6 of 6
DigiPixs, Inc.

Marriott School Of Management

Fall 2004
[image: image1.emf]Figure A 

Annual Percentage Change in GDP

0

2

4

6

8

10

12

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

GDP Growth (%)

U.S. GDP Growth

Chinese GDP Growth



DigiPixs, Inc.

In September of 2004, Ms. Kim Chin, Financial Analyst at DigiPixs, Inc. was reviewing the projections for a new product.  If economically feasible, the product would be introduced in several months, beginning in January 2005.  Ms. Chin was anxious to do a thorough analysis because of the significance of the product. The product was a high-resolution DSLR camera (digital single lens reflex) with advantages over the extant standard P/S digital cameras (point and shoot).  The new camera was capable of better image quality due to the larger, faster image sensors associated with DSLR cameras.  In fact, preliminary tests showed that DigiPixs could manufacture and market a new DSLR product capable of capturing full-resolution images at 8.5 fps
 in continuous takes of up to 40 frames—a large improvement over high-end digital cameras in the same projected price range.  The newest sensors for these cameras could capture 8 megapixels
 faster than conventional digital cameras. The new product would thus benefit from a combination of both additional speed related to recent advances in microchips and more pixels per square inch associated with the new camera’s 8 megapixel sensors.  The extra pixels resulted in a sharper image that would attract even professional photographers.  The new camera could open new doors for the company allowing them to enter the professional photography market.  
DigiPixs
DigiPixs, Inc. specialized in cameras and computer accessories. The company was established in 1982 when a computer engineer and an electrical engineer—both avid photographers—left a local personal computer company to form their own company named 20th Century Computer Products.  After the first year of bootstrap, personal, and f&f financing, subsequent rounds of financing included an Angel, a venture capital group, and a strategic partner.  The founders had come out ahead "post-money" with each round of financing, and later changed the name of the company to DigiPixs as camera sales grew to surpass the sales of computer accessories and the 21st century approached.  The company then went public in 1994.  Sales grew rapidly after the IPO.  Exhibits 1 and 2 show the financial results of the firm for the past two years.


Due to labor costs and what Ms. Chin called “harassment” by the INS and EPA, DigiPixs moved much of its manufacturing facilities from the U.S. to the city of Shenzhen near Hong Kong in the Guangdong providence of China in 1995.  Consequently production costs were influenced not only by the cost of the electrical components, but also by the cost of labor in China and potentially by the dollar-Renminbe exchange rate.
  The decision was made in 1995 that as long as the exchange rate remained fixed, the company would not worry about hedging against foreign exchange rate changes.  Appendix A provides some background information on China and Shenzhen.

The Technology
The key technology needed for the new high-resolution cameras was developed by Clear Water Imaging, Inc., a firm that specialized in camera chips and image sensors.  This long-awaited technological breakthrough overcame previous cost issues associated with large capacity sensors and improved the frame speed with a new microchip.  Clear Water Imaging sold DigiPixs a nonexclusive manufacturing and marketing license in late January 2004.  The license gave DigiPixs the rights to build a prototype high-resolution DSLR camera, to use the prototype in marketing studies, and to beta-test the high-resolution camera.  DigiPixs exercised these rights in early 2004, and over the next few months the results of the beta test trickled in.  The license also gave DigiPixs the rights to manufacture and sell the new camera.  The licensing fee included a fixed and variable component. The fixed portion, $300,000, had been paid so that the prototype cameras could be built and tested.  The variable portion was $19.50 for each high-resolution camera sold.

The Market
DigiPixs completed the $323,000 market research study in July 2004 and the $89,000 beta test in September 2004.  The study and the test showed that the new DSLR high-resolution cameras would find their greatest acceptance among professional photographers and serious hobbyists. The marketing department at DigiPixs felt that most of the high-resolution buyers would be from the high-end segment of the market, a new segment for DigiPixs.  However, the marketing study showed that a number of high-resolution DSLR camera sales would likely come from casual photographers willing to spend up to $1000 on a camera—a segment already targeted by DigiPixs’ prior products.  That is, some of the DSLR sales would come from customers that would have otherwise purchased a standard digital camera.

The erosion of the standard digital camera line was a point of consternation for Bob McDonald, product manager for the standard resolution camera line.  He visited Kim’s office several times in August and September.  Bob argued persuasively that many of the financial benefits of the proposed DSLR project would come at the expense of the standard lower-resolution (P/S) division.  For example, he argued that if the P/S division were to lose 25 cents every time the DSLR division made a dollar, the real benefit to the shareholders was only 75 cents.  He felt that any negative impact on standard (P/S) camera sales would need to be quantified and included in the NPV analysis.  As evidence, Bob pointed to the flat sales and lower margins in 2003 caused by a weakness in the standard digital camera division. The high-resolution DSLR camera would have little or no impact on the sales of DigiPixs’s diminishing first generation (super low-res) web-cam line.

In August of 2004, Kim, Bob, and members of the marketing study team prepared forecasts for the low and high-resolution sales.  Exhibit 3 shows these sales projections, along with projections made for the low-res division back in January of 2004, just before Clear Water Imaging’s technological breakthrough on high-resolution cameras.  Thus, the first projections (made in January 2004) are for standard digital cameras only.  The second set of projections (made in August 2004) is based on the results of the market research, the preliminary results from the beta test, and changes in supply and demand estimates since January.

