CASE STUDY	I


Buzzard Ltd





The business performance review of Buzzard Ltd should include the following:


SWOT analysis (see (i) below)


consideration of major features – the information actually provided gives little insight into the future prospects of Buzzard. There is no chairman’s statement and no audit report. The accounting policies section in the notes to the accounts does not reveal anything unusual. The segmental reporting note to the accounts has been considered in (iii) below.


ratio analysis (see (iii) below)


risk (see (ii) below)


investment (see the investment section in (iii) below)


conclusions (see (iv) below) 





Include some background from the UK auto industry: Andersen reports, The Machine that Changed the World,  and various websites including Toyota.com, valeo.com, Bosch.com, Nissan Driven.com, etc.





(i)


The SWOT analysis may for example include 





STRENGTHS


High quality


New factory


Transformed culture�
WEAKNESSES


Past reputation


Low profitability


Reliance on UK automotive industrial sector�
�
OPPORTUNITIES


Partnerships and joint ventures


New product development


Electric cars


UK adoption of the euro 


Development of Japanese and other Asian markets


e-commerce �
THREATS


Competition from UK/overseas suppliers


Fuel crises


Electric cars


Oil price


Globalisation


UK adoption of the euro


European downward pressure on car prices


Shrinkage of number of players in auto industry�
�



(ii)


The outline of main risks for example may include


Internal


High cost of new product development


Skills shortage in UK


Shareholder short-term profitability expectations


High interest payments impact on profitability and ability to borrow further in the future  �
External


Shrinkage of the UK automotive passenger and commercial vehicle manufacturing base


Competition from foreign transplants, particularly the Japanese


Shortening of new vehicle renewal cycles


�
�
(iii)	





Profitability


Gross margin, GM


Gross margin % 2000    =     gross margin     =     £15,110 x 100%    =    13.1%


			         sales	              £115,554	     


Gross margin % 1999    =     £15,134 x 100%    =    15.8%


			      £95,766





Profit before interest and tax, PBIT


PBIT %  2000    =     PBIT     =    £2,038 x 100%   =    1.8%


		      sales		  £115,554		         





PBIT %  1999    =     £3,916 x 100%   =    4.1%


		           £95,766





Net profit, PAT (return on sales, ROS)


PAT%  2000    =     net profit    =    £1,170 x 100%    =    1.0%


		       sales	     £115,554





PAT%  1999    =     £2,944 x 100%    =    3.1%


		         £95,766





Return on capital employed, ROCE (return on investment, ROI)


ROCE%  2000    =             operating profit  		   =        £2,038 x 100%      =   4.8%


		   total assets  -  current liabilities                        £42,834           


		        


ROCE%  1999    =         =        £3,916 x 100%      =   10.9%


			            £35,932           


     


Return on equity, ROE


ROE%  2000    =     PAT 	  =     £1,170 x 100%    =    3.4%


		  equity                 £34,214





ROE%  1999     =     £2,944 x 100%    =    8.9%


		           £33,044











Capital turnover		  


Capital turnover  2000   =                         sales		=   £115,554   =   2.7 times


                                         		capital employed	                    £42,834





Capital turnover  1999   =    £95,766   =   2.7 times


                                             £35,932


                                           


Report on the profitability of Buzzard Ltd


Include comments on:


Sales for the year 2000 increased by 20.7% over the previous year, but the annual report does not give any indication of the reasons for this.


Sales increases were derived in both the UK and the rest of Europe:


UK		 +19.1% over 1999


Rest of Europe	 +41.2% over 1999


Sales were made to Japan for the first time in the company’s history.


Sales to the rest of Europe were still at relatively low levels at £5,290,000 (4.6% of total sales), but at higher levels than 1999 £3,746,000 (3.9% of total sales).





Gross margin worsened from 15.8% to 13.1% of sales. 


Distribution costs were 23.5% up on 1999, and administrative expenses were 13.3% up on 1999.


Operating profit worsened from 4.1% to 1.8% of sales.


The underlying worsening of operating profit performance (-2.3 percentage points) was due mainly to the deterioration in gross margin (-2.7 percentage points).





ROCE reduced from 10.9% in 1999 to 4.8% in 2000, and return on equity was reduced from 8.9% to 3.4%. This was because of reduced profit after tax down from 3.1% to 1.0%. 





Capital turnover for 1999 and 2000 was 2.7 times.





Although the net interest level was below 1999, net profit for the year was down from 3.1% of sales to 1% of sales.


























