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I INTRODUCTION 1

The case study which follows involves the construction of a plant
to process grain sorghum into sterch, dextrose, and animel-feedby-products.
To make this presentation feasihle, hundreds of pages of scientific, technical,
rarketing, ranagement, and legal studies have been omitted. Supporting
financial schedules have been eliminated, end the principal financial flgures
have been summarized and simplified, Likevise, detail 4 sales projections
and financial forecasts have been omitted. The texts of proposed contrects
between the perties involved run to almost 100 pages, and these have been
eliminated, as have the corporate charter and by-laws.

Although this omitted information would dezonstrate the high degree of
expert study vhich wvas put into the project, wve will take all this for granted
and present only the material that bears moet directly on the bank's credit

decision.

l‘mia paper 1s largely the result of the patient assistance of Messrs. i
Frederic B. Bergendorf and William C. Plerce, both of the Chemical Bank
New York Trust Compeny, neither of vhom, however, are responsible for
any errors of fact or opinion contained in these pages.




1T SUMARY OF RACISR.CND TN ORVATT (i

Cocrerative Grain “rowers, Inc. was forued i- |
far-2rs in and around lieartland, Nebraska.’d The 50 farcers o e o0
nuroers >f shares of corpron and preferred stoch in the cotpar .t g
of Directors s corposed of five of the Tarmer-owners eleotod Caoeitob
owners. In addition to the President, who is one or the Directorn, e
salaried staff consiste of a profeseional manager, a prolessinng]
accountant, and a small management, clerical, and maintanance sta®", tota . -
about eight people in all. The cooperative owns four arain elevators a:d
storage equipment velued at $4,500,000 in Heartland,

The owners formed the company to buy, store, and market their grains.
The company is kept up to date on projected harvests and market derand. when
the market is strong, the company also purcheses grains from non-owner
farmers in the area. In recent years, however, supply has chronically

exceeled demand.

eAgrimltural cooperatives have s long and interesting history in the United
States. They are owned by the commnity or group that they serve, but
on an individually voluntary basis. Those who wish to participate
purchase shares of stock. Cooperatives have been formed to run aas
stations, fool freezers, hardware stores, and other services important
to the ferming cormunity. .

The particular type of cooperative that we are concerned with here is an
incorparated marketing cooperative which proposes to process, as well as
collect and sell,the produce of its owners. Such cooperativee are not
conducted for carporate profit. Profuce is purchased fram farmers, both
owners and non-participants, at fixed prices. At the end of the year,
earnings are distributed according to a formula which includes (1) e
1ividend to the owners based on the numberof shares held, and (2) a
"patronage” payout apportioned among all user-farmers according to how
heavily they patronized or used the cooperative's facilities. Owner-
farmers' patronage is computed at a higher rate than that of non-owners.

Because of their special history and nature, such cooperatives are given
special treatment in American law. They are exempted from certain provicions
of anti-trust legislations. Iaws regulate the payment of dividends and
patronage. Most important, cooperatives are given significant exerptions
fr m corporate taxes.
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roan o ftte st ' alleviate the rowitinued cver-sutily ot ocratr seg
crioacy ocAT oL 0 Dt e oamers, the corproration propofes " o onalraget -
sor chur wet ~{1line plant which ds expected to priduct rtarech a4 Yexir e

~f a8 quslity sicilar to that pruduced fro- corn. There {8 orly ore ~ther
corpany in the ~ountry which has suct a sorvhur -41lin- plant, e Srair
Refiners, Inc. plan* in Dmllas, Texas.

The compeny plung %o sign an agree wnt wity a large processor and
woclesaler of dextrose and starches, th2 Americen Grain Products Corp.
American Grain (s to agree to furnish technical assistance ir the congtruction
of the plant, to supply mnage-ent personnel to run the plant, and to
agree to purchase of the output whatever amounts they feel they can sell
under their brend larel. Amerficen Grein vill receive fees for its technical
and rmnagement services, am 25¢ of the profits of the company for ten years.

