McPheeders and Sons'


Janice McPheeders had overcome many obstacles in her life, including a divorce, a lay-off, and a new retail business.  She was confident this current obstacle could also be overcome if she attacked it in her usual energetic fashion.  That morning, January 15, 1995, Janice had spoken with her bookkeeper who reported that she could not pay all the firm's bills given the unusually low balance in the checking account.  Over the phone, Janice and the bookkeeper prioritized the bills and paid those that were the most pressing including the utilities and the rent, but didn't have the funds to pay her suppliers or even her workers.  This predicament was especially troubling because the skimobile selling season was over and little income was expected in the next six "famine" months.


In 1971, Janice McPheeders had left college during her sophomore year in order to get a job to help her husband through school.  Given his draft deferment, letting her husband drop out of school was risky even though the U.S. involvement in Vietnam was winding down.  She landed a job as a secretary for a distributor of skimobiles in Colorado, Idaho, Utah, and Wyoming.  As a secretary, she interacted closely with the president, the sales people, customers, and vendors, who all communicated and coordinated their activities through her.  In 1982, at the time of her divorce, her eleven years of service was longer than anyone in the company, including the president.  The divorce left her with three sons to support and raise; consequently, when the Utah territory opened up, Janice applied for and received a regional sales position.  Her knowledge, contacts, energy, and sense of humor made her a natural at selling; over the next ten years she built-up a large customer base among Utah's retail outlets.  In 1992, the manufacturer she represented merged with a larger company which carried a broader line of products and had its own sales reps in Utah.  Janice was laid off after 21 years of service.


Despite her experience, the potential employers Janice met were not interested in hiring a middle-aged woman with no degree.  However, in her prior sales job she had made many contacts in the Park City area and knew that skimobilers in this market were not well served by sporting goods stores in the area.  With her severance pay and money she raised from friends and relatives (totaling $150,000), Janice established the first business in the Park City area which specialized in ski mobiles.


She found a building near the center of the winter sports area which had room for a display floor, storage, and office space.  In June of 1992, she signed a 4-year lease with annual payments of $35,000 per year.  To augment her contact base and sales skills, Janice hired a bookkeeper and also employed, on a part-time basis, her three sons; the oldest was working on a business degree at a nearby university.  That summer Janice made several big sales to businesses that rented skimobiles to tourists.  She was able to beat out the competition, including the reps from her old company, by including a service and maintenance package along with the sale and by given liberal credit terms.  These large accounts were her "bread and butter" during that first winter and provided work for her second son, who had become a factory certified mechanic on several of the best-selling ski mobiles.  These rental outlets, including several well-known ski resorts, resulted in high volume but they had much lower margins than the true retail sales.


In early January 1994, after a year and a half of operations, Janice sat down with her bookkeeper and evaluated the business' performance.  She had been able to pay herself an adequate salary but only withdrew enough cash from the business to pay taxes for the proprietorship.  The first two columns of Exhibit 1 report the income statements and balance sheets as of December 31, 1992 and 1993.  Janice was pleased with the level of sales and net income but was concerned about having to borrow $50,000 from the bank and the unprecedented level of accounts payable. 


Janice showed the statements to her oldest son who noted:

Balance sheets and income statements are fine, but they are historic records of where your company has been.  What you really need is a tool that will help you forecast where you are going.  Sure, the income statement can tell you that you lost money, but only after the loss has been made—and then it's too late.  An analysis of operating break-even may be just the tool you need.  To do one, we'll need to get a handle on your fixed and variable costs.

Together, Janice and her son forecasted fixed costs for 1994 as:


Lease






$35,000


Other fixed operating




40,000


Admin., fixed selling, and depr.


