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Executive Summary

Founded in 1937, Krispy Kreme Doughnuts has become the most revered doughnut brand in the U.S.  The red flashing sign spelling out “Hot Fresh Doughnuts” catapulted them into a pop culture icon. The “Original Glazed” doughnut, with its “finger lickin’” sweetness created a cult following among “on the go” Americans.  The doughnut produced by the exclusive Krispy Kreme machines, quickly differentiated them from the numerous smaller doughnut operations.   In the 60’s, Krispy Kreme started expanding into the Southeast. To date, they have expanded into 44 states, Canada, Mexico, U.K., Korea, and Australia.  Approximately 440 locations are said to produce 4,000 to 10,000 dozen doughnuts daily.  

Recently, Krispy Kreme has been paralyzed and put in financial peril mainly due to over- expansion by management in pursuit of more money.  Another poorly made decision adding to the problems was the decision to sell prepackaged doughnuts in supermarkets and convenience stores which has taken the novelty out of a Krispy Kreme doughnut. A convenient excuse of management has been to scapegoat the “low carb” craze as the culprit for slowing sales.  


In an attempt to bolster earnings, Krispy Kreme wanted to claim more of the profits from their franchisees, so they decided to repurchase existing franchises. The stores themselves were raking in major cash, while Krispy Kreme only saw 4-5 percent of the earnings. While this seemed to be a good idea, it was done too fast. They leveraged the company to a breaking point facing $146 million worth of debt. As a result, its stock has fallen more than 90% from its peak to $6.48 for the trading day ended April 19, 2005. Turn-around specialist Stephen Cooper was able to buy some time with desperation financing, and if he will heed our advice, earnings will once again be “Hot and Fresh."  

We have come up with several suggestions that enable Krispy Kreme to recover from the financial downturn they are currently experiencing. This must be done by keeping a stable management force, and also regaining the trust of the stockholders by posting steadily increasing earnings.  First, is the implementation of a short-term-retention bonus plan, and secondly a long-term-EVA bonus plan, followed by our earnings plan. These plans are designed to retain key employees, cut unnecessary perks, free up cash, and increase earnings.  Through the implementation of these plans, we believe that these bonuses will resolve stockholder-management conflict.  Management will then turn their focus to the core problems of the company instead of pursuing their hedonistic instinct.  As an end result, Krispy Kreme will realize a shift in stock prices thus bringing the company closer to recovery.  

