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Short Description

Massey Ferguson case study...



Description


CASE ANAYLSIS Executive Summary



Massey- Ferguson Ltd. was a multinational producer of farm machinery, industrial machinery and diesel engines. In 1978, Massey reported a continuing operation loss of U.S. $34.4 Million. During the 1960s and 1970s, Massey Ferguson was involved in an ambitious program of acquiring assets and expanding operations. By 1978, the company’s debt to equity ratio was 2.1.There is massive loss to the imposition of credit and monetary restrictions in Argentina and Brazil which caused sharp declines in farm machinery sales. Decline in North American farm prices and incomes, poor weather in Western Europe and high interest rates raised the cost of carrying excessive inventory. As 1980 progressed, it became apparent that without an equity infusion Massey would be in default on several loan covenants before the end of fiscal year. If Massey’s lenders then would cut off credit, company operations would quickly come to a halt. Twenty –Four plants were closed. The divestment program resulted in the sale of more than U.S. $300 Million in assets. Massey’s continuing problems were caused by high interest rates, low demand, lack of alignment between products and markets and failure to penetrate the North American Market. Despite these problems, the fall of 1980 worldwide demand for farm equipment stood at depression levels, management continued to be optimistic about the future. In the 1980 annual report Mr. Rice reaffirmed that the cost cutting effort initiated in 1978 had made Massey a viable company. As evidence , he pointed to a 1% increase in Massey’s worldwide tractor sales over the first nine months of 1980, an increase achieved in spite of the collapse if the North American Market. In order to take advantage of its long –run opportunities, Massey had to raise capital to finance its investment program.



PROBLEM The above facts about Massey’s Ferguson (MF) financial status in the late 70 have revealed their problem, which was clear for sound decision makers from either investors or creditors. Investors, aim to benefit from capital gain which is the growth of the company value and hence the stock prices. On the other hand, investors are interested in dividends for coming periods by buying shares of a company. In the case of Massey’s Ferguson, neither capital nor dividends were expected. On the contrary, the company was demonstrating all the signs of near bankruptcy and in fact it began fiscal year 1981 in default on its total debt of $2.5 Billion. Financial leverage was too high compared to competitors and MF has already stopped paying dividends to its shareholder in 1978. Likewise, its capital loss per share reached $12.79 in 1980. The company also lost 69% of its market value from 1976 to 1980. In general, Massey Ferguson had poor performance, particularly due to bad financial management and planning. The company also had cross default on one loan contract would have led to an automatic default on all its debt obligations. To sum up, neither long term debt nor equity was available for MF due to its high financial leverage, poor financial management and position in the late 1970s, thus it was forced to raise short term funds.
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Operational Problem: How should the Massey Ferguson dealt with its short term debt to avoid automatic default on its debt obligation?



Institutional Problem From a long term perspective, what action plan should Massey Ferguson do in order to regain market share and improve the liquidity of its company



Corporate Objectives: The objective of the case is to ensure Massey-Ferguson survival and regain its status as a self-sufficient corporation. These include maximizing the company’s profitability and reduce its debt dramatically.



AREAS OF CONSIDERATION Environmental Opportunities & Threats Macro-Economic Indicators Political Despite MF was successful in negotiating with less developed countries and the Eastern European governments, the company was still susceptible to unstable political conditions in those countries. These include the 1979 Iranian revolution and Pakistan’s regional problems in 1970. During this time Mr. Rice, together with Mr. Black, has been trying to convince the governments of Canada, Ontario, and the United Kingdom to intervene on Massey’s financial difficulties in their behalf. On October 20, 1980, the government of Canada and Ontario announced they had reached an agreement in principle with Massey and its major lenders. The governments are prepared to guarantee the capital risk of a portion of the new equity investment in Massey, providing various conditions are met, including a satisfactory degree of cooperation from the existing lenders. Massey eagerly wants to have the government support so that they can reduce financial debts and responsibilities.



