Fin 544 Entrepreneurial and New Venture Financing
Assignment #3

Valuing the IPO of Amazon.com

Due:  Nov. 16th in class

1. The assignment can be done in groups. Each group should submit a written report for evaluation.

2. The group will be asked to value the IPO of Amazon.com.  The following information will be useful for determining the IPO price for Amazon.com.

For the purpose of our class, we will rely mostly on the information provided by the research report on Amazon.com by Ms. Meeker and Mr. Mahaney.  If information from other sources is used in the analysis, please indicate clearly the source of information in the report. 

a. On page 10 and 11 of the research report, you can find the annual income statement for the years 1995-2002 and balance sheet for the year 1998-2000.  The numbers for the years 2000-2002 are estimated numbers.

b. Construct the total cash flows generated by Amazon.com from the income statement and balance sheet for the period of 1998-2002 on page 10 and 11.

c. Find the terminal value of Amazon.com at the end of year 2002.  To obtain the terminal value, assume that the total cash flows after year 2002 will be growing at a constant rate (you may want to read through the research report to come up with a reasonable assumption on the growth rate).   The terminal value of Amazon.com at the end of year 2002 will be the present value of all future cash flows after 2002.  Please note that the (estimated) cash flows after 2002 will be a growing perpetuity.

d. Find the discount rate for the cash flows of Amazon.com.  The discount rate is the weighted average cost of capital (WACC).  Calculate the WACC based on the Amazon’s capital structure in 1999.  

d.1 To calculate the cost of equity for Amazon.com, obtain the return data from the course web page.  You should be able to determine the beta for Amazon.com from such data.

d.2 Use CAPM to determine the cost of equity for Amazon.com.  Assume that the risk free rate is 5% and the return on S&P 500 index is 10%.

d.3 Amazon.com issued notes in May 1998, January 1999, and February 2000. Assume a yield to maturity of 8% on the notes of Amazon.com.  The yield to maturity is the cost of debt.

e. Obtain the firm value as the present value of the cash flows for Amazon.com.  The value of stocks will be the difference between the firm value and the value of debt (with a present value of $1 billion at 1997). The per share stock value will be the IPO price.

