Outbound Aids Ltd


Analysing the company

This case study was originally produced to review the decisions and changes needed in this company.

We can also use it as an example of the type of financial information you may be presented with when starting discussions with a company as a consultant.  The information given has some gaps that you will need to ask questions in order to get a more complete view – but through this process you can get a good understanding of the company’s situation and problems.

So - please read the background on pages 1 to 8.  Then think about the situation, figure-out what you would do if you were the CEO at that time.  Then read what actually happened and the results on pages 9 to 18 (no peeping!).

Also think through the financial information you have been given and see if you can deduce some of the unstated problems the company has.  The ability to do this is a very valuable attribute, because it will tell you things about the company that the owners/directors have not told you, or may not even be aware of themselves!

When you have thought about this, then read page 19 – which discusses the financial situation and the issues emerging from reviewing the figures.
Synopsis

Outbound Aids Ltd is at a stage in its development when the Managing Director, Bill Steven, wishes to take stock of the situation in order to assess whether his aim of a £10 million turnover business by 2008 - four years away - can be achieved.

Clearly it is important to establish how strong the business is in terms of tackling the planned growth. The case study details information as supplied by the Managing Director to a business counsellor/consultant.

The History

In 2004, when reviewing the potential of his company, Outbound Aids Ltd, Bill Steven the Managing Director said. "I believe that we have a good team and a tight ship, everything we need as a basis for a target of £10 million sales by 2008". Bill, who is the major shareholder in Outbound Aids, had every reason to be proud of the company he owned and ran. He had started the business six years before, in 1998, after leaving the army. In 2003 - 04 sales were running at £1.24 million per annum. The workforce of 28, including 4 directors and 3 part-timers, was located in rural Cumbria in rented stone-built premises. The plans for 2004 - 05 included increasing turnover to £1.8 million, though this would cause considerable strain on the existing premises.

In March 2004 Outbound Aids was marketing clothing and equipment to provide for outbound and protection in camping and outdoor pursuits. It also offered courses at its own outbound training school. Their customers were both civilian and military, and were reached through a catalogue mail-order operation; through specialist retailers (via a wholesale operation); and through direct contracts. In addition, there was a retail shop on the premises. The products were of high quality with an attendant high price. The cachet of self-sufficiency and professional outbound was the lure for the sale of such items as sleeping bags at £150 each and charcoal filled drinking straws at £4 for five (for drinking brackish water). There were about three hundred items in the 2004 catalogue. Some of these were Outbound Aids' own-branded products; the rest were other good quality brands. No other firm could offer such a wide range of products in their catalogue.

About half the company's sales were direct retail through the mail-order catalogue. It had about 50,000 customers on the computer file. The computer system was run from a bureau at Penrith, about fifteen miles away, with direct lines to terminals in the Outbound Aids' offices. The system had been in operation for about three years and although it was quite sophisticated, the management would have liked more information to help them with their decisions. Sales orders were entered directly into the computer and from this the customer files were updated. The computer also produced stock picking lists and invoices. Recent increases in volume meant that the current system was becoming overloaded.

The mail-order customer list contained a strong element of military clientele: individuals and units who wanted to upgrade their equipment at their own expense. About 30 per cent of the mail-order retail sales went overseas and came mainly from British Forces Post Office (B.F.P.O.) addresses.

Of the total sales, 30 per cent were through trade retailers in the UK. The retail prices were recommended to be the same as in the catalogue. This meant, of course, that Outbound Aids' profit margins were lower on the retail sales. The rest of the sales came from exports and direct contracts and the outbound training school. As Table 1 shows, there were varying degrees of profitability in the different markets. 

There were four directors of Outbound Aids. Bill Steven was Managing Director and Chairman, and there was also a Marketing Director, a Contracts Director and a Production Director. The Marketing Director was also the company's landlord and owned an adjoining building which was vacant. The four shared the same office and worked well together. Bill applied to business the same leadership ethic that he had used as a Captain in the SAS. He believed in encouraging people to be responsible, feeling that this provided real motivation. He believed in delegating responsibility and fostering an environment where people were not afraid to stick their necks out, even if that meant that sometimes individuals made mistakes. There was a strong team spirit in evidence and an apparent absence of the '9 to 5' approach to work. Staff adaptability was essential to such a business, with its seasonal variations in workload.