Current Problems
Krispy Kreme faces a multitude of problems stemming from, among other things, poor management decisions.  More specifically, management has disregarded signs of too rapid expansion, engaged in questionable accounting practices and failed to recognize the effects of their wholesaling operations.  Management has continually denied that the company’s problems stem from its own actions and blame the recent decline in sales to the popularity of low-carb diets.  When examining Krispy Kreme’s financial situation, it becomes apparent that the slowing sales are not one of the main reasons for the collapse of Krispy Kreme.  When selling a novelty item such as Krispy Kreme doughnuts, management must be forward thinkers and realize that exceptional sales growth is not sustainable in the long run.  
With the idea that sales would continue to grow and be sustainable, Krispy Kreme’s management mistakenly made a decision to rapidly expand.  To date, with all of its problems being uncovered, Krispy Kreme continues to roll out an overly ambitious growth strategy.  Krispy Kreme’s main competitor, Dunkin’ Doughnuts, which operates ten times as many stores, plans to open an additional 125 stores over the next six years.  In comparison, Krispy Kreme plans to open 120 new stores in 2005 alone (Comment Wire).  Krispy Kreme’s goal is to try and increase revenues through expansion; however, it has not worked in the past, and future expansion is not advisable.  Krispy Kreme also has tried to wholesale its doughnuts, for example in grocery stores, and quickly has felt the residual effects of slumping sales in their own stores.  The company needs to stick to its original business model if any success is to be had.
Krispy Kreme acquired the Montana Mills Bread Company on the premise that it could carry its success in doughnut sales into the bread market.  Montana Mills was “bought for $41.9 million in stock in 2003” and Krispy Kreme “hoped to expand the 30 store chain and develop bakery cafes using a brand that generated the same cult-like devotion from fans as its own glazed doughnuts” (Forbes).  As a result of this acquisition, Krispy Kreme shifted its focus away from its core competencies and consequently registered its first quarterly loss as a public company.   This loss was a result of $41.8 million in charges, mostly related to the Montana Mills Chain.
Last May, Krispy Kreme shareholders filed a law suit against the company, alleging that senior management had disregarded signs that the company had expanded too quickly.  Additionally, a class action law suit against Krispy Kreme’s management was filed in April 2005, alleging that the company had breached its fiduciary duty of managing the firm’s Retirement Savings Plan.  Increasing legal costs could become a serious problem for Krispy Kreme and, depending on the outcome; the company may be required to pay significant damages.  Even if it is not held liable for any damages, the suit’s indirect effects have manifested themselves in the way investors and analysts view the company.
Perhaps the most significant problem Krispy Kreme faces is the SEC accusations of “questionable” accounting practices.  Company documents show that Krispy Kreme has reported spending as “so called intangible assets” which they do not amortize.  This practice has resulted in much higher stated earnings than if the assets had been written off.  Robert Miceli, an analyst from Scottsdale, Arizona with Camelback Research Alliance, calls Krispy Kreme’s accounting for franchise acquisitions the most aggressive they have found (Business Week Online).  
In the past four years, Krispy Kreme’s debt has skyrocketed from $22 million to $135 million, largely because of all the franchise acquisitions.  This rapid expansion has been funded primarily by loans.  Krispy Kreme was in serious risk of defaulting on many loans but was fortunate enough to further leverage itself and push-back some of its deadlines.  The company was able to do this with a $225 million loan from Credit Suisse First Boston and Silver Point Finance LLC.  The proceeds were used to pay back nearly $90 million owed to existing creditors.  Lenders have been more than tolerant of Krispy Kreme’s delinquent financial statement filing.  The last time Krispy Kreme released its financial statements was February 2004, and it is not expected to release new ones until October 2005.  

Perhaps the reason for these problems is the conflict between stockholders and managers.  The management of Krispy Kreme tried to grow the firm larger than what was optimal for shareholders.  Managers wanted to increase the size of the company because of the prestige, power, and perks.  A prime example of one of these perks is Krispy Kreme’s Corporate Jet, which corporate turnaround specialist Stephen Cooper called a “nutty perk” (CANOE Money).  Cooper has already axed the corporate jet, saving the company $3 million annually. In an additional cost cutting move, Krispy Kreme filed with a Canadian court to restructure KremeCo. in which it holds a 40 percent stake.  In addition to solutions already underway, we propose additional ideas that will help to ensure a rich future for Krispy Kreme.
Solutions
Over expansion is the main problem that faces Krispy Kreme. Management has not taken into account what is best for the company as a whole. First off, Krispy Kreme’s top management’s salaries have been based on individual performance, earnings growth, and increase of individual responsibilities. Krispy Kreme gives excessive employee perks such as automobile allowances, club dues, use of corporate air transportation, and tax and estate planning services. These perks’ costs are approaching a million dollars over the past two years (KKD proxy statements). Management also has no set standard for making executive decisions. Although Krispy Kreme shareholders assume management will make decisions to better benefit the company, management appears to have made decisions in their own interests. By setting their salaries and granting individual perks based on earnings growth, management has made misleading decisions and caused over expansion. We feel that short-term and long-term incentive compensation plans, as well as an earnings plan will align management and stock holders’ interests and cease over expansion. 

Short-Term-Retention Bonus Plan

The goals of the short-term retention bonus plan are to retain executive and key employees, to reduce the risk of uncertainty, and to increase management ownership in common stock.  We are aware of the fact that there is a chance Krispy Kreme might have to file for Chapter 11 if its financial distress is not remedied. Since rumors have been spread concerning bankruptcy, mid to top level employees could be frightened of the idea of not being employed. Because of this, employees might think their only option is to seek employment elsewhere. If these key employees are lost, the chances of turning the company around will be slim to none. We feel in order to address this issue; a short-term retention bonus plan should be implemented to provide incentives for employees to stay with the company by compensating them for their risk of an uncertain future. The Plan is set up to provide monetary benefits every six months, until the compensation committee determines otherwise, to employees that stay with Krispy Kreme. The compensation level for each employee will be based on the position of employment (regressive). 