Economical The High interest rate had a doubly negative impact on Massey’s performance. First, the cost of Massey’s short term debt rose dramatically. Second, High Interest rate depressed markets for farm and industrial machinery this hurt company sales. The North American market for farm machinery crashed in the fall of 1980. The decline in demand was attributed to high interest rates, an economic recession, the Soviet grain embargo and a severe drought
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during the summer of 1980. Because of recession, European and Third World markets were severely depressed. The recession made 1980 a difficult year for all farm equipment manufacturers. In North America, both Deere and Harvester experienced reduced sales and profits and showed sharp increases in short and long term debt. Massey’s dealership in North America decline by 50% from 3,600 to 1,800. Though the recession ended in March 1975, the unemployment rate did not reach peak for several months. In May 1975, the rate reached its height for the cycle of 9 percent. Three cycles have higher peaks than this, the late 2000s recession, where the unemployment rate peaked at 10 percent in October 2009 in the United States, the Early 1980s recession where unemployment peaked at 10.8% in November and December 1982, and the Great Depression, where unemployment peaked at 25% in 1933.



Demographic Agriculture and related industries have an estimated cost around $20B of lost due to heat and drought on some vast areas of United States in 1980. The lack of alignment between production sites and markets were a recurring problem for Massey- Ferguson. One of the recommendations discussed in the cased was to relocate the capacity at the margin in Canada. Concentration of assets in Canada would bring the company closer to North America markets and make its costs similar to those of Deere and Harvester. Massey already had two large Canadian facilities, forming a base on which it could expand.



Market Profile and Outlook Competition Massey’s competition in farm and industrial machinery included both large multinational companies with full product lines to medium to small companies conducting business locally with a limited range of products. In North America farm equipment market, Massey had traditionally ranked third in sales of farm equipment behind Deere and Co. and International Harvester. Technology Massey Ferguson Ltd. was a multinational producer of farm machinery, industrial machinery and diesel engines. MF was inclined to upgrade its technology giving them technical expertise to be at par with its competitors. Corporate Franchise According to the law dictionary, corporate franchise is the right to exist and do business as a corporation. Massey-Ferguson is a corporation that has been in the industry for several years already and can be inferred that they are given the right by the government to do business. Shareholders and Key Officers
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Conrad Black, son of one of the founders of Argus, took over as president of Argus, and as a result, became chairman of the board of Massey-Ferguson. Black picked Victor Rice to succeed Albert Thornburgh as Massey’s president.



Marketing Profile:



Products: Masey-Ferguson products include farm equipment, industrial machinery, and diesel engines were sold throughout the world by dealers, distributors and company retail outlets.



Price: Interest rate might affect the price of the product of Massey-Ferguson. The major economies were hit by High inflation in 1974-75 and 1979-1980.Oil crises were the main cause of economic downturn while other views the roots of the economic hardship due to excessive global liquidity. . In particular, after the demise of the Bretton Woods System in 1971 the Japanese and European central banks intervened heavily to prop up the dollar and greatly boosted money supply. Nevertheless, OPEC oil price hike was indeed evident. To contain the high inflation Paul Volcker, the chairman of the Fed, tightened the Fed funds rate by increasing it from 11% in 1979 to 20.5% by January 1981. Massey Ferguson was hit hard since its operations were mainly financed by short- term debt, thus its financing costs went up dramatically.



Place and Distribution: Massey’s production facilities were also dispersed around the world. Massey’s largest facilities were located in Canada (Brantford and Toronto), France (Marquette), England (Coventry) and Australia (Melbourne). Diesel Engine was concentrated in England (Peterborough). In central markets, primarily North America, Massey financed retail sales of farm and industrial machinery through wholly owned finance subsidiaries. In Europe and Australia, Massey’s finance subsidiaries were primarily involved in financing sales to distributors, but they sometimes financed dealer receivables in their home markets.



Promotion and Advertising: In 1978, It was stated in the case that an amounts to USD 372 (million) were used in marketing, general and administrative expensed. On 1979, 53% of the total operating expenses amounting to USD 352 (million) were used in marketing, general administrative and expenses. Therefore we can assume that the company invests a large of their capital in promotion and advertising.



