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Padgett Paper Products
Company

gotistions with Padgett Paper Products Company had been going on for almost 3
year. Francis Libris hoped the time had come when they could be pushed 10  mutu-
lusion. If not. Padgen might seck another bank as its source of

ally satisfactory cor
funds. Aliematiy
10 deliver on his commitment to manage and structure the relationship properly. Lib
ris was vice president of the Caslon Trust Company of Richmond. Virgini
Virginia's largest banks. He was respoasible for the Broad Street Commercial Lead-
ing Center of the bank, 1o which Padgett’s account was assigned because its small
exceutive offices were on an upper floor of the same buikding in which the center was
located. It was a significant account for the center and importan 1o its profitability

Padgett had borowed small amounts off and on from Caslon since it had first
established an sccout with the bank in 1947. Even the acquisition of several small
companics (for less than $1 million each) in the 1980s did not require high levels of
del. The acquisition of a long-coveted competitor at an attractive peice on short notice

early 1996 beoag!
Combined with o

tal exposure could rise to $7.2 millio
eredit line that had been approved for the he request was grantey
theless, under an interal guidance line of S8 million, and the rate was continued at
prime. Libris had been working since then o structure the arrangs
onderly basis than 90-day notes with no protective covenants.

It was now January 1997. Libris hoped to have the new ternus worked out 30 they
could be reflected on the financial statements for the 1997 fiscal year that ended
Apeil 30. There was & chance that a negotiation completed before the auditors fin-
ished their ficldwork. roughly two moaths afier the April cading of Padgett’s fiscal

Libeis would be subject to criticism by his superiors for failing
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year, could be incorporaied in the a
the agrecmet signed before the end of the fiscal year o avoid this complication.
wris wondered whether be should take a fresh look at the situation. He had orig
ed to persuade Padgett's management to finance part of the company’s
requirements in the form of long-term debt from a life insurance company. When the

tor's report. Libris preferred, however, to have

financial vice president declined the private-placement proposal, Libris decided 10 see
how the Joan could be repaid 1o the bank within the period initially suggested by his
superiors. As time had gone on. he began 10 think that those constraints might not be
appropriate to the situation
bath o departmental sentor
ris knew he would have to get the approval of his superiors before he undertook a
different initiative with Padgett’s management, time was getting exceedingly shart. He
w 1o .1m|..p both the implications of the original decisio any alternatives

and ¢

more creative solution might prove acceptable
Because Lib-

agement and to Padgett’s man:

2

red more attractive.

Padgett Paper Products Company
uper Products Company.a closely held but publicly traded (over-the-counter)
masufactured a variety of stationery peodcts incld
Jeaf binders, forms, and fllr paper for students and recond-Keeping purposes, The
company was over 100 years old. Its ownership remained primarily with the descen
dants of the founders, aow a farge a0 widely spread growp. Few family members
e st n e comparys g, ad e e cometion i o o
the owners came in the form of a quarterly dividend check. merobers of the
il depea ot v o s s . Mot of s bk dos
conuidered Padgets just another investmcot mad an iliquid ose 8 that, because the
et for the company’s stock was extrenely thin. A i
sidered important by manag
Management, which was primarily professions, appeared competent, rsponss
e, and reasonably effectve, s experise was lrgely in aperations, which were car
tied on at several plants in the Midsouth, and in markeing, which was conrolld oat
of the exccutive offce in Richmond. Management was not financally oricnicd, Lib-
1is had observed

otebooks, loose-

ficant payout was con.

00 wholesalers and retailers in the United
States and Canada. No single customer or small group of customers accounted for a
substantial share of Padgett’s sales. Terms were 210 net 30, but few customers took
the discount. Many stretched payment for an additional 30 days. The business had a
slight seasonal peak in the late summer when big back-to-school sales took place.
Because the company tried to maintain level production 1o reduce unit cost in the
highly competitive market, a seasonal variation of sbout $2 million occurred in ifs
borrowing patiern. The peak occurred in the summer.

