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Question #1: What is the nature of the business and what are some of the risks?

Originally (1985) in the business of manufacturing wireless transmitters designed to automatically read electric and gas utility meters over unlicensed radio spectrum, Metricom has since dropped its ISP service and manufacturing arm to concentrate on wireless networking.  Basically, Metricom installs transmitters on streetlights or utility poles to create a wireless network (Richochet services) enabling internet connection (with a special modem) from anywhere within the network.  

Business Risks

· Cyclical Business .  With the benefit of hindsight, the wireless industry like most of high technology is cyclical. However, in 2000, the general perception was that the industry growth would not be affected by the business cycle.   
· Need for high upfront investments and dependability on future demand.    Metricom faces extremely high up front cost for system development, the deployment of their network and other infrastructure installation.  In order to provide a valuable service Metricom needs to build a massive infrastructure, yet it faces an uncertain and unproven demand.  Metricom’s investments are justified with the expectations that the market of mobile data will soon take off.  However, even at the end of 1999 there were only a few mobile data users and the industry has not grown as expected. Whether it will take off is still to be seen. Metricom’s future depends heavily on the growth of the demand and the price at which they can offer the service (i.e., they have to place a big bet on the demand and viability of their service), given that the revenues are basically derived from subscription fees paid by the users of their services.
· Competition.  Several other competitors are rushing into the wireless network each with slightly different technologies (who will win? And how much will Metricom end up with?).  Some deep-pocketed wireless operators such as Sprint PCS and AT&T are planning to roll out 3G, which could on one hand represent competition or, on the other, provide substantial resale opportunities to Metricom.  Yet there is so much uncertainty in this field that it is a bet. 
· Rapid development of new technologies. With the current and expected rate of technological innovation, the life cycle of Metricom’s existing system is likely to be very short (1-3 years) forcing them to reinvest in continuing technological improvements (how much will this cost?). 
· Availability and Cost of Capital.  Currently, given negative earnings, Metricom relies heavily on outside sources.  The question is whether or not Metricom will run out of money and funding options before it has a system up and running.

Financial Ratios and Trends
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1.-COGS was calculated adding up  the cost of service revenues and the cost of product revenues.  Cost of service can be viewed as the of the costs of network operations and real estate management costs on network equipment.  Cost of products are primarily associated with the Ricochet modem product sales.

2.-For this calculation we only used the cost of products, as it does not make sense to think of inventory in services.

3.-Debt includes current liabilities, long term and other liabilities.  Given that shareholder's equity is a deficit, the ratio comes out negative and does not tell us much.  Note that the Convertible Preferred stock is not included in this calculation, thus an extremely important amount is being ignored.

4.- Preferred Stock is a hybrid between debt and equity.  In this ratio we included it as equity, following what Van Horne points out in pg. 602 "From the standpoint of creditors, preferred stock adds to the equity base of the company and enhances the ability of the company to borrow in the future".
Currently Metricom is not a profitable company as evidenced by the negative Gross Profit Margin and a SG&A/Sales of more than one. Due to the rapid expansion of the company, there are no clear trends in the ratios. The high current and quick ratios in 1999 are due to the fact that the company is holding a lot of cash to fund future investments and for operations, which is expected to change. The average payable period also increased considerably as a result of an increase accounts payable from 1998 to 1999 and a decrease in the cost of service revenues (which is included in COGS). 
Sources and Uses of Funds 1998-1999
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Does not make sense in this situation.  Without any earnings, it cannot cover any 

interest payments with them.




Metricom’s main source of funds was the 1999 issue of a redeemable convertible preferred stock to Vulcan Ventures and MCI-World Com..  The proceeds from the issuance have been used primarily for short-term investment, increasing cash (for operations), paying off long-term debt (reducing it considerably, from $55098 to $385 thousand) and offsetting the net loss of the company.

Preferred stock is a hybrid form of financing combining features of debt and common stock.   It is considered a form of fixed-income security, and although it carries a stipulated dividend, the actual payment of the dividend is discretionary.  Moreover, preferred stock can have call and convertibility features.  In the case of Metricom, management decided to pay the preferred dividend cash, amounting to  $38,234 thousand.  Moreover, it is callable (redeembable) and it can be immediately converted into common stock (at a given conversion price).  

Question #2a: What are the funding needs of the company? 

Given Metricom’s desire to build networks in 46 cities, the case indicates a potential funding gap of close to $1B (Exhibit 4 indicates over $1.2B in total expenditures).  This money would mostly be used to install the transmitters that actually create the network.  Likely, it will also serve as funding for the initial service launch including marketing efforts at customer acquisition and production costs of the wireless modems.   For the company to be successful it needs to have an average subscriber base of about 2 million people.  Without high growth the company will never break even and be profitable. Growth is necessary to become profitable and funding must be secured based on the expectation of future cash flows. Note that these future cash flows are based on aggressive growth assumptions. Overall, the risk profile is rather high. 

As the company needs cash to finance its CAPEX, it should avoid interest /principal payments, as much as it can.  Thus it should consider an option that does not put too much obligations in the short term. 

As for the cost of future development and upgrades, who knows how much they will need?

Question #2b: What does Exhibit 4 tell you with respect to the trend in free cash flow?  (Free cash flow is net income after taxes plus depreciation, minus expected capital expentidures, and minus expected additions to working capital.  The negative signs for the latter two in the exhibit mean cash outflows). 

Free cash flow trends as follows:

	 
	 
	1999
	2000
	2001
	2002
	2003
	2004

	Free Cash Flow
	 
	-73,202
	-878,779
	-495,065
	145,162
	585,385
	544,339


Remaining negative only through 2001.  The positive trend is due to assumptions in growth of subscriber base as well as revenue from this base (i.e., all your base are belong to us!).  The dip in 2004 is due to an increased capital expenditure of $240M.  

