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1.1. Introduction

One of the most important area in the day-to-day management of the
firm is the management of working capital Working capital management is
the functional area of finance that covers all the current accounts of the firm,
It is concerned with the management of the level of individual current assets
as well as the managemerit of total working capital. Procurement of funds
is firstly concerned for financing working capital requirement of the firm,
secondly for financing fixed assets.

Working capital refers to the funds invested in current assets, ie,
investment in stocks, sundry, debtors, cash and other current assets. Current
assets are essential to use fixed assets profitably.

Working capital management is concened with the problems that
arise in attempting to manage the current assets, the current liabilities and
interrelationship that exist between them. The term current assets refer
to those assets which in the ordinary cause of business can be, or will be
converted into cash within one year, withoutundergoing a diminution in
value and without distrupting the operations «f the firm. The major current
assets are cash, marketable securities, accourts receivable and inventory.
Current liabilities are those liabilities which ar intended at their inception
to be paid in the ordinary course of business, wihin a year, out of the current
assets or eamnings of the concern, The basic curent liabilities are accounts
payable, bills payable, bank overdraft and outstinding expenses,

“The goal of working capital management i2o manage the firm's current
assets and liabilities in such a way that a satisfacory level of working capital
is maintained.” This is so because if the firm camot maintain a satisfactory
level of working capital. It is likely to become irvestment and may even be
forced into bankruptey. The current assets should»e large enough to cover its

Tintroduction fo Working
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current liabilities in order to ensure a reasonable margin of safety. Each of the
current assets must be managed efficiently in order to maintain the liquidity
of firm while not keeping too high a level of any one of them.

Each of the short-term sources of financing must be continuously
mmgedtummmntmoyaunbtatmdmdmedinﬂ'mbeslpoaaiblewa}r.

“The interaction between current assets and current liabilities is therefore
&l!mainthemenf&re&myﬂfwm:apﬂﬂmagﬂmt'

Thebmfcingredimnfﬂmme&ynfmﬂcmgupilalmugeumtmy
be said to include its definition, need, optimum level of current assets, the
trade off between profitability and risk which is associated with the level of
current assets and liabilities, financing-mix strategies and so on.

1.2. CONCEPTS AND DEFINITIONS OF WORKING CAPITAL

There are many classifications in use out of which a few important areas
are as below: i

() From the point of view of concept

(1) From the point of view of time.

From the point of view of concept the term working capital can be used
in two different ways:

(a) Gross Working Capital (GWC)
(b) Net Working Capital (NWC)

The term gross working capital refers to investment in all the current
assets taken together. The total of investments in all current assets is known
as gross working capital.

The term net working capital can be defined in following two ways:

1. The most common definition of net working capital (NWC) is the
difference betweencurrent assets and current liabilities,

NWC=CA-CL

where
CA = Current Assets
CI = Current Liabilities
2. The alternate. defnition of NWC is that portion of current assets

which is financel with long-term funds. (Means part of those
current assets wivse liability does not lie with current liabilities).

NWC is commonly defined as the difference between current assets and
current liabilities. Efficieniworking capital management requires that firms

should operate into sameimount of NWC, the exact amount varying from
| firm to firm and dependirg among other things, on the nature of industry.



The justification for the use of NWC to measure liquidity is based on
the premise that the greater the margin by which the current assets cover the
short-term obligations, the more is the ability to pay obligations when they
become due for payment. _

The NWC is necessary because the cash outflows and inflows do fiot
coincide. In other words, it is the non-synchronous nature of case flows that
makes NWC necessary.

In general, the cash outflows resulting from payment of current liabilities
are relatively predictable. The cash inflows are, however, difficult to predict.

Tlrhukofﬂmﬁmdalmmmguinmmgmgmkmgupi
e!ﬂcimﬂyis-tumwmmfﬁdemﬁqddﬂyinhumﬁmd&mmhrpﬁm
Mﬁquidil}fu{nhuﬂnuaﬁmhmmmdbyimlhlmymuuufyﬂmm
obligations as they become due. The three basic measures of a firm's overall

idity are:

(/) Current ratio

(fi) Adid test ratio

(fif) Net working capital
Huﬂmmﬂﬁummmyuﬁulmhter—ﬁmmmp&mmuf

liquidity. Net Working Capital (NWC) as a measure of liquidity is not very
mﬁdhrmpurﬁrgﬂmpﬂfumo{di&amlﬂmhutithquihumﬁzl

for intemal control. The NWC helps in comparing the liquidity of the same

firm overtime. For the working capital management. NWC can be said to
mmurﬂuﬁqmdﬂ}rufﬂmﬁmlnuﬂurwmds,Haegnalofworkhguapital
management is to manage the current assets and current liabilities in such a
way that an acceptable level of NWC is maintained.

From the Point of View of Time

From the point of view of time, working capital can be divided into
R S et

(a) Permanent working capital

(b) Temporary working capital

(a) l’ﬂmmt%king&pihl:ltnlmmfmstulhehardmwoﬂthg
capital. It is that minimum level of investment in the current assets
that is carried by the business at all times to carry out minimum
level of its activities.

(b) Temporary Working Capital: It refers to that part of total working,
capitaiwﬁﬁisrequimdb}ramsinessm:mdabawpemmt
working capital. It is also called variable working capital.

Introduction to Working
Capital Maragement




(Parmanent working capital) (Temporary working capstal)
Fig. 1.1

1.3. WORKING CAPITAL CYCLE

Working capital cycle refers to the length of time between the firms
paying cash for materials, etc, entering into the production process/stock
and the inflow of cash from debtors i.e, sales.

Suppose a company has a certain amount of cash it will need raw
materials. Some raw materials will be available on credit but, cash will be
paid out from the other part immediately. Then it has to pay labour costs
and incurs factory overheads. These three combined together will constitute

work-in-progress, After the production cycle is complete, work-in-progress
will get converted into finished products.

The finished products when sold on credit gets converted into sundry
debtors. Sundry debtors will be realized in cash after the expiry of credit
prriod ﬂﬂsmhmagﬁnbeundhrﬁnm%ufrzwmuﬁnb,wurk-im

/"’"\.

hﬁu:lunﬂ-d

M-...____ //

Fig. 1.2
Thus there is a complete cycle from cash to cash wherein cash gets
converted into raw materials, work-in-progress, finished goods, debtors and
finally into cash again.




Working capital cycle indicates the length of time between a company’s
plyingformteﬁah.aﬁeﬂnginmSmckmdmmivimﬂwmhﬁumsalﬁuf
finished goods. It can be determined I:ryaddlngthenumbernl’dn}rsmqulmd
for each stage in the cycle.

Example: A company hold raw-material on an average for 60 days, it
gets credit from the supplier for 15 days, production process needs 15 days,
finished goods are held faraudzysandmdaysneditismwredmdebhm

'['tm,hutalnniofdays:-ﬁﬂ-lﬁ-r15+3{}+30=120daysmaam12ﬂdays
is the total working capital cycle.

The determination of working capital cycle helps in the forecast, control
and management of working capital. It indicates the total time lag and the
relative significance of its constitutent parts. The duration of working capital
cgdemymdepﬂmgmthemmnfﬂmmm

MGpmﬁngcyclE[wmidngmpitalcyde]cmﬂmn!mzfuuumng
events which are continue throughout the life of business:

1. Conversion of cash into raw materials

2. Conversion of raw materials into work-in-progress

3. Conversion of work-in-progress into finish stock

& Conversion of finished stock into account receivables through sales
5. Conversion of accounts receivables into cash.

The duration of the operating cycle for the purpose of estimating
wnrkh&gcapiulisequnlmﬂwsumnfthtdum&munfeachufﬁeabﬁwm
events, less (-) the credit period allowed by the supplier.

In the form of an equation, the operating cycle process €an be expressed
as follows: '

Operating cycle =R+ W+ F+D-C

where

R = Raw material storage period
W = Work-in-progress holding period
F = Finished goods store period
D = Debtors collection period
C = Credit period availed
Various components of the operating cycle can be calculated:
R = Raw materials storage period

Introduction to Working
Capital Management




Working Capital

AL Average stock raw materials
Average cost of raw material consumption/day

W = Work-in-progress holding period
_ Average work-in-progress inventory
Average cost of production/day
F = Finished goods storage period
_ _ Average stock of finished goods
Average cost of goods sold per day

D = Debtors collection period

Average book debts
Average credit sales/day
C = Credit period availed

y Average trade creditors
Average credit purchases/day

1.4. SUMMARY

* Working capital refers to the funds invested in current assets, e,

investment in stocks, sundry, debtors, cash and other current assets.
Current assets are essential to use fixed assets profitably.

. meﬂupoﬁ:tdﬁmofmmptﬂwtemwuﬂdngmpih}mbe

used in two different ways:
(@) Gross Working Capital (GWC)
(b) Net Working Capital (NWC)

* The term gross working capital refers to investment in all the current

nmhhhmmmm&mmmmhhaﬂmmlmh
lmuwnasg:rmswnrkingcapual.

* NWC is commonly defined as the difference between current assets

and current labilities.

* The task of the financial manager in managing working capital

efficiently is to ensure sufficient liquidity in the operations of the

* From the point of view of time, working capital can be divided into

tollowing two categories:
(#) Permanent working capital
(¥) Temporary working capital

. Wur}dngupiu]cydereferstnﬂmiﬁngmnf&mzbemﬁmmeﬁ:ma

paying cash for materials, etc,, entering into the production process/
stock and the inflow of cash from debtors i.e., sales.



