Memorandum

To:
Sidney W. Swartz, Chairman & CEO

From:
Financial Modeling Team (Jeff Dasovich, Mark Guinney, Anil Sama, Carolyn Vavrek)

Date:
February 18, 2001

Re:
Response to Your Questions Regarding Pending Management Decisions

This memo responds to the questions you raised in our meeting on February 15th.  Our team has performed the analysis using the company’s internal valuation model. This memo summarizes our analysis.

· Should we increase ad expenses to a level that would increase SGA from 26% of sales to 27% of sales?

We recommend against the proposed ad campaign.  Our analysis employed a discounted cash flow (DCF) model.  The analysis shows the increased sales expected to result from ramping-up advertising will not outweigh the additional ad costs and will therefore consequently lower the Company’s expected share value.  The analysis concludes that the additional ad expenses would reduce share value from $21.61/share (which represents our internal valuation) to $17.02/share.  The attachment shows the comparison.

· What is the most that we should pay for the JIT inventory system currently under consideration?

Staff recently concluded that the new JIT system could reduce average inventory from 24% of sales to 21%.  You asked our team to determine the maximum the Company should pay for the system.  The attachment shows that the Company should be willing to pay up to, but not more than, $38,266,000.  This number represents the discounted present value of the savings—and thus the improvement to the Company’s bottom line—that would result from investing in the system.  (Note that our analysis assumes that the system produces the cost savings “in perpetuity.”)

· What is the effect of increasing the Company’s long-term debt from 23% of assets to 25%.

Our analysis shows that the increase in L-T debt would 1) increase interest expense (net of tax) in 1993 from 3,961,000 to 4,137,000, and, 2) decrease new equity in 1993 from 17,976,000 to 12,649,000.  Our analysis also shows that share value will remain unchanged in 1993 unless the WACC is modified to reflect the change in capital structure.  This result is expected since the cost of financing associated with a particular capital structure is only relevant to the extent a given capital structure affects the WACC, and thus the rate at which cash flows are discounted.  In theory, additional debt should lower the Company’s WACC up to the point that the corresponding tax shield equals the costs of financial distress.

· What three assumptions have the most significant effect on estimates of the Company’s share price?

In our view, estimates of sales growth, profit margin and the Company’s weighted cost-of-capital have the most significant effect on share price estimates.   You asked us to provide the assumptions necessary for these three factors to arrive at a share price share price estimate of $80—the estimate announced recently by an analyst that covers our stock.  The combination we devised includes 1) increasing our estimated growth rates to 20% for the years 1997-2002; decreasing our COGs estimates to 62% (down from 63.5%) for the entire forecast period, thereby increasing our profit margin to 8%(up from about 6.9%); and, 3) decreasing our WACC from 13% to 10% for the entire forecast period.  This represents a very unlikely scenario since it would be extremely difficult to achieve that level of reduction in COGs at the same time growth is increasing so dramatically.  Also, competition in the industry will make it extremely difficult to sustain an 8% profit margin.  Finally, the Company would be required to dramatically increase its debt level in order to achieve a WACC of 10%, which in turn would put significant pressure on cash flows.

· Why is the estimate of our share price positive years 1-4 of the forecast show negative FCF?

The share price is positive because the positive cash flows that extend from 1996 into perpetuity outweigh the first four years of negative free cash flows when discounted at the Company’s WACC.

· Why a 10-year forecasting period?  Do other firms merit a longer forecasting horizon?

OK, guys, I’m brain-dead.  Could it be firms in which 1) barriers to entry are higher and therefore we can expect growth and above normal profits to last longer, or 2) the period of growth (and thus negative free cash flows—will extend longer than in this case.  In short, in industries in which it takes longer to reach “maturity,” i.e., growth and profit margins flatten? 

