
projections because the RAC flect is valued separately from the operating company.
@ The sponsors would use the available cash flow to pay off the 8% term loan facility.

Source: Case writer estimates from consortium documents and and Hertz Global Holdings,Inc. form S-1 A,
11/13/2006.
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All copyrighted material reprinted with permission from the respective copyright holder. All rights
reserved. Material may not be reproduced, in whole or in part, in any form whatsoever.

"Polymold Division (UVA-F-0681)" from The Darden Case Collection, © 1994 University of Virginia
Darden School Foundation, Charlottesville, VA.

"Star Appliance Company (A ) (UVA-F-0421)" from The Darden Case Collection, © 1979 University
of Virginia Darden School Foundation, Charlottesville, VA.

"Star Appliance Company (B) (UVA-F-0684)" from The Darden Case Collection, © 1985 University
of Virginia Darden School Foundation, Charlottesville, VA.

"The Jacobs Division 2003 (UVA-F-0243)" by Robert M. Conroy, et al. from The Darden Case
Collection, © 2013 University of Virginia Darden School Foundation, Charlottesville, VA.

"Fantastic Manufacturing, Inc. (UVA-F-0764)" by Diana Harrington from The Darden Case
Collection, © 1988 University of Virginia Darden School Foundation, Charlottesville, VA.

"Kelly Services, Inc. (UVA-F-0708)" by Diana Harrington & Casey §. Opitz from The Darden Case
Collection, © 1986 University of Virginia Darden School Foundation, Charlottesville, VA.

"Marriott Corporation (UV2070)" by Diana Harrington from Harvard Business School Case, © 1991
President and Fellows of Harvard College, Harvard Business School Publishing (HBSP).

"Dozier Industries (A) (UVA-F-0745)" from The Darden Case Collection, © 1986 University of
Virginia Darden School Foundation, Charlottesville, VA.

"Philip Morris, Inc.: Seven-Up Acquisition (A) (UVA-F-0478)" by Diana Harrington from The
Darden Case Collection, © 1989 University of Virginia Darden School Foundation, Charlottesville,
VA,

"Dozier Industries (B) (UVA-F-0746)" by Leslie Zanetti Schorr from The Darden Case Collection, ©
1987 University of Virginia Darden School Foundation, Charlottesville, VA.

"Flash Memory, Inc. (4230)" by William E. Fruhan & Craig Stephenson from Harvard Business

School Case, © 2010 President and Fellows of Harvard College, Harvard Business School Publishing
(HBSP).

"Tottenham Hotspur plc (209059)" by Joshua D Coval, et al. from Harvard Business School Case, ©
2012 President and Fellows of Harvard College, Harvard Business School Publishing (HBSP).



(cont'd)
"Bidding for Hertz: Leveraged Buyout (UV1056)" by Susan Chaplinsky & Felicia C. Marston from
Harvard Business School Case, © 2009 President and Fellows of Harvard College, Harvard Business
School Publishing (HBSP).

"Pacific Grove Spice Company (4366)" by William E. Fruhan & Craig Stephenson from Harvard
Business School Case, © 2011 President and Fellows of Harvard College, Harvard Business School
Publishing (HBSP).

Every effort has been made to trace all the copyright holders. But if any have been inadvertently
overlooked, the publisher will be pleased to make the necessary arrangements at the first opportunity.
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