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. Assume that you




image98.png
are Jamison's assistant. You must help her answer the following




image99.png
guestions for Campo. (Note: We will continue with this case
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in Chapter 4, and you will feel more comfortable with the analysis




image101.png
.But answering these questions will help prepare you




image102.png
for Chapter 4. Provide clear explanations.)
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. What effect did the expansion have on sales, after-tax operating




image104.png
income, net operating working capital (NOWC), and net




image105.png
income?
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Corporate Finance 1st
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b. What effect did the company's expansion have on its free cash




image107.png
flow?
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D’'Leon purchases materials on 30-day terms, meaning that it is




image109.png
supposed to pay for purchases within 30 days of receipt
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Judging from its 2016 balance sheet, do you think that D' Leon
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pays suppliers on time? Explain, including what problems might




image114.png
occur if suppliers are not paid in a timely manner.
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D’ Leon spends money for labor, materials, and fixed assets




image6.png
—Xam
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(depreciation) to make proaucts—and spends still more money
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to sell those products
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Then the firm makes sales that result in
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receivables, which eventually result in cash inflows
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appear that D Leon's sales price exceeds its costs per unit sold?
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How does this affect the cash balance?
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. Suppose D' Leon's sales manager told the sales statt to start
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offering 60-day credit terms rather than the 30




image127.png
-day terms now
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being offered. D Leon's competitors react by offering similar




image129.png
terms, so sales remain constant
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What effect would this have on




image131.png
the cash account? How would the cash account be attected if




image132.png
sales doubled as a result of the credit policy change?
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f. Can you imagine a situation in which the sales price exceeds the




image134.png
cost of producing and selling a unit of output, yet a dramatic




image135.png
Increase in sales volume causes the cash balance to decline?
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Explain
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Did D Leon finance its expansion program with internally




image138.png
generated funds (additions to retained earnings plus




image139.png
depreciation) or with external capital? How does the choice of




image140.png
financing affect the company's financial strength?
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Refer to
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32 and
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A0CX
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. Suppose D' Leon broke even




image147.png
in 2016 in the sense that sales revenues equaled total operating




image148.png
costs plus interest charges. Would the asset expansion have




image149.png
caused the company to experience a cash shortage that
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required it to raise external capital? Explain
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I. It D"Leon starts depreciating fixed assets over 7 years rather
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than 10 years, would that affect (1) the physical stock of assets,
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(2) the balance sheet account for fixed assets, (3) the company's
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Dear Corporate Finance class,
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Assets
Cash

Accounts receivable

Inventories

Total current assets

Gross fixed assets

Less accumulated depreciation
Net fixed assets

Total assets

Liabilities and Equity
Accounts payable

Accruals

Notes payable

Total current liabilities
Long-term debt
Common stock (100,000 shares)
Retained earnings

Total equity
Total liabilities and equity

2010

5 7,282

632,160
1,287,360
51,926,802
1,202,950

263,160
$ 939,790
52,866,592

|

:

5 524,160
489,600
636,808

$1,650,568
723,432
460,000
32,592

S 492,592

$2,866,592
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reported net income, and (4) the company's cash position?
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Assume that the same depreciation method is used for




image158.png
stockholder reporting and for tax calculations and that the
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accounting change has no effect on assets’ physical lives
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. Explain how earnings per share, dividends per share, and book
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value per share are calculated and what they mean
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. Why does




image163.png
the market price per share not equal the book value per share?
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. Explain briefly the tax treatment of (1) interest and dividends
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paid, (2) interest earned and dividends received, (3) capital
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ogains, and (4) tax loss carrybacks and carrytorwards
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might each of these items affect D' Leon's taxes?
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Statements
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2016

Sales 56,034,000
Cost of goods sold 5,528,000
Other expenses 519,988
Total operating costs excluding depreciation and amortization 56,047,988
Depreciation and amortization 116,960
EBIT ($ 130,948)
Interest expense 136,012
EBT (5 266,960)
Taxes (40%) (106,784)°
Net income (5 160,176)
EPS (5 1.602)
DPS $ 0110
Book value per share S 4926
Stock price $ 225
Shares outstanding 100,000
Tax rate 40.00%
Lease payments $ 40,000

Sinking fund payments 0
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Please ema
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aThe firm had sufficient taxable income in 2014 and 2015 to




image186.png
obtain its full tax refund in 2016
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Common Stock

Retained 1
Shares Amount Earnings
Balances, December 31, 2015 100,000 5460,000 5203,768
2016 Net income (160,176)
Cash dividends (11,000)
Addition (subtraction) to retained eamings —
Balances, December 31, 2016 100,000 5460000 S 32,592
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1They are due Monday November 15th
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Statement
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Y
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Operating Activities
MNet income
Depreciation and amortization
Increase in accounts payable
Increase in accruals
Increase in accounts receivable
Increase in inventories
Met cash provided by operating activities

Long-Term Investing Activities
Additions to property, plant, and equipment
Net cash used in investing activities

