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EXECUTIVE SUMMARY
The purpose of this report is to evaluate the current situation of Krispy Kreme Doughnuts, Inc. and to discuss the reasons for such status.  We will also look at current strategies the company is taking to better the situation, and finally, submit some of our own recommendations for ways to maximize potential at Krispy Kreme.


Currently, Krispy Kreme faces many obstacles in operations and capital structure.  Recent SEC filing discrepancies have added to the existing lack of optimism among stockholders.  In addition, it appears that the money from loans made by the company to franchises has not been repaid at any type of acceptable rate.  One major reason for the decline in franchise sales is that Krispy Kreme has oversaturated the market.  This is made evident by nearly a 20% decrease in same store sales for the last quarter of fiscal 2004.  Also, the company has doubled its number of stores to nearly 150 from the 70 of three years ago.  They have also made large investments in off premise sales in convenient stores, supermarkets, etc.  


Krispy Kreme has begun to take positive action in recovering from recent hardships.  Starting at the top, the company hired Stephen F. Cooper to take over as CEO in hopes of energizing recovery efforts.  Specifically, Krispy Kreme has started to buy back franchises, slowed expansion significantly, and closed or relocated many unprofitable stores.  Another successful effort so far has been Krispy Kreme’s expansion into foreign markets.  In fact, the foreign markets have sustained growth in total revenue for the company in first quarter fiscal 2005 despite a considerable loss in total revenue from fourth quarter fiscal 2004.  


After evaluating the current situation at Krispy Kreme and analyzing the steps management has taken thus far in improvement efforts, we have come up with a few suggestions we feel will increase brand equity and stimulate free cash flows.  First of all, Krispy Kreme should halt expansion in developed and over-developed marketing channels.  This includes pulling out of the truck stop and grocery store channels which will reduce costs, and close stores that are returning no profit.  This will conceivably bring the company back to the physical status it had when it was performing its best.  Conversely, we encourage Krispy Kreme to continue expansion in to new markets; especially foreign markets which have proved profitable thus far.  Bankruptcy does not seem to be a viable option in this situation.  Reorganization would be the only possible benefit.  One last possible option, not the most recommended, would be for the company to sell all accounts receivable in order to increase cash and decrease the risk of not getting repaid by unaccountable franchise owners.  


The possibility of recovery for Krispy Kreme is feasible.  The key is to take small steps to get the company back on its feet.  From there, ownership can start efforts to pay off debt, increase sales, and initiate other activities that will return Krispy Kreme to its once superior status.
KRISPY KREME’S DILEMMA
Introduction
Krispy Kreme Doughnuts began on July 13, 1937, in Winston-Salem, North Carolina, when founder Vernon Rudolph started selling his unique doughnuts to local grocery stores.  Rudolph acquired the secret recipe from a French chef in New Orleans and after half a century, Krispy Kreme had developed its own doughnut mixing, making, and delivery systems; thus effectively standardizing Krispy Kreme’s signature doughnuts for mass production.  

When Vernon Rudolph died in 1973, the company fell on hard times and was bought out by Beatrice Foods Company in 1976.  In 1982, the Krispy Kreme name was repurchased by a small group of franchisees who revived the company’s goal of making a “hot doughnut experience”.  By the turn of the century, Krispy Kreme was experiencing rapid growth.  The company was incorporated after its IPO in April of 2000, and opened their first international store a year later.  

Unfortunately, Krispy Kreme has fallen on hard times again.  Languishing sales and legal fees stemming from accounting troubles and a subsequent federal probe have eaten away the company’s profits.  Early this year, Scott A. Livengood, the CEO who turned the company into a powerhouse in its industry, was forced out by the board of directors and Stephen F. Cooper, a restructuring specialist from Kroll Zolfo Cooper LLC., was brought in as the replacement.  Investors and fans of Krispy Kreme doughnuts are anxious to see if Mr. Cooper can revive the ailing company. 

