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Corning's "Very Narrow Straits"

The deeply weakened fiber-optic powerhouse is trying to navigate between the telecom meltdown and a looming liquidity squeeze When James Houghton left retirement to retake the reins at Corning (GLW ) in June, 2001, the world's largest fiber-optic cable maker clearly had lost its footing. Its customers were cutting their capital budgets as their own customers demanded lower prices. Corning's revenues were beginning to drop precipitously. Houghton, who joined Corning in 1962 and became its chairman and CEO before retiring in 1996, was returning just as his glass empire was starting to crack.

Things haven't improved much so far in 2002. Corning's sales, at $2 billion in the fourth quarter of 2000, reached only $896 million in the second quarter of 2002. That's down down 52% from year-ago levels and slightly down from the first quarter. Corning had already laid off 12,000 workers in 2001 at its Corning (N.Y.) headquarters. But on July 23, it announced an additional 4,000 layoffs, bringing its workforce down to 28,000. Its stock, trading at $340 per share in 2000, before a split, hit a new low of $1.50 on Aug. 1.

Some investors, figuring the worst might be over, jumped in and sent the shares 52% higher to $2.29 in late August. Since then, the stock has retreated again (closing around $2 on Aug. 29), perhaps with good reason: Fiber sales continue to slip.

Nineteen of 22 analysts covering the stock now rate it a hold or a sell. Analysts say a $2 billion credit line could be in jeopardy. And Corning might not reach profitability in 2003, as promised. It might even have difficulty paying off $2.1 billion zero-coupon, convertible bonds due in 2005.

KEY CONCERN.  "I think of Corning's [Houghton] as a captain of a ship who is navigating through very narrow straits," says Gabe Lowy, an analyst with Credit Lyonnais Securities who has a reduce rating on Corning's shares. "There's very little room for error." Ironically, no one is saying that Corning's products are substandard. Just the opposite, in fact. But that might not be enough to get it over a very tough financial patch.

Liquidity remains a key concern. At the end of its most recent quarter, Corning had $940 million in cash and $383 million in short-term investments. But the funds are needed for day-to-day operations, restructuring, and debt payments, so by the end of 2003, Corning will go through most of that stash, estimates Sam Kingston, an analyst with Dresdner Kleinwort Wasserstein (which has a banking relationship with Corning).

Corning says it still hopes to be profitable by then. But a financial safety net wouldn't hurt -- and Corning might lose the one it has, analysts say. A $2 billion revolving credit line has one key covenant -- Corning's debt-to-capital ratio cannot exceed 60%. The company has $1.4 billion in current liabilities and $4.3 billion in long-term debt, putting the ratio at 44%. The scales could tip if Corning writes off more than $2.5 billion in goodwill, plants, and equipment -- as it might in the fourth quarter, says James Jungjohann, an analyst with CIBC World Markets.

DOWNGRADED CREDIT.  Says Corning Vice-President for Communications Dan Collins: "We have no immediate intention to draw [on the $2 billion credit line], and we have no intention of reaching 60% [debt-to-capital]." Still, Standard & Poor's has downgraded Corning's credit rating to below investment grade, meaning the company could have trouble raising additional funds -- which are exactly what Corning might need for operations if some of its short-term investments aren't sellable, says Kingston.

As of June 30, Corning had $4.76 billion in property, plants, and equipment. Its four fiber plants -- two in North Carolina, one in Germany, and one in Australia -- are running at 40% capacity, estimates Ping Zhao, an analyst with Sanford Bernstein (which has no banking interest in Corning and doesn't own any shares). The larger, U.S.-based plants cost about $450 million each to build, and Corning could, potentially, write off half of the capacity, or about $1 billion.

Goodwill write-offs could be massive as well. Most of the value in the $2 billion goodwill account comes from Corning's optical-components business, contributing 30% of the total loss, which came in at $370 million last quarter, estimates Jungjohann. Considering that several companies currently trying to sell similar businesses are having a hard time getting even a few cents on the dollar, the write-off could be huge.

CASH-RAISING SCHEMES.  Then, Corning faces paying off $2.1 billion in zero-coupon convertible debentures, which come due in November, 2005. Corning's execs say they have a plan to meet these obligations. And three years out, it's possible that the share price could recover. If not, "there's no way they can generate $2 billion by then," says Kingston.

Corning could raise money by issuing more equity -- and diluting the interests of existing shareholders. Recently, it sold $575 million of three-year mandatory convertible preferred stock, with a coupon rate of 7%. And, in its latest quarterly filing to the Securities & Exchange Commission, Corning announced that it's negotiating with telecom-gear maker Lucent Technologies (LU ) to use stock to pay part of the $225 million it owes Lucent for interest in two Chinese fiber companies. If Lucent agrees, a 10% dilution to existing shareholders would result, estimates Zhao.

Of course, Corning could sell some of its businesses for cash. Though it's known mainly for its optical cable, Corning also makes glass for flat-panel monitors, funnels for large-screen TVs, and frequency controls for electronics. These businesses account for half of its revenues, and many are growing and are profitable. For example, its displays business grew 9% sequentially last quarter. Zhao values these nontelecom businesses at $3.3 billion. "As part of the restructuring, we look toward divestiture of noncore assets," says Corning's Collins.

LONG ROAD BACK.  So far, Corning hasn't made any moves in that direction, say analysts. Perhaps nontelecom businesses aren't what it needs to get rid of. Rather Corning should sell or close down its money-losing photonics operation, which provides components for optical networks, Jungjohann says. It accounted for 4% of total revenues but contributed 30% of the loss, he estimates.

Not likely, according to the company. "We believe the photonics business is a key part of our core business," says Corning's Collins. And it's possible that shuttering it could lead to a violation of the 60% debt-to-capital covenant.

Barring some unprecedented telecom turnaround, without more cost cuts Corning is unlikely to reach profitability in 2003. Its revenues need to get to $950 million a quarter to hit break even, estimates Zhao. But sales keep slipping. Indeed, Corning might not turn profitable until 2004, estimates Jungjohann.

"WHATEVER STEPS NECESSARY."  That's a long time to ask investors to hang tough in this kind of market. And demand for fiber could remain weak for three more years, says Russ McGuire, chief strategist at telecom consultancy TeleChoice. Even when it does turn up, demand likely won't soar. All of the major telecom networks are already built out, and the stretches that remain will require less capacity -- and less fiber, says Patrick Fay, an analyst at fiber-consultancy KMI.

Corning's Collins insists that "We believe we are well on our way to profitability. We'll take whatever steps necessary to get to our goal." And KMI projects 5% to 15% compounded annual growth in fiber sales in the next decade. Corning should grab a chunk of that. Clearly, it's working to reduce debt, and Corning still offers some of the best products on the market. But this telecom-equipment survivor faces plenty of tough calls over the next two or three years.

Kharif covers technology for BusinessWeek Online in Portland, Ore.

Edited by Beth Belton

For more go to http://www.businessweek.com

Copyright 2001, by The McGraw-Hill Companies Inc. All rights reserved.

Page 1 of 3

