The Security Analysis Project

What is this project?
This project provides an opportunity to get some hands-on experience applying investment theory and models to real firms. In the process, participants will get a chance to:

· evaluate the risk profile of a firm and examine the sources of risk;

· analyze its capital structure and decide whether the firm is under- or over-leveraged;

· examine its dividend policy and decide whether the firm is under- or over-leveraged; and

· value the firm.

How is the project structured?
This is a project requiring by individual analysis and group synthesis. Each group should have at least 5 members but not to exceed 7. 

· Each group will pick an industry to study.

· Each group member will pick a firm within this chosen industry to analyze. The companies chosen does not imply that they be competitors. For instance, a group can pick a company that manufactures personal computers, a company that produces software, and a company that provides computer services as part of the same group.

· Each person will be responsible for doing the entire analysis for the company that he or she has chosen.

· At the end of the process, the group will write one integrated report for all the firms in the group. In this report, the firms will be compared and contrasted and the results will be presented as a whole rather than as five separate parts.

How will the project be graded?
Each group will be graded on the final project and all of the presentations during the semester. The group grade will be allocated according to the Grade Allocation Sheet (see syllabus). In addition, members will be graded on their individual project parts turned throughout the semester. See the due dates below.

Date

Project

1/22

Pick the firms for the project and start gathering data

2/5

Project 1: Corporate Governance and Stockholder Analysis

2/19

Project 2: Risk and Return

3/5

Project 3: Capital Structure

3/19

Project 4: Dividend Policy

4/9

Project 5: Valuation

4/23

Final project due incorporating all of the above aspects

The Security Analysis Project: Format

There is no one format that will work for everyone. You might find it worthwhile keeping these general suggestions in mind while writing the report:

1. Use an integrated report, not separate reports for each firm. By an integrated report, I mean having all the companies discussed, by section, rather than having five or six company reports bound together. For instance, analyze the risk profiles and parameters for all of the companies in your group under a risk and return section.

2. Do not rehash what should be common knowledge. Thus, describing the regression procedure for estimating betas is not necessary, but explaining why your firms have the betas that you do is necessary. Technical equations and descriptions can be placed in endnotes or an appendix if they add value to the report.

3. Use tables to summarize data and findings. Since the analysis is paralleled across the companies, you might find it useful if you start each section with a table that summarizes your findings for that section across the companies in your group.

4. Include all data sources that you used for your report (such as the Bridge pages or annual reports) in your reference section.

5. Be brief.

Project 1: Corporate Governance and Stockholder Analysis

Q1. Is this a company where there is a separation between management and ownership? If so, how responsive is management to stockholders?

a. The Chief Executive Officer 

· Who is the CEO of the company? How long has he or she been CEO? 

· If it is a family run company, is the CEO part of the family? If not, what career path did the CEO take to get to the top? (Did he come from within the organization or from outside?) 

· How much did the CEO make last year? What form did the compensation take? (Break down by salary, bonus, and option components) 

· How much stock and options in the company does the CEO own? 

b. The Board of Directors 

· Who is on the board of directors of the company? How long have they served as directors? 

· How many of the directors are “inside” directors? (i.e. employees or managers of the company) 

· How many of the directors have other connections to the firm (as suppliers, clients, customers ...)? 

· How many of the directors are CEOs of other companies? 

· Do any of the directors have large stockholdings or represent those who do? 

c. Share Voting Structure 

· Are there differences in voting rights across shares? 

· If so, do incumbent managers own a disproportionate share of the voting shares? 

Q2. How does this firm interact with financial markets? How do markets get information on the firm?

d. Financial Market Concerns 

· How many analysts follow the firm? 

· How much trading volume is there on this stock?

Q3. How does this firm view its social obligations and manage its image in society?

e. Societal Constraints 

· Does the firm have a particularly good or bad reputation as a corporate citizen? 

· If it does, how has it earned this reputation? 

· If the firm has been a recent target of social criticism, how has it responded?

Q4. Who is the average investor in this stock? (Individual or pension fund, taxable or tax-exempt, small or large, domestic or foreign)

f. Who holds stock in this company? 

· How many stockholders does the company have? 

· What percent of the stock is held by institutional investors? 

· Does the company have listings in foreign markets? (If you can, estimate the percent of the stock held by non-domestic investors) 

Q5. Who is the marginal investor in this stock?

g. Insider Holdings 

· Who are the insiders in this company? (Besides the managers and directors, anyone with more than 5% is treated as an insider) 

· What role do the insiders play in running the company? 

