Carter Hawley Hale

Standard 3 pronged analysis

Business Risk:  Seasonality with retail sales, and cyclical as retail spending is discretionary.  CHH Also faces inventory risk, as fashion style changes.  

Uses/Sources of Funds:  From 1990-91, CHH acquired significant funds through restructured debt, and used the proceeds of this debt to pay off old bondholders.  The decrease in PPE, Accounts Receivable, and inventory all reflect the sale of Thalheimer Brothers in 1990 for $317 million in cash.  This sales was met with a similar offset in the reduction of Accounts Payable.  See Excel file for details.

Ratios Analysis: Ratio analysis indicates the level of financial distress CHH was facing in 1990.  TIE and debt service coverage ratios are all below 2x.  See Excel file for details.

1.  Why did CHH get into financial difficulty?

CHH got into difficulty for the following reasons:

· Management lost its focus on the core department store business and emphasized the specialty stores.

· Takeover attempts occurred because they lost this focus and let their core business operations sag.

· CHH staved off takeover attempts by incurring debt and levering the firm.

· CHH had negative equity at the time of first restructuring in 1987 and have had it since (although profitability was on the rise) 

· Earnings weaknesses caused them to be unable to meet current obligations

· Rising interest rates killed them because they needed short-term financing to meet their seasonal needs (A/R, inventories)

· TIE was very low (compared to industry average).  In essence, their current maturities were very high

2.  What is the nature of DIP financing?

· Superpriority:  It is gives the creditor prior over pre-DIP creditors

· Profitable:  It is provided at high interest rates

· A temporary measure to provide temporary cash infusion to sustain a business until the company can change its capital structure

· Should not be used to revive a business that is not capable of creating economic value

· No real risk sharing; DIP creditor has supplier power

As it applies to CHH?


Chemical offer provisions include the following (See Appendix A – page 13):


$250 million revolving credit commitment to fund inventory and similar requirements at 10.5%

· the purpose of this is to build inventory for spring sales season and to build inventory back after sale of Thalheimer’s (one of the covenants specifies that inventory may not fall below $ 350 million)

$550  Receivables Facility to advance CHH funds against its Accounts Receivables.  This will be a short term funding need, as CHH intends to take out this credit facility with an Accounts Receivable securitization.

3.  Does management, on behalf of equity holders, have an incentive to increase risk in order to exploit existing creditors?  

Yes.  The reason is that equity holders effectively hold a call on the on the value of the firm in excess of the face value of the debt.  This call is more valuable when volatility increases.  Equity holders want to maximize the value of their call.  Additionally, the equity holders are protected from downside risk the higher the value of the debt relative to the value of the equity.  Effectively, this creates a moral hazard problem due the lack of risk sharing.  At the current time, the call option owned by equity holders is essentially worthless.  Below are basic calculation in the DOVE option pricing model, where X=$2.028 billion (value of all liabilities in ‘91), S=$91 million (value of firm at $3/share), r=4.5% (estimate of risk free rate), and time to expiration of two years (the expected length of the credit line).  The value of the call at different volatility assumptions is as follows:
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New creditors?

Yes, management has the same incentive with new creditors.  However, since management needs these creditors to keep its option alive, it has less bargaining power.  Its incentives haven’t changed, but it is willing to give up flexibility to keep the option alive.  (see below)

How do creditors protect themselves?

Creditors protect themselves with covenants, which are largely geared to restricting management’s ability to undertake risk.  In this case, Appendices A and B provide a laundry list of restrictions attached to the debt, the most important of which is superpriority.  This increases Agency costs – this inherent conflict between debt and equity holders of the firm.  

4.   Should Cathay participate in DIP financing?

Our opinion is that Cathay should participate in Chemical Bank’s DIP financing of CHH.  But, we don’t buy that they should do this because CHH is on the road to profitability – only because there is so little risk for the DIP lenders.  We discounted the first three notes in Appendix C regarding their business strengths – they are in this mess for a reason.  But, notes 4 through 6 are very compelling.


Positives:

· $250K in front end cash (1/2 % of 50 million in front end fees – although this is less than what Chemical is getting – footnote on pg 1 explains that the general front end fee is between 2 and 4 %.  So, Chemical is not giving it all away on this 50 million portion)

· Relatively low risk

· Laundry list of protective covenants

· Only funds covered by inventory and receivables will be eventually loaned.  There are large cushions in both the lending restrictions for inventory and receiveables (see note 4 on pg 22) and this collateral will be monitored on a daily and weekly basis by Chemical Bank (pg 23).  

