1. Corporate Strategy

· Achievement of 12% annual gain in sales and after-tax earnings.

· Using acquisitions of primary lumber sources as insurance against possible wood shortages and extreme wood-pulp price volatility.

· To set up mini-mills to 

· (1) reduce adverse environmental impact 

· (2) reduce transportation costs

· Because of court-ordered curtailment of logging on federal lands and the increased volatility of wood-pulp prices, the company wants to increase its control of wood sources (vertical integration)

Purpose of the Capex program

· For growth and profitability for the next 10 years.  

· To cut production costs, expand control of critical timber acreage & enable the company    

· To respond to anticipated new environmental protection demands.  

· To finance setting up mini-mills and acquiring lumber sources

What do the projections show?
Projected Capex 

· 1993: $135 million

· 1994: $195 million

· 1995: $215 million

Total financing needs projected for 1995: $226 million; other portion of capex funded by free cash flow (See “Sources and Uses”)

2. Is Northwestern an attractive acquisition strategically?

· Nelson paper, by acquiring Northwestern, can create value by the following:

Sales Enhancements & Operating Economies

· Nelson paper’s management expects to cut cost of sales of NW to approx. 85% of sales while maintaining the sales forecast by NW in Exh 8.

· Elimination of overhead at NW’s mills is also expected to reduce SG&A expenses to $7.5M by 1995 as opposed to NW’s projections of $15M.

· To secure a large, captive supplier of wood chips.

Improved Management

· Most of NW’s mill operating management were resistant to change and had not improved gross margin or reduced administrative expenses over the years.

· Improve operating efficiency by replacing NW’s outdated management with a coordinated, modern corporate structure.

· Nelson’s management may not have the expertise in the new business (lumber and allied wood products) to achieve the operating efficiencies and management improvement as expected.

Tax Reasons

· There is not much information in the case regarding the tax benefits provided by the merger.  We don’t believe tax reason is the major consideration for Nelson’s acquisition decision.


Diversification

· Expansion of Nelson’s small wood products operation.

· By diversifying into allied wood products, Nelson paper may not be creating value for    shareholders because individual investors can diversify their portfolio in the market.

· However, the diversification is not the driver for Nelson’s acquisition incentive.

Also, the merger will let Nelson paper vertically integrate their operation to have some insurance against wood shortage and/or volatility in extreme wood-pulp prices in the future.

Northwestern looks like an attractive acquisition target strategically.  

Valuation implications 

	
	
	 
	Implied Equity Value

	
	1992 Northwestern Statistics
	Chase & Smith
	High
	Low
	Nelson Paper

	Equity-to-BV
	BV
	$65.4
	78.4
	115.6
	78.4
	

	Equity-to-Earnings(P/E ratios)
	Earnings
	2
	35.2
	51.2
	28.4
	

	Enterprise Value-to-Sales
	Sales
	201.0
	204.0
	332.3
	204.0
	

	Enterprise Value-to-EBITDA
	EBITDA
	9.6
	
	
	
	46.7

	DCF - Without Synergies
	
	
	
	85.2
	39.4
	

	DCF - With Synergies
	
	
	
	382.7
	170.6
	


· Chase & Smith is the most comparable company for Northwestern because of size and business segment; however, note that Chase & Smith is almost five times more profitable than Nelson Paper

· Enterprise Value to Sales is not an appropriate measure for paper companies because of differences in profitability

	Summary of Acquisition Multiples
	 
	 
	 

	
	1992 Northwestern Statistics
	$65MM
	$95MM

	Equity-to-BV
	BV
	$65.4
	1.0
	1.5

	Equity-to-Earnings(P/E ratios)(1)
	Earnings
	2.0
	32.5
	47.5

	Enterprise Value-to-Sales(2)
	Sales
	201.0
	0.4
	0.5

	Enterprise Value-to-EBITDA(2)
	EBITDA
	9.6
	8.1
	11.2


With reference to comparable companies

	
	at $65M acq’n price
	at $95M acq’n price

	Equity-to-Book Value
	Lower than comparables
	At the high end of comparables

	Equity-to-Earnings(P/E ratios)
	Higher than comparables
	Way higher than comparables

	Enterprise Value-to-Sales
	Lower than comparables
	Lower than comparables

	Enterprise Value-to-EBITDA
	High
	High


3. Would you acquire Northwestern Pacific Lumber, at $95 million for the stock?

At $95M, Northwestern is a very expensive acquisition. According to Prof. Van Horne, an Enterprise Capitalization-to-EBITDA multiple of 8 to 10x is very high, especially for a single-digit growth company.


Also, as indicated by the Equity-to-Earnings (P/E ratios), a multiple of 47.5 at a $95M acquisition price is almost twice as high as the highest P/E multiple among the comparables (LongView 25.6x).  Again, this indicates that this will be a very expensive acquisition.

On the other hand, if management could achieve the synergies expected (sales projections, Cost of Sales, SG&A improvements), the acquisition would be strategically attractive.

However, from the valuation and comparable analysis, $95M is too high.  Even with all the projected synergies, the company should be able to negotiate a lower acquisition price.
4. How should the acquisition be financed?

	
	3-yr $75M Revolving Bank Credit (1)
	15-yr, 9% Callable Bonds 
	Common Stock of $22 per share

	Terms
	· Limit $75M

· Commitment fee ½% on unused portion

· Floating rate ½% over prime

· Will replace current unsecured credit line

· Balance outstanding on Dec. 31, 1995 payable one year later

· Loan can be converted to 3-5 yr term loan

· Covenants-(i) min net working capital $100M; (ii) max debt-book net worth 0.5; (iii) cash dividend payments restricted at 50% of NI; (iv) cannot pledge assets as security to other lender nor allowed to sell assets
	· $75-$100M 

· 15 yrs

· 9% coupon paid semi-annually

· Repaid in equal installments beginning in 1998

· Notes retired in 2008

· Callable in 3 yrs at call price of $107.20

· Covenants- same as revolving credit
	· $75-$100M common stock issue

· Price of $22 per share, $2 lower than recent high and current trading level.

· Net proceeds approx. $20, after deducting issue costs

	Accretion/ Dilution effect
	
	Accretion
	Dilution (if synergies are not realized)

	Interest Coverage
	
	7.2x (lower)
	10.8x (higher)

	Security Rating

(Baa currently)
	Lower
	Lower
	No effect/possibly improves

	Timing
	Low interest rate environment
	Low interest rate environment
	Share price is at 1992 high

	Flexibility in future financing options
	Reduces
	Reduces
	Increases

	Debt Capacity
	Reduces
	Reduces
	Increases

	Signaling
	“good news” to investors.  Stock is undervalued.
	“good news” to investors.  Stock is undervalued.
	Overvalued

	Major Concern
	Management wants to maintain investment grade rating
	Management wants to maintain investment grade rating
	Potential dilution


Note: (1) The excel spreadsheets do not include accretion/dilution analysis of the first financing alternative because the effect will be similar to the second.

