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EXECUTIVE SUMMARY
Beginning in the middle of August 2003, shareholders and management of Krispy Kreme Doughnuts Incorporated have seen their stock price drop from a high of $49.37 per share to a present price of $6.48, a 661.9% decrease.  Net income has fallen 64% in the past thirty-nine weeks and their operating expenses increased 36.1% from 2003 to 2004.  Much of Krispy Kreme’s earnings have been offset by high general and administrative expenses as well as depreciation1.  All of these factors have led to the downward spiral Krispy Kreme is currently experiencing, but the main cause has been the excessive debt that continues to accumulate.  Even through all of the tribulations inside the company, Krispy Kreme continues to take out loans from banks and other loan agencies.  Their debt total today is $287,000,000.  If this number continues to grow at the current rate, this company will crumble in a couple of years. 
Krispy Kreme’s primary problem is its excessive debt.  We recognize that theoretically it is best to have 100% debt2.  However, this is not the case when you are in real world situations.  The company almost succumbed to bankruptcy in early April because of a $150,000,000 loan that was due.  Luckily, Krispy Kreme found creditors to supply it with another loan of $225,000,000 to meet its payment.  The firm’s problem with meeting debt payments is discouraging investors, as well as destroying the company’s stock price.  For Krispy Kreme to once again regain its previously high share value and no longer be seen as an investment risk, it must control its debt.  They should avoid the overextension of debt when they cannot make their payments.  Also, remember that bankruptcy is not free in itself.  Bankruptcy typically leads to 1-3% of direct costs and up to 20% of indirect costs2.
We believe the first step in fixing Krispy Kreme’s debt problem is issuing zero coupon bonds.  These bonds will allow the company to meet upcoming debt payments and extend future debt payments.  The zero coupon bond’s interest free payment schedule will eliminate the chance of default on interest payments.  We also recommend that Krispy Kreme start a sinking fund in order to meet its debt payments in the future.  The sinking fund will make investors more confident that they will receive the principal plus interest upon maturity.  

To boost the price of company stock, we recommend that Krispy Kreme repurchase shares of its stock.  The repurchasing of stock signals management’s confidence in the firm and that confidence will translate to the market in the form of higher stock prices.  Repurchasing 5% of the outstanding common stock will cost $24,514,400.  Most of this money will come from the newly issued bonds, but $4,514,400 will come from cash and cash equivalents.  Helpful ways in which to secure future capital for debt payments will be to slow investments and stabilize sales.  By accomplishing these tasks, Krispy Kreme will have enough cash to accomplish its goals and avoid bankruptcy.
. 

PROPOSAL
Krispy Kreme needs to attack its debt problems by beginning to issue bonds.  Extending future debt payments with bonds is a must, due to Krispy Kreme’s inability to meet them.  The bonds will be used for repayment of old debt and a stock repurchase.  Issuing bonds will be new for Krispy Kreme and will be implemented through one mass offering that we expect to take six months to a year to complete.  

ZERO COUPON BONDS
The type of bond that we feel would be best for Krispy Kreme Doughnuts is a zero coupon bond.  A zero coupon bond is a “debt security that doesn’t pay interest (a coupon) but is traded at a deep discount, rendering profit at maturity when the bond is redeemed for its full face value”3.  This type of bond has its advantages and disadvantages, but we feel the advantages out-weigh the disadvantages.  
ADVANTAGES

We think the advantages will surmount the disadvantages.  With an investment banker purchasing all of the securities, the difficulty of locating potential investors will be greatly reduced.  Their extensive networking and large manpower will enable them to find purchasers for our securities.  Another advantage with using zero coupon bonds is that Krispy Kreme will be able to avoid debt payments until the maturity date of the bonds.  This may sound bad for a company that is in financial distress like Krispy Kreme, but bond holders will not be complaining about not receiving their interest payments.  Krispy Kreme has an interest coverage ratio of 22.47 and a current ratio of 2.6 which is one of the best ratios in the restaurant industry.  Even if Krispy Kreme goes under, the bondholders will be able to recoup their money because Krispy Kreme can pay off their existing debt with their current assets 2.6 times.  The second advantage is the fluctuation that commonly occurs with zero-coupon bonds4.  This will allow our sinking fund (which will be discussed later) to repurchase bonds ahead of time, hopefully at a favorable cost to Krispy Kreme.  Another advantage is that selling bonds will take parts of existing and future discretionary cash out of management’s hands through the requirement to pay back the money.  Now management can not squander the money on negative NPV projects as they have in the past.  With the implementation of zero coupon bonds, investors will be able to see a difference in the profitability of the firm.  The new capital structure of the firm will be enticing to new investors, therefore attracting new stockholders and bondholders that want to get in the company before it is revamped.