In the rest of the workforce, some people carried responsibility for specific functional areas. The company had recently arranged for Kendal College of Further Education to provide courses for the workforce - in skills, communication and 'business'.

One way the directors had made up for their own shortcomings and lack of time was to engage outside consultants. These were used in new product design and development, and in the design and production of the catalogue. A public relations agency was also used. PR was a major form of advertising for the company.

Of the total premises, about one-quarter was used for offices, and one-quarter for packaging and despatch. There was a small shop, linked to the despatch department. The outbound school, located in a separate building a hundred metres along the road, took up about 40 per cent of space.

The 'production process' at Outbound Aids was essentially packaging and despatch. All the products were bought in or subcontracted. Finding and developing new ideas for the catalogue was a major pre-occupation. It was something that Bill had been involved in but he had less time to do this now. There was no shortage of ideas - there were currently about 150 ideas for new products. The catalogue had to contain a balance of the practical, the innovative, the exciting and the old favourites. Each product had to be of high perceived value. Outbound Aids had a number of suppliers and had experienced difficulties recently over delivery and quality. This was reflected in a lower standard of service to their own customers.

In 2003 - 04 the business was profitable (see Appendix 1). However, the profit had been much less than Bill had expected. They had their own management accounts system operated by an in-house accounts clerk. This system was not very accurate and Bill was forced to rely on 'gut feel' as well as figures. Stocks tended to be too high or too low, and the overdraft was often bumping up against the limit - particularly in times of peak demand. Sales forecasts were within 10 per cent of the planned value, but profits were considerably lower than planned.

The growth of the company had put pressure on the existing finances. The bank overdraft was currently guaranteed by the directors to a limit of £80,000. The bank would not make any increase in this limit without further personal assurances. The mail-order business was cash-with-order but the other outlets required credit facilities of two months.

2004-05 was going to be a time of major decisions for the business. Bill knew that he had to ensure a strong financial base for the company. He had looked at nine different strategies for growth and was considering two of them in detail. He felt that growth could come from more penetration of the civilian market and from better-designed 'own-label' products of high value in the catalogue. He also had his eye on the American market.

The overall plans for growth are shown in Table 2. Bill was confident of Outbound Aids' ability to grow even though, for the first time, some genuine competition was appearing. Bill considered that the key decisions to be made were:

1. How to strengthen the financial base of the business.

2. How to provide sufficient space for expansion.

3. Whether to buy an in-house computer (estimated cost £50,000).

4. How to improve the overall effectiveness of the staff.

Questions

1. How strong is this company in relation to its planned future growth?

2. What actions, if any, should be taken to improve the base of the company?

Table 1
Analysis of year 2003 - 04 contribution to net profit (in £1,000s)

	
	Mail Order & Retail
	Trade
	Export
	Direct Contract
	School
	Total

	Sales (£1,000s)


	650
	(53%)
	368
	(30%)
	94
	(7%)
	90
	(7%)
	36
	(3%)
	1,238

	Gross Contribution
	268
	(41%)
	99
	(27%)
	27
	(29%)
	35
	(39%)
	
	
	429

	Direct expenses


	106
	
	40
	
	12
	
	9
	
	5
	
	172

	Net contribution


	162
	
	59
	
	15
	
	26
	
	(5)
	
	257

	Overhead Share


	113
	(53%)
	64
	(30%)
	16
	(7%)
	15
	(7%)
	6
	(3%)
	214

	Net profit before tax and Interest
	
	49
	
	(5)
	
	(1)
	
	11
	
	(11)
	43


Table 2a
Analysis of year 2004 - 05 budget contribution to net profit (in £1,000s)

	
	Mail Order & Retail
	Trade
	Export
	Direct Contract
	School
	Total

	Net contribution
	
	237
	
	75
	
	37
	
	48
	
	12
	409

	Overhead share


	
	133
	
	74
	
	28
	
	22
	
	9
	266

	Net Profit
	
	104
	
	1
	
	9
	
	26
	
	3
	143


Table 2b
Projection and Targets

	Financial Year
	Turnover £
	Gross Profit %
	Net Profit %
	Net Profit £

	2004-05
2005-06
2006-07
2007-08
	1,800,000

3,600,000

6,480,000

10,000,000
	37

37

37

37
	10

10

10

10
	180,000

360,000

648,000

1,000,000


Appendix 1

Outbound Aids Limited

Profit and Loss Account for the year ending 31 March 2004
	
	2004
£
	2003
£

	Turnover

Cost of Sales


	1,237,847

(808,702
	787,063

(520,416)

