Dougall & Gilligan Global Agency

D&G is one of the largest advertising agencies in the world (11,000 employees), serving a wide variety of industries in many countries (56% of total revenues come from foreign accounts).
1)       What are the company’s financial condition and performance, funds requirements, and    business risk? 

Sources and Uses of Funds (1991-1994)
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Increase in Accounts Payable
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Repurchases, Currency Losses, Assets write-

offs)*
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Total
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Total

470.1

        

 

*There is not enough information in the case about the specifics of some of these transactions. We put them all together recognizing that the 

total change in shareholders equity is affected by retained earnings (difference between net income and dividends), stock repurchases, foreign 

currency translations losses or gains and other adjustments.

Major uses of funds are increases in intangible assets ($83.5 M) and net fixed assets ($28.4 M). This is consistent with the acquisition strategy pursued by the company over the past years. Another significant uses of funds are dividends ($67 M), currency losses ($50 M just in 1992), stock repurchases and other adjustments that could reduce shareholders equity. Moreover, cash position has improved over this period ($43 M). These uses were financed largely by the company’s profitable operations ($270 M), the issuance of convertible subordinated debentures ($81 M) and stock issuance ($56 M). Other minor sources of funds are increases in bank loans ($24 M), accruals and deferred compensations. (See Table 1)

Table 1. Source and Uses of Funds (1991-1994)

Financial Ratios

The first thing to note is that the company bills their customers and pays the media for the ads placed. Therefore, the company has a lot of receivables and payables. On average, commissions and fees to D&G are only 13% of these billings.

The current ratio is slightly lower than the industry median (1.06x vs. 1.1x for the industry) and it has fluctuated very little over the past 4 years. A quick ratio does not make sense here because the firm does not have inventories. Average collection period fluctuated without any particular trend, and it is lower than the industry (42 vs. 52 days). Total debt-to-equity ratio is higher than the industry median (6.3x vs. 4.5x) This ratio is so high because it includes accounts payables (57% of total liabilities). 

Times interest earned has increased over the period, reflecting a slight improvement in the company’s ability to service. However, it is well below the industry median (4.6x vs. 13.8x)

Profitability has increased over the years and it is above the industry. Profit before taxes are 9.8% vs. 3.1% for the industry. The company’s P/E ratio has fluctuated over the years and it is currently at 26.1x vs. the 18.5x industry median. (See Table 2).

Table 2. Financial Ratios
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Liquidity Ratios

Current Ratio

1.05

          

 

1.09

          

 

1.10

          

 

1.06

          

 

1.1

Average collection period

51.42

        

 

45.65

        

 

38.48

        

 

42.15
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Debt Ratios

Total Debt-to-Equity

6.98

          

 

6.20

          

 

7.43

          

 

6.89

          

 

4.5

LT Debt / Enterprise Value

0.11

          

 

0.12

          

 

0.14

          

 

0.14

          

 

LT Debt / Tangible Assets

0.13

          

 

0.15

          

 

0.12
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Interest Bearing Debt / EBIT

2.70

          

 

2.51

          

 

2.14

          

 

2.63

          

 

Coverage Ratios

Times Interest Earned (EBIT/Interest)

4.44

          

 

4.09

          

 

4.68

          

 

4.61

          

 

13.8

Profitability

Net Profit Margin

4.7%

5.3%

5.7%

5.6%

Profit Before Taxes / Sales

9.2%

9.8%

10.2%

9.8%

3.1%

Market-Value Ratios

P/E Ratio

24.15

        

 

29.93

        

 

30.00

        

 

26.07

        

 

18.5

Dividend Yield

0.35

          

 

0.31

          

 

0.28

          

 

0.33

          

 

P/E Ratios for Competitors

Foote, Cone and Belding

18

Interpublic Group

19

Omnicom Group

16

WPP Group

27

Mean

20

Median

18.5


Business Risks
Cyclical risk – Worldwide spending on advertising has increased in 1994-95, driving company’s revenues. However, spending on advertising is highly correlated with the level of economic activity in a country. Because it is a discretionary expense it is one of the costs that companies cut first in the event of an economic turndown.

Seasonal risk – There is a moderate seasonality in the demand for advertising services with an increase towards the year-end.

Currency risk – Foreign business account for 56% of total commission and fees. D&G has no hedging strategy and incurs significant translation gains/losses when $/foreign currency exchange rate changes.

Uncertainty of the information technology development  – Advertising agencies are aggressively pursuing participation in interactive communication an the internet. This is a new area for advertising and its future and development are uncertain.

