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Since Saskatchewan agriculture began the shift to increased value-added food processing, there has been an interest in developing a Saskatchewan-based pasta manufacturing industry. Southern Saskatchewan farmers produce the highest quality durum wheat in the world. With this high quality supply so close at hand, it was felt that pasta production should also occur here in Saskatchewan, as opposed to shipping the durum wheat to eastern Canada and the United States. However, several attempts to develop the pasta industry in Saskatchewan have failed to attract investors. Two of the often-cited impediments are access to consumer markets and transportation costs. Saskatchewan pasta manufacturers would be competing with some of the largest food companies in the world and market share would not be given up easily to a new company. Also, an impediment to being cost competitive is relatively higher transportation costs. Other pasta manufacturers are located close to their main consumer markets to minimize the shipping distance for pasta. Since it is cheaper to ship durum wheat than to ship finished pasta products, a Saskatchewan pasta producer is at a cost disadvantage. The Saskatchewan plant would save on durum transportation costs but would have significantly higher pasta transportation costs.

The value-added processing chain for pasta production is as follows:
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Plains Milling was formed to produce semolina, the main input for pasta production, and sell to the large pasta manufacturers in Canada and the United States. Plains has concluded that it could not compete in pasta production but, after discussions with several large pasta producers, they feel that they have an advantage in producing the highest quality semolina in the world combined with lower overall transportation costs. Instead of shipping raw durum wheat, only semolina would be shipped, leaving the by-products to be sold in the local Saskatchewan markets. Some of the pasta producers have indicated a willingness to let Plains supply them with semolina so that they can close down old and inefficient milling plants of their own. Plains Milling proponents believe that they will be selling a high quality product with a very competitive price.

Plains Milling Company will begin operations in 2000 as a processor of semolina for pasta producers in Canada and the United States. The company has built a semolina mill with an annual capacity of 30,000 tonnes of semolina and approximately 16,000 tonnes of by-product (mill feed and flour). Their targeted total semolina sales is 60,000 tonnes, however, to reduce risk they are starting with a 30,000 tonne plant. If sales materialize as expected, they will expand the plant capacity to 60,000 tonnes in 2003, or as needed.

The initial cost of the 30,000 tonne plant is $15 million, which consists of $300,000 for land, $4 million for buildings, and $10.7 million for equipment. The initial financing consisted of $10 million of long term debt and $6 million of shareholder equity in the form of common shares. The expansion in 2003 is expected to cost $12.5 million, financed with $5 million of new debt, $5.0 million of new equity, and $2.5 million from retained earnings.

 Their estimates of the future revenues and expenses are included in the financial projections. Some of the important estimates are as follows:

· Long term debt (borrowing) rate of 8.0% and average annual inflation of 1.5%   (schedule 1).

· Expected semolina sales for 2000 is 25,000 tonnes. Average expected growth in tonnes of semolina sales is 15% per year for 2000-2004, 10% for 2005-2006, 9% for 2007, and 5% for 2008. With this growth in sales, full capacity of 60,000 tonnes is reached by 2009, after which expected growth is 0% (schedule 2).

· The growth in the selling price of semolina is expected to be equal to the average rate of inflation. The selling prices for mill feed and flour are expected to average 76% and 88% of the semolina price, respectively, based on average prices in the past.

· The semolina sales targets, selling prices, and sales revenues are as follows:

	Year
	Semolina Sales (t)
	Selling Price/Tonne
	Sales ($ million)

	2000
	25,000
	$  330
	$  8.25

	2001
	28,750
	335
	9.63

	2002
	33,063
	340
	11.24

	2003
	38,022
	345
	13.12

	2004
	43,725
	350
	15.31

	2005
	48,098
	356
	17.10

	2006
	52,907
	361
	19.09

	2007
	57,669
	366
	21.12

	2008
	60,553
	372
	22.51

	2009
	60,553
	377
	22.84

	2010
	60,553
	383
	23.19

	2011
	60,553
	389
	23.54

	2012
	60,553
	$  395
	$ 23.89


· Based on historical data, the purchase price of the main input, durum wheat, is expected to be, on average, 56% of the selling price of semolina. However, a significant risk factor for Plains Milling is periods of rising durum prices while semolina prices remain flat or decrease, causing the gross profit margin to be squeezed.

