Session 8 -

Play Time Toys

1) What would the revised financial requirements with level production?

Switching to level production requires Play Time to take out more loans at an even earlier point in the year. (March vs. August).  See Pro Forma balance sheet for details.  An additional implication of the earlier and larger loan is an increase in interest expense from $56K to $165K.  

It is important to note that the debt requirements exceed Play Time’s current credit limit of $1.9MM. (Debt needs reach a high of $3.6MM in September.)  To secure additional funding Play Time can point to the fact that its Accounts Receivable and Inventories exceed required collateral for financing. 

2) Prepare Pro Forma Statements for level production

See attached.

3) Do you recommend level production after considering the likely return and risks?

By in large it makes the most sense for Play Time to stay with seasonal production.   While switching to level production will produce $111K of incremental value (see worksheet scenario comparison) we do not feel this expected return compensates for the inherent riskiness of a steady production cycle.  The justifications for this recommendation are as follows:

· By producing in advance of known demand Play Time exposes itself to cyclical risk.  For example we have $3.4MM in inventory in July in anticipation of high fall orders.  If these orders do not occur due to a recession Play Time will not earn revenues to offset its production costs.  Toys are purchased out of discretionary income making this an even more challenging industry to switch to level production.

· Toys are “fad like” and it can therefore be difficult to accurately forecast sales.  While the case implies that Play Time is confident in its ability to forecast sales, the business is vulnerable to changes in consumer behavior or sudden trends. 

· Play Time also faces substantial competitive risk given competitors can quickly and easily replicate products.   Competitive inroads can undermine sales expectations due to market share loss and/or price decline.

· Higher interest expenses due to increased debt level erode 50% of incremental profit gain.

· Adopting level production could lead to unionization of Play Time’s workforce that would increase labor costs.

Counter Arguments in support of Level production could be as follows:

· Given that Play Time will hit its sales projections, level production would yield $111k of incremental net profit.  This is a significant gain given that 1990 profits were $244k (44% gain).

· Switching to level production will delay the need for capacity expanding Capex.  As the case mentions the current seasonal production plan places the plant at a nearly 100% utilization level suggesting a need for expansion if sales increase in future years. 

· Level production would allow for Play Time’s management to more easily identify operational efficiencies.  

· Level production reduces your risk exposure to one-time catastrophes such as inability to find labor in peak production times. 

