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Executive Summary

Dana Corp. is a major auto-parts supplier whose clientele includes all of the major auto-makers in America.  Their core business has been supplying America’s vehicles with drive trains, chassis, and other parts since the early 1900s.  However, recently Dana Corp. has come under hard times.  Citing a continuing drop in revenues due to loss of market share with Dana’s largest clients, higher raw material costs, rising energy costs, and an increasing cost of capital, Dana has incurred large amounts of debt and inadequate profits (Hopkins).  
We recommend that Dana Corp. initiates an incentive program that is tied to EVA.  One of the major advantages of compensating managers based on EVA is alignment of their interests with those of the stockholders.  By increasing shareholder wealth, managers increase their own profit through EVA compensation plans (Bhalla 19).  

Even though Dana has already entered Chapter 11 bankruptcy it is not too late to begin an EVA-incentive program.  In fact, now is the perfect time to begin a new type of compensation plan.  Skeel says “that key executives are increasingly given performance-based compensation packages in Chapter 11” and managers are given bonuses depending on how quickly the company gets out of restructuring (919).  A speedy restructuring can best be facilitated using EVA.  As EVA begins to increase, the cash flow profitability of the company begins to improve.  

By focusing on asset efficiency and making decisions that will benefit stockholders, managers will be able to inspire growth necessary to bring the company out of bankruptcy.  Currently, bonuses are determined for key Dana executives based on net income and return on invested capital (DEF 14A 15).  These benefits are based on accounting profits, not cash flows which causes problems further discussed later.  EVA is superior to the accounting method because it takes into account the time value of money and risk and return, and is based on cash flow, not accruals, so it provides a more realistic view of the company, and is tied more directly to the creation and/or destruction of shareholder wealth than accounting profit.  


Although Dana is going through a time of reorganization, they still have a responsibility to maximize the wealth of their stockholders.  Currently, Dana Corp. includes numerous companies whose business is not related to the parent company.  These extensions of Dana have overextended the company resulting in a lack of focus.  Because of the conglomerate structure employed by Dana, these smaller entities are unable to be effectively managed due to poor allocation of resources by top executives.  These companies would operate much more efficiently as separate entities under a closer management structure.  Dana has proposed selling off some of these businesses unrelated to the key business of Dana.  However, by spinning off these companies Dana can create a better position for both stockholders and management of both Dana and the new autonomous entities.  Spin-offs can add value in several ways: a spin-off allows for better valuation of assets, improved management incentives, and improved operating performance.   


By implementing an EVA compensation plan and spinning off divisions deviating from Dana’s core competency, Dana will soon be able to cover their debt and realize a growing business free from bankruptcy and a rebounded stock value.

Introduction

The automobile industry has become increasingly competitive over the last decade due to overseas companies penetrating the U.S. market.  Auto-makers as well as companies like Dana Corp. which supply them with essential parts have had trouble staying in business. Dana Corp.’s major corporate customers, General Motors and Ford Motor Company, have suffered a major loss in market share to Asian car companies, which has put a tremendous amount of pressure on Dana, forcing them to lower their prices. This competitiveness has forced Dana Corp. to cut production costs in the face of rising materials prices while concurrently lowering production levels. The global competition for the production of automobiles is expected to increase, especially since China is expected to soon penetrate the U.S. auto market. In order for Dana Corp. to continue to compete they have to find new ways to increase operating efficiency. 

Dana Corp. has seen a great decline in their stock price since its $60 high in 1998, and now Dana is under Chapter 11 bankruptcy protection struggling to reorganize their debt and stay in business. The company must find a way to create sustainable operating profits, and in order to for this to occur the company must find a way to encourage management to make better operating decisions that will result in higher profits and a higher stock price. Instead of keeping the current method of basing management’s incentives on net income and return on invested capital, it will be more beneficial to stockholders to tie management incentives to Economic Value Added (EVA).

Dana Corp. is currently undergoing a reorganization process and is considering selling off some of their 40 U.S. based subsidiaries that are not essential to the core business. This is an attempt increase shareholder wealth by eliminating some of their debt.   

