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EXECUTIVE SUMMARY


Krispy Kreme’s primary problem is excessive costs that negate the increasing revenues that have persisted even through the drastic stock price decline in the past year.  This is causing their profit margin to tighten despite the seemingly perpetual steady increase in sales and revenues.  In order to remedy this problem, we believe there are several actions that management can take to increase the profit margin.  One move that we believe will benefit stockholders is scaling back on the proposal of opening 120 new stores in 2005.  Due to the near defaulting on their loans and lack of excess cash available, continuing to open new stores at such a rapid rate is not practical right now for the company.  Even though the new stores are proving to bring in high revenues, the costs of opening the stores and the cash and debt required to finance them does not make this a feasible proposition right now.  Management needs to reduce that number of stores to a more practical number while the company attempts to recover their stock value and public confidence.  Another proposal we suggest is accelerating the vesting schedule of their employee stock options that are out-of-the-money.  (Clearly, due to the recent decline in stock value, nearly all of Krispy Kreme’s options will be out-of-the-money.)  Because of the regulation change coming in June, 2005, Krispy Kreme can save millions of dollars by advancing the expiration dates of these stock options.  Although employees will likely be disgruntled by this move, overall net income will improve and stock value will rise.  Finally, we recommend that they diversify their product line by joint venturing with Manhattan Bagel, Inc., a subsidiary of New World Restaurant Group.  Merging with this bagel and deli-style sandwich company will provide a wider variety of foods to offer customers throughout the day.  Because doughnuts are primarily considered breakfast foods, adding bagels and sandwiches will give them more popular products for lunchtime.  This merger will also attract healthy-minded consumers trying to watch their figure.  All of this together gives Krispy Kreme an attractive way to further increase revenues without incurring the excessive costs that come with opening their own new stores.  These three proposals will aid Krispy Kreme in reemerging as a leader in their industry, and will send their stock value back to where it had been in August, 2004.  
RECOMMENDATIONS
Change in Depreciation
Krispy Kreme is a solid company with steadily increasing revenues, although their costs are increasing at an even faster rate. To increase the profitability of the company, costs must be cut. 
Krispy Kreme intends to open 120 new stores in 2005, which is almost three times as many as they opened in 2004 (Personal Interview). With the company already in debt and having to take out a substantial new loan to prevent defaulting on their current loan, it would be practical to decrease the number of stores they plan to open in 2005. Obviously by taking this new loan Krispy Kreme expects to be able to turn around their current financial status back into the profitable company it was several years ago. While we do not recommend the continued expansion, if Krispy Kreme is to go ahead with the opening of new stores a greater tax shield could be created by switching the depreciation method from straight line to an accelerated method (MACRS). Changing the method of depreciation would cause the firm to show less Net Income, but the money saved from the increased tax shield would make it easier to make interest payments in the next few years (Financial Statements). 

Accelerate Vesting Schedules of Stock Options
Krispy Kreme, like many other companies, offers executive stock options (California MLCE).  Current accounting techniques allow companies offering stock options to write off the expense of the options in footnotes of statements to the SEC.  This is a loophole that the Financial Accounting Standards Board (FASB) will fix during the summer of 2005.

On June 15, 2005 FASB Statement 123 (revised 2004) will become effective. This statement supersedes APB (Auditing Practices Board) Opinion No.25. Under Opinion No.25, issuing stock options to employees generally do not result in recognition of compensation expenses. Statement 123r will require firms to expense share-based compensation transactions with employees on the Net Income Statement under compensation cost (Summary of Statement 123r).

