BUTLER LUMBER COMPANY

Memo from:			
  

[bookmark: _GoBack]
Subject: Butler Lumber Company

Problem Summary                            	
Butler Lumber Company, a retailer of lumber products, is experiencing a shortage of cash due to a number of the firm’s policies and strategy. Over the last few years, the company has exhibited decreasing profit margins. Nonetheless, Butler Lumber’s revenue has been growing rapidly, and the company expects it to grow even faster in the coming year. However, the lending restrictions set by the company’s current bank, Suburban National, do not provide Mr. Butler with enough funds to finance his anticipated growth. Butler Lumber is looking at a different funding source as a possible solution: the tentative talks between Northrop Bank and Mark Butler have been in regards to a revolving, secured 90-day note not to exceed $465,000, double the amount offered by Butler’s current lender. The extra cash would allow for more flexibility and growth opportunities. We are to access which alternative is best given the company’s current situation.

Options
1. Keep the Suburban National Bank Loan
2. Keep the Suburban National Bank Loan and secure assets for lower rate                	
3. Take the Northrop Bank Revolving Note
                      
Recommendation
We recommend that Butler Lumber end its relationship with Suburban National Bank and draw from the $465,000 revolving note from Northrop Bank.
Analysis
Butler Lumber Company, a business facing rapid growth but massive cash shortages, must decide on keeping their loan from Suburban National Bank or entering a new agreement with Northrop National Bank. The current loan is capped at $250,000, which is forcing Butler Lumber Company to increasingly rely on trade credit to finance its working capital requirements. In summary, Butler Lumber Company cannot continue to grow and rely on the Suburban National Bank loan, secured or unsecured, without drastically changing either it’s a) profit margin, b) asset to sales ratio, c) cash conversion cycle. Pushing more of the burden onto suppliers in the form of trade credit is much more expensive than the 10.5% revolver and could also strain supplier relationships. While it is recommended that Butler Lumber Company reduce its days inventory and days receivable outstanding, the company desperately requires external funding needs in the short term.

Advantages of the Northrop Loan
Butler Lumber Company is facing constricting financial leverage, as it lacks the financial resources to maximize firm value. The main advantage of the Northrop National Bank loan is that it allows Butler Lumber Company to keep up with the firm’s internal growth and meet its growing external funding needs. The bank loan’s advantages are twofold: it provides additional capital for the firm to pursue growth with and it allows the firm to replace some of the high-cost trade credit it has been forced to use for working capital needs. In every tested interest rate scenario, use of the Northop revolver decreased interest rates and increased net income against use of the Suburban line of credit. Please refer to exhibits 1a, 1b, and 2b.
Due to the revolving nature of the loan, Butler Lumber Company can draw on funds at any time over the life of the credit. Thus, the inherent flexibility of this debt instrument is an additional advantage to the Company.
Disadvantages of the Northrop loan
By entering into the specified loan agreement with Northrop National Bank, Mark Butler would lose significant autonomy due to restrictive covenants. The most impactful restriction would be the loss of autonomy in investment and working capital decisions; rigid control mechanisms would limit the variability in these accounts. These covenants could limit the internal growth potential of Butler Lumber Company. Additionally, Mark Butler’s salary could be impacted due to withdrawal limitations. Finally, the loan would be issued at a variable interest rate, exposing Butler Lumber Company to interest rate volatility as seen in exhibits 3a and 3b.
External Financing Needs 
Due to the constrictions of the Suburban National Bank loan, Butler Lumber Company has had to increasingly rely on trade credit to finance its working capital. This trade financing comes with a substantial cost. Butler Lumber Company, by relying on trade credit, loses the opportunity to gain a 2% discount offered by suppliers on purchases paid within 10 days. The opportunity cost of this discount amounts to an effective annual rate of 44.59%, a cost much higher than the 10.5% interest rate due on the proposed Northrop loan. In addition, this would require Butler to continue to rely heavily on trade credit, potentially damaging the company’s relationship with its suppliers.
EAR=(1+0.02/0.98)^(365/20)-1=44.6%.
External financing needs vary from $54 - $145 depending on the operating assumptions used and whether Butler chooses to keep their banking relationship with Suburban or move to Northop. This changes because of the interaction between net income and the financing used; this interaction comes about because of different interest rates between the two banks and trade credit options. In addition to the current need for external financing, it is preferable for Butler to replace some its trade credit with the lower-cost financing provided by bank loans. Please refer to exhibits 1b and 2a.
Sustainable Growth Rate
The sustainable growth rate (g) can be broken down into the three components of return on equity. Butler Lumber Company, in order to increase its sustainable growth rate, can either strengthen profit margins, operate more effectively by decreasing assets as percentage of sales, or employ more leverage.  Clearly, Butler Lumber Company’s actual growth rate is forcing the Company to depend on leverage. Management should enact a financial strategy that focuses on decreasing the percentage of assets to sales. 
Cash Collection Cycle Analysis
	1) % of Sales Method with $3.6mm 1991 sales from guidance 

