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Case Description:

Classic Fixtures & Hardware Company is a nationally-known manufacturer and distributor of
kitchen and bathroom fixtures and trim, as well as lock sets and hardware for doors and windows.
The company is privately held and has limited access to capital markets, so it depends on a loan
facility with Southwest National Bank to finance its seasonal working capital needs. Level
production and seasonal sales result in higher inventory levels and loan balances in the first half of
the year and declining inventory and loan balances in the second half of the year. In 2008, Classic's
loan balances have grown beyond forecasted amounts, and its CFO believes that Classic will likely
be unable to pay off the loan balance before the end of the year. The CFO and a senior loan officer
from Southwest have scheduled a meeting in order to determine both the reasons for this problem
and what Classic might do to turn itself around.

Please make sure that your analysis responds to these two questions:
® \What is the problem and the reasons for this problem of Classic?
® What should Classic do to turn itself around?

Any other consideration or inspiration about this case are optional.



_ |
B 2N o L

9-915-523

FEBRUARY 5, 2015

W. CARL KESTER

CRAIG STEPHENSON

Classic Fixtures & Hardware Company

”"What'’s really happening at Classic Fixtures & Hardware Company?” It was August 6, 2008, and
Gary Matocha, a senior lending officer at Southwest National Bank, kept rolling this question through
his mind as he prepared for tomorrow’s meeting with Dan Watkins, the company’s Chief Financial
Officer. The amounts borrowed under Classic’s seasonal loan facility had been significantly above
forecast during the last few months, and Mr. Watkins had just informed Mr. Matocha that the company
would likely be unable to pay off the balance of the loan in the fall of 2008, as both Classic and the bank
had originally anticipated. This admission that the company would not be “out of the loan” was
especially troublesome to Matocha, and he had immediately scheduled the meeting with Watkins at
their headquarters in East Texas. The agenda for tomorrow was straightforward; discuss the company’s
current financial situation, identify the reasons why Classic would be unable to liquidate the loan
balance, and develop solutions to remedy Classic’s current financial problems.

Classic Fixtures & Hardware Company was a successful manufacturer and distributor of a wide
range of kitchen and bathroom fixtures and trim, as well as lock sets and hardware for doors and
windows. These products, known for their quality, classic design, and timeliness, were sold to
individuals and contractors in large home-improvement retailers, smaller hardware and lumber stores,
and directly to large home builders through a small internal sales force. Home improvement
expenditures and housing construction were both impacted by the weather in the northern tier of
states, resulting in more sales for Classic in the spring and summer (approximately 60% of yearly sales),
and fewer sales in autumn and winter (approximately 40%). The company’s plan for 2008, developed
and approved by management in late 2007, anticipated moderate increases in housing starts and home
improvement activity, and Classic ramped up its production and sales efforts to meet this expected
increase in demand. The company’s forecasted monthly income statements and monthly balance sheets
presented in Exhibit 1 and Exhibit 2, respectively, show detailed information about the year 2008 plan.

All manufacturing took place in rural East Texas, and Classic produced inventory at a level rate
through the year to meet forecast demand. Level production minimized the stress on the production
facilities, and provided steady income for employees, making Classic an important employer in the
county and region. Sales, however, were highly seasonal, and the mismatch between level production
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and seasonal sales caused inventory levels and the supporting working capital financing to expand
and contract with sales and collections of accounts receivable. As a family-owned firm, Classic had
limited access to the capital markets and therefore depended on its loan facility with Southwest to
finance its working capital needs. Southwest had been Classic’s lead bank for many years, and the
company understood the bank believed that working capital financing was by definition short-term
instead of permanent financing; Southwest strongly preferred short-term borrowings be fully paid off
at least one month per year. Classic’s seasonal sales and collections pattern resulted in higher inventory
and working capital loan balances in the first half of the year, and declining inventory and loan balances
in the second half of the year. This pattern of building inventory levels in the winter and spring, heavy
sales in the spring and summer, and large collections in the summer and fall had always allowed
Classic to fully pay down its loan facility during the fourth quarter of the year. That is, until 2008.

The first sign that Classic’s year 2008 performance wasn’t meeting the plan came in early April.
Matocha noticed the company’s end of March loan balance was $4 million above forecast, leading to a
phone call with the CFO to discuss the variance. Watkins attributed the increase to cost overruns in the
company’s plant expansion and modernization program, which was launched in January, and was
expected to be completed in early December, with total capital expenditures forecast at $30 million.
Actual expenditures in the first quarter of 2008 had come in higher than expected, but Mr. Watkins
explained that program costs in future months were expected to be at or below forecast. The CFO
expressed confidence that loan balances would quickly return to forecast levels, and Matocha accepted
this explanation, although he wondered if Classic was actually using short-term bank credit for longer-
term capital projects, or if other problems were the true cause of the increased borrowings.