100,000

Total






$175,000


Variable costs per ski mobile were difficult to conceptualize since the cost of a small, underpowered unit could be only a third the cost of a top-of-the-line customized one.  Margins on all the units tended to be stable depending only on whether the sale was to another business (ski resort or rental outlet) or to an individual.  Over the whole year, the cost of a ski mobile was 65 and 75 percent of the sales price for retail and wholesale sales, respectively.  Furthermore, her youngest son was turning into quite a salesman and Janice paid him a 10 percent commission.  If Janice made the sale, no commission was paid.  Since the retail/wholesale split was about 50/50 and since Janice made about half of all sales, an average variable cost of 75 percent seemed reasonable for the busy months (70 percent COGS and 5 percent commission).  The contribution margin in the "feast" months was actually alittle higher than 25 percent but during the off-season, Janice had to discount prices in order to clear out last years models.  Thus, margins during the "famine" months were well below 25 percent and some models were even sold at cost.


Janice pointed out that since the bulk of sales happened during a six month period, she wanted to allocate all the fixed costs to those six months.  Her son told her, "It's not done that way in my text books, but sure, why not?"  He then drew the break-even chart shown in Exhibit 2 and said,

"During the busy six months, you need to sell $116,667 per month just to break even.  For every dollar in sales above that, you get 25 cents back in profit.  This assumes that in the off-season months, your sales will just cover your variable expenses.  If any off-season sales are above variable costs, this difference also flows directly into profit.  Notice how fast profit increases once you've passed break-even.  Look, if sales increase by 10 percent from $130,000 per month to $143,000, then profit increases from $3,333 to $6,583, nearly one hundred percent.  That's the beauty of leverage."


Janice did not fully understand her son's chart but realized that during the six "feast" months she had to average over $117,000 in sales each month.  Then, in the six "famine" months she had to at least cover her variable costs.  Janice anticipated surpassing these two targets without much trouble; thus, she felt comfortable in forecasting a third straight profitable year for her business.


During 1994, Janice made sure that her costs stayed under control.  Additionally, sales had been above break-even in most months.  On January 10, 1995, when the bookkeeper gave her the accounting statements (third column in Exhibit 1), Janice was not surprised to see that net income had doubled to $52,000.  The record sales and net incomes reassured her about her decision to start a business and built her confidence; consequently, the January 15th phone call from her bookkeeper was quite a shock.  Janice had experienced a similar problem in 1994, but had negotiated new terms with her suppliers that allowed her to pay 60 days after a purchase.  A further extension this year seemed improbable, and one Japanese manufacturer had put her on COD rather than extend her payment period to 2 months.  Furthermore, Janice felt uncomfortable hounding her customers for payments.  One reason for the high 1994 sales level was Janice's liberal credit terms of 60 days.  Changing these terms retroactively seemed unethical and her reputation as a friendly, service oriented, local retailer was her competitive advantage.  As Janice pondered her situation, several questions ran through her mind.  How could she have run out of cash after such a profitable year?  Given February was the first of the six "lean months," how was she going to pay the overdue bills from her suppliers?  Was the business viable?  Was her bookkeeper cheating her?  


Janice called her oldest son.  He thought he could figure out what had happened and set up a procedure to help anticipate cash flow problems.  He asked Janice to fax him the financial statements for the last few months as well as a forecast of sales, collections, purchases, and payments to suppliers over the next 5 quarters.  Additionally, he got Janice's prediction that annual lease and other fixed cost in 1995 would increase slightly to $205,000 although variable costs would remain at 75 percent of sales.  He also learned that depreciation would be $2,000 per month and that $25,000 would be spent to purchase new equipment in September.  For some reason, he also needed to know that Janice could get by with $6,000 in cash during the "famine" months and $10,000 during the "feast" months.  The data he requested are in Exhibits 3 and 4.