Financial Profile of Massey Ferguson
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Profitability



Massey Ferguson’s on return on sales showed an erratic pattern, which could be a result from the economic situation between1978-1980. The positive income due to lower total cost and expenses spent in 1979 has brought back a positive value on its Return on Sales. Likewise, The Company showing a positive net income in 1979 only as a result from an extraordinary item reflecting the recovery of previous year’s taxes. In the first three quarters of fiscal 1980, Massey’s financial condition deteriorated even further. At the end of third quarter, year to date losses totaled U.S. $62 million, including an unfavorable currency adjustment of $37million. Preliminary report indicated that Massey’s fourth quarter losses would be as high as those of the three previous quarters combined. Return on Sales (1978-1980)



Return on Sales Net Income After Tax Net Sales



-8.77% -256.7 2925.5



1.24% 37 2973



-7.19% -225.2 3132.1



Return on Shareholder’s Equity (1978-1980)



Return on Shareholder's Equity Net Income After Tax Total Stock Holder's Equity



-47.49% -256.7



6.40% 37



-63.78% -225.2



540.5



578.3



353.1



Turnover



Working Capital



Because of the limited data in the case, liquidity and turnover ratios cannot be directly computed. However Because Massey Ferguson historical working capital amounts , we can say that it was highly liquid maintained its positive net working capital from 1978-1980 despite its economic turmoil. MASSEY FERGUSON LTD. (1980) Consolidated Balance Sheet For Year Ending 1978-1980 1978



1979



1980



Cash



23



17



56



Accounts Receivable



531



731



968
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Inventories



1084



1098



989



64



90



93



CURRENT ASSETS



1702



1936



2106



Bank Borrowings



362



512



1015



LT Debt, Current Portion



115



59



60



Accounts Payable



779



907



794



Other Current Liabilities



16



31



25



CURRENT LIABILITIES



1272



1509



1894



WORKING CAPITAL (A-L)



430



427



212



Prepaid Expense, Other



Capacity utilization



The capacity utilization rate is a metric used to measure the rate at which potential output levels are being met or used. Although there was no definite value that the company seeks for its capacity usage, Massey Ferguson need to utilize their capacity, ensuring the increase in sales and corporate force, diversify and expand the production facilities and increase the products in the product lines.



Financial Leverage



Financial leverage ratios provide an indication of the long-term solvency of the firm. Financial leverage is the degree to which a company uses fixed-income securities such as debt and preferred equity. The more debt financing a company uses, the higher its financial leverage. A high degree of financial leverage means high interest payments, which negatively affect the company's bottom-line earnings per share. Massey Ferguson’s debt to equity ratio has confirmed that it is highly leveraged since it heavily relied on debt financing to different banking companies in the world. The statistics below showed that the company debt grew as year progress by. Massey Ferguson needs to monitor and control its increasing long-term debts and find alternative ways of financing it because the more debt the company incurs, the higher the financial risk.



Debt to Equity Ratio
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Debt To Equity Ratio Long term Debt Shareholder's Equity



120.59% 651.8 540.5



108.04% 624.8 578.3



159.19% 562.1 353.1



Present Competitive Advantage: Massey’s strength had been outside North America and Western Europe. In less developed countries, Massey had success in dealing directly with governments or public institutions. During the 1970’s Massey entered into agreements to supply farm equipment or construct manufacturing facilities in Peru, Pakistan obtaining $360 Million contract to modernize and expand Poland’s tractor and diesel engine industry. Perkins Engine Subsidiary was Massey’s most valuable salable assets, but at the same time, diesel engines were the company’s best hope for profitable future growth. On October 1980, Argus donated its 16.5% controlling interest to Massey-Ferguson’s two pension funds. This move made Massey the world’s largest employee controlled corporation and resulted in a Can. $23-million tax write-off for Argus. Mandatory Competitive Advantage – Survival and Conquest Massey approaching to convince the government of Canada, Ontario and the United Kingdom to intervene would avoid a loss of jobs (6,700 in Ontario and 17,000 in the combined Massey and Perkins operations in the United Kingdom). The support from the government would be the best option to improve its liquidity while avoiding organization bankruptcy. In this stage, the governments are prepared to guarantee the capital risk of a portion of the new equity investment in Massey, providing various conditions are met including a satisfactory degree of cooperation from the existing lenders. Alternative Courses of Action 1.) Raise capital through issuance of Equity The company could improve its D/E ratio by issuing new shares and raising money on the capital market. The funds raised could be used to cover the short term debt while the higher equity level would reduce the risk exposure for the portion of the debt that is still due.