	 
	1988
	1989
	1990
	1991E

	Cash Collection Cycle
	64.39
	69.54
	66.11
	50.30

	2) % Sales Method with average historical growth

	Cash Collection Cycle
	64.4
	69.5
	66.1
	71.5



Butler’s Cash Collection Cycle looks healthy despite a recent increase. Mark Butler will have to be careful if he decides to take on the Northrop loan and start benefitting from the discount by reducing days AP to within 10, as that will cause the cash collection cycle to increase close to 90 days, which is also the duration of the revolver. In fact, with the numbers from 1990, decrease days AP to 10 will cause the cash collection cycle to shoot above 90 days. Going forward, as Butler continues to grow it might be hard pressed to both benefit from the discount rate and maintain the cash cycle below 90 days.
1. Liquidity Ratios
From 1988 to 1990, the company’s quick ratio declined from 0.88 to 0.67, and its current ratio decreased from 1.80 to 1.45. These values should signal a red flag because they are below the rule-of-thumb values of 1 and 2 respectively and they are consistently decreasing. The loan that Butler is considering is a 90-day revolving note, which means the debt will be included in the current liabilities section of the balance sheet. If the firm choses to take out this 90-day revolving loan, it will immediately impact short term liquidity ratios, which would further decrease the company’s current and quick ratios. 

0. Financial Leverage
Our analysis of Butler’s liquidity ratios (Exhibit 4) reveals that the company has relied on debt financing to drive its growth. From 1988 to 1990, the company’s debt-equity ratio grew from 1.2 to 1.68. The company’s debt-assets ratio grew from 0.55 to 0.63. Debt provides the firm with a tax shield, which is beneficial, however such a large increase in the debt-equity ratio in a short period of time will significantly increase the firms bankruptcy cost along with the cost of debt. The magnitude of the increase in debt may be a signal that the firm is unable to create cash to finance new projects, which will likely become a serious concern in the future. That being said, the firm has been able to generate positive financial leverage, the ROE has increased from 11.48% to 12.64% between 1988 and 1990. The TIE multiple also declined from 3.85x to 2.61x from 1988 to 1990. This represents a significant decline in the firm’s capability to pay off yearly interest expense. Please refer to exhibit 5a.

3. Negotiating Favourable Terms for the Loan
Since the loan has not yet been signed, the owners still have the opportunity to negotiate favourable terms for the loan. Some covenants may avoid the disadvantages noted earlier in the report and they include the following. 
a) Negotiate for an unsecured loan. This would enable the firm to lever up in the future with a secured loan, yielding a lower interest rate.
b) Request a new interest rate at slightly above the prime rate, which is currently at 2%, because the firm has proved to be somewhat credit worthy.
c) Request a relaxation on the current covenants. One in specific limited the investments in fixed assets. If the firm is interested in growing in the near future, they will need to make investments and this covenant may hold them back. 

4.  Accounts Receivable Collection 
Another point to indicate is the company’s Accounts Receivables collection (Exhibit 5a). The company’s days in A/R decreased from 36.78 days in 1988, to 36.51 days in 1990. This change is an indication that the company is not having issues collecting on its A/R because of the fact that revenues increased by approximately 60% in the same time period. The net operating cycle has also decreased from 72.75 days to 66.11 days between 1988-1990, displaying the firms increased capabilities to turn an initial investment into cash.  Please refer to exhibits 4a, 4b, and 5a.

