1. Analyze the company’s past financial condition and performance and its business risk.

Past Financial Performance

a. Liquidity Ratios: Both, Current and Quick Ratios have deteriorated over time declining from 1.5 and .83 for Current and Quick Ratio in 1996 to 1.29 and .51 in 1999. Average Collection Period and Inventory Turn Ratios further explain the decreasing liquidity of the company. Collection Period increased from 28 days to 37 days while Inventory Turn slowed from 5.85 in 1997 to 4.23 in 1999. However these two ratios are less meaningful in Caceres case as the business is highly seasonal and the calculation of these balances using month-end data would provide a more accurate picture of the company’s performance.

Industry Comparables: Current Ratio is at comparable industry average, while Quick ratio is worse than average. Collection Period is better than average while Inventory Turnover is below industry average.
b. Debt Ratios: Debt to Equity Ratio has been decreasing from 1996 to 1998 due to the pay down of the debt. In 1999 the trend reversed primarily due to the increase in Bank Loan and A/P.

c. Profitability Ratios: Gross and Net Profit margins showed an improving trend from 38.7% in 1996 to 41.2% in 1998, partially reversing to 40.6% in 1999. Selling, Distribution, General and Administrative Expense to Sales Ratio (S,D,G,A/Sales) has trended down slightly increasing from 20.1% to 22.7% from 1996 to 1998 before reversing the trend to 21.5% in 1999. ROA has consistently decreased from 9.3% in 1996 to 6.7% in 1999 (a 28% decrease from 1996).

Industry Comparables: The company’s GM Ratio is better than industry average. However Net Margins of 3.5% are below the industry average of 6.3%.

Business Risk

d. Cyclicality Risk – In times of economic down turn farmers tend to use their own seeds instead of packaged seeds.  The price for hay and corn affect the demand for seeds and the end markets for hay and corn are notoriously cyclical.  

e. Seasonality Risk – Revenues peak during the planting season.

f. Fixed Contracts – The company contracts to buy a minimum number of seeds each year from its suppliers.  If demand falls below the minimum amount contracted the company has to carry the excess inventory to the next year.  This results in increased inventory costs and decreased quality.

g. Demand Risk – If demand is below expectations see above; if demand is above expectations the company will have to purchase seed on the spot market where quality and price are uncertain.  The company’s products are perceived as commodities, thus the company does not have any pricing power.

h. Currency Risk– Carceres long term secured debt  (3M pesos, 13% fixed rate) is essentially dollar denominated.  The loan covenants require principal payments in pesos to increase proportional to the dollar strengthening.  There are not any natural hedges since this business appears to be entirely local.  

2. Are the Pro-Forma Assumptions reasonable? 

Sales Growth:  Pro forma numbers assumes 22.7% sales growth compared with a 4.42% cumulative average growth rate over the last three years and a 14.63% growth rate the last year.  The company indicates that a 6% increase in prices and an aggressive marketing campaign will support this growth.  However, the ‘aggressive’ advertising campaign does not appear in SG&A.  2000 SG&A as a percentage of sales is 21.6% compared with 21.5% in 1999.

Profitability:  Excluding the aggressive advertising campaign, both net and gross 2000 margins are in line with 1999 numbers.

What are the projected funds flows through Receivables and Inventory fy2000:

Receivables: 
Net Use of Funds: 
   360,000 

Inventory:
Net Use of Funds: 
1,284,000

Payables:
Net Source of Funds: 
   417,000

Accruals:
Net Source of Funds:
   279,000

Pattern of Projected Borrowings:

Peak:

5,572,000 (August)

Through:
   510,000 (March)

Cleanup:
N/A

Y/E:

1,906,000

The company is unable to repay its obligation under the bank’s seasonal line of credit. This has become evident over the last three years with Y/E loan balances increasing from 252,000 to 900,000 in 1998, 1999. The projected balance as of Y/E 2000 is 1,906,000.

3. As to financing, what should the company seek?

The financing needs of the company have exceeded its permanent debt facility. To deploy a hedging approach to financing the company should convert portions of its seasonal line of credit to a term based financing as suggested by the bank. To calculate the proper amount for the term loan the minimum outstanding balance plus a ‘margin of safety’ should be converted to a term loan. In this case the term loan should approximate 2,000,000. The excess borrowings during the seasonal bulge due to delays in conversion of inventory to sales and receivables to cash (June to September) should remain under the seasonal line of credit (caped at 4,000,000). See proposed bank debt structure on spreadsheet.

4. As the banker, would you accommodate the company’s projected borrowing requirements?  What causes you concern, if anything?

I would accommodate the bankers projected borrowing requirements if my due diligence supported the company’s sales/cost projections.  I would place covenants on the debt that address dividend policy, outside investments (i.e. steer manure business), and others.  Other general concerns are the business risks outlined in question one. 