* Working capital cycle indicates the length of time between a company’s
paying for materials, entering into stock and receiving the cash from
sales of finished goods,

1.5. SELF-HELP QUESTIONS

1. Working capital management deals with decisions regarding the
appropriate mix and level of current assets and current liabilities.
Elucidate the statement.

2. Why length of operating cycle is considered as a major determinant
of working capital requirement? Explain.
3. Distinguish between
(@) Gross working capital and net working capital
(b) Permanent and temporary working capital
(€) Production cycle and operating cycle.

1.6. SELF-EXAMINATION QUESTIONS

1. Define working capital. Distinguish between gross working capital
and net working capital.

Z . Write short notes on:
(1) Optimum working capital (i) Operating cycle
3. What do you mean by working capital management? Explain how

working capital management policies affect profitability, liquidity
and structural heaith.

Introduction to Working
Capital Management
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25. Factors to be Taken into Consideration While Determining The
Requirement of Working Capital

2.6. Working Capital Management Policies
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2.8. Summary

2.9. Self-Help Questions

2,10, Self-Examination Questions

2.1. INTRODUCTION

An adequate amount of working capital is essential for the smooth
running of a business enterprise. The finance manager should forecast
working capital requirements carefully to determine an optimum level of

| investment in working capital.

Following are the methods for forecasting of working capital requirements:
(1) On the basis of operating cycles.

() On the basis of current assets and current liabilities.

(¢) On the effect of double shift working.

(d) On the basis of cash cost.

2.1.1 On the Basis of Operating Cycles

One of the method for forecasting working capital requirement is based
on the concept of operating cycle.

The calculation of operating cycle and the formula for estimating
warking capital on its basis has been determined with the help of following

example.



Example: From the following information of ABC Ltd. calculate (a) Net
operating cycle period (b) Number of operating cycles in a year.
T

(/) Raw material inventory consumed during a year £,00,000
(i) Average stock of raw material 50,000
(i) Work-in-progress inventor 5,00,000
iv) Average work-in-progress inventory 30,000
(r) Finished goods inventory 8,00,000
(vi) Average finished goods stock held 40,000
(vif) Average collection period from debtors 45 days
(viif) Average credit period availed 30 days
(ix) No. of day in a year 360 days
Solution:

(i) Calculation of Net operating cycle period of ABC Ltd.
R = Raw material storage period
= average stock of raw material/average cost of raw
material consumption/day
= 50,000/6,00,000/360
= 50,000 = 360/6,00,000
= 30 days.
W = Work-in-progress holding period
= average work-in-progress inventory/average cost of
production/day
= 30,000/500,000/360
= 30,000 = 36/500,000 = 22 days
F = Finished goods storage period.
= average stock of finished goods/average cost of goods
sold/day
= 40,000/8,00,000/360
= 40,000 = 360/8,00,000
= 18days
D = Debtor collection period =45 days
Total operating cycle period =R+ W +F+D-C
R+W+F+D = 30+22+18+45=115days.
C = average credit period availed = 30 days
Then,
Operating cycle period = 115 - 30 = 85 days.
(i) Number of operating cycles in a year = 360/85

= 4.2 cycles.

Working Capital
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2.1.2 On the Basis of Current Assets and Current Liabilities
The estimation of future working capital can be made if the amount of

current assets and current liabilities can be estimated as below.

Vuimumnpwmnuufnmm:mmmdmmtuabm&mhawa
direct bearing on ﬂwmpuhﬁmﬂwuﬂdngupﬂﬂmdfunpemﬂngryﬂe.
The holding period of various constituents of operating cycle may contract or
expand the net operating cycle period,

Estimation of current assets

The estimates of various components of working capital may be made

as below:
(i) Raw materials inventory: The fund to be invested in raw materials
invmbmymyheuﬁmtﬂdm&mbmnfpmdmﬂmhudgam
estimated cost per unit and average holding period of raw material

inventary by using the following formula.

(i) Work-in-progress inventory: The funds to be invested in work-in-
progress can be estimated by the following formula.

(if) Finishedg:odehehmdnhbeinvmhedinﬁrﬁshedgmda
inventory can be estimated with the help of following formula.




(iv) Debtors: Funds to be invested in trade debtors may be estimated
with the help of following formula.

(v) Minimum Desired Cash and Bank balances to be maintained by the
firm has to be added in the current assets for the computation of
working capital.

Estimation of current liabilities

Current liabilities generally effect computation of working capital.
Hence, the amount of working capital in lowered to the extent of current
liabilities (other than bank credit) arising in the normal cause of business. The
important current liabilities like trade creditors, wages and salaries, overhead
etc., can be estimated as below:

(i) Trade creditors:
Estimated yearly Raw Material.
production (in units) ~ requirements per unit | * Credit-period granted
12 moths/360 days by supplier (month/days)
(i) Direct wages:
Estimated production ) Direct labour
{in units) cost/unit x Average time lag in
12 months/360 days pavment of wages
(month/days)
(iif) Owerheads (other than depreciation and amortisation):
Estimated yearly = Owerheads cost
production (in units) per units * Average time lag in
12 months/360 days payment of overheads

(months/days)

Seff-fnstructional Matssal 11
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Example: On 1st April, the Managing Director of XYZ Ltd. wishes
to know the amount of working capital that will be required during the
financial year. From the following information prepare the working capital
requirements forecast.

Production during the previous year was 60,000 units. It is planned that
this level of activity would be maintained during the current financial year.
The expected ratios of cost to_selling price are Raw Materials 60%, Direct
Wages 10%, Overheads 20%. Raw materials are expected to remain in store
for an average of 2 months before issue to production. Each unit is expected
to be in process for one month, the raw materials being fed into the pipeline
immediately and the labour and overhead costs accuring evenly during
the month. Finished goods will stay in the ware house awaiting despatch
to customers for approximately 3 months. Credit allowed by creditors is 2
months from the date of delivery of raw materials. Credit allowed to debtors
is 3 months from the date of despatch. Selling price is ¥ 5 unit. There is a
regular production and sales cycle. Wages and overheads are paid on the 1st
of every month for the previous month. The company normally keeps cash in
hand to the extent of T 20,000.

Solution:

(1) Raw material inventory: The cost of materials for the whole vear is
60% of the sales value Hence,

60
60,000 =5 = 100 - 600 = 5 = 60

= ¥ 1,80,000

Monthly consumption of raw materials (average) = 1,80,000/12 = ¥ 15,000
Requirement of raw materials for the 2 months = 15,000 = 2 = ¥ 30,000

(i) Debtors: The average sales per month

= %;:15' =y 3,'[&-[!]]}12

= T 25,000
There is a time limit of 3 months from the date of despatch of goods
to the debtors. Then amount of debtors (sundry) = 3 x 25,000

= ¥ 75,000
(ifi) Work-in-progress:
(Each unit of production is expected to be in process for one month),

(a) Raw material in WIP 2 15,000.00
(Being one month's raw material requirements)
(b) Labour costs in WIP T 1,250

(It is given that it occurs evenly during the month. Thus, on the
1st day of each month it would be zero and on the last day of
maonth the WIP would include one month’s labour costs. On an
average therefore, it would be equivalent to 1/2 of the months
labour cost).




(c) Overheads ¥ 2.500.00 Working Capital

(for 1/2 month as explained above) Requirement
Total WIP T 18,750.00
(fv) Finished goods inventory: (3 months cost of productions)
Raw materials (15,000 x 3) 45,000.00 TR,
Labour (2,500 = 3) = 7.500.00
Overheads (5,000 = 3) = 15,000.00
T 67,500.00

(v) Creditors: Suppliers allow a two months credit period. Hence, the
average amount of creditors would be 2 x 15,000 = ¥ 30,000 being
two months purchase of raw materials.

(vi) Direct wages payable: The direct wages the whole year is 60,000

x5x % = ¥ 30,000 therefore monthly direct wages = 30,000/12 =

T 2500
(vif) Overheads payable: The overheads for the whole year is 60,000 x 5

« 2% =¥ 60,000 then, monthly overheads = 60,000/12 = 5,000
Computation of working capital requirement
Current assets
L4

Raw materials inventory (i) 30,000
Debtors (if) 75,000
WIP (iir) 18,750
Finished goods inventory (i) 67,500
Cash (given in problem) 20,000
Total current assets 2,11,250
Current liabilities

Creditors (v) 30,000
Direct wages payable (1) 2,500
Overheads payable (vir) 5,000
Total current liabilities 37,500

Estimated working capital requirements = Current assets - Current liabilities
= 2,11,250 - 37,500 = ¥ 1,73,750

2.1.3 On the Effect of Double Shift Working

Increase in the number of hours of production has an effect on the
working capital requirements. The greatest economy in introducing double
shift is the greatm' use of fixed assets.

o= ?==-=Em=ﬁ:a

N

Lttt s Slpanaliis -’.
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It is obvious that in double shift working, an increase in stock will be
required as the production rises. However, it is quite possible that the increase
may not be proportionate to the rise in production since the minimum level
of stocks may not be very much higher. Thus, it is quite likely that the level of
stocks may not be required to be doubled as the production goes up-two fold,

The amount of materials in process will not change due to double shift
warking since work started in the 1st shift will be completed in the second.
Hence, capital tied up in materials in process will not change unless the 2nd
shift workers are paid at the higher rate.