Production
Production of the high-resolution camera was similar to that of other digital cameras already made by DigiPixs.  However, DigiPixs would have to purchase some new equipment that would be used exclusively in the production of the high-resolution cameras in addition to using Clear Water Imaging’s new chip for each camera.  This equipment is itemized in Exhibit 5.  

Like the manufacturing of the standard digital cameras, the production process for the new product would occur in Shenzen China.  First the electronic components would be assembled before being inserted and fastened within the inner camera case.  Chips and miniature circuit boards would then be soldered into place before the lens could be attached.  Once the electrical and lens parts were in place the cameras would be trucked to Hong Kong where decals, straps, padding, and instruction manuals would be added for export reasons before being loaded into cargo containers for shipment to Long Beach California.  By doing some production, even token activities such as adding straps, in Hong Kong, DigiPixs avoided import tariffs associated with product imported directly from mainland China.  Most tariff and quota exemptions for products from Hong Kong continued even after the “hand over” of Hong Kong from the British to the Chinese government in the spring of 1997.   Before being shipped, the cameras were tested by a raster adjustor to ensure that captured images met quality control standards for color, clarity, and focus.
Costs
DigiPixs leased a production plant for $7.25 per square ft./year. Production of the high-resolution camera would require 25,000 square feet of space. The cost of the leased building was fixed at $7.25 per sq. ft./year for the next five years.  DigiPixs recently discontinued one of its products and had space available for use.  The space was an integral part of the building that would not be used for the next two years. However, after two years, the space would be needed for other projects that were currently in the R & D department.  DigiPixs management felt that obtaining additional space in the future through further leasing arrangements would not be a problem.

Despite a projected general inflation rate of 2%, materials costs for both the new camera and the standard camera were expected to decline at an annual rate of 6%. Agreements with the local Communist Party leaders resulted in 4% increases in labor costs per year.  Exhibit 4 shows two sets of cost projections.  The first set of projections were made in January 2004, just before Clear Water Imaging’s breakthrough; the second set were made in August 2004 based on the results of the market study, beta tests of the new product, and industry changes since January.  For accounting purposes, DigiPixs allocated corporate overhead (for corporate officers and the staff at the headquarters in Long Beach, California and in both Shenzen and Hong Kong China) at a rate of 9% of labor costs to all manufactured products.  Additional overhead due to the hiring of extra salaried engineering, quality control, and production supervisory staff for the high-resolution camera was expected to be $490,000 per year.

Marketing and sales costs (including sales commissions) attributable to the high-resolution camera were expected to be 13% of sales.  The general and administrative expenses (project managers, accountants, staff, office expenses, etc.) associated with the new project were expected to be 8% of sales.  Neither of these figures included the royalty payments that DigiPixs was to make to Clear Water. Working capital (primarily accounts receivable and inventory less accounts payable) needs for DigiPixs’s products were projected at 26% of sales, and would be fully recoverable when the project ended.

DigiPixs had a three-tiered discount rate system.  Replacement expenditures for existing products were assigned a 10% rate, expenditures that extended existing product lines were assigned a 13% rate, and expenditures for new product lines were assigned a 15% hurdle rate.  For example, a new insertion machine needed for production of the existing digital camera line received a 10% discount rate, equipment and other investments associated with the modification of the “web cam” camera used a 13% hurdle rate, whereas the initial foray into the web cams was assigned a 15% required rate.

DigiPixs was in a 40% tax bracket (35% federal and 5% state). For financial reporting purposes, equipment was fully depreciated using a straight-line method over its useful life as indicated in Exhibit 5. For tax purposes, DigiPixs depreciated equipment according to the MACRS schedule (also shown in Exhibit 5).

Appendix

China

China is roughly the same size as the United States (China controls 3.7 million square miles and the United States controls 3.6 million).  However, China has a much larger population (1.28 billion people in China and 0.28 billion in the U.S.) with a significantly lower per capita GDP ($3,976 GDP per capita in China and $34,142 in the U.S.)  China’s economy is growing at an impressive rate as is shown in Figure A.  China’s GDP average annual growth rate between 1996 and the forecasted 2005 year is 8.2% as compared with 3.5% for the U.S. in the same time period.  Much of this growth is due to economic reforms and a gradual move towards a market economy initiated by Deng Xiaoping in 1976 after the passing of Chairman Mao Zedong.
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As a result of China’s economic reforms, U.S. corporations have invested heavily in China.  Figure B shows the amount of U.S. foreign direct investment (FDI in dollars) in China on the left axis and the U.S.’s share (percent) of all foreign direct investment in China on the right axis.  Much of that investment has been in manufacturing facilities often located near Hong Kong.
Shenzhen

Shenzhen was a small town in the Guangdong province of China that bordered Hong Kong in 1979.  With the help of the Chinese government and Deng Xiaoping’s 1980 selection of Shenzhen as a “special economic zone,” the city—and its business sector—blossomed and continues to grow at a phenomenal rate.   Today the city’s population exceeds 7 million and has become one of China’s most prosperous cities.  The Shenzhen area (including surrounding cities) makes up roughly 10% of China's economy, 30% of Chinese exports, and has attracted 33% of China’s total foreign direct investment.  The city is also the headquarters for one of China’s stock exchanges.  The market capitalization of the companies listed on the Shenzen Stock Exchange are valued in the hundreds of billions of dollars.
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� "Frames Per Second," the number of still frames (pictures) that give the illusion of motion, which appear in a single second of time.


