La Fleur S.A.


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

When considering financial ratios, one must consider four types of ratios (liquidity, debt, coverage, and profitability).  Both historical trends and comparisons with comparable companies should be considered.

Liquidity Ratios

· Historical trend

In the case of LaFleur, its liquidity ratios tell us that its liquidity is decreasing over time.  Both its current ratio and its quick ratio exhibit a decreasing trend from 1997-2000.  During these years, the company’s current ratio declines from 2.16 to 1.28 while its quick ratio declines from 1.49 to 0.86.  The average payable period ratio and the average collection period ratio confirm the decreasing liquidity of the company over time.  In fact, the average payable ratio grows from 41 days to 75 days from 1997 to 2000 while the average collection period remains constant at roughly 60 days.  In other words, LaFleur is not shortening the time it needs to receive money from its customers, but is taking longer and longer to pay its suppliers.

· Versus comparables

Compared to similar sized companies in its industry, LaFleur’s current ratio is about 20% below the industry average, but its quick ratio is above industry average.  LaFleur’s higher than average quick ratio reflects the company’s better than average inventory turnover.  In other words, LaFleur turns its inventory more quickly than comparable companies and hence has less money tied up in inventory.  Less money tied up in inventory than comparable companies translates into a higher quick ratio.     

Debt Ratios

We did not feel that the debt ratios were particularly telling in this case for two reasons.  First, the company borrows very little and holds no long-term debt.  Hence, its debt-to-equity ratio is very small (5-7%).  Secondly, the company holds no long-term debt.

Coverage ratios

Coverage ratios are not particularly telling either.  Since the company borrows very little, its coverage ratios are very high.  

Profitability Ratios

· Historical trend

Profitability ratios also show a decreasing trend over time.  In particular, the company’s gross profit ratio declines from 18% to 16% and its net profit ratio declines from 3% to 1%.  Similarly, ROA declines from 10% to 5%.  The net profit percentage decreases is driven by the decline in purchase discounts.

· Versus comparables

In 2000, LaFleur is less profitable than comparable companies.  For comparable companies, the gross profit ratio is 26.7% and the net profit ratio is 2.3%.
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1997-2000

Source

Use

Net Income

$948

Increase in Accounts receivable

3176

Increase in notes payable 

64

Increase in Other Assets

72

Increase in Accounts payable

4124

Increase in deferred Charges

76

Increase in accruals

264

Increase in Fixed Assets

104

Decrease in Cash

84

Increase in Inventory

1584

Dividends paid

472

Total Sources

5,484

$  

 

Total Uses

5,484

$

 

2001 Projection

Source

Use

Net Income

476

Increase in Accounts receivable

1597

Increase in notes payable 

0

Increase in Other Assets

79

Increase in Accounts payable

1706

Increase in deferred Charges

41

Increase in accruals

120

Increase in Fixed Assets

100

Decrease in Cash

60

Increase in Inventory

793

Cash need 

486

Dividends Paid

238

Total Sources

2,848

$  

 

Total Uses

2,848

$

 


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

If LaFleur’s sales are $38.4 million in 2001, he will need to borrow about $646,000 in order to cover his funding needs.  

To reach this conclusion, we built projected income and balance statements for 2001, using the ratios listed in Question 1 where available to project 2001 figures, and in other cases using the previous year’s growth rate to derive values for 2001.  For taxes, we assumed a tax rate of 44.44% of profit before taxes, which is the rate paid in 1999 and 2000.   We assumed in our balance sheet for 2001 that note payables would remain $160,000 and that interest expense, therefore, would be $17,000.  If LaFleur did in fact increase his borrowing significantly, as our analysis suggests he would need to do, that interest figure would rise as well, meaning that his borrowing needs might in fact be slightly higher than our basic analysis suggests.

We then used these statements to build Sources and Uses tables for 2 periods: 1997-2000 and 2000-2001.  Given that, we found that LaFleur would face a cash shortfall of $486,000 in 2001.  Together this suggests that he faces total funding needs of roughly $646,000.  To meet that need, he would need to seek additional borrowing above and beyond the $400,000 line of credit mentioned in the case.
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3) Will the additional bank loan solve the company’s problems?  Is it appropriate?  What is appropriate?

If La Fleur sales grow to $38.4 million and the firm continues to pay vendors at 75 days, a short-term note of roughly $650,000 (not $400,000) would be required to remain solvent. 

The current financing model is not appropriate because:

1) Growth to date has been financed by progressively extending the payment to suppliers (i.e. loans from suppliers),

2) Continuation or further increase in the average payable period is likely to result in vendors refusing to extend credit significantly increasing La Fleur’s interest costs. 

La Fleur should borrow to finance its purchases with short-term bank notes rather than via the current interest free late payments. Paying all vendors within 30 days would require sufficient funds to carry 30 days worth of sales. (On average, inventory is held for 30 days and payables are received within an additional 60 days minus the 30 days La Fleur has to pay.) 

If La Fleur can borrow $6.1 million at 10.5%, then they should pay within the 10 day window. The 2% savings exceeds the cost of financing sales for 20 days.  This would leave LaFleur with a debt-to-equity ratio of 3.1, compared to an industry average of 2.4.

Given the 10 day payment discount rate of 2% and the current borrowing rate of 10.5% it is more profitable to pay suppliers within 10 days.  This financing model requires borrowing approximately $6.1MM, or 80 days of sales (Average 90 days from receipt of good to customer payment minus 10 days). 

One other issue that LaFleur might consider is its current policy of paying out 50% of net income after taxes as a dividend.  Reducing, or even eliminating the dividend, could over time reduce the need for outside funding.  At the same time, there is merit to LaFleur’s desire to diversify, and he may in fact need the dividend if it is his sole source of income.  Nonetheless, it is an issue worth considering. 

� LINK Excel.Sheet.8 "\\\\gsb-users-03\\kdillon$\\lafleur.xls" "Uses and Sources!R1C1:R20C5" \a \p ���
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