Carter Hawley Hale

1) Why did Carter Hawley Hale (CHH) get into financial difficulty?

CHH fought off a hostile takeover attempt by the Limited et al. in 1987.  In doing so, CHH spun off to shareholders the Nieman Marcus Group, paid a large cash dividend, and levered the company significantly.  CHH came out of the fight with $1.3B in long-term debt and negative equity of ($252MM).  Post-restructuring debt service was greater than historical EBITDA, and margins were less than industry averages.  Furthermore, CHH needed to undertake some capital expenditures to remodel stores.

CEO (Hawley) proposed new operational changes intended to improve customer service and refocus on “moderate fashion merchandise” in “exciting stores.”  Customers liked it but same-store sales and market share languished.

Then, the San Francisco earthquake of 1989 hit and 13 of 22 Bay Area stores (out of 88 nationwide) were shutdown for varying periods.  After that, recession and rising short-term interest rates further eroded the company’s cash flow.

In 1990, CHH cut expenses and sold the company’s best performing unit (Thalheimer Stores) to May Dept Stores for $317MM as a last-ditch effort.  Another failing Christmas season in 1990 finally forced the company to enter Chapter 11 to cover debt service, replenish credit via post-petition financing, and build inventory for spring 1991.

Overall, CHH was a victim of its costly takeover battle and some bad luck. 
 

2) What is the nature of debtor-in-possession (DIP) financing?  As it applies to CHH?

DIP financing provides an alternative source of high yield loans.  It is super priority financing designed to support companies through reorganization once they file for Chapter 11 bankruptcy.  DIP financing carries a premium interest rate, heavy fees, and allows the lender to advance ahead of all other claimants if then is company eventually liquidated.  The US Bankruptcy Code aims to rehabilitate (not liquidate) the debtor, so DIP financing is supported as a means to achieve rehabilitation.

In this case, Chemical Bank is syndicating a $250MM revolving credit facility to fund inventory and $550MM to fund purchase of CHH’s receivables.  Cathay Bank is being offered $50MM ($25MM in each facility) of this, with front-end fees of $125,000 (½ of 1%) on each tranche.   Term sheets are detailed but the relevant data are:  

	
	LOC (Inventory) Facility
	Receivables Facility

	Chase Committed Amount
	$250mm 
	$550mm 

	Nature of Facility
	Places a sublimit of $60mm for standby LOCs and $60mm for documentary LOCs
	A newly formed SPC (special purpose corporation) will purchase, on an ongoing basis, all eligible receivables financed with borrowings under the facility. SPC will be independent from CHH, thus if CHH goes under, it will not be able to use these receivables to pay creditors.

	Maturity Date
	Feb. 26, 1993 (or date of confirmed reorg by Court, whichever is first)
	Feb. 26, 1993 (or date of confirmed reorg by Court, whichever is first)

	Borrowing Base
	Limited to 45% of eligible retail inventory.  As of 1/5/91, the base was $276 mm or 34.3% of gross retail inventory of $805mm
	Limited to 86% of eligible receivables.  As of 1/5/91, the base was $567 mm or 78.1% of gross receivables of $726 mm

	Cathay Tranche
	$25mm 
	$25mm 

	Cathay Commitment Fee
	$125,000 (½ of 1% of tranche)
	$125,000 (½ of 1% of tranche)

	LOC Fee
	2 ½% per year
	N/A

	Interest Rate
	ABR (Alternate Base Rate) + 1 ½%
	ABR (Alternate Base Rate) + 2%


Breaking a covenant under one facility automatically represents a violation of the covenants of both facilities.  Other important negative covenants:

· Any new super-priority indebtedness must not exceed $2mm

· Capex limited to $35mm during FY1992 and $20mm during FY1993

· Inventory must not fall below $350mm

· No further asset sales (other than inventory and receivables) or M&A

 

3) Does management, on behalf of equity holders, have an incentive to increase risk in order to exploit existing creditors?  To exploit new creditors?  How do creditors protect themselves?
 

Secured creditors have no problem as they have a residual claim on assets.  Unsecured creditors give, through a variety of means, wealth to equity holders.  Primarily, management can delay proceedings under Chapter 11 in order to allow the company to further decay and force creditors to give some wealth to shareholders.

In general, management represents shareholders and thus is incentivized to increase risk to add volatility to the equity-holder’s call option.  In any situation where a company is significantly levered, wealth flows from existing creditors to existing shareholders increases as risk increases.  New creditors are unaffected; old creditors must face their debt being devalued as a company’s credit rating sinks.

Under Chapter 11 with DIP financing, the “new” creditor has super-senior status above all unsecured creditors and gains immediate income through fees and high interest rates.  Thus, the DIP financiers exploit pretty much everyone except secured creditors.

Creditors protect themselves via:

· Restrictive covenants

· Purchase of convertible bonds, which allow disgruntled debt-holders to convert to equity and gain a voice in management.

· In Chapter 7 bankruptcy proceedings, election of a trustee who will benefit their interests 

4) What should Ms. Sanchez recommend concerning participating in the DIP financing?

Proceed with participation

· High upfront fees (see above)

· Low level of relative risk

· Priority claim to cash flow

· Significant cushion on lending in case of liquidation

· Inventory borrowing base of $276m vs estimated $330 liquidation value (as of Jan 5, 1991)

· Gross receivables borrowing base of 78% vs 93% liquidation value ($100M cushion)

· Assets highly liquid in case of liquidation

· Collateral readily marketable with low carrying costs.

· Conversion into cash in 2-4 months during liquidation

· Continual monitoring by Chemical

· Seasoned management with turnaround strategy

· Strong cash flow generation expected (enough to cover interest expense, capex and bankruptcy costs)

· Learning opportunity in large and growing markets, made safer by Chemical involvement (who have enough confidence to underwrite whole deal)

· 2 years ended 1981: 136 public companies with aggregate assets of $6b enter Chapter 11

· 2 years ended 1990: 251 public companies with aggregate assets of $154b enter Chapter 11

Concerns:

· 2nd largest financing ever done by Chemical

· CHH may already have divested “good” businesses

· Damage to supplier, employer, and customer relations is hard to assess 

· Accuracy of pro formas

· Does this accurately reflect going-forward debt obligations?  We assume they are planning to pay back entire pre-petition debt in order to maintain good relationships

· Does this accurately project margins for the “less successful” lines of business that remain?

OPTION PRICING EXERCISE:

We used the following parameters for the optional options pricing exercise.  Use at your own risk because we are not the wizards at derivatives that some of you are:

X: Value of the company’s debt in 1993 ( $1,930MM

S: Current share price multiplied by shares outstanding ( $3.00 * 30.3MM

T: Time period from 4 Mar 91 to 26 Feb 93

Volatility: Assumed 60% (higher than average due to risk of company)

Rf: 5.5%

From this we obtained a current company value of…$19,340.  No millions, just a hair under $20K.

Feel free to email us if you have a better method for this.
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