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What does an analysis of the company’s financial ratios tell you?





TREND ANALYSIS (see attached ratio analysis):


Liquidity Ratios:


LaFleur’s short-term liquidity is quickly decreasing as evidenced by the shrinking current and quick ratios over time.  This will be major concern to a potential lender.


The nature of the business cycle is such that cash is tied up in the business from the time inventory is purchased through the time receivables are collected.  Thus, the average days sales tied up in working capital is the sum of the days in inventory (365 / inventory turnover ratio) and the average collection period on receivables.  For LaFleur, this totals 84.6 days in 2000.  Yet, the average payable period is 63.3 days.  Therefore, the company is not turning its inventory and receivables quickly enough to fund accounts payable without the help of outside financing (at least short term).  This is not necessarily bad, but signals the need for external sources of working capital.    


The trends in the average collection period and days’ inventory are not clear, although it appears the average collection period may be lengthening.  This increases working capital tied up in the company and decreases available cash.





Debt Ratios:


The debt/equity ratio has been increasing over time due to the increase in accounts payable.





Profitability:


The gross profit margin is declining due to the increase in COGS as a % of sales.





INDUSTRY ANALYSIS


Liquidity:


LaFleur’s current ratio is in the lower quartile of the industry while its quick ratio is near the upper quartile.  This is due to LaFleur’s low inventory balance as compared to the industry.


The average collection period places LaFleur near the bottom quartile of the industry and LaFleur’s accounts receivable balance on a common size basis is over double the industry norm.  Although competition is restraining LaFleur from making large improvements in collection time, small improvements will make a substantial difference.  In its current situation, the company would have to improve its current collection period of 53 days by less than 4 days to free up working capital and meet its funding needs.


LaFleur’s inventory turnover ratio is near the top of the industry and its inventory balance, on a common size basis, is below the industry average.  Although higher inventory turnover is typically good, it may also indicate inventory levels that are too low for the business and missed sales due to stockouts.





Debt:


LaFleur’s debt to equity ratio is near the industry median.  However, the composition of LaFleur’s debt is very different.  LaFleur has higher accounts payable and less short-term debt than the industry on a common size basis.  As such, LaFleur is funding its working capital needs through accounts payable rather than short-term debt, which risks destroying supplier relationships.


LaFleur’s average payable period is at the bottom of the industry, as the company is utilizing accounts payable as a short-term financing device to cover working capital requirements.





Profitability:


LaFleur’s gross profit margin is much lower than the industry average (and falling), but its net profit margin before tax is on par with the industry average.  This indicates either (1) the company is not purchasing well relative to the industry but is making up the difference in lower SG&A costs or (2) there is an accounting classification difference between LaFleur’s costs and the industry.





CONCLUSION


LeFleur’s profit margin is shrinking due to increasing COGS as a % of sales.  This, combined with a continuously large and potentially increasing accounts receivable collection period, is resulting in shrinking cash flows and growing accounts receivable balances.  As the company grows, it is tying up more and more cash in working capital and is funding these increased needs by stretching its accounts payable.  The growth in accounts payable is also compounded by the fact that half of the already diminished cash flow is taken out of the business by the owners each period (and placed into underperforming investments).  In essence, suppliers are being used as a funding source for the business.  This is very risky and the pressure from suppliers for payment has already begun.   Furthermore, using accounts payable as a source of financing is costly.  The implicit interest rate charged by the suppliers assuming an average payable period of 63.1 days is approximately 14 -15% per annum (see calculation below).  This is larger than the interest rate of   10.5% which Credit Banque is currently is charging to LeFleur.  





Calculation of implicit interest rate


Method 1: (365/(63.1-10)*2/98 = 14.02%


Method 2: (1+2/98)^(365/(63.1-10)) = 14.9% (incorporates compounding effect)





If sales are $38.4 million in 2001, what will be LaFleur’s funds needs?





Refer to the common-sized and pro-forma financial statements attached:


To compute LaFleur’s funds needs, we first prepared a pro-forma income statement for 2001.  Given sales of $38.4 million, we computed COGS and SG&A expense assuming the historical common-sized percentages.  We then assumed interest expense and purchase discounts would remain constant from 2000 (small numbers).  We computed the tax rate from the two prior years (44.4%) and utilized this rate in the pro-forma.  The result was $470 in profits after tax.


We then prepared a pro-forma balance sheet.  To compute the minimum funds needs, we assumed the ending cash balance in 2001 to be $0.   We then applied the historical turnover ratios for accounts receivable, inventory and accounts payable to compute the ending balances for these accounts.  All other assumptions are noted on the pro-forma balance sheet.


These calculations resulted in funds needs of $960,000 (to make the balance sheet balance).   Two underlying assumptions are important.  First, this assumes that a 50% dividend is still paid to the owners.  If this dividend is not made, the funds needs decrease to $725,000 ($960,000 - .5*$470,000). Second, increase in interest expense as a result of increased borrowing is not incorporated in the calculations.  If this effect is incorporated, the increase in interest expense will decrease net income, and this will result in even larger amount of minimum funds necessary.  





Will the additional bank loan solve the company’s problems?  Is it appropriate?  What is appropriate?





Since the funds needs are $960,000 ($725,000 if the dividend is not paid), the additional bank loan of $240,000 will not solve the company’s problems, although it will help to some extent.  





Appropriate actions:


LaFleur’s owner should not be pulling money out of the business in dividends.  The investments the owners are making with this money are under-performing relative to the return they could achieve by keeping the money in the business.  Plus, this will allow LaFleur to avoid interest costs on external capital.  However, this will not completely solve the company’s funds needs.


LeFleur should also establish short-term financing (line of credit, loan backed by working capital / other assets) to the extent possible for its working capital needs, especially during this time of growth.  Not only are the interest costs of such borrowings small relative to the potential impact of lost suppliers (due to stretching payables too far), but also small compared to the implicit interest costs charged by the suppliers     The company can reduce its dependence on this external financing (especially the excessive reliance on costly accounts payable) over time by working to improve its margins and decreasing its collection period.  