The project involves the following costs which will be incurred over a 24

month period (000's Omitted):

Iand ¢ 300
Engineering Costs 1,000
Engineering Fee 500
Buildings 2,800
Machinery and Installation 8,090
Initial Working Capital 810

The company proposes to cbtain the $13,500,000 as follows (000's Omitted ):

New Capital Paid in by Owners ¢ 500
Agricultursl Bank for Cooperatives €,000
Commercial Bank Term Loan 2,000

Commercial Bank Equity Term Loan ;‘mﬂ
N

The 500 Farmers are each to raise 21,000 in exchange for shares of

preferred stock (whier would be pledged to the bank).




Tililor Troo the Acr.cultirRl mr e oo
Tecurel o e Tirst rylamee w0t L ven PR LN
elemtors and storawe Tacliities, T™hese Suvie gLt L o
ke Lwroand tre (prst Lo e rengid

The ~coperative 13 propeing that the ~ wercim, a k- e
part T 000,000 laans (1) A $2,000,000 Ler~ lomr securid o e g e
mrlgage on the existing and proposed properties of Jooperatic, R
ne., (%) the pledge of American Jrain Produ-~ts TOSDLTE AL e v
“arketling Yees up to $1,000,007 per year, and the deferral of t| -j; 2.
profits froe the nev plant until the loan 18 repaid; (2) mn ac.it, lwan
$3,000,000 to be secured by (a) all the extsting and new etk ir ti. oo ret fue,

(b) rark=ting cortracts betweer individus] farvers and the eooperalive prowille
for & retatnage of 2C.25 per cvt.,k and (c) promiesory notes from She ind./{lia}
farwers totalling $3,000,000.

In support of their request, the cooperative offers the f liowin. state~ ; *g

b
and dats:

2“&;1: is one of tre semi-governmentel banks similer %o the asric.itural devei -
went banks in other countries. These banks supply the long-ter- crelit
requirements of agriculturel cooperatives, whiech credit ust, by law, oo
secured by unencumbered first ortgges on plant.

ai.a. in the event of default, the bank would be entitled tu recelve [ .0 tfa-
each 100 pounds of grain sorghum received under contract from the farwers uy
the cooperative.

)At the sare time & full audit report by an independent public accounting [irn
vas subnmitted. The auditors expressed en unqualified opinion.




COOPERATIVE GRAIN GROWERS INC.
T , NEBRAS -

—

™. YEARS ARATIVE : ALANCE SHEEI®
!KSENV%’,’W‘? Seltted

YEARS ENDED Mey 31,

1966 1965
Current Assetss k63 397
Fixed Asaets 1,508 1,554
Other ﬁg ts | 606
Current Liabilities 122 L2
Term Liebilities 345 175

,

-

Cash b7 N.A,
Receivables-Net
Storage & Handling Receivadble
Irventories

Prepaid Insurance

A SRR 12
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FIVE YEARS' COMPARATIVE THCOME STATRMENTS
T (ARSIEVIAND: O000"s (mltted)
FISCAL YEARS ENIED MAY 31,

1966 1965 196k 1063 1geo
3,59 3,376 2,818 1,605 2,840

B

Other Revenue

7 3,15; 2,605 1,450 2,665

95

71 7 656
ﬁ' 1% By

% s12 _g; §7ﬁ %E

2 M oz Lo

3

ﬁ 188 ig % 380

. 82 7 70 61
188

©

280 106 275 33 319

The Cooperative pays no texes. C.f. fn. 2, p. 2, pere. 3.
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LRI Y FAR S
oo cvmimtin ints roposal, the commercial rank notel the Coilowin
Vel LAt wmn ressonably confilent trat the cost ard trcrnica:
otietec, anoli teen prepared ty 8 corpeteit and re utallc ~ngineerin: fir-,

were Accurste,
") There was no probler in insuring suificient raw matericls “ur inpat

for the ,slnni, fince the farmers were tied to the cocperative, and since

t.ore was a chronic cver-supply of sorghwn.

