Fiatlux


Fiatlux Plastics

Tough case.  Very tricky so it’ll probably take some time to review.  Plan accordingly.

Everything you need is in this word document.  See Excel document if you need to get inside our cells to explore, investigate, etc.

We start with background:
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Question 1: Is the division a good LBO candidate?  What is the industry structure and business risk?

Yes, but it is a mixed bag.  See below for risks.

Characteristics of Successful LBO Targets (from Van Horne, pp. 725-6)


	Characteristic
	 Application to Fiatlux
	Magnitude 

	Ability to defer major expenditures (eg. cap ex, R&D) for several years
	Modernized Fort Worth plant in 1998.

South Bend plant is not efficient, but no cap ex planned.

Pro formas project major cap ex in 2006 and 2007.
	Strong                    [image: image14.wmf]OCM: Actual Vs. Expected Return

--

Sell out exit method: OCM sell out the stock at the end of 2008 to realize its return
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	Subsidiary assets that can be sold without adversely affecting core business
	Both plants are needed to meet projected demand. No other disposable subsidiary assets.
	Weak       
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	Stable, predictable operating cash flows
	Demand for general purpose products stable, however, demand for customized products unpredictable. We don’t know the product mix. Sales growth declined by 2% from 1999 to 2000.

Pro formas project stable, growing cash flows based on “reasonable” sales and cost projections. 
	[image: image7.wmf]Outline of LBO proposal

Notes

Senior Bank Debt

Loan Amount (000)

42,007

$     

 

3.5X EBITDA in 2000; Depreciation in 2000 is 2669

Interest rate (annual)

11.25%

2.25% + 9.00% prime (project constant prime)

Lien = all assets

Revolving credit (000) 

5,000

$       

 

$5 M for 5 years

Commitment fee (000)

25

$            

 

0.005% of revolving credit

Clean-up period during seasonal trough (assume Feb – July)

Seller Note

Subordinated bank loans and general creditors, senior to mezzanine debt

Note Amount (000)

5,000

$       

 

Present market value

Interest rate (semi-annual)

5.00%

Principal

7,000

$       

 

due at the end of 5 years

Mezzanine + Equity

Common Stock (000)

17,000

$     

 

includes $2 M invested by management

Subordinated debt

17,000

$     

 

$81 M - $5 - $42 M - $17 M

Interest rate (semi-annual)

10%

Principal

17,000

$     

 

due at the end of 2008

Warrant exercise price

1

cent per share

Ownership

Oakville

62%

Management

38%

Other Requirements

Minimum Cash Balance (000)

2,000

$       

 

Fees (000)

3,000

$       

 

includes bank commitment fee

Oakville Annual Compond Rate of Return

25 - 30%

Assumed Fiatlux Exit P/E Ratio

10 to 13

Fiatlux required rate of return

13%

Other Trends

Inflation 

increasing

Treasury rates

declining

Corporate bond rates

uncertain

Moderate

	Proven historical performance with established market position
	Fiatlux has 9% market share, #4 in the industry. Gross and net margins are historically better than industry. Receivables and inventory turns have been much worse. 
	[image: image8.wmf](in 000's)

2001

2002

2003

2004

2005

2006

2007

2008

  Sales

63,525

71,784

79,680

87,728

92,114

96,720

101,556

106,634

  Gross profit

22,424

25,340

28,127

30,968

32,516

34,142

35,849

37,642

  SG&A

11,244

11,701

12,191

13,422

14,093

14,798

15,538

16,315

  

   ----------

   ----------

   ----------

   ----------

   ----------

    -----------

   ----------

   ----------

  Operating income

11,180

13,639

15,936

17,546

18,423

19,344

20,311

21,327

Interest Expense

Calculations

Senior Bank Debt

4,725

4,725

4,725

4,725

4,725

4,725

4,725

4,725

11.25% * 42,000

Seller Note

700

700

700

700

700

700

700

700

5%*7,000*2

Mezzanine Financing

3,400

3,400

3,400

3,400

3,400

3,400

3,400

3,400

10%*17,000*2

Total

8,825

8,825

8,825

8,825

8,825

8,825

8,825

8,825

Operating Income 

AfterTaxes

2,355

4,814

7,111

8,721

9,598

10,519

11,486

12,502

     Taxes (35%)

0.35

824

1,685

2,489

3,052

3,359

3,682

4,020

4,376

   ----------

   ----------

   ----------

   ----------

   ----------

    -----------

   ----------

   ----------

  Net income

1,531

3,129

4,622

5,668

6,239

6,837

7,466

8,126

  + Depreciation

2,731

2,566

2,398

2,257

2,150

2,119

2,490

2,622

   - CapEx.

