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Course Description

This course is an overview of corporate restructuring transactions.  We will be focusing on transactions significantly affecting the corporation’s assets, liabilities and/or equity claims and will stress the economic motives for undertaking them.  Transactions will be examined from the perspective of both the corporation (e.g., the CEO, CFO and board) and from the perspective of capital markets (e.g., investors, stockholders, creditors, hedge funds).  Common “arbitrage” trading strategies involving corporate transactions will also be discussed.  Cases will the primary method of instruction.  Financial Decisions (Finance 442) is the only prerequisite for the course.  However, a basic understanding (level of treatment from Finance 440 or 441, and exposure from Finance 442) of financial options will be assumed (advanced features of financial options will be introduced when necessary).
References

Required text

1. Case packet.  A case packet is available at the bookstore and is required for the course.  It contains cases to be covered in the class and other outside readings.  

Other texts


There are no required textbooks.  If you are looking for a restructuring textbook for your personal library, see the list below:

1. Weston, Mitchell and Mulherin. Takeovers, Restructuring and Corporate Governance, 4th Edition, Prentice Hall, 2004.

2. Gaughn, Mergers, Acquisitions and Corporate Restructurings, 3rd Edition, Wiley, 2002.

3. Arzac, Enrique. Valuation for Mergers, Buyouts and Restructuring, 2nd Edition, Wiley, 2008.
If you do not already have a textbook on derivative securities, I highly recommend that you purchase Professor Bob McDonald’s “Derivatives” textbook.  Many of you may already have a copy of the McKinsey valuation book, which is a good reference (however, we will not specifically refer to chapters in that text).  I assume everyone has a copy of the Brealey, Myers and Allen (BMA) text from Finance 440/441.
Requirements and Grading


The grade in Corporate Restructuring will be determined on the following basis:

1.  Three equally weighted group case write-ups.  The three cases that will be turned in are DuPont-Conoco (April 21), Cumberland (A) (May 5), and Seagate Technology Buyout (June 2).  These three cases will account for (in total) 30% of the course grade.  This portion of the grade will be based on team product.
2.  Group presentations of specific cases (not those above).  This assignment list (which groups will present which cases) will be determined later in week one.  There may be cross section groups, in which case, I will decide which section your group will be asked to present in.  It is not necessary for each person in a presenting group to present, or even to attend the presentation, but if your group is presenting in the “other” section, you are more than welcome to attend.  This presentation will account for 10% of the course grade. This portion of the grade will be based on team product.  
3.  For the case to be discussed on a given date, your group will turn in a one-page memorandum summarizing your understanding of the key issues and your recommendation(s) to the case actor (e.g., the CEO, board, investors).  These will not be graded and returned, but will simply be checked to see if your group did the case with basic understanding of issues.  These one-page memos will account for 10% of the course grade and will be based on team product.
4.  Class participation.  In-class participation is the predominant determinant of your class participation grade.  You are expected to come to the class prepared to make recommendations about the appropriate course of action for the decision-maker, but also to provide complete quantitative support for those decisions.  This is even true, maybe especially true, when your group is not presenting the case.  In addition to the questions on the web for each case, I will list the specific quantitative analyses that you should be prepared to discuss and explain in the class discussion.  Your understanding of the qualitative and quantitative aspects of the case will be assessed via your class participation.  

Evaluation of class participation will be based on both the frequency and quality of your comments, with emphasis on quality.  Although there is no formal policy on absenteeism, it is impossible to participate if you are not present and this will be reflected in the class participation portion of your grade.    

To facilitate my evaluation of class participation, always sit in your assigned seat (a seating chart will be handed out the second day of class) and always display your name plate (even if you are sure I know who you are).  Class participation will account for 25% of your course grade.  A peer evaluation will be incorporated into this 25% (see the form at the end of this syllabus). 
5. Final paper.  The final paper is to be done in groups and accounts for the remaining 25% of your course grade.
Final paper


The final paper is a group assignment.  Groups can range from a minimum of three to a maximum of six.  The paper should describe a recent situation in which a company undertook, or is the process of undertaking, a significant restructuring.  A broad definition of restructuring is possible here.  I encourage you to pick a topic in which you have a strong interest or, ideally, a topic related to your post-graduation employment.  In addition to the types of restructurings we cover in class such as mergers, spin offs and bankruptcies, you are free to examine other types of transactions including venture capital and private equity investments or restructurings.  Your paper can take the perspective of the corporate management or an investor group.  Good papers should provide a description of the situation followed by a presentation of available alternatives and a recommended course of action.  An ideal structure for the term paper is to write it in two parts, the first written as a case vehicle with the description of the company/industry/situation and the problem facing the company/investors and a presentation of alternative courses of action.  The second part would evaluate the alternative courses of action, determining which course you would recommend.  The audience for your final paper should be a busy executive that appreciates brevity and clarity.  Additional information regarding the final paper will be provided during the quarter.