5. Provide Collateral
As noted earlier, the discussions between Northrop Bank and the firm have been about a secured loan. This may be an issue because Butler Lumber’s only fixed asset is the property, which is not enough collateral for a $465,000 loan. Butler Lumber does have a significant amount of inventory and accounts receivable. In 1990, its current assets amounted to $776,000, which is enough to secure the loan. Butler Lumber may have to rely on accounts receivable financing or use its inventory as collateral for the loan. 

Conclusion
In summary, we recommend the Butler Lumber Company to pursue the $465,000 revolving note from Northrop Bank for future financing needs.
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Scenario: Northop Revolver

Interest Rates Build

Year 1988 1989 1990 Q1 1991 1991E

Notes payable, bank $0.00 $146.00 $233.00 $247.00 $458.50

Notes payable, Mr.Stark $105.00 $0.00 $0.00 $0.00 $0.00

Notes payable, trade $0.00 $0.00 $0.00 $157.00 $0.00

Average Notes payable, Suburban $73.00 $189.50 $240.00 $58.25

Notes payable, Northrop $0.00 $0.00 $0.00 $343.88

Average Notes payable, Mr.Stark $52.50 $0.00 $0.00 $0.00

Average Notes payable, trade $0.00 $0.00 $78.50 $78.50

Interest Paid $20.00 $33.00 $44.44 $77.32

Interest on Suburban Note $7.79 $33.00 $9.44 $6.22

Rate on Suburban Note 10.67% 17.41% 3.94% 10.67%

Interest on Trade Payables $0.00 $0.00 $35.00 $35.00

Rate on Trade Payables 44.59% 44.59% 44.59% 44.59%

Interest Paid to Stark $12.21 $0.00 $0.00 0

Rate on Stark Note 23.25% 23.25% 23.25% 23.25%

Interest Paid to Northop $0.00 $0.00 $0.00 $36.11

Rate on Northop Note 10.50% 10.50% 10.50% 10.50%
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Scenario: $3.6 MM in Sales

Sensitivities

Interest Expense - Expose to Effective Trade Payable Rate

$127.01 25% 45% 65%

 Suburban $77.30 $77.30 $190.89

Northop $66.32 $66.32 $118.10

Interest Expense - Expose to Suburban Interest Rate

$127.01 8.0% 10.5% 13.0%

 Suburban $119.05 $126.49 $133.93

Northop $87.06 $88.86 $90.65

Interest Expense - Expose to Northop Interest Rate

$127.01 8.0% 10.5% 13.0%

 Suburban $127.01 $127.01 $127.01

Northop $78.24 $78.24 $99.72
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Scenario: Average Historical Growth

Sensitivities

Interest Expense - Expose to Effective Trade Payable Rate

$114.20 25% 45% 65%

 Suburban $70.78 $114.20 $170.00

Northop $60.86 $77.32 $97.21

Interest Expense - Expose to Suburban Interest Rate

$114.20 8.0% 10.5% 13.0%

 Suburban $106.24 $113.68 $121.12

Northop $75.66 $77.22 $78.78

Interest Expense - Expose to Northop Interest Rate

$114.20 8.0% 10.5% 13.0%

 Suburban $114.20 $114.20 $114.20

Northop $68.27 $68.27 $86.91
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Year 1988 1989 1990 1991E

Sales 1697 2013 2694 3600

COGS 1222 1437 1950 2619

Inventory 239 326 418 630

Average Inventory 211 282.5 372 524.0

Inventory Turnover 5.8 5.1 5.2 6.9

Days Inventory 63.0 71.8 69.6 53.1

Accounts Recievables 171 222 317 393

Average AR 171 197 270 355

AR Turnover 9.9 10.2 10.0 10.1

Days AR outstanding 36.8 35.6 36.5 36.0

Purchases 1278 1524 2042 2640

Accounts Payable 124 192 256 306

Average AP 124 158 224 281

AP Turnover 10.3 9.6 9.1 9.4

Days AP outstanding 35.4 37.8 40.0 38.8

Cash Collection Cycle 64.4 69.5 66.1 50.3

1) % of Sales Method with $3.6mm 1991 sales from guidance 
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Year 1988 1989 1990 1991E