A consolidation had been taking place in the business since the late 1970s, ini-
tially caused by the high inflation rate of the period that made it difficult for small
firms 1o fina ot assets. Financial difficulties and inventory problems
resulting from the subsequent recession in the early 19805 further reduced the level

Padgeit’s customers were some S,

their cu
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of the competition. Changes in the tax rules periodically provided new impetus for
bo i comprmied 1o 4ll. e sharp drop in the stock market in October 1987
oe owners into selling out. Most recently, a sudden increase in paper
prices. Vhich had ssen over 80 percent from mid- 1994 and exceeded the previous
high prices of 1988/1989, had again created financial strains for firms such as Tr
gret coough. and he
equity marke
s inchding T-Stae') put ek s on the ket TrkS
ot been able to pass all the price increases through 1o its customens because of sirong.
n from large, integrated paper companics. In Padget’s case. a drop in its
iz el complmsin i pialr maciicn

of Padgett’s competitors had been acquired by national cor-
rioes i o et Sl amd poud fmmcil scpomns. Thé respomse of
maller companies that ft into its product
or marketing necds. The acquisition of its competitor, Tri-State Tablet Company, in
April 1996 was the culmination of thase efforts.

Padgen’s financial statements for fiscal year 1996 had becn given an unqualificd
opinion by the national C.PA. firm that audited them. Straight-line depreciation was
used for reporting purposes with accelerated depreciation used for taxes. Inventory
had been valued on a lower of cost (FIFO) or market basis despite the poteatial cash

s from the favorsble tax effect if it changed 1o LIFO. Padgett’s management
md Alvays concludod tha & wes ot woeth the complekty 1o.chango farcamcey
accounting methods. Financial statements for the 1993-1996 fiscal years are pres
in Exhibits 1 and 2. Exhibit 3 is a standard computerized spread used by Caslon’s
eredit department o organize 3 company’s financial statements for analysis.

ice-carnings mul-
that many of the

Padgett’s Relationship with Caslon Trust

Cason Tret hd Kesicaly boen Pudyr'sony enieg bk s was o ol led
ing bunk in carly 1997. Among the nefits of that relationship, Padgett used
Caslon Trust as the depository for its il Virginia and federal tax paymeats.
So far, during the 1997 fiscal year, Padget’s average collected balance with Caslon
had been $524,000. Aflliated companies and subsidiaries had balances 1
aged $231,000. The loan balances outstanding had ranged from $3.3 m
million, with an average of $5.05 million. The loan had last been cleaned up for an
extended period from March 31, 1993 o Jamuary 8. 1

Padgett maintained a small deposit relationship with the Phoenix Bank, a major
North Carolina bank that had long been soliciting a moee important role in the com-
pany’s financial arsngements. In addition, several local banks wei
the various plant locations

The speed with which the Tri-State Tablet acquisition had been made had not
allowed for carcful planning of the financial amangements. Libris's group manage-
meat had been reluctant to double the loan 1o Padgett without a carcfully structured
financial program as well as appropriate protective covenants, Wi
those questions could be quickly resolved, the group's senior vice president had

ad aver-

used to service

ibris’s assurance

tha

Financeal Asalyse smd Feeecasing

authorized the foan and established a new temparary credit limit of $8 million. It had
been expected. however, that the loan would be formally structured long before Jan-
uary hich was a source of embarrassment to Libris. He knew he also would
barrassed and his profit plan damaged. if he should lose the sccount to Phoeaix.
Once the dust created by the acquisition had settled down, Libeis met with John
Rubl, Padgen’s financial vice peesident. 10 discuss the company’s plans. Based on
1 department prepared a preliminary

00 fiscal years. Summary figures from that

those conversations, Libeis and Caslon’s cre
financial forecast for Padgett’s 1997.
forecast are prescated in Exhibit 4,

Libris was distressed to note that, even under what be thought were assumptions
thit minimized the need for funds, Padgett would still have $4.4 million in short-term
debt on the books at the end of the fiscal year 2000. Assuming the company could

gencrate about $1 million in “undedicated™ cash cach subscquent year, a total of cight
e required 1o retire the debt. This was considerably longer than the typ-
ical bank five-year term loan that 4 company of Padget’s size might expect. Caslon
was willing 10 stretch to six years for important relatioaships. but  seven-year term
loan would be considered a bit long for a company such as Padgett, which did not
enjoy the financial flexibility afforded firms having casy entry 1o the public capital
markets