	Gross Profit

Distribution Costs

Administration Expenses


	429,145

(83,045)

(303,431)
	266,647

(56,824)

(172,484

	Operating Profit

Interest receivable

Interest payable


	42,669

(11,543)
	37,339

339

(2,745)

	Profit on Ordinary Activities before Taxation

Tax on profit on Ordinary Activities


	31,126

(9,267)
	34,993

(9,939)

	Profit on Ordinary Activities after Taxation

Retained Profit, beginning of year

Capitalisation Issue


	21,049

28,994

(25,000)
	24,994

4,000

	Retained Profit, end of year
	25,043
	28,994


Appendix 2

Outbound Aids Limited

Balance Sheet as at 31 March 2004
	
	2004
£
	2003
£

	Fixed Assets

Tangible fixed Assets


	50,233
	45,818

	Current Assets

Stocks

Debtors

Cash at Bank and in hand
	170,124

108,033

488

278,645
	149,417

76,564

378

226,359

	Creditors: Amounts falling due within one year


	(266,121)
	(232,844)

	Net Current Assets (Liabilities)


	12,524
	(6,404)

	Total Assets less Current Liabilities


	62,757
	39,333

	Creditors: Amounts falling due after more than one year


	(1,883)
	

	Provisions for Liabilities and Charges


	(9,020)
	(9,338)

	Net Assets


	51,044
	29,995

	Capital and Reserves

Called up Share Capital

Profit and Loss Account


	26,001

25,043
	1,001

28,994

	Total Capital Employed
	51,044
	29,995


Appendix 3

Outbound Aids Limited

Statement of Source and Application of Funds 
for the year ended 31 March 2004
	
	2004
£
	2003
£

	Source of Funds

Profit on ordinary activities after taxation

Add (deduct) items not involving cash flow during the year

· depreciation

· (profit) loss on disposal of tangible fixed assets

· deferred taxation charge (credit)

Total Funds from Operations


	21,049

9,217

3,131

(318)

33,889


	24,994

5,682

(379)

8,029

38,326

	Proceeds from disposal of tangible fixed assets

Increase in HP creditor
	2,570

1,883

38,342
	3,768

42,094

	Application of Funds

Purchase of tangible fixed assets at cost

Repayment of long term loans

Increase in net current assets as shown below


	19,333

19,009

38,342
	32,040

5,204
3,959

42,094

	Increase (Decrease) in Net Current Assets

Stocks

Debtors

Creditors falling due within one year


	20,707

31,469

(5,555)

46,621


	119,683

26,469

(98,048)

47,294

	Movement in net liquid funds

· cash at bank and in hand

· bank overdraft
	110

(27,722)

19,009
	(26,822)

(16,513)

3,959


The Analysis  

The case study on Outbound Aids Ltd describes the base potential for development of the company at 31 March 2004. At this time the management of Outbound Aids saw a need for development as a result of:

· lack of financial expertise in the management team.

· lack of accurate management information and an inadequate computing arrangement.

· poor profitability in some areas of operation.

· an overdraft facility of £80,000 secured by directors' guarantees, which the management felt was unsatisfactory.

The company wanted to progress towards its stated target of £10 million turnover by 2008 by:

· improving profitability.

· changing bank to one where a larger overdraft could be secured on the banks evaluation of the potential of the business.

· moving to premise with enough space for expansion.

· improving functional skills in the company.

Resources

The resources that were available in the company in March 2004 were as follows:

5. Technology


At the time, Outbound Aids was using a computer bureau in Carlisle to which it was connected by a specially rented telephone line. Because of rapid growth, this facility was no longer adequately serving the company's needs, and it was considered necessary to obtain the company's own in-house computer.

6.  Physical Assets


The company was operating from rented premises that were no longer adequate.

7. Human Resources 
The company was happy with some aspects of staffing but there was a perceived shortage of specialist skills in the following areas:

a. Finance. There was a shortage of financial expertise which had been highlighted by the auditor's recommendation.

b. Buying/quality control. 

c. Management. There was no 'middle management' or succession. 

d. PR and design. External specialists were being used increasingly in the areas of graphics, PR and product design. 

e. Selling and computing. There was a perceived need for higher levels of staff training in other disciplines, such as selling and computer operation.

