Memorandum

To:
Sidney W. Swartz, Chairman & CEO

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

Date:
February 20, 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 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 and increase the risk of bankruptcy.

· 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.  This is consistent with what we would expect to see in high growth companies.

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

Firms in the early phases of its lifecycle (growth) would require a longer forecasting time horizon than firms in the mature stages.  A popular method for a discounted free cash flow model would incorporate a 3-stage model including a period of accelerating growth, stable growth, and then declining growth.  Industries in typically early stage lifecycles would include technology, biotechnology, and some healthcare industries.
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Cash Flow and DCF Valuation ($000's)

Actual

Actual

Assumptions

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

FISCAL YEAR ENDING  

1991

1992

1993

1994

1995

1996

1997

1998

1999

EBIT

17,539

24,527

from Income Statement

40,981

60,246

87,357

117,932

147,415

169,527

186,480

Less:  Taxes on EBIT

5,437

7,849

32% Tax Rate

13,114

19,279

27,954

37,738

47,173

54,249

59,674

EBI

12,102

16,678

27,867

40,967

59,403

80,194

100,242

115,278

126,806

Add: Depreciation & Amortization

6,304

7,959

20.0% of beg. Net PPE + Intgble Amort.

7,165

9,926

15,038

21,521

28,832

35,882

41,170

   (Inc.) Dec. in Other Assets

0

0

from Balance Sheet

(1,690)

(3,485)

(4,420)

(4,985)

(4,807)

(3,605)

(2,764)

   Inc. (Dec.) in Def. Tax Liab

(3,748)

119

from Balance Sheet

3,909

4,647

5,894

6,647

6,409

4,807

3,685

   (Inc.) Dec. in A/R

(6,499)

(6,210)

from Balance Sheet

(30,356)

(46,473)

(58,936)

(66,467)

(64,093)

(48,070)

(36,854)

   (Inc.) Dec. in Inventories

10,607

(13,892)

from Balance Sheet

(30,854)

(55,768)

(70,724)

(79,761)

(76,912)

(57,684)

(44,224)

   (Inc.) Dec. in Other C. Assets

4,826

(6,440)

from Balance Sheet

(2,820)

(8,133)

(10,314)

(11,632)

(11,216)

(8,412)

(6,449)

   Inc. (Dec.) in A/P

5,724

1,841

from Balance Sheet

11,228

13,942

17,681

19,940

19,228

14,421

11,056

   Inc. (Dec.) in Other Accruals

2,326

3,712

from Balance Sheet

2,141

12,083

15,323

17,281

16,664

12,498

9,582

CFO (excl. int.)

31,642

3,767

(13,410)

(32,294)

(31,056)

(17,262)

14,347

65,115

102,008

Less: Capital Expenditures

To bring net PPE to 11% of sales

20,338

34,855

46,822

57,447

63,452

61,690

60,809

FCF (free cash flow)

(33,748)

(67,149)

(77,878)

(74,709)

(49,105)

3,426

41,200

Terminal Value

0.00% perpetual annual growth

Total Free Cash Flow

(33,748)

(67,149)

(77,878)

(74,709)

(49,105)

3,426

41,200

PV Factor

13.00% Discount Rate

0.8850

0.7831

0.6931

0.6133

0.5428

0.4803

0.4251

PV of cash flow

(29,866)

(52,587)

(53,973)

(45,820)

(26,652)

1,645

17,512

With Ad Campaign 

Without Ad Campaign

Total PV of Cash Flows

242,390

Total PV of Cash Flows

293,933

Less:  debt

(51,027)

Less:  debt

(51,027)

Plus:   idle assets (liabilities)

0

Plus:   idle assets (liabilities)

0

PV of shareholders' equity

191,363

PV of shareholders' equity

242,906

Shrs Outstanding

11,241

Shrs Outstanding

11,241

Price per share

$17.02

Price per share

21.61
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Cash Flow and DCF Valuation ($000's)

Actual

Actual

Assumptions

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

FISCAL YEAR ENDING  

1991

1992

1993

1994

1995

1996

1997

1998

1999

EBIT

17,539

24,527

from Income Statement

40,981

64,640

90,496

117,645

135,292

148,821

163,703

Less:  Taxes on EBIT

5,437

7,849

32% Tax Rate

13,114

20,685

28,959

37,646

43,293

47,623

52,385

EBI

12,102

16,678

27,867

43,955

61,537

79,998

91,998

101,198

111,318

Add: Depreciation & Amortization

6,304

7,959

20.0% of beg. Net PPE + Intgble Amort.

7,165

9,926

14,573

20,150

26,005

29,812

32,730

   (Inc.) Dec. in Other Assets

0

0

from Balance Sheet

(1,690)

(3,169)

(3,802)

(3,992)

(2,595)

(1,990)

(2,189)

   Inc. (Dec.) in Def. Tax Liab

(3,748)

119

from Balance Sheet

3,909

4,225

5,070

5,323

3,460

2,653

2,918

   (Inc.) Dec. in A/R

(6,499)

(6,210)

from Balance Sheet

(30,356)

(42,248)

(50,698)

(53,233)

(34,601)

(26,528)

(29,181)

   (Inc.) Dec. in Inventories

10,607

(13,892)

from Balance Sheet

(18,180)

(44,361)

(53,233)

(55,895)

(36,331)

(27,854)

(30,640)

   (Inc.) Dec. in Other C. Assets

4,826

(6,440)

from Balance Sheet

(2,820)

(7,393)

(8,872)

(9,316)

(6,055)

(4,642)

(5,107)

   Inc. (Dec.) in A/P

5,724

1,841

from Balance Sheet

11,228

12,675

15,209

15,970

10,380

7,958

8,754

   Inc. (Dec.) in Other Accruals

2,326

3,712

from Balance Sheet

2,141

10,985

13,181

13,841

8,996

6,897

7,587

CFO (excl. int.)

31,642

3,767

(736)

(15,406)

(7,035)

12,846

61,257

87,504

96,191

Less: Capital Expenditures

To bring net PPE to 11% of sales

20,338

32,531

41,826

48,797

44,405

43,771

48,148

FCF (free cash flow)

(21,074)

(47,938)

(48,860)

(35,951)

16,852

43,733

48,044

Terminal Value

0.00% perpetual annual growth

Total Free Cash Flow

(21,074)

(47,938)

(48,860)

(35,951)

16,852

43,733

48,044

PV Factor

13.00% Discount Rate

0.8850

0.7831

0.6931

0.6133

0.5428

0.4803

0.4251

PV of cash flow

(18,649)

(37,542)

(33,863)

(22,049)

9,147

21,006

20,421

With JIT Inventory System

Without JIT Inventory System

Difference

Total PV of Cash Flows

332,159

Total PV of Cash Flows

293,933

38,226

Less:  debt

(51,027)

Less:  debt

(51,027)

Plus:   idle assets (liabilities)

0

Plus:   idle assets (liabilities)

0

PV of shareholders' equity

281,132

PV of shareholders' equity

242,906

Shrs Outstanding

11,241

Shrs Outstanding

11,241

Price per share

$25.01

Price per share

22
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Increase In LT Debt

Y

N

Difference

Interest expense

6,084

5,826

259

Tax rate

32%

32%

Interest expense net of taxes

4,137

3,961

176

Share value

$21.61

$21.61

0

New equity

12,473

17,976

(5,503)


