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Executive Summary

Dana Corporation is an independent, global supplier of systems, module, and components for original equipment (OE) manufacturers of light, commercial and off-highway vehicles.  Approximately 46,000 Dana Corp. employees work together to serve customers in 28 different countries from North America, South America, Europe and the Asia-Pacific (Mergent).  Currently, shares of common stock trade for $1.54 per share, constituting a 91% decrease from the most recent 52-week high of $17.03 (Scottrade).  2005 operations produced a net loss of $1.602 billion which substantially weakened an already suffering financial position.  In early March, Dana filed for chapter 11 bankruptcy with a focus on long term solutions to stabilize itself and build a foundation for a profitable future (dana.com).  With its poor financial standing accompanied by rising costs and a need for alignment of management and stockholder interests, Dana Corporation now faces a heavy restructuring burden and must exercise precise, strategic action to rebuild the company (Dana 10-k).

Although sales rose by $836 million in the last year, costs increased by more than a billion dollars.  This drastic and detrimental increase in costs can be attributed to a number of factors.  Dana’s large amount of debt is forcing the company to incur steep interest expenses (dana.com).  Steel prices have risen which has greatly increased variable costs for Dana.  Such an increase coupled with demand for lower prices by key customers suffering in a struggling automotive market (i.e. Ford and GM) has taken a considerable adverse effect upon profits.  Dana Corp. has also been hindered by poorly focused management decisions that need to be redirected towards improving the value of the firm.

In order to stifle detrimental interests costs incurred from Dana’s overabundance of debt, we suggest that Dana further explore divestures in non-core operations.  While Dana needs to continue business in the most profitable areas, restructuring of the current financial position is imperative to the future strengthening of the company.  Dana Corporation considers its core products to be axles, drive shafts, structures, and bearing and sealing products. Divesture of product lines that are considered “non-core operations” should raise cash flows and allow Dana to retire a portion of debt.  Interest cost reductions and lower levels of debt should help stabilize Dana’s position and reduce the effect affect of lower profit margins.

To stimulate a growth in the value of the firm, we recommend a restructuring of Dana’s executive compensation program to include an EVA based bonus system and stock ownership requirements.  We believe that this will align management and stockholder interests by providing an environment in which company performance will more directly correlate with the compensation received by management.  Executives will be motivated to make decisions that are in line with their own self interests while simultaneously adhering to the interests of stockholders.

Recommendation 1: Divest in Non-Core Business and Reduce Debt

Although operational inefficiencies and market factors hindered Dana Corp.’s ability to generate sufficient cash flows, an overuse of debt and the inability to pay the interest on that debt were what ultimately caused the company to file under chapter 11 of the Bankruptcy Code on March 3, 2005 (dana.com).  For 2005, Dana’s total debt to equity ratio was 5.78, drastically higher than the industry average of 0.95.  Furthermore, the interest coverage ratio was -0.62, clearly displaying the company’s inability to cover even its interest payments on debt (Appendix B).  Financial leverage created by issuing debt has the potential to provide a company with the benefit of a tax-shield on interest payments; however, when a company is in financial distress, such as Dana, the risk of defaulting on that debt increases, thus increasing expected costs arising from restructuring under chapter 11.  Dana has already incurred direct costs of legal and court fees which can sometimes amount to as much as 1-3% of a firm’s wealth.  Indirect costs of the bankruptcy might still include lost contracts with customers, increased cost of capital from creditors, and the loss of key employees.  Also, as a firm increases its debt, there is less of a chance that the firm will be able to fully deduct its interest expense.  Therefore, companies with lower and less stable profits have a lower level of optimal debt (Rich 16-18).  Dana’s decreasing profits reveal that they are operating with greater debt than is necessary to still receive a tax-shield on interest.  

