[image: image1.png]



Group 2
Rachelle Kaker

Joe Terry

Darrin Peters

Robert Timmons

John-Lloyd Gardner

Table of Contents

Executive Summary
3
Analysis and Recommendations
4
Works Cited
12
Appendix A: Company Overview
14
Appendix B: Uncorrected Ratios
17
Appendix C: Corrected Ratios
18
Appendix D: ICR Graph
19
Appendix E: Implied Volatility
20

Executive Summary
The plummet of Krispy Kreme’s stock price is a function of the skepticism investors have in the company.  The following plan is intended to reduce the uncertainty surrounding the companies stock and increase the net present value of future cash flows.

Recommendation 1 states that Krispy Kreme should continue closing stores with negative net present values.  In addition smaller outlets will be franchised.  This is a move less risky than corporate owned expansion and will likely produce positive cash flow.  Franchised stores will eventually replace whole selling to grocery and convenience stores, a strategy with a negative net present value due to erosion in sales at franchised or company owned stores.


Recommendation 1 resolves the problem surrounding high operating leverage in areas with low sales potential.  While these markets are profitable, high investments in buildings and equipment provide excess capacity at a high cost.  


In an attempt to reduce the uncertainty of Krispy Kreme’s stock recommendation 2 suggests that Krispy Kreme make a firm commitment to issue financial statements on a feasible date.  Many of the firm’s problems stem from inaccurate accounting data.  A confident and prompt restatement of earning would go a long way in resolving the agency problem that plagued the firm under former CEO Livengood.  The sooner accurate statements can be made available, the better.


Long run success is dependent on honest financial reporting and resolving other components of the agency problem.  Under the leadership of Stephen F. Cooper, many of these problems have been resolved.  However a myriad of legal clams against the company still have to be sorted through and financial statements must be filed.

Ratios


Krispy Kreme’s uncorrected financial statements show a gradual decay in activity ratios; however, most of these ratios are still considered strong (Appendix B). Short-term solvency ratios change significantly in 2003.  They appear to get stronger.  Before 2003 they are relatively constant (Appendix B).  This large change was possibly due to an exaggeration in Krispy Kreme’s cash position.  When net income was overstated, the exaggeration could have flowed over to the cash position.

However, Norris quoted turnaround specialist Cooper saying, “It looks like the company has a reasonable level of free cash flow, so I see no reason why this (Krispy Kreme) should be a bankruptcy candidate.”

The firm’s interest coverage ratio is shaped like a house top (Appendix D).  The interest coverage ratio rose rapidly from 2000 to 2002 when it peaked.  If these statements are correct Krispy Kreme was primarily equity financed during this period.  However, in 2003 there is a large decline in the interest coverage ratio of Krispy Kreme.  This was not necessarily a bad thing; however, it signaled a change in the company’s capital structure.  In 2002 Krispy Kreme was a growing company whose product was viewed as a novelty.  In 2003 as the company pushed rapidly to expand, the firm took on more debt.  

The problem with Krispy Kreme’s financial statements is that they are based on bad accounting data.  In an attempt to compensate for misstated earnings an estimated corrected income statement for Krispy Kreme was generated.  Net income for 2004 was cut by 6.2 million while expenses were left constant.  Nowell reported that Krispy Kreme officials believe that restated earnings will decrease net income by 5.2 to 6.2 million. While the revenue estimate for 2004 is unlikely to be correct, it is closer to reality than the value reported in Krispy Kreme’s 2004 10k statement.  With corrected financial statements the housetop shape of the firm’s interest coverage ratio may be even more exaggerated.  However, without legitimate financial statements, ratio analysis yields significantly less insight.
Activity ratios remain relatively stable for the last few years with the corrected financial statements.  These numbers may in fact decline when restated financial statements are issued.  This is a change from the increases in activity ratios reported on the 2004 10k statement.  The real mystery is Krispy Kreme’s cash position.  Krispy Kreme recently secured new debt financing improving its cash position, but 2005’s beginning cash position is still unknown.  A weaker cash balance than reported would cause short-term solvency ratios to decline.
Capital Structure

For now Krispy Kreme likely has enough cash to avoid bankruptcy.  Many potential improvements to the firm involve changing the structure of Krispy Kreme’s operations.  The goal of the following recommendations is to reduce risk, increase long-term cash flow and increase stock price. 
Operating Leverage

Krispy Kreme has done something that no other donut chain has; the company made a large capital investment in machinery to produce large quantities of donuts.  This works great in markets that can sustain a high level of demand.  However, for markets that only have a short burst of high demand, this structure is unprofitable in the long run.  Norris credits this partially to low carbohydrate diets.  A large capital investment creates a high degree of operating leverage.  If revenues are not high enough to pay fixed costs, the company loses money. 

