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Development department that is responsible for
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training for both company and dealer personnel.
He has developed programs addressing dealership
Profitability, cash budgeting, capital structure,
business planning, and F & I sales management.

He holds a degree in marketing from the College of
St. Thomas and an MBA from the University of
Minnesota.

Lending to
an
Agricultural
Equipment
Dealer

by Patrick E. Mack

I the ever changing agricultural fi-
nancing environment, lending to agricul-
tural equipment dealers is often overlooked.
Under the right circumstances, this can
often be an excellent lending opportunity.
According to the National Farm and Power
Equipment Dealer’s Association, agricul-
tural equipment dealer numbers have
dropped nearly 30% in the last decade.
While this decline issignificant, it can also
be misleading. This reduction is a result
not only of business failures, but due to
dealership consolidations. For the remain-
ingdealers, this trend toward fewer dealer-
ships represents potential for both increased
volume and profit.

Overall, since 1987 agricultural equip-
ment dealers have benefited from an im-
proved farm economy and have experi-
enced positive operating results.

Sales have increased in most major
categories, and operating margins have
also strengthened. As a result, profitabil-
ity has increased dramatically, and many
equipment dealers are enjoying return on
equity levels not achieved since the late
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1970s. It should also be noted that equity
positions for most dealers during this same
time period have also improved.

The equipment dealer functions in a
volatile industry. Understanding the dealer’s
operations, needs, and unique business
characteristics, however, can enable a lender
to tap into a very desirable lending rela-
tionship. There are opportunities for short-
term financing to satisfy the dealer’s op-
erational needs, as well as fixed asset fi-
nancing, which is typically long-term.

Although a needs analysis may appear
to be the first step in financing a dealer-
ship, even more crucial is an accurate de-
termination of the credit risk/worthiness
of the borrowing dealer. Assessing an agri-
cultural equipment dealer as a potential
loan recipient involves a financial analysis
and consideration of non-financial factors.

Financial Analysis

Measuring the financial position and
performance ofan agricultural equipment
dealership involves reviewing the finan-
cial data from three standpoints:

1. Financing--The security of various short-
term claims against the dealership.

2. Investment--The effectiveness with

which capital is used.

3. Operations--The efficiency and prof-

itability of operations.

Different ratios are used to measure
performance in these three areas. Gener-
ally three groups of ratios are used:

1. Liquidity ratios (financing)
2. Leverage ratios (investment)
3. Operating ratios (operations)

Liquidity Ratios

Liquidity measures the equipment
dealership’s ability to convert current as-
sets into cash to meet current operations.
Table 1 identifies the dealership’s liquid-
ity ratios.

Liquidity ratios are interrelated and
should be reviewed together to avoid a
ratio being taken out of context. For ex-
ample, having a relatively high current
ratio does not necessarily mean that the
equipment dealership has a favorable li-
quidity position. For it to be favorable, a
high percentage of receivables should be
current. The days’ sales outstanding should
bewithin thedealership’s net credit terms.

~ Accounts receivable aging
Day’s sales outstanding

- Average inventory turnover

~ Day's sales in inventory

Table 1
Liquidity Ratios
Liquidity ratios ' Agricultural equipment
.  dealer guidelines
Quick ratio 0.25 to 1 or more
~ Current ratio 1.5 to 1 or more

Net credit terms
2-3 times
- 120-180 days
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?n addition, the inventory should be turn-
Ing over at a reasonably high rate.

Leverage Ratios

Leverage is the use of borrowed capi-
tal to increase the dealership’s return on
equity. Leverage ratios compare the owner’s
investment in the dealership to that of
creditors. In addition, these ratios meas-
ure the dealership’s performance in gener-
ating the income required to pay debts.
The degree of leverage required by the
dealership depends on the dealership’s
financialstrength. A dealership should be
leveraged only to the extent that its prof-
itability isable toservice its total debt. The
ratios in Table 2 are used to measure lev-
erage.

When reviewing the leverage ratios, it
is important to consider return on equity.
From either the dealer’s or the creditor’s
point of view, it is imperitive that the use
ofborrowed capital generates an adequate
return on equity.

Operations Ratios

Measuring the operating performance
of a dealership includes a review of the
balance sheet and income statement. In
addition, various ratios provide an in-depth
look at operations. Operating ratios meas-
ure the operating performance from two

perspectives:

1. The efficiency and profitability of
operations.

2. The effectiveness with which capital is
used.

The operating ratios in Table 3 are
used to measure the operating perform-
ance of an equipment dealership.

Profitabilityis the mostbasic measure
of operating performance. However, it is
not enough just tobe profitable. The deal-
ership should efficiently use available re-
sources by taking advantage of three major
areas:

1. The available working capital
2. The work force
3. The trade area

Whereas the success or failure of a
dealership depends on profitability; the
growth, maturity, and longevity of the
dealership are greatly influenced by effi-
cient operations.

