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Executive Summary


Enesco Group, Inc. is a global producer of home accessories / décor products, collectibles, and various other fine gifts.  Porcelain figurines, ornaments, candles, tableware, music boxes, wall décor, and accent furniture are among the many types of products offered.  Enesco is in the consumer goods industry and serves a wide array of customers such as national gift chains, independent retailers, military post exchanges, mass merchants, home television shopping networks, jewelry stores, department stores, and various catalogues.  There are manufacturing divisions located in the United States, Canada, Europe, and Asia; however, the corporate headquarters are in Illinois.  The Boyds Collection, Ltd. and Hallmark Cards, Inc. are Enesco’s main competitors.  

On July 27, 2005, NALED, the National Association of Limited Edition Dealers, presented Enesco with three prestigious awards during the 26th Annual Industry Achievements Award ceremony held in Chicago.  The honors included Inspirational Line of the Year (Foundations by Karen Hahn), Holiday Décor of the Year (Heartwood Creek Nativity by Jim Shore), and Artist of the Year (Jim Shore) (Gift Industry Bestows Honors On Enesco).  

Aside from the honors Enesco has received in the recent past, the company has been experiencing a drastic decline in their stock price as of May 4, 2004.  The problems began with the unexpected death of their President and CEO, Dan DalleMolle, who passed away in April 2004.  Due to this unfortunate circumstance, Enesco substantially increased the amount of debt within their company.   During the last 18 months, the company has created inefficiencies through the use financial leverage causing an 86% overall decline in market value.  From 2004 to 2005, Enesco’s financial statements reveal a -5.4% change in revenue.  These numbers include revenues and service fees from the Precious Moments product line, which was subsequently sold.  Without regard to Precious Moments, Enesco reveals a .5% increase in revenues from September 2004 to September 2005.  

To restore the value of the company, Enesco’s senior management needs to focus on decreasing financial leverage and using available earnings and equity to eliminate the current debt problems.  After a thorough analysis, it is apparent that economic value is being consumed rather than created for Enesco.  Increasing debt will increase volatility, which ultimately decreases the value of the company.  This is not the best decision for Enesco, considering their current conditions.  Although increasing debt will provide a tax shield on the deductible interest expense, the effects of this tax shield do not outweigh the possible effects of increasing volatility and decreasing value.  Enesco has previously set forth several initiatives that have increased revenues and enhanced overall operations.  These improvements will create cash flows that can be used to retire existing debt.  As long as existing debt is eliminated and there is no additional debt created, Enesco will eventually reduce their financial leverage inefficiencies and increase the overall value of their company.    

Proposal

Enesco Group, Inc., an Illinois-based company within the gift, home décor, garden accessories and collectibles industry gained attention last year when their President and CEO, Dan DalleMolle passed away unexpectedly in April 2004.  Upon his death, Enesco began an attempt to “rightly align” their business (Enesco 2004 Annual Report).  This has led to a turnover of four CEO’s between April 2004 and January 2005, a turnover of three Chief Financial Officers from August 2004 to January 2005, and a multitude of changes concerning key functional leadership positions (Q3 2005 Press Conference).  As a result, the company has suffered from higher management costs and initial inefficiencies due to lack of leadership.  From its high of $13.30 in May 2004, Enesco’s stock price has plummeted to $1.70 on November 2005, revealing the company’s need of a complete overhaul.

In May 2005, Enesco’s divesture of Precious Moments (PM) and the resulting effects on revenues initially make the company’s revenues look lower.  (Enesco Q2 10-K SEC Filing)  When comparing revenue from September 30, 2004 to September 30, 2005, the initial outcome appears to be a -5.4% change.  When the PM revenues and service fees are removed, the resulting change from 2004 to 2005 revenues is a .5% increase.  See Appendix D, under Net Revenues As Reported (Enesco 2004 Annual Report). Enesco’s leadership implemented a plan to decrease all unnecessary operating expenses.  This included the divesture of PM after the declining sales for PM made the venture unprofitable if continued.  (Enesco Group, Inc.: Comprehensive Plan for Operating Improvement)  Appendix C clearly depicts how excluding PM helps increase the value of the firm by focusing on the firm’s profitable product lines. 