We recommend that Dana divest in its non-core business operations in order to generate cash to retire a significant portion of the current debt.  The company has already taken steps to initiate this process.  On October 20, 2005, Dana’s Board of Directors approved a strategic plan to improve financial performance.  Included in the proposal was the divestiture of three segments: engine hard parts, fluid products, and pump products.  Revenues from these three businesses in 2004 amounted to approximately $1.3 billion.  Dana C.E.O. Michael Burns said, “We expect to use the proceeds from these divestitures to reduce debt and reinvest in those businesses that will be key to profitable growth in the future” (dana.com).  Also, on March 29, 2005, Dana received final court approval for $1.45 billion in debtor-in-possession financing.  This will aid in funding the company’s ongoing operations including employee salaries, supplier payments, and operational and restructuring costs (dana.com).  Once Dana emerges from the restructuring of the bankruptcy process, we recommend that the company continue its efforts to reduce its debt.  Dana defines its core products as axles, drive shafts, structures, and bearing and sealing products (Dana 10-k).  Dana should look to product lines and business segments that do not fall under these categories for opportunities to divest and raise cash.  These non-core business segments should continue to be sold and the cash to be used to retire debt.  With this reduction in debt, Dana will still receive the benefit of a tax-shield on its interest payments; however, the company will not be faced with as great of a risk of losses from another bankruptcy if profits are less than optimal.  Therefore, a lower level of debt liability will reduce the impact of lower profit margins. The high commodity cost of steel and pressure by struggling customers (i.e. GM, Ford) to keep prices low may continue to cut into Dana’s profits.  In order to combat this reality, Dana should continue with its plans to diversify its markets, especially targeting expanding economies such as China, India, and Eastern Europe.  In its 2004 10-k report, Dana stated a goal to increase its percentage of sales from outside the U.S. from 35% to 50% over the next five years (Dana 10-k).  With diversified customers, Dana will not face as much pressure from the “Detroit Big 3” to keep its prices lower than is optimal.  Once Dana is able to realize profits from operations, earnings that exceed financial needs should be used to contribute to paying off a portion of the principal on long-term debt until a debt to equity ratio of around 1.0 is reached.  This ratio is consistent with the industry average of other auto parts suppliers.  

In conclusion, the overextension of debt financing coupled with increasing market costs of raw materials was responsible for the financial distress and subsequent bankruptcy filing of Dana.  By continuing to divest in its non-core business segments and diversifying its customer base, Dana can raise funds to retire a portion of its debt, thus reducing the risk of costs associated with financial distress while still maintaining a beneficial tax-shield.                 
Recommendation 2:  Restructure of Management Compensation

 According to John S. Shiely, CEO and Chairman of Briggs & Stratton, “there is one primary responsibility of business people in a free market society and that is the creation of value.”  In order to create value, it is essential that management’s compensation be designed to facilitate decisions aimed at increasing the value of the firm.  Therefore, we are recommending that the executive compensation program be restructured to include an Economic Value Added (EVA) based bonus and stock ownership requirements.  These changes will bring the interests of management and stockholders together so that management will benefit while maximizing stockholder wealth.  

Simply put, “EVA is net operating profit minus an appropriate charge for the opportunity cost of all capital invested in an enterprise.”  By recognizing that when managers employ capital they must pay for it, EVA is able to show the dollar amount of wealth created or destroyed in each reporting period.  The EVA method incorporates the primary objective of finance which is the maximization of shareholder wealth.  EVA is also an effective method in a turnaround situation such as Dana’s.  This is because the level of EVA does not matter as much as continuous improvement in EVA (Stewart).   Implementing an EVA based bonus system will help Dana’s managers make decisions that will truly increase the value of the firm into the future.  Since it is easy to understand and use, EVA can be used throughout the whole company so that every employee is working toward the same goal.  Management will be more concerned about asset use efficiency rather than focused solely on revenues and profits because EVA encompasses the whole spectrum of managerial decisions: strategic planning, allocation of capital, valuating acquisitions and divestitures, and tying annual goals to day-to-day operations.  Because EVA considers the cost of capital and is consistent with the time value of money, it could help management to see potential problems—such as insufficient cash to meet interest payments—earlier.  This would allow management to evaluate why the assets are not generating enough return and take action to remedy the situation before it becomes a real problem.  

An EVA based bonus system will also help in evaluating executives’ performance over the course of the year by mitigating the reliance on traditional accounting-based performance measures such as net income. Dana’s current Board of Directors has selected “net income and return on invested capital (ROIC) as the corporate business criteria for determining 2004 bonuses” (Dana DEF 14A 15) and justify bonus payments “primarily on the success of Dana and/or its operating units in attaining specified levels of performance” ( Dana DEF 14A 14). An EVA based bonus system will help Dana’s board appropriately measure the “success” of Dana Corp. while shifting management’s focus from attaining performance goals unique to each operating unit to creating wealth that benefits the entire firm. 

In addition to annual EVA-based evaluations to measure management’s year-to-year performance, a long-term evaluation should be implemented based on the strategic direction of the firm determined by the Board and majority stockholders. Three year strategic goals should be carefully developed with an emphasis on long-term growth that would give management opportunities to additional bonus payments. Dana’s board currently “sets performance goals annually, based on the company’s short-term strategic direction and industry conditions” (Dana DEF 14A 14) which sacrifices the strategic growth of the firm for short-term success, thus running of the risk of making financial decisions that may benefit the firm in the short run at the expense of long-term profitability. Even when using an EVA analysis, it is important not to focus on year-to-year changes, especially in companies such as Dana where “neither the leverage nor the risk profile of the firm is stable, and can be changed by actions taken by the firm” (Stewart). 