There are pitfalls and limitations in
analyzing a dealership operation by using
financial statements and ratios. Many state-
ments reflect tax strategies, unique situ-
ations, and capital structures. Beyond an
initial, basic financial analysis, situation-
specific questions need to be raised:

Leverage ratios

'Table .
Leverage Ratms

Owner’s equity ratio

Long term debt to assets ratio
Debt service ratio ‘

Agncultural equlp [
~ dealer guidelines

Accounts payable to assets ratio 1 .
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Operating ratios

Return on sales

Return on assets

Return on equity

Asset turnover

Working capital turnover
Total net sales per employee
Total expense efficiency
Break-even sales point

Table 3
Operating Ratios

Agricultural equipment
dealer guidelines

4% or more
8% or more
24% or more
2 times

5-7 times

80% or less

Are the customer receivables being
factored in? What is the quality of the
accounts receivables? Have the accounts
receivables been written down? How
oldare they? Is interest being charged?
Is the interest being collected?

Are the inventories stated correctly or
are they tax adjusted? Are they true
market value? Are they current?

Are the buildings and land owned or
leased by the business? What is the
level of depreciation? What is the true
market value?

What portion of the payables are interest
bearing? When will they become inter-
est bearing?

Is a large portion of dealership profits
being reflected in owner’s salaries or
bonuses?

Is there a shareholder loan? Is it con-
sidered debt or equity? Are there any
shareholder agreements? What par-
ties have security interest in the assets

of the business? Has the dealer pro-
vided personal guarantees?

Is the business a Sub-chapter S Corpo-
ration? What is the impact on the fi-
nancial statements?

Non-financial Analysis

Even more critical than a financial
analysis is a more subjective, qualitative
review of a dealership. The managerial
stylesand capabilities of the key personnel
in the dealership weigh heavily in the po-
tential for success. Although managerial
skills are difficult to identify, the success-
ful agricultural equipment dealer of the
future will need to be aggressive, intelli-
gent, innovative, flexible, progressive, and
honest. The dealer will not only possess
these traits, but will demand them in
employees.

Other Considerations

Dealership analysis to determine
strength, viability, and the future of the
business should also include market share
and market potential, which play an inte-
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gral role in determining future sales growth.
The sales mix between complete goods,
parts, and services will determine future
profitability due to the different margins
generated from each department.

The dealership competitors must be
¢valuated at the local and national level.

Even more critical than a
financial analysis is a more
Subjective, qualitative review
of a dealership.

Any competition between major manu-
facturers that will directly effect an equip-
mentdealer’s day to day operations should
be analyzed. Thestrength of the manufac-
turers represented in the dealership is crucial
indetermining the longevity of an agricul-
tural equipment dealerhip. Recent changes,
failures, and consolidations among major
Mmanufacturers within the agricultural
industry have emphasized this point. Itis
imperative that the relationship between
the manufacturer and equipment dealer is
solid, with plans for continued growth.

The dealer’s market, farmer-custom-
€rs, their numbers, quality, level of prof-
itability, buying trends, and products will
all affect the equipment dealer. The repu-
tation of the equipment dealership within
the agricultural industry is also key. More
importantly, how the business is perceived
from the eyes of the customer isvital to the
€quipment dealership’s success. All of
these influences must be factored into the
analysis.

Equipment dealers are inherently more
highly leveraged than many businesses.
Liabilities relative to total assets are hi gher
for equipment dealers than for most busi-
Nesses due to the level of interest-free
liabilities. This “effective equity” is the

result of equipment shipped to dealers
bearing no interest for a certain period.

Agricultural dealers also have unique
cash needs that require a strong relation-
ship with an informed, understanding lender.
Cash flow for most agricultural equipment
dealers is cyclical and fluctuates widely
throughout the year. At times, a dealer
may need large infusions of cash to pay for
items due, for parts purchased, or for spe-
cial purchasing opportunities.

Conversely, most dealers also experi-
ence “cash-rich” periods that can more
than offset the borrowing needs. Many
dealers receive a “volume-discount” check
from their manufacturer during certain
periods of the year, which can be a signifi-
cant source of funds.

What to Require from the

Dealer

A strong and ongoing relationship
between an agricultural equipment dealer
and a lender should revolve around a
complete dealership business plan. This
plan should include historical financial
statements: balance statements, income
statements, and cash flow statements.

Agricultural dealers also have
unique cash needs that require
a strong relationship with an
informed, understanding
lender.

Audited statements are preferable. The
financial plans, goals, and objectives are
integral to the business plan. The financial
plans include a pro forma income state-
ment, projected balance sheet, and a cash
budget. There are many microcomputer

17




software packages that generate these
TEpOTtS.

Accompanying the financial plan
should bea detailed marketingand opera-
tional plan outlining how the financial
results will be achieved. Specific action
plans, with assigned tasks and due dates
will help ensure success. This dealership
business plan should be developed in con-
cert with the dealer principal, the key per-

sonnel, the accountant, and tax advisor.
This plan needs to be reviewed periodi-
cally with the lender, and adjusted where
appropriate to reflect the current strategy
and dealership condition. Developing these
materials can be a first step to a close
working relationship. By building an under-
standing of the special needs of equipment
dealers, lenders can assist effective dealers
to thrive and grow in a uncertain world.




