Media

Freemantle Hotels

The board of the Freemantle hotel group were reviewing their existing policy and considering future developments. They were particularly concerned that any change in direction would open them to substantially higher levels of risk, and involve major changes in promotional policy. 

The existing hotel operation

Freemantle had grown rapidly during the past 5 years, and had become famous throughout Australia with its slogan - 'You're free at Freemantle' -  and its innovative hotel formula. Freemantle Hotels  were large, custom built units on the outskirts of all the main Australian towns, normally between the town and the airport. Hotels had been built at Perth - the original site near to Freemantle, the port of Perth; Sydney, Brisbane, Melbourne, Adelaide, and Darwin. There was also  a small resort hotel of 80 rooms on the Barrier Reef, which had become an important part of the group promotional policy. The main hotels had between 400 and 500 rooms, two swimming pools, a health club. The group had always built hotels as part of shopping complexes. This meant they  had access to, on average,  15 restaurants and eating places, and the widest possible range of retail outlets. Another innovative development was the provision of regular bus transport from the city centre and the airport. Buses ran at 30 minute intervals throughout the day and night. 

Freemantle carried out detailed research on all customers, via a lengthy questionnaire completed with one in 400 visitors to the hotels. This formed part of its comprehensive information system, which analysed occupancy and cost centres on a weekly basis, a whole range of personnel, supplier performance on a monthly basis, and a complex range of macro-environmental issues in the planning process. The profile that the hotel had defined was fairly clear, and was consistent for all the outlets. It is in Table 12A. As might be expected, the customer was predominantly male, aged over 25, and of the higher socio-economic groups. 

Table 12A. Freemantle customer profile by year with year 5 the most recent.





Year





1
2
3
4
5


Business

47
49
49
56
62



Conference

20
19
20
18
18


Government

10
7
6
9
10


Tourist

23
25
25
17
10

The main hotels were designed on a standard basis with air-conditioned rooms, ample working space, a bathroom, and cable television with a daily library of 30 recent films available. At ground level, the hotels contained extensive secretarial facilities, a large bar, numerous seminar and conference rooms, and a large coffee shop with 24 hour service. All the hotels were linked together by a satellite communication system which speeded transfers between centres, and accounted for a substantially greater proportion of internal reservations than achieved by the competition.  The hotel group had invested heavily in computerisation to control the accounting system and to speed guest payment. It had won the accolade of the 'Fastest Checkout in the East',  from one of the leading hotel magazines. 

The company spent heavily on direct promotion, and used the Barrier Reef resort as their main sales promotional technique. Each day at a Freemantle hotel entitled the customer to 'stay points'. When the customer had enough 'stay points' they were entitled to a free stay at the Barrier Reef hotel. The more points, the longer the stay. The business community were enthusiastic about this idea as it enabled them to get free weekends or longer holidays to be used with their partner or family.

Though the company had seen rapid sales progress over the past 5 years, the costs of expansion had been considerable. Each of the hotels, with the exception of the Barrier Reef resort hotel, had been developed as a greenfield site, often in conjunction with a retail developer. This had meant that the working capital requirements of the hotel chain had become more and more severe. The decision cycle over which Freemantle operated was shorter than the competition as the directors had studied rapid building techniques in the United States. The two recent hotel additions had been built and completed within 14 months, 6 months more quickly than the normal construction period.  They had found that, in Australia, they could achieve occupancy levels of 40 per cent in the first year of full operation, rising to 60 per cent in the second, and reaching the normal Freemantle level of occupancy in the middle of the third year. In common with all other hotel groups, Freemantle found that very few of the costs in the hotel operation were variable, and that capacity utilisation was essential to achieve adequate returns on capital (Table 12B).

Table 12B. Freemantle progress over the last 5 years with year 5 most recent,  all sales and costs in $ 000.




