Foreaux

Contents of excel spreadsheet

1) Common size and ratios: Historical analysis

2) Sources and uses: eeer that would be sources and uses

3) Pro Formas

4) Sources and uses 1999.

5) Whentoconvert. This calculates what year we are likely to force conversion.

6) Convert calc. Shows the breakdown of the value of the convert between the straight bond and the option

7) Financing analysis. Shows the impact on EPS, dilution etc for the various options

8) EBIT-EPS. One of those lovely EBIT-EPS graphs

Question 1

See first four excel spreadsheets
Industry: wholesale industry

Foreaux is the largest regional food wholesaler in the US; the company serves 31,000 retail stores down from 37,000.

· Slow growth has driven industry consolidation

· Rise of non-traditional retailers – e.g. warehouse clubs, discount chains, mass marketers who have clout with food manufacturers.

· Main buyers in financial distress

· No pricing power to pass on cost increases

· Low margins in wholesale business

· Seasonality

· Some cyclicality

Industry: retail stores

Foreaux also owns 270 food retail stores. This industry faces many of the same problems as the wholesalers face

· Competition from non-traditional companies

· Margin pressure

· Seasonality

· Some cyclicality

· Concentrated suppliers (P&G etc)

· High spoilage

Analysis of financial position

· Net sales have fallen 6% 1997-98

· EPS has fallen 37% 1997-1999

· Operating margins are terrible and getting worse

· Current ratio fallen from 1.44 to 1.16 between 1995-97

· Debt/equity around 3

· The keep getting sued

Financing and dividend policy

Dividend policy


Fiscal 1998 cut dividend from 30 cents to 9 cents per quarter


Hopes to increase to 12cents per quarter 1999, 15cents FY2000, 18c FY2001 etc

Financing At March 31, 1998

Long term debt $1.2bln Consists of



$591mln in term loans due 1999 and 2001



$300mln in 11% senior notes due 2002



$2000mln in floating rate notes due 2002



$100mln in medium term notes due 1999-2005 with average interest rate 7.8%



Revolving credit line $20mln outstanding, additional $120mln available under terms 

Lines of credit 

· Matures 2001

· $6mln in mortgage real estate notes

· Interest rate: Floating rate priced off LIBOR +

· Protective Covenants



Debt-equity of no more than 3:1



Minimum net worth of $1bln



Maintenance of fixed charge coverage ratio of 1.1:1



Limitations on divis and capital expenditures

· Interest expense



1998 Fiscal $163.5mln



FY1997 $175.4mln

Lease payments


$135mln in year one


$125mln in year 2


$115mln in year 3


$105mln in year 4


$99mln in year 5


$726mln after

Concerns on Debt (Burt Malkiel’s Foreaux’s VP Finance)

· All debt due in next 4 years

· Sept 1997 Moodys lower senior unsecured debt rating to Ba-3 from Ba-1

· S&P lowered from BB- to B+

· Any new debt would be at higher rate than historical

· Phoenix associates (Vulture) 



Acquire 11% of senior notes



21% of $300mln outstanding

· Modernization requires $270mln in next twelve months

· Internal cash generation already earmarked for use

Question 2

See excel sheet “whentoconvert” and “financing analysis”

To calculate when the company should force conversion, we calculate the point where the value if converted is greater than the call price. We are told in the case that analysts expect the stock to rise by 8-10% per annum - we have used 8% and we are also given the call price convention. The standard practice is to force conversion when the value of conversion is 15% greater than the call price, which we have shown. You would want to convert at some point during FY2003 assuming that the stock rises in an approximately linear fashion.

Financing alternatives – see excel spreadsheet “financing analysis” for impact on EPS, ratios and the dilution of the various options

The book notes that convertibles are useful when there is uncertainty regarding the outcome of capital investments. When the investment is valuable and the share price increases, hence the company forces conversion. If the company is unsuccessful, there will not be conversion and the money will be returned to the bondholders. 

Pros and Cons of financing alternatives

	Criteria
	Long-term debt
	Equity
	Convertible subordinated debentures

	Debt ratios
	Very Poor
	Improved
	Poor

	Coverage ratios
	Debt/EBIT at 6.7X. Debt/equity at 2.73X. Times interest earned
	Improved
	Slightly better than straight debt

	Ratings
	Negative for ratings
	Positive for ratings
	Negative for ratings

	Explicit costs
	
	11% discount is very high
	Premium of 14%

	EPS
	EPS of $0.37
	EPS of $0.5
	EPS of $0.53 for basic $280mln issue, going to $0.55 when converted. The equivalent for the full green shoe $0.55 and $0.50 if converted

	Flexibility
	Least flexibility
	Most flexibility
	medium

	Taxes
	Benefit of tax shield
	No benefits
	Benefit of tax shield

	Agency costs
	Requires monitoring and covenants to ensure management does not take large risks
	
	Reduces agency costs since it is a hybrid security

	Incentives
	Incentive for management to take excessive risk
	
	Better alignment of management, shareholder and bondholder incentives

	Signaling
	Signals management believes stock is undervalued
	Signals management thinks stock is overvalued
	Since converts are a hybrid security the incentives of bondholders and equity holders are aligned

	
	
	
	


3)

See the “convert calc” sheet on the spreadsheet to see the sensitivity analysis.

Given the assumptions shown in the spreadsheet (Standard deviation of 0.347 and 7 years to conversion) the value of the bond plus option should be $907.42. If Bear Stearns claims that we can sell the bond at $1000, this means that investors are making different assumptions about the volatility of the stock. As a result if we are Foreaux and we believe our assumptions we are getting a good deal. 

4)

We would recommend the convertible issue for the following reasons

· Assuming that the green shoe is not fully utilized, the issue is less dilutive than the pure equity issue at EPS of $0.55 for the convertible vs. $0.5 for the equity issue.

· The cost of the debt is high and reduces EPS to $0.37. The option in the convert issue allows significantly lower interest payments than the straight debt issue

· The company has a poor credit rating so issuing a convertible gives investors an incentive to purchase the bonds

· Equity issue is very expensive at 11%

· Asymmetric info and agency costs as described in the chapter

· Sequential financing argument for companies with uncertain futures. If the investment is positive, the share price will rise hence forcing conversion. On the other hand if the investment fails bondholders have protection on the downside.

· More flexible than the straight debt issue

· According to our calculations if Bear Stearns can get $1000 per bond, this is a good price given our assumptions in the convertible value calculation

· Because they are nice