· What percent of the stock is held by insiders in the company? 

· What percent of the stock is held by employees overall? (Include the holdings by employee pension plans) 

· Have insiders been buying or selling stock in this company in the most recent year? 

Data (Project 1): 

· To find out who the top managers in the firm are, as well as who sits on the board of directors, check out the company's annual report or its 10-K. You can get the annual reports of some companies on line at www.reportgallery.com. If that does not work, you can always try the home page for the company. Many companies have their annual reports online. To find out a little more about the people who serve on the board of directors, check out the web site called people.edgar-online.com/people. You can also get more information on recent filings with the SEC on insider trading and holdings from www.freeedgar.com as well as from the official SEC site, which is www.sec.gov/edgarhp.htm. The statement that you will find most useful for information on who the directors are, how much stock they hold and compensation, is form 14-A. (For a description of the registration statement numbers and what's in them look at the data set on the web site for Aswath Damodaran at http:www.stern.nyu.edu/~adamodar/ called edgar.xls)

· To get some external perspective on how the board of directors of your company measures up in terms of keeping an eye on management, you might want to look at what one the largest (and one of the earliest active investors) CALPERS has to say about the issue of corporate governance at www.calpers.ca.gov. They highlight 10 companies that they choose to focus on for severely underperforming their peer groups. You should also check Business Week's annual issue ranking the boards of directors of large U.S. companies at www.businessweek.com.

· To get a sense of how much and how your CEO is paid, you should check Forbes, which carries annual rankings on this matter. Forbes has an online site that ranks CEO compensation and provides the company's rankings in terms of performance - see www.forbes.com/ceo. If you dig a little deeper, this same site breaks down the CEO's compensation into its different components. This information should also be in the firm's 10-K filed with the SEC.

· To get data on analyst coverage and views of this stock, try the site maintained by Zacks Investment Research. You can enter the symbol of a stock and get pretty detailed information on it at www.zacks.com in the Free Research Box. You can get the same information on the Morningstar site, under earnings estimates for your firm. (www.morningstar.net -quicktake reports)

· Finally, to get a sense of socially responsible investing, check out the web site for social investing at socialinvest.org/sriguide/mfpc.htm. One of the larger socially responsible funds, Calvert, has its site at www.calvertgroup.com. To get a labor perspective on firms, you can check the AFL-CIO labor site, with its distinct perspective on CEO pay and union labels (www.aflcio.org).

· To get information on the percent of stock held by insiders and institutions check out the Value Line page on this company; there is a box that lists out percent held by each. You can get more updated and detailed information at the SEC site www.sec.gov/edgarhp.htm. The institutional ownership can also be obtained from the daily stocks web site, under www.dailystocks.com - institutional ownership. You can also get an update on companies where there has been significant insider activity at cda.com/investnet/periscope/ periscope.html. You can get a sense of how this firm is classified (value versus growth, small versus large cap) by going into the Morningstar web site and entering the symbol for your firm (www.morningstar.net - quicktake reports). When you get the company's snap shot, click on Investment Style.

· To find out if the company is listed in multiple markets, go into Bridge, and enter your company's symbol. All of the listings that this company has around the world will be enumerated.

Trouble-Shooting Guide (Project 1)
1. How do I know if managers are responsive to stockholders?
· Barring the cases where a firm is on the watch list of Calpers or the Lens Fund, this is a subjective judgment that you have to make based upon the evidence you collect. Consider, for instance, the following indicators of managerial interests versus stockholder interests:

· Clear and Compelling Evidence of Managerial Interests Dominating
· Getting on the watch list for Calpers or the Lens Fund 

· Actions taken by management where stockholder interests are clearly violated. Examples would include: 

· Greenmail 

· Large increases in compensation while stock price is dropping 

· Changing terms of compensation contract to benefit existing managers, without stockholder approval (Golden parachutes, Changing exercise price or terms on management options) 

· Rejecting a higher price in a takeover battle, while accepting a lower price 

2. Likely Evidence of Managerial Interests Dominating
· Having a board of directors dominated by insiders or cronies of the CEO 

· Creating voting and non-voting classes of shares, where the voting shares are disproportionately held by managers 

· Pushing for and passing anti-takeover amendments 

· For many companies outside the United States, the analysis is often driven by broader institutional protection that might exist for incumbent management.

