ACFI 701 Case #3
This case requires you to accomplish several tasks related to compensation, governance, and acquisitions.  All cases MUST be typed (25% reduction for hand-written material), single-spaced, free of grammatical and typographical errors, and submitted to me no later than Wednesday, May 5th, at the end of class.  Major grammatical and all typographical errors will be penalized 5% each, up to 50% of the grade, so plan to proofread your case very carefully before submitting it to me.  You should probably also have someone else help with the proofreading.
I will be leaving town right after class on Wednesday and not returning until after the weekend and will likely not have access to email while I am away.  Thus, late cases, by which I mean ANY case submitted to me in any form after the end of class on Wednesday, will be considered late and will automatically be marked down by 15%.  I am serious about this, so please don’t even ask for an extension and the shrewd student will plan to submit the case to me early so that any last minute disasters (faulty disks, failures of the printer, consumption by a household pet, etc…) can be avoided.

The case is somewhat lengthy and will require a fair amount of time to complete.  I am quite confident that if you wait until one or two days before the case is due to begin working on it, you will struggle to complete it before the deadline.  I will not be available during the early part of the week that the case is due to help students start the project.  In addition, in order to me fair to everyone, I will not be able to provide too many insights into exactly how to solve this case.  I can answer questions to clarify what you are being asked to accomplish, but it is up to you to decide what is the correct method to answer the questions.
You should respond to each of the questions/tasks below on a separate sheet of paper.  All responses should be typed, including tables.  If you are unfamiliar with creating tables in Word, the help feature is quite good and I can clear up any questions you have AFTER you have tried the help feature.
Some ideas:

You may want to get some ideas of how to answer many of the questions by looking at what exactly real firms in the industry do.  A good place to get information about companies is from their annual reports and proxy statements.  The proxy, in particular, gives information about compensation policy and board structures.  You can find proxies for the vast majority of traded companies online at EDGAR, which can be accessed through Lexis-Nexis at http://web.lexis-nexis.com/universe/form/academic/s_secfile.html
(there is an underscore between “s” and “secfile”).  Although you may certainly use other companies for ideas, do not simply copy the text, as this is both plagiarism and will unlikely answer the questions.

Question #1) This case is based on a real firm, although I have changed the names and some of the facts. 

You are the chairperson of the compensation committee for a biotechnology corporation.  Two highly qualified individuals are being considered for the CEO post left vacant by the retirement of the company’s former CEO.  Given the information below about each candidate, design what you consider to be the optimal compensation policy for each candidate.  You policy should include many if not all of the four elements of compensation we described in class.  You should carefully, and yet concisely, justify each of your recommendations (salary, bonus, option/stock grants (including vesting periods and exercise price)).  Use, at most, one typed page to describe and justify the policy for each candidate (so 2 pages maximum for this question).
About your firm:  Your firm’s activities are generally described as:

“expertise in rapid, high-capacity antibody development, enabling high throughput screening of potential diagnostic markers and cost-efficient development of high affinity antibodies for use in commercialized products”.  

Your company is average-sized for the industry, though certainly not the largest.  Although your firm has several patented products that is sells, many of the patents are aging and the products are being overtaken with newer, more effective methods of diagnosing health problems.  Your firm needs to get back into the game with some valuable products, which will require diligent work on the part of the CEO and the firm’s scientists.  Also note, the biotechnology sector is very competitive with many patentable ideas failing at the trial stage.  Success in the area is generally considered a combination of very hard work, very innovative techniques, and not a small amount of luck.
Competitors in this industry (over 60 of them) include OSI Pharmaceuticals, Immunomedics, Immucell, Human Genome Sciences, and Gene Logic.

