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Suggested Questions 
1. What is the possible meaning of the changes in stock price for Berkshire Hathaway and Scottish Power plc on the day of the acquisition announcement? Specifically, what does the $2.55 billion gain in Berkshire’s market value of equity imply about the intrinsic value of PacifiCorp?
The possible meaning of the changes in stock price for Berkshire Hathaway and Scottish Power Plc is because the deal created value for both buyers and sellers. Remember that after the acquisition Berkshire became more diversified.
The $2.55 billion gain in Berkshire’s market value of equity implied that the intrinsic value of PacifiCorp was good because it fell within the range of competitors based on the following calculations:

$2.55 billion / 312/18 million = $8.17 – Berkshire is willing to pay this premium for each share of PacifiCorp

5.1 billion / 312.18 million = $16.30 per share of PacifiCorp

$8.17 + 16.30 = $24.47 (see Exhibit 9) 

The possible explanations in the change in stock price for Berkshire would be; investors invested based on the behavioral finance theory which suggests that their investments are driven by psychological factors. The assumption is that Mr. Buffet is the guru of investment and a very good investor. Also, the financial statements of march 2005 shows that the book value of PacifiCorp = 3377.1 Billions/312.12 million shares =$10.82 per share. However, the increase of 2.17 billion dollars at the day of the announcements of Berkshire implies that that true value of PacifiCorp should be higher if we divide the 2.17 billion /312.12 million shares we have that the PacifiCorp share should have a $ 6.95 dollar value higher.
2. Based on the multiples for comparable regulated utilities, what is the range of possible values for PacifiCorp? What questions might you have about this range?
The range of possible values for PacifiCorp can be extracted in Exhibit 10.

              i. Revenue median of $6.252 Billion, mean of $6.584 Billion.

             ii. EBIT median of $8.775 Billion, mean of $9.289 Billion.

            iii. EBITDA median of $9.023 Billion, mean of $9.076 Billion.

             iv. Net Income median of $7.596 Billion, mean of $7.553 Billion.

              v. EPS median of $4.277 Billion, and a mean of $4.308 Billion.

             vi. Book value median of $5.904 Billion, mean of $5.678 Billion.

        Question about revenue; the implied value of PacifiCorp is giving impractical results for range of revenue as compared to EBIT, EBITDA, & Net income (Expected: Revenue > EBITDA > EBIT > NI).

3. Assess the bid for PacifiCorp. How does it compare with the firm’s intrinsic value? As an alternative, the instructor could suggest that students perform a simple discounted cash-flow (DCF) analysis.
If you use CAPM for the simple DCF analysis: K=rf+B(rm-rt)

      rf =5.762

K=5.762+.75(10.5-5.762)

      B=.75

=9.32%=Discount rate

      rm=10.5

      $5.1/(1+.0932)=$4.76 => it is in range of the rest of the comparable firms.

4. How well has Berkshire Hathaway performed? How well has it performed in the aggregate? What about its investment in MidAmerican Energy Holdings?
Berkshire Hathaway has performed brilliantly in the last 40 years. Berkshire's class A shares have been among the highest-priced shares on the New York Stock Exchange. They have never paid a dividend and they retained corporate earnings on its balance sheet in a manner that is impermissible for private investors and mutual funds. Also, Berkshire’s average annual growth in book value is 20.3% to its shareholders for the last 40 years.

Berkshire Hathaway has been outclassing the market since its commencement in 1965.   In 1977, the firm’s year end closing share price was $107; on May 24, 2005 the closing price on its Class A shares reached $85,500.  Berkshire has had an annual increase of wealth of 24% since 1965. It started to decline due to inflation, technological change, and stiff competition from foreigners.
In 2002 they owned 9.9% of the voting interest and 83.7% of the economic interest in the equity of MidAmerican.  This allowed them to have a major stake in the company without violating utility laws, which has proven to be successful for them.  According to Exhibit 6, MidAmerican Holdings had net earnings of $ 170 million in 2004, and $416 million in 2003 net earnings. MidAmerican had a net loss from 2003-2004. 

5. What is your assessment of Berkshire’s investments in Buffett’s Big Four: American Express, Coca-Cola, Gillette, and Wells Fargo?
Berkshire invested in well-established firms. They invested a lot of money for these investments and made substantial gains for their investment. The total cost to Berkshires investment in the Big 4 was $3.832 Billion, but the market value of their investment was $24.681 Billion.  This means that Berkshire’s current gain on their investment in the big 4 is $20.849 Billion.  Their gain is 5.44 times what they invested. They made the right decision for such brilliant investments.
6. From Warren Buffett’s perspective, what is the intrinsic value? Why is it accorded such importance? How is it estimated? What are the alternatives to intrinsic value? Why does Buffett reject them?
According to Mr. Buffet, intrinsic value is the present value of all future expected cash flows or performance. It is accorded such importance because its values are focused on the ability of the company to earn a return in excess of the cost of capital including the opportunity cost.

Alternatives to intrinsic value:

   1) Accounting profit.  Mr. Buffet assumes that the true value of a company is based on its intrinsic value and not on its accounting profit. The financial statements prepared by accountants are conformed around rules that do not adequately represent the economic reality of business.

   2) Technical analysis. Since Mr. Buffet believes in long term investment, he rejects the technical analysis that tries to predict the stock prices based on momentum of trends.

   3) Efficient market hypothesis. Mr. Buffet rejects the efficient market hypothesis theory (EHM). He believes that there are opportunities out there and investments should be based on the analysis of the company performance.

7. Critically assess Buffett’s investment philosophy. Be prepared to identify points where you agree and disagree with him.
Market diversification is very important which Mr. Buffet does not believe. For example, sometimes back the stock value of American Express ranged from $53 to $15 dollars in the following year resulting in a loss of 70 %. Also, there was a time when the market value of Wells Fargo was down by 65% (yahoo finance). If you compare those two companies with the S & P during that time it is only down by 40%. This means that market is a risk factor. I believe that Mr. Buffet has not had a situation in the economy such as the one that the country is having now. Even he, the guru of investments is losing money.

   I agree on his philosophy on investing behavior. It should not be driven by emotion or hunch but should be a well thought out plan that came about by information, analysis and self-discipline. If you go by hunch or emotion then anyone can work you up and sell you the worst deal of your life, but make you think it is the best one you will ever get.

   I agree with his belief on the alignment of owners and investors. It is always a good thing when the owner has more than 50% of his net worth invested in the company because the goal would definitely be increasing shareholder wealth.
8. Should Berkshire Hathaway’s shareholders endorse the acquisition of PacifiCorp?
The Berkshire Hathaway shareholders should endorse the acquisition of PacifiCorp. It took a while for Mr. Buffet to finally invest their cash equivalents because he was looking for an “elephant" which is a company that makes significant gains. Factors that make it a good acquisition include the fact that PacifiCorp is a low-cost energy producer but has the biggest market share among the energy companies which is 1.6 million customers divided among 6 states plus the intrinsic value of the company is much higher than the market value of PacifiCorp.
_________________________________________________________________________________________

___________________________________________________________________________________________