Although selling off subsidiaries will help alleviate some of their debt, it may not be in the best interest of stockholders to do so. It may be possible for Dana to both eliminate debt and maximize shareholder wealth by spinning off those unnecessary subsidiaries instead of selling them off. By using spin-offs the company will be able to complete the transactions free of taxes, and put the subsidiaries in the hand of their own management (Ross). 

Recommendation 1: Tie Management Compensation to EVA
In response to filing for Chapter 11 reorganization, Dana Corp. needs strong, motivated leaders to improve operations.  Incentives tied to Economic Value Added (EVA) provide motivation to keep managers doing what is in the best interests of the company and its shareholders.  Increases in EVA result in higher market values for the firm, which lead to higher stock prices for the firm.  According to V. K. Bhalla, Dean of Management Studies, University of Delhi, EVA has helped various types of companies, including both high-growth and turnaround companies (20).  

Currently Dana executive bonuses are determined based on net income and return on invested capital (DEF 14A 15).  However, there are problems in using accounting numbers to determine executive incentives.  Accounting profit is based on accrual accounting, not cash flow.  Revenues are recognized when the earnings process is complete rather than when cash is collected.  Expenses are then matched with revenues per the matching principle.  Therefore accounting profit is not a proper measure of performance.  EVA is superior because it considers the time value of money as well as risk and return and is based on cash flows rather than accruals (EVA Lecture).  EVA relates more directly to the creation and/or destruction of shareholder wealth than does accounting profit.  EVA also allows everyone involved in the firm to be rallied around one measure of performance that is relatively easy to understand (Stewart).  For this reason, Dana should implement EVA in calculating executive bonuses.

Baum, Sarver, and Strickland suggest in their article that measures of performance based on accounting measures only take into account the cost of debt.  EVA, on the other hand, also realizes the charge of the cost of common equity as well, providing a better measure of performance (82).  The Bhalla article focuses on corporate financial strategy and decision making.  One of the tools the article emphasizes for measuring performance is EVA.  According to Bhalla, by comparing profits with the cost of capital the firm is able to determine whether or not they are creating shareholder wealth, which is one of the main objectives of corporations (19).

One of the major advantages of EVA is its ability to align the interests of managers with those of shareholders.  By increasing shareholder wealth, managers also increase their own profit through EVA incentive plans (Bhalla 19).  By accomplishing this type of incentive plan Dana can eliminate the agency problem faced by other firms.  Bhalla suggests that bonuses for all levels of management should be based on EVA (19).

When instituting an EVA-based incentive program in a company one must first calculate past EVAs.  Based on Dana EVA calculations for previous periods it is apparent that EVA actually increased from 2003 to 2004 (Appendix B: Dana Corp. EVA).  This means that operations improved in 2004.  However, according to SEC filing of executive compensation, it becomes apparent that bonuses were actually lower in 2004 when operations improved than they were in 2003 (DEF 14A 18).  This exemplifies the fallacies of basing incentives on accounting numbers rather than EVA.  

Once EVA has been calculated for the past year one must decide on a target EVA that would likely be reached in the next year.  Then one must determine a bonus percentage and a leverage factor.  The leverage factor is simply how far actual EVA can fall below the target before the bonus goes to zero.  Ideally the Board of Directors—in consultation with management—will set the targets.  Once the targets are set the calculation is quite simple to determine using the following formula: 
Bonus = Base Salary x Bonus Percentage x {1 + [(Actual EVA – Target EVA)/ Leverage Factor]}
The result of this calculation is the amount that should be awarded to the employee as a bonus based on EVA performance (Agency Lecture).  Bhalla claims that “taking an EVA that is negative, and making it less negative, is every bit as valid a way to improve performance, create value and qualify managers for a bonus as would be taking a positive EVA business and making it more positive” (23).  Basically, any increase in EVA should be rewarded with some type of bonus.