1
2
3
4
5

Rooms

1000
1400
1800
2200
2400

Revenue

20531
28743
36956
50107
54533


Costs of sales
17112
22642
29653
40000
41000

Profit 


3319
6101
7303
10107
13533

(Interest)

1750
2300
2800
4500
4800

Net profit

1569
3801
4503
6607
8733


Dividends

300
400
550
800
1050

The company had managed to achieve higher levels of gross margin compared with the competition, because of the customer mix and the lower cost structure (Table 12C). Freemantle achieved higher levels of return on capital employed than the competition because of  greater control over cost centres, and the decision to provide a limited restaurant service. The company had managed to control both its debtors and creditors during the period of rapid expansion.

The rapid growth of the group, had put substantial strains on the balance sheet as the company had required continual cash injections for expansion.  Initially this had been provided by a venture capital company Brolga Finance which had taken part in the set up finance and the mezzanine re-financing. They had sold their stake as the company grew away from Western Australia. The 5 year balance sheet movements are in Table 12D. 

During the last years, the company had issued a convertible debenture stock instead of more paper as the market had received five share placings over the previous 4 years.  The shareholders were now mainly institutions, such as banks and insurance companies. Over the past 3 years, more and more foreign investors had bought stock in the company, as they recognised the potential for the longer term future of the Australian economy. The present shareholding structure was 85 per cent  institutional and 25 per cent  foreign. The current management held less than 5 per cent of the equity. No shareholder owned more than 10 per cent of the equity, though the Marito group, a Japanese construction company had built up a 8.5 per cent  stake and was continuing to add to it. Under Australian law, the company was required to capitalise 50 per cent of lease commitments.

Table 12C. Ratios to total Sales of Australasian, Asian hotels compared with the Freemantle group averages





Australasia
Asia
Freemantle

Average occupancy

69%

66%
75%

Average room rate $
54

72
75

Revenues - % contribution


Rooms

52

50
70


Food


23

28
10


Beverage

11

9
9


Telephone

3

5
5


Rentals/other

4

7
10


Total


100

100
100

Cost centres - %


Administrative
8

9
12



Marketing

6

5
8


Energy costs

2

8
4


Maintenance

4

5
3


Management fees
3

4
-


Fixed charges
11

10
13


Rooms

17

9
15


Food


24

20
9


Beverage

12

6
8


Telephone

3

4
4


Total costs

90

80
64


Gross margin
10

20
27

Australian interest rates were at present 9 per cent and the long government bond was yielding 7 per cent. Hotel investments had been traditionally a fairly solid investment in the Australian market and the risk premium was estimated to the around 1.2-1.5.

The industry

The market was continuing to grow, though demand was patchy varying from country to country and sector to sector. Overall global occupancy rates remained around 67 per cent, with declines in North America and increases in Latin America, and throughout the Asian region where occupancy rates remained above 78 per cent  over the past 5 years. Economic growth and expansion in capacity had meant that regions had become very varied in levels of profitability and return. As demand increased, the prices that the hotels could charge would automatically improve, with a substantial growth in profitability. Hotels in the United Arab Emirates for example have no requirement to discount their hotel rooms; they have been able to achieve very high occupancy levels at premium prices. By contrast, hotels in the centres of many European cities can only achieve reasonable levels of occupancy by offering substantial discounts to important customers. Thus, a hotel in the centre of London might have a full room rate - or rack rate - of £130 a night. Tour operators would get the room for £50 a night, and airlines/ large businesses would be able to negotiate the price down to £40. Only a very small proportion of the total customer base would be paying anywhere near the full room rate in such depressed conditions. As occupancy levels rise, so will the average room rate.

Table 12D. Freemantle balance sheet in $  '000 by year with year 5 most recent.