3. How do I assess the firm's relationship with financial markets?
· The dynamics of a firm's relationship to financial markets is best seen around earnings announcements, when analysts following the firm and the managers of the firm duel to control the market reaction to the announcement. Again, it is more of a subjective assessment than an objective one. Generally speaking,

· Firms which are followed by lots of analysts will tend to be more careful about their dealings with markets than those followed by no or few analysts 

· The more independent analysts are of the firm (look at the buy/sell breakdown on recommendations), the more likely it is that unbiased information will reach markets promptly 

· Heavily traded stocks are more likely to have market prices that reflect true value than lightly traded stocks. 

4. How do I understand a firm's social standing?
· Start with the annual report. While talk is cheap, you will still find the emphasis on social responsibility varies widely across reports. 

· Check news reports for recent tangles the firm might have had with social groups, and see how it deals with these problems, when they arise. 

5. Who is a marginal investor?
· In theory, the marginal investor is the one who trades at the margin and sets prices. No one can really tell who the marginal investor is, but it is reasonable to conclude that

· if most of the stock is held by institutional investors, that the marginal investor is an institutional investor 

· if the stock is closely held, and if one or more of the large stockholders is part of the top management (or the CEO), that the marginal investor is the insider. This will be true even if he or she does not trade. 

6. Why do we care?
· Risk and return models assume that the marginal investor is well diversified and that only the non-diversifiable risk matters. If the marginal investor is the institutional investor, this is likely to be true. If, on the other hand, the marginal investor is the insider, this may be a more dangerous assumption, since most insiders are not well diversified.

Project 2: Risk and Return

Q1. What is the risk profile of your company? (How much overall risk is there in this firm? Where is this risk coming from (market, firm, industry or currency)? How is the risk profile changing?)

a. Estimating Historical Risk Parameters: Run a regression of returns on your firm's stock against returns on a market index using Bridge. 
· What is the intercept of the regression? What does it tell you about the performance of this company's stock during the period of the regression? 

· What is the slope of the regression? 

· What does it tell you about the risk of the stock? 

· How precise is this estimate of risk? 

· What portion of this firm's risk can be attributed to market factors? What portion to firm-specific factors? Why is this important? 

· How much of the “risk” for this firm is due to business factors? How much of it is due to financial leverage? 

· Using the beta that you have chosen, estimate the expected return on an equity investment in this company to both a short-term investor and a long-term investor.

· As a manager in this firm, how would you use this expected return?

Q2. What is the performance profile of an investment in this company (short-term versus long-term)? What return would you have earned investing in this company's stock? Would you have under or out performed the market?

Q3. How risky is this company's equity? Why? What is its cost of equity?

Q4. How risky is this company's debt? What is its cost of debt?

Q5. What is this company's current cost of capital (i.e., its weighted average cost of capital)?

Q6. Is there a typical project for this firm? If yes, what would it look like in terms of life (long-term or short-term), investment needs, and cash flow patterns? How good are the projects that the company has on its books currently?

Q7. Are the projects in the future likely to look like the projects in the past? Why or why not?

· Data (Project 2):
· To get the breakdown of operating income and revenue by business sector, you might want to check the annual report (www.reportgallery.com) and the 10-K report (www.sec.gov/edgarhp.htm). The market value of equity and the inputs needed for estimating the market value of debt should be available in the same sources. (The maturity of the debt should be listed as a footnote to the balance sheet in the 10-K report.)

· To find the rating for your company, you can check the handbook on ratings (available in our library) issued by Standard and Poors. You can also e-mail a ratings request to Standard and Poors at ratings.standardpoor.com/ratings. You can get updated default spreads from www.bondsonline.com.

· Most of the information you need to estimate returns on equity and capital comes from the financial statements. You can obtain the complete financials for a firm from its annual report (www.reportgallery.com) or 10-K (www.sec.gov/edgarhp.htm), and you can data from the previous years by visiting the Morningstar data site or from a comprehensive site maintained by daily stocks (www.dailystocks.net), pr from Bridge.

· The net income and the operating income can be obtained from the income statement and the book values of equity and debt can be obtained from the balance sheet. The costs of equity and capital should already have been estimated in the risk and return section.

· To get industry averages for returns on equity and capital (indroe.xls), as well as economic value added and equity economic value added, examine the data set on each on my web site (indeva.xls).

Trouble Shooting Guide (Project 2)
· Data: Where do I get the data and what data should I get? 

· The data is easily available on most services. You can get it, for instance, from Bridge.