Candidate #1:

Dr. Jane Stewart-Regan is a 35-year old entrepreneur, and former university professor, who has successfully brought 2 companies from the start-up stage through an IPO in the past seven years.  A “wiz-kid” out of Stanford, she is currently the CEO of the second of these firms.  Her Ph.D. is in bimolecular mechanics, and she has an executive MBA from Harvard.  She has a reputation as an aggressive spender, who likes to gamble on “home-run” type projects (which is how each of her two IPO firms became very successful).  
Candidate #2:

Nathan Reilly is a 58-year old vice president of a large car manufacturer.  He has an MBA from Berkeley, and has worked in many positions for many different firms over the years.  He has as a reputation as a hard-worker who likes cost-cutting measures, is quite frugal with firm resources, and believes his primary mission is to preserve the wealth of the shareholders who have invested in the firm.
Question #2) Randomly pick a publicly traded firm in the U.S that has been around since at least 1998.  Using the information contained in this firm’s proxy statements from 1998 and 2003, document and evaluate what changes, if any, have taken place with the internal governance structure of the firm.  Your should make clear the firm that you are analyzing.  Did the firm conform to the provisions of Sarbanes-Oxley in 1998?  What about in 2003?  What are the major weaknesses of the governance structure?  If you could make one improvement in the board, what would it be and why?  Limit your response to this question to 2 pages.
Question #3) In some countries, the initial bidder in a takeover contest is allowed to revise their bid, but subsequent bidders are not permitted to revise their bids.  What do you imagine is the reason for this rule?  If this rule were introduced in the U.S., what impact would you predict that it would have on overall takeover premiums?  Would target shareholders, bidder shareholders, everyone, or no one gain from its introduction into the U.S.?  Justify your response.  Limit your response to a single page.
Questions for Final.

Please note, there are three questions and they are, by design, quite challenging.  If you elect to answer these three additional questions in lieu of taking the final, please respond very carefully and thoroughly to exactly what is being asked.  You should provide any citations necessary, although the vast majority of the work should be your own and in your own words.  Note that over-reliance on the words or thoughts of others will be penalized.
Question #1:  There is substantial evidence that the majority of the merger and acquisition activity over the past two decades has been concentrated within a particular type of industry, namely industries that recently deregulated.  Based upon the material that we covered and read in class, please:

1) Explain why this is the case, providing careful justification for your opinion.  

2) Predict what effect, if any, deregulation will have on the governance of deregulated entities.

Please note, I am NOT asking you to research this question.  Rather, you should respond strictly using material that we have covered in our class.  Outside research that appears in your response will not boost your grade and will simply waste valuable space.  Your response to each question cannot exceed 500 words and yet must be complete, so work very carefully.
Question #2: Consider the following two statements: “Dividend policy is irrelevant” and “Stock price is the present value of expected future dividends” (See Chapter 4 of the text).  They sound contradictory.  Are they?  Using the following example, please demonstrate or justify your answer.
The current price of the shares of “Charlie, the Good Manager’s Company” is $50.  Next year’s earnings and dividends per share are $4 and $2, respectively.  Investors expect perpetual growth at 8% per year.  The expected rate of return demanded by investors is r=12%.

We can use the perpetual-growth model to calculate stock price

P0 = DIV/(r-g) = $2/(.12-.08) = $50.

Suppose that Charlie, the Good Manager’s Company” announces that it will switch to a 100 percent payout policy, issuing shares as necessary to finance growth.  Use the perpetual-growth model to show that current stock price is unchanged.  Please carefully document any assumptions that you make in order to respond to this question.
Question #3: Hook Glass Company is considering the installation of a new furnace. The company’s analysts feel that the company’s adjusted weighted average cost of capital is the appropriate discount rate for this project, which is derived as follows:
16.98% = 0.25(.12)(1-.34) + 0.75(.20)

where Wd = 25%, We = 75%, re = 20%, rd = 12%, and τc = 34%.  

The analysis indicates that the investment expenditures net of the incremental cost savings (which are positive incremental cash flows) have a net present value of $500,000 when the cash flows are discounted at 17%.  The analysts argue that the project will support $1 million of borrowing by the company, which will provide interest expense tax shields that have a present value of $250,000.  Therefore, the total value of the project, or APV, is estimated to be $750,000.  

1) Critically evaluate this valuation of the new furnace, assuming that the risk of this project is similar to the risk of the firm’s existing assets.  

2) Assume that the company has the opportunity to borrow the $1,000,000 at a subsidized rate of 3% (compared to its current 12%).  What is the value of this subsidized loan to the company?

Please limit your response to 250 words plus whatever calculations are necessary for each of these two questions.