DISADVANTAGES
The cons of the zero coupon bonds include a below average discounted price due to ongoing debt problems and SEC violations which are raising the risk of default and bankruptcy.  This will cause investors to view Krispy Kreme as a risky investment and may sway them from purchasing the bonds.  There will also be investment banker fees which usually cost around five percent of the market value of the stocks or bonds being issued.  Investment bankers want to be refunded for most of the expenses that they incur during the sale of Krispy Kreme’s securities as well as a profit for their service19.  One of the most expensive of all the costs is the money lost due to underwriting the value of the bond in order to sell mass quantities of securities.  This cost will be minimized due to the fact that there will be a competitive selecting of an investment banker, but there will still be money lost due to underwriting.  Competitive selection involves multiple investment banking firms bidding on the price they will pay for all of the stocks or bonds being issued2.  This type of offering will be very beneficial because the banking firms will bid the price up until you find the company willing to pay the most money.  

CALCULATIONS
We found that in order for Krispy Kreme to meet its debt payment due in 2007 of $62,000,000, and repurchase 5% of its common stock costing $24,514,400, in which $20,000,000 will be funded by bonds, they will need to come up with $82,000,000.  This will require Krispy Kreme to issue 126,154 zero coupon bonds resulting in a net of $82,000,100.  We are basing this off of being able to sell a five year zero coupon bond, yielding an 8% return, and having a $1000 par value for $6505.

Total Debt:

152,000,000 = outstanding long term debt




225,000,000 = debt taken out on April 4th


          +(90,000,000) = repayment of part of the 152,000,000 outstanding debt



287,000,000 = total amount of debt owed to creditors

Debt due in 2007:
152,000,000 = long term debt



          -
  90,000,000 = repayment of debt on April 4th



  62,000,000 = total debt due in 2007
Number of Shares
              .05 = percent of shares outstanding being repurchased
Being Repurchased:  x 61,286,000 = number of total shares outstanding




   3,064,300 = number of shares being repurchased

Cost of


   3,064,300 = number of shares being repurchased  
Stock Repurchase:    x          $8.00 = price per share on repurchase 




 24,514,400 = price of total repurchase

Funding For

 24,514,400 = price of total repurchase

Stock Repurchase:     -   4,514,400 = amount of repurchase funded by cash and cash equivalents



 20,000,000 = amount of repurchase funded by bonds
Bond Price:

PMT = $0



I/YR = 8%




N = 5 years




FV = $1,000




PV = ? = $680
Net Proceeds 


680 = price bond sells for on the market
From Bonds:


  30 = Investment Banker fees                 




650 = price netted from each bond

Income From 
            
650 = price we net from each bond

Bonds:

          x     126,154 = number of bonds being issued



82,000,100 = net proceeds from total issued bonds
Investment

              30 = investment bankers profit per bond

Bankers Return:        /             680 = amount investment banker sells bonds for



                    4.41% = return investment bankers yield

SINKING FUND
Issuing debt that is due in future years does not get rid of the fact that it will eventually be due.  It is not practical or our desire to have Krispy Kreme’s total debt fully paid off by the time the bonds reach maturity, but to start decreasing the amount significantly.  To do this we will create a sinking fund with an amount equal to 3% of our bond revenues.  Three percent is the average amount invested by companies and will be funded by our cash and cash equivalents.  Creating this sinking fund will decrease the risk of our bonds and increase the bonds value.  Initially the sinking fund will consist of a bank account in which Krispy Kreme will make its deposits.  Krispy Kreme should start off this way for the fact that the company will get the benefit of interest from the bank but most notably protect the security of the asset.  Furthermore, do to recent internal accounting and management problems, an outside trustee will be in charge of the fund to prevent any tampering.  Once Krispy Kreme has established confidence among investors in the firm, the sinking fund will be converted to more profitable bonds in other organizations to earn a higher rate of return.  
The initial sinking fund will be created using some of the current cash and cash equivalents.  The most recent reports show that amount to be $21,029,000 in 2004.  The amount we will initially put in the fund will be $2,460,003.  The downside to this is that this money is now tied up and can not be accessed for any positive NPV projects, short term debt, operating expenses and so forth.  However, the benefit of the sinking fund in the long run will greatly out weight the short term downfalls.