· Which index should I use?
· While the services tend to use the S&P 500 index in the US, and the most widely known local index outside the US, it is worth remembering that the index, in the CAPM, should include all traded assets, held in proportion to their market value. Using that definition, we would argue that broader indices are better than narrower indices (S&P 500 vs Dow 30); indices that are value weighted are better than equally weighted indices; indices that include non-equity assets in addition to stocks are better than pure equity indices.  

· From a practical perspective, start with a fairly well diversified and widely used index (S&P 500 for the US), and then examine what happens when you change the index to a Global index, for instance.

· How far back should I go?
· Generally go back 5 years, but that depends on the company. The beta estimates tend to be better with longer return intervals (like months) than with shorter return intervals (days or weeks).

1. Beta: Why would my beta be zero or negative? 

· If you have a short estimation period, and your stock was exposed to a significant event (bankruptcy, merger etc.) during a portion of the period, the beta can be very low or negative. (These events push the returns in one direction, reducing the correlation with the market) 

How do I know how precise my beta estimate is and whether I can depend upon it? 

· Look at the standard error on your beta estimate. High standard errors are usually indicative of imprecise betas. 

· Check to see if your firm has changed its business and financial mix during the period. If it has, the beta estimate is probably not very useful looking forward. 

Why is my beta different from the Value Line or S&P? 

· Services use different time periods (Bloomberg uses 2 years, for instance), different return intervals (Value Line uses weekly), beta adjustments towards one, and fundamentals sometimes (Barra). 

2. Cost of Equity: Which riskfree rate should I use for the computation?
· Use the current long-term government bond rate. If the market you are working in does not have a long-term bond rate, use the short-term government bond rate.

Which risk premium should I use?
· For the United States, use 5.5%. If you are working on a market outside the US, check the country's rating, and add a spread to the 5.5% based upon the rating.

Cost of Capital: How do I get a cost of debt?
· If your company has long-term straight bonds traded on it: Use the yield to maturity on these bonds. 

· If your company is rated: Use the interest rate that corresponds to the rating. 

· If your company is not rated: Estimate a synthetic rating, based upon the interest coverage ratio, and use the interest rate that corresponds to the rating. 

What weights should I put on debt and equity?
· Use market value weights. For equity, this will be the market price per share times the number of shares outstanding. For debt, you should estimate the market value of the debt.

What do I do about preferred stock?
· Treat it as a separate component of capital, and estimate the cost of preferred stock to be the preferred yield (Preferred Dividend/Preferred Stock Price)

What about convertible debt?
· Decompose the convertible debt into straight debt and conversion option components. Add the straight debt to the debt portion and the conversion option to equity.

3. How do I measure returns on equity and capital?
· The conventional measures of returns on equity and capital are as follows:

· Return on Equity = Net Income in year t/Book Value of Equity at t-1

· Return on Capital = EBIT (1-tax) / (BV of Debt at t-1 + BV of Equity at t-1)

Should I look at income before or after extraordinary items?
· Always look at income before extraordinary items

What tax rate should I use for return on capital?
· Use the marginal tax rate. In most cases, this should be set by the tax code (35-36% in the US). If the effective tax rate is greater than the marginal tax rate, you can use the effective tax rate, but make sure it is reasonable)

Should I look at only the most recent year or over several years?
· Start with the most recent year but also look at trends. There might be useful information there.

What do I do if the book value of equity is negative?
· You cannot compute the return on equity in this case.

How will equity repurchases or special dividends affect my calculations?
· The immediate effect of an equity repurchase will be a jump in both your returns on equity and capital. You should estimate the returns as if the repurchase did not occur (i.e., use the book value of equity without the repurchase adjustment)

Project 3: Capital Structure Choices

· Q1. What are the different kinds or types of financing that this company has used to raise funds? Where do they fall in the continuum between debt and equity?

· To find out the break down on the types of securities and financing that your company has outstanding, check the footnotes on the 10-K report (www.sec.gov/edgarhp.htm). To get the other inputs needed for the analysis, you should check the historical financials on the firm. 

· To get the inputs needed to estimate the optimal capital structure, examine the 10-K report (www.sec.gov/edgarhp.htm) or the annual report. You can get updated spreads, for different ratings classes, by going to the Bonds Online web site (www.bondsonline.com) and checking under corporates.

· You can get a list of the comparable firms on the web site (www.dailystocks.com - enter a symbol and pick the industry comparison).

· You can get historical information on your own firm by looking at the Value Line page for your firm, which has information for the last 15 years on revenues and operating income.

Q2. How large, in qualitative or quantitative terms, are the advantages to this company from using debt? How large, in qualitative or quantitative terms, are the disadvantages to this company from using debt? From the qualitative trade off, does this firm look like it has too much or too little debt?