Efficiency


Debtor days


Debtor days  2000   =     trade debtors  x  365     =     £13,364 x 365    =    42 days


			      sales		               £115,554





Debtor days  1999   =     £8,302 x 365    =    32 days


			£95,766





Creditor days


Creditor days  2000   =     trade creditors  x  365     =     £13,806 x 365    =    50 days


			      cost of sales		      £100,444





Creditor days  1999   =     £8,646 x 365    =    39 days


			£80,632





Stock days (stock turnover)


Stock days  2000  =                      stock value 	        =          £5,702       =    21 days  (3.0 weeks)


	                    average daily cost of sales in period         £100,444/365





Stock days  1999  =         £4,144       =    19 days  (2.7 weeks)


	                     £80,632/365





Operating cycle days


Operating cycle  2000    =    stock days  +  debtor days  -  creditor days    =   21 + 42 – 50   =   13 days





Operating cycle  1999    =   19 + 32 – 39   =   12 days





Operating cycle %


Operating cycle %  2000    =  working capital requirement    =   (£5,702 + £13,364 - £13,806) x 100%   =   4.6%				        sales		            		 £115,554





Operating cycle %  1999    =   (£4,144 + £8,302 - £8,646) x 100%   =   4.0%				                                      		       		            £95,766




















Asset turnover


Asset turnover  2000   =       sales          =   £115,554   =   1.75 times


		           total assets           £66,108			[42,200 + 23,908]





Asset turnover  1999   =   £95,766   =   1.90 times


		            £50,312					[29,522 + 20,790]





Report on the working capital performance of  Buzzard Ltd


Include comments on:


Average customer settlement days worsened from 32 to 42 days.





The average creditors settlement period improved from 39 to 50 days.





Average stock turnover worsened from 19 to 21 days. 





Despite the poor stock turnover and debtor days, the operating cycle worsened by only 1 day from 12 days to 13 days (operating cycle % from 4.0% to 4.6%). 





Asset turnover dropped from 1.90 in 1999 to 1.75 times in the year 2000.






























































Liquidity


Current ratio


Current ratio  2000    =     current assets      =     £23,908    =    1.0 times


		         current liabilities  	    £23,274   





Current ratio  1999    =     £20,790    =    1.4 times


		            £14,380			





Acid test (quick ratio)


Quick ratio  2000    =     current assets  - stocks      =     £23,908 - £5,702    =    0.8 times


		                current liabilities  	          £23,274   





Quick ratio  1999    =     £20,790 - £4,144    =    1.2 times


		                  £14,380   





Defensive interval


Defensive interval  2000    =               quick assets             	=           £23,908 - £5,702             =    60 days


		                average daily cash from operations    (£8,302 + £115,554 - £13,364)/365	





Defensive interval  1999    	=           N/A


    		                


Report on the liquidity of Buzzard Ltd


Include comments on:


Operating profit for 2000 was at around £2m (52% of 1999 levels) and some significant items accounted for the large difference between this and the operating cash inflow of around £13m. These were mainly the depreciation of around £7.8m and the increase in creditors of £7.2m, both presumably resulting from the relocation project. They were offset by small increases in both debtors and stocks. The current ratio was reduced from 1.4 to 1.0 times and the quick ratio from 1.2 to 0.8 times.  The defensive interval is only 60 days.





The reconciliation of operating cash flow to net cash flow is as follows:


			  £000			


Operating cash inflow	12,962


Net interest		   (906)


Capital expenditure          (19,418)	largely in respect of the relocation project 


Increased loans		  6,000


Net cash outflow		(1,362)   compared with £1,422,000 cash outflow for 1999





Although the net cash outflow in 2000 was at a similar level to 1999, net debt increased from £1,974,000 at the end of 1999 to £9,336,000 at the end of 2000.


Investment


Earnings per share, eps


eps  2000    =    profit after tax  -  preference share dividends       =   £1,170,000 x 100   =   5p


                      number of ordinary in issue		            22,714,000	


				


eps  1999    =   £2,944,000 x 100   =   13p


               22,714,000





Dividend per share


Dividend per share   2000   and 1999   =     zero 





Capital expenditure to sales %


Capital expenditure to sales  2000    =    capital expenditure for year     =      £20,490 x 100%     =    17.7%	       


                                                                 sales		            £115,554





Capital expenditure to sales  1999    =     £14,006 x 100%     =    14.6%	       


                                                                        £95,766


					


Capital expenditure to gross fixed assets %    


Capital expenditure to     =       capital expenditure for year         =     £20,490 x 100%      =   33.5%


gross fixed assets 2000	gross value of tangible fixed assets       (£42,200 + £19,012)


							  net book   +    cumulative


							    value	         depreciation  provision


								          	 


Capital expenditure to     =    £14,006 x 100%      =   34.3%


gross fixed assets 1999	 (£29,522 + £11,290)





Report on the investment performance of Buzzard Ltd


Include comments on:


The poor profit performance was reflected in reduced earnings per share from 13p to 5p. No dividend was paid to shareholders in 1999 or 2000. 





