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Question #1: ABC’s Working Capital Management

Inventories – Raw Materials, Finished Goods, and Screenings

Accounts Receivables

Accounts Payables

Raw Material Inventories

Part of working capital management is keeping inventories at an efficient level – large enough to maintain the production and sales flow, but small enough to keep financing costs under control. Inventories are often the largest working capital item and can be very costly for two reasons; the capital cost of the physical holding space for inventory plus the financing costs associated with holding the inventory. 

Full capacity for the ABC plant is 635 tonnes of raw peas per week. ABC has planned for 1,300 tonnes (48,000 bushels) of storage capacity, which would keep the production process at full capacity for about two weeks. This requires eight storage bins with a holding capacity of 162 tonnes (6,000 bu) each. If farmers are paid $184 per tonne, this represents an average capital cost of raw material inventory of $239,000, when two weeks of inventory is being held in advance of processing. The other capital cost is the cost of the bins, estimated to be between $60,000 and $80,000. 

The annual cost of financing the raw material inventory is significant. ABC’s average cost of capital is about 11% (after-tax cost of debt is about 7% and the cost of equity is 15%). The annual financing cost of holding $239,000 of raw peas is $26,312 ($239,000 x 11%). If the company could operate just as efficiently with half as much raw material inventory, it could save half of the financing costs each year. ABC needs to consider a just-in-time inventory system, where raw materials are supplied from the farmers on a just-in-time basis. This would involve storage of the peas on-farm, until the plant actually needed the raw materials. To the extent that this is possible, ABC could reduce the cost of holding raw material inventory.

Clean Peas Inventory

Ideally, as the peas are processed, they would also be sold and shipped so that very little finished goods inventory is held and financing costs are kept low. However, sales aren’t always evenly spaced to match production. For example, full production capacity is 635 tonnes per week. If customers want 1,300 tonnes in a particular week, ABC could produce 635 tonnes and draw the remainder from finished goods inventory, thereby not losing any sales. If no inventories were held, some of the sales may be lost to competitors. Therefore, an optimal level of finished goods inventories must be determined and is usually a function of the cost of financing inventories combined with experience about how sales and shipments are spread out over the year. If sales are seasonal, then prior to the busy season inventories will be built up and then allowed to decline in the slow season. Combining this with planning for raw material inventories is important. Raw materials inventory will be built up in the slow season, as production will increase prior to the busy season. Then, production hits full capacity and finished goods inventory will start to accumulate to be ready for the increase in sales. When the busy season is almost over, purchases of raw materials will stop and raw materials inventory will be drawn down. When raw materials are drawn down, production slows and finished goods inventory is drawn down. When the busy season is over, raw materials are low, production is at a fraction of capacity, and finished goods inventory is low.

ABC should consider just-in-time finished goods inventories. They need to know how long customers will wait for product. If they have enough lead time, then just-in-time production may work, where ABC produces finished product only as orders arrive. In the best case scenario, an order would arrive from a customer, ABC would contact farmers to deliver the raw material within 24 hours, processing would take place, and the finished goods would be shipped immediately to the customers. To the extent that this just-in-time inventory system could work, ABC could reduce inventory financing costs.

ABC is planning for 980 tonnes (36,000 bu and about 21 days) of storage capacity for clean peas (six bins at 6,000 bu each). At an average production cost of $195 per tonne, this represents approximately $191,000 of finished inventory if all of the storage capacity is used. With an average cost of capital of 11%, this represents an annual financing cost of $21,000 ($191,000 x 11%).

Screenings Inventory

ABC is planning for 70 tonnes (4,000 bu) of screenings storage capacity. Screenings inventories do not have a direct cost since they are a by-product, however, they do have an opportunity cost since they have value that can be realized when sold. Ideally, ABC would have customers (local feed mills and/or feedlots) purchase the screenings as they are produced, thereby reducing storage requirements. When the plant is operating at full capacity (635 tonnes of peas per week), 31.75 tonnes of screenings are produced each week. This means that, at full production, it would take about 2.2 weeks (15 days) to fill the screenings storage bins. Therefore, coordination of processing with both clean pea customers and screenings customers is important for inventory management.