When calculating an EVA based bonus, there are three general steps that must be followed.  The first step is to set the target EVA bonus.  This is usually put in terms as a percentage of salary and this percent increases at higher levels of employment.  For example, a vice president might have a target bonus of 80% of base salary while the CEO might have a target bonus of 150% of base salary.  After setting the target bonuses, the next step is to set the target EVA.  This target should be a dollar amount, and can be less than 0 if this would be an improvement over the previous year’s EVA.  To illustrate this, Dana’s 2005 EVA was -$1.829 billion; therefore, the target bonus for 2006 could be set at any amount greater than -$1.829 billion (Appendix C).  A leverage factor should also be included that determines how far actual EVA can fall below the target before the bonus goes to zero.  The idea here is that as long as management is creating any kind of wealth, they should still receive a portion of the bonus.  The last step is to actually determine the actual EVA bonus.  Bonuses for each employee can be calculated by using the following formula:  

Bonus = Base Salary x Bonus % x [1 + (Actual EVA—Target EVA)/Leverage Factor].

To demonstrate this process, a calculation of Dana’s CFO, Robert Richter is included.  His base salary is $530,000 (Dana DEF 14A 18). Assuming a target bonus percentage of 120% of base salary, a target EVA of -$1 billion, a leverage factor of $500 million, and an actual EVA of -$1.1 billion the EVA bonus is $508,800.

Dana’s current Executive Compensation Program merely goes so far as to “encourage senior executives to own and hold Dana stock” (Dana DEF 14A 16) which leaves stockholders at risk of leaving the company in the hands of executives who may not have a significant vested interest in the company, thus widening the gap in executive and shareholder motivations.  To assist in closing this gap, specific executive stock ownership requirements should be established.  Under this type of plan, executives are required to own a certain amount of the company’s stock (usually a multiple of base salary) within a certain amount of time.  For example, the CEO might have to own the market value of stock in the amount of 5 times his base salary within 5 years.  The executive’s ownership calculation does not include any unexercised options.  This ensures that the executive actually has a vested interest in the company just like a non-employee stockholder.  Since these requirements can sometimes be difficult to achieve, developing ways to assist management meet their requirements can prove to be beneficial.  One method is allowing executives to defer a portion of their EVA bonus by exchanging it for common stock.  When executives defer compensation, the company will match a portion of the amount deferred.  Another method used is essentially a loan which is used to purchase shares.  The incentive for executives to utilize this method is that a portion of the principal and interest due can be earned back if certain EVA goals are met (Herman Miller DEF 14A 25, 27).  

In conclusion, an EVA based bonus system and the implementation of executive stock ownership requirements would benefit Dana Corp. by ultimately aligning the interests of management and shareholders in creating and maximizing the firm’s value. The addition of EVA to traditional performance measurements will help the Board specify and accurately measure management’s decisions and their impact on the firm’s value.  The emphasis on long-term growth will encourage management to focus on the strategic direction of the firm and discourage sacrificing potential value-added projects in favor of the bottom line. 

Appendix A: Company Overview

Dana Corporation was initially incorporated in 1905 in New Jersey under the name ‘Spicer Universal Joint Manufacturing Company’. In 1928 it was relocated to its current headquarters in Toledo, Ohio and renamed to Dana Corporation. Dana is currently ranked #234 in the Fortune 500 companies list even though it filed for bankruptcy on March 3rd, 2006. Dana also ranks 15th in top 100 global automotive suppliers. The stock price has varied from “as high as $60 per share in 1998 to about $1 by the time bankruptcy was declared” (Wikipedia).

Products and Services
Dana Corporation is a major global player in the auto parts manufacturing industry, with worldwide sales topping $9 billion in 2004. It operates in 28 countries primarily in North America, Europe, South America and Asia-Pacific. Even though Dana’s sales outside the USA increased from 22% 5 years ago to 35% in 2004, Dana is still relatively far away from reaching its vision of having US sales equal the sales around the world by the year 2009 (Dana 10-k). Dana specializes in supplying parts for automotive, commercial and off-highway vehicles. The distribution of these in 2004 in the United States was: 60% automotive, 25% commercial vehicle and 15% off-highway (Dana 10-k). The main products for Dana include axle, driveshaft, engine, frame, chassis and transmission technologies. Of those, the axles are the most important product, constituting 43% of US sales, with driveshaft coming second at 14% (Dana 10-k).
Facilities and Employees
Overall, Dana owns 254 facilities around the world; of these 169 are manufacturing, 33 distribution and 52 sales branches and offices. Out of the 254 facilities, 142 are located in North America (Dana 10-k). However, due to the recent financial pressures and lack of funds, Dana plans to close three plants in North America and Australia. Dana employs 46,000 workers as of December 31st 2004, which represents a 35% reduction when compared to the 2001 numbers (Dana 10-k). These layoffs can be contributed to the restructuring efforts of the company. This trend can be expected to continue in the near future – there is an expectation of a further 5% cut in the workforce in 2005 (CBS News).