Another problem that faces Krispy Kreme is that management does not own a sufficient amount of stock. Current information reveals that insiders are trading large portions of stock they currently own. These trends illustrate that management is unconfident in the companies’ future earnings as well as acting in its own self interest. As stated before, management over expanded which caused financial distress. Another goal of the retention bonus plan would be to provide an incentive to employees for holding on to their stock, as well as to motivate management to increase its ownership in the company. The reason for doing this is to better align the interests of both management and stock-holders. With management and stockholders interests on the same page theoretically, management will start making decisions that are more beneficial to the company, by maximizing the value of the firm. These decisions will lead to an increased stock value for all. Each specified period that management holds on to its stock, they will be paid accordingly based on the amount of shares they own. The following guidelines will have to be met in order for management to receive this compensation.
1. If an employee sells any number of shares to outsiders, he/she would have canceled the right to compensation.
2. This opportunity will exist until the Board of Directors votes otherwise.
3. All shares must be held for six months or more to qualify for compensation.

This plan will not only cause management to retain already owned shares, but will give them incentive to increase the number of shares that they own. This action will solve the manager/ stockholder conflict, and will cause the stock price to increase by showing that management has confidence in the company.  Higher volume and investor confidence will result in this plan. 

To fund the retention bonus plan, we will cut the excessive perks that management has been receiving. These perks include club dues, automobile allowances, estate and tax services, and private air transportation which totaled one million dollars over the last two years. These excess funds will be more than sufficient to fund the new retention bonus plan.

Long-term-EVA bonus plan

Last year salaries of top executives increased by ten percent which makes their base salaries slightly above the median percentile of base salaries paid for comparable positions within similar companies (KKD proxy statements). The increase in salaries is based on earning growth, personal performance, and increased responsibilities of the individual. We feel that this is an inadequate way of measuring salary increases because basing salaries off earnings growth has also given management a reason to expand quickly without paying attention to inventories and increasing expenses. Since 2001, evidence has shown that inventories have been building up on average (34.4%), faster than sale increases on average (30.4%) (Appendix –inventory versus sales).  Another reason why using earnings growth is misleading is because management is using false accounting information. Its false accounting methods, as well as accounting practices in general, have led Krispy Kreme to reward its employees based on overstated performance/earnings and to make poor management decisions such as over expanding. In general the accrual accounting method does not match cash flows, but matches expenses to revenues instead of recognizing when they are paid (Rich).
The new plan will call for a decrease in base salaries and an increase in the amount of compensation at risk based on the company’s EVA. This means that there could be very large upsides for the executives if the company improves it performance. The initial thought will be for employees to want to leave the company because their base salary is being lowered; but due to the large upside potential, employees will eventually see the payoff.  The potential upside will far out weigh the small decrease in base salary.  By lowering the base pay and having more of the compensation based on value added incentives, managers’ efforts will be better aligned with the interest of the well being of the company. Stern Stuart says that EVA eliminates economic distortions and GAAP such as expensing out lays or taking special restructuring charges for what are really investments in improved operating performance.  EVA forces management to take a real look at economic results instead of accounting results.  Companies that have an EVA framework and incentive compensation outperform their competitors.  EVA will not only improve the quantitative data of the company, but will also help in the development of the company management framework.  Having EVA criteria will arm management with the knowledge and tools to better manage the company by establishing a strong criterion for decisions.  Less time will be spent on making decisions as well as knowing what projects to undertake by better understanding what is good for the company.  In the future, management will be better at evaluating business opportunities, freeing up much needed time.  Management can better spend this time searching for opportunities instead of bailing itself out of trouble.

We have come to the conclusion that the past and current management has taken on numerous negative net present value projects due to their obsession with growth.  In the past it seems that management has grown the company by only focusing on the upside potential of earnings growth and ignoring all down sides to be faced at a later date.  EVA is the solution that requires them to look at current and long term costs, time value of money, and how money can better serve them elsewhere. 