Initial Investment

.03 = percent of bonds invested in sinking fund

of Sinking Fund:     x 82,000,100 = amount bonds issued for



 2,460,003 = amount invested in sinking fund

SLOW INVESTMENTS

Krispy Kreme’s CEO Scott Livengood’s mentality over the past couple of years is that KKD is a brand name store.  Unfortunately, it seems like Krispy Kreme Doughnuts is more of a product store than a brand store6. Krispy Kreme doughnuts sell, not the Krispy Kreme name.  Livengood’s strategy has been to grow the company to an inefficiently large business. Whether it is for fame or prestige, the company has diluted its famous doughnuts by a tremendous extent.  The store has plans to relocate to London, a city whose eating habits and personal etiquette has no place for doughnuts.  Krispy Kreme however, has plans to go head first into an industry that needs a total culture change to make Krispy Kreme a success7.  Doughnuts have been introduced to gas stations, grocery stores and even now there are plans to place Krispy Kreme doughnuts in McDonald’s.  Aside from diluting their products in a variety of locations, Livengood and his management have made an effort to open stores basically anywhere they can.  Stores are popping up all over the United States and even Canada with more than 360 total stores.
These huge capital expenditures are having a negative effect on operating expenses.  It appears that the company has become somewhat greedy; stores are opened as fast as possible due in large part to their KKM&D division which sells all of the ingredients, uniforms, etc. to Krispy Kreme franchises.  These stores are almost too easily opened and franchises are popping up without fully researching where they will be located.  As if these large expenditures for opening new stores were not enough, Krispy Kreme does not like to see its investments under perform, and has thrown money into underperforming stores, compounding earlier decisions to open these stores without enough regional analysis7.  We recommend Krispy Kreme start absorbing its losses instead of wasting money in underperforming stores and business operations.  Krispy Kreme should simply let stores that have underperformed fail.  Instead of using valuable capital to temporarily delay a sinking ship, Krispy Kreme should turn its attention to stores that are showing moderate growth and help these stores succeed.  The money saved from the numerous unprofitable capital expenditures could be used for capital improvements, adding stores to areas that management feels has a very high chance of success, or paying off debt.  We do not recommend Krispy Kreme stop all of its capital expenditures however, slowing down investments and concentrating more on improving existing businesses will help in the long run although it may not show on financial statements in the short run.  Krispy Kreme does have an effective franchising system.  The KKM&D segment which controls Krispy Kreme’s manufacturing and distribution allows for effective quality control and relatively easy franchising; however there must be some control placed on the amount of stores opening.  The number of Krispy Kreme’s stores outgrew the company’s sales by 4.8% over the last three fiscal years8.  Lone Star Steakhouses’ expansion resembled that of Krispy Kreme until Lone Star realized the amount of financial distress the expansion was causing.  These steakhouses concentrated on improving current stores instead of opening more, resulting in a highly efficient corporation.  The problem with this approach is that sales revenues will decrease and the business in the long run may be even smaller than it is today; however it would create earnings that for a change were actually meaningful, in contrast to Krispy Kreme’s condition today.  

