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Date: July 30, 2004

To: Lucy Chen

From: Mahmud Zaman

Re: Recommendation on ICN’s proposed lease transaction

In the previous two memos, some observations regarding the financial health of ICN were made based on its financial statements for the prior three years (1999, 2000, and 2001). Some useful comparisons were also drawn against the industry leader Merck & Co., Inc. This memo will try to summarize these key issues and make recommendations on whether the proposed lease transaction should be accepted. 

Although the statement of cash flow and financial ratios are useful to analyze a company’s financial condition, substantial past data is required to understand the relationship between past profitability and future expected return as well as past risk factors and future risks. However, for the purpose of the current analysis only three years of data was used. For example, return on asset and return on investment data would be more useful if longer-term trends could be analyzed.
The following analysis discloses why ICN’s proposal needs revision:

1. The cash flows from operations to total liability ratio for ICN is only 15%, which means that ICN could only pay off 15% of its long term liability from its current cash flow. Therefore, it is not wise for ICN to acquire more long-term debt (on top of its current $508 million), without making significant improvements to its cash flow situation.

2. The return on asset ratio (net income + interest expense net of income tax savings / average total assets) indicates a company’s financial strength independent of financing costs. ICN’s ROA is only 4% compared to Merck’s 17%. Further disaggregating ROA produces two more ratios: profit margin ratio and total asset turnover ratio. The profit margin ratio, which measures a company’s ability to control the level of expenses relative to sales, has declined over the last three years. Finally, the assets turnover ratio, which determines a company’s ability to generate sales from a particular level of investment in assets, is also much lower (53%) than Merck’s (113%). Moreover, the lower inventory turnover, accounts receivable turnover, and accounts payable ratios indicate that ICN holds its inventory more days; it collects its cash late and pays its creditors late. The level of inefficiency coupled with high debt does not indicate a good future for ICN’s financial condition. 
3. By reviewing the financial statements, it is apparent that ICN has adopted an aggressive growth strategy, even if it means acquiring more debt. The decreasing revenue in Latin America and Russia along with long history of management blunders and pending investigation by SEC are only the icing on top of its existing misfortune. Yet some analysts think ICN has an opportunity for “tremendous cash-flow stream from royalties from Rebetron (drug for hepatitis C), as well as for its growing operation in Western Europe.”

After analyzing ICN’s financial condition, it is recommended that Pharmafin take highly conservative approach to ICN’s proposed lease transaction. A higher down payment, along with high interest short-term leasing agreement is a more desirable option than the currently proposed agreement.  
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