Inventory Management

All of the inventories, raw materials, clean peas, and screenings, must be managed in an efficient and coordinated manner. The objective is to minimize inventory capital and financing costs (and storage capital costs) while making sure that the sales and production processes are not interrupted.

Accounts Receivable

ABC has estimated an average of 60 days receivables, which implies an average of 60 days for them to receive payment from their customers. Since most of their customers are overseas, this is likely to occur. However, it also depends on the extent to which ABC will have to use customer credit terms in the marketing mix. If the industry required ABC to provide 60 days credit in order to be competitive, then the estimate is likely reasonable. On the other hand, if the industry moves towards less credit, the competitive pressures may then allow ABC to reduce its credit terms as well.

The estimated average level of accounts receivables for ABC is $1.05 million. At a cost of capital of 11%, this represents an annual financing cost of $115,500, which is significant. Therefore, ABC needs to monitor receivables carefully, and if industry competition allows, reduce the credit terms.

Accounts Payable

ABC’s main input and largest cost is the purchase of raw peas from farmer suppliers. ABC has assumed that it can, on average, pay farmers 30 days after receiving the peas. Farmers are usually paid on delivery for their products, although they do have considerable waiting times for some of the payment for products delivered to the Canadian Wheat Board. ABC is estimating an average of $345,000 in payables (30 days of pea deliveries) to farmers. At an average cost of capital of 11%, this represents an annual cost saving of $37,950 ($345,000 x 11%), which becomes a cost to the farmer suppliers. This is a significant cost saving and it is uncertain whether ABC can actually achieve this.

Summary of Working Capital Management

The estimated working capital requirements and the financing costs are as follows:

	
	Average Days
	$ Amount
	Annual Cost @ 11%

	Inventories:
	
	
	

	  Raw Peas
	21
	$ 239,200
	$ 26,312

	  Clean Peas
	21
	$ 191,000
	$ 21,000

	  Screenings
	21
	709
	0

	Total Inventories
	
	$ 430,909
	$ 47,312

	Accounts Receivable
	60
	$ 1,050,000
	$ 115,500

	Accounts Payable
	30
	$ 345,000
	$ 37,950

	
	
	
	

	Net Working Capital

(Inv+Rec-Payables)
	72 days

Cash Conv. Cycle
	$ 1,135,909
	$ 124,862


ABC estimates a cash conversion cycle (CCC) of approximately 72 days. This requires net capital financing of $1,135,200 and has an average annual financing cost of $124,862. ABC’s working capital management challenge will be to reduce the CCC, which will reduce the annual financing costs, but without impacting negatively on the production process or sacrificing sales.

Question #2: ABC’s Financing Plan

ABC’s initial capital requirements are as follows:

	Long Term Asset
	Capital Required

	Land
	$    5,000

	Buildings
	140,000

	Equipment
	206,900

	Total
	351,900

	Working Capital
	

	Inventories
	430,000

	Accounts Receivable
	1,050,000

	Less: Accounts Payable
	345,000

	Net Working Capital
	1,135,000

	
	

	Total Capital Required
	1,486,900


ABC’s initial financing plan is as follows:

	Source
	Capital

	Bank debt
	$   500,000

	Common Shares
	750,000

	Operating Cash Flow in Year 1
	288,000

	Total Financing
	1,538,000


The financing structure chosen by ABC is approximately $1.0 million of equity ($750,000 sale of common shares plus $250,000 of net profits from year 1) and $500,000 of debt, which is 2/3 equity and 1/3 debt financing. With this level of equity financing, ABC should not have difficulty in obtaining a $500,000 bank loan. Also, the projected balance sheets indicate that the financing plan is to pay off the bank debt using company profits, which amounts to gradually replacing debt with equity. This financing strategy is aggressive, since it is uncertain whether the year 1 profits will actually occur. However, if the year 1 sales are lower than projected, then there will be less working capital to finance.