Example: M/s Rama & Co. has been operating its manufacturing facilities
till 31.3.2009 on a single shift working with the following cost structure.

Per unit (T)
Cost materials 600
Wages (40% fixed) 5.00
Overheads (80% fixed) 5.00
Profi 200
Selling price 1800
Sales during 2008-09 - T 4,32,000
As on 31.3.09 the company held

4

Stock of raw material (at cost) ' 36,000
WIP (Valued at prime cost) 22,000
Finished goods (valued at total cost) 72,000
Sundry debtors 1,08,000

In view of increased market demand, it is proposed to double production
by working an extra shift. It is expected that a 10% discount will be available
from suppliers of raw materials in view of increased volume of business,
Selling price will remain the same the credit period allowed to customers
will also remain unaltered. Credit availed of from suppliers will continue
to remain at the present level ie., 2 months. Lag in payment of wages and
expenses will continue to remain % month.

Assess the additional working capital requirement of the policy to
increase output is imiplemented.




= 4,32,000/18 = 24000 units

Stock of raw materials in units on 31.3.09 = Value of stock/cost/unit
. = 36,000/6 = 6000 units
Stock of WIP units on 313,09 = Value of WIP/cost/unit
- 22000 22,000
7S R T I ootk i
Stock of furnished good in units 200809 = Value of stocks/Cost per unit
= T2000/16 = 4500 units

Comparative Statement of working capital requirement

F

Current assets

Inventories :

() Raw materials’ 6000 6 36000 12000 540 64800
(i) WIP 2000 11 22000 2000 940 18,800
(i#) Finished goods 4500 16 72000 9000 1240 1,11,600
(i) Sundry Debtors 6000 18  1,08000 12000 1800 2,16,000
Total current assets (A) 2,38,000 4,11,200
Offobemanil 00 6 20010050 (00530 s

Self-nstructional Materia/ 15
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T wepm. o M008B 5000 2000 400 8000
For expense 1000 5 5000 2000 300 6000
Total current liabilities (B) 3,000 57.000
Working Capital (A-B) 2,04,000 3,54,000
() Profitincluded in Debtor 6000 2 12000 12000 560 67,200
192,000 2,86,800

mm increase in working capital requirement is 2,86,800 - 1,92,000

2.1.4 On the Basis of Cash Cost

Working capital is the difference between current assets to current
liabilities hence while estimating the requirement of working capital it is
essential to forecast the amount or cash requirement for each item of current
assets and current liabilities.

However, in practice another approach may also be useful in estimating
working capital requirements. This approach is based on the fact that in the
case of current assets like sundry debtors and finished goods etc. the exact
amount of fund blocked is less than the amount of such current assets.

Example: If sundry debtors worth 1 lakh and cost of production is
2 75,000 then actual amount of fund blocked with sundry debtors is ¥ 75,000
and the rest T 25,000 is profit.

Again some of the cost items also are non-cash costs as depreciation is
a non-cash.

In the above example if the depreciation amount is T 5000 then actual
sum of amount blocked is ¥ 70,000.

In other words, it can be said that to finance sundry debtors of T One
lakh only ¥ 70,000 is required.




Similarly, in case of finished goods which are valued at cost, non-cash
cost may be excluded to work out the amount of fund blocked.

Many experts, therefore calculate the working capital requirements by
working out the cash cost of finished goods and sundry debtors.

AP
ol O

l‘:i-

=i garal

Example: AAR KAY Ltd. sells goods at a gross profit of 25% considering
depreciation as part of the cost of production. Its annual figure are as follows:
T

Sales to two months credit 18,00,000
Materials consumed (supplier entered 2 months credit) 4,50,000
Wages paid (monthly in arrear) 3,60,000
Manufacturing expenses outstanding at the end of year 40,000
[Cash expenses are paid one month in arrear)

Total administrative expenses paid as above 1,20,000
Sales promotion expenses, paid quaterly in advance 60,000

The company keeps one month'’s stock each of raw materials and finished
goods and keeps ¥ 1,00,000 in cash,
Assuming a 15% safety margin, ascertain the requirements of working
capital of company on cash cost basis. (Ignore work-in-progress).
Solution: '
Computation of working capital of AAR KAY Ltd. On cash cost basis
L4

A. Current Assets

Debtars 1/6 of T 14,70,000 (cash cost)* 2,45,000
Advance payments: sales promotion expense 15,000
Stock of Raw Material: 4,50,000/12 37,500
Finished goods: 12,90,000/12** 107,500
Cash in hand 1,00,000
5,05,000
B. Current liabilities
Sundry creditors: 450,000/12 = 2 75,000
Manufacturing expenses 40,000
Administrative expenses: 1,20,000/12 10,000
Wages outstanding: 3,60,000/12 30,000
1,55,000
Working capital requirement = A - B
(5,05,000 - 1,55,000) 3,50,000
(+) Add: 15% Safety margin 52,000
Working capital requirement 4,02,000

Working Capital

Requirement
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Working Capital Working Notes:
: 1. Computation of amount of depreciations
T ?

Sales 18,00,000
L (~) 25% gross project on sales 4,50,000
Total manufacturing cost 13,50,000
(=) Materials consumed 4,50,000
(=) Wages paid 3,60,000 8,10,000
Total manufacturing expenses (i) 540000
Cash manufacturing expenses (if) 40000 = 12 4,80,000
Depreciation (i) - (if) for the year 60,000
2. Computation of total cash cost for the year
Total manufacturing costs 13,50,000
(-) Depreciation 60,000
Cash manufacturing costs 12.90,000*
(+) Administrative expenses 1,20,000
(+) Sales promotion expenses 60,000
Total cash cost for the year 14,70,000*
Example: A company newly commencing business in 2008 has the under
mentioned projected &L a/c
1 L4 L4
Sales 21,00,000
(=) Cost of goods sold 15,30,000
Gross profit 5,70,000
() Administrative expenses 1,40,000
(~) Selling expenses 1,30,000  2,70,000
Profit before tax 3,00,000
(~) Provision for tax 1,00,000
Profit after tax 2,00,000
Cost of goods sold has been calculated as below:
Material used- 8,40,000
Wages and manufacturing expenses 6,25,000
Depreciation 2,35,000
17,00,000
(=) Stock of finished goods
(10% of goods produced are yet to be sold) 17,0,000
15,30,000
The figures given above relate only to finished goods not to work-in-
progress. Goods equal to 15% of years production (in term of physical units)
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will be in process on the average requiring full materials but only 40% of
the other expenses. The company believes in keeping materials equal to two

month's consumption in stock.

All expenses will be paid one month in arrear, suppliers of material will
entered 1% month's credit, sales will be 20% for cash and rest at 2 months
credit. 70% of the income tax will be paid in advance in quarterly instalments.

The company wishes to keep ¥ 80,000 in cash.

Prepare an estimate of the requirements of working capital on the basis of:
(/) Estimates of current assets and current liabilities

(i) Estimates on cash cost basis.
Solution:

(i) Estimation of working capital on the basis of current assets and

current liabilities.
{a) Current assets
Finished goods (10% of goods produced)

Raw materials 84,000
Wages 62,500
Depreciation 23500
Work-in-progress*
Materials 1,26,000
Wages 37,500
Depreciation 14,100
Raw material**
Sundry debtors*™*
Materials 1.00,800
Wages 75,000
Depreciation 28,200
Admin and selling exp. 36,000
Profit 40,000
Cash in hand

(b) Current liabilities
Sundry creditors
Purchases****
Expenses and wages *****
Admin and selling expenses******
Provision for tax

Working Capital Required=A-B=
(868600-248583)

¥ 6,20,000 are required as working capital.

L4

1,70,000

1,77,600
1,61,000

2,80,000
80,000
8,68,600

1,40,875
55,208

30,000

6,20,017

Working Capital
Requtrement
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* i) Estimation of working capital on the basis of cash cost
Working capital requirement as per current assets and

current liabilities 6,20,017

(=) Profit and depreciation for which funds . 105,800

are not needed **

Required working capital 514,217

¥ 5,14,000 are required as working capital.

Working notes- t

* WIP: keeping 15% of goods produced

15% of materials consumed 1,26,000

15% of 40% of wages and expenses 37,500

15% of 40% of depreciation 14,100
1,77,600

Workings:

** Raw material: Raw materials will be 1/6 of total material consumed
i, T 5,40,000 for finished goods plus 1/6 of ¥ 126,000 for WIP.

#e= Sun debtors:
d:y 80 2

80% of two months sales T 21,00,000 = 100 ® 1 =T 2,80,000

*#*** Creditors: Creditors of raw material on the basis of total purchases
during the year

= (840,000 + 1,26,000 + 1,61,000) = 1 %HI = 140,875

weeu® Creditors for expenses:
% 6,25,000 + 37,500 x % =¥ 55,208
#aa4%* Creditors for Admin and selling expenses:

T 2.70,000 = 1/12 = ¥ 22,500
Fassss® Depreciation and project included in the cost of current assets:

L4

Finished goods 23,500
wip 14,100
Debtors 28,200
65,800

Project included in debtors (including tax i.e, 13,333) 40,000
105,800

2.2. ISSUES IN WORKING CAPITAL MANAGEMENT

: Working capital management refers to the administration of all aspects
of current assets, namely cash, marketable securities, debtors and stock ie.,




inventories and current liabilities. The financial manager must determine
levels and composition of current assets. He must see that right sources are
tapped to finance current assets, and that current liabilities are paid in time.
There are many aspects of working capital management which make it
an important function of the finance manager:
1. Time: Working capital management requires much of the financial
manager’s time.
2. Investment: Working capital represents a large portion of the total
investment in assets.
3. Criticality: Working capital management has greater significance
for all firms but it is very critical for small firms.
4. Growth: The need for working capital is directly related to the
firms growth.
observations show that the financial managers have to spend
much of their time to the daily internal operations, relating to current assets
and current liabilities of the firm. As the largest portion of the financial
managers valuable time is devoted to working capital problems, it is necessary
to manage working capital in best possible way to get the maximum benefit.
Investment in current assets represents a very significant portion of the
total investment in assets.