Bonuses should not, however, be given to managers who simply create short-term gains at the end of the fiscal year.  One way to avoid this type of action is to institute “bonus banks” (Bhalla 27).  Bonus banks work by taking bonuses granted each year and depositing them into a “lockbox.”  Then, one-third of the balance in the bank is paid out to those who earned bonuses (Agency Lecture).  If actual EVA fails to live up to its targets, EVA bonuses in the bank will be forfeited.  By instituting a bonus bank, managers are forced to take a long-term view of the company and focus on creating shareholder value.  They also prevent losing key managers in low return years because of the smoothing effect of bonus bank incentives (Bhalla 28).

Even though Dana has already entered into Chapter 11 bankruptcy, it is not too late to begin an EVA-incentive program.  David A. Skeel Jr., Professor of Law, University of Pennsylvania, says “that key executives increasingly give performance-based compensation packages in Chapter 11.”  Managers are given bonuses depending on how quickly the company gets out of restructuring (919).  This can all be tied back to EVA.  As EVA begins to increase, the profitability of the company begins to improve, pulling the company out of Chapter 11 and increasing the stock price.

With a company as diversified as Dana, EVA will act as a measure to unify all managers’ actions to create shareholder wealth.  By basing management bonuses on EVA performance, key decision-makers are forced to make decisions that will be good for the company and shareholders as a whole.  By focusing on asset efficiency and making decisions that will benefit stockholders, managers will be able to achieve some degree of predictability in an industry plagued by economic uncertainty.

Recommendation 2:  Spin-offs


Despite going through a time of reorganization, Dana still has the responsibility of maximizing stockholder wealth.  While Dana could alleviate some debt burdens by selling off their subsidiaries not related to their core business, they will add greater value to their stockholders if they spin-off some subsidiaries instead.

Spin-offs and sell-offs are forms of corporate divestitures meant to help a corporation increase its corporate focus by eliminating unrelated business operations. In both circumstances the parent company removes a subsidiary, which is not directly connected to its core business.  Sell-offs remove a subsidiary by trading it to another entity for cash or other items of value.  A spin-off removes a subsidiary by issuing the subsidiary’s stock, held by the parent firm, to the stockholders.  The spun-off subsidiary becomes its own company, with its own management and operations (Ross 815).  

Instead of the parent corporation acquiring cash or assets that can be taxed, spin-offs can be tax free, saving the stockholders wealth.  Spin-offs can also add value in several other ways. A spin-off allows for better valuation of assets, improved management incentives, and improved operating performance.   

Dana’s core business is supplying auto-parts to automobile manufactures and many of their subsidiaries relate to this core business.  However, subsidiaries such as Dana Risk Management Services and Dana International Financing do not relate to Dana’s core business and are prime examples of how Dana could add value to their stockholders by spinning off these entities.

When a corporation, such as Dana, starts to take on operations outside their core business, it becomes difficult for analysts to accurately value the worth of the firm.  Analysts typically compare firms of a certain industry with other firms in the same field.  When a business expands into other industries no value can be accurately attributed to those divisions deviating from the core business.  By spinning off a subsidiary, this process allows the subsidiary’s stock to be traded freely and separately from the parent corporation’s stock thereby allowing the spun-off firm to be valued more precisely (Cusatis 593).

Spinning off firms can also add more value to stockholders by improving management incentives.  When a subsidiary, such as Dana International Financing, is only one small part of a huge corporation, it is easy for managers to be lost in the inefficiency and bureaucracy of the large company.  By spinning off a firm, power is moved from the top brass of the parent corporation and placed into the hands of the firm’s managers.  This decentralization of power allows managers to make a greater impact on the firm and can eliminate operating and managerial inefficiencies caused by being a part of the parent company.  Managers also become more motivated to improve performance because of their new power that gives them an incentive to add value to the smaller, more focused firm (Cusatis 592-3).

Spin-offs have also been proven to add value to stockholders wealth by improving the operating performance of both the parent and subsidiary firms.  As illustrated in Appendix B, once a parent firm spins off a subsidiary they are able to improve their company’s performance and bring it closer to industry averages.  The new firms that were once subsidiaries are able realize greater success due to the decentralization of power which allows managers to spend more money which would not have been allocated to them by a large bureaucratic organization on profitable activities such as capital expenditures.  This increase in capital allows them to expand their business and increase their operating income, adding to their bottom line (Cusatis 594-5).