Financing Activities
Increase in notes payable
Increase in long-term debt
Payment of cash dividends
Met cash provided by financing activities

Summary

MNet decrease in cash
Cash at beginning of year
Cash at end of year
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of this case, presented in Chapter 3, discussed the
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situation of D'Leon Inc., a regional snack foods
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Il have an online review session this monday
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producer, after an expansion program
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D'l.eon had




image226.png
Increased plant capacity and undertaken a major




image227.png
marketing campaign in an attempt to “go national.’
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Thus far, sales have not been up to the forecasted




image229.png
level; costs have been higher than were projected,;
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and a large loss occurred in 2016 rather than the




image231.png
expected profit. As a result, its managers,
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Integrated
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Again
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Assets
Cash

Accounts receivable

Inventores

Total current assets

Gross fixed assets

Less accumulated depreciation
Net fixed assets

Total assets

Liabilities and Equity
Accounts payable

Accruals

Motes payable
Total current liabilities
Long-term debt
Common stock
Retained eamings
Total equity
Total liabilities and equity

S 85632
878,000
1,716480
52,680,112
1,197,160
380,120

5 817,040
53497152

F

S 436,800
408,000
300,000
$1,144.800
400,000
1,721,176
231,176
$1,952,352
$3,497,152

2016

5 7,282
632,160
1,287,360
51,926,802
1,202,950
263,160
52,866,592

S 524,160
489,600
636,808

51,650,568
723432
460,000

32,592

$ 492592
52,866,592
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-
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directors, and investors are concerned about the
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firm's survival
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Donna Jamison was brought in as assistant to Frea
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Campo, D Leon’'s chairman, who had the task of




image256.png
ogetting the company back into a sound financial
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position
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Dl.eon's 2015 and 2016 balance sheets
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and income statements, together with projections
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for 2017, are given in
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and
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addition,
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verrios




image273.png
3 gives the company’'s 2015




image274.png
and 2016 financial ratios, together with industry




image275.png
average data. The 2017 projected financial




image276.png
statement data represent Jamison's and Campo's




image277.png
best guess for 2017 results, assuming that some




image278.png
new financing is arranged to get the company




image279.png
‘over the hump.’
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Sales

Cost of goods sold

Other expenses

Total operating costs excluding depreciation and
amortization

EBITDA

Depreciation & amortization

EBIT

Interest expense

EBT

Taxes (409%)
Met income

EPS
DPS

Book value per share

Stock price

Shares outstanding

Tax rate

Lease payments
Sinking fund payments

57,035,600
5,875,992
550,000

56,425,992
S 609,608

116,960
5 492,648

70,008
5 422,640
169,056

S 253,584

$1.014

$ 0.220
& 7.809

$ 1217

250,000
40.00%
540,000

0

Il a
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Note: F indicates estimated
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forecasts
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aThe firm had sufficient taxable income in 2014 and
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7015 to obtain i1ts full tax refund in 2016
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Statements
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lysis
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Note: F indicates estimated
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forecasts
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Case
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2017E 2016

Current 1.2%
Quick 0.4x
Inventory turnover 4.7 %
Days sales outstanding (DSO)? 38.2

Fixed assets turnover 6.4
Total assets turnover 2.1x
Debt-to-capital ratio 73.4%
TIE —1.0x
Operating margin —2.2%
Profit margin —2.7%
Basic earning power —4.6%
ROA —5.6%
ROE —32.5%
ROIC .
Price/earnings —14x
Market/book 0.5x

Book value per share 54.93
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Note: F indicates estimated
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forecasts
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aCalculation is based on a 365




image307.png
-day year.
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Jamison examined monthly aata for 2016 (not




image309.png
given in the case), and she detected an improving




image310.png
pattern during the year. Monthly sales were rising,
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image311.png
costs were falling, and large losses in the early




image312.png
months had turned to a small profit by December.
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Thus, the annual data look somewhat worse than




image314.png
final monthly data. Also, it appears to be taking




image315.png
longer for the advertising program to get the




image316.png
message out, for the new sales offices to generate




image317.png
sales, and for the new manufacturing facilities to




image318.png
operate efficiently. In other words, the lags
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between spending money and deriving benefits




image320.png
were longer than D Leon’'s managers had
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anticipated. For these reasons, Jamison and Campo
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see nope for the company—provided it can survive
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in the short run
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Jamison must prepare an analysis of where the




image326.png
company is now, what it must do to regain its




image327.png
financial health, and what actions should be taken
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Your assignment is to help her answer the




image329.png
following questions. Provide clear explanations,
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Nnot yes Or no answers
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. Why are ratios useful? What are the five




image332.png
major categories of ratios?
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p. Calculate D'Leon’'s 2017 current and quick




image334.png
ratios based on the projected balance sheet




image335.png
and income statement data
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. What can you say




image337.png
about the company's liquidity positions in




image338.png
2015,1n 2016, and as projected for 20177 We




image339.png
often think of ratios as being useful (1) to
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image340.png
managers to help run the business, (2) to




image341.png
bankers for credit analysis, and (3) to




image342.png
stockholders tor stock valuation
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- Would these




image344.png
different types of analysts have an equal




image345.png
interest in the company s liquidity ratios?
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Explain your answer.
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Calculate the 2017 inventory turnover, days




image348.png
sales outstanding (DSO), fixed assets




image349.png
turnover, and total assets turnover. How does
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Case)
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D'Leon’s utilization of assets stack up against
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other firms in the industry?
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Calculate the 2017 debt-to




image353.png
-capital and times




image354.png
-earned ratios
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" How does DD'l.eon
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compare with the industry with respect to
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Accounts receivable $ B78 Current liabilities