The financial manager should pay spedial attention to the management
of current assets on the continuing basis. Action should be taken to curtail
unnecessary investment in assets.

Working capital management is critical for all firms but particularly for
small firms, A small firm may not have much investment in fixed assets, but
it has to invest in current assets.

I T T e — o o e
a

There is a direct relationship between a firm's growth and its wo
capital needs. As sales grow, the firm needs to invest more in inventories
and debtors, These needs become very frequent and fast when sales grow
continuously. The financial manager should be aware of such needs and
finance them quickly.

2.2.1 Current Assets to Fixed Asset Ratio

The financial manager should determine the optimum level of current
assets so that the wealth of share holders is maximized.

Working Capital
Regquirement
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A firm needs fixed and current assets to support a particular level of
output. However, to support the same level of output, the firm can have
different levels of current assets.

As the firm’s output and sales increases, the need for current assets
increases. Generally, current assets do not increase in direct proportion to
output, current assets may increase at a decreasing rate with output. The
relationship is based upon the notion that it takes a greater proportional
investment in current assets when only a few units of output are produced
ﬂmﬂdmhbarmwhm&uﬂ:mmnmihmmtmmdﬁdmﬁy.

mek\wlﬂﬂummntlﬁﬁsmbe.mmdbymmmm
to fixed assets. 1 .

CA/FA = Current assets/Fixed assets.

Curve ‘D’ — Fixed assets level
Alternative curve ‘C' — Aggressive policy
Alternative curve ‘A’ — Conservative policy
Alternative curve ‘B’ — Average policy

LAt an alternative curve A — CA/FA ratio is high means more
liquidity and less risk. CA/FA ratio is greatest at every level of
output.

2. At an alternative curve C — CA/FA ratio is low means more risk
less liquidity. CA/FA ratio is lowest at every level of output.

3. Atan alternative curve B — CA/FA ratio is in between the hi
mdhmﬂmumdmﬂmmmiﬂmrmghﬂqlﬂdjtymﬂdghmh
Hence called as average policy.



2.2.2 Liquidity Vs Profitability: Risk-Return Trade off

A firm would make first enough investment in current assets if it where
possible to estimate working capital needs exactly.

1. Under perfect certainty, current assets holdings would be at the
minimum level.

2. Alarger investment in current assets under certainty would means
a low rate of return on investment for the firm, as excess investment
in current assets will not eam enough return,

3. A smaller investment in current assets would mean interrupted
production and sales, because of frequent stock-outs and inability
to pay to creditors in time due to restrictive policy,

As it is not possible to estimate including needs accurately, the firm must
decide about levels of current assets to be carried. Given a firm’s technology
and production policy, sales and demand conditions, operating efficiency
etc., its current assets holdings will depend on its working capital palicy.

It may follow a conservative or an aggressive policy. These policies
involve risk return trade off,

1. A conservative policy means lower return and risk.
2. An aggressive policy produces higher return and risk.

Hence, there are two important aim/objectives of the working capital
management. These are:

(@) Profitability

(b) Solvancy

Solvancy, used in the technical sense, refers to the firm's continuous
ability to meet maturing obligations, Lenders and creditors except prompt
settlement of their claims as and when due. To ensure solvancy the firm
should be very liquid which means larger current assets holding. If the firm
maintains a relatively large investment in current assets, it will have no
difficulty in paying claims of creditors when they become due and will be
able to fill all sales orders and ensure smooth production. Thus, a liquid firm
has less risk of insolvancy. That is, it will hardly experience a cash shortage
or a stock-out situation.

However, there is a cost associated with maintaining a sound liquid
position. A considerable amount of the firm's funds will be tied up in current
assets, and to the extent this investment is idle, the firm’s profitability will
suffer,

To have high profitability, the firm may sacrifice solvancy and maintain
a relatively low level of current assets, but its solvancy would be threatened
and would be exposed to greater risk of cash shortage and stockouts.

Example:
Suppose, a firm has the following data for some future year.

t
Sales (1,00,000 units) 15.00,000

Working Capital
Requirement
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EBIT (Earning before interest and tax) 1,50,000

Fixed assets 5,00,000

There are three possibility of current assets holdings, i.e., T 500,000,
T 4,00,000 and T 3,00,000. Assumed that fixed assets level is constant and
profit do not vary with current assets levels. Calculate the effect of alternative

working capital policies,

Sales 15,00,000 15,00,000 15,00,000

EBIT 1,50,000 1,50,000 1,50,000
Current assets 5,00,000 4,00,000 3,00,000
Fixed assets 5,00,000 5,00,000 5,00,000
Total assets - 10,00,000 9,00,000 8,00,000
Return on total assets (in %) 15% 16.67% 18.75%
(EBIT/Total assets)

CAJFA 1.00 0.80 0.60

From the above calculation, it reveals that the alternative A, is most
conservative policy, provides greatest liquidity (solvancy) to the firm but at
the same time lowest return on total assets.

Alternative C, is most aggressive policy, yields highest return but
provides lowest liquidity, thus is very risky to the firm.

Alternative B demonstrates a moderate policy and generates a return
higher than alternative A but lower than alternative C and is less risky than
alternative C but more risky than alternative A.

2.2.3 Cost Trade-Off

A different way to risk-return trade-off is in terms of the cost of
maintaining a particular level of current assets. There are two types of costs
associated l.e.,

1. Cost of liquidity
2. Cost of illiquidity

If the firm's level of current assets is too high, it has excessive liquidity.
It return on assets will be low, as funds tied up in idle cash and stocks earn
nothing and high levels of debtors reduce profitability. Thus, the cost of
liquidity increase with the level of current assets through low rates of returns.

Cost of liquidity [C, | = Level of current assets [L]
Cost of liquidity [C, | = 1/[R;] Rate of returns

The cost of illiquidity is the cost of holding insufficient current assets.
The firm will not be in a position to honour its obligations, if it carries too



little cash. This may force the firm to borrow at high rate of interest. This
will also adversely affect the credit-worthiness of the firm and it will face
difficulties in obtaining funds in future, All this lead to insolvancy of the firm.

Similarly, low level of stocks will result in loss of sales, as customers
will shift to competitors. There will be low level of debtors due to light credit
policy which will further impair sales. Thus, the low level of current assets
involve costs which increases as this level falls.

In determining the optimum level of current assets, the firm should
balance the profitability solvancy tangle by minimizing total cost—cost of
liquidity and cost of illiquidity.

Above figure illustrates:
L. Level of current assets and cost of liquidity increases while cost of
it illiquidity decreases and
Le=C
Le = UG,
C; = 1C,,

The firm should maintain its current assets at that level where the sum of
these two costs i.e., total cost is minimized. The minimum cost point indicates
the optimum level of current assets.

2.3. ESTIMATING WORKING CAPITAL NEEDS

There are many methods in the determination of working capital needs.
These are as below (which are practically in use).

(@) Current assets holding period.
(b) Ratio of sales.
{c) Ratio of fixed investment.

2.3.1 Current Assets Holding Period

To estimate working capital requirements on the basis of average
holding period of current assets and relating them to cost based on the firm's
experience in the previous years. This method is essentially based on the
operating cycle concept.

Working Caputal
Requirement
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2.3.2 Ratio of Sales

To estimate working capital requirements, as a ratio of sales on the
assumption that current assets change with rules.

2.3.3 Ratio of Fixed Investment

To estimate working capital requirements as a percentage of fixed
investment.

Example: There are following two firms A and B. The detail information
of each firm is as below.