Purpose, Scope, and Limitations

This report is going to explore the cause of Krispy Kreme’s dilemma, analyze the company’s current response, and consider possible solutions available to Krispy Kreme.  This paper covers the most current information available for Krispy Kreme as of April 19, 2005.  In order to be complete, this report must delve into the most recent financials for the company.  However, the company has not filed with the Securities and Exchange Commission for the fiscal year ended December 30, 2005, and has failed to submit the last three quarterly reports.  Furthermore, on April 19, 2005, Krispy Kreme submitted the following to the SEC:  

(a)            On April 18, 2005, the Audit Committee and management of Krispy Kreme Doughnuts, Inc. (the “Company”) concluded that, in addition to the Company’s financial statements for the fiscal year ended February 1, 2004 and the first three quarters of that fiscal year, the Company’s financial statements for the fiscal years ended January 28, 2001, February 3, 2002 and February 2, 2003, and for the first three quarters of the fiscal year ended January 30, 2005, should be restated to correct certain errors, and, accordingly, such financial statements should no longer be relied upon. The errors necessitating such restatement are described in the Form 12b-25 filed by the Company on April 18, 2005. A copy of the press release announcing this decision is attached hereto as Exhibit 99.1 and is 

hereby incorporated into this Item 4.02(a) by reference    

Accordingly, the following cannot be accurately relied upon as viable information nor should any of the assumptions or proposals be considered until further, more accurate information can be provided.
Sources and Methods of Literary Search

Information for this report was collected primarily from online resources such as DataMonitor, Yahoo Finance, Standard and Poor’s, Valueline.com, Lexis-Nexis Academic and The Wall Street Journal Online.  SEC filings were also gathered from the company’s website.  

Report Organization
To begin, this report recounts the events leading up to and causing the company’s current distress.  Then, as the problems are dealt with, the report suggests individual viable solutions and investigates their positive and negative effects.  Lastly, the report draws conclusions as to which proposals would be both practical and beneficial.  
KRISPY KREME’S DILEMMA

After years of healthy growth and steady expansion, Krispy Kreme embarked on an aggressive expansion in 2002.  After raising capital through large issues of debt, Krispy Kreme began the process of opening new markets, building new stores, and converting franchises to company stores.  As an example, Krispy Kreme bought out the rest of Golden Gate Doughnuts to secure 100% of the market developing rights for northern California.  Throughout the following three years, Krispy Kreme doubled the number of new stores opened each consecutive year; opening forty-nine stores in all (Annual 24).  Most of these new stores opened in new markets, while the stores which transferred ownership from franchise to corporate were in mature markets.


Sales of Krispy Kreme products increased steadily during the expansion, but did not produce a profit jump at the rate originally projected by the company.  Operating expenses also rose roughly proportional to sales - 35% increase in sales offset by a 33% increase in operating expenses (Annual 43).  The company was not getting the extra revenue it expected from opening new markets.  The fixed assets associated with the factory stores was approximately 70% of the stockholders net worth which means stockholders capital was tied up paying for plant and equipment.  The maintenance and operation of such equipment is a fixed cost increasing operating expenses for the company.   Another sign of high fixed costs came halfway through the 2004 fiscal year, as Krispy Kreme was experiencing a negative degree of operating leverage and combined leverage.  With a negative 2.14 degree of operating leverage and negative 2.48 degree of combined leverage, Krispy Kreme was bound to lose due to high fixed costs associated with aggressive store expansion.  Financial leverage was slightly positive as reported in August of 2004, but interest expense nearly doubled the amount of the same time in 2003 (10-Q 4).  During 2004, Krispy Kreme record losses on bad loans to its franchises off of the company’s revolver.  With large amounts of interest to be paid and internal funds from the expansion being swallowed by fixed costs in operating expenses, Krispy Kreme fell victim to its’ over expansion.  Starting in the second quarter of 2004, Krispy Kreme reported a net loss of $18.6 million.  Fixed costs for the company were too high, capital to pay interest on loans was scarce, and as reported by Krispy Kreme April 19, 2005, they continued to suffer a loss of income for the third and fourth quarters of 2004 (Loss 1).


Compounding the condition of Krispy Kreme, were rumors of cannibalization of sales between stores and off-premise locations.  Though no empirical data exists to prove or disprove sales cannibalization, the rumors persisted and Krispy Kreme began closing accounts with off-premise retailers such as Wal-mart (Conference 1).  Krispy Kreme’s consolidated joint ventures also recorded an equity loss of $973,000 over the first six months of operations in 2004 (10-Q 4).  

The company also cut its losses in 2004 when it decided to sell its Montana Mills operations.  The Montana Mills segment was operating at a loss of $1.4 million for the year 2004 after being acquired in 2003 by Krispy Kreme (Annual 23).


Further troubles arose for Krispy Kreme when Securities Exchange Commission launched a formal investigation over concerns arising from the company’s May 2004 profit warning.  The SEC was also investigating Krispy Kreme for the methods in which it repurchased certain franchises and over certain accounting methods which caused the company to restate several parts of its previous earning reports.  While the SEC investigation has yet to yield any definite legal action, investors who were already disappointed by depressed revenues were given another reason to be concerned about the company’s future.