Competition – The company is one of the three largest players in the industry, and the competition is intense. Success is determined by the balance between efficient operations and a creative edge.

Liquidity- Although they try to collect payments and pay at about the same time, a small increase in the gap of collections vs. payables could have a large effect on the company’s need for cash.

Company specific risk- The company’s beta is 1.3 compared to 1.1 industry average.

2) Do the existing means of financing unduly restrict the company?

The following table summarizes the past financing decisions of the company and its implications. 

Table 3. Characteristics of Past Financing
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Bank Borrowing

Long-term Debt

Convertible 

Subordinated Debt

Common-Stock 

Term

Short-term

6 long-term loans

20-year (due March 

2013)

Last issuance in 1992

Investor / Lender

23 banks

Institutional investors 

(insurance companies)

Public

Public

Purpose

Finance a moderate 

bulge in receivables at 

year end and buildup 

in assets 

(acquisitions).

Financing specific 

acquisitions or 

investments

Pay down existing 

debt and fund working 

capital

Finance buildup in 

current assets and 

acquisitions and offset 

foreign exchange 

translation losses.

Cost

Prime rate = 8.5%

Fixed rate coupons in 

the 8.25% to 11.5% 

range

5.75%

Subscription price 

$71.5

Amount

$340 million

$211 as of 1994

$81 million

$56 million (1992 

issuance)

Conditions / 

Restrictions / 

Other 

Considerations

Some secured with 

assets; some unsecured 

but subject to loan 

agreement. Covenants: 

Restrictions on large 

acquisitions, additional 

indebtness, net worth 

and investment in 

fixed assets.

Conversion price 

$118. Callable after 

March 1995. Initial 

call price $105.75

Higher beta than the 

industry (1.3 vs 1.1)

Relationship with 

investors

Some concerns with 

repurchase of stock. 

Willing to increase 

credit lines up to $420 

million.

Willing to renegotiate 

a longer term subject 

to continued 

profitability.

Investors are not very 

happy with the 

performance of this 

investment. Currently 

trading at $77.25 per 

$100 face value

Since 1992 the price 

has fluctuated a lot 

($36.75 to $111.12 

range). Now trading at 

$64.


The company still has $188 M of available credit on bank lines, and they can negotiate $80 M additional. On the long-term debt instruments, the company agreed to certain covenants that restrict additional indebtness and new investments. However, this can be waived by means of a higher interest rate and the investors are open to renegotiate. EBIT / Interest expense is 5.0x, above the 3x theoretical benchmark and reflecting enough capacity to cover debt interest. 

On the negative side, those who invested in the convertible debt are not very satisfied with the performance of their investment. It is currently trading at $77.25 per $100 face value (the conversion price is $118 and the stock is currently trading at $64). Further more, the debt to equity ratio is currently 6.3 compared to 4.5 for the industry and LT debt to capitalization is 12% vs. 6% for the industry. Debt service coverage ratio calculated with EBIT is 0.63, but it should look better if calculated with EBITDA (unfortunately we could not find enough information on depreciation).

In summary, D&G faces some restrictions as a consequence of its past financing decisions, but we believe that the company will be able to finance the expansion project and will have to choose among different alternatives.

3)       Analyze the financing alternatives as to which best fits D&G’s situation.

To answer this question we provide two tables: the first one describes the specifics of each alternative, and the second one is a discussion of the several criteria that should be considered for capital structure and financing alternatives decision-making.

Table 4. Characteristics of Future Financing Alternatives
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Bank Lines of Credit

Term Loan

Debentures

Common Stock

Term

Short-term

7 to 10 years

20 years

Investor / Lender

Same banks

Private placement - 

same insurance 

companies

Public offering

Public offering

Purpose

Cost

Prime=8.5% or 

prime+0.5%=9% if the 

lines are increased

10.25% for a 7-year 

term and 10.75% for a 

10-year loan. Legal 

costs = $100 K. 

Average interest rate 

of existing loans = 

10.73%

10.5%. Spread = 2% 

of the proceeds. Legal 

costs = $260 K. 

Average interest rate 

on term loans = 10.9%

Share price = $64. 

Underpricing 6% to 

10% = $57.6 to 60.2. 

Legal costs = $350 K

Amount

Conditions / 

Restrictions / 

Other 

Considerations

Current lines of $340 

million, less $152 used 

= $188 available.  