8. Products
The product base was strong, but to obtain more of the specialist products the company wanted, it was felt that the design input should be increased. The policy at the time was to extend the catalogue rather rapidly, but there was an awareness that an optimum size of catalogue exists. The present range of products handled was in the region of three hundred.

Experience

In the fields of general management and marketing, the company's experience was good. There was a perceived lack of expertise in developing new products and in financial areas, and a lack of experience in raising capital. The use of external specialists in graphics, PR and product design had helped in those areas.

Control

The control base is the extent to which accompany is on top of its business. In Outbound Aids, the Management Information System (MIS) lacked accuracy, and the manager was forced to rely on 'gut feel' as well as figures. There was an awareness in March 2004 that tighter controls over finance, stock and budgeting were necessary. It was felt that detailed marketing analysis was weak, and that the MIS did not facilitate decision making, although attempts wee made to use it to guide business. Plans for achieving targets were not very formalised, although a corporate plan and a marketing strategy review existed. Although the forecast of turnover was accurate to within 10 per cent, the profit forecasts were not good. The organisation was, however, developing a professional management team, and had plans for obtaining the company's own computer, which would ameliorate many of these problems.

Ideas

Any business without ideas is unlikely to have much potential for growth. In Outbound Aids there were many ideas, 150 for new products and 9 for possible company strategies. Two of these strategies were being investigated in detail, and plans were in existence for their implementation.

Leadership

One of the company's main strengths was in its leadership. Internal communication was good. The managing Director believed in delegating responsibility and fostering an environment where people are not afraid to stick their necks out, even if that means that individuals make mistakes occasionally. There was a strong team spirit evident and an apparent absence of the '9 to 5' approach to work. The attitude to change was positive and the style of management was people - rather than task - oriented. Staff adaptability is essential in a small business with seasonal variations in workload, The charisma and enthusiasm of the Managing Director appeared to be a very positive binding force in this company.

The particular strengths of the Managing Director were as follows:

· Confidence in his ability to lead.

· An ability to think problems through thoroughly and assess the advantages and disadvantages in any particular course of action.

· An awareness of the importance of staff communication and motivation - the ability to run a 'tight ship'.

· Recognition of the weaknesses as well as the strengths of the company, and a willingness to bring in specialist help where necessary to overcome these.

Problems

Profitability was low, and the management felt that any company development had to be self-financing as Outbound Aids was under capitalised and financed largely by its retail operation. The relationship with the bank in March 2004 was less than satisfactory, as the bank was unwilling to increase further what it clearly regarded as long-term capital.

The problem of premises was acute. There were two available options - to remain in the village of Morland for another year while subcontracting out packing and despatch to a fulfilment house, or to move to Penrith, where the whole operation could be accommodated under one roof.

It was considered essential to install a mini-computer quickly. It was felt that this would considerably enhance efficiency and allow a larger turnover to be achieved without a significant increase in staff levels.

This step would require further staff training. The company already had an arrangement with Kendal College of Further Education for staff training courses, which the employees were encouraged to attend. The continuation of this relationship was considered important, as the Managing Director felt that staff training was the key to efficiency and thence success.

Solutions

During the year 2004 - 05 the following solutions were found to these problems.

9. Finance
The bank was changed to one where borrowing was more easily obtainable, and where it was felt the strengths of the company (i.e. leadership, potential, enthusiasm and commitment) were taken into account in the bank's assessment of the situation.

10. Profitability
The company reduced its loss-making operations by transferring the running of the Outbound School courses to the Outward Bound School in Ullswater, while retaining the booking agency and responsibility for course structure. The Outbound School had taken 25 per cent of management time, and it was possible to reduce staff numbers by four as a result of this move.

11. Premises
During the year, the premises next door to Outbound Aids became vacant, and the company was able to lease them. This effectively provided the accommodation required for immediate future expansion.

12. Computer

In November 2004 a mini-computer was obtained on hire purchase at a total cost to the company of £55,000. Sixteen desk-top terminals provided access to the machine, and a Data Processing Manager was appointed. The computer now controls and monitors the customer processing, stock control, mailing list and finance of the company. Word-processing is being added to the computer currently. This development should improve the quality if management information and financial control and will be adequate for the company's needs for the foreseeable future.

