


[image: image2.jpg]



Corporate Finance 4360 Project

MWF 9:00 A.M.
Group #3

Benjamin Becker

Brandon Fontalbert

Joel Morgan

Sam Park

Krystle Walker

Heather Yee

Table of Contents

Executive Summary






1

Recommendations:

Expenses








2

Expansion







3

Debt









4

Litigation








5
Bibliography








8
Appendices:

Company Overview





11

Glossary








13

Ratio Spreadsheet






17
Executive Summary

On July 13, 1937, Vernon Rudolf opened the doors to the first Krispy Kreme Doughnuts.  Rudolf built his store in the early years by selling to local grocery stores in Winston Salem, North Carolina.  Just over 67 years later Krispy Kreme Doughnuts Inc. has grown to become a specialty retailer of doughnuts that owns and franchises over 400 stores across the nation and in other countries, including Australia, Canada, Mexico, the Republic of South Korea, and the United Kingdom.  Krispy Kreme makes and sells over 20 different varieties of doughnuts.  Even though they offer a different variety of doughnuts, they are most famous for the traditional glazed doughnut.  Each one of their stores offers the capacity to produce anywhere from 4000 to 10000 dozen of doughnuts a day. 

Over the past year, Krispy Kreme has seen its stock price drop from 49.74, in August of 2003, all the way to as low as 5.05 in February of 2005.  The also had to fire their CEO, Scott A. Livengood, because of poor performance.  Krispy Kreme has also experienced an inordinate amount of growth over the past years, even with increasing debt and decreasing stock values.  Most analysts on Wall Street either have Krispy Kreme as a strong sell or hold status.  Their earnings growth rate is at -60.9%, compared with an industry average of 7.9%.  Every thing that has happened over the past year has clearly indicated that Krispy Kreme is not headed in the right direction.   In order for Krispy Kreme to begin to move in the right direction of the growth that they were experiencing a couple of years ago, we recommend they implement at least one of the following strategies that we have come up with.

First and foremost, Krispy Kreme needs to quit offering doughnuts at gas stations, grocery stores, and Wal-Mart.  According to some various Wall Street analysts, it is not the low-carb phase that is costing Krispy Kreme, it is the fact that they have lost their cult status.  We feel that if people want a Krispy Kreme doughnut, they are not going to go to the local gas station to buy a “hot and fresh” one; they are going to go the actual bakery store so they can see their fresh glazed doughnut be pulled off the conveyer belt and served to them hot and fresh.  

Our second proposal is for Krispy Kreme to begin to make strides to get out of default on their debt.  Krispy Kreme has already negotiated with Credit Suisse, First Boston, and the hedge fund Silver Point Finance LLC to get a new loan totaling 225 million dollars.  These loans however are coming with various terms attached to them, one of which is they have to file their reports on certain dates, on time over the next years.  With the money that they are receiving, we feel that they should begin to go forward on their plans to retire old debt.  

The last proposal that we have has to do with Krispy Kreme complying with the SEC on their investigation.  Everyone knows what happened to Enron when they failed to comply with the SEC, and we feel that the continued compliance with the SEC can only help Krispy Kreme’s position in the ongoing investigation.

Control and incur no new expenses


Krispy Kreme’s expense problems have plagued the company after a rapid decline in sales revenue. Their inability to control and decrease their debt expense is one of the reasons for the spiraling decline of their stock prices. The company was barely profitable during the 2004 year and in turn the company tried to increase sales by opening new stores.  However, this just causes Krispy Kreme to incur more expenses from the opening of unprofitable stores.


The first step in controlling their expenses is not to expand by opening any new Krispy Kreme’s franchises. Their asset turnover ratios have been steadily declining due to the rise of their assets and inability to raise additional revenue to compensate for it. The company began a rapid growth during the 2003-2004 year to try and compensate for the lack of sales with more franchises. This just increased the debt of Krispy Kreme as profits sales where declining in the newly opened franchises. Also Krispy Kreme needs to close and sell some of the low profit franchises which they currently hold to lower the high operating leverage they currently have. 


In 2004 Krispy Kreme reported that the primary financing of the company was through debt. Their outstanding increasing debt expense problem has plagued this company to the brink of bankruptcy. Krispy Kreme needs to refinance their debt so they can meet their short term debt payments so that they do not default on their past loans. Krispy Kreme has done this to solve their short term debt payments which were due, by receiving a $225 million loan from Credit Suisse first of Boston and Silver Point Finance. But ultimately they need to generate internal cash flows to pay these loans because this ultimately could be a revolving door of more debt which they incur. 

