
CACHE VALLEY FOREST PRODUCTS CORPORATION
Upon returning from her annual two-week vacation in early July of 1999, the Vice President-Finance of Cache Valley Forest Products Corporation (CVFP), Ms. Fern Fir, was handed the firm's balance sheet as of June 30, 1999 from her chief accountant, Paul Pinetar (see exhibit).  Casual scrutiny of the balance sheet suggested that the firm's liquidity situation had deteriorated further since she had been on vacation.  The June 30 cash balance was below what Ms. Fir deemed a minimum prudent transaction balance of $85,000.  At the beginning of 1999, CVFP had a cash balance of $98,000.  At the end of March, the cash balance was $87,000.

In previous years, CVFP had been able to maintain cash balances in its account, at Bear River Trust Company in Logan, Utah, far in excess of $100,000.  Seasonal borrowing had been modest.  Recently, however, a lengthening of credit terms to customers was necessitated by intense competition in the company's dominant product lines.  This trend had increased working capital needs substantially.  Simultaneously, lower selling prices, forced by these same competitors, resulted in lower profit margins.  For these reasons, Ms. Fir, felt that a careful forecast of funds needs was in order for the remainder of 1999.

Cache Valley Forest Products produced plywood panel and molding both for lumber retailers and major contractors along the Wasatch Front of northern Utah.  The northeastern Utah forests in the vicinity of the High Uinta wilderness area had provided a reliable supply of quality timber necessary for the company's production activities.  The logs were purchased from independent ranchers and loggers rather than grown by CVFP.  Raw material costs, therefore, were a major component of cost of goods sold.  The firm's products were of exceptional quality and enjoyed a superior reputation.

In making her forecasts for the period July 1 through December 31, 1999, Ms. Fir estimated the pattern of monthly sales as follows:

July


     $
120,000

August



100,000

September


 60,000

October


 60,000

November


140,000

December


200,000

The bulge in sales in November and December was attributable, in large part, to a large order that had just been placed by a regional building-supply chain for pre-finished interior paneling designed for the home remodeling market.  Shipment had been agreed upon for the latter part of the year.

Of the total sales indicated, only 10 percent were expected to be for cash.  Collections on the remainder were anticipated generally within the following two months.  In particular, recent experience suggested that roughly one-half of credit sales were collected during the month following the month of sale, and the other one-half during the next subsequent month.  In previous years, before the recent competitive pressures, credit sales had been collected in the month following the sale.  In any case, Ms. Fir intended to use the most recent collection experience in developing her projections.  

CVFP's Purchasing Manager, Sequoia "Sammy" Spruce, had entered into contractual commitments with various timber growers in anticipation of the expected sales.  Specifically, Mr. Spruce agreed to purchase logs according to the following schedule:

July


     $
50,000

August



50,000

September


70,000

October


40,000

November


30,000

December


30,000

The cash payment for these deliveries would occur, in all cases, one month after the purchase. Ms. Fir did not want to damage CVFP's relationships with critical suppliers.  These suppliers were facing a sellers' market in the rapidly growing economy of the intermountain west.  CVFP's competitors had approached the loggers offering to match any terms and prices.

Labor costs were forecast at the same level as purchases, and were expected to follow an identical month-by-month pattern.  Because of the need to pay wages weekly, however, the cash outlays for labor costs ordinarily took place in the same month the costs were incurred, rather than with a time lag.

