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Executive Summary

Dana Corp. is a worldwide manufacturer of a wide array of auto parts for automotive, commercial, and off-highway vehicle customers.  The company is a leading producer of axle, driveshaft, engine, frame, chassis, and transmission technologies.  It employs 46,000 people in 28 countries and is based in Toledo, Ohio.  On March 3, 2006, Dana filed for Chapter 11 bankruptcy.  Then on March 29, 2006, Dana received final approval for a $1.45 billion debtor-in-possession credit facility.  This arrangement will allow Dana to meet its current obligations to suppliers, employees, and customers (Dana.com). 

Leading up to this time, Dana has been experiencing a steep decline in its operating cash flows, which has declined 35.83 percent in 2003 to 78 percent in 2004.  Its negative cash equivalent account,  negative profit margin, negative return on equity, and negative quarterly revenues, in conjunction with the restructuring costs, point to a long road to recovery for Dana (Yahoo! Finance 2006).
Dana has faced continued decline in profits due to its customer concentration on Ford, GM, and DaimlerChrysler.  These three automakers make up 44 percent of Dana’s sales and are facing continuing decline in market share due to increased competition from foreign manufacturers (Dana’s Datamonitor Company Profile).  These manufacturers, in turn, have put cost-cutting pressures on Dana.  Ultimately, Dana could not withstand its

concentration on these troubled automakers.  Pending court approval and to help alleviate this problem, we propose a joint venture with SORL Auto Parts, Inc.  This company is based in China and has plans to expand and join with other auto parts manufacturers internationally (2005 SORL 10-K).  We propose that Dana join with SORL to manufacture auto parts in India.  India’s car and truck sales are on the rise, and factors contributing to this growth include low interest rates, greater access to consumer financing, and a reduction in local taxes (“Emerging Markets”).  Auto parts in India cost 25 to 30 percent less than in North America and Europe and, in turn, cost less to produce (CFO.com).  Dana has only three subsidiaries in India.  By increasing operations in India, Dana can take advantage of new markets, cheaper production costs, and the potential to diversify its client base.

Due to financial distress Dana has announced it is canceling its employee stock purchase plan (Dana.com).  This cost is easy to eliminate in Dana’s situation.  The company has also experienced increased executive turnover due to its various problems (Dana.com).  Currently, Dana’s executive compensation plan is based on net income and return on investment (2004 Proxy Statement).  We propose, pending court approval, that Dana initiates an EVA incentive-based system.  EVA consists of net operating profit after taxes less a charge for the capital employed to produce those profits (Stewart).  If Dana initiates an EVA incentive plan, the company will be less likely to lose its key employees from bankruptcy.

Introduction


Dana Corporation has many issues that must be addressed in order to regain a suitable position that will provide the company with a stable and profitable future. Dana intends to implement long-term solutions through the Chapter 11 reorganization process. Recently, Dana has secured a $1.45 billion in debtor-in-possession (DIP) financing (Dana.com). This step will be used for the company’s normal capital expenditures, such as employee wages, supplier payments, and other operating expenses (Dana.com).  In addition to working on those problems, Dana must determine what crucial elements within the company need to be altered or eliminated in order to relieve it from financial distress. One area that must be addressed is the accounting problems that caused financial restatements and delayed the fourth-quarter and the full year 2005 financial reports.  Solving this issue will create a base for Dana from which to develop strategies on how to turn around its negative profits. Once the company creates positive cash flows, it can start to pay off the debt accrued. 

The ultimate concern is what strategies should be implemented to allow Dana to reduce costs and produce positive cash flows.  Dana’s operating costs have climbed over the past couple of years.  Looking into new locations or ways to decrease costs by moving overseas may help Dana alleviate its cost and customer concentration issues.  Our recommendation regarding this problem can provide new sources of revenue while allowing Dana to reduce its manufacturing costs.