Libris decided that a need of this duration appeopriately called for insurance com-
pany financing. Afier be had met with officers of several companies. be wrote Ruhl
10 propose 3 12- 1o 15-year Joan and to quote ferms an insurance company might offer.
(Libris’s letter is reproduced as Ex He also pointed out that Caslon might be
structure an amangement that would allow the bank 10 take the scasonal needs
5 1 kciach comy o S th - i bt o 5 o
Tiom

Ruhl's response was emphatically negative. While he appreciated the information.
he reported that management belicved the currcat long-term fixed rates were 100 high
Although it was templing 10 take advantage of the fact that Jong-lerm corporate rates
bad not yet retumed to their carly 1995 peak, his board was somewhat pessimistic
about the future of the cconomy, “Politicians fike low rates before elections.” he said
“but they pay the piper afierward. | think they're pamping up the cconomy now. We'll
peobably have high rates soon after the election. and then we'll have a recession
Maybe that will be the time 1o lock in really low rates™ He admiticd. however, that
tepeat of the interesi-rate run-up of the 1970s would again have a serious ffect on
Padgett

Furthermore, Padget’s management did bot like the idea of an elaborate set of
covenants, Ruhl said that he particularty disliked the type of covenant that could throw
the company in default without management’s explicit action. “Violation of a debt-
capital ratio, foe instance,” explained Rubl, ~could occur as the result of an adverse
year rather than anything we do. | don't mind agreeing not 1o borrow or pay di
dends i certain conditions would result, but 1 just don't see agrecing 10 a lot of things
that are out of my control. | can't sec getting ticd up in all these technicalitics.” Ruhl
indicated that he did not sec anything wrong with the present, friendly, informal loan.
Afier all” he said. “if you don't like what we're doing—anything st all—you can
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call your e foun t the cnd of smy 50-dey perod. 't tis b proterso

you than fancy agrecment

s that followed this u.wmm.w outcome, Libeis met frequently with
understandi the business. u; planned 10 prepare 4 fore

cast of future needs that would Axurzlr!\ reflect Pad anagement’s d

fiscal year were becy

vailable 50 Libris could incorporate muu i e
Tho Roscarn, $Hich wem pepomd iowieg e afoc of 5 percent, 10 percent, and
15 percent growth in sales over the 1998-2000 fiscal years, are Tachnd s Exhibit .
Ruhl thought that this cflort was most helpful, although he noted that two last-
minate changes shoukd be incorporated in the planning. First. he had finally persuaded
t's directors that a shift to LIFO inveatory valsation would save more cash than
the cost of implementing the system. LIFO would be adopted for the 1997 fiscal year
which would result in 4 tax benefit of $500.000. Sccond, management had decided to
ispose of a redundant warchouse that had been part of the Tri-St
agement expected f0 receive $700,000 from the cash sale and ta
loss.

ate acquisition. Man-
refunds on the be

Alternati

Libris still thought that splitting the loun—asaybe with the bank's own real estate de-
pantment—had promise. For instance, Padgett owned outright 3 large, general-purpose
warchouse. Its appraisal value of $3 million was more than the amount 3t which if was

carried on the books. Although Libris was ot an experienced real-cstate kending off
cer, he believed the property would be attractive collateral for 2 mongage loan. Another
alternative might be 1o wait until the loan had been parly retired and then imvite another
bank inder for the duration of the repayment. Part of the loan could
BEH Sowera Sl s v S 1 il up period of several months. Finally

be had discovered that Padgett’s small Canadian operation was self-contined with &
negligible amount of intercompany transfers and charges. With net current avsets of $1.8
million 10 $2.0 million o offcr as collacral and no direct deb, the Canadian sub-
VB coukd kbl i 311 e S Coscte ek Thé Corchion ks
would require “charge.”  form of security gainst all current assets of the
subsidiary