Dana Financial Corp. would benefit most from a spin-off; it mirrors the reasons why General Motors spun-off its financial group, General Motors Acceptance Corporation.  Because of poor performance and returns of Dana Corp. their credit ratings have dropped significantly.  The loss of credit rating has made Dana International Financing unable to borrow and lend as much money.  With this loss in borrowing capacity Dana Financing will be unable to maintain its core business.   However, by spinning off Dana International Financing the new firm would receives a new credit rating and continues borrowing money at its usual rate.  This allows the new company to grow and maintain its profitability (Reichenstein).  

Conclusion
Dana Corp. must take drastic steps to recover from bankruptcy.  There are obviously problems associated with the way they have been operating as evidenced by decreasing market share, plummeting stock price, and decreasing margins.  While Dana has taken steps to reorganize the company all of their efforts thus far have been too little, but not too late.  There remains a hope for Dana to recover to operate as the primary supplier of quality auto parts to major manufacturers.  It is essential that Dana Corp. implement an EVA system to provide management a proper measure of success and to tie incentives to it promoting efficient profitable operation.  Also, Dana is a grossly overextended conglomeration.  By spinning off the divisions not operating within Dana’s core competency, Dana can add value to stockholders wealth by creating a more focused operation of both the parent and subsidiary firms.  Dana must take action to change and must do so quickly.  
Appendix A:  Company Overviewٱ
Dana Corp. is an auto parts manufacturer which supplies the auto industry with drive-train, axle, chassis, bearing, gasket, and brake line technology.  Founded in 1904 under the name Spicer Universal Joint Manufacturing Company on the basis of a single patent for a new type of universal joint by college student Clarence Spicer, the company grew with the automobile boom of the 20th Century.  The name changed in 1916 when financier and entrepreneur Charles Dana became president and treasurer.  In 1922, Dana Corp. joined the New York Stock Exchange and has enjoyed great success throughout the majority of its life reaching stock prices as high as $60 per share in 1998.  However, Dana Corp. has seen great decline—due to declining margins in their primary customers; Ford, General Motors, and other auto manufacturers—over the last several years and is now being reorganized under Chapter 11 bankruptcy protection.  On March 2, 2006, Dana Corp. was dropped from the Standard & Poor’s 500 with a stock price of $1 per share.

Under Chapter 11, Dana will continue to operate under the supervision of a New York bankruptcy court.  Involved in the restructuring are Dana as well as 40 of it’s subsidiaries in the United States.  Unaffected are Dana’s foreign counterparts which continue to operate as usual.  Dana has been granted by Citigroup, Bank of America, and JP Morgan Chase, debtor in possession financing of $1.45 billion to cover operating expenses.  This means that Dana will be able to maintain their property useful in continuing business operations even if there is a lien on it by a creditor.  According to chairman and C.E.O. Michael Burns, the restructuring will be a fundamental change in the way the business is run.  

In 2005, Dana Corp. had sales of $8,611 million which while it was an increase over the $7,775 million last year, did not cover expenses resulting in a net loss of $1,602 million as opposed to last year’s income of $62 million.  Part of the loss results from abnormal costs totaling $230 million such as divestitures totaling $123 million, a goodwill impairment of $53 million as well as other charges in the fourth quarter.  

Because of trending losses, part of Dana Corp.’s restructuring involves closing production facilities in Virginia, consolidating their operations with their factories in Kentucky and Mexico.  Other factories will be completely moved to countries with lower production costs.  Other areas will be streamlined in order to maximize efficiency by moving assembly or moving the bulk of production overseas freeing up principle American assembly lines.  Dana is also planning a five-percent reduction in workforce throughout the year.  