The financing strategy may work, at least initially to get the company started, as long as the lender will provide the debt capital without all of the equity capital being in place at start-up (will they allow first year expected profits to be part of the financing package?). ABC likely couldn’t get more than $500,000 of initial debt financing at start-up. However, debt financing is much cheaper than equity financing. The after-tax cost of debt is approximately 7% while the cost of equity is 15% (this will vary from shareholder to shareholder). ABC may want to consider more debt financing in the future. The impact would be less of the company’s net cash flow being used to retire debt, which would leave more cash flow to be paid out to common shareholders as dividends. This could fit well with a future expansion plan where all or a large part of any expansion is financed with new debt, so shareholders do not have to contribute any new equity.

Question #3: Tax Planning Strategy for ABC
ABC is a Canadian Controlled Private Corporation (CCPC) with a corporate tax rate of approximately 19%. Dividends to common shareholders are paid with after-tax corporate earnings. When shareholders receive a dividend they then also pay personal tax on that income, although at a reduced rate. In total, shareholders of a private corporation, such as ABC, will pay the same total rate of tax on company earnings as owners of an unincorporated business would pay. For example, if ABC was a partnership instead of a corporation, the owners would pay personal tax on the net earnings each year, which would be roughly equivalent to the corporate tax plus the personal taxes on the dividends paid by shareholders. The following example illustrates the tax calculation for a company earning $100,000 net income and the shareholder(s) is in the top tax bracket, living in Saskatchewan.

	
	Unincorporated
	Private Corporation

	Net Business Income
	$  100,000
	$  100,000

	Corporate Tax @ 19%
	-
	19,120

	After-Tax Corporate Earnings
	-
	80,880

	Dividends Paid to Shareholders
	
	80,880

	
	
	

	Personal Income
	(Reg. Income) 100,000
	(Dividends)  80,880

	Personal Taxes
	44,500
	24,749

	
	
	

	Total Taxes Paid
	$  55,500
	$  56,136


Even though the amount of taxes paid is very similar in each case, there is one important difference. If the business is unincorporated, the owners must pay personal tax on the earnings each year, regardless of whether they actually receive a distribution. In a corporation, corporate tax must be paid each year but shareholders only pay personal tax when they actually receive a dividend. For new businesses, it is very common that in the first few years, all of the excess company cash flow is re-invested in the business to finance growth, usually in working capital such as increasing inventories and receivables. Therefore, the corporate form has the advantage of tax deferral on income belonging to shareholders.

A common business tax planning strategy is to use a combination of legal structures. If the business is expected to lose money in the first few years (this is quite common), they start out as a partnership so that the net business losses can be flowed through to the owners who can claim those losses against other income and reduce personal taxes. When the business becomes profitable, they incorporate as a CCPC. This then provides the benefit of tax deferral on shareholder income, if so desired. The business will pay corporate taxes each year on net earnings but the personal taxes on dividends will only be paid when the company actually declares and distributes them to the shareholders. If ABC shareholders are not in need of current dividends or if ABC wants to use profits to finance growth in the company, then personal taxes can be deferred. This makes it much easier to use profits as a source of financing because shareholders don’t have to pay taxes each year on retained earnings.

In ABC’s case, the financial projections indicate that no dividends are paid over the next 10 years, even though there is ample cash accumulated to do so. It may be appropriate to combine the tax planning discussion with the next question on dividend policy. Also, dividend policy should be discussed in conjunction with financing any future expansion, since retained earnings (internal equity financing) is a very important financing option.