� Pixel is a word that comes from “picture elements.” It refers to the smallest element, or dot, that makes up an image. The number of pixels per square inch determines the resolution.


� The Chinese currency is the Renminbi (RMB) and is commonly referred to by its base unit the Yuan.  Although the Renminbi is often abbreviated as “RMB” its official � HYPERLINK "http://www.nationmaster.com/encyclopedia/ISO-4217" �ISO 4217� abbreviation is “CNY,” for Chinese Yuan, sometimes written as “CN$.” The Chinese Renminbi has been pegged at approximately 8.28 Yuan Renminbi for a dollar since 1995. This ratio has been maintained by active intervention in the market by the Chinese government’s yearly purchase of billions of US dollars which are then typically invested in Treasury Bills.
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		Exhibit 1

		Zephyr Bicycle Helmet Company

		Condensed Income Statement, fiscal years 2002-2004

		(in thousands)

												2002				2003				2004

																										averages

		Net Sales										$   4,873		100.0%		$   5,577		100.0%		$   6,968		100.0%		$   8,415		100.0%		Net Sales				0.0%

		Cost of Goods Sold										$   3,815		78.3%		$   4,596		82.4%		$   5,595		80.3%				80.3%		Cost of Goods Sold (a)				0.0%

		Gross Profit										$   1,058		21.7%		$   981		17.6%		$   1,373		19.7%						Gross Profit				0.0%

		Interest Income										$   5				$   - 0				$   7								Interest Income				0.0%

		Operating Expenses										$   469		9.6%		$   600		10.8%		$   700		10.0%						Operating Expenses (b)				0.0%

		Depreciation										$   244		5.0%		$   281		5.0%		$   310		4.4%						Depreciation				0.0%

		Interest Expense *										$   46		0.9%		$   52		0.9%		$   34		0.5%						Interest Expense (c)				0.0%

		Profit Before Taxes										$   304		6.2%		$   48		0.9%		$   336		4.8%						Profit before taxes				0.0%

		Federal Income Tax										$   131		2.7%		$   21		0.4%		$   144		2.1%						Federal Income Tax (d)				0.0%

		Net Profit										$   173		3.6%		$   27		0.5%		$   191		2.7%						Net Profit				0.0%

		*  Interest on notes payable only.  Interest on long term debt is included

		in operating expenses

																								Change these numbers for historical consistency to

																								support the numbers for the most recent year

																								Change these numbers for the current year

																								these changes will filter through the proformas
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		Exhibit 2

		Zephyr Bicycle Helmet Company

		Balance Sheet, Aug. 31, 2005

		(in thousands)

		ASSETS:

		Cash										$   125

		Market Securities										$   185

		Accounts Receivable										$   2,463

		Inventory										$   360

		Total Current Assets										$   3,133

		Plant and Equipment, gross										$   1,923

		Accumulated Depreciation										$   919

		Net Plant and Equipment										$   1,004

		Total Assets										$   4,137

		LIABILITIES AND SHAREHOLDERS' EQUITY:

		Accounts Payable										$   240				Change these numbers for the current year

		Notes Payable - Bank										$   689				these changes will filter through the proformas

		Accrued Taxes *										$   141				Be sure that Total Assets equal Total Liabilities

		Current Portion - LTD										$   95

		Total Current Liabilities										$   1,165

		Long Term Debt										$   375

		Shareholders' Equity										$   2,596

		Total Liabilities										$   4,136

		* Taxes payable on FY 2004 income are due in equal installments on March 15

		and June 15, 2005.
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		Exhibit 3

		Zephyr Bicycle Helmet Company

		Monthly Helmet Sales, 2004

		(in thousands)

		September '04		66						March		91								Change these numbers for historical consistency to

		October '04		82						April		1099								support the numbers for the most recent year

		November '04		91						May		1303

		December '04		84						June		1518								Change these numbers for the current year

		January '05		82						July		1666								these changes will filter through the proformas

		February		89						August		797				350.68

				$   494								$   6,474

		Projected Monthly Sales, 2005														$   6,968		Total Sales for previous year

		(in thousands)

		September '05		101						March		138

		October '05		123						April		1401				0.896762904		percentage of sales between august and Dec.ember

		November '05		138						May		1574

		December '05		123						June		1844

		January '06		123						July		1920

		February		123						August		807				355.08

				$   731								$   7,684				$   8,415		Total Forecasted Sales

																20.8%		growth in sales

		sales forecast		100.7102501808		123		138		123		123		123		138		1401		1574		1844		1920		807

																		6563.473995141		0.0389437058

																		6226.8855851338

																		336.5884100072

																		156.5884100072		0.0421642563

																				354
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		Exhibit 4

		Zephyr Bicycle Helmet Company

		Pro Forma Balance Sheet Under Seasonal Production, 2005

		(in thousands)