STOCK REPURCHASES

One way to gain the confidence of investors and increase the value of Krispy Kreme stock is to repurchase shares at a premium.  A stock repurchase will, as seen in recent years, increase the per share earnings and return on equity levels, optimize the firm’s capital structure and help improve the share price in the market place9.  Market views stock repurchases as a positive signal conveying insiders’ confidence about the firm’s prospects, causing the market to raise its estimate of future earnings during this period10.  Using this to Krispy Kreme’s advantage, it would be in the company’s best interest to buy back stock from investors.  At this point in time Krispy Kreme is a value stock, with a high book-to-market ratio, and we perceive the stock price as undervalued.  As seen in appendix 3, the long run returns following a stock repurchase are shown in the table.  Value stocks, represented by Quartile 5, with 241 companies taken into consideration had an average return of 4.66% in year 1, 16.36% in year 2, 34.29% in year 3, and 45.29% in year 4 following the stock repurchase.  We plan to repurchase 3,064,300 shares at $8.00 per share.  Buying back stock will align both the stockholders and managements interests decreasing the agency conflict between the two.  We recommend that Krispy Kreme repurchase shares through an outside intermediary due to recent problems of upper management.  Research indicates that open market repurchasing programs are the dominant mechanism by which U.S. firms repurchase stock11.  To fund this repurchasing of shares, Krispy Kreme will use some of their existing cash and cash equivalents along with the receipts of cash from the newly issued zero coupon bonds.  At present Krispy Kreme has 61,286,000 shares outstanding at a price of $6.48.
There are several downfalls with a stock repurchase.  Krispy Kreme must buy back stock at a premium in order to obtain the number of shares we are wishing to buy.  The company will have to use current cash and receipts of cash from current issue of debt securities to finance this stock buy back.  A major downfall exists when Krispy Kreme buys back stock with debt securities.  The firm’s financial risk is increasing in order to obtain an increase in share value.  There is also an opportunity cost arising from the use of this cash to buy stock instead of paying off debt, or investing in other positive NPV projects.  Another possible downfall deals with the method with which companies repurchase stocks.  A primary concern for both regulators and investors come with the flexibility and modest disclosure requirements associated with the use of open market repurchase programs.  There is the potential for companies to mislead investors by announcing repurchase programs while having no intention of buying stock11.
See Appendix 4 for Calculations

STABILIZE SALES
Another recommendation that we have for Krispy Kreme Doughnuts is to stabilize sales.  This may seem like a recommendation that is out of the control of management, but there are steps management can take to make this happen.  The most important proposal is to advertise.  Advertisement can stabilize sales by creating new customers and increasing the amount of returning customers.  This recommendation is mainly on the shoulders of the marketing department.  The second proposal is to increase the quality of management, and to think more long term.  Krispy Kreme has already started to stabilize sales by hiring two restructuring managers.  Furthermore, Krispy Kreme has yet to significantly try and increase their product line.  While coffee and product line extensions are just now being introduced many areas still remain untapped.   
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APPENDIX 1:  COMPANY OVERVIEW
PRODUCTS 

 Krispy Kreme’s main service is selling doughnuts at its numerous locations throughout the world.  Customers can choose from 29 different types of doughnuts.  Nevertheless, the best selling product to date is the “Krispy Kreme Original Glazed.”  Krispy Kreme has not limited itself to selling only doughnuts, however.  A variety of other products are available, including snack foods, fruit pies, and cinnamon buns.  In addition, Krispy Kreme introduced a new line of high quality coffee drinks to supplement its line of snacks and pastries12.
SUPPLIERS

Krispy Kreme stores are supplied by another business unit of Krispy Kreme, KKM&D.  This business unit supplies stores with everything needed to operate efficiently, including equipment to make doughnuts, the ingredients and machinery to make its signature coffee drinks, all food ingredients, juices, signage, display cases, and uniforms, among other items.  KKM&D purchases and processes all the ingredients that are used to make the doughnut mixes and then ships the ingredients to the stores13. 

CUSTOMERS

Krispy Kreme’s primary customer is the consumer (people who buy doughnuts from store locations).  Krispy Kreme has also utilized wholesaling as an effective method of distribution.  It sells its doughnuts to grocery stores and convenience stores, which in turn sell them to the consumer12.  Increased revenues in the past couple years are largely attributed to the increase in off-premises sales channels13.
FACILITIES AND OPERATIONS

Krispy Kreme Doughnuts Inc. currently operates and franchises more than 360 stores globally, with stores in 45 states in the U.S. and in Mexico, Australia, Canada, and the United Kingdom12.  The primary mode of expansion is through franchising, which accounts for nearly two thirds of Krispy Kreme stores14.  Krispy Kreme recently announced that it has plans to open 500 stores over the course of the next four years14.  The company’s headquarters are located in Winston-Salem, North Carolina, and it employed 6,982 people at the end of the 2004 fiscal period14.
Krispy Kreme has recently tested the idea of opening smaller bakeries within other stores, such as Wal-Mart.  Despite high hopes for the project, sales did not live up to expectations and the project was canceled15.  Even though the idea is not a viable business concept right now for the company, it is not out of the realm of possibility that these smaller bakeries will be in operation in the future.

Krispy Kreme also operates three manufacturing facilities and three distribution centers in the United States.  Its two manufacturing facilities in Winston-Salem, North Carolina are utilized for manufacturing equipment, training employees, and manufacturing supplies for stores.  The manufacturing facility in Effingham, Illinois makes the mix for Krispy Kreme’s products.  Its distribution centers are located in Winston-Salem, North Carolina, Effingham, Illinois, and Los Angeles, California16.

