Fiatlux Freerider (6/3/01)

Question 1: Is the division a good LBO candidate?  What is the industry structure and business risk?
Industry Structure: 
· Total market is $600mm

· C4 of 61%; Fiatlux is the no. 4 player with a 9% market share.  The largest player is a subsidiary of a large chemical company with 23% market share

· Competition based on quality, service and price

· Broadly, two types of products: general-purpose (commodity) and customized

· Capital intensive business: in particular, scale economies are key for general-purpose products because of the emphasis on price as a means to compete.  Customized products product higher margins

· Unionized labor

Business Risk

· Cyclical

· Moderately seasonal: materials ordered in Autumn in anticipation of the holiday selling season

· Demand is relatively predictable

· Key raw material (polypropylene) prices are volatile

· Finished goods inventory risk limited for general-purpose products, but potentially an issue for customized products (e.g., in the case where a customer renegs on an order, Fiatlux cannot easily find an alternate customer for custom products)

Good MBO candidate? Yes

Attractions

· Experienced management with a proven track record in operating the business successfully

· Management willing to invest considerable sum relative to personal net worth

· Middle managers generally planning to stay with company

· Opportunity to better align management’s incentives with investor base by tying their returns more closely to the performance of the stand-alone business

· Limited need for large capital expenditures during LBO: plants have sufficient capacity up to 2005 and Ft. Worth was recently upgraded

· Low R&D needs

· Division has current sales momentum (e.g., it is not a turnaround situation)

Concerns

· Lack of an experienced and properly incentivized CFO is potentially an issue given such a CFO’s importance in cash management and budgeting

· Unionized labor = less advantageous cost structure

Question 2: Is Fiatlux Plastics worth $86 million in cash outlay?




The purchase price seems fairly (and fully) valued based on comparable multiples:
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$32
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Doncaster, Inc.

$642

$171

$1,340

2.09x

7.84x

Northland Plastic Corp.
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1.71x

7.55x

Royce Cardwell Corp.
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1.59x
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1.08x

4.59x

   Low

2.09x

8.19x

   Average

1.59x

6.68x

Fiatlux 2000 Actual Basis

$55,822

$12,002

Implied Fiatlux Enterprise Valuation

   High

$60,020

$55,134

   Low

$116,513

$98,250

   Average

$88,837

$80,137


We also considered a DCF analysis based on management base case forecasts, the 5% growth case and the 0% growth case.  Using a 13% WACC, the cash outlay seems justifiable, except in the case of 0% top-line growth.  Still, acquiring the business for the equivalent of 7.2x trailing EBITDA (1.5x sales) and 6.1x forward EBITDA (1.4x sales) implies a full price.  The purchase price implies a 15x P/E.
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Question 3: In general, is the financing plan proposed by Oakville Capital reasonable?  Can Fiatlux Plastics service the debt?

Overall, the financing plan seems reasonable, although one might argue for higher leverage to better juice the returns; we’ll turn to that discussion below.  Of note, the company continues to pay down debt in all three scenarios examined ($62mm in the base case; $41mm in the 5% growth case and $28mm in the 0% case)

· Base Case Interest Coverage.  EBIT/Interest in the base case remains above Van Horne’s benchmark of 1.25 and grows rapidly
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Projected

2000

2001

2002

2003

2004

2005

2006

2007

2008

____________

____________

____________

____________

____________

____________

____________

____________

____________

Debt / Equity *

4.18x

3.97x

3.30x

2.46x

1.71x

1.13x

0.73x

0.43x

0.14x

Debt / EBITDA *

5.92x

4.89x

3.90x

3.09x

2.46x

1.93x

1.45x

0.96x

0.37x

Senior Debt / EBITDA **

3.50x

2.80x

2.11x

1.51x

0.99x

0.86x

0.42x

0.00x

0.37x

EBIT / Interest Expense

1.28x

1.20x

1.63x

2.16x

2.77x

3.26x

4.27x

6.01x

6.38x

EBITDA / Interest Expense

1.65x

1.88x

2.33x

2.91x

3.61x

4.17x

5.39x

7.62x

8.05x

Base Case.  In the base case, Fiatluz is able to service balloon principal payments on the seller note and junior subordinated debt with a minimal revolver balance (assuming revolver extension beyond yr. 5) of $8.8 million, representing a modest debt / EBITDA ratio of 0.37x