Another way to control their other expenses is to downsize their firm. Recently they have cut corporate jobs by 25% which in turn saves them about 7.4 million dollars. Also non essential amenities should be cut such as their corporate jet which Krispy Kreme has sold its lease on for a saving of $3 million a year.  

Result:
The result of shutting down and downsizing Krispy Kreme is not incurring unnecessary expenses while the company is going through restructuring. Also by making necessary cuts in expense the company will have a better chance of making their debt payments on their loans. 

Quit Offering the Doughnuts at Gas Stations, Grocery Stores, and Wal-Mart 

According to various Wall Street analysts, Krispy Kreme has lost its cult status.  Now you can buy the donuts in Wal-Mart or at gas stations.  More than 500 Wal-Mart stores carry Krispy Kreme doughnuts made in Krispy Kreme’s factories that have been shipped to the stores according to Yahoo Finance.  Drawing people back to the regular retail stores is imperative.  It has been reported by investors.com that the breakeven point for the company is for its retail stores to average more than $51,000 per week.  Currently the stores are averaging $46,000, which is clearly unacceptable.  The expansion is emphasized by looking at their five-year annual growth rate compared to the rest of their industry.  Krispy Kreme has put up a staggering 29.77% growth rate, compared to the average in the industry of 3.6%, over the past five years.  This has been bad for business at Krispy Kreme stores.    It used to be a big deal to get Krispy Kreme doughnuts.  If you went on a trip and they had a Krispy Kreme there, of course you went.  According to J.P. Morgan analyst John Ivankoe, sales in offsite locations are also less profitable for Krispy Kreme (Terhune).  The new CEO of Krispy Kreme, Stephen Cooper, a Wharton graduate believes that Krispy Kreme doughnuts have lost their cult status (Turnaround Specialist). According to the Wall Street Journal, as of March 25, 2005 Krispy Kreme is abandoning their retail bakery outlets in Wal-Mart stores.  They were operating bakery retail outlets in several Wal-Mart stores as a test.  According to Yahoo Finance the last of the stores will have been closed by April 6, 2005.  More cutbacks in expansion are expected.  By examining their forecasted annual growth rate and seeing a huge drop to 17.5%, it is clear more of the same abandoning is probable.

Results:

If Krispy Kreme discontinues selling their doughnuts in these places profits will decline.  However, this will drive more customers into Krispy Kreme’s own retail stores and help them to regain their cult status.  This will also drive up the profits from Krispy Kreme’s own retail stores.  Regaining their cult status will be difficult, but with Krispy Kreme doughnuts no longer available in retail outlets such as gas stations, grocery stores, and Wal-Mart, patrons will be forced to seek out Krispy Kreme retail stores.  This will bring more people into the Krispy Kreme retail outlets.  This in turn will drive up sales for the stores.         

Get Out of Default on Debt Agreements
Another thing that Krispy Kreme must do is file their accounting statements for the latest quarter in order to get out of default on their debt agreements. As of April 15, 2005, Krispy Kreme has a new deadline to file statements for the fiscal year ending February 1, 2004.  

Krispy Kreme has recently negotiated new financing through Credit Suisse, First Boston, and the hedge fund Silver Point Finance LLC.  The new loan totals 225 million dollars.  They intend to use this money to pay back about 90 million dollars that they currently owe.  Krispy Kreme currently owes about 96.1 million dollars in loans and letters of credit.  In addition Krispy Kreme owes an unspecified amount to cover accrued interest and other fees.    

According to MSNBC and MSN Money Central, the loan consists of a 75 million dollar first lien senior secured revolving credit facility, a 120 million dollar second lien secured term loan, and a 30 million dollar second lien prefunded revolving credit and letter of credit facility (Groom). 

Under the terms of the new loan the December 15 deadline for filing statements also applies to the audited 2005 results and unaudited results for the first half of the 2006 fiscal year.  Failure to file these statements by the set date would result in default on their new financing   

With this new loan, Krispy Kreme should go forward with their plan to retire old debt.  This new loan will also infuse some cash into the business.   

In November, Krispy Kreme propped up the Canadian Franchise KremeKo “with additional subordinated financial support.”  Essentially Krispy Kreme took control of the franchise.  Thus, they were required to add 14 million dollars of KremeKo debt to its balance sheet (Maremont). As of April 15, 2005 KremeKo announced they are restructuring.  Krispy Kreme owns 40.6% of KremeKo.  They have agreed to provide funds for KremeKo’s operations during the restructuring process.  They are securing an additional 2 million of KremeKo’s debt.  KremeKo has 25.8 million in assets and 12.5 million in liabilities.        

