Guillermo’s Furniture Manufacturing Case Study
BACKGROUND

While many people know that Sonora, Mexico is a beautiful vacation spot, it is also one of the largest furniture manufacturing locations in North America. Guillermo Navallez has made furniture for years in a factory near his Sonoran home. The Sonoran area has a good supply of timber for the variety of tables and chairs produced by his company. Labor in the area was also relatively inexpensive. In addition, he priced his handcrafted products at a slight premium for the quality they represented. Navallez’ company, Guillermo Furniture Manufacturing produced two kinds of furniture: Mid Range furniture designed, manufactured and priced for the mid range consumer markets and High End furniture, designed, manufactured and priced for the high end markets.  Overall, life was good for Navallez and for his company Guillermo Furniture Manufacturing (GFM).

All of that was true until last year when two forces combined to cause a large dent in GFM’s business. First, a new competitor from overseas entered the furniture market. Using a high-tech approach, this foreign competition provided furniture, similar to GFM’s, but to exact specifications, with slightly higher quality and rock-bottom prices. Second, the sleepy communities in Sonora woke up. One of the largest retailers in Mexico relocated their headquarters to within a few miles of GFM and its influence had expanded considerably. With inexpensive housing, mild weather, beautiful scenery, un-congested roads, a new International Airport, and plenty of development, an influx of people and jobs had raised the cost of labor substantially. GFM, seeing its labor turnover increasing, needed to respond to the challenge by raising the labor rates for many employees. This increase in cost also came at a time when the competition began driving down the prices for the furniture that GFM manufactured.  As a result, profit margins began to suffer.   
After doing some research on his competition to see how they were handling these changes, it became clear to Navallez that many of his competitors were beginning to merge and consolidate into larger organizations. Given a history of being an independent company, Navallez did not relish the idea of being acquired by a larger competitor and then retired as the new company squeezed every peso it could out of the overhead costs. Navallez was also not looking to expand his management responsibilities by acquiring another organization.  He believed that such a strategy would affect his time with his family in ways that he would not enjoy.
Navallez then spent some time looking at the foreign competition and their high-tech solution. Essentially, their production utilized computer controlled laser lathes to produce exact cuts in the wood. Highly automated, the plant in Norway uses very little labor with these various 3, 4 and 5 axis machines performing even the precise movement and assembly functions. The cost of the technology is immense (estimated at $4,000,000).  However, the reduction in labor that results from these machines and the technology is equally as substantial.  The use of this equipment also helps in production scheduling allowing production to shift smoothly between production runs, and allowing the factory to be run on a 24 hour basis. Navallez noted that converting his manufacturing processes to this model would be expensive, but he also saw how he could also decrease dramatically his production costs.
While talking to some of his distributors about their wants, Navallez noted another idea that appealed to him. A second competitor, currently operating only in Norway, had been looking for channels to distribute into North America. This second potential rival, however, did not operate furniture outlets and instead relied on chain distributors. Navallez wondered if he could coordinate his existing distributor network and essentially become a representative for this other manufacturer.  Such a decision would mean abandoning the manufacturing of the mid-grade products, and shifting from primarily manufacturing to primarily distribution with secondary manufacturing capacity for the high end products.
In addition, Navallez had another opportunity for GFM to pursue.  Despite being behind his competitors in terms of manufacturing capability, Navallez did possess an asset that had some value within his industry.  During the early stages of his company’s development, Navallez had developed a process for creating a coating for his furniture. This product, when applied during the various stages of the production process, resulted in furniture that was flame-retardant, stain-resistant and better looking than non-coated furniture.  Navallez believes his patented coating mixture and application process could be of value to other furniture manufacturers within his industry and, through licensing of the product, could provide GFM with an additional revenue source. 
ASSIGNMENT

After assessing the situation, Navallez has decided to engage your firm to review his market assessment, his organization, and his manufacturing process and provide a series of recommendations as to what strategic steps he should take in order to maximize his company’s earnings potential.  