Sales 1697 2013 2694 3401

COGS 1222 1437 1950 2474

Inventory 239 326 418 927

Average Inventory 211 283 372 672

Inventory Turnover 5.8 5.1 5.2 5.1

Days Inventory 63.0 71.8 69.6 72.2

Accounts Recievables 171 222 317 371

Average AR 171 197 270 344

AR Turnover 9.9 10.2 10.0 9.9

Days AR outstanding 36.8 35.6 36.5 36.9

Purchases 1278 1524 2042 2640

Accounts Payable 124 192 256 289

Average AP 124 158 224 272

AP Turnover 10.3 9.6 9.1 9.7

Days AP outstanding 35.4 37.8 40.0 37.7

Cash Collection Cycle 64.4 69.5 66.1 71.5

2) % Sales Method with average historical growth
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Liquidity Ratios
Quick Ratio

Current Ratio

Activity Ratios 1988 1989 1990
Asset Turnover 2.86x 2.74x 2.89x
Receivable Turnover 9.92x 10.24x 10.x
Inventory Turnover 5.11x 5.09x 5.24x
Payable Turnover 10.31x 9.65x 9.12x
Days in A/R 36.78 35.63 36.51
Days in Inventory 71.39 71.76 69.63
Days in A/P 35.41 37.84 40.04
Net Operating Cycle 72.75 69.54 66.11

Solvency Ratios
Debt-Assets Ratio
Debt-Equity Ratio
Time Interest Earned

Profitability Ratio

Net Profit Margin 1.69%
ROA 5.22% 4.62% 4.72%
ROE 11.48% 11.18% 12.64%










Liquidity	Ratios 1988 1989 1990

Quick	Ratio 0.88 0.72 0.67

Current	Ratio 1.8 1.59 1.45

Activity	Ratios 1988 1989 1990

Asset	Turnover 2.86x 2.74x 2.89x

Receivable	Turnover 9.92x 10.24x 10.x

Inventory	Turnover 5.11x 5.09x 5.24x

Payable	Turnover 10.31x 9.65x 9.12x

Days	in	A/R 36.78 35.63 36.51

Days	in	Inventory 71.39 71.76 69.63

Days	in	A/P 35.41 37.84 40.04

Net	Operating	Cycle 72.75 69.54 66.11

Solvency	Ratios 1988 1989 1990

Debt-Assets	Ratio 0.55 0.59 0.63

Debt-Equity	Ratio 1.20 1.42 1.68

Time	Interest	Earned 3.85 3.05 2.61

Profitability	Ratio 1988 1989 1990

Net	Profit	Margin 1.83% 1.69% 1.63%

ROA 5.22% 4.62% 4.72%

ROE 11.48% 11.18% 12.64%
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1) % of Sales Method with $3.6mm 1991 sales from guidance 

1) % of Sales Method with $3.6mm 1991 sales from guidance 

Annualize 1991 as 22.5% of FY

Annualize 1991 as 22.5% of FY

Scenario: Northop Revolver

Pro Forma Income Statement 

Pro Forma Balance Sheet

Year 1988 1989 1990 Annualized 1991 1991E

m

Net Sales $1,697.00 $2,013.00 $2,694.00 $3,191.11 $3,600.00

% Growth Sales 18.62% 33.83% 18.45% 33.63%

COGS $1,222.00 $1,437.00 $1,950.00 $2,320.00 $2,619.00

% of Sales 72.01% 71.39% 72.38% 72.70% 72.75%

Gross Profit $475.00 $576.00 $744.00 $871.11 $981.00

Gross Profit Margin 27.99% 28.61% 27.62% 27.30% 27.25%

Operating Expense $425.00 $515.00 $658.00 $777.78 $874.80

% of Sales 25.04% 25.58% 24.42% 24.37% 24.30%

EBIT $50.00 $61.00 $86.00 $93.33 $106.20

EBIT Margin 2.95% 3.03% 3.19% 2.92% 2.95%

Interest Expense $13.00 $20.00 $33.00 $44.44 $88.98

EBT $37.00 $41.00 $53.00 $48.89 $17.22

Effective Tax Rate 15.57% 15.57% 15.57% 15.57% 15.57%

Income Tax $6.00 $7.00 $9.00 $8.89 $2.68

Net Income $31.00 $34.00 $44.00 $40.00 $14.54

Net Profit Margin 1.83% 1.69% 1.63% 1.25% 0.40%
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1) % of Sales Method with $3.6mm 1991 sales from guidance 