The firm's general, selling, and administrative expenses were, for the most part, fixed and had been running at the rate of $10,000 per month for the last eighteen months.  Ms. Fir anticipated no alteration from this pattern during the remainder of 1999.  The associated cash payments, like those for labor costs, typically occurred with no appreciable time delay.  Depreciation charges amounted to $3,000 per month, as did miscellaneous cash expenses.  On the horizon, however, was a special outlay for pollution control equipment that was necessitated by new regulations on gaseous emissions in the Cache Valley.  These regulations required the installation in early November of a scrubber tower costing $80,000.  Terms from the supplier were net 30 days.  Depreciation on this new equipment would come to approximately $2,000 per month beginning in November.  In December, the company planned to retire from its books a fully depreciated de-barking crib that had originally cost $30,000, but which was no longer used in the firm's operations.  CVFP was taxed at 15%.  Accrued taxes as of June 30 must be paid September 15 while taxes accrued during the last half of 1999 were due March 15, 2000. Other assets and miscellaneous accruals seldom varied significantly from the June 30 levels.


Ms. Fir believed that the most recent operating results were indicative of what CVFP could expect for the remainder of the year.  The current operating margins reflected the increased competitive pressures.  CVFP's cost of goods sold, which included only timber and labor costs, had been running at 75 percent of sales for the last nine months, up from 72 percent in earlier years.  Other expenses, like those for sales and administration, were separated out on the income statement.  

Ms. Fir also believed that she might have to approach the commercial loan officer at Bear River Trust who handled the CVFP account, Margaret Mahogany, and discuss renegotiating the current $100,000 credit line.  This line currently carried a 10 percent interest rate.  However, Ms. Fir planned to estimate interest expense at three percent of sales, an upward adjustment to the historical relationship.  She assumed interest would be paid quarterly in the quarter incurred.  

A cash dividend of $20,000 to common stockholders was contemplated for December.  Ms. Fir hoped to be able to make the payment, since she regarded it as valuable "seed money" for attracting possible new equity capital to the business in the future.

In the event CVFP would require a loan greater than Bear River Trust was willing to provide, Ms. Fir was confident that she could obtain a new larger credit line with a Salt Lake City bank.  She recently had made preliminary contact with Reed Redwood of Sugar House National Bank.  That bank did a considerable volume of business with firms in the Cache Valley region and Mr. Redwood seemed eager to take on the CVFP account.  Hence, Ms. Fir felt that, whatever the loan forecast showed, she could arrange the requisite credit line.


**********
Your specific assignment is as follows:

1) Prepare an income statement for the interval July 1 through December 31, 1999 as one unit of time, i.e., only construct one six-month income statement.  At the conclusion of this exercise, state how you could improve Ms. Fir's estimate of interest expense if you had the time to do so.  (Use her interest expense estimation approach for your income statement and balance sheet!)  For this question, and those that follow, make your assumptions explicit!  
2) Prepare a single balance sheet as of December 31, 1999.  Highlight the bank loan needed at the end of the year.

3) Prepare quarterly cash budgets for both the third and fourth quarters of 1999.  Highlight the bank loan needed as of September 30 and December 31, 1999.  On the basis of this information only, how large a line-of-credit should Ms. Fir negotiate with the bank(s)?

4) If you were analyzing the strengths and weaknesses of Cache Valley Forest Products Corporation, as well as provide adequate forecasts of the future, what additional data would you request?  What additional analyses would you perform?  How could sources and uses statements assist you in your evaluation?


EXHIBIT 

CACHE VALLEY FOREST PRODUCTS CORPORATION

Balance Sheet: June 30, 1999

Cash






     $
  65,000

Accounts Receivable





140,000

Inventory






180,000

Plant and Equipment


300,000

  Less: Depreciation Reserve

(75,000)

225,000

Other Assets






  60,000
      TOTAL ASSETS





         $ 670,000


Accounts Payable




     $
 60,000

Tax Accruals*






 30,000

Bank Loan






  8,000

Miscellaneous Accruals




 70,000

Common Stock





150,000

Retained Earnings





352,000
TOTAL LIABILITIES AND EQUITY

     $
670,000

*Tax accruals arose from income during the first six months of 1999.  This accrual is payable in full on September 15, 1999.  Taxes accrued during the last half of 1999 will be payable on March 15, 2000.  CVFP's tax rate is 15%.
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