· Inventory – they are required to keep a minimum of 350 million in inventory at all times.  The max loan amount is 250 million.  A 3rd party liquidator estimated the liquidation value at 330 million (at 5Jan91 when book value was close to 350 million).  This liquidation value seems a little high (94%), but the 250 million is covered even at 71%.

· Receivables – they are only allowed to borrow up to 78% of the value of the receivables, well under the 93% liquidation value for receivables.

· Superpriority claim of DIP financing vs. pre-Chapter 11 debtors

· Priority claim to cash flow (see note 6 on pg 23)

Negative:

· We don’t know if $250K is enough to cover all up front costs of doing business.  Maybe some bankers in class will know if this is enough given a $50 million offer.  We did feel that the $16 – 32 million that Chemical would get (2-4 % of 800 million, less whatever they farm out to other banks) is a good chunk of change for little risk.

· Cathay is putting their trust in Chemical’s monitoring team – if they fail and CHH drops significantly below what the covenants dictate, there is obviously more risk for the DIP lenders.

· If we’ve overestimated the liquidation cushions above and Cathay needs CHH to do well (profitability-wise) for the DIP lenders to recover the loans, then we need to dive into their assumptions going forward (see exhibit D and fin ratios).

· The pro formas show return to positive net earnings in 1993.  This is based on the assumptions on pg 24.  The three assumptions we’re most worried about are:

· #6 – 14% reduction in workforce at a time of opening 2 new stores (net).  If you hold COGS / SALES and SG&A / SALES constant over the pro forma period, the -3 million and +23 million in net earnings for 1992-93 turn into –23 million and –15 million in net earnings.  This tells us that the return to positive net earnings is very sensitive to implementation of the cost reduction program.

	
	1991 a)
	1992 
	1993 
	
	1992*
	1993*

	Sales
	       2,348 
	      2,176 
	      2,308 
	
	2176
	2308

	Cost of Goods sold
	       1,740 
	      1,589 
	      1,671 
	
	1612
	1710

	SG&A
	          512 
	         463 
	         478 
	
	474
	503

	EBIT
	            96 
	         124 
	         159 
	
	90
	95

	Interest
	
	
	
	
	
	

	Cash
	          109 
	           52 
	           46 
	
	52
	46

	Non-cash
	            22 
	           56 
	           54 
	
	56
	54

	Bankruptcy Expenses
	            -   
	           21 
	           20 
	
	21
	20

	Pre-Tax Earnings
	          (35)
	            (5)
	           39 
	
	(39)
	(25)

	Taxes
	          (14)
	            (2)
	           16 
	
	(16)
	(10)

	Net Earnings
	          (21)
	            (3)
	           23 
	
	(23)
	(15)

	
	
	
	
	
	
	

	Selected Data
	
	
	
	
	
	

	Sales increas (decr.)
	
	
	
	
	
	

	Total
	(0.9%)
	(7.3%)
	6.1%
	
	(7.3)
	6.1

	Comparable stores
	(2.2%)
	(9.1%)
	5.6%
	
	(9.1)
	5.6

	Cogs/sales
	74.1%
	73.0%
	72.4%
	
	74.1
	74.1

	SG&A/sales
	21.8%
	21.3%
	20.7%
	
	21.8
	21.8

	EBIT/sales
	4.1%
	5.7%
	6.9%
	
	4.1
	4.1

	
	
	
	
	
	
	

	Depr. and amort.
	35 
	37 
	40 
	
	37
	40

	 
	 
	 
	 
	
	
	

	a) Actual
	
	
	
	
	
	


 *Holding COGS/sales and SG&A/sales at 1991 year end levels

· #7 – holding mark-ups to 1990 level (they may need to reduce prices to get people to buy from them with a return policy (how do you return an item if the doors are shuttered?)  that is questionable.  Also, a 2% shrinkage rate could go up if employees are worried about getting paid.

· #11 – if trade credit % doesn’t increase to 60% and 75% in 1991 and 1992, this will require them to use more of the DIP loans at a higher cost.

