
Case Study:

CASH FLOW CRISIS AT JEDDA COMPANY:

What Should Hamad Alavi Do?

Jedda Company founder Hamad Alavi was mystified.  He did not know what to do.  His company is a supplier of high tech test equipment for cellular phone signal transmission equipment.  Sales were increasing 25% per year, and his accounting reports showed that the company was profitable.  Yet, his Chief Financial Officer kept telling him that the company had no cash to pay its employees and its bills.  Before any manager in the company made a decision, they had to discuss with the CFO whether there was cash available to implement the decision.  Often, cash was not available; and managers were unable to do the “smart” thing.

Alavi talked with the venture capital firm that had invested in the company and asked them for additional investment.  They said, “No,” as they needed to see a financial plan showing how the cash would be used and how they would ultimately receive a return on their investment before they would invest additional cash in the Company.

Alavi talked with his CFO, who gave him some information on the current financial condition of the Company:

· The Line of Credit is at its maximum of 225,000 USD, and the Bank has rejected requests for increasing the limit.
· Days Sales Outstanding ratio = 75 Days.

· Inventory Turnover ratio = 2 and the trend is getting worse.
· Accounts Payable Days ratio = 95 Days, the trend is getting worse, and several vendors are threatening to change payment terms for the Jedda Company’s purchases to “Cash In Advance.”
Product development is very important at Jedda Company.  Alavi is very excited about their new product, called Radula.  Radula was to be introduced 4 months ago.  In anticipation of monthly sales of 100 units per month, the Purchasing department issued Purchase Orders for parts for 1,200 units, to arrive 100 units per month for 12 months.  To date, parts for 400 units have arrived.  The cost of parts for Radula is 300 USD per unit.

2,000 USD worth of the parts already received are obsolete as Engineering has changed the design of Radula, and these parts are no longer needed.

The Marketing department introduced Radula at a trade show 4 months ago and is advertising Radula in the monthly trade magazine at a cost of 900 USD per ad.

Unfortunately, even though they believed that Radula would be ready for production and shipment 4 months ago, Engineering still has not been able to complete the design of the product.  The Engineering Director is telling Alavi that he expects to finish the design of Radula in 2 months.

The Sales department is taking orders for Radula and has sales orders for 200 units.  The selling price of Radula is 1000 USD per unit.

Manufacturing has produced 100 units of Radula; however, those units will not work since they were based on an earlier product design that had defects.  The design has now changed.  The labor cost to produce Radula is estimated to be 100 USD per unit.  For an estimated 80 USD per unit, the Radula units already produced can be re-worked to a new design.

Machinery to build Radula has been ordered at a cost of 50,000 USD.

Not including other capital expenditures, Jedda’s other operations generate a positive cash flow of +15,000 USD per month, as average daily cash collections are 28,000 USD and average daily payments are 27,500 USD.

WHAT SHOULD HAMAD ALAVI DO?  

1. What are the 3 highest priority actions for Alavi?

2. What strategies and tactics should each department take to enable Jedda to survive the cash crisis and to prevent a similar crisis from occurring in the future?

3. Does Alavi have enough information to prepare a financial plan?  How can he use the available information?  What additional information is needed?[image: image1.png]
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