The rewards consist of the added value which each employee contributes to the success of Krispy Kreme. EVA bonuses are affected by positive NPV projects.  It seems that the current management has exhausted many of these possibilities.  This new implementation will cause Krispy Kreme’s management to think outside the box and to find other ways to add value, either through core business improvements or by doing something that is cost effective and allows them to increase growth.  In its early years, McDonalds grew at a huge rate with great popularity.  After some time, revenues slowed and its management found the solution to this adversity by simply installing drive through widows to keep up with the changing, fast paced world (Peter Lynch).  That is not to say that all Krispy Kreme needs is to install drive thru windows, but they certainly do need to think simply, cost effectively, and to produce something linked to their core business that adds value.

The EVA bonus payout will be set up with an EVA bonus bank. The target EVA bonus will be determined at the end of each fiscal year.  The new target will be set at the beginning of each year and will take into account recessions and other economic cycles so that the EVA bonus will be realistic and attainable.  Each employee will receive a set percent of the EVA bonus which will be based on his/her position in the company as well as a blind 360 peer evaluation which will lead to pay for individual efforts.  If a given employee is outstanding and his peers acknowledge this, he will receive some of the extra bonus pot that is available.  The 360 peer evaluation will help create a team like atmosphere where individual accomplishments will benefit the entire firm.  All employees will benefit from a growing EVA by having set percentages of the bonus.  This will not create negative competition among management because all will be positively impacted through the team’s actions.
Earnings
As stated prior, Krispy Kreme has been spending a great deal of money buying back franchises.  This action alone has been causing Krispy Kreme to spend hundreds of millions of dollars in order to accomplish this directive.  These actions are an attempt to increase their revenues by having a larger percentage of each stores profits.  It seems like a great idea but due to the already diminished cash position of Krispy Kreme they cannot afford to make another costly mistake.  Krispy Kreme needs all the free cash it can find in order to meet future debt payments and continue operations.  The reason why they need large amounts of free cash is because they must make their payments on the debt or they will be forced to file for Chapter 11.  In order to free up cash for the debt payments and to continue their core operations Krispy Kreme will need to cut their employee head count, cease growth, and sell off any operations that are unprofitable.  Currently Krispy Kreme has 5,131 employees and could stand to reduce this number by half (Yahoofinance.com).  This action would free much needed cash by saving on salaries, bonuses, insurance, and other benefits these employees receive.  This is not to say that the decrease in employees will not add responsibilities to the employees that remain; but the business will be more lean, tight, and agile.  Employees will be expected to produce, and the corporate like atmosphere that is full of bureaucracy, slow processes, and excessive pay will be abolished.  This is one way to cut costs that the company does not need.  Decreasing employees and implementing the short-term retention bonus plan we believe will create success.

Another step that Krispy Kreme needs to consider is to cease growth for the time being and sell off unprofitable operations mainly found in their subsidiary companies.  The action of ceasing growth will free cash, stop hurtful growth, and cause management to focus on what they do best, which is selling doughnuts.  The selling of subsidiaries will lower expenses which will raise earnings and free cash.  If these subsidiaries are sold at a loss the company will be able to carry back the loss to more profitable years where they can benefit for tax savings.  The other option is if the loss is too great to be absorbed, they can carry the loss forward for twenty years to offset future gains.  The main goal of these solutions is to cut costs (increase earnings), free cash for operations, service debt payments, create a lean organization, and shift the focus back to core competencies.  

Conclusion

Krispy Kreme’s top executives have engaged in poor decision making leading to financial distress. By using bad accounting information management has led the company to over expansion, as well as causing conflict between stockholders and management. While long-term decision making was based on earnings growth, management looked past what the downside effect are of quick expansion.  Because management wanted more power, pay, prestige, and perks, they chose manipulate the numbers to support their actions.  Our plan will change the way management thinks by restructuring the way they receive their pays and bonuses. We will encourage management to own more stock, which will solve the stockholder-management conflict. We also have a long-term plan that will force management to base their decisions off of EVA instead of earnings growth. Management will then make better informed decisions, on monetary and operational aspects. We feel that the earning solutions along with the short and long-term plans will restore Krispy Kreme to the industry leader it once was.
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