In early June, Matocha had another conversation with Watkins about the continuing variance versus
plan in amounts borrowed by the company under the loan facility. The CFO stated that sales during
April and May had been well below forecast, with May’s results nearly 12% below expectations.
Watkins also explained that sales were down in both the retail and direct-to-builder channels, and the
decrease in sales and collections had forced the company to increase borrowings until the company
could adjust operations to match current economic conditions. The maximum funding available to the
company was $90 million, so Classic was well within the terms of the seasonal loan facility, but
Matocha was increasingly concerned about the company’s product markets and management’s actions.

The third, and most alarming phone conversation between the senior loan officer and CFO,
occurred early on August 6th, when Watkins admitted that even though the loan balance had fallen by
$8 million during July, he believed that Classic would likely be unable to pay off the balance of the loan
this year, and before the seasonal upturn in funds requirements in 2009. Collections from customers
would allow the company to reduce the amount borrowed, but sales had continually failed to meet
forecast through the summer, so cash receipts would probably not be sufficient to pay off the entire
amount borrowed. Matocha asked if Classic’s inability to repay the seasonal loan facility this year was
due to a permanent change in the company’s funding needs, perhaps caused by the expansion and
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Exhibit 4 (Continued - Actual Monthly Inventories)

2008

(% in thousands) Jan Feb Mar Apr May Jun Jul
Raw materials

Beginning balance 24,150 24,208 24,246 24,200 24,408 24,516 24,521
+ Purchases 18,267 18,112 18,436 18,579 18,135 17,966 17,683
- Transfers to work in progress 18,209 18,074 18,482 18,371 18,027 17,961 17,860
Ending balance 24,208 24,246 24,200 24,408 24,516 24,521 24,344
Work in progress

Beginning balance 36,103 36,111 36,040 36,054 36,069 36,080 36,128
+ Additions from raw materials 18,209 18,074 18,482 18,371 18,027 17,961 17,860
+ Direct labor 11,849 11,827 11,902 11,893 11,931 11,830 11,895
+ Manufacturing overhead 21,710 21,651 21,739 22,086 22,029 22,104 22,427
- Transfers to finished goods 51,760 51,623 52,109 52,335 51,976 51,847 52,137
Ending balance 36,111 36,040 36,054 36,069 36,080 36,128 36,173
Finished goods

Beginning balance 61,417 75,917 87,161 93,373 91,559 88,680 83,402
+ Additions from work in progress 51,760 51,623 52,109 52,335 51,976 51,847 52,137
- Cost of goods sold 37,260 40,379 45,897 54,149 54,855 57,125 57,017
Ending balance 75,917 87,161 93,373 91,559 88,680 83,402 78,522
Total ending inventories 136,236 147,447 153,627 152,036 149,276 144,051 139,039
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Exhibit5 Reported Information for the Home Improvement and New Construction Industries

Net sales ($ in millions) Home Depot Lowe's
3 months ending April 30, 2008 $17,907 $12,009
3 months ending January 31, 2008 $14,607 $9,984
3 months ending October 31, 2007 $18,961 $11,565
3 months ending July 31, 2007 $22,184 $14,167
3 months ending April 30, 2007 $18,545 $12,172
3 months ending January 31, 2007 $17,659 $10,379
3 months ending October 31, 2006 $23,085 $11,211
3 months ending July 31, 2006 $26,026 $13,389
3 months ending April 30, 2006 $21,461 $11,921
3 months ending January 31, 2006 $20,265 $10,406
3 months ending October 31, 2006 $20,744 $10,592
3 months ending July 31, 2006 $22,305 $11,929
3 months ending April 30, 2006 $18,973 $9,913
3 months ending January 31, 2006 $19,489 $10,809

* Sources: Form 10-K filings with the U.S. Securities & Exchange Commission

New privately owned housing units authorized by building permits (not seasonally adjusted)

Calendar 2Q 2008 294.4
Calendar 1Q 2008 2315
Calendar 4Q 2007 271.1
Calendar 3Q 2007 349.0
Calendar 2Q 2007 4125
Calendar 1Q 2007 365.6
Calendar 4Q 2006 358.1
Calendar 3Q 2006 445.8
Calendar 2Q 2006 537.2
Calendar 1Q 2006 497.8
Calendar 4Q 2005 490.2
Calendar 3Q 2005 587.2
Calendar 2Q 2005 598.2
Calendar 1Q 2005 479.6

* Source: http://www.census.gov/construction/pdf/bpua.pdf
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