Although U.S. banking law and practice were not identical 1o Canadian and British
practice with respect 10 “oating licas.” asset-based finance might offer useful aher.
natives. It would be expersive o take cffective secunty against Padgetts receivables

becaise the company had so many customers and the average account was small. A
factoring arrangement might be suitsble. in which Padgett could sell its accounts on
4 Boa-recoarse hasis 10 3 commercial finance company. Caslon Bank #self did not

operate a factoring function. however. 1t would be necessary 1o find one that had expe.
rience in the poper distribation business or the costs of the factoring, which were u
ally about 2 percent of accounts purchased. woukd be 100 high. On the other hand. if
Padgett factored its accounts, it could eliminate its credit department and would have
00 bad debts
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Caslon could always gramt credit against the security of the accounts reccivable
even though the bank would not monitor the accounts 2s closely as a factor would,
The loan would be limited 10 3 percentage of receivables 1o provide some protection
against losses. A security inerest in the inventory also could be required, althoagh the
granting of this security could upset some Major paper companics who were Padgett's
sources of supply

Money-Market Considerations and Pricing Aspects

hmd- were readily available in the financial markets in January 1997. Although the
had risen rapidly during 1994, rates had then declined modestly during 1995
nd 199610825 percent. The prime’s Jow in recent years had been 6 percent from mid-
1992 1 ety 199, Thiydey comemrcil peper o oy yicklin 4 pocest
The Treasury yied curve was relatively flat: 90-day bills yickded 5.04 percent. I-year
notes, 5.6 percent; S-year notes, a1 percent; 10-year boods. 6.59 peroent: and 30-year
bonds, 6.73 percent. During the recent election campaign, however. there had been much
debate about whether the economy was growing 100 slowly of 100 rapidly. Rates had
therefore been very volatile. Whenever the market begin 10 suspect that the Federal
Reserve would raise rates 10 curb inflation, rates spiked u

The interest-rate volatility was an issue that Libeis would have to address
preparing a proposal for Ruhl. Should the loan (or Joans) be priced at a fixed rate or
at a floating rate? Fixed-rate loans were generally offered 1  premium of 2.5 perceat
10 1 percent above the floating raic.

In adjusting the prime rate to the conditions of the borrower, Caslon bank offi-
cers offen used whit they termed a “risk premium” system. This approach added or
sublracted 25 basis points (2.5 percent) to the price for such factors as the size of the
company’s sales (add points for small size and lack of access to public markets).
parpose. term, escalating versus level payments. debt peofile, liquidity posture, a
(subtract points for) relationship benefits (for cxample, balances, tax payments and
corporate trust). OF course. the final rate had to be checked against the market, which
in Padgetr’s case was highly competitive as the result of Phoenix's interest.

Because of the complications that had already aced and that wes
ikely 10 arise while completing the negotiations, Libris knew that he had no more
time 1o collect information. He had 1o work quickly towand a satisfactory resolution
of the loan structure with Padgett’s mana
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| Income Statements for the Fiscal Years Ended Apri 30, 1933-36 (theusands of
dollars excopt par-share figuros)
1983 1994 1985 1996
Nat sales 6,391 53,007 s41.308
Cost of goads sokd 15,728 21987 24555
Dopraciaton and amoriization : &7 =
s10803 s12 s18014
Gemoral and aimin expense 5814 713 7,821
Sating sxpere 2600 3
Operating experses s5814
Cperatng prott sams
Intarest expanse - 2 E
Ot mapenises incame) ] 42 m|
Proi before tases. same 33817 347
Incoma taxss 2702 1893 2132
Prom afer taxes. $2008 31788 32608
Numesr of snares (000) o0 s e
Eamings pat share s200 5160 s233
Dhiterss par share. 100 100 i 100
“nchusog i st of goscs ke i 1981
—icku i o a7 s BEpesss P 1551
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EXHIBIT 2 | Balance Sheets as of April 30, 1993-96 (mousands of dollars)
1983 19904 1995 1906
Currort Assots
and securses s1601 s 28 s 68 s su
Acoounts recen 4 5502 6350 7758
[—— 7218 7743 10,958 14360
Prepayments and other 2 104 183 63
Total cusreet assets s13904 s1a74s s18.120 s2asn
Propacty. pant, equip. - 8718 1265 12468
Less: scoumuiated deprec - 3384 a2 5200
Nt prop.. plant, oqup saror s34 s6383 s725
Otter sssets 50 257 388 24
Total assets s187%0 $19.3% $20889 $30994
Liabilities and Owners' Equity
Currore Liabiitios
Shertterm notes. - s3ne s7221
Accounts pay: 1127 1819 2158 )
Accrs 7 70 1014
Other current Hiabities n 251 s 82
Current m dett 815 nr st 52
e bt s2408 s2384 se48 11,089
Long-term debt 38 21 507
Dolarrod tases 538 568 714 756
Ot lsbites 136 126 116 151
Totsd libites s3420 $3209 s7788 s124n
Owners' Equiy
Con 5587 5567
Retared esrrings 9783 0.4 7 12
Totai owners’ oquiy s18370 $16.037 1707 $18563
Totatlabiities and net worth $187%0 $19.3% 2asss $3099
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EXHIBIT 3 | Cash Flow and Rabia Analysis, Fiscal Years Ended Apdil 30, 1993-86 (dolar figures