Important dates and deliverables with respect to the final paper:
Date




Deliverable

May 5




A one page description of the final paper topic

May 15




An outline of the paper, with data sources

June 9
Completed paper hard copy dropped at my mailbox and electronic copy turned in by e-mail.

Office Hours, Appointments and E-mail

My office hours will be on Tuesdays from 1:00-4:00.   Aside from these times, I am often available.  Appointments may be made by calling my office or sending me an e-mail (contact points at the top of page one).  I will answer e-mail questions as quickly as possible, but may not always be able to answer a specific question if it would give an individual an unfair advantage over other students.   If the question involves something that may be of interest to the entire class, I reserve the right to reply to the class at large.  

Course Schedule


The course is divided into sections.  The first section examines restructuring the equity, ownership and control of the assets of the firm with a focus on downsizing the conglomerate firm.  The second section focuses on financially distressed or bankrupt firms.  In addition to discussing the bankruptcy process, we will briefly examine strategies for investing in distressed firms’ securities.  The third section of the course examines restructuring equity claims including convertible securities and mandatory-convertible securities.  The fourth and final section of the course looks at comprehensive asset restructuring cases: Seagate and potentially one more TBA.  A preliminary schedule is provided on the next page. This schedule is subject to substantial change.  The topics and deliverables for the next two weeks are firm, but subsequent cases, topics, deliverables may be altered.   I will let you know of changes to the schedule in advance, so if you don’t hear, the deliverables are per the schedule.

	Date (subject to potential change)
	Topic
	Lecture/Case

	
	

	Monday, 3/31
	Introduce Class, begin lecture on Downsizing the conglomerate: sell offs, spin offs, carve outs and tracking stock
	Intro/Form Groups/Lecture

	Restructuring Equity, Ownership and Control of Assets

	Thursday, 4/3
	Introduction of concepts: asset restructuring and course overview
	General Dynamics

	Monday, 4/7
	Finish lecture on divestiture-like transactions
	Lecture

	Thursday, 4/10
	Spin offs and divestitures
	Humana

	Monday, 4/14
	Spin offs vs. Tracking Stock
	USX

	Thursday 4/17
	Options Lecture/Trading credit risk
	Lecture

	Monday, 4/21
	Carve outs and Split Offs
	DuPont-Conoco

	Restructuring Debt Contracts

	Thursday, 4/24
	Lecture on Corporate Bankruptcy
	Lecture

	Monday, 4/28
	Review DCF Principles, causes of distress and costs of financial distress
	Federated Department Stores



	Thursday, 5/1
	Continue Bankruptcy Lecture
	Lecture

	Monday, 5/5
	Alternatives to Full Chapter 11: Workouts and Prepacks
	Flagstar



	Thursday, 5/8
	Distressed Exchange Offer
	Cumberland (A)

	Monday, 5/12
	Chapter 11 Simulation
	Cumberland (B), not in case packet

	Thursday, 5/15
	International Dimensions of Bankruptcy
	Alphtec, or TBA

	Monday, 5/19
	Wrap up bankruptcy
	TBA

	Restructuring Equity Contracts

	Wednesday, 5/21, Make up day for Memorial Day
	We will not be meeting on the make-up day, give the groups time to work on their final paper.  I will be in my office for consultation.

	Thursday, 5/22
	Convertibles
	Omnicom (A), or TBA

	Monday, 5/26
	Memorial Day, No Classes

	Thursday, 5/29
	Mandatories/PRIDES
	Cox Communications, or TBA

	Restructuring Assets: Summary

	Monday, 6/2
	Asset restructuring
	Seagate Technology Buyout 

	Thursday, 6/5
	Asset restructuring, Wrap Up
	TBA

	
	


PEER REVIEW

To make the grading more equity and to assist in reducing the free-rider problem, part of the grade is based on peer review.  Below evaluate each member of your group other than yourself.  The evaluation should reflect each member’s participation in and contribution to your group.  Use a scale of 1 through 5 , where 5=exception; 3=satisfactory; 1=unsatisfactory.