2) % Sales Method assuming average of historical growth

Annualize 1991 as 22.5% of FY

Annualize 1991 as 22.5% of FY

Pro Forma Balance Sheet

Pro Forma 

Year 1988 1989 1990 Q1 1991 1991E

Cash $58.00 $48.00 $41.00 $31.00 $74.66

% of Sales 3.42% 2.38% 1.52% 0.97% 2.07%

Accounts Receivable $171.00 $222.00 $317.00 $345.00 $393.15

% of Sales 10.08% 11.03% 11.77% 10.81% 10.92%

Inventory $239.00 $326.00 $418.00 $556.00 $630.00

% of Sales 14.08% 16.19% 15.52% 17.42% 17.50%

Current Assets $468.00 $596.00 $776.00 $932.00$1,097.81

Net PPE $126.00 $140.00 $157.00 $162.00 $180.00

% of Sales 7.42% 6.95% 5.83% 5.08% 5.00%

Total Assets $594.00 $736.00 $933.00 $1,094.00$1,277.81

Notes payable, bank  - $146.00 $233.00 $247.00 $465.00

Notes payable, Mr.Stark $105.00  -  -  -  -

Notes payable, trade  -  - $157.00 $50.00

Total Notes $105.00 $146.00 $233.00 $404.00 $515.00

Total Notes as % of Sales 6.19% 7.25% 8.65% 12.66% 14.31%

Accounts payable $124.00 $192.00 $256.00 $243.00 $305.66

% of Sales 7.31% 9.54% 9.50% 7.61% 8.49%

Accrued expenses $24.00 $30.00 $39.00 $36.00 $40.61

% of Sales 1.41% 1.49% 1.45% 1.13% 1.13%

Long-term debt, current portion $7.00 $7.00 $7.00 $7.00 $7.00

Current liabilities $260.00 $375.00 $535.00 $690.00 $868.27

Long-term debt $64.00 $57.00 $50.00 $47.00 $47.00

Total Liabilities $324.00 $432.00 $585.00 $737.00 $915.27

Net worth $270.00 $304.00 $348.00 $357.00 $362.54

Total liabilities and net worth $594.00 $736.00 $933.00 $1,094.00$1,277.81

Interest Expense - Expose to Suburban Interest Rate

New Financing Needs $111.00

Note: the company requires an additional $110 - $143 in financing beyond the current notes

This will require some combination of Trade Notes and bank notes. 

Interest Expense - Expose to Northop Interest Rate

$344.81

EFN 313.7027
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2) % Sales Method assuming average of historical growth

2) % Sales Method assuming average of historical growth

Annualize 1991 as 22.5% of FY

Annualize 1991 as 22.5% of FY

Scenario: Northop Revolver

Pro Forma Income Statement

Pro Forma 

Year 1988 1989 1990 Annualized 1991 1991E

m

Net Sales $1,697.00 $2,013.00 $2,694.00 $3,191.11 $3,400.52

% Growth Sales 18.62% 33.83% 18.45% 26.23%

COGS $1,222.00 $1,437.00 $1,950.00 $2,320.00 $2,473.88

% of Sales 72.01% 71.39% 72.38% 72.70% 72.75%

Gross Profit $475.00 $576.00 $744.00 $871.11 $926.64

Gross Profit Margin 27.99% 28.61% 27.62% 27.30% 27.25%

Operating Expense $425.00 $515.00 $658.00 $777.78 $826.33

% of Sales 25.04% 25.58% 24.42% 24.37% 24.30%

EBIT $50.00 $61.00 $86.00 $93.33 $100.32

EBIT Margin 2.95% 3.03% 3.19% 2.92% 2.95%

Interest Expense $13.00 $20.00 $33.00 $44.44 $77.32

EBT $37.00 $41.00 $53.00 $48.89 $22.99

Effective Tax Rate 15.57% 15.57% 15.57% 15.57% 15.57%

Income Tax $6.00 $7.00 $9.00 $8.89 $3.58

Net Income $31.00 $34.00 $44.00 $40.00 $19.41

Net Profit Margin 1.83% 1.69% 1.63% 1.25% 0.57%

Note: Interest Expense is explicitly calculated based on structure of debt
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2) % Sales Method assuming average of historical growth