· Slow Growth.  In the 5% growth case, Fiatlux is never able to entirely paydown the revolver balance and has a debt balance of approximately $30 million at the end of year eight.  However, this $30 million debt balance represents 1.56x trailing EBITDA, still a conservative ratio.  Senior debt / EBITDA always stays under 3.5x
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Debt / Equity *

4.18x

4.13x

3.74x

3.14x

2.52x

1.96x

1.52x

1.10x

0.77x

Debt / EBITDA *

5.92x

5.23x

4.52x

3.90x

3.44x

2.97x

2.56x

2.04x

1.56x

Senior Debt / EBITDA **

3.50x

3.01x

2.49x

2.01x

1.61x

1.62x

1.27x

0.83x

1.56x

EBIT / Interest Expense

1.28x

1.08x

1.33x

1.61x

1.87x

2.07x

2.43x

2.93x

2.82x

EBITDA / Interest Expense

1.65x

1.76x

2.03x

2.34x

2.64x

2.85x

3.28x

3.99x

3.81x


· No Growth.  In the 0% growth case, Fiatlux maintains substantial revolver balances throughout the eight years, with an ending balance of $43.4 million, representing 3.15x EBITDA.  Given that this is Fiatlux’s ONLY debt outstanding, the company should be able to refinance, although there is some refinancing risk
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Debt / Equity *

4.18x

4.20x

3.99x

3.62x

3.20x

2.83x

2.54x

2.22x

1.98x

Debt / EBITDA *

5.92x

5.43x

4.91x

4.48x

4.23x

3.96x

3.79x

3.43x

3.15x

Senior Debt / EBITDA **

3.50x

3.12x

2.71x

2.34x

2.06x

2.31x

2.13x

1.82x

3.15x

EBIT / Interest Expense

1.28x

1.01x

1.17x

1.33x

1.43x

1.44x

1.52x

1.61x

1.39x

EBITDA / Interest Expense

1.65x

1.70x

1.87x

2.05x

2.17x

2.17x

2.29x

2.50x

2.18x


· Negative Growth.  We did not run a scenario worse than the no growth scenario, but it is reasonable to assume that the company would not be able to service its debt if financial performance falls below 2000 levels

Question 4: What percent ownership needs to be given up for total returns of 25 to 30 percent by Oakville capital?  Treat the equity and the mezzanine debt as unit investments, with a cash return on the debt over 8 years, and equity value being realized at the end of 2008.

In short, no level of ownership in the range that Oakville is considering will work from a returns perspective.  The returns to management are, however, generally pretty attractive.  The analysis for the base case is portrayed below; similar analyses for the 5% growth and 0% growth cases are included in the spreadsheet model, but under no circumstances do they provide adequate returns.  “nm” in the chart below means that the required ownership is > 100%.
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Projected

2000

2001

2002

2003

2004

2005

2006

2007

2008

____________

____________

____________

____________

____________

____________

____________

____________

____________

Mezzanine cash flows

(22,000)

2,200

2,200

2,200

2,200

2,200

2,200

2,200

24,200

Equity cash flows

(15,000)

77,244

____________

____________

____________

____________

____________

____________

____________

____________

____________

     Aggregate cash flows

(37,000)

2,200

2,200

2,200

2,200

2,200

2,200

2,200

101,444

     IRR

17.2%

    Memo: mgmt. return

48.5%


We considered a 13-18x exit P/E (the case mentioned that Oakville was focused on a 10-13x multiple, but obviously they’re smoking something good, because none of it seems to work).

Mgmt is making out like bandits considering they will only put up 11.8% of the common ($2/17) and will receive 38% of the equity.  It would probably be more reasonable to offer only 15-20% of the company and provide a clawback or earn-out for additional common at the going-in price subject to Oakville getting a certain pro forma IRR and/or multiple of investment.

Question 5: What should the management buyout team do?  Oakville Capital?

The management team should secure parachutes for themselves; run the company into the ground and then push for a sale of the assets and move to Portola Valley.  