In August 2004, Enesco had accumulated debt totaling 57.7 million, which added to the volatility of the company’s valuation (Enesco 2004 Annual Report).  In the most recent press release issued on November 10, Cynthia Passmore-McLaughlin, Enesco’s President and CEO indicated the company’s intention of using at least 50 million of their credit facilities in 2006 to cover seasonal lows (Q3 2005 Press Conference).  The company’s strategy of utilizing leverage to cover operating expenses in times of slowing revenues reflects poor long-term perspective.  In the short-run, debt has kept them afloat.  However, Enesco should consider reducing their debt along with re-aligning their operating structure in order to begin covering the current interest expenses.  Their failure to cover interest expenses related to their exorbitant debt should have resulted in a $1.75 million fee in June 2005.  Subsequently, they have amended their debt facility for the ninth time, extending their due date until December 31, 2005 and adding an additional 52.7% to their credit line with Bank of America and receiving a waiver for the $1.75 million fee (Financial Statements 10-Q).  By incurring the additional debt, Enesco is increasing their risk of bankruptcy by decreasing their ability to cover their interest payment.  Their 2004 Interest Coverage Ratio of -14.53 also reveals a severe need to re-align their debt priorities (Mergent Online).

In September 2005, The New York Stock Exchange (NYSE) advised Enesco of the non-compliance finding for the prior 30-day trading period.  The company has been valued at $25 million over the last 30 days.  The NYSE requires a $75 million valuation to continue listing privileges.  The company has 45 days to submit a plan on how they will comply with the NYSE’s continued listing standards for the next 18 months.  The NYSE will either approve or reject the proposal.  If the NYSE approves the proposal, it will thereby be subject to monitoring on a quarterly basis.  Consequently, if the NYSE rejects their proposal, Enesco will be de-listed, suspended, and they will need to find another stock exchange in which to list their shares (EGI: Notification from NYSE).

Recommendation 
Increasing the amount of debt in times of slowing revenues constitutes an uncontrolled use of financial leverage.  Such a decision turns financial leverage against the company and becomes detrimental.  In the short run, increasing financial leverage seems like a good decision.  However, in the long run, it contributes to higher costs for a company in Enesco’s precarious position.  A Basic Economic Value Added (EVA) analysis provided sufficient evidence to exhibit a $4,708 million loss in value for Enesco.  Because EVA is a better measure of performance than Accounting Net Income, this analysis supports the idea that excessive leverage is detracting value from Enesco, rather than helping produce value in the company.  (See bottom of Appendix E) 


The negative ramifications of Enesco’s financial leverage can be alleviated by reducing additional borrowing and using idle cash and internally generated cash flows from revenues to retire debt.  The idea of reducing leverage rests on the premise that Enesco’s current financial position is close to bankruptcy.  Incurring further debt would only increase the probability of defaulting on their interest payments and thus, incur forced bankruptcy costs.  We believe Enesco’s current situation can be improved by decreasing their debt facility from $75 million to $50 million.  Enesco’s revenues remain stable due to acquisition of Gregg gifts and the operating changes Cynthia Passmore-McLaughlin outlines in the November Press release.  Using the cash saved from increased operating efficiencies to retire existing debt will improve their ability to meet their subsequently decreased interest obligations in the future, and alleviate their current indebtedness.  This improves their beta and credit ratings, which, in turn, increases investor confidence in the firm. Because funds are being taken out of management’s hands, they are forced to focus on long-run initiatives instead of focusing their energy on keeping the firm out of bankruptcy.   If funds generated from operations are not sufficient, or negative, Enesco should consider issuing more equity or selling off further non-profitable product lines before they incur more debt.