In large metropolitan areas, a large Krispy Kreme donut outlet is profitable because there is enough demand to generate the revenue needed to pay fixed costs and provide profit.  However, Krispy Kreme has expanded into smaller markets where revenue is below the breakeven point.  This does not mean that these markets are unprofitable; it means that Krispy Kreme must alter the way it does business to make smaller markets profitable.

An alternative is to make donuts the traditional way, by hand.  This has the potential of eroding the Krispy Kreme image, however, a large percentage of sales go through other retail sites such as convenience stores or grocery stores.  In smaller markets opening smaller more traditional donut shops would certainly be profitable.  The demand for the product exists; however, it is not as large as originally planned.  

A second alternative would be to centralize operations regionally.  Donuts would not be as fresh, but Krispy Kreme would be able to utilize machinery and possibly reduce costs.  Fresh donuts could be trucked to retail sites from larger metropolitan areas.  Although this strategy would certainly lower production costs, it is very similar to what Krispy Kreme has already attempted to do.
The optimal strategy would be to close outlets in areas that expect to have projected negative net present values.  Stores with expected positive net present values will remain open and smaller Krispy Kreme outlets will be franchised in other areas.  Franchisees will have the incentive to find the optimal locations around the city and would provide the capital used for expansion.  This strategy has worked well for other chains such as Shipley’s.  The risk of eroding sales would be minimal since stores would be first franchised in areas without Krispy Kreme stores.  Wholesaling donuts or donut mix would provide revenue without the risks of expansion.
Krispy Kreme attempted to open several smaller outlets in Walmart stores.  These ventures were closed after profits fell short of expectations.  In the article “Krispy Kreme to close Wal-Mart Stores” Hughes reportedly denied this closure had anything to do with Dunkin’ Donut’s plan to open stores in Wal-Mart outlets.  These stores were never as profitable as larger Krispy Kreme stores, but according to the company in 2003 the stores were still profitable.

The failure of smaller franchised outlets is less likely.  Krispy Kreme in Wal-Mart was inconvenient for most people on the run.  A more convenient site would have a drive through window and be located in a high traffic area.  It is inconvenient to park in the Wal-Mart parking lot, walk inside and wait in line.  Smaller stores in convenient locations work for many other chains.

Franchising also reduces the risk associated with expansion.  It takes less capital to increase revenues.  Anytime a franchisee purchases a franchise there is a positive cash flow to Krispy Kreme.  In 2004 the firm did the exact opposite, paying large premiums to acquire franchised stores.  These excessive premiums were wastes of cash and transformed projects with positive net present values to projects that almost certainly had negative net present values.  
Krispy Kreme attempted to expand without varying its store size.  To achieve market penetration it attempted to sell its donuts in gas stations and grocery stores.  Krispy Kreme greatly exaggerated the success of this strategy.  Smaller outlets are the standard in the industry and greatly increase accessibility without eroding the firm’s image.
Krispy Kreme can salvage its reputation if it is willing to phase out wholesaling to grocery and convenience stores.  The alternative of franchising would allow Krispy Kreme’s image to become something that resembles its former status.   

According to Stephen Cooper, “the problem was that Krispy Kreme doughnuts lost their cult status because the company expanded rapidly without adjusting its marketing and merchandising accordingly.”  The company has already closed some of its 400 plus stores.  This is a stark contrast to the $150 million spent in 2004 buying back franchised stores.

The buyback was a mistake.  An excessive amount was paid to repurchase these franchised stores.  According to the Borrus article Krispy Kreme spent $11 million per store when one month before it was paying 6.5 million for similar stores.  To make matters worse, this sum was paid to former CEO Livengood’s ex-wife.  Paying these ridiculous premiums degraded Krispy Kreme’s cash position, although current financial statements may not reflect it.    

Therefore Recommendation 1

To resolve the problems associated with high operating leverage and premature expansion, closing stores with negative net present values and franchising smaller outlets is recommended.  In addition grocery and convenience store sales will be phased out.  
Agency Problem

The sale of the corporate jet by new leader, Stephen F. Cooper, proved to shareholders that he is serious about resolving the agency problem.  The jet was a perquisite that in the opinion of Cooper was excessive (Nutty Perk).  Investors have lost faith in the decisions of the former CEO.  Lawsuits, accounting probes, and padded sales all weakened the trust of investors, but with the former CEO Livengood gone, the trust of investors can be regained.  The agency problem can be resolved.

