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1. Summary
As far as we can judge from the information presented in the case, Massey-Fergusson (MF) used a strategy of geographical diversification: it aggressively entered new markets in Australia, Middle East countries, South America (Argentina, Brazil). We think that goals were to become one of the biggest and profitable multinational companies, operating around. As it follows from the case, MF actively used M&A to grow in size, using significant short-term financial leverage.
The main idea (assumption) that were used to justify ( synergy effect, i.e. economy of scale and scope, differential management, learning curve considerations, etc. This idea was very popular in 1960th-70th, when management believed that combining assets would lead to greater efficiency (rule “1+1=3”), lower cost, etc.
MF faced two types of competitors ( multinational companies (International Harvester and Deere & Company) and small local companies. Local companies, most probably were aimed at increasing it’s profitability and sales through

The MF Company was using largely short-term financing: it’s current liabilities are 40% of the assets on average for the period; receivables were 27% on average, inventories ( 40%.

These figures imply that MF had too much short-term debt and other current liabilities, which were a main source of financing trade and production. It’s definitely not normal for an industry capital intensive track production company to have current assets of 70% of the assets. This large number be both a signal of poor operational management (high inventories) and low quality uncompetitive products (high receivables). So MF, was a company with high financial risk (strongly exposed to interest rate risk), the risk of it assets cannot be defined.
2. Geographical Diversification
There are no direct statements in the case that can support this idea. The main idea of the MF’s expansion program ( synergy, which is explained in the first question. However, even if geographical diversification was not the main reason for the expansion strategy, it does not mean that it was not taken into consideration. Below I would like to discuss this idea in more detail.
Geographical diversification can reduce volatility of cash flow, profits and sales to some extent. Given low volatility of cash flows company can take more debt as risk of default is lower.
3. After 1976

The high risk profile of MF and more precisely it’s high debt-to-equity ratio, with short term financing and long term assets (duration mismatch), led company to a crisis when sales stopped to grow and company’s expenditures went up.
MF is a good example of a poor risk management ( company was not prepared to unexpected shocks. In fact, what happened after 1976 ( series of external shocks which were accompanied by poor operational results.

If we look briefly at key financial ratios like interest coverage, debt-to-total capital, CapEx ratio, current assets ratio, we would conclude that MF had a very poor risk management.
First of all, MF had a high level of debt-to-equity and current liabilities. Major competitors has much lower level of both of these ratios.
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MF had a very lower interest coverage that was 2.1 in 1976 very close to 2, which is considered as a minimum level of interest coverage nowadays. Having such a low level of interest coverage implies that company should have very stable stream of profits in future. Otherwise, unexpected shock in sales (for example), can lead to insolvency. In 1977-1980 interest coverage ratio indicates that MF did not have enough profits to pay interest.
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Even though, MF was very exposed to shocks in cash flows, it invested very heavily in 
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After 1976 there were several factors that lead MF to insolvency:
1. Inability to penetrate into the U.S. market

2. Monetary restrictions in Brazil and Argentina, that led to a sharp decline in sales

3. Low demand in the U.S.A (1980)

4. High interest rates (1979-1980)

5. Product market alignment

In 1977-1980 MF tried to change the strategy and tactics in order to keep the company solvent. FM management:
1. Cut labor force from 68000 to 47000 people

2. Reduced inventories

3. Reduce Capital Expenditures (See graph)

4. Sold unprofitable operations in office furniture, etc.

5. Tried to restructure it’s liabilities: negotiation with the largest lender Canadian Imperial Bank of Commerce and largest shareholder ( Argus.

In the end, these efforts were not enough. MF financial position were getting worse and worse (  MF had large losses in 1978 and 1980 (more than 200 millions) compared with almost no profit in 1977 and 1979. It’s coverage ratio (See Graph) became very small ( indicating impossibility to pay interest, share price was plummeting etc. A very a simple indicator of company’s situation is the fact that sales are larger than assets since 1976.
On the other hand, MF competitor’s that had less debt, larger portion of long-term debt, higher interest coverage ( did not become insolvent. However, the decline in tractor industry also affected them: but international harvester, that had more debt on its books experienced a sharper decline in profitability than Deere&Company with lower debt-to-equity.
4.  MF in 1980

MF was in a situation of being almost insolvent and bankrupt. The main problem for MF is to either find external equity or government financing to meet it’s liabilities or restructure claims. 
MF had two realistic options at that time ( first, persuade Canadian government to help company to recover by providing either (or both) guarantees to liability holders or provide MF with “cash”. Canadian government is interested because  ( MF is a large employer and elections are soon.

Second option ( try to persuade Argus, major MF’s shareholder, to provide company with financing. Argus may be interested as far as price of MF is low enough. 