We believe that Enesco’s concerted efforts to reduce all superfluous operating expenses and re-align their profitable product lines will generate sufficient cash flows to allocate 16% of their net revenues to retiring debt prematurely.  Based on the conservative estimate given in Enesco’s operating improvement plan, the company looks to increase profit by reducing expenses by $34 to $38 million (Enesco Announces Overhead Cost Reduction).  By using the conservative estimate of $34 million to estimate profits for 2006, we can see that they would have a net gain in 2006 of around $32 million.  By estimating that sales would remain equal to the number we currently have, after reducing our product line from 170 to 38, we can project sales for 2006 to be around $695 million (Q3 2005 Conference Call).  By taking 10% of this, we see that Enesco can contribute $10 million per year in retiring debt from their current sales cash flows, even after all expenses have been accounted for.  
Four significant changes have been made to enhance profits under Enesco’s new operating plan implemented by Cynthia Passmore-McLaughlin (Q3 2005 Conference Call).  First of all, a manufacturing facility located in the U.K. was sold in April 2005 for an overall cost reduction of $691,000.  In addition, salary and compensation expenses were reduced by $670,000 (Enesco Announces Cost Reduction).  On November 18, 2005, Enesco announced they are outsourcing their distribution and warehousing to reduce inventory storage costs by an average $5 million (Enesco Announces Additional Cost Reduction).  Finally, Enesco also acquired Gregg Gift Company, a distributor of giftware, in February 2004 for $7.3 million.  The net sales generated by Gregg Gift Company in 2004 were $6.8 million.  Gregg Gift is on par to exceed these revenues for 2005.  Their revenues will help increase the revenues expected for 2005 through 2007, increasing the overall profitability of the firm.                                                                                                                                                                                                                     

Based on our discussion of the company’s increased operational efficiencies and subsequent stabilization of their leadership, Enesco can feasibly generate the cash flows needed to continue to operate their firm profitably as well as decrease their leverage obligations.  We believe using the additional cash flows generated from these changes must be used to prematurely pay off existing debt.  Creating more debt, at this point, would simply work against the positive cash flows generated by the savings from the change in their operational structure.  Efficient use of excess cash flows will cause a significant reduction in Enesco’s debt by freeing up cash flows from the interest that will be saved.  This interest savings will decrease the volatility of the company while concurrently increasing Enesco’s intrinsic value.  Intrinsic value increases when we can stabilize the following leverage-based inefficiencies:  late fees, interest costs, loss of credit from suppliers and increased costs due to management’s efforts to avoid bankruptcy. 

As with any potential solution to a problem, there are advantages and disadvantages that arise.  Advantages of decreasing Enesco’s debt are the inherent benefits created for stockholders and debt providers.  Debt providers are receiving the funds they are owed which is allowing the stockholders to slowly receive higher returns on their holdings in the company.  This creates the economic value that Enesco is currently lacking.  In addition to creating economic value, there is increased credibility established between Enesco and their respective debt providers, suppliers, and customers.  By reducing debt, the agency resolution between management and stockholders in this situation is alleviated.  This helps align management and stockholder interests.  Retiring debt, coupled with the profitable changes already set forth, lead to a net increase in profitability for Enesco.  This creates more wealth for management through bonuses and incentives while also creating higher returns for stockholders.  The loss of a tax shield represents a disadvantage created by this initiative.  When a company issues debt, a tax shield is created because interest is a deductible expense, and shields income from federal taxation.  

Debt creates a tax shield that benefits the company by contributing to the earnings of the company.  For example, if Enesco had $2 million of tax deductible interest expense, each dollar of EBIT earned by the company would yield $.65, assuming a 35% tax bracket.  Also, when revenues are increasing, leverage amplifies the impact of each dollar’s contribution to earnings.  This means that a profitable company will make more money for selling the same unit of inventory if leverage is used efficiently.  

A downside of debt is that volatility is increased as more debt is issued, which eventually leads to a decline in the stock price.  Enesco’s stock price has been drastically declining since May 4, 2004 after the death of their CEO (See Appendix F).  Clearly, the $77 million of current debt can be attributable to the increased volatility and stock price decline that Enesco currently faces.  Also, with decreasing revenues, which was has been the case for Enesco over the past year; leverage amplifies the impact of each dollar’s contribution to earnings.  Thus, we see economic value consumed rather than added to the company.  To justify the potential downsides of losing a tax shield and increasing volatility that comes with the proposed solution to Enesco’s problems, the effects of each alternative must be weighed.  Debt, in and of itself, will create volatility, which is also a measure of the company’s value.  An optimal level of volatility can be attained without negatively affecting operations.  The key is finding that optimal level and refraining from issuing debt that surpasses it.  This allows Enesco to effectively utilize the tax shield before we reach the optimal level of debt.  Any debt above the optimal level hinders the performance of the company.  The overall effect of reducing debt adds a higher dollar value to the company than the dollar value of losing the tax shield.  