Additional $80 million 

can be negotiated, but 

the rate will be higher 

+0.5% . The company 

also needs some 

borrowing capacity for 

emergencies. Even 

with the $80 increase 

lines are not sufficient 

to cover the needs.

Does not allow 

prepayment. 

Covenants:                             

1)Current ratio >= 1:1.                    

2) (Bank loans+LT 

debt) / Capitalization 

<=75%.                   3) 

Intangible 

assets<=$450 M. 4) 

No further indebtness.                     

5) Dividends/Net 

profit<=35%.       6) 

Leases subject to 

approval.    Rating will 

fall from BBB to BB.

5 years deferred call 

protection. Sinking 

fund starting on year 

10. Requires waiver 

from current lenders 

(institutional investors) 

of the term loans, 

raising int rate to 

10.9% .                                                           

Ratings could fall from 

Baa-2 / BBB to Ba-2 

/BB or Ba-3 / BB-

Convertible debt 

holders ($118 

conversion price) 

could protest if the 

company issues stock 

at that price.

Expansion plan in Southeast Asia and Latin America 

$300 million


Table 5. Criteria for Decision-Making
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Taxes
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71.3

             

 

71.2
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97.1

            

 

94.5
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112.5
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26.9

             

 

26.9
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EPS
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Interest Rate

9%

10.50%

10.62%

N/A

Cash Need

300

300

300

300

Tax Rate

43%
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Table 5. Criteria for Decision-Making. Continued…

The EBIT-EPS analysis allows us to weight the costs of debt and equity for different levels of EBIT. In the case of debt, the costs take the form of interest expense that is reduction substracted from EBIT. In the case of equity, the company pays no interest on that capital, so net income is higher, but the current shareholders are diluted, this means that the earnings per share could be higher or lower. In general, we would expect that for lower levels of EBIT the company would be better off with equity and for higher levels of EBIT a debt strategy would yield a higher EPS. Following is the analysis for the four alternatives that D&G is considering. The key points are those levels of EBIT at which the company is indifferent between choosing debt and equity. Under the current scenario ($192 M projected EBIT) the best alternative is equity. The indifference point between Bank Lines and Equity is $205 M. Below $205 M equity is better, but above that point, debt is better. Because long-term debt has higher costs, the indifference point between debt and equity in this case is higher, $235 M. Only if EBIT is higher than $235 it would be better to be financed with long term debt. The two long-term debt alternatives (term loans and debentures) are very similar in terms of costs.
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Bank Lines of Credit

Term Loan

Debentures

Common Stock

EBIT-EPS Analysis

Debt Ratios

10.70%

21.69%

21.69%

10.70%

3.87 

3.87 

3.87 

2.31 

7.20

7.20

7.20

3.31

Coverage Ratios

2.95 

2.76 

2.75 

5.05 

0.22

0.57

0.57

0.63

Prime=8.5% or 

prime+0.5%=9% if the 

lines are increased

10.25% for a 7-year term 

and 10.75% for a 10-year 

loan. Legal costs = $100 

K. Average interest rate of 

existing loans = 10.73%

10.5%. Spread = 2% of the 

proceeds. Legal costs = 

$260 K. Average interest 

rate on term loans = 10.9%

Share price = $64. 

Underpricing 6% to 10% = 

$57.6 to 60.2. Legal costs 

= $350 K

Ratings

The company's credit 

rating could be 

downgraded from BBB to 

BB.

 Ratings could fall from 

Baa-2 / BBB to Ba-2 /BB 

or Ba-3 / BB-

There is not enough 

information to assess the 

chance of a better credit 

rating, but certainly it 

should not be adjusted 

downward.

These are basically the direct costs of each type of financing in the form of interest rate, legal and out-of-pocket 

expenses.

Explicit Costs

This ratio measures the ability to cover not only interests but also principal payments. The formula is EBIT / 

(Interest + Principal payments/(1-tax rate). Remember that principal payments are adjusted by the tax rate 

because they are not deductible. The number for Bank lines of credit is smaller because the we included the 

whole amount of debt as a current maturity.

LT Debt to 

Capitalization

Interest Bearing 

Debt to EBIT

Debt to Equity

Times Interest 

Earned

Debt Service 

Coverage

Both the term loan and the debentures alternative increase substantially the LT debt to capitalization ratio

These figures are the same for the three types of debt and contrast sharply with the ratio that the company 

currently has of 2.31 (that would be maintained if the company goes with equity).