1
2
3
4
5


Assets:


Properties

15250
22450
35000
42400
50650


Plant


1750
2250
2400
2600
2800


Receivables

1200
1300
1350
1550
1750


Cash


2400
2200
1200
1100
1600


Liabilities


Payables

1500
1650
1700
1800
1850



Short term debt
5600
7500
8500
11000
13000


Leases

1500
5200
7500
3000
3000


Debentures


6000
9500
9500


Net assets

12000
13850
16250
22350
29950


Financed by:



Share capital 
8000
10000
12000
16000
16000


(1 US$ shares)


Share premium 
4000
3850
4250
6350
13950

The market has been characterised by the increasing segmentation into a variety of niches. Many of the leading hotel companies have developed three or four levels of hotels ranging from ultra-budget to luxury hotels, often further sub-divided into extended stay self catering units and standard room units. An example of this division would be the French Accor chain, with Sofitel Pullman hotels at the top of the range normally at the centre of towns, Novotel the business hotel on the road network outside, Mercure the business hotel inside the town, Ibis and Etap hotels as the economy chain, and Formule 1 as the lowest price hotel chain. Prices vary from $20 to $200 a night; with a corresponding level of service. Many hotels faced a dilemma on the level of service that they provided. Though room sales accounted for only half on average of total revenues, they normally accounted for a significantly higher level of profit. This was because the provision of food and beverage was very expensive for the hotels, which often lost money in their restaurant and bar areas. 

Changing patterns of demand had also meant that hotels had developed new services. The rise in convention business had meant a major market opportunity in the US. Disneyworld, for example had become one of the major convention centres in the world, with an estimated 17,000 available rooms and a favoured centre for many US conventions. Other convention locations include Las Vegas and Atlantic City.  Another service segment has been the steady world-wide growth in the requirements for training and meetings, including the steady expansion of tele-conferencing, for which the hotels were ideally placed.

The demand for tourism had also meant the expansion of the 'hotel resort'. Throughout Asia, there is an increasing expansion of the hotel resort where complete areas have been set aside for resort development. Examples include Okinawa, Cheju Island in Korea, Bali in Indonesia, and Phuket in Thailand. The Pacific Rim was exceptional as it showed many differences in the composition of  trade and source.  The comparison of world trade, the position in the Pacific Rim, and the average Freemantle customer composition is shown in Table 12E.

Another major change in the way in which hotels were organised concerned the increasing level of government regulations. Though Freemantle operated modern hotels, and all of the existing regulations had been incorporated into the design and construction, there were a number of new regulations introduced as a result of major incidents in Australian hotels. The first consisted on new rules on flammability of  materials, requiring the complete replacement of existing curtains, bedding, floor coverings and other materials over a 3 year period.  It was estimated by Freemantle that this would cost around $300,000 per hotel. The second was more serious. It concerns the recent outbreaks of a new strain of Legionnaire's disease which demanded, in the view of the local health authorities, a major re-design of the air conditioning system. Instructions had been sent to all the major hotels in Australia which used central air-conditioning systems to introduce these changes over a 5 year period. Freemantle estimated that the costs of re-construction would be around $500,000 in each of their hotels as they would have to close floors to complete the necessary re-routing of the air conditioning system.

Table 12E .Comparison of global trade, Pacific Rim hotels, and Freemantle average over the past 5 years.





World

Pacific

Freemantle

Domestic


56

37

60

Foreign


44

63

40

Repeat business

42

40

75

Official guests

5

4

10

Business


37

41

62

Tourists


24

19

5

Tour groups


11

16

2

Conference


13

9

18

Other



8

11

3

Advance reservations
83

84

87

Direct reservations

36

34

27

Internal transfer

25

28

37

Travel agents

27

30

25

Other



11

9

11

At the top end of the market, technological investment in controlling customer flow and finance had become more and more important. Freemantle had invested heavily in this area as Table 12F shows.

Table 12F. Technology, Guest Services and Guest Room Activities







Pacific average
Freemantle

Computerised reservation


65


100

Computerised guest accounting

70


100

Computerised accounting


71


100

Computerised energy management
20


100

Automatic checkout machines

5


100

Electronic key system


11


100

Direct dialling from rooms


84


100

Point of sales terminals


69


100

Fire detectors



89


100

Office services available


49


100

Fax service available


95


100

Promotion

The promotional expenditure of Freemantle had always been considerably higher than the competition, though the mix of expenditure had been very different. Table 12G compares the world market pattern with the average for the Pacific.