ٱ    All facts and figures included in Appendix A from www.dana.com.
Appendix B:  Growth Rate Statistics
	From The Corporate Finance: Where Theory Meets Practice pg. 595

	
	
	
	
	
	

	
	
	
	
	
	

	Table 2
	Growth Rate
	Adjusted Growth Rate
	
	
	

	Net Sales
	17%
	0%
	
	
	

	Operating Income
	17%
	7%
	
	
	

	Capital Expenditures
	0%
	-13%
	
	
	

	Total Assets
	14%
	2%
	
	
	

	
	
	
	
	
	

	Table 3
	Growth Rate
	Adjusted Growth Rate
	
	
	

	Net Sales
	55%
	15%
	
	
	

	Operating Income
	72%
	24%
	
	
	

	Capital Expenditures
	61%
	39%
	
	
	

	Total Assets
	53%
	20%
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	


	

	Appendix C:  Dana EVA

(all numbers in $US millions)

	
	
	
	
	

	
	2005*
	2004
	2003
	

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

	Operating Profit
	 $       (66.00)
	 $    241.00 
	 $    199.00 
	

	Plus:  Interest on Cash Balances
	 $        13.66 
	 $       5.14 
	 $       5.17 
	

	          Goodwill Amortization
	 $             -   
	 $           -   
	 $           -   
	

	          R&D Expense
	 $      287.00 
	 $    269.00 
	 $    252.00 
	

	          Change in LIFO Provision
	 $      114.00 
	 $    102.00 
	 $      91.00 
	

	Less:  Cash Taxes
	 $             -   
	 $     (43.00)
	 $     (63.00)
	

	           Amortization of Capitalized R&D
	 $             -   
	 $           -   
	 $           -   
	

	NOPAT (t)
	 $      348.66 
	 $    574.14 
	 $    484.17 
	

	Cost of Capital, k(t-1)
	
	
	
	

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

	r(f) 
	4.85%
	5.15%
	4.91%
	

	Beta
	1.6
	1.45
	1.35
	

	MRP
	6%
	6%
	6%
	

	r(e)
	14.45%
	13.85%
	13.01%
	

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

	r(B)
	5.92%
	5.96%
	7.03%
	

	Tc
	35%
	35%
	35%
	

	(1-Tc)
	65%
	65%
	65%
	

	r(BAT)
	3.85%
	3.87%
	4.57%
	

	Total Market Value of Equity and Debt
	
	
	
	

	Value of equity
	2720.4392
	 $ 2,823.31 
	 $ 1,854.04 
	

	Value of debt
	2209
	 $ 3,098.00 
	 $ 3,502.00 
	

	Weight of equity
	55%
	48%
	35%
	

	Weight of debt
	45%
	52%
	65%
	

	Cost of Capital = [(Xe)(r(e))*(Xd)(r(bat))]
	9.70%
	8.63%
	7.49%
	

	Capital(t-1)
	
	
	
	

	Operating Cash
	 $      634.00 
	 $    731.00 
	 $    571.00 
	

	Plus:  Receivables
	 $   1,266.00 
	 $ 1,048.00 
	 $ 1,348.00 
	

	          Inventory 
	 $      516.00 
	 $    487.00 
	 $    805.00 
	

	          Other Current Assets
	 $      128.00 
	 $    275.00 
	 $    246.00 
	

	          Plant and Equipment
	 $   2,153.00 
	 $ 2,210.00 
	 $ 2,556.00 
	

	          Intangible Assets
	 $      882.00 
	 $    847.00 
	 $    857.00 
	

	          Capitalized R&D
	 $             -   
	 $           -   
	 $           -   
	

	          Other Assets
	 $      800.00 
	 $    391.00 
	 $    474.00 
	

	Less:  Current Liabilities
	 $  (2,330.00)
	 $(2,311.00)
	 $(2,273.00)
	

	Capital(t-1)
	 $   4,049.00 
	 $ 3,678.00 
	 $ 4,584.00 
	

	Capital Charge
	 $      392.77 
	 $    317.38 
	 $    343.41 
	

	EVA=NOPAT(t) - k(t-1) * Capital(t-1)
	 $       (44.11)
	 $    256.76 
	 $    140.76 
	


* Some assumptions were used for 2005 since 2005 Annual Report has not yet been released

Sources of numbers used in calculations:

2002 and 2003 Value Line Investment Surveys

Dana Corp. Website

2003 and 2004 Dana Corp. Annual Report


Securities and Exchange Commission Website

Bloomberg Website




Wharton Data Research Service 
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