				Actual

				Aug. 31 '05		Sept. 30		Oct. 31		Nov. 30		Dec. 31		Jan. 31, '06		Feb. 28		Mar. 31		Apr. 30		May 31		June 30		July 31		Aug. 31

		ASSETS:

		Cash (a)		$   125		125		125		125		125		125		125		125		125		125		125		125		125

		Market Securities (b)		$   185		$   764		$   1,355		$   1,166		$   1,031		$   954		$   707		$   608		$   61		$   - 0		$   - 0		$   - 0		$   - 0

		Accounts Receivable (c.)		$   2,463		$   898		$   224		$   261		$   261		$   246		$   246		$   261		$   1,539		$   2,975		$   3,418		$   3,764		$   2,727

		Inventory (d)		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360		$   360

		Total Current Assets		$   3,133		$   2,147		$   2,064		$   1,912		$   1,777		$   1,685		$   1,438		$   1,354		$   2,085		$   3,460		$   3,903		$   4,249		$   3,212

		Plant and Equipment, gross		$   1,923		$   1,971		$   2,019		$   2,067		$   2,115		$   2,163		$   2,211		$   2,259		$   2,307		$   2,355		$   2,403		$   2,451		$   2,499

		Accumulated Depreciation		$   919		$   955		$   991		$   1,027		$   1,063		$   1,099		$   1,135		$   1,171		$   1,207		$   1,243		$   1,279		$   1,315		$   1,351

		Net Plant and Equipment (e)		$   1,004		$   1,016		$   1,028		$   1,040		$   1,052		$   1,064		$   1,076		$   1,088		$   1,100		$   1,112		$   1,124		$   1,136		$   1,148

		Total Assets		$   4,137		$   3,163		$   3,092		$   2,952		$   2,829		$   2,749		$   2,514		$   2,442		$   3,185		$   4,572		$   5,027		$   5,385		$   4,360

		LIABILITIES AND SHAREHOLDERS' EQUITY:

		Accounts Payable (f)		$   240		$   45		$   55		$   62		$   55		$   55		$   55		$   62		$   630		$   708		$   830		$   864		$   363

		Notes Payable - bank (g)		$   689		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   1,139		$   1,216		$   1,269		$   780				Press the F9 button repeatedly until Cash

		Accrued Taxes (h)		$   141		$   102		$   67		$   (36)		$   (107)		$   (141)		$   (282)		$   (316)		$   (241)		$   (188)		$   (78)		$   38		$   23				meets the minimum requirement set in the

		Current Portion - LTD		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95				Assumptions tab

		Total Current Liabilities		$   1,165		$   243		$   218		$   121		$   44		$   9		$   (132)		$   (159)		$   484		$   1,754		$   2,063		$   2,266		$   1,261				Some changes may need to be made

		Long Term Debt (i)		$   375		$   375		$   375		$   375		$   375		$   375		$   327.5		$   328		$   328		$   328		$   328		$   328		$   280				to when the current portion of the LTD is paid

		Shareholders' Equity (j)		$   2,596		$   2,545		$   2,498		$   2,455		$   2,409		$   2,363		$   2,317		$   2,273		$   2,372		$   2,490		$   2,636		$   2,790		$   2,818

		Total Liabilities (k)		$   4,136		$   3,162		$   3,091		$   2,951		$   2,828		$   2,748		$   2,513		$   2,441		$   3,184		$   4,571		$   5,026		$   5,384		$   4,359

																						Ratios                                                                                       Using Monthy Averages				Ratios Using Proforma Year-End Figures for FY 2004

		(a) Assumes maintenance of minimum balance of $125,000.																				ave monthly CA/ave monthly CL		3.58		Current Ratio		2.55

		(b) Any excess cash is invested in short term market securities account to earn interest.  (Used as plug figure when notes payable are paid off)																				ave monthly cash/ ave monthly CL		0.184		Cash Ratio		0.10

		(c) Assumes 60-day collection period.																				ave monthly debt/ ave  monthly assets		0.29		Total Debt Ratio		0.35												long teerm payment				$   (47.5)

		(d) Inventories maintained at Aug. 31, 2004 level for all of FY 2005.  That is, the seasonal plan produces just enough to sell each month.																				ave monthly NI/ave monthly sales		0.026		Profit Margin		0.026

		(e) Monthly depreciation is estimated to be $35,000 a month, and captial expenditures are estimated to be $48,000 a month.

		(f) Assume that payment for purchases is made in 30 days.

		(g) Plug figure when loan is needed.

		(h) Taxes owed as of Aug. 31, 2005 for FY 2004 income are due on Nov. 15, 2005 and Feb. 15, 2006.  Equal payments of the estimated tax

		for the coming 2005 FY are due on Dec 15, Feb 15, May 15, and Aug 15, 2005.  In estimating its tax for 2005-2006, the company

		has the option of using the prior year's tax liability and making an adjusting payment at the end of the year.  Alternatively, the company could estimate

		its 2005 FY tax liability directly.  Mr. Anderson plans to use the company's prior year's tax liability as an estimate.