Annualize 1991 as 22.5% of FY

Scenario: Northop Revolver



Pro Forma Balance Sheet



Year 1988 1989 1990 Q1 1991 1991E

Cash $58.00 $48.00 $41.00 $31.00 $70.52

% of Sales 3.42% 2.38% 1.52% 0.97% 2.07%

Accounts Receivable $171.00 $222.00 $317.00 $345.00 $371.36

% of Sales 10.08% 11.03% 11.77% 10.81% 10.92%

Inventory $239.00 $326.00 $418.00 $556.00 $595.09

% of Sales 14.08% 16.19% 15.52% 17.42% 17.50%

Current Assets $468.00 $596.00 $776.00 $932.00 $1,036.98

Net PPE $126.00 $140.00 $157.00 $162.00 $170.03

% of Sales 7.42% 6.95% 5.83% 5.08% 5.00%

Total Assets $594.00 $736.00 $933.00 $1,094.00 $1,207.00

Notes payable, bank  - $146.00 $233.00 $247.00 $458.50

Notes payable, Mr.Stark $105.00  -  -  -  -

Notes payable, trade  -  - $157.00  -

Total Notes $105.00 $146.00 $233.00 $404.00 $458.50

Total Notes as % of Sales 6.19% 7.25% 8.65% 12.66% 13.48%

Accounts payable $124.00 $192.00 $256.00 $243.00 $288.73

% of Sales 7.31% 9.54% 9.50% 7.61% 8.49%

Accrued expenses $24.00 $30.00 $39.00 $36.00 $38.36

% of Sales 1.41% 1.49% 1.45% 1.13% 1.13%

Long-term debt, current portion $7.00 $7.00 $7.00 $7.00 $7.00

Current liabilities $260.00 $375.00 $535.00 $690.00 $792.59

Long-term debt $64.00 $57.00 $50.00 $47.00 $47.00

Total Liabilities $324.00 $432.00 $585.00 $737.00 $839.59

Net worth $270.00 $304.00 $348.00 $357.00 $367.41

Total liabilities and net worth $594.00 $736.00 $933.00 $1,094.00 $1,207.00

New Financing Needs $54.50

Note: the company requires an additional $54-85 in financing beyond the current notes

(This varies because of the interaction between financing and net income)

This requires use of trade financing with the Suburban line of credit but not with the Northop revolver
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Interest Rates Build

Year 1988 1989 1990 Q1 1991 1991E

Notes payable, bank $0.00 $146.00 $233.00 $247.00 $465.00

Notes payable, Mr.Stark $105.00 $0.00 $0.00 $0.00 $0.00

Notes payable, trade $0.00 $0.00 $0.00 $157.00 $50.00

Average Notes payable, Suburban $73.00 $189.50 $240.00 $58.25

Notes payable, Northrop $0.00 $0.00 $0.00 $348.75

Average Notes payable, Mr.Stark $52.50 $0.00 $0.00 $0.00

Average Notes payable, trade $0.00 $0.00 $78.50 $103.50

Interest Paid $20.00 $33.00 $44.44 $88.98

Interest on Suburban Note $7.79 $33.00 $9.44 $6.22

Rate on Suburban Note 10.67% 17.41% 3.94% 10.67%

Interest on Trade Payables $0.00 $0.00 $35.00 $46.14

Rate on Trade Payables 44.59% 44.59% 44.59% 44.59%

Interest Paid to Stark $12.21 $0.00 $0.00 0

Rate on Stark Note 23.25% 23.25% 23.25% 23.25%

Interest Paid to Northop $0.00 $0.00 $0.00 $36.62

Rate on Northop Note 10.50% 10.50% 10.50% 10.50%

Note: rate on Suburban Note is calculated from average of 1990 and Q1 1991,

where we can calculate implied rates