)
‘Accounts payable turnover 21.3 (4.7% of sales)

in thousands)
Cash Flow 1993 1904 1905 008
Sources
Prof e tases phas deprec. and amort 52 328 sams
ot » 18 «
e lang torm tebn - a7 —
i shortter dott - s 4o
Accouns payatie - s 200)
o 2 208 3
Other currant liabikties (20) " 406
O iacies f10) 10 5
—— Serm § 742 Saoe
u
Ovvetonds paid in cash s s s
Copral expendiure I 1578 530
Resayment o k- dett s1s w 51
Accouns teceatie 0o T
Invenioey & azi6 e
Prapaymonts and ather cumert assets ) n a0
Ot assats ] i ez
reang m ns
Tots uses 70w S7m8
Change in cash anc secusites s s s
Working captal stiss snerz szsaz
Ratio Anaiyais ) 1994 1085 1988
Prafassilty
na 3 356% 0%
w3 =1 %7 s
21 =8 264 5
s 135 ns s
75 a8 58 63
ra na 130 168
o7 sz a1 84
=0 192 185 105
w2 @26 5o @9
sx e shx 53x
18 a5 a4 29
74 168 b o1
23 24 az 33
55 51 58 57
5 ) 22 22
Laverage
ot secxamners ety 2% e s oro%
Lorgtmrm dettommars sty 22 14 29 H
Interes! coverage ra e 200x 135
Quek o 27 2ax 11% (e
Curent o 58 58 28 21
[P ———
% |0 ——p
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EXHIBIT 4 | Summary Figures from Prefiminary Projection of Financial Posiion, Fiscal Years
cting Aprd 30. 1997-2000 (millions of dolars)
1997 1998 1999 2000
Sources of Funds
Nt salos 552 5608 5735
anor taxes as a2 s
Noncasn charges s 10 X
cperanons saz
Osposition o assets vy
Tota sources sas
Uses of Funds
s st
incroaso i working captar 24 24
Capital expanciiras 10 o
$45 $45
L form.
“iiring rebremart of ot dett 07 02
Loavirg & oot ol s6s se3

Totals may rot add becsuse of rounding.
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EXHIBIT 5 | Lbris's Letiar Outining Proposed Term-Loan Amangement

Casion Trust Company
o Stast Commarcil g Conter
1511 Bread Steet
Rcrmans Wiona
Vice Prosideve and Manager

Trark you 1o o opporurety et e 1o e the el s 70 e o Padge. Ths et s ot cur Pougt s
7310 ot ety CoMPCe e ek b Ko o ki G
Curwrty, Pacgt has ndww
$1.5 milon s sy 15 b Drscwed 1 6P New rCrabAES f yous hrw acQuarion. T 1 Contrast wih the CRrumalance
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e s Couk b sourced o3 e gl . Ous sUtmequent Corversatons a7 cash fow sy were Comp-
carmiy e wrcgates pantice e 4 b
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1% 2000

15% Growth
1998

S40 $920 ST 047

199 2000

4095

10% Growth

199

s37.91

soes se  saoss
$4063

7

1999 2000

300
150
139

5

5% Growth

285
152
121

1907
1908
$35.05 53653

1996
Actusl  Est.

s m
775
$2099

(continued)

Total owners'oquy
Total listiey
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EXHIBIT 6 |
Inchuson mereat cakoand o e cash dofl at 5%
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more detail on the first case rubric
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