Industry Trends and Competitors
The main competitors of Dana Corporation in the United States include Delphi, Magna, Visteon and Rockwell. The whole transportation industry as well as auto parts manufacturers industry has struggled to achieve profits over the past couple of years. In the transportation industry, General Motors (one of the biggest customers of Dana) has announced its intensions to close plants in the United States along with cutting 25,000 jobs by 2008. The demand for products of Dana is derived from the demand for products of Dana’s customers (such as GM) and if these experience a drop in sales, Dana suffers as well. More specifically, in the auto manufacturers industry, Dana’s main competitor, Delphi, has filed for bankruptcy in October 2005. The future outlook does not look brighter either, with companies looking to cut costs by both laying off workers as well as outsourcing some of the activities overseas.

Customers
The fact that the European branch of Dana is largely unaffected by the bankruptcy problems of the US branch can be explained by the different customer base of these two (PR Newswire). The main customers of the US branch include ‘The Big Three’ of Detroit: for 2004, the sales to Ford accounted for 25% of all sales and sales to General Motors 11% (Dana 10-k). It therefore becomes clear that the financial troubles of these two companies were transferred pretty heavily onto Dana. On the other hand, about one third of business of the European branch comes from specialty vehicles and a portion of the remainder from various European manufacturers, such as Peugeot or Citroen. As a result, the overseas operations of Dana continue successfully, independently of the troubles of the American branch.

Suppliers
Dana Corporation uses a wide variety of raw materials in the manufacturing of its products. These products include steel and other products containing steel, forgings, castings and bearings (Dana 10-k). Other commodities used by Dana are aluminum, brass, copper and plastics. There is not one major supplier of these materials, Dana uses a variety of local suppliers in the respective territory of business. The names of specific suppliers have not been mentioned in Dana’s annual reports.
Appendix B: Financial Strength Ratios

	Financial Strength

	Company
Industry
Sector
S&P 500
Quick Ratio (MRQ)
0.42
1.38
1.49
1.35
Current Ratio (MRQ)
0.68
2.21
2.24
1.84
LT Debt to Equity (MRQ)
0.14
0.82
1.82
0.57
Total Debt to Equity (MRQ)
5.78
0.95
1.94
0.72
Interest Coverage (TTM)
-0.62
5.87
9.51
13.87

	
	
	
	


http://www.reuters.com

Appendix C: EVA Calculation ($Millions)

	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	
	

	Year
	2005
	2004

	Operating Profit
	($81)
	$170

	Plus:  Interest on Cash Balances
	35 
	9 

	          Goodwill Amortization
	0 
	0 

	          R&D Expense
	0 
	0 

	          Change in LIFO Provision
	0 
	0 

	Less:  Cash Taxes
	(935)
	205

	           Amortization of Capitalized R&D
	0 
	0 

	NOPAT (t)
	(981)
	$384 

	Cost of Capital, k(t)
	
	

	Cost of equity is r(e) = r(f) + Beta x MRP
	
	

	r(f) 
	4.61%
	4.85%

	Beta
	1.64 
	1.64

	MRP
	6%
	6%

	r(e)
	14.45%
	14.69%

	Cost of debt is r(BAT) = r (B) (1-Tc)
	
	

	r(B)
	6.33%
	9.09%

	Tc
	35%
	35%

	(1-Tc)
	65%
	65%

	r(BAT)
	4.11%
	5.91%

	Total Market Value of Equity and Debt
	
	

	Value of equity
	$2,599.5 
	$2,734.15 

	Value of debt
	$2,209 
	$3,098 

	Minority interests
	$123
	$96

	Weight of equity
	55.21%
	47.74%

	Weight of debt
	44.79%
	52.26%

	Cost of Capital = [(Xe)(r(e))*(Xd)(r(bat))]
	14.69%
	21.66%

	Capital(t-1)
	
	

	Operating Cash
	$634 
	$731 

	Plus:  Receivables
	$1,710 
	$1,374

	          Inventory 
	$907 
	$743

	          Other Current Assets
	$128 
	$259

	          Plant and Equipment
	$2,153 
	$2,210 

	          Intangible Assets
	$593 
	$558

	          Capitalized R&D
	$619.4 
	$450.4 

	          Other Assets
	$1,361 
	$1,013 

	Less:  Current Liabilities
	$2,330 
	$2,311 

	Capital(t-1)
	$5,775.4 
	$5027.4 

	Capital Charge
	$848.41 
	$1,088.93 

	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	($1,829)
	($705)


Sources:

Wharton Data Services

Mergent Online

Securities Exchange Commission
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