Q3. Does your firm have too much or too little debt relative to its sector and relative to the market?

Q4. If your firm's actual debt ratio is different from its "recommended" debt ratio, how should they get from the actual to the optimal? In particular, should they do it gradually over time or should they do it right now?; should they alter their existing mix (by buying back stock or retiring debt) or should they take new projects with debt or equity?; and What type of financing should this firm use? In particular, should it be short term or long term?; what currency should it be in?; and what special features should the financing have?

Data (Project 3)
· Estimating Default Risk and Cost of Debt 

· If your company is rated: What is the most recent rating for the firm? What is the default spread and interest rate associated with this rating? 

· If your company has bonds outstanding, estimate the yield to maturity on a long-term bond? Why might this be different from the rate estimated in the last step? 

· What is the company's marginal tax rate? 

· If your company is not rated: Does it have any recent borrowings? If yes, what interest rate did the company pay on these borrowing? Can you estimate a “synthetic” rating? If yes, what interest rate would correspond to this rating?) 

· Estimating Cost of Capital 

· What is the market value of equity? 

· Estimate a market value for debt. (To do this you might have to collect information on the average maturity of the debt, the interest expenses in the most recent period and the book value of the debt) 

· What are the weights of debt and equity? 

· What is the cost of capital for the firm? 

· Trouble-Shooting Guide (Project 3)
--To analyze the quality of the firm's existing projects and get a sense of the quality of future projects, try answering the following questions: 

· Accounting Returns on Projects 

· What is the return on equity earned by the firm? Based upon this return, is the firm picking good projects? 

· What is the return on capital earned by the firm? Based upon this return, is the firm picking good projects? 

· Are there any trends in the accounting returns, and if so, what do they tell you about future projects? 

· Do you think the accounting return is a fair measure of the returns that this firm is making on existing projects? If not, how would you modify the return to make it a fairer measure? 

1. --To analyze the existing financial mix of the firm and to assess, from a qualitative trade off between the benefits and the costs of debt, whether the firm has too much or too little debt, try answering the following questions: 

2. Benefits of Debt 

· What marginal tax rate does this firm face and how does this measure up to the marginal tax rates of other firms? Are there other tax deductions that this company has (like depreciation) to reduce the tax bite? 

· How high are the current cash flows of the firm (to service the debt) and how stable are these cash flows? (Look at the variability in the operating income over time) 

· How easy is it for bondholders to observe what equity investors are doing? Are the assets tangible or intangible? If not, what are the costs in terms of monitoring stockholders or in terms of bond covenants? 

· How well can this firm forecast its future investment opportunities and needs? How much does it value flexibility? 

3. --To analyze whether the firm has too much or too little debt relative to the sector and the market, try the following : 

4. Relative Analysis 

· Relative to the sector to which this firm belongs, does it have too much or too little in debt?

· Relative to the rest of the firms in the market, does it have too much or too little in debt?

5. --To understand whether your firm should move to its optimal gradually or quickly, and whether it should take projects or alter its existing mix, try answering the following questions: 

6. The Immediacy Question 

· If the firm is under levered, does it have the characteristics of a firm that is a likely takeover target? (Target firms in hostile takeovers tend to be smaller, have poorer project and stock price performance than their peer groups and have lower insider holdings) 

· If the firm is over levered, is it in danger of bankruptcy? (Look at the bond rating, if the company is rated. A junk bond rating suggests high bankruptcy risk.) 

7. --To analyze what kind of financing the firm should use to move to its optimal, try the following: 

8. Financing Type 

· How sensitive has this firm's value been to changes in macro economic variables such as interest rates, currency movements, inflation and the economy? 

· How sensitive has this firm's operating income been to changes in the same variables? 

· How sensitive is the sector's value and operating income to the same variables? 

· What do the answers to the last 3 questions tell you about the kind of financing that this firm should use? 

9. Which financial year data should I use? Should I use actual or projected numbers? 

· Use the most updated data you can find. If this means using the operating income from the most recent 12 months, rather than the most recent financial year, do so. 

Do I need to be consistent about how I get my data? 

· The only requirement is that you use the most current data you can for each input. This may mean using operating income from the most recent 12 months and capital expenditures from the most recent financial year. 

Should I use total or long-term debt? 

· Use all interest bearing debt (basically all debt except for accounts payable and a few other current liabilities). In general, this will include the short-term borrowings in the current liabilities and the long-term borrowings. 