13. Training
Staff training at Kendal continued during the year, and there are now plans to incorporate elements of management and leadership training into the structure of the courses, as well as training in computer operation.

Conclusion

Outbound Aids represents an example of development problems in a small company with a rapid growth rate in terms of sales that is not equalled by a corresponding growth in capital resources and profitability. The difficulties of attempting to advance on a wide front in a small business are clearly demonstrated. A solution is shown in the company's decision to discontinue pouring management time into running courses that make a financial loss. The management information and accommodation problems have been solved.

It can be seen that Outbound Aids Ltd still has some way to go before it solves all its problems. The trade operation will continue to be a drain on the company's finance until such time as the capital base is strong enough to reduce the overdraft necessary to service it at present, or the operation is terminated. Another possible course of action would be to increase catalogue prices across the board by between 5 and 10 per cent, which would, assuming that the market could bear the increased price, be reflected directly in company profitability and eliminate the need for the overdraft to service the trade operation.

Update on company performance 2005
Performance in 18 months to September 2005:

· Turnover approximately £2 million, net profit before tax approximately £ 40,000.

· 25 staff.

· Mailing list of 100,000 new additions at the rate of 1,000 entries per week.

· Receiving 200 orders per day.

· Expected sales in November 2005 amounted to £0.25 million.

· Computer system fully installed and working (at a cost of £46,000). Now copes easily with current load, and capable of taking at least a three-fold increase in throughput without additional staff.

Performance to date has been within 3 per cent of the target figures given to the bank (i.e. less than the internal targets shown in the case study).

Strategic actions over the last six to twelve months have been:

1.
Shedding 50 per cent of trade accounts, losing bad payers and small orders.

2.
Opening own shop on Euston station. Estimated turnover £0.5 million in its first year of trading.

3.
Increasing sales through the NAAFI outlets.

Strategic plans for 2005 - 06 included the development of export markets outside B.F.P.O.

Update on Company Performance 2008
The latest audited figures to 30 September 2007 showed a turnover of £3.4 million, and a net profit before tax of £183,600. After tax of £64,900 and a declared dividend of £27,000, the retained profit amounted to £92,600.

Staff levels had increased to 36 full time.

The mailing list stood at approximately 70,000 through regular pruning, which ensures that all accounts are considered 'live', that is likely to produce at least one order per annum.

Strategies and other developments
1. Further computer enhancements introduced at a cost of £78,000.

2. The original partner and co-shareholder resigned in 2006, (Bill Steven bought him out and now holds all except one of the shares).

3. A third retail outlet in Kendal, Cumbria opened - through the purchase of an existing business.

4. In 2007 a new distribution warehouse centre was opened in nearby Appleby.

5. A outbound club was established in 2007 under the sponsorship of the company - current membership 1300. Annual overseas expeditions serve to promote the company and provide an opportunity to test new products in the field.

Summary for future strategic plans

1. To develop the mail-order business to what is thought to be an attainable level of turnover of £3 million per annum.

2. In the longer term, say over the next 10 years, to increase the number of retail outlets. A chain of 7 - 10 outlets is ultimately envisaged.

3. To reach a target turnover in year to September 2008 of approximately £4.5 million, retaining the balance between mail-order, retail, trade and contract business - approximately one third each.

Appendix 1

Outbound Aids Limited

Profit and Loss Account

For the year ending 30 September 2007
	
	2007
£

	Turnover

Cost of Sales


	3,424,130

(2,204,866)

	Gross Profit

Distribution Costs

Administration Expenses


	1,219,264

(91,459)

(931,112)

	Operating Profit

Interest Payable


	196,693

(13,133)

	Profit on Ordinary Activities before Taxation

Tax on profit on Ordinary Activities


	183,560

(63,900)

	Profit on Ordinary Activities after Taxation

Dividends paid


	119,660

(27,000)

	Retained Profit for the year

Retained Profit, beginning of year


	92,660

97,344

	Retained profit, end of year
	190,004




Appendix 2

Outbound Aids Limited

Balance Sheet as at 30 September 2007
	
	2007
£

	Fixed Assets

Tangible fixed Assets


	183,994

	Current Assets

Stocks

Debtors

Cash at Bank and in Hand
	582,400

300,138

2,475

804,013

	Creditors: Amounts falling due within one year
	(797,981)