Lastly, our solution helps to increase the valuation of the company.  This will directly affect the company’s ability to meet the NYSE’s standards over the next 18 months.  According to the Q3 Press Conference, Enesco must raise equity in the firm at a time when they may be taking charges.  In essence, the company must increase their stock price by at least $5 per share in order to meet the NYSE’s standards.  Raising equity for Enesco becomes viable when they venture away from the risk of bankruptcy.  Along with the company’s existing efforts to reduce costs in various ways, we believe that reducing Enesco’s current debt facility to a manageable level will significantly impact their ability to raise the stock price to the NYSE’s standard.

In conclusion, decreasing the leverage of the firm will increase the value of the firm, avoid bankruptcy, and help keep their listing on the NYSE.  In the end, when debt is decreased, volatility is decreased, and the overall value of Enesco is increased.  These factors will positively impact Enesco’s overall profitability and operations.                 
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APPENDIX A
Enesco Group, Inc. Overview

Products and Services

Enesco Group, Inc. is a global wholesale supplier of gifts, collectibles, and home and garden decorations for various distributors, department stores, retailers, mass merchants, and catalogers.  The products differentiate between cold cast and resin figurines, branded porcelain bisque, ornaments, candles, tableware, home accessories, and music boxes.  Generally, the products are priced between $5 and $500.  The following companies have licenses with Enesco: Heartwood Creek by Jim Shore, Cherished Teddies, Walt Disney Company, Bratz, Nickelodeon, Kitchen Fairies, Children of the Inner Light, Julie Ueland, John Deere, It’s A Wonderful Life, Rudolph the Red-Nosed Reindeer, Walt Disney Classic Collection, Halcyon Days, and Pooh & Friends.  The sole proprietors that sell products through Enesco are as follows: Foundations, Growing Up Girls, Circle of Love, Mary’s Moo Moos, Lilliput Lane, and Border Fine Arts.

Facilities and Employees

Enesco Group, Inc. has an existence and competes in three major geographical areas.  These three major markets include the United States, Europe and Canada.  The United States is accredited with approximately 59% of the total market share, Europe 30%, Canada 10%, and the rest of the world 1%.  For 2005, management expects this geographic mix to remain the same.  Enesco has 19 manufacturing facilities worldwide.  These include: Australia, Canada, China, Ecuador, Puerto Rico, Europe, France, Hong Kong, Japan, Korea, Taiwan, Malaysia, New Zealand, Philippines, Singapore, Thailand, United Kingdom, Caribbean and Central America.  In 2004, Enesco employed 1,510 employees worldwide.  Enesco firmly supports diversity in their workplace by being an equal opportunity employer and an affirmative action employer.  Their key players include President & CEO, Cynthia Passmore-Mclaughlin; Chairman of the Board, Anne-Lee Verville; Chief Financial Officer, Anthony G. Testolin and Chief Operations Officer, Jeff Smith.
Customers
As a producer of giftware, Enesco’s customers are general consumers including individuals, households and organizations. The company has more than 40,000 customers globally. Alongside the United States, the company sells it products in Europe, Canada, Australia, Mexico and Asia. Among the major customers are the company’s core independent gift retailers, national gift chains, mass merchants, military post exchanges, club stores, home television shopping networks, florists, hospital gift shops, home décor chains and independents, garden stores, jewelry and department stores. 
Competitors


Throughout the United States, Canada, United Kingdom and Europe, competition is very tight in the giftware, collectibles and decorative figurine industries.  There are several fundamental factors that affect success in the marketplace.  These factors include originality of product design, quality, price, sales coverage, marketing ability, logistics and sourcing (Enesco 2004 Annual Report).  The foremost competitors of Enesco in the United States are Hallmark, Department 56, Boyd’s Bears, Russ Berrie, and Lladro.  All of these competitors are equally dominant.