· Exception: If you are analyzing financial service firms, use long-term debt. 
Should I treat operating leases and preferred stock as debt? 

· Capitalized leases can be treated like debt, since lease payments share the tax-deductible characteristics of interest payments. 

· Do not treat preferred stock as debt, since preferred dividends are not tax deductible. (If preferred stock is a small component of total capital, you can ignore it. 

Where do I get market values of debt and equity? 

· If the firm is a publicly traded firm, the market value of equity is the market price multiplied by the number of shares outstanding. If it is a private firm, the equity will have to be valued separately. 

· If the bonds are not publicly traded, the market value of the debt can be estimated by discounting the interest payments and the book value of the debt by the market interest rate that corresponds to the company's bond rating. 

Should I compute the cost of equity using short-term or long-term rates? 

· Use the long-term riskfree rate and the appropriate risk premium.

10. What should I do if my company is not rated? 

· Use the interest coverage ratio of the firm to assign it a rating, based upon the relationship between interest coverage ratios and bond ratings. 

11. Why am I getting an optimal debt ratio of zero? 

· Because that is your optimal; Because you miscalculated EBITDA; Because the EBITDA you have used is abnormally low. 

· You can normalize this EBITDA by doing one of the following: average over a recent period (last five years, for instance); use the average return on capital and book capital to estimate normal EBIT; use the current rating of the company to back out EBITDA 

· Current Rating ( Interest Coverage ratio ( Normalized EBITDA 

Why is the cost of capital higher and firm value lower under my optimal? 

· Firm is currently over-rated (The bond rating claimed by the company is higher than the rating assigned to the company under the current debt ratio.); You are under-rating the firm; Old debt at lower rates on the books; Actual debt ratio is close to the optimal 

How do I do my "What -if" analysis? 

· Decrease the EBITDA, if the firm's earnings are on an upswing. 

· Increase the EBITDA, if the firm's earnings are on a downswing. 

12. What data do I need to collect to do the capital structure regressions? 

· You need to collect the following data for your firm: firm value (market value of equity + debt) for ten years or more; [If you cannot get market value of debt, use book value] 

· EBITDA for each of the same periods 

· You also need to obtain macro economic information on the following: Long-term bond rates at the same points in time that you measured firm value; Inflation rates at the same point in time that you measured firm value; Exchange rates at the same point in time that you estimated firm value; Real GNP at the same points in time that you estimated firm value 
What do I do next? 

· Run a regression, where percentage changes in firm value or EBITDA is the dependent variable (the Y variable) 

· Changes in the macro economic variable (if it is already a percentage, like interest rates and inflation rates) or percentage changes in the macro economic variable (if it is an absolute value, like real GNP or Exchange rate) is the independent variable (the X variable) 

How do I read the output? 

· The slope coefficient in the regression is a measure of how much firm value (or EBITDA) changes on a percentage basis for a given percentage change in the macro economic variable. 

· For instance, a coefficient of -2.48 in the regression of firm value on the long term bond rate implies that for every 1% increase in the long bond rate, firm value decreases by 2.48%. 

What if my output looks strange? 

· When you have annual data, and relatively few observations, one or a few outliers can give you strange looking output. You can try to get around this by using quarterly or monthly data (at least for firm value) and looking at the industry averages for these coefficients. 

Project 4: Dividend Policy

Q1. How has this company returned cash to its owners? Has it paid dividends, bought back stock or spun off assets?

Q2. Given this firm's characteristics today, how would you recommend that they return cash to stockholders (assuming that they have excess cash)?

Q3. How much could this firm have returned to its stockholders over the last few years? How much did it actually return?

Q4. Given this dividend policy and the current cash balance of this firm, would you push the firm to change its dividend policy (return more or less cash to its owners)?

Q5. How does this firm's dividend policy compare to those of its peer group and to the rest of the market?

· Data (Project 4)
· You can get information on dividends paid and stock bought back over time from the financials of the firm. (The statement of changes in cash flows is usually the best source for both.) 

· You can get the information that you need to estimate free cash flows to equity and returns on equity from past financials. You will also need a beta (see risk and return section) and a debt ratio (see risk and return section) to estimate the free cash flows to equity. To see what returns you would have made on your stock over the last 5 years examine the calendar returns portion of the page on your firm at the Morninstar site under your firm (www.morningstar.net).

Trouble-Shooting Guide (Project 4)
--To analyze how much the firm has returned to stockholders in the past, and to assess, from a qualitative trade off, whether it should return more or less, try the following: 

Historical Dividend Policy 

Q1. How much has this company paid in dividends over the last few years? 