		(i) Repayment made each Feb. and Aug. in the amount of $47,500.

		(j) Adjusted for net profit from current month's operations, as seen on the pro forma income statement (exhibit 5).

		(k) May not balance due to rounding.
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		Exhibit 5

		Zephyr

		Pro Forma Income Statement Under Seasonal Production, 2005

		(in thousands)

				Sept. '05		Oct.		Nov.		Dec.		Jan. '06		Feb.		Mar.		Apr.		May		June		July		Aug.		Total

		Net Sales		$   101		$   123		$   138		$   123		$   123		$   123		$   138		$   1,401		$   1,574		$   1,844		$   1,920		$   807		$   8,415

		Cost of Goods Sold (a)		$   81		$   98		$   110		$   98		$   98		$   98		$   110		$   1,121		$   1,259		$   1,475		$   1,536		$   646		$   6,732

		Gross Profit		$   20		$   25		$   28		$   25		$   25		$   25		$   28		$   280		$   315		$   369		$   384		$   161		$   1,683

		Interest Income (b)		$   1		$   2		$   4		$   3		$   3		$   3		$   2		$   2		$   0		$   - 0		$   - 0		$   - 0		$   20

		Operating Expenses (c)		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   72		$   864

		Depreciation		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   432

		Interest Expense (d)		$   3		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   5		$   5		$   5		$   18

		Profit Before Taxes		$   (90)		$   (81)		$   (76)		$   (80)		$   (80)		$   (81)		$   (78)		$   174		$   207		$   256		$   271		$   48		$   389

		Federal Income Tax (e)		$   (39)		$   (35)		$   (33)		$   (34)		$   (35)		$   (35)		$   (34)		$   75		$   89		$   110		$   117		$   21		$   167

		Net Profit		$   (51)		$   (46)		$   (44)		$   (46)		$   (46)		$   (46)		$   (45)		$   99		$   118		$   146		$   154		$   27		$   222

		Notes:

		(a) Assumes COGS to be 80% of sales.

		(b) Interest on Marketable Securities balance at beginning of month based on 3.5% APR.

		(c) Assumed to be the same for each month throughout the year.

		(d) Interest on notes payable at the beginning of the month based on 5% APR.  Interest on long term debt is included in operating expenses.

		(e) Parentheses show tax credits from operating losses, and reduce accrued taxes on the balance sheet (exhibit 4).





Assumptions

		

		ADJUSTABLE ASSUMPTIONS:

		PRO FORMA:

		COGS as % of sales (seasonal)				80%

		(level)				75%

		operating expense (monthly)				72.0				864

		depreciation (monthly)				36

		capital expenditure (monthly)				48

		increased storage & handling						96

		costs from level production				80		8		per month

		materials (% of yearly sales)				45.0%

		maximum credit line				2,000

		interest rate charged				5.0%

		Federal Income Tax				43%

		Operating Expense including storage and handling (monthly)				80.0

		Minimum Cash				125

		Interterst earned				3.5%

																		0.200





new bs

																														Forecasted Information

		Zephyr Bicycle Helmet Company																														Annual		Monthly

		Pro Forma Balance Sheet Under Level Production, FY 2005																												purchases		3786.6196125814		Level monthly raw mat purchase amount						315.6

		(in thousands)																												Forecasted Sales		8414.7102501808		Level monthly sales production level						701.2

				Actual																										Monthly Cost of Goods Made				525.9		(monthly addition to inv)

		ASSETS:		Aug. 31 '05		Sept. 30		Oct. 31		Nov. 30		Dec. 31		Jan. 31, '06		Feb. 28		Mar. 31		Apr. 30		May 31		June 30		July 31		Aug. 31		Assumptions and Calculations

																														(last month cash) - (∆ in AR) - (∆ in inv) - (∆ in PPE) + (∆ in depreciation) + (∆ in AP) + (∆ in NP) + (∆ in acc tax) + (∆ in LT debt) + (monthly NI)

		Cash (a)		$   125		125		125		125		125		125		125		125		125		125		125		125		125

		Market Securities (b)		$   185		$   581		$   726		$   105		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0

		Accounts receivable (c.)		$   2,463		$   898		$   224		$   261		$   261		$   246		$   246		$   261		$   1,539		$   2,975		$   3,418		$   3,764		$   2,727

		Inventory (d)		$   360		$   810		$   1,244		$   1,666		$   2,100		$   2,534		$   2,967		$   3,390		$   2,865		$   2,210		$   1,353		$   439		$   360		(last month end inv) + (monthly cost of goods made) - (cost of inv sold)

		Total current assets		$   3,133		$   2,414		$   2,319		$   2,157		$   2,486		$   2,905		$   3,338		$   3,776		$   4,529		$   5,310		$   4,896		$   4,328		$   3,212

		Plant and equipment, gross		$   1,923		$   1,971		$   2,019		$   2,067		$   2,115		$   2,163		$   2,211		$   2,259		$   2,307		$   2,355		$   2,403		$   2,451		$   2,499		Monthly Capital Expenditure of $47,000

		Accumulated depreciation		$   919		$   955		$   991		$   1,027		$   1,063		$   1,099		$   1,135		$   1,171		$   1,207		$   1,243		$   1,279		$   1,315		$   1,351		Monthly Depreciation of $35,000