Results:


Once Krispy Kreme has refilled their accounting statements from the fiscal year ended February 1, 2004, they will avoid default on their debt agreements.  After paying off their existing loans the extra cash can be used to help their liquidity situation.  
Other Necessary Actions
Krispy Kreme is currently involved in an SEC investigation.  The biggest questions seem to relate to how Krispy Kreme accounted for the repurchase of franchises owned by former officers and directors of Krispy Kreme.  

Krispy Kreme needs to continue to comply with the SEC and assist them wherever possible in their investigation.  It will go better for them in the long run if they are cooperative instead of acting like Enron / Arthur Anderson and destroying any evidence.  If the top management at Krispy Kreme fully cooperates with the SEC investigation they are unlikely to have further charges brought against them such as obstruction of justice.

Krispy Kreme is also facing a similar investigation from the United States Attorney for the Southern District of New York.  Along with these investigations, Krispy Kreme also has pending an ERISA class action suit.  The claim is that Krispy Kreme lost millions of dollars in retirement savings because executives hid evidence of declining sales and profits.  Settling this litigation could be very costly very Krispy Kreme, pending the outcome.

 Krispy Kreme doughnuts have 200 calories each and contain 24 grams of carbohydrates.  Krispy Kreme blames some of their profit slowdown on the current low carb craze, but Wall Street analysts disagree.  They claim that instead Krispy Kreme’s strategies are to blame.    
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Company Overview

Krispy Kreme is in the Food Stores industry. Their Standard Industry Code is 5461, which is the code that is used to define the industry.  Compared to the food stores industry, Krispy Kreme has shown very good growth. The five year compounded annual growth rate for Krispy Kreme is almost 10 times the rate for the industry at 29.77%. Even though there is good growth, they still only take up less than 1% of their industry market share; they are 19 out of 25.  When it comes to profitability, Krispy Kreme is doing well on overall net income, but their problems come when you begin to discuss the net profit margin.  Compared to the industry, at 1.7%, Krispy Kreme is well below average. Krispy Kreme’s main problems come within cash management.  The cash conversion cycle is an aggregate measure of how long it takes to turn raw materials purchases into cash.  They have a CCC of 33.5 days, compared to the industry with 24.7 days, which means that they are not doing a good job of managing their cash.  Days sales outstanding is one of the components of CCC.  It reflects the number of days the sales are tied up in accounts receivables. Since Krispy Kreme has a DSO of 24.9 days, compared with the industry average of 5.4 days, they are doing a poor job of collecting their bills.  Days payables outstanding is another component of CCC.  This tells the number of days of sales that are tied up in accounts payable.  Krispy Kreme’s DPO of 10.5 days, compared to the industry average of 17.5 days, shows that Krispy Kreme may not be leveraging the power they have with suppliers.  Days sales in inventory is the last component of the CCC.  This reflects the number of days the sales are tied up in inventory.  This seems to be the only area of the CCC where Krispy Kreme is doing well with a DSI of 19.1 days, which is almost half of the industry average.  In the 1960’s Edward Altman developed the Z-Score.  This is a standard metric of assessing the overall health of the company.  A healthy company will have a Z-Score above 2.99.  Krispy Kreme’s is 4.22, compared with an industry average of 3.8.  Research shows that this measure has accurately predicted 72% of the companies that have gone bankrupt two years prior to them going bankrupt. 

Glossary

Five-Year Compounded Annual Growth

The five-year revenue growth rate provides one indicator for assessing how well a company is doing strategically since the rate controls for annual fluctuations in performance.  However, small companies will show higher percentage growth rates due to their small relative size when compared to large companies.  So, just looking at long-term growth rate is not enough. Check out the company’s “Five-Year Change in Market Share” to see how it’s doing versus the competition.  A company with an above-average growth rate that is gaining significant market share has an effective strategy in place.  Comparisons between the industry growth rate and the US average shows how competitive an industry is likely to be and how attractive the industry is likely to be for new entrants.  Industries that have significantly higher growth rates than the US average are likely to be less competitive since companies in the industry can grow without having to take share from their competitors.  However, high-growth industries are also likely to attract new entrants.  Growth is a two-edged sword.