Q2. How much stock has this company bought back over the last few years? 

Firm Characteristics 

Q3. How easily can the firm convey information to financial markets? In other words, how necessary is it for them to use dividend policy as a signal? 

Q4. Who is the average stockholder in this firm? Does he or she like dividends or would they prefer stock buybacks? 

Q5. How well can this firm forecast its future financing needs? How valuable is preserving flexibility to this firm? 

Q6. Are there any significant bond covenants that you know of on the firm's dividend policy? 

Q7. How does this firm compare with other firms in the sector in terms of dividend policy? 

--To assess how much the firm could have returned to stockholders and whether it should be returning more or less, try the following: 

Affordable Dividends 

Q8. What were the free cash flows to equity that this firm had over the last few years? 

Q9. How much cash did the firm actually return to its owners over the last few years? 

Q10. What is the current cash balance for this firm? 

--To measure whether your company is paying too much or too little relative to the sector and the market, try the following: 

Comparing to Sector and Market 

Q11. Relative to the sector to which this firm belongs, does it pay too much or too little in dividends? (Do a regression, if necessary) 

Q12. Relative to the rest of the firms in the market, does it pay too much or too little in dividends? (Use the market regression, if necessary)

Dividend Policy
· Input stage: Do I enter the data on a per-share basis or total numbers? 

· Be consistent. Use per-share numbers or total numbers all the way through. 

· Where do I get stock repurchases? 

· If the number of shares outstanding drops, 

· Stock repurchases = Drop in number of shares outstanding * Avg. Price 

· What is the return on stock? Where do I get it? 

· Return on Stock = (Pricet - Pricet-1 + Dividendst) / Pricet-1 

· If you cannot get prices for some years, use the average prices from the Value Line sheet. 

· Where do I get the riskfree rate and return on the market? 

· Use Ibbotson to generate the returns on T-Bills and T-Bonds. Take the returns for the years for which you have done the dividend analysis. 

· Should I use the optimal debt ratio or the actual? 

· When looking at past data - use the actual debt ratio. 

· When making forecasts for the future -> use the optimal or predicted debt ratio. 

· Should I adjust the beta accordingly? 

· You should continue to use the actual beta of the firm, for looking at past data, and the recalculated beta for looking at the future. 

· How do I read the output? 

· Compare Dividends to FCFE 

· Measure performance (Compare ROE to Required rate of return) 

· Compare Return on stock to Required rate of return

· What if one suggests poor performance and the other suggests good performance? 

· The comparison of ROE to required rate of return is essentially an accounting analysis of past project performance. The comparison of stock returns to requirred returns is a financial market judgement on actions of the company. For long gestation projects, where the returns may lag the investment, management may argue that the latter is more relevant. 
Project 5: Valuation

Q1. What type of cash flow (dividends, FCFE, or FCFF) would you choose to discount for this firm?

Q2. What growth pattern (Stable, 2-stage, 3-stage) would you pick for this firm? How long will the high growth cycle last?

Q3. What is your estimate of value of equity in this firm? How does this compare to the market value?

Q4. What is the "key variable" (risk, growth, leverage, profit margins...) driving this value?

Trouble Shooting (Project 5)

1. --To pick the right model, estimate inputs and value your firm, try the following: 

1. Cash Flow Choice 

· How does this company's dividends compare to its free cash flow to equity? 

· How stable is leverage expected to be at this firm? If leverage is expected to change, use FCFF. If leverage is stable and dividends are equal to FCFE, use Dividends. If leverage is stable and dividends are not equal to FCFE, use FCFE. If you cannot estimate FCFE or FCFF, use dividends 

· How high is inflation in the local currency? (If it is in double digits, you might consider doing a real valuation or a valuation in a different currency) 

Growth Pattern Choice 

· How fast have this company's earnings grown historically? 

· How fast do analysts expect this company's earnings to grow in the future? 

· What do the fundamentals suggest about earnings growth at this company? (How much is being reinvested and at what rate of return?) 

· If there is anticipated high growth, what are the barriers to entry that will allow this high growth to continue? For how long? 

Valuation 

· What is the value of this firm, based upon a discounted cash flow model? 

· How much of this value comes from the expected growth? 

· How sensitive is this value to changes in the different assumptions? 