Industry


Enesco Group, Inc. is part of the giftware and home/garden décor industry.  There are several economic conditions affecting this industry and the current status of the company at hand.   First of all, there are day-to-day market fluctuations such as interest and foreign currency exchange rate changes that can positively or negatively affect operations.  This industry also attracts seasonal consumer interest that will affect demand for goods based on the time of year.  Enesco is particularly dependent upon its manufacturing facilities in China.  Due to this, terrorist activities might have affected the global economic activity, security, and logistics that the company uses.  Basic competitive activities such as price and product demand from competitors are of significant importance as well.   To overcome the obstacles of competition, new product initiatives need to be carefully analyzed and successful.  It is extremely important to identify areas of cost savings, restructurings, and process improvements.  

Suppliers

Enesco Corporation is a distributing company that acts as a middle man between manufacturers and retailers.  Because the company is organized in this fashion, Enesco’s suppliers are the makers of their name brands.  The main manufacturers include: Heartwood Creek by Jim Shore, Walt Disney Company, Walt Disney Classics Collection, Pooh & Friends,Nickelodeon, Bratz, Halcyon Days, Lilliput Lane, Border Fine Arts and Cherished Teddies.   According to the firm’s 2004 financial statement, “a majority of Enesco’s consolidated net revenues are from products sourced from independent manufacturers, with the balance from Enesco-owned manufacturing operations in the United Kingdom.”  Manufacturing sources that stem from China, Taiwan, Thailand, Germany and Japan produce the bulk (70%)of it’s product line.  Purchases from Enesco’s 3 largest manufacturers were 14%, 12% and 8%.  Enesco’s supplier production capacity abroad affects the company’s ability to satisfy customer demand for our products.  These suppliers are subject to risks due to foreign labor, economic and political instability, cost and capacity changes, delays in transportation, international developments, foreign and trade laws.  Enesco’s trade with China may be weakened by trade policy changes between the US and China.  To help offset the negative impacts of trade, Enesco requires all their manufacturing sources comply with their Vendor Certification Program.  The Office of United States Customs and Border Protection certified Enesco as a member of the Customs Trade partnership Against Terrorism (CTPAT).  This identifies Enesco as a low risk importer, which helps reduce trade risk for the firm and its suppliers.

APPENDIX B

	Date
	Open
	High
	Low
	Close
	Volume
	Adj Close*


	28-May-04
	9.70
	9.75
	9.55
	9.63
	37,300
	9.63

	27-May-04
	9.69
	9.75
	9.59
	9.65
	31,000
	9.65

	26-May-04
	9.65
	9.93
	9.60
	9.69
	53,400
	9.69

	25-May-04
	8.99
	9.57
	8.95
	9.57
	94,400
	9.57

	24-May-04
	9.05
	9.05
	8.81
	9.00
	31,900
	9.00

	21-May-04
	8.91
	8.98
	8.85
	8.97
	46,600
	8.97

	20-May-04
	8.85
	8.98
	8.71
	8.95
	88,000
	8.95

	19-May-04
	8.86
	9.00
	8.70
	8.91
	79,900
	8.91

	18-May-04
	8.90
	8.90
	8.61
	8.86
	59,400
	8.86

	17-May-04
	9.21
	9.25
	8.50
	9.00
	168,000
	9.00

	14-May-04
	10.00
	10.05
	8.91
	9.31
	291,700
	9.31

	13-May-04
	10.53
	10.60
	9.70
	10.01
	104,200
	10.01

	12-May-04
	10.87
	10.88
	10.33
	10.53
	53,700
	10.53

	11-May-04
	10.90
	11.05
	10.85
	10.87
	29,900
	10.87

	10-May-04
	11.48
	11.48
	10.80
	10.91
	99,600
	10.91

	7-May-04
	12.70
	12.70
	11.32
	11.48
	168,400
	11.48

	6-May-04
	13.15
	13.19
	13.00
	13.07
	30,800
	13.07

	5-May-04
	13.32
	13.50
	13.25
	13.25
	55,600
	13.25

	4-May-04
	13.43
	13.49
	13.25
	13.30
	70,200
	13.30

	3-May-04
	13.01
	13.80
	13.01
	13.33
	107,100
	13.33
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APPENDIX D
Comparison of Revenues Excluding PMI vs. Including PMI
	 