Material cost

Raw material consumed 248,000 2,48,000

(~) By product 68,000 68,000
Net material cost ‘A’ 1,79,200 1,79,200
Manufacturing cost _

Labour ' 1.71.200 ' 1,71,200
~ Maintenance 1,60,000 1,60,000
Power and fuel 57,600 57,600
Factory overheads 2,40,000 2,40,000
Depreciation ‘G’ 1,60,000 3,20.000
Total manufacturing cost "B’ 7,88,800 9,48,800
Total product cost (A +B)=C 9,68,000 11,28,000
Annual sales ‘D’ 14,48,000 14,458,000
PBIT(D-C)=E 4.80,000 3,20,000
Investment ‘F 16,00,000 32,00,000
Period One year One year
Plant life 10 years 10 years
PBDIT 6,40,000 6,40,000
ROI (PBIT/investment-Dep) 33.3% 11.1%

Calculate the requirement/estimating working capital with the help
of (i) Current assets holding period, (#) Ratio of sales, (i) Ratio of fixed
investment, on the basis of following assumptions,

(@) Method (i) inventory - one month's supply of each of raw material,
semifinished goods and finished material.
Debtor - One month’s sales
Operating cash - One month’s total cost



(k) Method (i) 25-35% of annual sales Wm‘ln‘ng Capital
(¢) Method (ii) 10-20% of fixed capital investment. o
Solution. For firm ‘A’

() Method (Current assets holding period)

Inventory requirements G

() Raw material = One month's supply

= 2,48,000/12 =¥ 20,667
(b) Semi-finished material = One month’s supply based on raw
material + % (normal conversion

cost)

= 20,667 + (1,71,200 + 1,60,000 +
57,600) x -;—mz

= 20,667 + 16,200 = T 36,867
(c) Finished materials = One month’s supply
= 9,68,000/12 =T 80,666
Hence total inventory needs = 20,667 + 36,867 + 80,666
= ¥1,38,200
Debtors = One month’s sales
= 14,48,000/12 = ¥ 1,20,667
Operating cash = One month's total cost
= 9,68,000/12 = ¥ 80,667
Now total working capital requirement is
= ¥ 1,38,200 + 1,20,667 + 80,666
= ¥3,39,533
(i) Method (Ratio of sales)
Average ratio of sales is 30%
Annual sale = 14,485,000

Themsore 30% of atswiil asles: = % « 14,48,000

= 0434400
(ifi) Method (Ratio of fixed investment)
Average rate of fixed investment = 15%

Total fixed investment = ¥ 16,00,000

Then,  15% of 16,00,000 = % « 16,00,000
= ¥2,40,000
Rate of return = PBIT/Net fixed investment

+ Working capital
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Working capital for firm A = ¥3,39,533
Because working capital estimated in (ii) method i, Ratio of sales is
¥ 4,34.400 and in Il method ie., Ratio of fixed investment is T 2,40,000.
2 3,39,533 lies between T 4,34,400 and T 2,40,000. 15t method i.¢, Current
assets holding period is moderate.

4,580,000

BaLE OF Betiny [(16,00,000 — 1,60,000) + 3,39,533]

X 4,80,000
(14.40,000) + 3,39,533

= 4,80,000/ 17,79,533 = 0.2697

= 027=27%
For firm B - By 1st method (current assets holding period)

Raw material = One month’s supply
= 2,48,000/12 =¥ 20,667
Semi-finished material = One month’s supply based on raw

material + 1,2 of normal conversion
cosl

= 20,667+ (1,71,200 + 1,60,000 + 57,600) * %nz

= 20,667 + 16,200 = T 36,867
Finished material = One month’s supply
- = 9,68,000/12 = T 80,666
Total inventory needs are = 20,667 + 36,867 + 80,666 = T 1,38,200
Debtors = One month’s sales
= 14,48,000/12 =% 1,20,667
Operating cash = One month’s total cost
= 11,28,000/12 = T 94,000
Thus, total working capital required = 1,38,200 + 94,000 + 1,20,667
. = ¥ 3,52.867
2nd method - (Ratio of sales) = 30% of 14,48,000 = 7 4,34,400
3rd method (Ratio of fixed assets) = 15% of 32,00,000 = 2 4,80,000

In this case 2nd method gives more moderate working capital policy,
because it lies between 4,80,000 and T 3,52,867.



" To compare both the firm each has to brought to same level. Hence
and in both firms 1st method is used. Therefore in this problem spedially 1st
method i.e., current assets holding period is considered.

Rate of return = PBIT/Net fixed investment + Working capital
= 3,20,000/[32,00,000 + 3,20,000 + 3,52,867]

~3,20,000
33?2,56?

= 0.083 =8%

= 0.0826

ROI given
A firm = 33.3% which is dropped to 27%
B firm = 11.1% which is dropped to 8%

Hence, apart from above given factors certain more factors are to be
considered while making choice of the method of estimating working
capital such as seasonal variations in operations, accuracy in sales forecasts,
investment cost and variability in sales prices. Production cycle, credit
and collection policy of the firm would have an impact on requirement of
working capital requirements. Therefore these are to given due weightage in
projecting working capital requirement.

2.4. OPTIMUM WORKING CAPITAL

Current ratio along with acid test ratio has traditionally been considered
the best indicators of the working capital situation. It has been stated by many
accountants that a current ratio of 2 (two) for a manufacturing firm implies
that the firm has an optimum amount of working capital. Thus, if the current
assets (CA) are twice the amount of current liabilities (CL), a manufacturing
concern is supposed to be having an adequate amount of working capital.
This is supplemented by Acid Test Ratio which is suppose to be 1 (one) means
liquid current assets are equal to current liabilities.

As a thumb rule, thmumvhemﬂteadaqum Huwew:r. itcannatbe
over emphasised that optimum working capital can be determined only with
reference to the particular circumstances of a specific situation. Thus, in a
company where the inventories are easily saleable and the sundry debtors
are as good as liquid cash, the current ratio may be lower than "2’ and yet firm
may be sound.

-
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An optimum working capital ratio is dependent upon the business
situation as such and the nature and composition of various current assets.
A company having short conservation cycle (from cash to cash) may have
lower current ratio. Thus, in the case of Vanaspati manufacturing company,
enjoying high reputation and credit terms in the market, a current ratio of 1.6
has been serving as ideal. This is because the firm with its reputation can buy
oil and other supplies on credit. The production period of Vanaspati is short
and the demand position is such that immediate cash in realisable against
sale of Vanaspati. Therefore it is not essential for this company to maintain
high current ratio. Its inventories are low and its debtors are also low. On the
other hand, creditors are high. Its acid test ratio is 0.8 and the current ratio is
1.6 both of these reflect a sound working capital position.

In the case of company engaged in manufacturing heavy electrical
equipments and machinery, it takes long time to assemble one piece of
machinery, It has to carry large inventories. It customers being mostly Govt.
department, it cannot realise it dues quickly then in this case the requirement
of working capital is high. Company may have to maintain a current ratio
more than ‘3, It does not mean that it has idle funds. It is very important,
therefore, to work out the requirements of working capital specifically in a
given situation.

2.5. FACTORS TO BE TAKEN INTO CONSIDERATION
WHILE DETERMINING THE REQUIREMENT OF
WORKING CAPITAL

Following are the important factors in the determination of the working
capital requirements,
(1) Production policies
(b) Nature of the business
(¢) Credit policy
(d) Inventory policy
(¢) Abnormal factors
(f) Market conditions
(8) Conditions of supply
(h) Business cycle
(1) Growth and expansion
(/) Level of taxes
(ky Dividend policy
(Iy Price level changes
(m) Operating efficiency
2.5.1 Production Policies

A sugar factory which belongs to a seasonal industry would obviously
have its working capital needs affected by the length of the crushing season.




The production schedule, i.¢., the plan for production, has great influence
on the level of inventories, In some cases raw materials can be procured only
in a particular season and have to be stocked for the production of the whole
year. In many others, the production cycle is limited to a part of the year and
raw materials have to be accumulated throughout the year. In all such cases
the need for working capital will vary according to the production plans.

Similarly, the decisions of the management regarding automation etc.
also affect working capital requi:m‘u:nls.
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2.5.2 Nature of Business

The shorter the manufacturing process, the lower is the requirements of
thtwwkingcupital.

‘I'lruswb-:tauﬁe mmu:hacase i:wmtndeshawtnhenuintnﬁmdat
a low level. Longer the manufacturing process the higher would be the
requirements of working capital.

This is the reason why highly capital intensive industries require a large
amount of working capital to run their sophisticated and long production
process. Similarly, a trading concern requires lower working capital than a
manufacturing concern.

2.5.3 Credit Policy

The credit policy of the company also determines the requirements
of working capital. This is because, in such a case, inventories have to be
maintained at a high level. A company which allows liberal credit to its
customers may have higher sales but consequently will have large amount of
funds tied up in sundry debtors.

Eumlad};ammpm}'wludlhasamyeﬁmtdehtmlhchmmadlmery
and offens strict credit terms, may require lesser amount of working capital

than the one where debt collection system is not so efficient or where the
credit terms are liberal.

Tight credit policy — Lower working capital requirements

Liberal credit policy — More working capital requirements

The credibility of a company in a market also has an impact on the
working capital requirements. Reputed and established concerns can
purchase raw materials on credit and enjoy many other services also like
door delivery, after sales services etc. This would mean that they can easily
have large current liabilities therefore the required working capital may not
be very high.

Working Capital
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2.5.4 .Inventory Policy

Inventory policy of a company also an impact on the working capital
requirements since a large amount of funds is normally locked up in
inventories. An efficient firm may stock raw material for a smaller period
and may therefore require lesser amount of working capital.

2.5.5 Abnormal Factors

Abnormal factors like strikes and lockouts also require additional
working capital. Recessionary conditions necessitate a higher amount of
stock of finished goods remaining in stock. Similarly inflationary conditions
necessitate more funds for working capital to maintain the same amount of
current assets.

2.5.6 Market Conditions

Working capital requirements are also affected by market conditions
like degree of competition. Large inventory is essential as delivery has to
be off the shelf or credit has to be extended on liberal terms when market
competition is fierce or market is not very strong or is a buyer’s market.

2.5.7 Conditions of Supply

If prompt and adequate supply of raw materials, spares, stores etc. is
available it is possible to manage with small investment in inventory or work
on Just-In-Time (JIT) inventory principles. However if supply is erratic, scant,
seasonal, channelised through government agencies etc,, it is essential to keep
larger stocks increasing working capital requirements. .

2.5.8 Business Cycle

Business fluctuations leads to cyclical and seasonal changes in production
and sales and effect the working capital requirements.

2.5.9 Growth and Expansion

The growth in volume and growth in working capital go hand in hand.
However, the change may not be proportionate and the increased needs for
working capital is felt right from the initial stages of growth.