Looking into an EVA incentive plan may be a helpful area to focus on improving.  According to Stewart, EVA is the performance measure most directly linked to the creation of shareholder wealth over time.
Evidence over the past years suggests that Dana faces many challenges in turning around past failures. Looking at the cash flows from 2002-2004, one can see that Dana’s cash flows from operations have fallen each year by a significant amount. From 2002 to 2003, it dropped by 35.83 percent, and the following year it dropped approximately 78 percent (Yahoo! Finance Cash Flow).  If Dana continues this quick downward slope the probability of a turnaround decreases. Also, looking at changes in cash and cash equivalents reflects the struggles Dana has experienced.  From 2002 to 2003 there was a decrease, however, remained positive (Yahoo! Finance Cash Flow).  In 2004, cash and cash equivalents dropped to negative $101,000 (Yahoo! Finance Cash Flow).  Just this small amount of information demonstrates the struggle Dana will face in the upcoming years to become a profitable company again.


Another area that reflects the future struggles Dana will face is the key statistics based on the company’s financial data.  The profit margin for the year 2005 was a negative 18.42 percent (Yahoo! Finance Key Statistics).  The return on equity was a negative 81.70 percent (Yahoo! Finance Key Statistics).  Recent quarterly revenue growth was negative as well, at 13.30 percent (Yahoo! Finance Key Statistics). These figures demonstrate the extent of trouble Dana Corporation is in and will be dealing with over the years to come.  


Finally, recent reports on Dana Corporation add to our findings above: on March 22, 2006, Dana announced that its fourth-quarter 2005 net loss more than doubled in response to the many restructuring costs, sending shares down 5 percent (Yahoo! Finance “Dana Losses”).  Dana’s estimated reports indicated a quarterly net loss of $376 million, or $2.50 per share, as well as a loss of $231 million from continuing operations (Yahoo! Finance “Dana Losses”).  

These figures present the scope and challenge that Dana faces in turning itself around.  The following recommendations are intended to address specific problem areas the company faces.

Recommendation 1: Joint Venture with SORL Auto Parts, Inc.
This recommendation is outside the ordinary course of business, thus outside the DIP financing agreement approved on March 29, 2006.  For Dana to be able to obtain financing for the joint venture, all of the other creditors must be notified, and the court will have to approve the new financing (Cox, Bagley/Dauchy).  Typically, the institution providing the financing to Dana will want a superpriority lien on the money provided (Cox).  This action places the new creditor at the top of the list of priority creditors (Cox).  According to Jeffrey R. Cox, attorney specializing in Chapter 11 bankruptcies for Sheehy, Lovelace & Mayfield, P.C., obtaining court approval would be difficult but not impossible.  If the potential profitability for the joint venture could help Dana recover from its current financial position and reach long-term stability, the venture would be approved (Cox).
We propose that Dana enter into a joint venture with SORL Auto Parts, Inc., to manufacture and distribute auto parts in India.  One of Dana’s weaknesses is its concentrated client base in Ford, GM, and DaimlerChrysler (the Big 3) (Dana’s Datamonitor Company Profile). In 2004 these three automakers combined for 44 percent of sales.  While this fact can be viewed as a weakness for Dana, any loss of these sales could further damage Dana’s financial condition (Dana’s Datamonitor Company Profile).  The Big 3 have experienced decreasing market share due to the success of foreign light-vehicle manufacturers, thus putting pressure on their profitability.  Dana can continue to expect price reduction pressures from the Big 3 if this trend continues (2004 Dana 10-K).  North America accounted for 66 percent of 2004 sales, and Asia accounted for 7 percent; therefore, Dana has a significant opportunity to build on its operations in Asia (Hoover’s Company Records).  While Dana needs to make efforts to diversify its customer base, it also needs to find more efficient regions in which to manufacture its products.  Merrill Lynch analyst John Murphy wrote in a recent report, “The entire automotive value chain is just beginning a long restructuring process.  Dana's bankruptcy is likely just the tip of the iceberg given the burdensome high fixed cost structure facing the domestic auto industry” (“More Bankruptcies”). 
Currently, Dana is in the process of finalizing a joint venture with Donfeng Axle Co., Ltd. in China (2004 Dana 10-K).  The company currently has only three subsidiaries in India: Spicer India Limited, Dana India Private Limited, and Dana India Technical Centre Limited (April 4 SEC Disclosure).  Dana is clearly underinvested in the region. 
SORL Auto Parts, Inc., based in China, primarily manufactures automotive air brake valves and hydraulic brake valves mainly for the commercial vehicle market (sorl-autoparts.com).  It then distributes these products worldwide under various trademarks (sorl-autoparts.com).  SORL would be an advantageous company for Dana to join with because it is a stable, international company that is looking to expand.  There are three main points under SORL’s Strategic Plan that would be especially beneficial for Dana (2005 SORL 10-K).  First, with increasing demands for SORL products, it wants to expand facilities to meet these demands.  Second, they want to expand internationally.  SORL’s joint venture with the Ruili Group Ruian Auto Parts in China had an 83 percent growth in export sales, which contributed to 36 percent of SORL’s sales (2005 SORL 10-K).  SORL wants to find more opportunities internationally to contribute to sales.  Lastly, to accomplish the previous plans, SORL wants to set up strategic alliances and acquisitions of other automotive part manufacturers (2005 SORL 10-K). 

