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"The possible benefits make this proposal very tempting," mused President Mr. Lars Anderson, "but how would it affect the other areas of the business?"  In a recent planning meeting, COO Ms. Young had proposed that the Cascade Ski Goggle Company adopt a level produc​tion strategy in 2005.  Given the distinctly seasonal nature of its sales, the company had historically only produced on a seasonal basis.  By switching to level production, it was hoped that production costs could be minimized.


The Cascade Ski Goggle Company was a manufacturer of high-quality alpine ski goggles for amateur and professional skiers.  Each year Cascade produced from five to ten models of goggles in a broad range of sizes for all ages.  Dollar sales of a particular model and size could vary as much as 25 to 35% depending on fashion trends, color preferences, snow conditions, and skiing popularity among various age groups.  

The manufacture of ski goggles was a highly competitive business with image and design being almost as important as functionality. Although the necessary manufacturing technology was relatively simple and capital requirements were not large, small firms were experiencing increasing competitive pressure as large international manufacturers continued to enter the market.  In contrast with the smaller firms, these large manufacturers had ample financial resources to employ in elab​orate product development, dealer support, and advertising programs.


By accurately predicting fashion trends, a company could sometimes steal market share from its competitors for a short time.  For example, Cascade's introduction of the "Banana Goggle" in 2002 had contributed substantially to sales and profits. In 2003, however, four competitors had followed with similar products, and turned the yellow goggle into a common and outmoded fashion.  Consequently, margins suffered that year.

 
The Cascade Ski Goggle Company was founded by Mr. Karl Monson in 1980.  Mr. Monson had previously been employed as the production manager of a large plastic toy manufacturer.  As an avid skier and a former amateur downhill racer, he had recognized the similarities between the manufacturing of plastic toys and ski goggles.  This realization led Mr. Monson and his former assistant, Lars Anderson, to establish the Cascade Ski Goggle Company with their combined savings in 1980.  In 1983, the firm was incorporated, with Mr. Monson owning 75% of the stock and Mr. Anderson controlling 25%.  Mr. Monson had overall direction of company affairs; Mr. Anderson oversaw the production process.


In 2002, at Mr. Monson's retirement, Mr. Anderson assumed the pres​idency of the Cascade Ski Goggle Company.  As president, Mr. Anderson hired Ms. Joan Young to coordinate the production facilities.  Ms. Young, a recent graduate of a prominent tech​nical institute, had recently worked in a plastics plant of a large diversified chemical company, and thus had a basic know​ledge of plastics production processes.  Mr. Anderson hoped that Ms. Young would bring new ideas and expertise to Cascade’s growing production line.

Despite the fact that the Cascade Ski Goggle Company had grown rapidly since its founding in 1980 and had been profitable in most years, Mr. Anderson was concerned that the company’s growth was leading to new production problems; on paper the financial pro formas looked great, but the actual production process was hectic during the busy months.  For example, on the strength of its stylish 2005 line of goggles, sales were projected at $8.871 million, a substantial increase over its 2004 sales of $7.731 million.  After paying 43% tax (36% Federal, 7% state), this sales projection under seasonal production corresponded with a 2005 profit projection of $227,000 compared with the $211,000 in profits for 2004.  Ms. Young warned, however, that in order to meet 2005's projected sales volume the company’s production equipment would have to be utilized around the clock during the busy months.  In particular, the forecasted production of $1,708,000 worth in sales for November would push Cascade’s capacity to its extreme limits.  

But this wasn’t altogether unusual—the company had traditionally utilized only 5-10% of its production capacity during the first six months of the year before ramping up production in August in response to the increase in orders for the upcoming ski and Christmas seasons.  Thus August was always a critical month as the workforce was dramatically expanded, trained, and put on overtime.  Traditionally all equipment was used 16 hours a day during these peak months, while some equipment in past years had even been used around the clock in October and November.  In 2004, overtime premiums had amounted to $155,000.  


Ms. Young found the hiring and training in June, July, and August to be hard but manageable work.  More troubling was the hectic production process in September, October, and November.  However, Ms. Young believed that the source of her ulcer was firing the seasonal workers around the Christmas season.  In fact, Ms. Young found that she was too worried about the layoffs the week before they happened to even enjoy family dinners or most other non-work related activities.  Truth be told, the inspiration for Ms. Young’s level production plan was her desire to avoid the unpleasant seasonal layoffs.