(3) T™he bark felt that the major ncp-Pinancial problem wac tre markete
nbility of the output of starch and dextrose due to (a) its very limited
rroduction in the past and (b) its untested ability to compete with corn-
lerived products whiech had gained wide acceptance. The bank was conecerned
that {t might take some time to develor consumer acceptance and demand for
these products, and hence that sale projections might be overly optimistic.
Since the cooperative hed no firm marketing agreements or contracts which would
guarantee the sale cf output,’ the bank felt that marketing might be & 8 jor
risk in the project. American Grain Products Corp. had nct conmited {tsels
Lo teke a fixed amount of output, but only "whet it felt it could sell.” In
view of the profits American Grain stood to meke on the plant,8 the bank felt
thet the coupany should have been villing to accept an expanded role, especially
in regard to marketing.

(4) ™e second majar area of risk lies in the proposed financing jrograr:

482,002,000 Term Loan: The second mortgage would probably have nc

Tsueh a3 & "ake .r pay" contract fram American Grein Products Corp. Cf. Author,
“redit cvaluation by Commercfal Banks of Industrial Finaneing Proposals,
Fe T

of. p.7, above, esp. Profit Sharing tc Auericen Grein’ and ' Less Mktg. & Mgt. Fees,’
voth of which are payable to American Grain. In addition, Anerican Grain
w3uld probably have a markup on the produce sold under its »n label.
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value in ltiquidation because (i) a forced sale would bdring a e ,rice ani {1,
funds from the forced sale would prcobably all gc to satisly the Tirst ort a2
held by ‘he Agricultural Bank for Cooperatives. The plant's jriucijal value s
as a going concern, and therefore a second nortgage is of oni, conjcctural valuae.

The value of having American Grair's fees andb profits deferred {5 inpendent
on the assumption that the profit projections will be realized. This in turn
depends on the successful marketing of output, as discussed above. If, as the
bank feared might happen, problems developed in rarketing, these “secondary”
gsupports of the loan would be of little value.

B $3,000,000 "Bquity” Term Lomn: The bank felt that the former-owners
were not putting up & high enough proportion of the funds, since $3,000,C00 of the
$ 3,500,000 vas to be barrowed. The bank vould normally like to see a one to
one debt to equity ratio.

In any case, the bank felt that €his §3,000,000 1csn was alsc inadequately
secured. The valus of the stock which was o be pledged to the bank depended
on the marketing and earnings success of the venture. In any case, 1t would be
virtuslly vorthless in liquidation or defsult.

The pramissory notes fram the 500 individual farmers are of little value to
the bank becsuse it wvould not be politically possible for a large .ut-of-town
bank to try to collset on these notes if trouble developed. American juries
are notoricusly susceptible to the plight of the smalli independent farmer vho
is being "dunned" by the wealthy ocut-of-town bank, regardless of the realities
of the situstion. In addition, the sdministrative expenses and problems of
looking for paymeat to 500 individuals 1living in s distant part of the country
mbke these notes of very limited value.

In summary, the cnly practical source the bank can lock to for repayment
is earnings, and earnings are depsndent on the marketing of an unproven product
produced by & coopsrative nev to this kind of business. Should these earnings be

lower than expected, the bank would have no recourse to sny other dependable

source of repayment., Apd there {s too much uncertainty about these projected
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earnings for the bank to make the loans as proposed.

V _THE BANK'S PROPOSALS

The bank finally offered three acce;table alternatives ¢t Crverative
Grain Growers, Inc. upon the basis of which it would be willing to :raoceed.

(1) American Grein Proaducts Corp. would guarantee the entirc bank debt
of §5,000,000,

(2) If American Grain were unwilling to guarantee the entire §5,000,700.
they could guarantee the regular term loan portion of $2,00C,000. The

$3,000,000 in equity funds could then be raised by having trhe farmer-owners

borrow individually or collectively from local Nebraska banks which might
be more willing to dcx;end on them for payment than an out-of-state bank.
(3) American Orsin Products Corp. could guarantee to purchase a fixed
amount or percentage of the plant's capacity at fixed prices, theredy
insuring a level of profitability sufficient to retire the bank debdt.