SORL’s net income and revenues have increased dramatically over the past year and look to remain stable throughout the upcoming years.  From 2004 to 2005, its revenues increased to $64.2 million, which was a 37.1 percent increase (SORL Press Release).  Its net income increased 3 percent to $4.9 million as well (SORL Press Release).  SORL’s CEO, Xiaoping Zhang, said “This was a successful year for SORL as measured by growth in our revenues, aftermarket sales, and exports. We have maintained our leading position in air brake valves for heavy-duty vehicles in China. We are accomplishing our goal of expanding globally and further penetrating the market in multiple arenas” (SORL Press Release). 

    Even though SORL is a fraction of Dana’s size, a joint venture with SORL would help Dana establish relationships with other automobile manufacturers in the region and help resolve its customer concentration problems.  Several statistics point to a burgeoning auto parts market in India.  India’s purchasing power is expected to increase dramatically due to a forecast of 5.5 percent increases in GDP from 2006 through 2020 (“Emerging Markets”).  India’s passenger car sales grew by double digits in 2003 and 2004 (“Emerging Markets”).  Furthermore, India anticipates a 10 to 12 percent increase in passenger car sales for 2006 (“Emerging Markets”).  Conditions contributing to this growth are low interest rates, greater access to consumer financing, and a reduction in local taxes (“Emerging Markets”).
India’s leading car manufacturer, Maruti Udyog Ltd. (MUL), is working close to its capacity and is planning to build another plant.  Other companies are taking notice of this opportunity as well.  Hyundai Motor India Ltd. is planning on doubling their production by 2007 (“Emerging Markets”).  Tata Motors, another leading company, is planning on a $1.8 billion capital expenditure over the next three years to improve its passenger and commercial vehicle portfolio (“Emerging Markets”).  Since 2000, car production has been on the rise in India, with especially steep growth from 2002 -2005 (Appendix B).  Also, production of trucks and buses (M & HCVs) has increased over the past few years (Appendix C).  Auto component production has risen as well, from $3 billion in 1997 to almost $7 billion in 2003 (Appendix D).  Auto parts accounted for $1 billion of India’s exports in 2003 (Appendix E).  That same year, auto part companies invested over $3 billion in India (Appendix F).  According to P. Balendran, vice president of General Motors India, auto parts in India cost 25 to 30 percent less than in North America or Europe (CFO.com).  GM announced that by 2008 it will source $1 billion worth of auto parts from India each year, according to Dow Jones (CFO.com).    


This year appears to be the best time for Dana to join with SORL to take advantage of this opportunity in India.  Auto part manufacturing is a growing industry, and such a move would be a great opportunity for Dana to alleviate cost-cutting pressures, reach new markets and, in turn, diversify its customer base.  SORL can provide expertise in conducting business in the South Asia region as well as contribute access to new customers.  Dana can provide its access to customers and a vast array of products with which the two companies can satisfy their respective plans. 
Recommendation 2: Implement an EVA Incentive Plan

Since Dana Corporation has recently filed for bankruptcy, a risk exists that key employees will leave and recently hired ones will quit.  Upon court approval, implementing an EVA (economic value added) incentive plan is a proven, successful way to encourage and hold on to key employees who might be swayed to join other companies.  EVA defined by Bennett Stewart, is a “financial performance measure that comes closer than any other to capturing the true economic profit of an enterprise” (Stewart).  