Table  12G. Marketing costs for the Freemantle group per room compared against world, and Pacific Rim averages in $.





World

Pacific

Freemantle


Pay-roll

385

345

320


Sales expenses
225

230

220



Advertising:


Print


175

253

300


Radio& TV

30

12

75


Outdoor

50

15

-


Other


250

220

110


Merchandising
100

101

85


Public relations
75

43

-

The company had emphasised the use of print media, with detailed descriptions of the benefits of the hotel in the business media. They considered that radio and TV were inappropriate for the Australian market and the position that the company now occupied. The company also spent money on brochure material which was distributed through the retail trade and encouraging travel outlets to promote the group. It had not used public relations over the last few years. 

Organisation

Freemantle maintained a simple and thin organisational structure. Each hotel had a general manager, responsible for all budgetary expenditure. The head office, with a staff of 10, controlled hotel co-ordination and negotiation with businesses and travel agents for common rates across the hotel chain. The headquarters also had responsibilities to control the cash within the group and acted to provide financial planning services.

The Pacific Rim

Each of the Pacific Rim markets had differed as to how their individual markets were set to develop. The following discussion outlines in broad terms the trends in each of the main markets.

Australia. By the end of the 1990s, the number of visitors to Australia had exceeded 2.5 million and tourism had overtaken wool as the main source of foreign exchange. As the Australian economy weakened the Australian dollar declined and the country became a low cost area for tourist visits. Over $15 billion was being invested in new tourist facilities, to make Australia one of the main tourist centres of the rapidly expanding APEC region. New Zealanders remained the leading source of international trade, though this group was being rapidly over-taken by the Japanese. Growth of tourism and business travel was expected to continue to rise at 5 per cent per annum, considerably above the rate of hotel room creation, which was expected to run at 2.5 per cent per annum. The result of this was a continuing rise in hotel room rates, which were expected to rise by an average of 7.0 per cent per annum during the 1990s.  Australian legislation on the ownership of hotels and the transfer of capital were extremely liberal, and there were few problems put in the way of hotel development except for fairly strict planning regulations near the centre of towns. Inflation had remained steady through the 1980s as a consequence of economic recession. The announcement of  Sydney as the site of the 2000 Olympic Games would provide further growth. With a range of climates, Australia did not suffer from substantial problems of seasonality in tourism or business visitors. The Australian administration provided low cost finance for development of tourist sites. The normal interest rate was 50 per cent of the normal market interest rate, and companies could apply for loans for up to 50 per cent of the total project costs. Loans could be for up to 15 years. 

Bangladesh. Bangladesh continued to suffer from extremely low economic growth, and political instability. Visitor arrivals remained low at 120,000 per annum. There were many problems in establishing hotels, and the country operated strict exchange control regulations. Inflation was extremely high, and infrastructure problems, such as shortage of power and water continued to hamper hotel developments. The climate created further problems with a summer season that was regarded as impossible by the majority of foreign visitors. There was no easy access to local capital.

China. The PRC was clearly the most rapidly growing economy in the region, with GDP growth averaging 8 per cent during the late 1980s, though inflation had become more of a problem rising from 8 to 20 per cent at the end of the 1980s. Visitor numbers continued to expand at 12 per cent per annum, which vastly outstripped hotel supply, with average occupancies above 85 per cent throughout the year. This had meant that hotel prices in the main Chinese centres were some of the highest in the region and were set to rise from the current $130 average, for premium hotels per night, by an average of 10 per cent per annum. Though the Chinese authorities had been following a policy of deregulation, there were still restrictions on the foreign ownership of hotels. Foreign companies were limited to 60 per cent ownership, and were required to make a minimum investment of $3 million. There was no easy access to local capital.

Hong Kong. The change of administration in 1997 would mean that hotel investment in Hong Kong had increased in risk. The country still had a high level of occupancy and a steady stream of tourists, averaging 5 million during the late 1980s, maintaining occupancies above 75 per cent, and achieving high room rates. The country had the least restrictive rules concerning investment and the transfer of investment. The Hong Kong currency was linked to the US $, and inflation remained low throughout the 1980s.