This option is not feasible for two main reasons, current shareholders would never accept dilution on their voting power and the market would be unwilling to finance such an indebted company. 2.) Debt-Equity Swap Another part of strategy would be to convert the debt into equity to alleviate the financial position of the company However; most investors don’t have the interest and competence on Massey’s industrial operation. Furthermore, the cost of information and monitoring would be too high.



3.) Government Intervention Government has a strong incentive in implementing a rescue policy in favor of Massey. Massive reallocation of facilities and stopping the Massey’s activity would mean a relevant loss in employment.
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Conclusion and Strategic Decision



Government’s intervention seems preferable since having them as counterpart would make loans safer. With such premise, the company and government may reach a negotiated solution. Likewise, the Government intervention would reduce the risk of the company from collapsing. Since equity is not government’s intention, the organization can ask for a long term loan under the government’s preferred interest rate. The loan can cover the short term debt; alleviate the pressure of interest expense on total cost structure and finance a recovery plan guaranteeing the company’s solvency in the long term.



Grand Design and Execution Since both parties have agreed on the intention of rescuing the company. It would be best to renegotiate the terms of loans contract while the government guarantees its solvency or being able to meet it long term debt obligation on fixing a reduction on the company’s risk profile. At the beginning of the fiscal year 1981, the company presents outstanding debts for $2.5 B. Using the historical growth to predict the short term debt in 1981 which account to 46.88% or almost $1,172,000, wherein half of it can be subject to bridge loan by the government while the other half portion can be postponed for payment restructuring. The amount of time can be used to implement a recovery plan to restore the profitability level and reduce the default risk. The High market interest rate that will adjust to the inflation would be reasonable to the lower opportunity cost of money. The strategic decision to cover the short term position would be critical to the financial future results of Massey’s. Though feasible, it would be best not to accept any proposal of converting debt to equity. However, the company would be open for renegotiation depending on the recovery result plan of the next 3 years if it would be satisfying. One point includes management is opening its possibility of converting its shares in order to make investment much easier.
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ATTACHMENTS



Massey -Ferguson Corp Comparative Financial Statements



Cash Accounts receivable Inventory Prepaid and Other expenses Total current assets Investment Equipment, fixtures Prepaid and deferred Total assets Due banks Accounts payable LT debt current portion Other current liabilities Total current liabilities Deferred Income tax Long term Debt Minority Interest in Subsidiaries Total liabilities



12/31/1978 23.40 531.10 1,083.80 63.80 1,702.10 213.30 602.20 29.30 2,546.90 362.30 778.70 115.00 16.10 1,272.10 64.30 651.80 18.40 2,006.60



12/31/1979 17.20 731.10 1,097.60 89.30 1,935.20 217.10 568.70 24.00 2,745.00 511.70 907.40 59.30 31.10 1,509.50 13.80 624.80 19.10 2,167.20



12/31/1980 56.20 968.20 988.90 93.00 2,106.30 205.80 488.20 27.30 2,827.60 1,015.10 793.80 60.20 24.50 1,893.60 14.30 562.10 4.50 2,474.50



HORIZONTAL FINANCIAL ANALYSIS (Massey Ferguson)



Account Cash Accounts receivable Inventory Total current assets Equipment, fixtures Prepaid and deferred Total assets Due banks Accounts payable LT debt current portion Other current liabilities
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% change 1978-1979 1979-1980 -26% 227% 38% 32% 1% -10% 14%



9%



-6% -18% 8% 41% 17% -48% 0%



-14% 14% 3% 98% -13% 2% 0%
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-



-



-



-



Total current liabilities Deferred Income tax Long term Debt Minority Interest in Subsidiaries Total liabilities



19% -79% -4% 4% 8%



25% 4% -10% -76% 14%



FINANCIAL RATIOS (Massey Ferguson) 1/31/1949



1/31/1950



1/31/1951



Current Ratio



1.34



1.28



1.11



Acid Test Ratio



0.49



0.55



0.59



Debt Ratio



0.50



0.55



0.67



Redeemable preferred shares Common (18,250,350 shares) Retained Earnings Shareholder's Equity



Return on Shareholder's Equity Net Income Tax Total Share Holder's Equity
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1978



1979



1980



95.8



95.8



95.8



176.9 267.8



176.9 305.6



176.9 80.4



540.5



578.3



353.1



47.49 % -256.7



6.12% -35.4



56.56 % -199.7



540.5



578.3



353.1
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