Name of group member


Evaluation (1 through 5 scale)

Optional comments
Your name
Lecture on Corporate Bankruptcy Costs

The readings below are relevant for the middle section of the course.  They don’t need to be read before the lecture or before the Federated case.  
Readings

1. Slides on Bankruptcy.  On web page.

2. Powerpoint slides on distress and Chapter 11.  On web page.

3. Morgan Lewis document. An Overview of the 2005 Bankruptcy Act.  April 2005.  Case packet.
4. Gaughn, Patrick A. Chapter 11 of  Mergers, Acquisitions and Corporate Restructurings, 3rd edition, 2002.  Nice easy overview of bankruptcy restructuring, pre-2005 Act.  Case packet.
5. Moore, Darla.  How to finance a debtor-in-posession.  Bedtime reading.  Case packet.
6. Adler, Mitchel R. Tax Planning in Corporate Reorganizations.  Easy-to-read primer on tax issues in equity for debt swaps and bankruptcy reorganizations.  Most of the cases we do are not so crucially dependant on tax issues such as cancellation of indebtedness income and NOL’s, but this is a nice, simple discussion of these issues.

7. Gilson, Stuart. Managing default: some evidence on how firms choose between workouts and Chapter 11.  Case packet.  Will be useful for each of the upcoming cases, especially Cumberland and Flagstar.

8. McConnell, John and Henri Servaes. The economics of pre-packaged bankruptcy. In case packet.  Especially useful for Flagstar.
Federated Department Stores, Inc.

Suggested Questions

1. Did Campeau overpay for Federated?  (Hint: you might want to use the data shown on the following page.)

2. Did the merger destroy value?  Assume a pre-merger equity beta equal to 0.95 and an EBITDA multiple equal to 9.0.

3. What percentage of the purchase price was financed with debt?  Equity?

4. What are the sources of financial distress costs facing Federated?  Are they significant?
5. What would your strategy be dealing with vendors and factors?  Lenders?

6. How should Jim Zimmerman deal with customers and employees in this period?

7. Was Chapter 11 inevitable when the buyout was completed?  Could Federated have avoided Chapter 11 in September, 1989?

8. If Chapter 11 was inevitable at that time, what preparatory steps should Jim Zimmerman and Karen Hoguet have taken?

Readings

1. Federated Department Stores, Inc., in case packet.

2. Gaughn, Patrick A. Restructuring in Bankruptcy, chapter 11 of his textbook, in case packet.

3. Morgan Lewis summary of the 2005 Bankruptcy Act, in case packet.

Hints

1. For DCF valuation purposes in this class, we will use a maintained assumption (throughout the course) that the market risk premium in excess of the long-term bonds rate, is 6%.  

2. The risk free interest rate will vary from case to case, obviously.  For Federated, assume that the long-term Treasury rate (10 year rate) is 7%.

9. The tables below summarize some information you will find useful:

	Table 1: Divisions Sold 

	Division Sold 
	Month Sold 
	Purchaser 
	Sale Price ($ billions) 

	Bullocks’s and I. Magnin 
	May 1988 
	R.H. Macy 
	$1.10 

	Filene’s 
	May 1988 
	May Department Stores 
	$1.50 

	Foley’s 
	
	
	

	Filene’s Basement 
	July 1988 
	Management Buyout 
	$0.13 

	Ralph’s Supermarket 
	August 1988 
	Spin-off, Buyout 
	$0.90 

	Gold Circle 
	October 1988 
	Liquidated 
	$0.30 

	Main Street 
	November 1988 
	Kohl’s Department Stores 
	$0.09 

	The Children’s Place 
	February 1989 
	Management Buyout 
	$0.03 

	Total Proceeds 
	$4.04 

	Table 2: Fiscal-Year-End January 1988 Operating Data ($ millions) 

	Divisions Retained 
	Divisions Sold 
	Total 

	Sales 
	4,522 
	6,395 
	10,918 

	
	(41.4%) 
	(58.6%) 
	

	Division Earnings Before Taxes (EBIT) 
	357 
	278 
	635 

	
	(56.3%) 
	(43.9%) 
	

	Depreciation and Amortization 
	120 
	161 
	281 

	EBITDA 
	477 
	438 
	915 

	
	(52.1%) 
	(47.9%) 
	

	Capital Expenditures 
	241 
	246 
	487 

	Operating Cashflow 
	236 
	193 
	429 

	(EBITDA-CAPX) 
	(55.0%) 
	(45.0%) 
	


 The Finova Group, Inc. (A) – We are not doing Finova this term
Suggested Questions

1. Were there any indications that the company was financially troubled prior to its $70 million write-off in March 2002?