Question #4: Dividend Policy

ABC expects to generate enough cash to pay dividends. They can do so, but there are other options as well. They could use the excess cash to pay off debt, which would reduce future interest payments and ready the company for any future debt requirements associated with expansion. They could accumulate cash inside the company to be used as internal equity for financing future expansion. It would not make sense to pay dividends and then ask shareholders to contribute new equity because personal taxes would be triggered when the dividends were paid. Or they could accumulate cash to create a reserve fund that would carry the company through lean years. This may be a good idea if the company sales and profits are expected to be cyclical.

The Board of Directors determines dividend policy. In ABC’s case, since there are only 15 shareholders, the board would try to determine what the shareholders want for a dividend policy and then act accordingly.

Question #5: Organizational Structure

The discussion can centre on the differences between sole proprietorships and partnerships (both general and limited), corporations, and co-ops. A common approach with community owned businesses is to start as a limited partnership, flow through the early losses to the partners, and then incorporate when the business earnings stabilize. This represents a combination of partnership and corporate forms.

There is also a growing interest in new generation co-ops as a business form, especially for agribusiness. One of the unique features of a new generation co-op is that co-op members (for example, farmers who grow peas) would be obligated to supply peas each year, thereby guaranteeing the supply of inputs. The suppliers are also the owners of the co-op so they would receive any profits generated (this fits very well with the idea of having farmer producers diversify up the agri-food chain). The obligation to supply can also have a financing feature, in that members might supply peas instead of cash as their equity contribution to the business.

Question #6: Critical Risk Variables for ABC
The most critical risk variable for ABC is quantity of sales (marketing plan). If sales targets are not achieved the projected profits and cash flows decline. The level of sales needed to break-even on a cash flow basis is approximately 13,000 tonnes per year (this is not bad if you have confidence in the projected level of sales of 22,800 tonnes for year 1). However, cash flow break-even is just keeping the company from going bankrupt, where the rate of return on equity investment is basically 0% and possibly –100%. To achieve an economic break-even (a 15% rate of return on equity investment) ABC must achieve 22,300 tonnes of sales in year 1 and steadily increase sales to 32,000 tonnes by 2004, leveling out after that. Therefore, ABC can avoid bankruptcy by achieving sales that are 60% of targeted sales, but need to be close to targeted sales to achieve their required rate of return on equity investment.

Another risk factor is the supply of peas. It is very important that ABC be able to acquire peas as needed. The Melfort area is a large pea growing area where ABC is expecting to purchase about 11% of the local pea production. Local farmers will look for the best deal so ABC will have to be competitive (they should have an advantage with local producers and transportation costs). However, in years of poor yields, or a local crop failure, ABC may have to go further to get the needed supply, offering a premium to farmers, paying larger transportation costs, all of which could squeeze their profit margins. Contracting with farmers in advance must be considered to reduce the supply risks.

Other risk variables are listed in the table below. Participants can discuss the level of importance of each variable and what can be done to mitigate the risks.

	Critical Variable
	Level of Importance (1 is highest, 3 is lowest)

	Quantity of Sales
	1

	Supply of Peas
	1

	Actions of Competitors
	1

	Growth in Sales
	2

	Selling Prices
	2

	Equity Financing Available
	2

	Inflation and Interest Rates
	2

	Unit Labour Costs
	3

	Availability of Human Resources
	3

	Government Regulations
	3


Question #7: Should ABC Proceed with the Investment?

The base case financial projections indicate a Net Present Value of $1.2 million and an Internal Rate of Return of 35%. Based on these financial indicators, investors should proceed, if their required return on equity is 15% and they are satisfied that the financial projections are reasonable. However, the investment decision becomes a personal choice. Investors may have limited capital and decide that other investment opportunities are better, such as purchasing more farmland or equipment, investing their equity in financial assets such as mutual funds or stock markets, etc. Others may decide that the risks are too great or that the financial projections are too optimistic. The case participants should be asked to discuss their reasons for and against proceeding with this investment.
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