1,500

1,400

1,400

1,450

1,500

3,100

2,800

2,300

   - Working capital

         additions

665

689

714

725

401

413

434

456

    ---------

    ---------

    ---------

    ---------

    ---------

     ----------

   ----------

   ----------

  Free cash flow

2,097

3,606

4,906

5,750

6,488

5,443

6,722

7,992

Calculation

Interest Coverage Ratio

1.27

1.55

1.81

1.99

2.09

2.19

2.30

2.42

Op. Income/Total 

Interest Exp.

Notes

1. Assuming that interest payments provide tax shield and decrease tax expense.

2. Senior Debt and Seller Note balloon payments are due in 2005. This table assumes that they can be refinanced at

similar rates without principal payments.  In reality interest rates would probably increase which would negatively impact

interest coverage ratios in 2005 and beyond.

3. Interest Coverage Ratio < 3 is below investment grade.

4. Operating Income and adjustments to net income are taken straight from Exhibit 3

Moderate 

	Business not cyclical 
	Demand is cyclical (construction and packaging fluctuates with consumer spending)
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Sources and Uses: 1998 - 2000

Sources

Uses

Net profit (1)

0

Accounts Receivable

2111

Accounts Payable

1533

Inventories

1,300

Accrued Expenses

1,022

Other Current Assets

414

Equity Allocation

2,196

Net PP&E

165

Other Assets

398

Reduction: LTD

363

4751

4751

(1) Cash is administered centrally, and is not retained by the division

Past Financial Ratios

1998

1999

2000

Upper

Mid

Low

Notes

Current Ratio

1.54

1.57

1.53

2.6

1.4

1

Average

Ave. Collection Period

63.59

64.37

63.78

39

44

51

Worse (higher) than industry median

Inventory Turns

NA

5.86

5.84

11.2

6.3

2.9

Worse (lower) than industry median

Debt/Equity

0.51

0.52

0.56

1

1.9

6.2

Better (lower) than industry median

LTD/Capitalization

0.04

0.04

0.03

0.03

0.24

0.42

Case comps

Int. Bearing Debt/EBIT (2)

0.18

0.15

0.11

0.07

0.29

0.71

Better (lower) than industry median

Gross Profit Margin

36%

35%

35%

27.1%

Better (higher) than industry average

Net Profit Margin

11%

10%

10%

7.6%

Better (higher) than industry average

SG&A/Sales

18%

18%

19%

16.7%

Worse (higher) than industry average

Sales Growth

NA

14%

12%

Declining slightly

(2)  Assume all non-current liabilities are long term debt. Assume 9% interest rate (prime in 2000).

(3)  All ratios from Robert Morris, except as noted (from case comps)

Industry Comps (3)

Weak


	Assets are physical assets or brand names (if people are the franchise value and leave, the company is doomed)
	Fiatlux has a brand new plant. It is a commodity business, so people are not very important (they employ only 6 sales staff for 85% of sales; service remaining 15% through two wholesalers. Exception is skilled product development staff, who are needed for customized products.
	Strong                         [image: image2.wmf]

	Experienced, high-quality senior management
	Five senior managers participating in the buy-out have 40+ years of experience with the division. They represent all major functions (marketing, manufacturing, controller, product development, CEO), except CFO.
	Strong               [image: image3.wmf]

	Minimal pre-existing leverage
	Existing leverage of $1 M would be assumed by Matuse, not the new company.
	Strong               [image: image4.wmf]


Company:

Plastic binding materials and netting used in packaging, construction and agriculture

Sold to industrial users. 