We recommend that Krispy Kreme accelerate the vesting schedule of the current out-of-the-money stock options.  Although advancing the expiration date may dissatisfy employees holding the options, the company will avoid recording expenses after the regulation change.  The upcoming change in rules will force those firms that have not accelerated vesting to expense the stock options as a reduction in income.  Therefore, the firms will have increased compensation expenses, thus lowering net income.  Rather than writing off the expenses, firms will begin to disclose the expense of option packages to promote transparency of the financial statements (“Moving the Market”).  The main reason Krispy Kreme should accelerate the vesting schedule is to avoid the drop in earnings.  If Krispy Kreme does leave the options to expire on time, the company could face major changes in earnings after the regulation goes into effect.  Reporting the expense will cause net income to fall, which may lead to some investors doubting the firm’s performance, causing stock prices to drop.  The drop in earnings would, however cause a decrease in the amount of taxable income, therefore reducing the tax liability of a firm.  The reduction in tax liability may not be worth it, however, if the drop in earnings is substantial enough to cause problems with the stock price.  Since the stock options are out-of-the money, there is no constructive receipt for the employee, which means the firm cannot make any deductions on taxes and the employee does not recognize any income. The employee takes a capital loss if the option is exercised and does not have to recognize any income (“PEC Solutions”).  

By taking advantage of this opportunity Krispy Kreme will save millions of dollars in Net Income. This approach will benefit the firm at the expense of the employees holding the option. Although, with the current financial status of Krispy Kreme it will take time before the stock price returns back to where it was several months ago. With such a slim chance of the stock rising to a price that the option could be in-the-money, it would be a mistake for Krispy Kreme not to accelerate the vesting schedule of their stock options.  

Joint Venture
In order for Krispy Kreme to generate more revenue, we recommend that they partner with a bagel or sandwich producer to diversify their product line.  Such a joint venture will provide customers with a wider variety of options throughout the day, rather than only offering doughnuts that are primarily bought in the morning hours.  Krispy Kreme’s doughnut sales will not be hurt at all, as bagels will compliment doughnut sales well by offering a healthier alternative to the sugar-filled pastries Krispy Kreme is so famous for.  


One such company that would be a perfect fit for Krispy Kreme to partner with is Manhattan Bagel, Inc.  Manhattan Bagel is a subsidiary of New World Restaurant Group, a leader in the “quick casual” sector of the restaurant industry (“Eating Places”).  They serve a wide selection of bagels, sandwiches, salads, and soups to satisfy any breakfast or lunch craving (Menu).  Combining with Krispy Kreme would make great sense for Manhattan Bagel, because their stock is similarly struggling.  The splash of such a joint venture would boost public interest in both, and create a new wave of customers and profits.  

Because Krispy Kreme has now received a new loan from Credit Suisse First Boston and Silver Point Finance LLC, they have paid off the debt they nearly defaulted on, and have some cash to use in order to rebuild their once highly profitable product.  Pumping this cash into a joint venture with Manhattan Bagel would greatly increase sales, providing more revenue to boost stock prices.  Krispy Kreme would still have a highly successful doughnut product-line to sell during morning hours, but then would add bagels and deli-style sandwiches to sell during lunch and afternoon hours.  This diversification will bring in a wider variety of customers with different eating habits.  Clearly, their current product line does not appeal to people trying to diet and watch what they eat, which is becoming more and more popular these days.  By adding bagels and deli-style sandwiches to their menu, Krispy Kreme will appeal to a completely different sector of American society.  This can only increase sales, public confidence, and stock prices.  

The transition into this partnership should not be terribly expensive.  Since we also have recommended that the opening of new stores in 2005 be scaled back, some of the equipment and cash scheduled for these new stores can be reallocated to existing Manhattan Bagel stores.  This will allow for a relatively inexpensive shift as Krispy Kreme and Manhattan Bagel merge.  Depending on how many stores are scaled back, the remaining cash saved can be used to purchase equipment necessary for the bagels and sandwiches.  There will certainly be some outside costs associated with purchasing this new equipment to install in the existing Krispy Kreme stores.  However, these costs can be spread out over a long period of time as the two companies slowly integrate their products.  
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Appendix A