The manufacture of ski goggles was not a complex process.  Virtually no work in process inventory existed, since all production runs were started and completed on the same day.  Weekly purchases were made on net 30‑day terms in amounts necessary for the estimated produc​tion of the forthcoming week.  For 2005, total purchases were forecast at about $4.879 million.  All trade credit was paid promptly as it came due, according to company policy.


The latest financial statements are presented in Exhibits 1 and 2.  The cost of goods sold had averaged about 78% of sales in the past, and was expected to remain that percentage under seasonal production in 2005.  Operating expenses would be incurred evenly throughout the year, as they had been in the past, under either level or seasonal production.


Cascade's working capital position was somewhat strained due to the expansion of operations in recent years.  The current cash balance of $125,000 was considered an absolute minimum necessary for operating the business.  Any excess cash beyond $125,000 was immediately invested in a market securities account for the month earning 3.5% annual interest.
 A year‑end balance of $739,000 was outstanding on Cascade's unsecured line of credit from First National Trust Company.  First National had assured Mr. Anderson that it would be willing to extend up to $1 million in credit in 2005, with the stipulation that the loan would be repaid and "off the books" for at least four months during the year.  A 5% annual interest rate was charged on the outstanding balance, and any advances beyond $1 million were subject to further negotiations.


Ski goggle sales are highly seasonal.  Exhibit 3 shows a breakdown of monthly sales for 2004 and the projections for monthly sales in 2005.  Over 80% of dollar sales volume occurred between August and December.  Sales were made to large department stores and sporting goods chain stores.  Most customers took 60 days to pay in spite of company-quoted terms of net 30-days.  Collection experience had been slow but steady in the past with virtually no bad debt.


Ms. Young, the production manager, believed that the company could hold capital expenditures to $35,000 per month.  Deprecia​tion would also amount to $35,000 per month throughout the coming year.  Using seasonal production assumptions, 2005 pro forma balance sheet and income statement had been prepared and presented to Mr. Anderson for examination.  These are shown in Exhibits 4 and 5.


After exper​iencing her first selling season at Cascade, Ms. Young was impressed by the many problems associated with the company's seasonal production scheduling.  Overtime premiums had reduced profits.  Seasonal expansion and contraction of the work force resulted in recruiting difficulties and high training and quality-control costs.  For seven months machinery stood idle and then was subjected to heavy use.  Accelerated produc​tion during the peak season resulted in frequent setup changes on machinery, and wasted time and money.  Shipments in October and November were typically late.  Seemingly unavoidable confusion in scheduling runs resulted.  Short runs and frequent setup changes caused inefficiencies in assembly and packaging.


For these business reasons and her personal dislike for layoffs, Ms. Young had urged Mr. Anderson to adopt a level production schedule in 2005.  She pointed out how reliable estimates of sales volume had been in the past; Ms. Young cited for evidence the fact that Cascade had rarely ended a year with unwanted inventory.  Purchase terms would not change if purchases were made on a level basis.  The elimination of overtime wage premiums would result in substantial savings, estimated at $174,800 in 2005.  Ms. Young firmly believed that additional direct labor savings of about $180,000 would result from orderly operations.  A portion of the savings would be offset, however, by higher storage and handling costs estimated at $110,000 annually.


Mr. Anderson speculated upon the effect that level production would have on the company's funds requirements in 2005.   To simplify the problem, Mr. Anderson decided to assume that gross margin percentages would not vary significantly under either method of production; that is, cost of goods sold would be 78% of sales in each of the 12 months under seasonal produc​tion, and would be 74% of sales in each of the 12 months under level production.
  The increased storage and handling costs of $110,000 would be included in operating expenses.


Using the assumptions cited above, Mr. Anderson planned to develop monthly level production pro forma statements (income statements, balance sheets, and a cash budget) before trying to weigh the costs and benefits to the company of level production.  He would then develop a complete and detailed plan of implementation if the benefits out-weighed the costs.

� Interest income for a given month is based on the ending market securities balance from the previous month.


� Note that $354,800 ($180,000 + $174,800) savings is just another way of saying that the cost of goods sold would drop from 78% to 74% of sales.


� Under level production the monthly operating expense was estimated to be $9,166 higher than under seasonal assumptions.