		Net plant and equipment (e)		$   1,004		$   1,016		$   1,028		$   1,040		$   1,052		$   1,064		$   1,076		$   1,088		$   1,100		$   1,112		$   1,124		$   1,136		$   1,148

		Total assets		$   4,137		$   3,430		$   3,347		$   3,197		$   3,538		$   3,969		$   4,414		$   4,864		$   5,629		$   6,422		$   6,020		$   5,464		$   4,360

		LIABILITIES AND SHAREHOLDERS' EQUITY:

		Accounts Payable (f)		$   240		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		All raw material purchases on account.  Materials cost 44% of monthly sales production level

		Notes Payable - bank (g)		$   689		0.00		0.00		0.00		462.03		979.48		1668.98		2206.86		2746.97		3310.44		2577.15		1667.81		568.28		Notes payable used to maintain cash levels of at least 2000,000

		Accrued Taxes (h)		$   141		$   101		$   65		$   (39)		$   (112)		$   (149)		$   (295)		$   (333)		$   (236)		$   (158)		$   (15)		$   137		$   134		Taxes accrued and paid according to original seasonal balance sheet note

		Current Portion - LTD		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95

		Total Current Liabilities		$   1,165		$   511		$   476		$   371		$   760		$   1,241		$   1,785		$   2,285		$   2,922		$   3,563		$   2,972		$   2,215		$   1,113

		Long Term Debt (i)		$   375		$   375		$   375		$   375		$   375		$   375		$   327.5		$   328		$   328		$   328		$   328		$   328		$   280

		Shareholders' Equity (j)		$   2,596		$   2,543		$   2,496		$   2,450		$   2,402		$   2,352		$   2,301		$   2,251		$   2,379		$   2,531		$   2,719		$   2,921		$   2,966

		Total Liabilities (k)		$   4,136		$   3,429		$   3,346		$   3,196		$   3,537		$   3,968		$   4,413		$   4,863		$   5,628		$   6,421		$   6,019		$   5,463		$   4,359

		(a) Assumes maintenance of minimum balance of $125,000.																						Press the F9 button repeatedly until Cash

		(b) Any excess cash is invested in short term market securities account to earn interest. (Used as plug figure when notes payable are paid off)																						meets the minimum requirement set in the

		(c) Assumes 60-day collection period.																						Assumptions tab

		(d) Inventories grow from their Aug. 31, 2005 level throughout FY2005 according to level production schedule.  Target is to end up with same inventory in Aug. 2006 as was held Aug. 2005.																						Some changes may need to be made

		(e) Monthly depreciation is estimated to be $35,000 a month, and captial expenditures are estimated to be $48,000 a month.																						to when the current portion of the LTD is paid

		(f) Assume that payment for purchases is made in 30 days.

		(g) Plug figure when loan is needed.

		(h) Taxes owed as of Aug. 31, 2005 for FY 2004 income are due on Nov. 15, 2005 and Feb. 15, 2006.  Equal payments of the estimated tax

		for the coming 2005 FY are due on Dec 15, Feb 15, May 15, and Aug 15, 2005.  In estimating its tax for 2005-2006, the company

		has the option of using the prior year's tax liability and making an adjusting payment at the end of the year.  Alternatively, the company could estimate

		its 2005 FY tax liability directly.  Mr. Anderson plans to use the company's prior year's tax liability as an estimate.

		(i) Repayment made each Feb. and Aug. in the amount of $47,500.

		(j) Adjusted for net profit from current month's operations, as seen on the pro forma income statement (ex5new).

		(k) May not balance due to rounding.

																														0.00





new is

		

		Zephyr Bicycle Helmet Company

		Pro Forma Income Statement Under Level Production, FY 2005

		(in thousands)

				Sept. '05		Oct.		Nov.		Dec.		Jan. '06		Feb.		Mar.		Apr.		May		June		July		Aug.		Total		Assumptions and Calculations

		Net Sales		$   101		$   123		$   138		$   123		$   123		$   123		$   138		$   1,401		$   1,574		$   1,844		$   1,920		$   807		$   8,415		Sales are unchanged from original forecast

		Cost of Goods Sold (a)		$   76		$   92		$   104		$   92		$   92		$   92		$   104		$   1,051		$   1,181		$   1,383		$   1,440		$   605		$   6,311		COGS are 74% of sales for level production

		Gross Profit		$   25		$   31		$   35		$   31		$   31		$   31		$   35		$   350		$   394		$   461		$   480		$   202		$   2,104

		Interest Income (b)		$   1		1.70		2.12		0.31		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		4.66

		Operating Expenses (c)		$   80.0		$   80		$   80		$   80		$   80		$   80		$   80		$   80		$   80		$   80		$   80		$   80		$   960		Operating Ex includes 72/mo original op exp + (165/12)/mo for level storage and handling costs

		Depreciation		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   36		$   432		Depreciation unchanged at 36

		Interest Expense (d)		$   3		$   - 0		$   - 0		$   - 0		$   2		$   4		$   7		$   9		$   11		$   14		$   11		$   7		$   68		Interest is 8%/12 * beginning monthly level of bank notes

		Profit Before Taxes		$   (93)		$   (83)		$   (79)		$   (85)		$   (87)		$   (90)		$   (88)		$   225		$   266		$   331		$   353		$   79		$   649

		Federal Income Tax (e)		$   (40)		$   (36)		$   (34)		$   (37)		$   (37)		$   (39)		$   (38)		$   97		$   114		$   142		$   152		$   34		$   279		Tax calculated at 50% of EBT

		Net Profit		$   (53)		$   (47)		$   (45)		$   (49)		$   (49)		$   (51)		$   (50)		$   128		$   152		$   189		$   201		$   45		$   370

																												370

		Notes:

		(a) Assumes COGS to be 75% of sales.