· The following variable manufacturing overhead costs are expected to increase each year at the rate of inflation: direct labour, chemicals, maintenance, benefits, electricity (schedule 3).

· The estimated fixed manufacturing overhead costs for 2000 are as follows: natural gas - $37,464, property taxes - $92,203, training - $1,538, electricity - 100,000. All of these expenses are expected to increase each year at the rate of inflation and all but training costs are expected to increase as plant capacity is increased in 2003 (schedule 3).

· Capital cost allowances have been charged for tax calculation purposes. The maximum C.C.A. is claimed each year (schedule 7).

· The estimated expenses include the following assumptions: benefits will remain steady at 15% of gross salaries, variable marketing and administration costs/tonne will increase each year at the rate of inflation, telephone, salaries, fixed marketing, fixed administration and warehousing will all increase each year at the rate of inflation. Start-up consulting and engineering costs are $750,000 in 2000 (schedule 4).

· Working capital estimates are as follows: average days receivables – 30, average days durum inventory – 12, average days semolina inventory – 14, average days payables – 30 (schedule 11).

· The dividend policy is to pay out any cash in excess of $2.0 million, beginning in 2003 (the dividend is always based on the cash balance at the end of the preceding year).

· The required rate of return on the equity investment is 15%, compounded annually.

· The net present value and IRR analysis is based on the 13 years of cash flow (2000-2012). The 2012 salvage value represents liquidation of the working capital and paying off any remaining long term debt at that time.

Suggested Analysis: Provide a financial analysis of Plains Milling Company, given the current plant and the proposed expansion. In the analysis, start with the financial projections based on the company estimates provided above, which will be referred to as the base case projection. The financial projection model can also be used to assess the following.

 For the Base Case

1. NPV and IRR

2. Any warning flags from ratio analysis?

3. Maximum dividends payable?

Break-Even Analysis (cash flow break-even)

By varying the following;

1. Tonnes of semolina sold and amount of durum purchased.

2. Selling price of semolina, mill feed, and flour, as well as the price of durum.

3. The margin between the durum and semolina prices. Leave the durum price fixed and vary the selling prices of the other products.

4. Unit manufacturing cost/tonne. 

5. Debt rate, while holding inflation constant.

6. Maximum amount of debt financing that can be serviced. 

Critical Variables

Based on the analysis so far, what are the critical variables for this company? 

Scenario and Sensitivity Analysis

1. In the financial model, the main performance indicators are the NPV and IRR. However, there are other performance variables to consider, such as key ratios, cash flow, net income, etc.

2. For each critical variable listed above, choose a reasonable range of values for the future. For example, if the debt rate is a critical variable, the range of possibilities might be a low of 7% and a high of 12%. Do the same for prices, volumes, and any other critical variables. Then use the model to present a worst case and a best case scenario, using the estimated ranges. For each scenario, consider the impact on the company, especially the worst case. You are trying to estimate how bad the equity investor could be hurt if the company does not perform as expected. Consider what the contingency plan would be for the equity investors in the worst case.

3. For sensitivity analysis, you can choose any single variable or a group of variables and note the impact on key performance indicators as you change the variables. How much can each of these variables hurt you? If a variable does not have a significant impact, it is not critical.

4. Other scenarios can be chosen based on expectations of the future. You can input the business cycle by changing prices, interest and inflation rates, sales volumes, etc., over the projection period.

Conclusions and Recommendations

Based on your analysis, provide your conclusions and recommendations for equity investors. Provide a list of questions you would ask of the current management of Plains Milling. For example, if you believe that the most critical factor is volume of sales, then what is the marketing plan?

Provide a list of key financial success considerations for this company.
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