Former management made short cited decisions such building stores too large and expanding prematurely.  Padded revenues maximized wealth in the short run but in the long run caused a collapse in Krispy Kreme’s stock price.  These decisions have cost shareholders and bondholders dearly.   Financial distress, incorrect financial statements and other scandals have caused the value of Krispy Kreme’s shares to fall drastically.  Stock prices have gone as low at $5.05 and have recovered little.
It is critical for new management to be honest with shareholders and provide evidence of that commitment.  Accurate financial reporting is essential to restore the faith of shareholders.
Accounting Impacts on Stock Price

There are several reasons the value of the firm decreased.  Shareholders know that revenues and income were exaggerated on prior financial statements.  This depresses expected future cash flows.  The second source is the expected value of bankruptcy costs and other costs of financial distress increased when questions arose about Krispy Kreme’s accounting.  The third source is an increase in the required rate of return due to increased risk.

The most effective way of resolving this uncertainty is to issue financial statements as quickly as possible.  This will resolve much of the uncertainty surrounding the stock and decrease the required rate of return.  Even if earnings are substantially lower than originally stated, the long-run value of the firm will be maximized if shareholders have reasonable expectations about the future cash flows of Krispy Kreme.  Low earnings must inevitably be reported, and delaying does nothing to increase the long-term value of the firm.  New management will help regain shareholder confidence by quickly issuing legitimate financial statements.
According to Nowell, Krispy Kreme stated, “The company is not at this time able to predict when the Form 10k will be filed, but intends to file the report at the earliest practicable date.”  The article also points out that Krispy Kreme’s failure to file its quarterly report may constitute failure to comply with continued listing requirements of the New York Stock Exchange. 

The firm’s beta according to Yahoo Finance is .878.  This seems unrealistic considering the uncertainty of expected cash flow.  Considering the beta is based on historic returns of the stock it is likely that the risk of stock has changed.   

If the required rate of return for Krispy Kreme is defined with CAPM, the beta has surely increased to compensate for increased risk.  The non-issuance of financial statements creates an atmosphere of uncertainty.  Investors are unsure about exactly what they are getting.  As uncertainty increases, the required return on shares increases.  This depresses the stock price.


Another peculiarity of Krispy Kreme is that the weighted average of the imputed standard deviation on the firm’s calls is .44 (Appendix D).  The imputed standard deviation of the firm’s puts is .99, substantially higher.  This could be due to a bimodal distribution of expected return or a skewed distribution.  Both of these are symptoms of a belief that the stock is moving downward.  In addition yahoo finance reports that 55% of shares are held short.  Five percent is considered high.

This could mean that a large group of people believe Krispy Kreme’s stock will decline while a smaller group has the expectation that its stock price will increase within the next year.


On April 19, 2005 Krispy Kreme’s shares fell 9% after news on Friday that the firm would not meet the SEC April 30 deadline to file an annual report.  Pushing deadlines forward continues to cause the stock price to drop.  

Therefore Recommendation 2

Krispy Kreme must release its financial statements as quickly as possible to help drive down the required rate of return by reducing uncertainty and mitigate the agency problem.  Management will make a firm commitment to issue statements by a feasible date.

This commitment will mitigate the agency problem and when statements are released, uncertainty will be reduced.  This commitment will prove that Krispy Kreme’s new management is serious about their commitment to be honest with shareholders.  In addition, the firm will no longer be in danger of being kicked off the NYSE.  Being booted from the exchange would surely further depress the firm’s stock price. 
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Appendix A: Company Overview

Products and Services:


Krispy Kreme is a specialty retailer and manufacturer of doughnuts based out of North Carolina.  Best known for their “Hot Original Glazed” doughnut they also make over 12 other varieties and produce about 3 million doughnuts per day.  The doughnuts are also sold in supermarkets, convenience stores, and other retail outlets.  Full-service stores also offer coffee, milk, and other beverages to customers.  Krispy Kreme generates sales and income from three sources: company owned stores, franchise fees and royalties, and a vertically integrated supply chain (www.krispykreme.com).  
Customers:


Krispy Kreme’s market spreads across all demographics.  Their doughnuts are affordable and appeal to all customers through taste and quality.  New stores are generally built in markets with over 100,000 households (www.krispykreme.com).