History

Although some of the facts are debatable the story basically goes as follows, Vernon Rudolph most likely opened the first Krispy Kreme in Paducah, Kentucky in 1933.  After a few years in Paducah, he became dissatisfied with his business success and moved his doughnut making business to a larger market, landing him in Nashville, Tennessee.  He stayed in Nashville until the summer of 1937.  He then decided Nashville was not the right place for his doughnut shop, so he decided it was time to move again.  Rudolph and his two partners left Nashville with only a 1936 Pontiac, $200 in cash, doughnut-making equipment, the secret recipe, and most importantly the name Krispy Kreme Doughnuts.  He traveled around and finally ended up in Winston-Salem, North Carolina.  During the late 1930s the city was developing into an economic hub in the Southwest with diversified industries such as tobacco and textiles.  “’Why not doughnuts too,’ said Rudolph” (History of Krispy Kreme).  Once he arrived in Winston-Salem, Rudolph and his two associates used their last $25 to rent a building near Salem College and Academy.  Since he was broke, Rudolph had to buy groceries on loan from a local grocer.  Once Rudolph started making doughnuts he needed a way to deliver his doughnuts, so Rudolph used his resourcefulness and removed the back seat from his Pontiac to make room for a doughnut rack.  Once Rudolph’s new Krispy Kreme started production in Winston-Salem the public demand for hot fresh doughnuts grew rapidly.  At this point in Krispy Kreme’s History it was primarily a doughnut distributor.  It did not sell doughnuts directly to the public.  Then, Rudolph had a stroke of genius.  He cut a hole in the storefront in order to sell doughnuts directly to the public.  Throughout the 1940’s and 1950’s, Rudolph and his partners continued to revolutionize the way Krispy Kreme operated.  At this time Vernon Rudolph ran Krispy Kreme until he passed away in 1973 (History of Krispy Kreme).  

In 1982, Joseph McAleer led a group of franchise owners in a buyout of Krispy Kreme for $22 million after the buyout by Beatrice Foods.  The new owners reverted back to the original recipe that Vernon Rudolph had first used in 1933.  (Krispy Kreme uses its same original recipe today.)  Krispy Kreme’s Growth slowed in the 1980’s due to store closings and debt resulting from the buy out.  In 1989, however, Krispy Kreme was debt free and began to slowly expand.  Krispy Kreme’s began to include branded coffee in 1996, and the Smithsonian Institute honored Krispy Kreme the next year when it added Krispy Kreme artifacts to its collection. In Aril of 2000, Krispy Kreme became a public company and announced a plan to open 500 stores in the next four years, as well as its first large-scale expansion outside of the United States.  Unfortunately, now, many feel that Krispy Kreme over-expanded which partly lead to its demise (History).

Company Overview
Krispy Kreme Doughnuts Inc. is a specialty retailer of doughnuts.  Doughnut variety varies with each individual store, but overall Krispy Kreme offers over 20 different kinds of doughnuts.  They are probably most known for their original glazed.  Each store offers at least 15 of it’s more than 20 varieties of doughnuts; they all offer original glazed.  They also sell beverages including it’s four drip coffees, espresso-based coffees, recently including flavors and coffee-based and non coffee-based frozen drinks, which are designed to complement its other beverages (soft drinks, juices, and of course milk) and collectible memorabilia such as tee shirts, sweatshirts and hats.   Factory stores are both a retail outlet and highly automated, high volume producer of doughnuts.  They can produce from 4,000 to 10,000 dozen doughnuts daily to be sold in store or through their multiple channel distribution system.  Krispy Kreme has two complementary business units: its company and franchised stores, which are referred to, collectively, as Store Operations and Krispy Kreme Manufacturing and Distribution (KKM&D) (Full Company Description).  As of February 1, 2004 there were 357 Krispy Kreme factory stores in operation, of which 338 are located in the United States.  Other stores are located in Australia, United Kingdom and Mexico.  Krispy Kreme has made two key acquisitions over the last two years.  In 2003, they completed their acquisition of Montana Mills Bread Co., Inc. later, during the fiscal year ending February 1, 2004, they acquired the remaining 33 percent interest in Golden Gate Doughnuts, LLC that they did not already own.  The company’s main competitors are Dunkin’ Donuts, Hostess, Dolly Madison, and Entenmann’s.  Every Krispy Kreme store receives all supplies and equipment from the headquarters in Winston-Salem, North Carolina.  Krispy Kreme uses this method of supplying stores in order to assure that each store across the country has doughnuts that taste the same (“The King of Kreme”).  
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