All the ratios seem very high. However, it is important to note that in this case debt includes the huge ammount 

in accounts receivables. Any type of debt would increase this ratio to 7.2, but an equity offering would reduce it 

significantly. The company currently has a 6.3 ratio compared with a 4.5 for the industry.

This is EBIT/Interest Expense. Currently, the company has a 5.05 ratio that compers favorably to the industry 

figure of 3. A common stock issuance would not have any effect on this, but any kind of debt would reduce the 

coverage of interests. Notice that the difference among the three types of debt comes from the different interest 

rates.

Under the current scenario ($192 M projected EBIT) the best alternative is equity. The indifference point 

between Bank Lines and Equity is $205 M. Below that equity is better, above $205 debt is better. Because long 

term debt has higher costs, the indiference point between debt and equity in this case is higher, $235 M. Only if 

EBIT is higher than $235 it would be better to be financed with long term debt. The two long term debt 

alternatives (term loans and debentures) are very simmilar in terms of costs. See additional analysis and graph.

Table 6. EBIT-EPS Analysis.

Chart 1. EBIT – EPS Indifference Chart
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Bank Lines of Credit

Term Loan

Debentures

Common Stock

Timing

The IB expects interest 

rates to raise and therefore 

recommends to seize the 

opportunity with a debt 

issue as soon as possible.

The president of the firm 

argues that the stock is 

currently undervalued 

because the market doesn't 

understand the expansion 

plan. If they must sell stock 

he says they should wait 

until the price goes up.

Flexibility

High. For their short-term 

nature, lines or credit 

would obviously be the 

most flexible means of 

financing, because after 

one year the company 

could do practically 

anything.

Medium-Low. Even 

though a Term Loan has 

less covenants than 

Debentures, it still 

seriously limits the 

company's financing 

ability. 

Low. By issuing 

debentures, the company 

will be constrained in 

numerous ways that limit 

its future borrowing ability. 

Medium. Financing with 

equity has the advantage of 

improving the D-E ratio. 

Fluctuations in capital 

markets could somewhat 

restrict future decisions, 

such as stock repurchases.

Agency Costs

The effect for common 

stock is the opposite. By 

reducing risk it reduces the 

value of equity relative to 

debt. On the other hand the 

increased equity gives the 

management some breadth 

which might make them 

take away focus from 

efficiency.

Taxes

No tax shield.

Signaling

Increasing the line of credit 

will probably signal an 

expected increase in 

volume of operations, 

since this is the main use of 

this type of financing.

Issuing long term debt has 

the positive effect of 

signaling an undervalued 

stock as perceived by the 

management. 

Given that debentures are 

mostly used by well 

established companies, an 

emission of them may have 

a positive signaling effect. 

Issuing stock sends a bad 

signal, because in theory 

the company would not 

issue stock if the 

management feels the stock 

is under-valued. 

Management argues that 

the market doesn't 

understand the plan to 

grow the company.

Since the company is profitable and pays an high corporate tax rate (43%), there is 

a substantial tax shield in the three debt cases. These efects are captured indirectly 

in the EBIT-EPS analysis.

We can think of the value equity as being equivalent to a call on the value of the 

firm. The higher the risk the higher the value of the call. By increasing debt level 

the company becomes more risky. Therefore having more risk increases the value 

of equity. But total value of a firm is constant (Modigliani-Miller). Therefore the 

increased leverage reduces the value of debt.   An offsetting effect is that the 

increased leverage obligues stockholder management to be more careful and more 

efficient because they constantly need to worry about servicing debt.     It is unclear 

for this company which of both effects is more important (it depends more on 

factors such as how risk averse is the management or how much risk there is of 

moral hazard). 


4) As CFO, what means of financing would you recommend?

This is not an obvious decision. Each alternative has its pros and cons, which we tried to analyze with as much detail as possible in the last question. A combination of two or more alternatives is not a bad idea, especially because the amount of funds required is big. Forced to make a decision we would choose an equity offering, but we would also take some advantage of the short term financing that banks could provide. In other words, we would finance part of the $300 M through an increase in the bank credit lines, say $100 M, and we would issue common stock to raise the rest of the money. In our opinion, the major downside of this strategy is that issuing stock sends a bad signal, because in theory the company would not issue stock if the management feels the stock is under-valued. The president of the company argues that the market doesn't understand their plan to grow. Given this asymmetric information effect, and if we are fully confident in their projections, issuing stock at the current price levels is probably not a very good idea. On almost every other aspect, the decision of funding through equity seems reasonable.
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