Exhibit 1
	McPheeders & Sons Balance Sheets as of:

(In Thousands)

	Assets
	December 30

1992
	December 31

1993
	December 31

1994

	Cash

Accounts Receivable

Inventory

      Total Current
	 $8

100

 63
171
	$17

180

112
309
	 $2

265

105
372

	Net Equipment*
      Total Assets
	 52
$223
	 64
$373
	 68
$440

	*Includes service equipment, delivery trucks, and selling fixtures
	
	
	

	Liabilities & Proprietorship
	
	
	

	Notes Payable

Accounts Payable

      Total Current
	$12

 59
 71
	$50

153
203
	$50

178
228

	Proprietorship

      Total Liab. & Prop.
	152
$223
	170
$373
	212
$440

	
	
	
	

	McPheeders & Sons 

Income Statements For:

(In Thousands)

	
	July, 1992 to

Dec., 1992
	Year Ended

Dec. 31, 1993
	Year Ended

Dec. 31, 1994

	Sales

COGS

Gross Profit
	$376

263113
	$742

505
237
	$987

690
297

	Operating Expense*
Selling and Admn. Expense

Net Income
	 44

 66
3
	 72

143
 22
	 81

164
 52

	Owner's Withdrawals

Retained Earnings
	  1
 $2
	  4
$18
	 10
$42

	* Including interest and depreciation.


Exhibit 2

Break-Even Analysis

For A "Feast Month" in 1994
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Exhibit 3

McPheeders & Sons

	Assets
	Balance Sheets as of:

(In Thousands)

1994

	
	Aug.
	Sept.
	Oct.
	Nov.
	Dec.

	Cash

Accounts Receivable

Inventory
	$20

137

241
	$16

238

196
	$12

288

161
	 $9

291

136
	 $2

265

105

	Net Equipment
	 67
	  67
	  68
	  68
	  68

	Total
	$465
	$517
	$529
	$504
	$440

	
	
	
	
	
	

	Liabilities & Proprietorship

	Notes Payable
	$50
	$50
	$50
	$50
	$50

	Accounts Payable
	268
	297
	287
	252
	178

	Proprietorship
	147
	170
	192
	202
	212

	Total
	$465
	$517
	$529
	$504
	$440

	
	
	
	
	
	

	
	
	
	
	
	

	
	Income Statements For:

(In Thousands)

1994

	
	Aug.
	Sept.
	Oct.
	Nov.
	Dec.

	Sales

COGS

Gross Profit
	$120

 82
 38
	$186

139
 47
	$156

109
 47
	$116

 83
 33
	$108

 73
 35

	Rent

Other Oper.

     Expenses*
Selling and Admn.

     Expense

Net Income
	  3

  4

 16
 15
	  3

  4

 14
 26
	  3

  4

 18
 22
	  3

  4

 16
 10
	  3

  4

 15
 13

	Owners Withdrawals

Retained Earnings
	  0
$15
	  3
$23
	  0
$22
	  0
$10
	  3
$10

	* Including interest and depreciation.


Exhibit 4

(In Thousands)
	1995
	Sales
	Cash

Sales
	Collections
	Purchases
	Payments

	January
	$80
	$8
	$141
	$25
	$112

	February
	65
	7
	123
	14
	76

	March
	40
	4
	 84
	11
	38

	April
	20
	2
	66
	28
	14

	May
	15
	2
	38
	53
	11

	June
	40
	4
	19
	105
	28

	July
	75
	8
	11
	147
	53

	August
	150
	15
	33
	130
	105

	September
	210
	21
	60
	91
	147

	October
	185
	19
	129
	88
	130

	November
	130
	13
	192
	63
	91

	December
	125
	13
	172
	49
	88

	1996
	
	
	
	
	

	January
	90
	9
	118
	31
	63

	February
	70
	7
	116
	25
	49

	March
	45
	5
	83
	20
	31


Notes:  Collection numbers reflect a desire to collect accounts receivable between 60 and 90 days on average.  Payments reflect a desire to pay in 60 days.  Janice also planned to withdraw $4,000 at the end of each quarter in 1995 and $5,000 at the end of each quarter in 1996 in order to pay taxes.  Interest paid out and interest received from marketable securities were small enough to ignore in the first iteration of the forecast.
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