The large amount of capital expenditure of £19m in the year resulted in a relatively high capital expenditure to sales ratio of 17.7% (1999 14.6%), which should indicate the company’s ability to both sustain and improve upon current sales levels.





The capital expenditure to gross fixed assets ratio is 33.5% (1999 34.3%) demonstrating the policy of Buzzard Ltd for ongoing replacement of old assets for new in order to keep ahead of the technology in which the business is engaged.


(iv)


Shareholders should also consider the following ratios, which show the increase in the gearing of the company following the securing of the £6m loan. The company now has a vulnerability arising from its fixed commitment to twice-yearly interest payments at 8% per annum.





									2000                    1999	


Gearing           =                   long-term debt				6,000	=  14.9%                 0%


                                    equity   +  long-term debt		    (34,214 + 6,000)





Debt equity ratio            =            long-term debt			6,000	 =  17.5%                 0%


	                   equity		             34,214





Interest cover (times) = profit before interest and tax	               2,038      = 1.7       3,916    =  3.7


                                                  interest payable                                      1,182        times     1,048        times


                                     


The net cash outflow has been maintained by Buzzard Ltd at around £1.4m in 1999 and 2000, but the company now has significantly higher current liabilities at 61.8% above 1999 (including a £1.4m increase in its bank overdraft), whereas current assets are only 15% above 1999. In addition, Buzzard Ltd now has a large long-term loan of £6m on which it is committed to paying interest at 8% per annum half-yearly for the next 7 years.





Loan interest is an allowable expense for corporation tax but still represents an additional gross payment of £480,000 per annum for Buzzard Ltd out of already slender profit margins. The new loan, together with the extremely high levels of capital expenditure over the past year, are a reflection of the investment in the major relocation project being undertaken by Buzzard Ltd, from which the company would expect future income and cash flows. It is not clear from the report and accounts whether the project additionally includes investment in respect of new product development (NPD), or replacement plant and machinery.





There is currently a significant impact of the new loan on profitability, which at current levels takes a further 24% out of operating profit. The interest cover ratio of profit before interest and tax to interest payable is at 1.7 times (1999: 3.7 times), and shows the number of times the interest payable is covered by profits available for such payments. This is particularly important for the current lenders and those supplying the new 7 year loan to determine the vulnerability of interest payments to a drop in profit. Allowing for the new loan interest the ratio is further reduced to 0.9 times at the current level of operating profit.





A SWOT analysis and outline of major risks are shown in (i) and (ii) above. Undoubtedly, Buzzard Ltd’s investment in its relocation project would have been based on existing or new relationships with automotive vehicle manufacturers with regard to the supply of systems for models over the subsequent few years. 








Shareholders are typically interested in the short-term and may be disappointed in the results over the past couple of years: reduced margins, profit levels and a low ROCE. On the other hand, there are some positive indications: increased levels of sales that continue to be developed in the Rest of Europe and Japan. Buzzard Ltd has been able to hold its working capital ratios at more or less unchanged levels over 1999 and 2000. Cash flow levels have also been maintained over those years.





The real cause for concern is the high level of debt and the term of the £6m loan.  At 7 years this is much longer than the average product life of a motor vehicle model. So even if shareholders are happy that they may see improved returns over the next few years when the relocation project bears fruit, the medium term may not be so secure in terms of ongoing or new business in what appears to be a shrinking market. Salvation may come from completely new developments like electric cars.





Currently there is no dividend being paid to shareholders. Shareholders would be very interested, particularly with regard to the relocation project, in the future prospects regarding sales, profitability, and dividends. The project appraisal should have included an assessment of risk: economic, financial, political risk and the general uncertainty surrounding the automotive industry in both the UK and Worldwide.





The increased debt may be a cause for concern for shareholders. The level of future profitability must be high enough to cover the payments of additional interest and provide additional profits that enable satisfactory levels of dividends to be paid. It must also provide future cash flows to support further growth of the business and repayment of the loan in seven years time. 