		(b) Interest on Marketable Securities balance at beginning of month based on 3.5% APR.

		(c) Assumed to be the same for each month throughout the year (includes additional $96,000 for storage and handling costs.).

		(d) Interest on notes payable at the beginning of the month based on 5% APR.  Interest on long term debt is included in operating expenses.

		(e) Parentheses show tax credits from operating losses, and reduce accrued taxes on the balance sheet (Exhibit A).





new bs & cashbudget

																														Forecasted Information

		Zephyr Bicycle Helmet Company																														Annual		Monthly

		Pro Forma Balance Sheet Under Level Production, 2005																												purchases		3786.6196125814		Level monthly raw mat purchase amount						315.6

		(in thousands)																												Forecasted Sales		8414.7102501808		Level monthly sales production level						701.2

				Actual																										Monthly Cost of Goods Made				525.9		(monthly addition to inv)

		ASSETS:		Aug. 31 '05		Sept. 30		Oct. 31		Nov. 30		Dec. 31		Jan. 31, '06		Feb. 28		Mar. 31		Apr. 30		May 31		June 30		July 31		Aug. 31		Assumptions and Calculations

																														(last month cash) - (∆ in AR) - (∆ in inv) - (∆ in PPE) + (∆ in depreciation) + (∆ in AP) + (∆ in NP) + (∆ in acc tax) + (∆ in LT debt) + (monthly NI)

		Cash (a)		$   125		125		125		125		125		125		125		125		125		125		125		125		125

		Market Securities (b)		$   185		$   581		$   726		$   105		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0		$   - 0

		Accounts receivable (c.)		$   2,463		$   898		$   224		$   261		$   261		$   246		$   246		$   261		$   1,539		$   2,975		$   3,418		$   3,764		$   2,727		Based on actual sales.  Unchanged from seasonal pro forma with 60 day ave collection

		Inventory (d)		$   360		$   810		$   1,244		$   1,666		$   2,100		$   2,534		$   2,967		$   3,390		$   2,865		$   2,210		$   1,353		$   439		$   360		(last month end inv) + (monthly cost of goods made) - (cost of inv sold)

		Total current assets		$   3,133		$   2,414		$   2,319		$   2,157		$   2,486		$   2,905		$   3,338		$   3,776		$   4,529		$   5,310		$   4,896		$   4,328		$   3,212

		Plant and equipment, gross		$   1,923		$   1,971		$   2,019		$   2,067		$   2,115		$   2,163		$   2,211		$   2,259		$   2,307		$   2,355		$   2,403		$   2,451		$   2,499		Monthly Capital Expenditure of $47,000

		Accumulated depreciation		$   919		$   955		$   991		$   1,027		$   1,063		$   1,099		$   1,135		$   1,171		$   1,207		$   1,243		$   1,279		$   1,315		$   1,351		Monthly Depreciation of $35,000

		Net plant and equipment (e)		$   1,004		$   1,016		$   1,028		$   1,040		$   1,052		$   1,064		$   1,076		$   1,088		$   1,100		$   1,112		$   1,124		$   1,136		$   1,148

		Total assets		$   4,137		$   3,430		$   3,347		$   3,197		$   3,538		$   3,969		$   4,414		$   4,864		$   5,629		$   6,422		$   6,020		$   5,464		$   4,360

		LIABILITIES AND SHAREHOLDERS' EQUITY:

		Accounts payable (e)		$   240		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		$   316		All raw material purchases on account.  Materials cost 44% of monthly sales production level

		Notes payable - bank (f)		$   689		0		0		0		462		979		1669		2207		2747		3310		2577		1668		568		Notes payable used to maintain cash levels of at least 200,000

		Accrued taxes (g)		$   141		$   101		$   65		$   (39)		$   (112)		$   (149)		$   (295)		$   (333)		$   (236)		$   (158)		$   (15)		$   137		$   134		Taxes accrued and paid according to original seasonal balance sheet note

		Current portion - LTD		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95		$   95

		Total current liabilities		$   1,165		$   511		$   476		$   371		$   760		$   1,241		$   1,785		$   2,285		$   2,922		$   3,563		$   2,972		$   2,215		$   1,113

		Long term debt (h)		$   375		$   375		$   375		$   375		$   375		$   375		$   327.5		$   328		$   328		$   328		$   328		$   328		$   280

		Shareholders' equity (i)		$   2,596		$   2,543		$   2,496		$   2,450		$   2,402		$   2,352		$   2,301		$   2,251		$   2,379		$   2,531		$   2,719		$   2,921		$   2,966