5. Advice

In the end of 1980 fiscal year MF and it’s financial subsidiaries had 2.4 (1.6 + 0.8) billions debt outstanding. Significant part of these liabilities were to be paid in the near future. Numerous covenants related to these liabilities did not allow MF to access capital markets free. MF also needed something around 500-800 each year for sustainable development (ongoing R&D, repair and replacement of existing facilities, etc.). 
Summing all this together, given that high interest rates in 1980, MF can only survive through external financing or acquisition (e.g., cash for stock). It can be either Canadian government or Argus or any other company or pool of companies. The problem is the terms under which MF can negotiate financial help. 

_1256043758.xls
Диаграмма7

		1971

		1972

		1973

		1974

		1975

		1976

		1977

		1978

		1979

		1980



Current Liabilities

Current Liablities as a % of Total Assets

0.4

0.38

0.39

0.45

0.42

0.38

0.42

0.5

0.55

0.67



Лист1

		

				1971		1972		1973		1974		1975		1976		1977		1978		1979		1980				11324		0.2447898269

		Current Liabilities		40%		38%		39%		45%		42%		38%		42%		50%		55%		67%

		Debt-to-Equity												47%		50%		65%		65%		81%

		Interest Coverage												2.1		1.42		0.14		0.82		0.46

		Capital Expenditure												47%		33%		25%		17%		7%





Лист1

		



Current Liabilities

Current Liablities as a % of Total Assets



Лист2

		



Debt-to-Equity

Debt-to-Equity



Лист3

		



Interest Coverage

Interest Coverage



		



Capital Expenditure

Capital Expenditures



		



Capital Expenditure

Capital Expenditures as a % of total CapEx of MF and two major competitors



		





		






_1256043829.xls
Диаграмма8

		1976

		1977

		1978

		1979

		1980



Debt-to-Total Capital

Debt-to-Total Capital

0.47

0.5

0.65

0.65

0.81



Лист1

		

				1971		1972		1973		1974		1975		1976		1977		1978		1979		1980				11324		0.2447898269

		Current Liabilities		40%		38%		39%		45%		42%		38%		42%		50%		55%		67%

		Debt-to-Total Capital												47%		50%		65%		65%		81%

		Interest Coverage												2.1		1.42		0.14		0.82		0.46

		Capital Expenditure												47%		33%		25%		17%		7%





Лист1

		



Current Liabilities

Current Liablities as a % of Total Assets



Лист2

		



Debt-to-Total Capital

Debt-to-Total Capital



Лист3

		



Interest Coverage

Interest Coverage



		



Capital Expenditure

Capital Expenditures



		



Capital Expenditure

Capital Expenditures as a % of total CapEx of MF and two major competitors



		





		






_1256043536.xls
Диаграмма4

		1976

		1977

		1978

		1979

		1980



Interest Coverage

Interest Coverage

2.1

1.42

0.14

0.82

0.46



Лист1

		

				1971		1972		1973		1974		1975		1976		1977		1978		1979		1980				11324		0.2447898269

		Current Assets		40%		38%		39%		45%		42%		38%		42%		50%		55%		67%

		Debt-to-Equity												47%		50%		65%		65%		81%

		Interest Coverage												2.1		1.42		0.14		0.82		0.46

		Capital Expenditure												47%		33%		25%		17%		7%





Лист1

		



Current Assets

Current Assets as a % of Total Assets



Лист2

		



Debt-to-Equity

Debt-to-Equity



Лист3

		



Interest Coverage

Interest Coverage



		



Interest Coverage

Capital Expenditures



		



Capital Expenditure

Capital Expenditures as a % of total CapEx of MF and two major competitors



		





		






_1256043585.xls
Диаграмма6

		1976

		1977

		1978

		1979

		1980



Capital Expenditure

Capital Expenditures as a % of total CapEx of MF and two major competitors

0.47

0.33

0.25

0.17

0.07



Лист1

		

				1971		1972		1973		1974		1975		1976		1977		1978		1979		1980				11324		0.2447898269

		Current Assets		40%		38%		39%		45%		42%		38%		42%		50%		55%		67%

		Debt-to-Equity												47%		50%		65%		65%		81%

		Interest Coverage												2.1		1.42		0.14		0.82		0.46

		Capital Expenditure												47%		33%		25%		17%		7%





Лист1

		



Current Assets

Current Assets as a % of Total Assets



Лист2

		



Debt-to-Equity

Debt-to-Equity



Лист3

		



Interest Coverage

Interest Coverage



		



Capital Expenditure

Capital Expenditures



		



Capital Expenditure

Capital Expenditures as a % of total CapEx of MF and two major competitors



		





		