Corporate Governance:

Krispy Kreme’s current officers are Stephen F. Cooper, CEO; Stephen G. Panagos, President and COO; James H. Morgan, chairman; and Michael C. Phalen, CFO.  Former chief executive, chairman, and president Scott A. Livengood stepped down January 18, 2005 (Nation’s Restaurant, vol. 12).  Livengood had been with the company for 28 years and was appointed president and chief executive in 1998.  The board of directors made the decision to change management after a number of shareholder lawsuits, financial losses, and federal investigations involving their accounting practices and profit forecasts.  Krispy Kreme hired two new leaders, Stephen Cooper and Stephen Panagos from financial and management consulting firm Kroll Zolfo Cooper LLC (KZC) (Lockyer).   Krispy Kreme will be paying a combined $1,455 an hour to KZC for the services of Cooper and Panagos.  A “success fee” is also being negotiated (Lockyer).  

Facilities and Operations:

Krispy Kreme has 389 stores in operation in 45 U.S. states and 6 countries.  They recently decreased their workforce in corporate, mix plant, equipment manufacturing, and distribution facilities by 25% and currently have 3,913 employees (www.prnewswire.com).  In 2003 Krispy Kreme began a test program to open stores inside of Wal-Mart stores but as of March 23, 2005 has decided to close 6 of the stores due to sub-par sales figures (Lloyd).

Every full-service store is specially designed with a “Doughnut Theater.”  This allows customers to watch fresh doughnuts being made through a glass viewing area.  Behind the glass viewing area is custom made doughnut-making equipment manufactured by Krispy Kreme.  This equipment is capable of producing anywhere from 2,400 to 6,000 dozen doughnuts per day.  Krispy Kreme maintains a vertically integrated supply chain by manufacturing their own doughnut mixes and doughnut-making equipment used by company owned and franchised stores (www.krispykreme.com).  

Corporate Activities:

Krispy Kreme has failed to release their 2004 financial statements as of the end of their fiscal year (February 1).  This pushed them into technical default on about $96 million in loans and letters of credit with their existing bank line.  Krispy Kreme has managed to extend the deadline several times to cure the default (Maremont).  They again missed their filing deadline with the SEC on April 15, 2005 (Krispy Kreme Franchisee).  As of April 4, 2005 Krispy Kreme closed on $225 million of new financing through Credit Suisse First Boston and Silver Point Finance LLC.  This money was used in part to pay off former creditors Wachovia Corp. and BB&T Corp.  The balance of the loan paid financing fees and added to the cash on the balance sheet (Lloyd).  Krispy Kreme also recently divested a corporate jet for $30.5 million in order to cut back on costs (Louis).


Kremeko Inc., a franchisee of Krispy Kreme in Canada, has filed for bankruptcy in Ontario.  Krispy Kreme owns a 40.6% interest in the company and has agreed to provide them with debtor-in-possession financing to allow them to operate during their restructuring (Krispy Kreme Franchisee).  

Competitors and Industry:

Krispy Kreme’s main competitors are other large chain doughnut shops such as Dunkin’ Donuts or Winchell’s.  They also compete for business from local doughnut and pastry shops that have been in the communities for many years.  Indirect competitors are other eating establishments people may go to for breakfast or coffee such as Starbucks or other similar establishments.  


Krispy Kreme has seen a loss in sales recently and former CEO, Livengood, blamed this on and industry wide decrease in doughnuts sales due to popularity of low-carb diets.  Krispy Kreme rival Dunkin’ Donuts reported that they had not seen a similar fall (Gagnier).  Overall, the restaurant industry has seen consistent growth for the last 30 years especially in bakery or deli-style fast food restaurants (BCRC Industry).  
Appendix B: KKD Uncorrected Ratios
	
	
	2000
	2001
	2002
	2003
	2004

	Short-term Solvency
	
	
	
	
	
	

	Current Ratio
	 =TCA/TCL
	1.39 
	1.77 
	1.94 
	2.36 
	2.59 

	Quick Ratio
	 =QA/TCL
	1.05 
	1.46 
	1.63 
	1.79 
	1.93 

	Activity
	
	
	
	
	
	

	Total Asset Turnover
	 =TOR/TA(A)
	
	2.18 
	1.85 
	1.48 
	1.24 

	Recieveables Turnover
	 =TOR/R(A)
	
	15.25 
	16.87 
	16.05 
	16.69 

	Average Collections Period
	 =DIP/RT
	
	23.93 
	21.64 
	22.75 
	21.86 

	Inventor Turnover Ratio
	 =COGS/I(A)
	
	22.78 
	22.49 
	18.83 
	19.06 

	Days in Inventory
	 =DIP/IT
	
	16.02 
	16.23 
	19.39 
	19.15 

	Financial Leverage
	
	
	
	
	
	