2. What financial return can Berkadia expect to make on its proposed investment in Finova?

3. As an unsecured creditor in Finova, would you find Berkadia’s offer attractive?  What alternative options do you have and how attractive are they relative to Berkadia’s offer?  To answer this question, assume you are a holder of Finova’s 7.25% Notes due November 8, 2004.  In early June the total principal amount of the notes was $997.1 million.  By the time Finova was expected to leave Chapter 11, there would also be $59.6 million of accrued and unpaid interest on the notes.  (In Exhibit 5, the notes are quoted “flat,” which means the quoted price excludes the accrued interest on the bonds since the last interest payment date.  The buyer pays the seller the flat price plus any accrued interest.)

4. As one of Finova’s shareholders, would you find Berkadia’s offer attractive?

5. If Berkadia’s offer succeeds, at what price would you expect the new 7.5% Senior Secured Notes to trade?

6. How is the outcome of this case likely to be affected by the presence and participation on so-called “vulture investors” in Finova’s debt and equity claims?

Readings

1. The Finova Group, Inc. (A), in case packet.

Flagstar Companies, Inc.

Suggested Questions

1. Describe the problems facing Flagstar.  Are the problems generally on the left-hand side (assets) or the right-hand side (liabilities and equity) of the balance sheet?

2. What kind of restructuring makes sense for Flagstar (i.e., out of court restructuring, prepackaged bankruptcy, Chapter 11)?  In general, what kinds of companies are better suited for pre-packaged bankruptcies than Chapter 11 bankruptcies?

3. Evaluate the valuations prepared by DLJ and Jeffries.

4. Is there any merit to the junior creditor’s objections to the debtor’s proposed Plan of Reorganization?

5. As the debtor or holder of senior subordinated debt, what negotiation strategies would you recommend for dealing with the junior creditors?

6. As an investor, do you see any opportunities to profit by trading in Flagstar’s securities?

Readings

1. Flagstar Companies, Inc., in case packet.

2. Adler, Michael. Tax planning in Corporate Reorganizations. In case packet.  Nice easy description of NOL’s, COD income, etc.

3. Chapter 11 plan strategies in the ‘90’s—Federal Income Tax aspects.  Easy reading.  Not as good as the Adler piece.

Cumberland Worldwide Corporation (A)

Suggested Questions

1.  Describe the financial problems facing the management of CW.  What is the source of the problems (e.g., bad luck, bad management)?

2. Are the financial markets accurately assessing the value of the company’s assets?  Can money be made by investing in the firm’s securities?   Specifically, does the market value the right hand side of the holding company’s balance sheet fully reflect the liquidation value of its assets?  If not, why not?

3. CW management seems to believe that the best way to create value for CW’s claimants is to invest significant amounts in the rejuvenation of Cross River.  What are the value implications for the claimants if the rejuvenation plan is successfully implemented?  What risks are involved in the plan to rejuvenate Cross River?  Towards answering this question, the yield on long-term Treasury securities at the time of the case was 8%; as an independent company, Cross River’s borrowing rate would have been 10% and its equity beta would have been 1.1.

4. Would you support management’s plan for Cross River as a bank lender?  As Sam Adams?  As a preferred stockholder?  As a common stockholder?

5. If CW files for Chapter 11 protection, how would you expect its business and prospects to be affected?  How would you expect to fare in the bankruptcy proceeding as a bank lender?  As Sam Adams?  As a preferred stockholder?  As a common stockholder?

6. Evaluate Morton’s recapitalization plan.  Would it, if implemented, result in a capital structure that meets the ongoing needs of the business?  Which claimants would find it appealing?  Which claimants would find it unappealing?  Assume that the value (today) of a warrant to purchase 2.5 shares of common stock in 10 years with a strike price of $5.00 is $1.02.

7. If you were advising Morton on the restructuring effort, what changes, if any would you recommend in his recapitalization proposal?  How would you recommend that he deal with the problem of getting Sam Adams to waive or modify its covenants?

Readings

    1.
Cumberland Worldwide Corporation (A), in case packet.
Cumberland Worldwide Corporation (B)

Bankruptcy Exercise

Assignment will be handed on the day we do Cumberland (A).
 Alphatec Electronics, Pcl

Suggested Questions
1. How much is management to blame for ATEC’s problems?  Is this a bad business or a bad capital structure?

2. As one of ATEC’s banks, would you have voted for its February 1998 out-of-court restructuring proposal?  Any changes?

3. As one of ATEC’s banks, would you have voted for its modified bankruptcy reorganization plan?

4. Why are AIG and Investor AB willing to invest in ATEC?  What are the returns and risks?

5. What were the problems with Thailand’s old bankruptcy law?  Would you change anything in the new law?

6. How would the outcome have differed in the U.S.?  In the U.K.?

Readings

1. Alphatec Electronics, Pcl, in case packet.

2. Other handouts.

Timothy A. Thompson
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