Management expert Peter Drucker describes EVA as “a vital measure of total factor productivity, one that reflects all the dimensions by which management can increase value” (Stewart).  Stern and Stewart say that the EVA bonus system is “designed to help companies retain and motivate good managers through bad times by giving them a renewed opportunity to earn a decent bonus if they can reverse the company’s fortune” (Chew 144).   

In the fall of 2005 Dana announced it will eliminate the employee stock purchase plan and take a number of other measures to reduce compensation costs (Dana.com).  Dana’s executive compensation consists of a base salary and bonuses based on net income, return on capital, and established Strategic Business Unit and division performance objectives linked to the corporate financial measures (2004 Proxy Statement).  This system is only a step towards EVA, and granting bonuses based on division performance encourages tunnel vision management that ultimately hurts stockholder interests. 
 Dana has experienced an influx of new executive officers in recent years.  Michael Burns became CEO on 2004.  Robert Richter recently resigned as CFO and has been replaced by Kenneth Hiltz.  Bruce Carver became CIO in 2004.  Paul Miller became Vice President of Purchasing in 2004.  Nick Strange joined Dana in 2005 as President of Heavy Vehicle, Technologies and Systems Group.  Tom Stone became President of Automotive Systems Group in 2005.  Ted Stenger has recently been named Chief Restructuring Officer (Dana.com).  While these new executives are trying to turn Dana around, there needs to be an adequate incentive plan to give these executives focus and motivation.   
In simplest form, EVA is net operating profit after taxes less a charge for the capital employed to produce those profits (required rate of return needed to compensate all of the firm’s investors, debt holders, and shareholders) (Stewart).  


Incentives and compensation bonuses are an easy cost to eliminate when making budget cuts for a corporation, however a risky one at that.  Studies from Stern Stewart have shown that companies with an EVA framework drastically outperform their competitors.  EVA incentive programs force the managers to act “with a sense of urgency in the short term but pursue a vision for the long term” (Chew 143).  


The common goal of Dana, as well as any other corporation, is to maximize stockholder value, and the EVA method channels everyone’s efforts toward that goal.  According to Stewart, three EVA related ways can increase shareholder value.  First, increase the return derived from assets already tied up in the business.  Do not invest any more capital on the balance sheet, and run the income statement more efficiently.  Second, invest additional capital and build Dana’s business as long as the return earned exceeds the cost of new capital.  Third, stop investing in activities that do not earn sufficient returns (Stewart).  Ways to accomplish this goal could be to improve operations in the plants, turn working capital faster, and sell some of Dana’s assets.  

Implementing EVA ownership and doing away with short-term bonuses linked to budgets and ratios can be taken care of in two simple steps according to Stern and Stewart.  The two components are (1) a cash bonus plan that simulates ownership; and (2) a leveraged stock option plan that confers actual ownership (Stewart).  Dana should initiate an EVA bonus system to instill motivation in management, prevent further key employees from leaving the company, and align company performance more closely with shareholder interests. 
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Appendix A
Overview of the Company