Cash Conversion Cycle

Cash Conversion Cycle (CCC) is an aggregate measure of the time (i.e., number of days) it takes to turn raw material purchases into cash. It’s an overall measure of the company’s liquidity because it incorporates receivables, inventories and payables into one metric. The lower the company’s CCC the better. A company with a below-average CCC is better at converting what it purchases into cash than one that is above the average. A negative CCC is best since it means suppliers are, in effect, financing the company’s growth. Few companies achieve a negative CCC. If a company has an above-average CCC it is not doing an effective job of managing its cash.  Because of differences across industries, the company CCC must be compared with the CCC of the industry or those of the company’s nearest competitors.  While the CCC provides an aggregate benchmark, the actual reason for an above- or below-average CCC can be found by examining each element that makes up the CCC. Where does the company stand versus the industry and key competitors with respect to Days Sales Outstanding, Days Sales in Inventory, and Days Payables Outstanding? Benchmark data for each of these is included in the “Company Profile” reports.

Days Sales Outstanding

Days Sales Outstanding (DSO) is one component of the Cash Conversion Cycle benchmark. It reflects the number of days of sales that are tied up in accounts receivable. Companies with above-average DSOs are doing a poor job collecting their bills, while those with a below-average DSO are doing a good job collecting their bills.  A company with a high DSO needs to look at its whole billing process. Are invoices being sent in a timely manner? Are the invoices accurate or do customers dispute the amount being billed to them?  Inaccuracies are likely to lead to unnecessary delays. What percent of the company’s receivables are outstanding beyond agreed-upon terms? There are many things a company can do internally to lower DSO to increase cash flow.  In examining a company’s DSO it is important to compare it to the industry average or to those of key competitors. Various industries have different norms and standards for collecting receivables.

Days Payables Outstanding

Days Payables Outstanding (DPO) is one component of the Cash Conversion Cycle benchmark. It reflects the number of days of sales that are tied up in accounts payable. Companies with above-average DPOs are doing a better job paying their bills to maximize cash flow, while those with a below-average DPO may not be leveraging the power they have with suppliers.  A company with a low DPO needs to look at its accounts payable process. DPO strategies are not as clear as those of DSO (Days Sales Outstanding). In some cases the terms and conditions offered by the vendor may be more attractive than the benefits of delayed payment (e.g., discounts for early payment). Some questions to ask are: What are the terms suppliers offer the company? Is the company taking full advantage of the terms and conditions? What, if any, impact would slowing of payments to vendors have on vendor relationships?  In examining a company’s DPO it is important to compare it to the industry average or to those of key competitors. Various industries have different norms and standards regarding payment of invoices.

Days Sales in Inventory

Days Sales in Inventory (DSI) is a component of the Cash Conversion Cycle benchmark. It reflects the number of days of sales that are tied up in inventory. Companies with below-average DSIs are doing a better job managing their inventory, while those with above-average DSIs are doing a poor job managing their inventory.  A company with a high DSI needs to look at its inventory management system. How much of the inventory is obsolete and should be written down? How can the company improve its supply chain to better forecast demand and increase inventory turns? The advantage of a company targeting its DSI as opposed to its DSO (Days Sales Outstanding) or its DPO (Days Payables Outstanding) is that DSI is largely under the control of the company. Paying invoices slower and pressuring customers to pay invoices faster could backfire and trigger slower growth.  Since various industries have different operating models, it is important to compare a company’s DSI with the industry average or with those of competitors that have a similar operating model.  The Z-Score was developed by Edward Altman in the 1960s and is a standard metric for assessing the overall health of a company. The measure is a weighted combination of five ratios: return on total assets, sales to total assets, equity to debt, working capital to total assets, and retained earnings to total assets.  The Z-Score is used to measure the likelihood that a company will go bankrupt. A healthy company will have a Z-Score above 2.99. A Z-Score below 1.81 is an indicator that a company is likely to go bankrupt in the near future. Scores between 1.81 and 2.99 provide an early warning signal of possible financial trouble. Z-Scores can range between -4.0 and +8.00.  In research, Altman’s Z-Score correctly predicted 72% of bankruptcies two years prior to the companies actually going bankrupt. Z-Scores for failing businesses showed a consistent downward trend as they approached bankruptcy.  Comparing a company’s Z-Score with the average Z-Score of companies in the industry shows whether the cause of failure is due to poor management or reflects a general deterioration of the industry and market. If the average Z-Score for the industry is low, then the whole industry may be going “bankrupt.”
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