Just for reference, at the end of 2004, the Exhibit 4 predictions indicate a subscriber base of 5+M (or approximately 100K per city…seems like a lot!).

Question 3 

Past Financing

Mostly Equity:

· $120 Million in 1992 - IPO of 12,033,960 shares at $10 per share for a total of $120,033,960

· $55.8 Million in 1998 - Paul Allen invested $55.8 million for 49.5% of the company

· $600 Million in 1999 - Vulcan Ventures and MCI-WorldCom put in $300 million each to help fund the nationwide expansion of its pure wireless network.  LTD was refinanced with equity. LTD decreased by $55 M, while equity increased by a total of $660 M (preferred stock $570 M and stock holders equity $90 M) .

Financing Options

In evaluating financing options we looked at the straight debt, convertible debt, and follow-on equity offering.

Given that the case does not give any information regarding the terms and conditions of the financial alternatives we have to make several assumptions.  The assumptions clearly have some subjectivity, however, we tried to justify them analyzing the comparable companies.  There isn’t any other publicly traded pure wireless data company, thus Metricom has to be compared with ISP, DSL and fixed wireless data companies.  All of them are facing the same challenges of dealing with a massive infrastructure and an unproven demand.

Assumptions:

· Follow on equity would be issued at $80 per share, the current stock price. We discussed reasons for offering the stock at a discount (to ensure successful placement and take dilution into account) but, based on the favorable market conditions for Telecommunications in early 2000, we decided for a par issue.

· Straight debt and convertible debt would have 10 year maturities based on similar types of financing by companies in the same field and on Metricom’s financing needs. Due to a lack of internal cash generation, Metricom has an external funding need. We expect that the company will need to have a couple of profitable years to generate enough internal cash to repay the $1bn principal. (see exhibit 7) Moreover, we concentrated on companies that offered a coupon, given that the conditions in the 2000 market were becoming tougher (i.e. the case says “voice CLECs found capital raising tougher”) and we do not expect the market to accept a zero coupon issuance from an unprofitable and highly risky company.   

· The interest rate for straight debt would be 10.86%, corresponding to the average of comparable debt-issues in the market (we disregarded Lucent and AT&T because of their A credit rating but included Northpoint from the case text), and the rate for convertible debt would be 7% based on comparable types of financing by companies in the same field (we disregarded AOL’s zero coupon bond, ComCast because of its 30 year maturity and Veritas because it is in a different industry;  see exhibit 7). Other conditions of the convertible are a 50% conversion premium in line with the other industry offerings.  With a stock price of $80 we obtain a Conversion Price of $120, and a conversion ratio of 8.3.  

· Refer to the excel sheet for detailed calculations.

	
	Straight Debt
	Convertible Debt
	Equity

	Rating (currently High Yield)
	Negative Effect
	No Effect or Negative Effect
	No or Positive Effect

	Maturity
	10 years
	10 years
	(

	Yield
	10.86 %
	7%
	$80 / share

	Dilution
	None
	28.4%       (8.3/(8.3+20.9))=28.4
	37.4%   (12.5/(12.5+20.9))=37.4

	Debt Capacity
	Negative Effect
	Partially Builds
	Builds Capacity

	Retirement
	@ Maturity (not callable)
	Callable or @ Maturity
	Via Stock Repurchase

	Timing
	Relatively good because market is willing to take risk for high growth companies in high tech. 
	Good as risk is high, growth potential is high and interest rates relatively low.
	Great because of high stock price.

	EPS, TIE, D/E

(for calculations, pls refer to the excel sheet)
	Affects capital structure strongly; given the negative annual net income Debt to capitalization will be higher than one. Debt EPS higher than Equity EPS for EBIT > 290 M.
	Same effects as Straight Debt with lower effect on net income (lower interest payments) and likelihood of conversion into equity.
	Capital structure strongly affected, almost all equity firm. Equity EPS higher than Debt  EPS for EBIT < 290 M, lower risk in early, unprofitable years.

	Flexibility
	Low because amount of cash needed is high but there aren’t any known legal restrictions in debt ratios
	Medium flexibility
	High flexibility

	Control
	Current Stockholders remain in full control.
	Not as bad as equity but 28.4% dilution would take place. Vulcan Ventures negatively affected. Might cause some resistance.
	Dilution level is high and therefore lots of control is given up by Vulcan Ventures. Might cause resistance.

	Signaling
	Indicates confidence in pro-forma numbers. Might be signal that company is undervalued.
	Aligned with high growth and high risk business.
	Might signal overpricing of stock, especially given 1999’s stock rally.

	Qualitative
	Capital Structure  will be negatively affected. Unlikely to receive full funding out of Straight Debt (Debt to Capitalization would be bigger than 1, no security for creditors). In addition, regular interest payments are a cash strain during the growth period. Preferential option for equityholders
	.The high risk and growth potential of the firm speaks for convertibles as the preferred option to raise debt capital. However, if the stock price doesn’t rise above $120, then the firm has the same obligations as in the straight debt case because investors would not convert. (Amazon case)
	Fits the risk profile of the company. No cash flow requirements during the high growth period. However, the level of dilution is high and it is not certain if Vulcan Ventures will agree to issue new stock 


Decision

Our first choice is to issue equity since it fits best the cash flow needs and risk profile of the company and since Metricom can benefit from the favorable market conditions with a stock price of $80,--. However, given the dilution effect and the corresponding loss of influence, Vulcan Ventures might not agree to a full public equity offering.

In such a case, our second choice is a combination of equity and convertible debt to fill the funding gap of $1bn. The high risk and high growth assumptions of Metricom speak for such an instrument and we would expect conversion within a 4 to 6 year period.
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