India. The Indian economy, with a large middle class and a huge number of expatriates, was one of the most interesting investment opportunities in the Pacific Rim. The Indian government had continued to relax controls over foreign investment, though planning regulations remained strict and lengthy. Controls over foreign exchange transfer remained a problem, as did inflation and the depreciation of the rupee against many of the other currencies in the region. The high temperatures in the Indian summer reduced demand for tourism for around 6 months of the year. The Indian capital market continued to expand rapidly, with more and more finance available for local ventures.

Indonesia. The increase in economic growth and the development of Bali as a 'super resort'  had meant  tourist numbers rising by 13-15 per cent per year, to over one million by the end of the 1980s. There are a number of proposals to build new resort complexes on the smaller islands. The market continued to be difficult to operate in, as foreign exchange restrictions remained in force, and investors were required to have local shareholders and make substantial 'local' payments.  A stable tropical climate reduced seasonality problems. The local capital market was poorly developed.

Japan. Japan was characterised by a steadily appreciating currency and a government plan to increase outward tourism with a '10 million Program' -  designed to reduce Japan's growing trade surplus with the rest of the world. Declining economic growth in the early 1990s, and the dramatic growth of resort complexes, had reduced the numbers of tourists travelling overseas. By the end of the 1980s there were over 100 Japanese mountain resorts under construction and approximately 80 marina centres being developed. Japanese regulations concerning foreign owners had been significantly reduced over the past years, and companies were now allowed to own 100 per cent of hotel operations, and to repatriate funds without trouble. The capital market was probably the most sophisticated in the world. Though the winters were relatively cold, there was little seasonality in tourism.

Malaysia. Economic growth throughout the late 1980s had significantly increased demand for business travel, with occupancy rates rising  to an average of 80 per cent over the last 3 years. Capacity was rising rapidly as many of the Malaysian investors built new hotels, especially in the tourist centres. It was anticipated that tourist visits would  rise by 5 per cent per annum throughout the 1990s as heavy promotion by the Malaysian government attracted more long haul holiday traffic. Controls on foreign ownership of hotels had been relaxed, and restrictions on foreign exchange were limited. A stable tropical climate reduced seasonality. The capital markets were growing in size and stability, with the Malaysian stock market showing the highest percentage rises in the early 1990s.

Macau. The uncertainties of Hong Kong, and the position of Macau as a tourist centre in the region, had meant that investment in the country was increasing throughout the late 1980s and early 1990s. A $450 million international airport was under development and an estimated 5000 new hotel rooms in a resort complex development. International visitors had passed the million mark, by the mid 1980s, and numbers were growing at 7 per cent per annum. There were no problems with foreign ownership of hotels, and no controls on foreign exchange transfer. The Macau economy was of course linked closely to the Hong Kong economy and the dollar area, with the same exchange rate and inflation rates. Capital markets were dependent on Hong Kong.

Nepal. By the end of the 1980s visitors to Nepal exceeded 300,000 with numbers growing at around 7 per cent per annum. There were at present no premium hotels. There remained many problems concerning foreign ownership, currency transfer, power and water supplies. The limited summer season also caused potential problems with seasonality. There was no local capital available.

New Zealand. New Zealand had had an erratic tourist and travel industry through the 1980s and early 1990s. Economic problems combined with heavy promotional investment by the Australian authorities had meant an overall reduction from a peak of one million to an average of 850,000 by the end of the decade. This involved a substantial reduction in occupancy rates and a weakening of room prices. There were no restrictions on foreign ownership or transfer of capital out of the country. The tourist season suffered slightly from seasonality, particularly in South Island. Local capital markets were recovering from the problems of the late 1980s. The New Zealand authorities had recently introduced concessions for hotel investors which would provide up to a million dollars interest free over a 15 year period.

