Progress Test 2 – Working Capital Management

Answer 1

(a)
The efficient management of trade receivables can have beneficial effect on both the liquidity and profitability of a business. Often, a business will rely on cash generated from trade receivables to meet its running costs. Any failure to collect the amounts owing from credit customers at the due dates can, therefore, create problems for the business in meeting its obligations to suppliers, employees and so on. Where a business is growing, cash will be needed to sustain the increasing scale of operations. Unless cash due from trade receivables is received on time, it may prevent the business from investing further in non-current assets and inventories: this, in turn, may restrain the rate of growth.
The management of trade receivables can have a significant effect on profits. An opportunity cost is incurred by investing in this type of asset as the cash foregone can normally be used for other profitable purposes. However, there may also be costs involved in not providing trade credit, such as lost sales and lost customer goodwill. The managers of a business must try to balance these different costs to ensure that the level of investment in trade receivables is optimal.
(b)
The main elements of trade policy are:
Terms of trade

A business must decide which customers should receive credit, the amount of credit to be given to particular customers and the credit period allowed. These terms of trade will be influenced by a variety of factors including industry norms, the relative bargaining power of suppliers and customers and the marketing policies adopted by the business.
Cash discounts

Cash discounts are often offered to customers to encourage prompt payment. However, such discounts can be an expensive form of incentive for a business to offer.
Collection policy

A business should have efficient systems for collecting outstanding receivables. This means a good accounting system that invoices credit customers promptly and sends out statements and reminders at appropriate intervals. The accounting system should produce key management reports, such as ageing schedules of receivables, to ensure close monitoring of the amounts outstanding. There must also be a clear policy concerning late payers. Appropriate procedures should be in place to chase delinquent credit customers and to penalise them, if necessary, through the withdrawal of future credit or by charging interest on overdue amounts.
Small business

A small business may lack the financial skills and/or the financial information systems to make informed decisions on trade credit policy. They may also be in a weak bargaining position, particularly when dealing with large credit customers. As a result, each of the elements of trade policy identified above can create problems. In particular:
· A lack of skills or information may make it difficult to decide which customers should receive credit and the amount of credit that should be allowed. Furthermore, negotiations with customers with significant bargaining power may result in offering more credit and longer credit periods than is prudent.

· There may be a lack of awareness of the real cost of offering cash discounts. They may also be at risk of larger businesses taking cash discounts even though the amount owing is not paid within the stipulated period.

· Tight control over debt collection may be impossible. Inadequate resources, skills, and information systems as well as a weak bargaining position can all conspire to produce high levels of late payments and bad debts.
(c)
Debt factoring involves a specialist financial institution taking over the normal credit control functions of a business, including debt collection. The financial institution, or factor, will usually be prepared to undertake credit investigations and to advise on the credit status of potential customers. The factoring service may also include responsibility for any bad debts, however, this will depend on the particular agreement reached with the client. In addition to the services described, the factor will normally be prepared to offer finance to the client up to a maximum of 80% of approved trade receivables.
Debt factoring offers a number of potential advantages for Cedrus Co including:

· an efficient credit control function

· savings in direct credit administration costs

· the release of key staff for other operational activities

· a financing arrangement that changes ‘spontaneously’ with changes in sales
However, factoring also has potential drawbacks. It can be expensive and can also lead to a loss of control over the sales ledger. This latter point may be a key issue in the factoring decision as many businesses view their relationship with credit customers as vitally important. The managers of a business may therefore be reluctant to allow other parties to become involved in any aspect of this relationship. Whilst it is possible for a business to hide a factoring relationship from its customers, the risk remains that decisions taken by a factor will upset customers.
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(b)

Report

To : Ms Smith

From : Assistant

Subject : Proposed working capital policy changes
To include:
· Comment that cash flow is improved by almost a quarter of a million pounds if the proposed changes are made.

· Problems appear to have arisen because credit and stock control have not been adequate for increased levels of turnover.

· Liquidity: current ratio was 0.95:1 (all current assets to trade and other creditors), will be around 1.2:1 under both options. Perversely, ratio looks to improve even if company takes no action and causes an overdraft. This is because of high debtors and stock levels. Moral: high current assets do not mean high cash. Cash ratio is perhaps a better measure.

· Customers’ days last year was 45, forecast to rise to 53 on current policies despite ‘official’ terms being 30. Company could perhaps look to improve its credit control before offering discounts.

· Suppliers’ days were 46, forecast to rise to 52. Are discounts being ignored? Are relationships with suppliers being threatened?*

· Dramatic increase in inventory levels forecast: 50 days last year, 71 days forecast this year. If change implemented, inventory will still be 67 days.*

· Operating profit percentage forecast to fall to 25.5% from 281.1% if no changes made. Percentage will fall to 27.4% if changes implemented; a fall probably acceptable if cash flow improved and overdraft interest saved.

· Non-financial factors include relationships with customers and suppliers.

· Other financial factors, is increase in turnover sustainable?

*Using cost of sales figures including depreciation.