Some commodity products (low margin), some custom products (high margin)

Business Risks:

Cyclical demand (construction; packaging fluctuates with consumer spending)

Seasonal demand due Autumn packaging orders for Holiday Season

Volatile prices for principal raw material, polyproplene

Keen competition based on quality, service, and price. Risk of foreign competitors with lower cost structures.

For customized products: inventory obsolescence.

Market position:

Market size: $600 million 

Fiatlux market position:  #4 in the market. 9% (55 M/600 M). Other competitors: Maxtor (23%), Northland (17%), Conwed (12%), Avanti (8%), small competitors – some foreign (41%).

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

Probably, but again a mixed bag.  The DCF seems to support the price but the price looks high versus the P/E comps.  The P/E ratios (10-13) Oakville recommends seem higher than the comps support.

[image: image10.wmf]$ Millions

Analysis vs. 

Comps

Fiatlux

Avanti

Doncaster

Northland

Royce

Tufstran

Revenues

56

98

642

168

359

1192

Market Capitalization (Equity Value)

81

126

1082

206

374

1329

Interest Bearing Debt

1

21

258

81

12

562

Recent EBITDA

12

32

171

38

74

231

Book Value (1)

24

NA

NA

NA

NA

NA

Enterprise Capitalization (market cap + 

interest bearing debt + preferred stock - 

cash)  (2)

82

115

1169

249

312

1660

Enterprise Cap to Sales

Acceptable 

(average). 

Implies sales 

strong, debt low.

1.47

1.17

1.82

1.48

0.87

1.39

Enterprise Cap to EBITDA

Bad (High)

6.78

3.59

6.84

6.55

4.22

7.19

Equity Value to Book

Bad (high)

3.39

NA

NA

NA

NA

NA

Equity Value to Earnings (3)

Bad (high)

6.70

3.94

6.33

5.42

5.05

5.75

Debt/Capitalization (Book)

Good (low). But 

no comparable 

data.

0.04

NA

NA

NA

NA

NA

Debt/Capitalization (Market)

Excellent (very 

low)

0.01

0.17

0.24

0.39

0.03

0.42

Interest Coverage (4)

Excellent (high). 

No interest 

bearing debt will 

be inherited post-

acquisition

98.55

NA

NA

NA

NA

NA

EBITDA/Sales (5)

Excellent (high)

22%

33%

27%

23%

21%

19%

(1) No info on comparables' book values given

(2) Use EBITDA to approximate cash except for Fiatlux where cash is 0 at start-up.

(3) Use EBITDA to approximate income.

(4) EBIT/Interest Expense. Assume Fiat's interest expense is 9% of non-current assets. 

     No info on comparables' interest expense, depreciation, or amortization given

(5) Using EBITDA rather than Net Margin as these figures are not available for comps

Ratios:

DCF:

[image: image11.wmf]Major Assumptions

Fiatlux required rate of return

13%

(Given in case)

Pro Forma - From Case

2001

2002

2003

2004

2005

2006

2007

2008

  Sales

$63,525

$71,784

$79,680

$87,728

$92,114

$96,720

$101,556

$106,634

  Gross profit

22,424

25,340

28,127

30,968

32,516

34,142

35,849

37,642

  SG&A

11,244

11,701

12,191

13,422

14,093

14,798

15,538

16,315

  

   ----------

   ----------

   ----------

   ----------

   ----------

    -----------

   ----------

   ----------

  Operating income

$11,180

$13,639

$15,936

$17,546

$18,423

$19,344

$20,311

$21,327

     Taxes (35%)

3,913

4,774

5,578

6,141

6,448

6,770

7,109

7,464

   ----------

   ----------

   ----------

   ----------

   ----------

    -----------

   ----------

   ----------

  Net income

$7,267

$8,865

$10,358

$11,405

$11,975

$12,574

$13,202

$13,862

  + Depreciation

$2,731

$2,566

$2,398

$2,257

$2,150

$2,119

$2,490

$2,622

   - CapEx.