Philippines. The Philippines had one of the most rapid tourist visitor growths in the Pacific with a year on year growth of 17 per cent from 1987 to the early 1990s. Occupancy rates in central Manila had risen to over 80 per cent by the end of the decade. An additional 5000 hotel rooms were planned in the capital or in nearby tourist resort complexes. As part of the economic liberalisation, the percentage of  local ownership had been reduced, and foreign exchange transfer problems reduced. The Philippines authorities had recently announced a government subsidy of up to 60 per cent of hotel construction costs, providing the external investor was prepared to commit to a 10 year investment.

Singapore. By the end of the 1980s Singapore hotels had seen the problems of the middle of the decade replaced by growth in visitor numbers (up to around 4 million), and a steady improvement in occupancy and room rates. The opening of the new Changi Airport was likely to support  this steady improvement, though the planned opening of another 3000 hotel rooms during the early part of the decade might cause problems for room rates. The continuing economic progress of Singapore had meant currency stability, low interest rates, and a strong local capital market. There were no restrictions on overseas ownership or on  the transfer of foreign exchange.

Thailand. Thailand had one of the most rapidly growing economies in the area, though political and currency instability had created problems in the late 1980s. The Phuket complex was one of the most successful tourist ventures in the entire Pacific Rim. It was expected that tourist numbers would continue to grow at a rate of 15 per cent per annum, even though the climate created some fluctuation in demand during the summer. The government had moved to reduce the local investment requirement and to liberalise the foreign exchange controls, though there remained barriers in both areas. The local capital market was growing rapidly.

Vietnam. Economic growth in Vietnam was likely to substantially increase the number of visitors to the market, especially when US trade barriers were finally removed. At present the hotels had high occupancy and good room rates, with a mainly business clientele. Local shareholding restrictions and foreign exchange barriers both existed, and there was access to local capital.

Market opportunities

The board of Freemantle had identified a number of options for the future development of the group.

Cost centre investment. The three areas that the company had identified as possible investments consisted of energy management, administration, and promotion, three areas in which Freemantle had higher costs than the competition. Energy costs could be reduced by 50 per cent with the introduction of sophisticated room controls which would reduce air conditioning costs, and a central system which would involve a heat pump system integrating heat and power. This would cost around $250,000 per hotel. The higher administration costs were largely a result of the hotel transport system. Installing a bus by demand telephone network, could reduce administration costs by 20 per cent. The estimated cost for such a system would be $300,000 for the entire hotel network. Another alternative was to subcontract the bus service. This would reduce administrative costs by 15 per cent. Promotional costs could be modified by the introduction of a sophisticated direct mail operation, which would replace the existing emphasis on media methods. The costs of building this database were estimated to be around $50,000 with an annual maintenance charge of $20,000. Introducing this system would reduce the promotional expenditure by around 30 per cent.

Food. The board had considered the introduction of new restaurant complexes into the hotels. These would have a central seating area with a number of food supply points such as pasta, Chinese, Indian, American and so on. The costs of creating this would be around $300,000 for each hotel. This would improve revenues by around 15 per cent, though the cost implication would be similar to existing Australasian hotel groups.

Tourism development in Australia. The company had been invited to take part in a number of the new resort complexes that were proposed in various parts of the coast. Three options existed.

Surfers. There was an opportunity to build a hotel in the new Surfers complex, close to Surfers Paradise, an existing resort south of Brisbane. This hotel would cost $3 million and have 700 rooms, and restaurant facilities. Room rates would be around $50 a night, and the developers promised an 85 per cent occupancy level throughout the year.

Paradise Bay. A complex to the west of Darwin, for which a 300 room hotel was envisaged, with occupancy levels of 75 per cent and a room rate of $55. The cost of this development was likely to be $1.5 million.

Azure Waters. This complex was to be built near to Melbourne. The hotel with 500 rooms would have a projected occupancy of  60 per cent, and a room rate of $85 with a construction cost of $3 million. Freemantle estimated that they could apply their normal construction techniques to these hotels.