2.5.10 Level of Taxes

The amount of taxes depends upon taxation laws. These amounts
usually have to be paid in advance. Thus, need for working capital varies
with tax rates and advance tax provisions.

2.5.11 Dividend Policy

Payment of dividend utilises cash while retain eamings/profits act as a
source of working capital. Thus, working capital gets affected by dividend
policies.

-



2.5.12 Price Level Changes

Inflationary trends in the economy necessitate more working capital to
maintain the same level of activity.

2.5.13 Operating Efficiency

Efficient and co-ordinated utilization of capital reduces the amount |

required to be invested in working capital.

2.6. WORKING CAPITAL MANAGEMENT POLICIES

Working capital management polices have a great effect on the firms
profitability, liquidity and its structural health. Gross working capital consists
of cash, receivables and inventories. If a firm has relatively high investment
in these assets in comparison to a firm which is transacting the same volume
of sale, it will have lower profitability in comparison to the latter

Therefore, a firm which has high working capital tumover will have
higher profitability.

is reduced disproportionally. It will affect the liquidity of the firm.

Generally, the current ratio and the quick ratio indicate liquidity aspect
of a firm. If current assets are reduced beyond a limit, the current and quick
ratios will be adversely affected leading the firm to poor liquidity.

Therefore, it is essential that finance manager lays down such working
capital management policies that a proper balance is stuck between
profitability and liquidity. As pofitability and liquidity are inversely related.
When one increases other decreases.

Working capital management policies also have a great impact on the
structural health of the organization. If different components of working
capital are not properly balanced, then in spite of the fact that current ratio
and quick ratios may indicate satisfactory financial position in respect to the
liquidity of the firm, it may not in fact be as liquid as indicated by the current
and quick ratios.

For example:

If the proportion of inventory is very high in the total current assets or
greater proportion is appropriated by slow moving or absolute inventory,
then this cannot provide the cushion of liquidity.

Similarly, high investments in debtors and failure of the firm to collect
them in time will also adversely affect the real liquidity of the firm, thereby
adversely affecting the structural health of the organization.

If a firm carries higher cash and bank balances, it would mean that the
firm is not making profitable use of its resources. Idle cash does not give any
return to the firm but it has carrying cost.

Working Capital
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Working Capital
Management

It is therefore, important that the finance manager should chalk out such
working capital management policies in respect of different components
of working capital i.e., cash, receivables, inventories, debtors etc. to ensure
higher profitability, proper liquidity and structural health of the organization.
A proper and efficient management of working capital can ensure all above.

Apart from the profitability — risk trade off, another important ingredient
of the theory of working capital management is determining the financing
mix.

One of the most important decisions, in other words, involved in
management of croching capital is how current assets will be financed. There
are broadly speaking two sources from which funds can be raised for current
assets financing.

1. Short-term sources i.¢., current liabilities,
2. Long-term sources such as share capital, long-term borrowings,
internally generated resources like retained earnings and so on.

What proportion of current assets should be financed by current liabilities
and how much by long-term resources, will determine the financing mix.

There are three basic approaches to determine an appropriate financing
mix,

1. Hedging approach
2. Conservative approach
3. Trade-off between these two,

Hedging Approach

It is also called as matching approach. The term hedging is often used in
the sense of a risk-reducing investment strategy involving transactions of a
simultaneous but opposing nature so that the effect of one is likely to counter
balance the effect of the other. With reference to an appropriate financing
mix, the terms hedging can be said to refer to the process of matching of debt
with the maturities of financial need. This approach to the financing decision
to determine an appropriate financing fix is therefore a matching approach.

According to this approach, the maturity of the source of funds should
match the nature of the assets to be financed. For this purpose of analysis, the
current assels to be financed into following two classes:

(f) Those which are required in a certain amount for a given level of
operations and hence, do not vary overtime,

(i) Those which fluctuate overtime.

This approach suggests that long-term funds should be used to finance
the fixed portion of current assets requirement as spelt out in above (i) class,
in a manner similar to the financing of fixed assets.

The purely temporary requirements that is the seasonal variations over
and above the permanent financing needs should be appropriately financed
with short-term funds i.e., current liabilities.



This approach therefore divides the requirements to total funds into
permanent and seasonal components, each being financial by a different service.
Example: Estimated total fund
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requirement of ABC Lid.

1100

1100
1450

1600

2100

1100
=]
Total 11600

In the above e.g., total fund requirement
fund requirement in ¥ in col (3) which should be financed with long-term
funds and the seasonal portion in T is given in col (4). Which should be

financed with short-term funds i.e., current liabilities.

Means current assets would be equal to the short-term financing
available i.e., current liabilities.

-—— Assgls —————»
1
1
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in ¥ is given in col (2). Permanent
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This approach suggests that the estimated requirement by total funds
should be met from long-term sources, the use of short-term funds should
be restricted to anly emergency situation or when there is an unexpected
outflow of funds. In other words, under this approach a firm finances its
permanent assets and also a part of temporary current assets with long-
term financing. If relies heavily on long-term financing and is less risky so
far as solvency is concerned, however the funds may be invested in such
investment which fetch small returns to build up liquidity. Thus deviously
affecting profitability.

vt oD

4 c
— r
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- w~ i o 8%
B = Pamanant cument assels
A C = Temporary curent assats but fixed
/ in nature
, D = Temporary cument assels, emergancy
in nature b part of which are also
”G -1 financed by long-term finance
- Tie i roROUTCeS.
Fig. 24
Aggressive Approach

The firm uses more short-term financing than is justified in this
approach. The firm finances a part of its permanent current assets with short-
term financing. This is more risky but may add to the return on assets.

Fig. 2.5

Comparison of Hedging Approach with Conservative Approach

The comparison of these two approaches can be done on the basis 'of
following two attributes:




(@) Cost consideration
(#) Risk consideration

Cost Consideration

The cost of these financing plans has a bearing on the profitability of the
enterprise. If in the previous example, the cost of short-term funds and long-
term funds be 3% and B% respectively. Then

Cost of financing under hedging plan can be estimated as:

(1) Cost of short-term funds: The cost of short-term funds is equal to
average annual short-term loan » interest rate.

b ST TR RN IS g
Average annual short-term loan = 11,600/12 = ¥ 966.66
Short-term cost = 966.67 « 0.03=329
(ii) Cost of long-term funds: It is equal to average annual long-term
funds requirements = annual interest rate
= 6,900 = 0.08 =¥ 552
(i#) Total cost under hedging plan = total of (i) + (ii)
= 29 + 552 =T 581
Conservative plan: The cost of financing under the conservative plan is

equal to the cost of long-term funds that is annual average loan multiplied by
long-term rate of interest

=900=0.08=7720

Thus, the cost of financing under the conservative plan is ¥ 720, which is
higher than the cost using the hedging approach i.e, ¥ 581.

e =

Risk Consideration

Hedging approach: The hedging approach is more risky in comparison
to the conservative approach. There are two reasons for this,

() There is an already observed, no NWC with hedging approach
because no long-term funds are used to finance short-term seasonal
needs that is current assets are just equal to current liabilities.

(if) The hedging plan is risky because it involves at most full utilization
of the capacity to use short-term funds and in emergency situations

s it may be difficult to satisfy the short-term needs.




Conservative approach: With the conservative approach in contrast the
company does not use any of its short-term barrowings. Therefore, the firm
has sufficient short-term borrowing capacity and avoid technical insolvency.

Trade-off between hedging and conservative approaches: Hedging
approach is associated with high profit as well as high risk while the
conservative approach provides low profit and low risk. Obviously, neither
approach by itself would serve the purpose of efficient working capital
management.

A trade-off between two extremes would give an acceptable financing
strategy and provides a financing plan that lies between these two extremes.

The exact trade-off between risk and profitability will differ from case to
case depending on risk perception of the decision makers.

One possible trade-off could be assumed to be equal to the average of
the minimum and maximum monthly requirements of funds during a given
period of time. This level of requirement of funds may be financed through
long-term services and for any additional financing need, short-term funds
may be used.

Trade-off between hedging and conservative approaches in ABC Ltd.

January 550
February 8,000 7950 50
March 7,500 7950 0
April 7000 7950 0
May 6900 7950 0
June 7150 7950 0
July 8000 7950 50
August 8350 7950 400
September 8500 7950 550
October 9000 7950 1050
November 8000 7950 50
December 7500 7950 0

Total 2700




Minimum funds requirement = 6900 in May
Average = 9000 + 6900/2 = T 7950
In other words the company should use T 7950 each month in the form

of long-term funds and raise additional funds, if needed, through short-term
resources ¢, current liabilities. The above table reveals that:

() No short-term funds are required during 5 months i.e, March,
April, May, June and December because long-term funds available
exceed the total requirements for funds.

(if) In the remaining 7 months the company will have to use short-term
funds amounting to ¥ 2700.

Cost of financing plan under trade-off approach
(1) Cost of short-term funds = average annual short-term funds
required » rate of short-term
interim = 2700/12 x 0.03 = ¥ 6.75
7950 = 0.08
= T 636.
(i)  Total cost of trade-off plan = T 6.67 + 7636
= Te42.75
Risk consideration = 7950~ 6900 =¥ 1050
Means NWC under this plan would be T 1050.