	Debt Ratio
	 =TD/TA
	0.26 
	0.04 
	0.05 
	0.18 
	0.23 

	Intrest Coverage Ratio
	 =EBIT/IE
	6.30 
	39.18 
	126.25 
	30.75 
	21.47 

	Profitability
	
	
	
	
	
	

	Net Profit Margin
	 =NI/TOR
	0.03 
	0.05 
	0.07 
	0.07 
	0.09 

	Gross Profit Margin
	 =EBIT/TOR
	0.04 
	0.08 
	0.11 
	0.11 
	0.14 

	Return on Assets
	 =NI/TA(A)
	
	0.11 
	0.12 
	0.10 
	0.11 

	Return on Equity
	 =NI/E(A)
	
	0.17 
	0.17 
	0.14 
	0.16 

	Payout Ratio
	 =CD/NI
	0.00 
	0.00 
	0.00 
	0.00 
	0.00 

	Retention Ratio
	 =RE/NI
	1.00 
	1.00 
	1.00 
	1.00 
	1.00 

	
	
	
	
	
	
	

	Sustainable Growth Rate
	 =ROE x RR
	0.17 
	0.17 
	0.14 
	0.16 


Appendix C: KKD Corrected Ratios
	
	
	2000
	2001
	2002
	2003
	2004

	Short-term Solvency
	
	
	
	
	
	

	Current Ratio
	 =TCA/TCL
	1.39 
	1.77 
	1.94 
	2.36 
	2.59 

	Quick Ratio
	 =QA/TCL
	1.05 
	1.46 
	1.63 
	1.79 
	1.93 

	Activity
	
	
	
	
	
	

	Total Asset Turnover
	 =TOR/TA(A)
	
	2.18 
	1.85 
	1.48 
	1.23 

	Recieveables Turnover
	 =TOR/R(A)
	
	15.25 
	16.87 
	16.05 
	16.54 

	Average Collections Period
	 =DIP/RT
	
	23.93 
	21.64 
	22.75 
	22.07 

	Inventor Turnover Ratio
	 =COGS/I(A)
	
	22.78 
	22.49 
	18.83 
	19.06 

	Days in Inventory
	 =DIP/IT
	
	16.02 
	16.23 
	19.39 
	19.15 

	Financial Leverage
	
	
	
	
	
	

	Debt Ratio
	 =TD/TA
	0.26 
	0.04 
	0.05 
	0.18 
	0.23 

	Intrest Coverage Ratio
	 =EBIT/IE
	6.30 
	15.60 
	27.90 
	35.92 
	58.02 

	Profitability
	
	
	
	
	
	

	Net Profit Margin
	 =NI/TOR
	0.03 
	0.05 
	0.07 
	0.07 
	0.08 

	Gross Profit Margin
	 =EBIT/TOR
	0.04 
	0.08 
	0.11 
	0.11 
	0.13 

	Return on Assets
	 =NI/TA(A)
	
	0.11 
	0.12 
	0.10 
	0.10 

	Return on Equity
	 =NI/E(A)
	
	0.17 
	0.17 
	0.14 
	0.14 

	Payout Ratio
	 =CD/NI
	0.00 
	0.00 
	0.00 
	0.00 
	0.00 

	Retention Ratio
	 =RE/NI
	1.00 
	1.00 
	1.00 
	1.00 
	1.00 

	
	
	
	
	
	
	

	Sustainable Growth Rate
	 =ROE x RR
	
	0.17 
	0.17 
	0.14 
	0.14 

	
	
	
	
	
	
	

	
	
	
	
	
	
	


Appendix D: Interest Coverage Ratio
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Appendix E: Implied Stock Volatility

(Some examples from April 15)
	$10 Call

	
	
	
	
	
	N(d)

	SD
	1.035
	
	d1
	0.162963916
	0.564727

	T
	0.75
	
	d2
	-0.733372377
	0.231666

	r
	0.0321
	
	
	
	

	S
	7.56
	
	
	Predicted
	Actual

	K
	10
	
	Call
	$2.01
	0.6

	y
	0
	
	
	
	

	
	
	
	
	
	

	
	
	
	Put
	$4.21
	4.2

	
	
	
	
	
	

	$7.50 Call

	
	
	
	
	
	N(d)

	SD
	0.95
	
	d1
	0.450309714
	0.673756

	T
	0.75
	
	d2
	-0.372414419
	0.354792

	r
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	Actual
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	$2.50
	1.25
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	$2.26
	2.25

	
	
	
	
	
	

	0.44
	1.035
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	0.95
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	0.72825
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