Other current assets 1,802 Debt
Net fixed assets 817 Equity

Total assets 3,497 Liabilities plus equity
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financial leverage? What can you concluade
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from these ratios?
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. Calculate the 2017 operating margin, profit




image362.png
margin, basic earning power (BEP), return on
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assets (ROA), return on equity (ROE), and
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return on invested capital (ROIC)
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“What can
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you say about these ratios?
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f. Calculate the 2017 price/earnings ratio and
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market/book ratio
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Do these ratios indicate




image370.png
that investors are expected to have a high or




image371.png
low opinion of the company?
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Use the DuPont equation to provide a
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summary and overview of D Leon's financial
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condition as projected for 2017
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- What are the




image376.png
firm's major strengths and weaknesses?
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Use the following simplified 2017 balance
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sheet to show, in general terms, how an
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inancial Management_Chapter 04.pptx
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improvement in the DSO would tend to affect




image380.png
the stock price. For example, if the company
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could improve its collection procedures and




image382.png
thereby lower its DSO from 45.6 days to the
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-day inaustry average without affecting




image386.png
sales, how would that change “ripple




image387.png
through” the financial statements (shown in
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thousands below) and influence the stock
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price?
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I. Does it appear that inventories could be




image392.png
adjusted? If so, how should that adjustment




image393.png
affect D'Leon’s profitability and stock price?
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. In 2016, the company paid its suppliers much




image395.png
later than the due aates: also, it was not




image396.png
maintaining financial ratios at levels called
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for in its bank loan agreements
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. Therefore,




image399.png
suppliers could cut the company off, and its




image400.png
bank could refuse to renew the loan when it




image401.png
comes due in 90 aays
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- On the basis of data




image403.png
provided, would you, as a credit manager,




image404.png
continue to sell to D' Leon on creait? (You




image405.png
could demand cash on delivery
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—that is, sell
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on terms of COD
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—Dbut that might cause




image409.png
D'Leon to stop buying from your company.)
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Similarly, if you were the bank loan officer;




image411.png
would you recommend renewing the loan or
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demandaing its repayment? Would your




image413.png
actions be influencead if, in early 2017, D'Leon




image414.png
showed you its 2017 projections along with




image415.png
proof that it was going to raise more than




image416.png
$1.2 million of new equity?
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K. In hindsight, what should D Leon have done
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. What are some potential problems and
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l[imitations of financial ratio analysis?
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. What are some qualitative factors that
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analysts should consider when evaluating a




image427.png
company s likely future financial
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performance?
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=S Donna Jamison, a 2011




image42.png
oraduate of the University of Florida, with 4 years of banking




image43.png
experience, was recently brought in as assistant to the chairperson of




image44.png
the board of D'Leon Inc., a small food producer that operates in north




image45.png
Florida and whose specialty is high-quality pecan and other nut




image46.png
products sold in the snack foods market. D'Leon's president, Al




image47.png
Watkins, decided in 2015 to undertake a major expansion and to “go




image48.png
national in competition with Frito-Lay, Eagle, and other major snack
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foods companies. Watkins believed that D' Leon’s products were of
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higher quality than the competition's; that this quality ditferential
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Nttps:.// www.youtube.com/watch?v=U5rRFn32gQU&t=3293s
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least 15 financia
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| ratios mentioned in the youtube video
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Provide their formulas, primary use and relevant or idea
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5.
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would enable it to charge a premium price; and that the end result
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would be greatly increased sales, profits, and stock price
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The company doubled its plant capacity, opened new sales offices




image68.png
outside its home territory, and [aunched an expensive advertising
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campaign. D'Leon’s results were not satisfactory, to put it mildly. Its




image70.png
board of directors, which consisted of its president, vice president,
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and major stockholders (all of whom were local businesspeople),
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was most upset when directors learned how the expansion was
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ogoing. Unhappy suppliers were being paid late; and the bank was
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complaining about the deteriorating situation and threatening to cut




image75.png
off credit
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. As a result, Watkins was informed that changes would
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have to be made
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—and quickly; otherwise, he would be fired
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the board’'s insistence, Donna Jamison was brought in and given the




image82.png
job of assistant to Fred Campo, a retired banker who was D Leon's




image83.png
chairperson and largest stockholder. Campo agreed to give up a few




image84.png
of his golfing days and help nurse the company back to health, with




image85.png
Jamison's help
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Jamison began by gathering the financial statements and other data
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