The company’s problems continue to compound.  As of April 19, 2005, Krispy Kreme reports it suffered a net loss that spans three quarters of 2004.  Another signal to investors and creditors of the company’s problems, Krispy Kreme declined to state when it would be able to file its annual report for 2005 or submit restated earnings for 2004.  The only news Krispy Kreme did give investors was restated earnings would most likely drop nine to ten cents a share (Loss 1).  Investor confidence in Krispy Kreme has dropped as a result of these problems.  Krispy Kreme stock currently trades at just above seven dollars a share, their bonds are rated at junk status, and their market beta has dropped from 1.25 to .93. And as a final insult to injury, Krispy Kreme has announced as of April 19, 2005, all financial documents from 2001 are not to be used for financial analysis (Form 8-K 8).


The high fixed cots combined with burdening interest payments and maturing debt has pushed Krispy Kreme to the edge.  The SEC investigation, loss of investor confidence, and repudiation of the previous four years of financial information could possibly throw the company over the edge.  For the company to survive, it will need to make some serious changes and find a way to become profitable again very quickly.

KRISPY KREME’S CURRENT SOLUTIONS

Reckless growth and borrowing resulting in $146 million of debt and questionable liquidity along with growing industry competition have left shareholders in a bind and financial analysts wondering about stability and growth for the future.  As a result, Krispy Kreme’s shares have fallen nearly 90% from their high in August 2003.  Concerns are intensified by the recent SEC investigation into the company’s accounting practices (Standard & Poor’s).  On January 18, 2005 Stephen F. Cooper succeeded Scott A. Livengood as chief executive officer and announced Steven Panagos as chief operations officer.  This allowed Kroll Zolfo Copper to perform full management services likely to help increase profitability through cost reduction achieved primarily through closing underperforming stores. On February 29, 2005, Stephen Cooper announced a 25% cut in office staff (125) jobs in its corporate office, mixing plants, and manufacturing and distribution facilities (Standard & Poor’s).  Krispy Kreme’s share has improved by 15% since the transition of management.  Krispy Kreme has also reached an agreement between credit facility lenders not avoid defaulting on its current loans. 

KKD closed on a $225 million lending deal with investment bank Credit Suisse First Boston and Silver Point Finance LLC giving the struggling company some financial breathing room and temporarily avoiding threats of bankruptcy.  In response to the step forward, Steve Panagos responded, “With more liquidity and no near-term repayment deadline, we look forward to getting back to the business of selling doughnuts and coffee” (Mergent Online).  Capital from the new lending agreement was used to repay $90 million owed to its former creditors, including Wachovia Corporation. The deal also gives the Winston-Salem, North Carolina doughnut maker’s balance sheet an increase of current assets; especially cash.  The additional capital was used to pay fees and expenses and increase cash flows from operations. This short-term relief enabled Krispy Kreme to direct focus on operations.  

In March of this year, Courage Capital Management LLC, a hedge fund based in Nashville, Tennessee, disclosed to the SEC an increase in its holdings of Krispy Kreme from 1.4 million shares at the end of the fiscal year 2004 to 3.9 million shares.  The hedge fund also expressed its willingness to raise capital and ease Krispy Kreme’s financial burdens (MergentOnline).  Hunter Hall Investment Management Ltd, an Australian investment firm, bought four million shares of Krispy Kreme’s stock as well.  A big money manager, Hunter Hall has a traditional investment style of buying stock in businesses with lower share prices due to discretionary issues.

However, postponement on SEC filings regarding its past fiscal year’s financial statements have left investors and analysts disheartened about future earnings. 

RECOMMENDATION
Currently, Stephen F. Cooper and his restructuring firm, Kroll Zolfo Cooper, has found measures to help out profitability by reducing costs.  As of February 10, 2005, part of this short-term cost cutting procedure will be to reduce its workforce at its corporate office, mixing plant, and manufacturing and distribution facilities by approximately 25% (S&P’s).  In an interview, Mr. Cooper blamed Krispy Kreme’s problems, in part, on revenue shortfalls and on “explosive growth” that had outstripped the company’s support structures (Mark Maremont and Rick Brooks).

These acquisitions of new management may have helped increase its stock price from a record low of $5.05 in February 5, 2005 to a more stable price of $6.48 on April 20, 2005.  Nevertheless, sales stability is the key to overall profitability.  Managements new cost cutting strategy indicates that that Krispy Kreme is trying to make shareholders less worried about the company filing for Chapter 11 by increasing cash in order to make its interest payments.  Krispy Kreme also feels pressure to release re-audited financial statements for the fiscal year ending February 2004.  