Overseas expansion. As the group had built in all the major population centres in Australia, the company was considering options in overseas markets. In order to compare the opportunities, the strategic planners had provided a grid, Table 12H, which considered the alternative options in the various countries, broken down by construction cost in $ million (or acquisition cost where construction was not feasible),  availability of town centre/ and or tourist hotel sites, speed of opening of the hotel after refurbishment or outfitting has been completed in years, and   percentage local shareholding where necessary,  and the expected room rate in $, and current  percentage occupancy rates.

Table 12H .Freemantle investment opportunities in world markets, with cost of investment in $ million, availability of sites, time in years, percentage local investment requirement, average room price, and percentage occupancy





Cost
Town/Tourist

Time
local
$
%

Bangladesh


10
Yes/Yes

3
60
60
50

China



7
Yes/Yes

3
51
120
90

Hong Kong


18
Yes/No

1
nil
130
85

India



5
Yes/Yes

4
25
60
55

Indonesia


3
Yes/Yes

3
35
55
50

Japan



27
Yes/No

3
nil
80
70

Malaysia


4
Yes/Yes

2
nil
80
80

Macau


3
Yes/Yes

3
nil
80
70

Nepal



4
No/Yes

4
50
130
65

N. Zealand


2
Yes/Yes

2
nil
65
65

Philippines


3
Yes/Yes

3
40
55
55

Singapore


7
Yes/Yes

2
nil
100
80

Thailand


5
Yes/Yes

3
40
60
60

Vietnam


4
Yes/No

5
55
120
85



Finance opportunities

The Freemantle management had identified a number of financing opportunities.

Government finance. There were a number of financial assistance packages for hotel developments. 

Leaseback. The group currently owned all properties freehold. One financing option was to sell these freeholds to a property company or another financial institution. The valuation of such sites was based on the gross profit from the site multiplied by 12. The lease charged by the financial institution would then be the capital value divided by 6.

Lease. The company could buy much of the equipment for the improved control of energy on lease. The lease would cost $40,000 for 3 years, with a residual cost of $10,000. 50 per cent of the lease would have to be capitalised.

Debentures. The company could issue further debentures. The normal requirement for debentures in the Australian market was for the debenture to carry a premium rate according to the risk of the investment. Secure investments carried a 2 per cent premium over the market, whereas moderate risk carried a 4 per cent premium. The markets expected the length of the debt to be around 15 to 20 years. Should the group consider international investment, there were a number of overseas markets in which money could be raised, though the risk premium requirements would be raised by approximately 50 per cent.

Shares. The company could issue a further quantity of shares. It would have to consider its dividend policy. 

Convertibles. Another option was to consider some form of convertible. The problem with this would be to determine the likely value of the stock at the end of the convertible period.

Warrants. This posed the same problems as the convertible option, involving the valuation of the warrants.

Table 12I. Freemantle  assessment of foreign  investment risk





Index

Inflation range
Interest range


Australia

74

2-9


9-12


Bangladesh

3

35-140

14-45


China


52

8-15


10-18


Hong Kong

65

3-4


3-7


India


15

9-35


13-35


Indonesia

12

15-20


17-25


Japan


186

2-3


2-3


Malaysia

115

6-9


8-12


Macau

65

3-4


3-7


Nepal


3

40-130

45-75


New Zealand

73

6-9


7-12




Phillipines

1

35-235

40-85



Singapore

125

3-5


5-7


Thailand

42

23-35


15-27


Vietnam

4

45-75


12-45

The problem that the Freemantle Group faced with international development was the potential exposure to foreign exchange risk, and changing interest rates, and the investment that the company would have to make in promotion. What sort of promotional policy should be followed in the chosen overseas markets? What sort of media should be used? What type of message would be required in developing Freemantle in the new markets in which it was likely to operate. The foreign exchange details are provided in Table 12I which indicated the currency trade weighted movements over the last 6 years, inflation rate ranges over the last 6 years, and interest movements over the past 6 years.

Action

What future direction should the Freemantle group follow?

What are the financial implications?

What are the promotional implications?