		Total liabilities (j)		$   4,136		$   3,429		$   3,346		$   3,196		$   3,537		$   3,968		$   4,413		$   4,863		$   5,628		$   6,421		$   6,019		$   5,463		$   4,359

																														Press the F9 button repeatedly until Cash

		Zephyr Bicycle Helmet Company																												meets the minimum requirement set in the

		Pro Forma Cash Budget Under Level Production 2005																												Assumptions tab

		(in thousands)																												Some changes may need to be made

																														to when the current portion of the LTD is paid

		Summary Monthly Cash Payments		Aug. 31 '05		Sept. 30		Oct. 31		Nov. 30		Dec. 31		Jan. 31, '06		Feb. 28		Mar. 31		Apr. 30		May 31		June 30		July 31		Aug. 31

		Monthly Purchase		(240)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)

		Payment for Raw Material (lags 1 mo.)				(240)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)		(316)

		Cost of Making Goods				(210)		(210)		(210)		(210)		(210)		(210)		(210)		(210)		(210)		(210)		(210)		(210)

		Operating and Storage/Handling Expense				(80)		(80)		(80)		(80)		(80)		(80)		(80)		(80)		(80)		(80)		(80)		(80)				610

		Interest Expense				(3)		0		0		0		(2)		(4)		(7)		(9)		(11)		(14)		(11)		(7)

		Taxes								(71)		(36)				(107)						(36)						(36)

		Long Term Debt Payment														(48)												(48)

		Capital Expenditures				(48)		(48)		(48)		(48)		(48)		(48)		(48)		(48)		(48)		(48)		(48)		(48)

		Total Monthly Cash Outflow				(581)		(654)		(724)		(690)		(656)		(812)		(661)		(663)		(701)		(668)		(665)		(744)

		Cash Budget with Loans

		Collections				1666		797		101		123		138		123		123		123		138		1401		1574		1844

		Interest Income				1		2		2		0		0		0		0		0		0		0		0		0

		Projected Cash Inflows				1667		799		103		123		138		123		123		123		138		1401		1574		1844

		Starting Cash				125		125		125		125		125		125		125		125		125		125		125		125

		Starting Market Securities				185		581		726		105		0		0		0		0		0		0		0		0

		Cash Inflows				1667		799		103		123		138		123		123		123		138		1401		1574		1844

		Cash Outflows				(581)		(654)		(724)		(690)		(656)		(812)		(661)		(663)		(701)		(668)		(665)		(744)

		Cash/Securities Position Before Loans				1395		851		230		(337)		(393)		(564)		(413)		(415)		(438)		858		1034		1225

		Monthly Loan (Repayment)				(689)		0		0		462		517		690		538		540		563		(733)		(909)		(1100)

		Cumulative Loan Balance		689		0		0		0		462		979		1669		2207		2747		3310		2577		1668		568

		Ending Cash/Securities Position				706		851		230		125		125		125		125		125		125		125		125		125				310

		Cash Flow Statement

						Jan. 31		Feb. 28		Mar. 31		Apr. 30		May 31		June 30		July 31		Aug. 31		Sept. 30		Oct. 31		Nov. 30		Dec.. 31

		NI				(53.10)		(47.40)		(45.25)		(48.53)		(49.46)		(51.15)		(50.42)		128.28		151.65		188.79		201.36		44.92

		add Dec.rease in AR/minus increases				1565.29		674.00		(37.29)		0.00		15.00		0.00		(15.00)		(1278.00)		(1436.00)		(443.00)		(346.00)		1037.00

		minus increase in inv/add Dec.rease in inv				(450.39)		(433.67)		(422.42)		(433.67)		(433.67)		(433.67)		(422.42)		524.83		654.58		857.08		914.08		79.33

		minus capital investment				(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)		(48.00)

		add depreciation				36.00		36.00		36.00		36.00		36.00		36.00		36.00		36.00		36.00		36.00		36.00		36.00

		minus Dec.rease/add increase AP				75.55		0.00		0.00		0.00		0.00		0.00		0.00		0.00		0.00		0.00		0.00		0.00

		minus Dec.rease/add increase NP				(689.00)		0.00		0.00		462.03		517.44		689.51		537.87		540.11		563.47		(733.29)		(909.34)		(1099.53)

		paid taxes/ or accumulated taxes				(40.06)		(35.76)		(104.63)		(72.72)		(37.31)		(145.19)		(38.04)		96.77		78.30		142.42		151.90		(2.22)

		long term debt				0.00		0.00		0.00		0.00		0.00		(47.50)		0.00		0.00		0.00		0.00		0.00		(47.50)

		cash changes				396.30		145.18		(621.59)		(104.89)		(0.00)		0.00		(0.00)		(0.00)		(0.00)		0.00		0.00		0.00





figures

		

		Annual Real GDP Growth																		Forecasted

				1996		1997		1998		1999		2000		2001		2002		2003		2004		2005

		United States		3.7		4.5		4.2		4.4		3.7		0.5		2.2		3.1		4.6		3.9

		China		9.6		8.8		7.8		7.1		8		7.5		8		9.1		8.5		8
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