Dumping the most unprofitable outlets will reduce debt and achieve a 3% growth with fewer stores.  By assuming the average sales per location is $1.75 million in fiscal 2005, Krispy Kreme will need to close 40 of its 400 stores in fiscal 2005 and another 30 in fiscal 2006, gradually reducing total stores to 330 (Bobby Shethia).  If this seems optimal to Krispy Kreme and investors, then why don’t they act immediately? It is because this solution only projects a boosts in margin percentages. Without growth in Krispy Kreme’s Manufacturing and Distribution, the highly profitable equipment division (29% of revenues) may drop due to the latest adjustments in derivative transactions between KKD and its subsidiaries (Standard & Poor’s).  To accurately gauge the company’s actual recognized revenue by selling the equipment to certain leased franchisees, accounting errors and such inaccuracies in lease-related improvements and a reversal of income tied to equipment sold to the franchisee, will need to be corrected 

The company has kept its SG&A expenses associated with day-to-day business activities to an average of 6.4% of sales in the growth years. These projections are accurate assuming SEC restatements are accurate and assuming a reduction of debt in fiscal ’06 and fiscal ’07.  Part of Krispy Kreme’s allure and reason for its premium pricing is the quality and freshness of its doughnuts. In concurrence with Krispy Kreme’s cuts in workforce by 25% in early February, the company is pulling back from convenience store/truck stop sales in an attempt to get customers back into the company’s own stores to strengthen its brand.  As a rehabilitation strategy from its previous channel distribution conflict, this proposal shows an optimistic return through its new markets.  These new markets have only opened a few of their initial stores, and have not yet begun off-premises sales.  These markets include small domestic openings, but they also include new extensions in Canada, England, Mexico, and Australia.  Evidence of the optimism is shown in the 4 % increase in annual revenue.  This increase is primarily due to an increase in company store revenues, as well as sales from New England Dough, LLC the consolidated joint venture partner of Krispy Kreme.  

Success in Krispy Kreme’s international markets shows potential since most of the undeveloped markets lie outside the United States.  However, an untapped opportunity still exists in the smaller cities and towns across the U.S.  These markets are beginning to be tapped in the Northwestern United States but, they still present the largest category of opportunity in terms of untapped people and markets.  By recommending an undeveloped project, which at this time shows stability from positive net present value, we are assuming Krispy Kreme has substantial revenue growth and positive earnings over the next five years. While it is hard to determine when there will be an interest in undeveloped markets; possible joint ventures, stabilized brand equity, and the closing non-profitable stores over the coming years will enable Krispy Kreme to pay off debt obligations and accumulate free cash flows.
APPENDIX 1: CORPORATE OVERVIEW

PRODUCTS

Krispy Kreme is a full service doughnut restaurant which offers freshly made doughnuts and a full line of beverages.  Since it’s inception in 1937, it has grown into a leading brand in the restaurant industry (“Investor Relations”).  Krispy Kreme makes 20 varieties of doughnuts and they produce their own unique coffees (Annual 20).  Krispy Kreme stores produce about 2.7 billion doughnuts a year, an average of about 7.5 million doughnuts a day (krispykreme.com).  Krispy Kreme is best known for its “Hot Original Glazed” doughnut.  A neon sign outside the store lights up every time they make a fresh batch.  

SUPPLIERS

Krispy Kreme supplies its own stores with everything needed to operate the essential aspects of its business.  The company does this through vertical integration.  One of their business units, Krispy Kreme Manufacturing and Distribution, produces all of their doughnut mix, coffee, and doughnut-making equipment.  Every Krispy Kreme store is required to purchase one of the doughnut-making equipment (Annual 20).

FACILITIES AND OPERATIONS

Krispy Kreme currently has 390 stores in operation throughout 45 states, Canada, Australia, Mexico, South Korea, and the United Kingdom (“Investor Relations”).  In addition to the stores, it also operates two manufacturing facilities and three distribution facilities.  It’s most recent manufacturing facility was opened in Effingham, Illinois in 2003, and tripled their doughnut-mix production capacity (Annual 20).  Krispy Kreme is divided up into four divisions:

· Company Store Operations represent Krispy Kreme’s company stores and consolidated joint ventures.  This segment accounted for 66% of revenues in fiscal year 2004.

· Franchise Operations consists of the associate program.  This segment accounted for 4% of revenues in fiscal year 2004.

· Krispy Kreme Manufacturing & Distribution represents the business unit that processes and distributes ingredients and that manufactures doughnut-making equipment.  This segment accounted for 29% of revenues in fiscal year 2004.