Krispy Kreme has several subsidiary companies.  These companies include Freedom Rings, Glazed Investments, Krispy Kreme Coffee Company, Krispy Kreme Doughnut Corp., and Krispy Kreme Mobile Store Co.
INDUSTRIAL AND COMPETITIVE CONDITIONS
The food industry has grown substantially in the past half-century.  From 1970 to 2001, revenues in the industry have grown at an average rate of 7.5 percent per year17.  Americans have been spending an increasing portion of their food money at restaurants, from 25 percent in 1955 to 45 percent in 200017.  Sales are expected to continue its steady increase in the near future18.

Krispy Kreme’s primary competitors are other snack, beverage and pastry chains.  These include Starbucks, Winchell’s, Dunkin Brands, and Cinnabon, among numerous others14.

Despite increasing sales in the food industry, the recent low-carb trend poses a significant threat to the industry, particularly fast-food and other “unhealthy” restaurants.  Health and government organizations have been encouraging healthier eating and lifestyles among Americans due to the nation’s problem with obesity.  The Atkins diet has hurt the industry significantly, also.  To combat this trend, fast-food chains have been forced to develop healthier alternatives for their menus.  Krispy Kreme has yet to establish a “healthy” doughnut that appeals to dieting consumers.

APPENDIX 2: KRISPY KREME’S DEBT
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APPENDIX 3: LONG-RUN STOCK RETURNS
[image: image3.png]TABLE 2

LONG-RUN STOCK
RETURNS FOLLOWING
OPEN MARKET SHARE
REPURCHAS]
ANNOUNCEMENTS*

n Year 1 Year 2 Year 3 Year 4

PANEL A: COMPOUNDED RETURN DIFFERENCES OVERALL
All Firms 1,208 2.04% 5.16% 12.60% 12.14%
(.064) 011 (.000) €012)

PANEL B: COMPOUNDED RETURN DIFFERENCI

BY BOOK-TO-MARKET RATIO

Quintile 1 201 —111% 0.18% —1.98% —4.31%
(Glamour stocks) (.687) (.520) (397 (.358)
Quintile 2 260 2.16% —0.81% 5.96% 0.08%
(.206) (.625) (.220) (.498)
Quintile 3 276 3.03% 11.32% 7.54%
087 (058) (.308)
Quintile 4 225 0.59" 12.47% 16.27°
(374) (197 (058) (144)
Quintile 5 241 4.60° 16.36% 34.29% 45.29°
(Value stocks) (054) (.003) €.000) €.000)

“This table summarizes long-horizon evidence for 1,208 U5, open market stock repurchase programs announced between
1980and 1990 as reported in Ikenberry, Lakonishok and Vermaelen (1995). Here, annual returns for repurchase are calculated
beginning in the month following the announcement. Equal-weighted portfolios are formed in event-time and are rebalanced
each year. These returns are compared to a benchmark portfolio formed on the basis of size and book-to-market. The
compounded difference in returns betwveen the repurchase sample portfolio and the benchmark portfolio is reported below
for a four-year period following the repurchase announcement. Significance is determined using a randomized-bootstrap

methodology. The p-values from these tests are reported in parenthesis.




APPENDIX 4: PROPOSAL FIGURES
	Stock Repurchase
	

	5% of outstanding shares at $8.00/share
	3,064,300 shares repurchased

	
	$24,514,400 needed to buyback shares

	
	$20,000,000 will come from newly issued bonds

	
	$4,514,400 will come from cash & cash equivalents and/or net income

	
	

	Bonds Issued
	

	Zero Coupon Bonds
	8% return, $1,000 par value, 5 yrs.

	
	$680.00 initial price

	
	net $650.00 after investment banker fees of 4.41%

	
	126,154 bonds issued

	
	$82,000,100 income from bonds

	
	$20,000,000 will go to stock repurchase and $62,000,000 will go to old debt

	
	

	Sinking Fund
	

	
	take 3% of bond income and pay with cash from cash & cash equivalents and/or net income

	
	$2,460,003 per yr.

	
	

	Repayment of Debt
	

	
	$287,000,000 total debt to be repaid before issuing bonds

	
	$62,000,000 due in 2 yrs.

	
	repay old debt with new bonds
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