2.7. ILLUSTRATIONS

1. XYZ Ltd. desires to purchase a business and has consulted you.
He needs an advise from you on the amount of working capital
requirements in the 1st year of operations on the basis of following
estimates add 10% to your figures to meet the contingencies.

(@) Stock of finished goods - 5,000
(b) Stock of stores and materials — T 8,000
(c) Average credit inland -6 weeks after sales
(d) Average credit inland amount - ¥ 3,12,000
(¢) Average credit export - 1.5 weeks
(f) Average credit export amount - ¥ 78000
(¢) Time lag in wages — 1.5 weeks
() Amount of wages - T 2,60,000
(/) Time lag in stock and materials = 1.5 months
() Amount of stock and materials - ¥ 48,000
(k) Time lag in rent and royalties - 1.5 months
() Amount of rent and royalties 10,000
(m) Time lag in salary of clerical staff — 0.5 months
(1) Amount of salary of clerical staff - ¥ 62,400

(i1) Cost of long-term funds

Working Capital
Requirement
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MNotes

(o) Time lag in managerial salary - 0.5 month

(#) Amount ef salary in managerial level - ¥ 4,800
(9) Misc. Expenses time lag — 1.5 months

(r) Amount of misc. expenses — ¥ 48,000

(s) Payments made in advance -

() Sundry expenses (paid quaterly) - T 8,000

(i) Undrawn profit on an average throughout the year
- ¥ 11,000

Solution:
Statement to determine Net working capital for XYZ Ltd.
(a) Current assets

L4
(1) Stock of financial goods 5,000
(ir) Stock of stores and materials 8,000
(itf) Debtors

Inland sales (3,12,000 = 6/52) 36,000

Export sales (78,000 = 3/104) 2,250

(fv) Advance payment sundry expenses (8000 = 1/4) 2,000

Total investments in current assets 53,250

(b) Current liabilities

(1) Wages (2,60,000 = 3/104) 7500

© (i) Stock/materials (48,000 x 3/24) 6,000

(iif) Rent and Royalties (10,000 = 6/12) 5,000

. (i) Clerical staff (62,400 x 1/24) 2,600

{(v) Manager (4,800 = 1/24) 200

(vf) Misc. expenses (48,000 x 3/24) 6,000

Total estimation current liabilities 27,300

(¢) Net working capital

() Current assets - Current liabilities (A - B) 25,950

(if) Add 10% towards contingencies 2,595

Average amount of working capital required 28,545

Assumptions

(@) 52 weeks are assumed in a year
(b) Undrawn profit has been ignore due to-
(1) For the purpose of determining working capital provided by
the Net Profit. It is necessary to adjust the net profit for income
tax and dividends/drawings etc.

(i) Profit need not always be a source of financing working capital.
It may be used for other purposes like purchase of fixed assets.




Repayment of long-term loans and <o on. Since the firm does Working Capital
not seem to have such uses, ¥ 11,000 may be treated as source of Requirement
working capital. But with this working capital will not change.

{c) Actual working capital requirement would be more than what is

estimated here as the cash component of the current assets is not Notes
considered.
2. A performa cost sheet of a company provides the following
informations.
(1) Raw materials . Amount/unit in T 80

(i) Direct labour T30

(i) Overhead _60
Total cost 170
Profit 30
Selling price 200

Further particulars are as below:

(2) Raw material in stock, on average, one month

(b) Materials in process (completion stage) 50% on average half a
month

() Finished good in stock an average one month
(d) Credit allowed by suppliers in one month
(¢) Credit allowed to debtors in two months
(f) Average time lag in payment of wages is 1.5 weeks
(8) Average time lag in payment of overhead expenses - one month
(k) Cash sale is Yath of output.
(1} Cash-in-hand and bank is desired - T 3,65,000
Prepare statement sharing the working capital needed to
finance a level of activity of 1,04,000 units of production.
Assume
(1) production is evenly throughout the year
(2) wages and overheads occur similarly
(3) 4 Weeks = one month
Solution:
Determination of Working Capital
(a) Current assets

() Stock of materials for 1 month = (104,000 = 80 = 4/52)  6,40,000
(1) Work-in-progress for 0.5 month

() Material (1,04,000 = 80 = 2/52) = 5 160,000
() Labour (1,04,000 = 30 x 2/52) x 5 60,000
(c) Owverheads (1,04.000 = 60 = 2/52) = 5 1.20,000

Sef-instructions Matans! 41



Working Capital

42 Seif-instructional Materal

LR ]

(iif) Finished goods for one month (1,04,000 x 170 x4/52)  13,60,000

(iv) Debtors of 2 months (78,000 = 170 = 8/52) zg,-m,um
(v) Cash in hand and bank 3,65,000
Total investment in current Account 47 45,000

(b) Current liabilities
(i) Creditors 1 month's purchase of raw material

(1,04,000 = B0 * 4/52) 6,40,000
(i) Average time lag in payment of expenses
(@) Overheads - (1,04,000 = 60 = 4/52) 4,80,000
() Labour - (1,04,000 = 30 = 3/104) 90,000
Total estimate current 12,10,000
() Net working capital = CA-CL
= 47,45,000 - 12,10,000
= ¥35,35,000
Assumptions
(@) 26,000 units have been sold for cash, therefore credit sales is only
for 78,000 units

(b) A year has 52 weeks

(c) All overheads are variable. If depreciation on overheads is
considered the requirement of working capital will decrease.

3. While preparing a project report on behalf of a client following
parts are collected, Estimate the net working capital required on
the basis of following.

Particulars Amount/unit
Estimated cost of productions

Raw material 160
Direct labour T60
Overheads (exclusive of depreciation) 120
Total cash cost T340
Additional informations:

(@) Description - ¥ 20/unit
(b) Selling price ~ ¥ 400/unit
(¢) level of activity - 2,08,000 units/annum
(d) Raw material in stock — average 8 weeks
(e) Work-in-progress
() 50% completion stage in respect of conversion cost
(#7) 100% completion in respect of materials — average 4 weeks
(f) Finished goods in stock - average 8 weeks
(g) Credit allowed by supplier - average 8 weeks




(k) Credit allowed to debtors - average 8 weeks
(f) Large in payment of wages - average 15 weeks
(/) Cash and bank are expected to 25,000

Assumptions
(i) production is evenly

(if) there are 52 weeks/year

(i) Wages and overheads occur evenly

(iv) All sales are in credit

Solution.
Net Working Capital estimation of the project
(a) Current Assets
() Raw materials stock (2,08,000 = 160 = 8/52)
(if) Work-in-progress
(@) Raw material (2,08,000 x 160 x 4/52)
(b) Direct labour (2,08,000 = 60 x % x 4/52)
(c) Overheads (2,08,000 = 120 = ¥ = 4/52)
(iif) Finished goods stock — (2,08,000 x 340 x §/52)
(iv) Debtors (2,08,000 = 340 = 8/52)
() Cash and bank
Total investment in current assets
(b) Current liabilities
Creditors (2,08,000 = 160 x §/52)
Lag in payment of wages (2,08,000 = 60 x 3/104)
Total current liabilities
Net Working Capital (A - B)
Add 10%

4. From the following projections you are required to determine
working capital requirements;
(a) Annual sales T 14,40,000
(b) Cost of production (including depreciation 1,20,000)

~T12,00,000

51,20,000

25,60,000
4,80,000
9,60,000

1,08,80,000
1,08,80,000

25,000
3,09,05,000

51,20,000
3,60,000
8,72,000

30,03,300
3,30,36,300
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() Raw material purchased - ¥ 7,05,000
(d) Monthly expenditure - ¥ 30,000
(¢) Estimated opening stock of raw materials — ¥ 1,40,000
() Estimated closing stock of raw materials — ¥ 1,25,000
(g) Inventory
(i) Raw material - 2 months

(i} Work-in-progress - ¥ month

(iif) Finished goods ~ 1 month
(1) The credit extended to one month
(i) On sales orders the company receives an advance of T 15,000
() Production is even throughout the year

(k) Cash ¥ 35,000
Solution:
Determination of Net Working Capital
(a) Current assets L4
Cash balance 35,000
Inventory
Raw material opening stock 1,40,000
(+) Purchases 7,05,000
(=) Closing Stock 1,25,000
Annual consumption 7.20,000
Two months requirement 720,000 = 2/12 1,20,000
Work-in-progress — 10,80,000 = 1/24 45,000
Finished goods - 10,80,000 x 1/12 90,000
Debtors 10,80,000 = 12 90,000
(When there is no opening stock and no closing stock of
finished goods)
Total current assets 380,000
(b) Current liabilities .
Trade creditors — 7,05,000 = 1/24 29,375
Advance received from debtors 15,000
Total current liabilities 44,375
Net working capital (A - B) 3,35,625

5. From the following data, compute the duration of the operating
cycle for each of two years and comment on the increase/decrease,
. = i ) -: .;::- —§ o, 1w JF - .-.--"= s f_ﬁ"—-:.ﬁ;;.-‘j;

Raw miaterials 20,000 ' 27,000
WIP 14,000 18,000
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Cost of goods sold 1,40,000 . 1,80,000
Sales 1,60,000 2,00,000
Debtors 32.000 50,000
Creditors 16,000 18,000

It is assumed there are 360 days in a year.