· Montana Mills was acquired by Krispy Kreme in April 2003, but has since been sold to Great Harvest Bread.  This segment accounted for 1% of revenues in fiscal year 2004 (“Stock Report”).

Krispy Kreme sells through two different channels: on-premise and off-premise.  On-premise sales include sales in the Krispy Kreme stores, as well as discounted products the company sells to organizations for fundraising purposes.  Off-premise sales include doughnuts sold on branded, unbranded, and private label basis to convenience stores and grocery stores (Annual 20).
CUSTOMERS

Krispy Kreme has focused on opening stores in markets of 100,000 households or more. However, the company is now looking into several options to permeate smaller markets with less than 100,000 households.  Krispy Kreme is also hoping to attract more customers in dual-income households.  They believe this growing market will increase doughnut sales across the board (Annual 21).

INDUSTRY TRENDS AND COMPETITORS

A growing trend among Americans is to eat away from the home.  According to the US Department of Agriculture, consumption of food outside of the home accounted for 46.9% of total food expenditures in 2003, up from 44.6% in 1990.  Doughnut sales are likely to increase with this trend as well as other forms of dining out (Industry Trends).  The industry is currently facing a more health-conscious customer.  With the recent fad of low-carbohydrate diets, the doughnut industry has been struggling.  Despite this increase in health-awareness, Krispy Kreme’s number of units sold increased by 24.7% in 2003.  In contrast, their biggest competitor, Dunkin Donuts, only increased their number by 11.9% (Current Environment).  Another threat facing the industry is elevated gasoline prices.  However, most industry indicators suggest this will not adversely affect positive earnings trends.  For example, the Restaurant Performance Index was at 101.7 in January.  This was a slight decrease from 103.1 in December, but still signifies a period of growth.  Also, the food and beverage index increased 0.1% in January, which is 2.8% higher than a year ago (Value Line).  Other competitors of Krispy Kreme include Starbucks, Diedrich Coffee, and Cinnabon (Hoover’s).
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APPENDIX 3: INCOME STATEMENT
	Krispy Kreme Doughnuts Inc

	Income Statement

	(in thousands)

	
	
	
	
	
	

	
	1/30/2000
	1/28/2001
	2/3/2002
	2/2/2003
	2/1/2004

	
	
	
	
	
	

	Total revenues
	220,243
	300,715
	394,354
	491,549
	665,592

	Operating expenses
	190,003
	250,690
	316,946
	381,489
	507,396

	General & administrative expenses
	14,856
	20,061
	27,562
	28,897
	36,912

	Depreciation & amortization expenses
	4,546
	6,457
	7,959
	12,271
	19,723

	Arbitration award
	-
	-
	-
	9,075
	-525

	Income (loss) from operation
	10,838
	23,507
	41,887
	59,817
	102,086

	Interest income
	293
	2,325
	2,980
	1,966
	921

	Interest expense
	1,525
	607
	337
	1,781
	4,409

	Equity earnings (loss) in joint ventures
	-
	-706
	-602
	-2,008
	-1,836

	Minority interest
	-
	716
	1,147
	2,287
	2,072

	Gain (loss) on sale of property & equipment
	-
	-20
	-235
	-934
	-13

	Income (loss) before income taxes
	9,606
	23,783
	42,546
	54,773
	94,677

	Current provision (benefit) for income taxes
	3,392
	7,390
	13,615
	19,663
	35,947

	Deferred provision (benefit) for income taxes
	258
	1,668
	2,553
	1,632
	1,643

	Provision (benefit) for income taxes
	3,650
	9,058
	16,168
	21,295
	37,590

	Net income (loss)
	5,956
	14,725
	26,378
	33,478
	57,087

	Weighted average shares outstanding-basic
	1,868.04
	49,183.92
	53,703
	55,092.54
	59,188

	Weighted average shares outstanding-diluted
	1,963.99
	53,655.49
	58,443
	59,492.37
	62,388

	Year end shares outstanding
	1,868
	51,832
	54,271
	56,295
	61,286

	Net income (loss) per share-basic
	3.188
	0.3
	0.49
	0.61
	0.96

	Net income (loss) per share-diluted
	3.188
	0.275
	0.45
	0.56
	0.92

	Total number of employees
	3,016
	3,200
	3,632
	3,913
	6,982

	Number of common stockholders
	146
	-
	-
	-
	186,600

	Depreciation & amortization
	4,546
	6,457
	7,959
	12,271
	-


APPENDIX 4: REVENUE CHART
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