Divisions, Products and Services:  Dana operates in two segments: Automotive Systems Group (ASG) and Heavy Vehicle Technologies and Systems Group (HVTSG).  ASG manufacturers parts primarily for automotive and light vehicles and had sales of $6845 (millions) in 2004.  HVTSG manufactures parts for commercial and off-highway vehicles.  HVTSG had sales of $2304 (millions) in 2004 (2004 Dana 10-K).  Dana provides a wide array of products for light, commercial, and off-highway vehicles.  For automotive and light vehicles Dana produces chassis, drivetrain, engine, and structural parts.  Dana offers a complete line of front-steer, rear-drive, trailer, and auxiliary axles, driveshafts, suspensions and related systems, modules, and services for the world's commercial vehicle market.  Dana designs, manufactures, assembles, and markets axles, transaxles, driveshafts and end-fittings, transmissions, torque converters, electronic controls, brakes, and replacement parts for off-highway vehicles.  Dana also offers complete drivetrain systems for off-highway vehicles.  Dana provides replacement parts including axles, transmissions, driveshafts, universal joints, brakes, clutches, piston rings, engine bearings, gaskets, and engine parts through its brand extensions: Spicer, Clevite77, Victor Reinz, and Perfect Circle (Dana.com).
Facilities and Employees:  Dana operates technology, manufacturing, and customer-service facilities in 28 countries (Dana.com).  The Commercial division has 40 facilities along with five technical centers in 11 countries.  The Off-Highway division operates in 28 countries with 1000 vehicle assembly and manufacturing facilities and two global distribution canters. The Dana Off-Highway division also has 50 service centers serving over 100 countries.  Dana employs 46,000 people (Dana.com).
Industry Trends and Competitors:  The auto parts industry can be divided up into two groups.  The American companies are struggling due to heavy reliance on GM, Ford, and DaimlerChrysler.  These three are struggling due to waning demand, high pension and healthcare expenses, intense competition from Asian rivals, and skyrocketing fuel prices.  Thus, the American auto parts companies are struggling because a large portion of their business depends on these three car manufacturers.  Between September 2004 and March 2006 ten mid-sized to large suppliers of auto parts filed for Chapter 11 bankruptcy.  The other group, foreign parts manufacturers, is experiencing respectable growth, specifically those in Japan.  China’s explosive automotive growth might help cure the quandary of the American suppliers.  Parts manufacturers are flocking to China to establish subsidiaries and joint ventures to supply the parts needs of Ford, GM, DaimlerChrysler, Toyota, and Volkswagen.  Dana’s competitors include ArvinMeritor, Inc., Delphi, DENSO, Johnson Controls, Lear, Magna International, Robert Bosch, Valeo, and Visteon (Hoover’s Industry Snapshots).

Customers: Dana’s customers include General Motors, Ford, Daimler Chrysler, BMW, and Toyota (Hoover’s Company Records).  As a percentage of total sales, sales to Ford were 25 percent in 2004, and sales to General Motors were 11 percent (2004 Dana 10-K).  This is a serious area of concern for Dana, having 36 percent of sales coming from two customers.  Also, sales to Ford, General Motors and DaimlerChrysler accounted for 44 percent of sales in 2004 (2004 Dana 10-K).  There has been a profound effect on profitability because of continued price reduction pressure from these customers, due to their continuing struggle to hold market share against non-US automobile manufacturers (2004 Dana 10-K).  
Divestitures/Acquisitions:  In 2002, Dana completed a divestiture of several businesses with sales exceeding $500 million (2004 Dana 10-K).  In the last three years, Dana has divested businesses that reported sales of over $3 billion (2004 Dana 10-K).  Dana has divested its Automotive Aftermarket businesses and is in the process of divesting Dana Credit Corporation (DCC) (2004 Dana 10-K).  Dana is also divesting its non-core engine hard parts, fluid products, and pump products businesses with annual revenues of $1.3 billion (2006 Dana 8-K).  In 2002, Dana acquired GKN Ayra Cardan, S.A., a Spanish manufacturer of light duty driveshafts (2004 Dana 10-K).
Geographic Distribution of Sales:  Dana has administrative functions in North America, Europe, South America, and Asia (2004 Dana 10-K).  Operations facilities are located in 28 countries in the four regions mentioned (2004 Dana 10-K).  Non-U.S. sales were $3911 (millions), or 43 percent of 2004 consolidated sales (2004 Dana 10-K).  North America accounted for 66 percent of sales, Europe 19 percent, South America 7 percent, and Asia 7 % (2004 Dana 10-K).    

Executives:  Michael Burns became CEO in 2004 after serving 34 years with General Motors (Dana’s Datamonitor Company Profile).  Robert Richter retired as CFO on March 6, 2006, and Kenneth Hiltz replaced him on March 7.  Hiltz is also a Managing Director of AlixPartners, a financial advisory firm specializing in performance improvement and corporate turnarounds (Dana.com).  Ted Stenger was named Chief Restructuring Officer on March 6, 2006.  Stenger is also a Managing Director of AlixPartners (Dana.com).
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