· Most of the information that you need for valuation come from your current or past financial statements. You will also need a beta (see risk and return section) and a debt ratio (see risk and return section) to estimate the free cash flows to equity. To get an analyst estimate of expected growth in earnings per share over the next 5 years, check the Morningstar web site (www.morningstar.net) that provides the consensus estimate for analyst projections for your firm.

· To examine how your firm ranks relative to the industry on the basis of multiples such as P/E or P/BV ratios check out the valuation section of the Morningstar web site (www.morningstar.net).

· To do the valuation, you can use the valuation spreadsheet that best meets your needs - dividends, FCFE or FCFF - stable, 2-stage or 3-stage. 

Input Stage: What riskfree rate and premium do I use? 

· Use the long-term risk free rate and an appropriate risk premium. 
Do I use acutal data or next year’s projections? 

· Your objective is to make the best projections for the future that you can. If this means using projections, do so. 

Can I use different sources of data? 

· Yes. 

Where do I get capital spending? 

· Your capital expenditures should be listed on the statement of cash flows. If this is not available, take the difference in net fixed assets from the previous year. This is the net capital expenditure. Add it to the depreciation to get total capital expenditures. 

Should I use total debt or long-term debt? 

· Use all interest-bearing debt. In fact, be consistent with how you defined debt in the capital structure section. 

Should I use total interest or long-term interest? Where do I get total interest? 

· If you use total debt, use total interest expense (Gross interest expense, before interest income is netted out.) If you use only long-term debt, then use interest expenses only on the long-term debt. 

What happens if I have negative or abnormal earnings? 

· You can normalize this EPS by doing one of the following: average over a recent period (last five years, for instance); use earnings for a normal year (if you can find one); use the current rating of the company to back out EBITDA. Use this EBITDA to get EPS. 

· Current Rating ( Interest Coverage ratio ( Normalized EBITDA ( Normalized EPS 

Can I change the fundamentals for the high growth period? 

· You can and you should, since the fundamentals will usually change from current numbers. 

How do I weight the three growth rates? 

· Work as much as you can with the fundamental growth rate, since you control the inputs to the process. The historical growth rates and analyst estimates are exogeneous and do not relate growth to fundamentals. 

What growth rate do I use for capital spending and depreciation? 

· Look at the company's history, to see how it has generated earnings growth. If there is a strong correlation between earnings growth and capital spending growth, you can set the two at the same level. If not, you can use past growth rates in capital spending and depreciation for your projections, even though these numbers may be lower than your earnings growth rate. 

· If capital spending exceeds depreciation by a significant margin, and the growth rate in earnings is expected to decline to a stable growth rate, you can use the growth rates in capital spending and depreciation as levers to move the two closer by the end of the high growth period. 

Do I use the Gordon Growth model or P/E? 

· The preferred option should be the Gordon Growth model. If after your valiant attempts, you still have problems with the Gordon Growth model, you can try the P/E ratio. If you feel the firm will not be stable by the end of the high growth period, lengthen the holding period and then use the Gordon Growth model. 

What growth rate do I use? 

· In the Gordon Growth model, the growth rate should be close to the growth rate in the economy. 

What P/E ratio do I use? 

· You can start with an industry-average P/E ratio and make appropriate adjustments to reflect changes you expect will happen to both the industry and the firm. 

Why is my DDM value so low? 

· Check assumptions

Why is my FCFE value so low? 

· Check assumptions

What do I do if my value is very different from the market price? 

· Don't panic. Work methodically through your numbers to make sure that none of them are wrong. 

Is my value correct? 

· Don't ask me. I do not know what the correct value of your company is. 

· What-if analysis 

Why is my value lower when I raise my fundamentals? 

· The 'what-if' analysis weights the fundamental growth rate 100% in estimating value. If, in your base case, you have weighted the other growth rates (historical growth rate and analysts' projections) and that weighted average growth rate was significantly higher than the 'base-case' fundamental growth rate, changing the fundamentals to improve your fundamental growth rate might not lead to a corresponding increase in value. If you want to isolate the effects of fundamentals, weight the fundamental growth rate 100% in your base case and then compare your 'what-if' value to it. 

Why isn't the change in value different from the Capital Structure program? 

· For a number of reasons. First, the assumptions you make may not be consistent. (For instance, in the valuation program, you are not assuming that the debt will be used to repurchase stock or that it will be refinanced at the current market rates.) Second, there are a number of additional inputs that you can input in the valuation program, that you do not get to input in the capital structure program (such as future growth). 

What should I use for the fundamentals in the What-if analysis? 

· Look at comparable firms or the industry to arrive at reasonable values for ROA, D/E and interest rates. 