	Three Months Ended
	 
	Nine Months Ended

	 
	September 30,
	 
	September 30,

	 
	2005
	 
	2004
	 
	Change %
	 
	2005
	 
	2004
	 
	Change %

	Net revenues, excluding PMI product
	$
	68,297
	 
	 
	$
	71,004
	 
	 
	 
	-3.8
	%
	 
	$
	158,735
	 
	 
	$
	157,888
	 
	 
	0.5
	%

	PMI product revenues
	 
	8,353
	 
	 
	 
	14,287
	 
	 
	 
	-41.5
	%
	 
	 
	27,158
	 
	 
	 
	41,421
	 
	 
	-34.4
	%

	PMI service fees
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 

	Net revenues as reported
	$
	79,221
	 
	 
	$
	85,291
	 
	 
	 
	-7.1
	%
	 
	$
	188,464
	 
	 
	$
	199,309
	 
	 
	-5.4
	%

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Costs of sales, excluding PMI
	$
	38,706
	 
	 
	$
	41,465
	 
	 
	 
	-6.7
	%
	 
	$
	94,804
	 
	 
	$
	90,725
	 
	 
	4.5
	%

	PMI cost of sales
	 
	8,118
	 
	 
	 
	5,622
	 
	 
	 
	44.4
	%
	 
	 
	15,681
	 
	 
	 
	15,401
	 
	 
	1.8
	%

	Loss on PMI license termination
	 
	—
	 
	 
	 
	—
	 
	 
	 
	 
	 
	 
	 
	7,713
	 
	 
	 
	—
	 
	 
	 
	 

	PMI royalties
	 
	—
	 
	 
	 
	3,491
	 
	 
	 
	-100.0
	%
	 
	 
	4,000
	 
	 
	 
	8,932
	 
	 
	-55.2
	%

	 
	 
	 
	 

	Cost of sales as reported
	$
	46,824
	 
	 
	$
	50,578
	 
	 
	 
	-7.4
	%
	 
	$
	122,198
	 
	 
	$
	115,058
	 
	 
	6.2
	%

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Gross profit %, excluding PMI
	 
	43.3
	%
	 
	 
	41.6
	%
	 
	 
	 
	 
	 
	 
	40.3
	%
	 
	 
	42.5
	%
	 
	 
	 

	Gross profit %, PMI
	 
	25.7
	%
	 
	 
	36.2
	%
	 
	 
	 
	 
	 
	 
	7.9
	%
	 
	 
	41.3
	%
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Gross profit % based on reported revenues
	 
	40.9
	%
	 
	 
	40.7
	%
	 
	 
	 
	 
	 
	 
	35.2
	%
	 
	 
	42.3
	%
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APPENDIX E
Economic Value Added Analysis

EVAt = NOPATt – kt-1 * Capitalt-1

Where:

EVAt = EVA for period t

NOPATt = net operating profit after taxes for period t

Kt-1 = firm’s cost of capital at the end of period t-1

Capitalt-1 = Capital at the end of period t-1

NOPATt( 2004

Net Income – Interest Expense

$-45,188,000- (1,148,000) = $-44,040,000

Cost of Capital( kt-1( 2003

RE = rf + β × MRP

Where:

rf = risk-free rate

β= beta of the firm’s stock

MRP= market risk premium

Rm= return of market

RE= 5.15% + .42 × (6% - 5.15%) = 5.507%

Capitalt-1( 2003

A - NIBCLs

Where:

A= Assets

NIBCLs= non-interest bearing current liabilities

$154,773,000 – 48,424,000 = $106,349,000

EVAt = -44,040,000 – 5.507% × 106,349,000 = $-49,896,639
Difference between EVA and Net Income:

$-49,896,639 – (45,188,000) = $-4,708,639
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