Your assessment should provide not only recommendations but specific steps that should be undertaken in order to achieve these recommendations.  The only information you have is contained within this document and the excel spreadsheet provided as an attachment to this document. Your recommendations should take the form of a written report addressed to the Board of Directors of Guillermo Manufacturing Company and an oral presentation made to the Board.


The Board will evaluate your oral presentation on the following basis:

	Item
	Description
	Weight

	1
	Relevancy to the stated objective
	20

	2
	Appropriateness of examples as an illustrative vehicle
	10

	3
	Creativity
	10

	4
	Evidence of substantive research and how well you understand their business
	20

	5
	Identification of Financial Principles
	20

	6
	Practicality of the solution
	20


Team Instructions
You are to prepare a report and management presentation to the GFM Board of Directors.  After briefly evaluating the situation your team has determined that there are four alternatives available to GFM:

Alternative #1 – Buy the hi tech manufacturing equipment and begin competing with the Norwegian company in both the mid-range and high end products.  This would involve outlaying $4M in capital for the equipment.  

Alternative #2 – Abandon the mid range market, continue to manufacture the high end products using current manufacturing methods and enter into a distribution agreement with the other Norwegian company for their products.  

Alternative #3 -  Abandon the mid range market, buy the hi tech manufacturing equipment and manufacture the high end products using that new equipment to compete with the Norwegian company and enter into a distribution agreement with the other Norwegian company for their products.  

Alternative #4 – Abandon the mid range market, continue to manufacture the high end furniture markets using the old manufacturing methods, enter into a distribution agreement with the other Norwegian company for their products and sell the license rights to the coating technology to all competitors in the marketplace.  

Based on those alternatives these are the things you will need to determine and discuss:

1. Complete the WACC on the attached Excel Model for GFM.  The WACC is shown on the workbook “WACC” and is highlighted in yellow.  To do this, you will need to determine the Kd, Kp, and Ke like you did in the previous week.  

2. Given that in Alternatives #1 and 3, GFM needs to raise $4M in capital for this equipment and wants to maintain a capital structure of 50% debt, 40% common and 10% preferred, what are the $ levels of each of these categories?  In other words, if you need to raise $4M for the equipment and after you have done this you want your capital structure to be 50% debt, 40% common and 10% preferred, then how much debt will you need to take on, how much common stock will you need to sell and how much preferred stock will you need to sell to raise the $4M?  Fill in the yellow highlights on “Capital Structure” workbook.  You should assume that debt, common and preferred are all readily available as sources of capital.  You’ll need these amounts to calculate the interest expense coming up.
3. Using the WACC determined in #1, calculate the Payback, NPV and IRR for each of the FOUR alternatives shown on the “Proposal” workbook.  You’ll have to calculate the cash flows for each (see yellow highlights).  Note that cash flows are assumed to be 71% of Revenues for each of the alternatives.   

4. Complete the income statements shown for each alternative for their first year.  Those are at “Income Statement” workbook.  Fill in the yellow highlights for Revenue and interest expense. You’ll also have to calculate EBITDA for each and comment on whether the EBITDA from each alternative is enough to cover the interest payments. 

5. After you have done all this, you can now apply your thought process.  You’ll need to outline each alternative to the board.  Which alternative(s) do you recommend to the board?  And why?  Is it the one that generates the most income?  Or is it the one that has the greater NPV or IRR?  

6. In your presentation, show all this. Show the Income statements from each.  Show the cash flows from each.  Make a recommendation and support your recommendation. Explain the difference between Net Income and EBITDA. Provide the board with a three year forecast of what the revenue and EBITDA would look like with the selected investment contrasted against what it would be if they simply stayed the course.  To do this you will have to make certain assumptions about each of the cost elements of that investment recommendation (ie) increases in labor costs for wage increases (might have to be higher than the norm because of the area), % increases in material, rent, etc.  You might want to comment on whether the alternative has a higher degree of operating leverage than the current.   Comment on the riskiness of each of the alternatives (risk v. return).  Get creative on anything else you think is relevant and important.

7. You will need to cover 20 minutes so it should have some “umph” to it.

8. No need to have everyone present but everyone on your team should be able to respond to questions from the Chairman of the Board (me) if asked.    

