SARA IZARD, INC.

Sara Izard, Inc. (SII), founded by Sara Izard, owns and operates a plywood fabricating plant in southern Charlotte, NC.  SII's primary product is 4-by-8-foot sheets of pine plywood used in the construction industry.  The plywood is formed out of thin sheets of wood that are "peeled" from pine logs bought in the region.  A number of varieties of thicknesses and grades of plywood can be make in SII's plant, ranging from 1/4-inch sheets used as paneling in new homes to 3/4-inch sheets used in framing and heavy industrial applications.  SII's sales have grown rapidly over the past 10 year at an average of 20 percent per year.  This growth has resulted from the housing boom that occurred during this period, and in particular the very rapid rate of regional growth in the Atlanta area.


Sara Izard, the firm’s president, has been pleased with the growth in sales; however during the past six months it has begun to experience some cash flow problems that appear to have gotten out of control (SII's current balance sheet is shown below).  The firm's controller, Matt McCarter, a long-time resident of Charlotte, is certainly concerned about the decline in the firm's cash position and plans to correct the problem as soon as an appropriate course of action can be identified.  One factor that he feels is surely making the problem worse is the firm's credit and collections policy.  In particular SII recently "liberalized" its credit terms in an effort to stimulate demand in the face of stiffening competition.  The full effect of the change is not known, but McCarter plans to address that problem when he makes his projection of cash needs for the coming year.

Sara Izard, Inc., Balance Sheet for December 31, 2007
Assets

Cash
$
125,000

Accounts receivable
$
517,500

Less:  Allowances for bad debts

    7,500

510,000

Inventories

725,000
  Current Assets
$ 1,360,000

Plant and equipment
$2,320,000

Less:  Accumulated depreciation
(1,280,000)
Net plant and equipment
 1,040,000

  Total Assets
$2,400,000
Liabilities and Owner' Equity

Accounts payable
$
30,000

Accrued taxes
50,000

Accrued expenses
 270,000
  Current liabilities
$   350,000
Common stock
$   400,000

Retained earnings
  1,650,000
  Common equity
$2,050,000
Total liabilities and owner's equity
$2,400,000
SII's cash cycle is a relatively simple one.  The firm purchases timber, processes that timber by turning it into various types of plywood products, sells the timber on credit, and collects its credit sales.  The cash flow problem the firm currently faces is partly a result of its increasing the term over which credit sales can be repaid.. In fact, following its recent liberalization of credit terms, the firm estimates that only 10 percent of its customers will pay within the month of the sales, 46 percent of the total will be collected in one month, and the remainder is collected in the second month following the sale.

McCarter plans to make a monthly cash budget for SII spanning the next six months (January through June, 2006) and has already projected firm sales as follows:

Month
Projected Sales

January
$
500,000

February
300,000

March
250,000

April
525,000

May
800,000

June
250,000

The monthly sales estimates reflect a long-established seasonality in the firm's sales.  However, the firm's purchases of timber are not closely matched to its sales.  The harvest of timber is heavily seasonal due to the problems associated with getting the timber out of the woods during the rainy winter months.  Since SII contracts up to 8 months in advance for its timber purchases, it has avery good idea of what its expenditures for timber will be over the six-month planning horizon.  Specifically, SII has contracted to make the following timber purchases:

Month
Purchase Contracts
January
$
120,000

February
120,000

March
200,000

April
300,000

May
550,000

June
600,000

SII's standard purchase contract calls for cash payment 30 days following the delivery, and its purchases during December were only $20,000.  Timber purchases are added to the firm's inventories at cost plus a processing cost equal to half the cost of the timber.  Thus, for the month of December SII increased its inventories by a total of $30,000, and this outstanding balance of accounts payable for December.  This balance will paid in full in January.

In addition to its timber purchases, SII plans to acquire a new chipping machine used to convert waste resulting from its processing of the timber to chips of wood that are then sold to paper mills, which convert the chips to paper stock.  The new machine will cost $400,000 and will be purchased and paid for in February.  The firm also plans to acquire a new forklift truck in April, which will cost $60,000.  The purchase will be paid for in May.  SII's monthly depreciation expense for January and February is $15,000 per month but will increase by $8,000 per month in March because of the purchase of the new chipping machine, and it will increase again in June by $1,000 per month because of the purchase of the forklift.

McCarter estimates the firm's general and administrative  expense to be $70,000 per month, with payment being made in the month of the expense's incurrence.  The firm also has category called miscellaneous cash expenses, which is estimated to be at $20,000 per month and paid monthly.  Although SII has no formal policy with regard to its minimum cash balance, McCarter feels that a $100,000 minimum balance would be appropriate; the firm will pay dividends of $100,000, in Msarch and in June; and will also make quarterly tax payments of $30,000 in the months of January and April.  (For planning purposes, a 30 percent tax rate is used in estimating SII's tax liability.) 

Questions

1.
Prepare a month-by-month cash budget for SII for the next six months.  You may assume that any borrowing that must be undertaken will cost 1 percent interest per month, with interest paid the month following the month in which borrowing takes place.  Assume borrowing is at the beginning of the month.  November and December sales for 2007 were $350,000 and $400,000, respectively.

2.
Prepare pro forma income statements for the full six-month period ending June 30.  You may assume that inventories consist of materials and related labor expense.  Cost of goods sold equals 68 percent of sales and comprises materials and related labor.

3. Prepare a pro forma balance sheet for SII as of June 30.  You may assume that accrued expenses and common stock do not change over the 6-month planning period.

4. Compute the firm’s free cash flows and the financing cash flows for the full six-month period ending June 30.