	Net Current Assets (Liabilities)


	87,032

	Total Assets Less Current Liabilities


	271,026

	Creditors: Amounts falling due after more than one year


	(44,021)

	Provisions for Liabilities and Charges


	(11,000)

	Net Assets


	216,005

	Capital and Reserves

Called up Share Capital

Profit and Loss Account


	26,001

190,004

	Total Capital Employed
	216,005




Appendix 3

Outbound Aids Limited

Statement of Source and Application of Funds 
for the year ending 30 September 2007
	
	2007
£

	Source of Funds

Profit on ordinary activities after taxation

Add (deduct) items not involving cash flow during the year

- depreciation

- (profit) loss on disposal of tangible fixed assets

- Total Funds from Operations


	119,660

61,000

372

181,032

	Application of Funds

Purchase of tangible fixed assets at cost

Proceeds from disposal of tangible fixed assets

Hire Purchase contracts taken out

Net expenditure on fixed assets

Payment of Dividends


	106,043

(3,378)

(10,348)

93,127

27,000

	Increase (Decrease) in Net Current Assets

Stocks

Debtors

Creditors falling due within one year


	92,900

147,041

(258,695)

	Movement in net liquid funds

- cash at bank and in-hand

- bank overdraft
	1,972

77,687

60,905

	Total Application of Funds
	181,032


The Financial Analysis

Page 5
Table 1 reveals that margins on Trade and Exports are low at 27% and 29% respectively.  
Anything less than 30% for a company not requiring much marketing/brand promotion should ring alarm bells.

Table 2a shows that after allocating overheads that Trade has a very poor return, whilst the star performer is Direct Contract.
Page 6  Administration costs have shown a big increase – needs examining.  Also try to check what level of drawings/salaries/expenses the owners/directors have made – excessive payments will obviously distort the final figures and could lead to an incorrect analysis being made.

The capitalisation of £25,000 from the P&L account is not important, but why have they done that? – it means they cannot in future take it out of the company as a dividend.

Page 7 – the Balance Sheet.  Normally there should be several pages of notes to the accounts – ask to see them, as that’s where all the juicy facts are!  


A review of this page reveals that the stock level has got better at 76 days (stock ÷ cost of sales x 365) from 104 days in 2003.  Debtors ageing figure of 27 days looks good until you realise that 52% of sales are mail order/retail which are probably cash on sale – which makes the true debtor ageing figure nearer to 57 days.  Remember to compare apples with apples – debtors on balance sheet have VAT included whilst sales on the P&L are net.

The frightening statistic are re the creditors – this is where you need the notes to strip out the overdraft and any director’s loans, to establish what the true external trade & tax creditors are.  Assuming that the overdraft is the max £80K, this means that true creditors are £186K giving a Quick ratio of 0.58 (Debtors 108K + Cash 0.5K ÷ creditors £186K).  If the £186K is a true reflection of external creditors (need to see the notes to the accounts), then the company could be near to being technically insolvent – definition of insolvency is when the company can no longer meet all creditor liabilities as they fall due.  So you will know by looking at this Quick Ratio that the company is under pressure from creditors – which is also why the bank does not want to increase lending without personal guarantees.

It is clear that the company is operating very close to the edge, and needs to take quick action to ensure survival.  With no real liquidity reserves, the company is vulnerable to any shocks that may come.  It certainly cannot contemplate any growth that would increase its need for more working capital.  In fact, the company should be looking to cut-out some of the low margin business it has, especially if that would allow the company to make significant cost and cash savings.  Also seeking alternative sources of funding is important – to provide the company with some breathing space whilst it makes the changes that are necessary to re-balance and re-position the business. 

These were the changes the company actually made, which as can be seen from the 2007 accounts, resulted in the company growing strongly – both in sales turnover and profitability.  We can’t see from the 2007 balance sheet what the bank borrowings are (you will need to look at the ‘notes’ for that), and what the Quick Ratio would be – but we have hope that the company has learned a lesson and is not operating quite as close to the edge as it was in 2004.  Remember; a company without liquidity reserves is like a car without springs – the first pothole it hits could knock it out!
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