1,500

1,400

1,400

1,450

1,500

3,100

2,800

2,300

   - Working capital

         additions

665

689

714

725

401

413

434

456

    ---------

    ---------

    ---------

    ---------

    ---------

     ----------

   ----------

   ----------

  Free cash flow

$7,833

$9,342

$10,642

$11,487

$12,224

$11,180

$12,458

$13,728

Terminal Values & Resulting NPVs

Dividend Discount Model

Terminal Growth Rates

1%

2%

3%

4%

5%

Terminal Value Using Dividend Discount

$115,548

$127,300

$141,403

$158,640

$180,186

NPV Using Div. Disc. Model

$89,597

$97,832

$107,203

$118,776

$134,424

Price to Earnings x EPS Method

P/E = 10

P/E = 11

P/E = 12

P/E = 13

Terminal Value is computed using P/E * Earnings

$138,624

$152,487

$166,349

$180,211

NPV @ each P/E

$98,114

$103,328

$108,543

$113,757

EBITDA x Assumed EBITDA CAP RATIO

Not applicable.   Same calculation as P/E*EPS Method

Debt will be assumed by parent company.



Question 3: In general, is the financing plan proposed by Oakville Capital reasonable?  Can Fiatlux Plastics service the debt?  (A rough estimate here is fine). 

The financing plan does seem reasonable, except we are concerned Oakville wants too much of the company (see Question 4).

Yes, Fiatlux seems to be able to service the debt, but JUST BARELY.  If it weren’t for the tax shield from the interest payments, Fiatlux would not be able to service the debt.  Their coverage ratios are very low (well below the magic “3”).  This is especially problematic because some of our revenues (we are not told what %) are from custom jobs, which are risky and unpredictable.  If revenues fall off, we are in trouble.

Fiatlux has a problem when its principal payments start to become due in 2005.  We have assumed Fiatlux can refinance at similar rates without taking on principal payments.  If Fiatlux is forced to start to repay principal, they will have loads of trouble.
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--

Sell out exit method: OCM sell out the stock at the end of 2008 to realize its return
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1,445
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OCM Interest Return

16,316

      

 

discount rate 13%

OCM Principal 

6,395

        

 

discount rate 13%

OCM Return from Equity

23,504

      

 

discount rate 13%

Overall OCM Return

14,214

      

 

Overall OCM Return Rate

44%

Table: Actual Return Rate of OCM
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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 (common stock owned and warrant value as common) being realized at the end of 2008.

We used 2 methods, P/E and Cash Flow.  The essence of these analyses is that given the P/E range Oakville quoted, they should receive far less % ownership given the returns they say they require.

Note:  We weren’t sure what discount rate to use.  We used Fiatlux’s 13% but debated what would be a better rate for Oakville’s CFs.
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--Cash Flow Method: OCM equity ratio as ratio to share Fiatlux free cash flow, the NPV the cash flow

Total Investment

32000

Equity Ratio

62%

Expected Return Rate

25%

Discount Rate

13%

Terminal Growth Rate

3%

DCF Method

2001

2002

2003

2004

2005

2006

2007

2008

Terminal Value

Fiatlux Free Cash Flow

2,097

3,606

4,906

5,750

6,488

5,443

6,722

7,992

82,319

     

 

OCM share of cash flow

1,300

2,236

3,042

3,565

4,022

3,375

4,168

4,955

51,038

OCM Debt Return

22,711

OCM NPV

33,834

OCM Actual Return

56,545

OCM Actual Return Rate

77%

Table 1: Discounted Cash Return to OCM with different Equity Ratios and Expected Return Rates
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27%

31%

35%

40%

38%
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31%
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39%

45%

40%
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35%

39%

44%
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43%

36%
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43%

48%

55%

45%

40%

43%

48%

53%

60%

48%

44%

47%

52%

58%

65%

50%

47%

51%

56%

62%

70%

53%

51%

55%

61%

67%

74%

55%

55%

59%

65%

71%

79%

58%

59%

63%

69%

76%

84%

60%

63%

68%

73%

80%

89%

63%

66%

72%

78%

85%

94%

Within OCM 

Expected Range

Equity Ratios

OCM Actual 

Return Rates

Cash Flow Method:

Cash Flow Method:


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

Because of our concerns about Fiatlux’s ability to cover its interest payments and our uncertainty about the stability of Fiatlux’s projected cash flows, we recommend that Fiatlux should push for more equity contributions ($$) (and less debt) from Oakville and a higher % ownership for themselves.  Given the current terms, we think 62% ownership for Oakville is far too high.
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