Solution:

Particulars Year 1 (days) Year 2 (days)

1. Raw materials holding period

" 360 = stock of raw material (BEDHE,ME)_E (36!]!2?000)
Cost of material consumed 96, 000 1,35,000

2. Less (-) creditors payment period

’ 360 = 16,000 360 = 18,000
(360 x creditors/purchases) (%'T)=ﬁﬂ (1,.35,—{!!])=“
3. Work-in-progress holding period
360 = 14,000 36 = 18, 000
(360 = stock of WIP/Cost of good (W}=3ﬁ ( 1,80,000 ) 36
manufactured) S
4. Finished goods holding period
@!Mﬂfﬁ\lshedﬁonds) (36&#21.050)_54 (ﬂ:ﬂ_f_limﬂ)_ﬂ
Cost of goods sold 1,40,000 1, 80,000
5. Debtors collection period
3 360 = 50,000
(360 » debtors/credit sales) (W)-n ( 2 00,000 =9
Duration of operating cycles = (1 + 5) =177 =198
Assumptions

1. Raw material consumption is equal to the purchases.

2. Cost of goods manufactures is equal to the cost of goods sold.

3. Debtors is equal to total sales means sales are only in credit.

Interpretation

1. In the 1st year the operating cycle was of 177 days where as in the
2nd year the operating cycle has increased upto the extent of 198 days.

2. On the comparations of the different factors of operating cycle of
both years, It is found
(@) Raw material holding period in the 2nd year is decreased from

75 to 72 days. (W.C. requirement is less)

Working Capital
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(b) Creditors payment period has also decreased from 60 days to
48 days. (W.C. requirement is more).
(c) WIP holding period remains unchanged.
(d) Finished goods holding period has also decreased from 54 to 48
days (W.C. requirement is less).
() Debtors collection period has increased from 72 days to 90 days
(W.C. requirement has increased).
Result
In the 2nd year as compared with 1st year the requirement of working
capital has increased due to main increase in the debtors collection period
and decrease in the creditors payment period.

6. On the basis of the following information of ABC Ltd. You are
required to ascertain the requirement of working capital, when
there is a regular production and sales cycle and wages, overheads
accure evenly. Wages are paid in the next month of accural. Material
is introduced in the beginning of the production cycle).

(@) Production of the year - 69,000 units

(b) Finished goods holding period - 3 months
(c) Raw material holding period - 2 months
(d) Production process — 1 month

(¢) Credit allowed by creditors — 2 months

(f} Debtors collection period - 3 months

(g) Selling price/unit - ¥ 50

(k) Raw material

(i) Cost of raw materials - 50% of selling price.
(/) Cost of direct wages ~10% of selling price.

(k) Manufacturing and Administrative overheads —16% of selling

price.
() Selling overheads — 4% of the selling price.
Solution:
Calculation of working capital requirement
(@) Current assets L4
(1) Raw materials in store — (69,000 = 25 = 2/12) 2.87.500
(50% of selling price)
(i) WIP (69,000 x 31.5* = 14) 1,81,125
(iif) Finished goods in store (69,000 x 38 x 3/12) 6,55,500
(iv) Debtors (69,000 = 40 = 3/12) 6,90,000
Total of current assets 18,14,125
(b) Current liabilities
(i) Creditors (69,000 x 25 x 2/12) 2,87.500
(11) Wages (69,000 = 5 = 1/12) 28,750
Total current liabilities 3,16250




(¢) Net working capital (A - B) 14,97,875
Assumptions
(@) Conversation cost (wages, manufacturing and other administrative

overheads) are assumed to be equal to 50% for the determination of
WIF.

(b) Sales are only in credit that means all 69,000 units are sold in credit.
Workings:
*WIP  69000x315=1/12

31.5 '= (Material + 50% of direct wages + manufacturing and
other Admin overheads)

-2 + 5] (0 *9) * (505~
=25+05(5+8)
=315

7. The balance sheet of Company as follows as on March 31 of the
couniry year.

T .".‘If-'-‘.r-.'-.*.-!rﬂil-l'll'r:.ir-t- -=r_.";:.,?4-,r
i bl X
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Current liabilities 2,000 Current assets 8,000
Long-term funds 22,000 Fined assists 16,000
24.000 24,000

If current assets earn 2 per cent, fixed assets earn 14 per cent, current
liabilities cost 4 per cent and long-term funds cost 10 per cent,
calculate (a) total profits of assets, and the of current assets to total
assets, (b) the cost of financing and the ratio of current liabilities to
total assets, and (c) net profitability of the current financing plan.

Solution:

(a) Total profits on assets and ratio of current assets to total assets
Total profits on assets = (Profit on current assets + Profit on fixed
assets)

(i) Profits on current assets = 0,02 x ¥ 8,000 =T 160
(if) Profits on fixed assets =0.14 = ¥ 16,000 = 2,240
(1) + (i) = T 160 + T 2,240 = T 2,400
Ratio of current assets to total assets = ¥ 8,000, ¥ 24,000 = 0.33
(b) Cost of financing and ratio of current liabilities to total assets,

Total costs of financing = cost of financing of current liabilities +
cost of financing of fixed assets,

(i) Cost of current liabilities = (0,04 = ¥ 2,000 = ¥ 80
(if) Cost of long-term funds = 10 = T 22000 = T 2200
(i) + (i) =T B0+ T 2200 =T 2280
Ratio of current liabilities to total assets = ¥ 2000/T 24000 = 0.08.

Waorking Capital
Requtrement
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(a)

()

(€)

(a)
()

(c)

Net profitability of the current financial plan = Total profits - Total
cost = ¥ 2400 - T 2280 = ¥ 120.

Assume that in illustration 7 above, the Company has
simultaneously shifted ¥ 2000 in current assets to fixed assets and
¥ 3000 in long-term funds to current liabilities. Answer part (a), (b)
and (c) of illustration — 7 explain the differences, if any, in the ratios
and the returns that result.

Solution:
Total profits on assets and ratio of current assets to total assets.
Total profit on assets = Profits on current assets + Profits on fixed
assels

() Profit on current assets =002 = T6000=T 120

(i) Profit on fixed assets = 0,40 x T 18,000 = T 7200
Cost of financing and ratio of current liabilities to total assets

Cost of financing and ratio of current liabilities + cost of financing
of long-term funds.

(1) Cost of current liabilities = 0.04 = T 5000 = ¥ 200
(if) Cost of long-term fund = 0.10 = ¥ 19000 = ¥ 1900
(i) + (if) = € 2100
Ratio of current liabilities to total assets = ¥ 5000/% 24000 = 0.208
Net profitability = Total profits - Total cost = ¥ 2640 ~¥ 2100 = ¥ 450

The Prudential Company has investigated the profitability of its
assets and the cost of it funds. The result indicates,

() Current assets earn 1 per cent
(if) Fixed assets return 13
(i) Current liabilities cost 3
(iv) Average cost of long-term funds 10

The current Balance Sheet is as follows:

Current liabilities 5000 Current assets 10,000
Long-term funds 35000 40000

What is the net profitability?

The company of contemplating lowering its net working capital to
T 3500 by (i) either shifting ¥ 1500 of current assets into fixed assets,
or (if) shifting T 1500 of its long term funds into current liabilities,
Work out the profitability for each of these alternatives. Which do
you prefer? Why?

Can both these alternative be implemented simultaneously? How
would it affect the net profitability?




Solution: Warking Capital
(a) Net profit = Total profits - Total cost of financing Requirement

Total profit = Profit on fixed assets + return on
current assets

Profit on fixed assets = 0.13 = ¥ 30,000 = 3900 Notes
Profit on current assets = 0.01 = T 10000 = 100
Total = 7 4000
Total cost of financing = Cost of long-term financing + Cost of
Current (Short-term funds) Habilities
Cost of long-term funds = 0.10 = T 35000 = ¥ 3500
Cost of current liabilities = 0.03 = ¥ 5000 =% 150
Total = T 3,650
Net profit = ¥ 4,000 - T 3,650 = T 350
(b)y (i) Shift of ¥ 1,500 of current assets into fixed assets

Profit on current assets = 0,01 = ¥ 8,500 85
Profit on fixed assets = 0,13 = ¥ 31,500 4,095
Total profit 4,180
Cost of financing, as in (a) above 3,650
Net profit (2 4,180 - 2 3,650) 530
(i) Shift of T 1,500 of long-term funds into current liabilities
Profit [as in (a)] 4,000
Cost of financing

Cost of current liabilities =0.03 = 2 6,500 =7 195
Cost of long-term funds = 0,10 x ¥ 33,500 = ¥ 3,350 3,545
Net profit (¥ 4,000 - 2 3,545) 455

The profitability of alternative b (i) is more, when 1,500 of current
assets are shifted to fixed assets. It is, therefore preferable.

(c) If both the alternatives b (i) and b (i) are implemented

Total profit T4,180 [asinb (i)
Total cost 3,545 [asinb (if)]
Net profit 635

Obviously, the net profit is the highest in (c). However, risk has
increased to the extent of the decline in net working capital from
3,500 in. alternative (b) () and (if) to ¥ 2,000 in (c) alternative.

2.8. SUMMARY

¢ An adequate amount of working capital is essential for the smooth
running of a business enterprise. The finance manager should forecast
working capital requirements carefully to determine an optimum
level of investment in working capital.
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Working Capital ¢ One of the method for forecasting working capital requirement is

based on the concept of operating cycle.
Current liabilities generally effect computation of working capital.
Hence, the amount of working capital in lowered to the extent of
current liabilities (other than bank credit) arising in the normal cause
of business.
Shift working increase in the number of hours of production has an
effect on the working capital requirements. The greatest economy in
introducing double shift is the greater use of fixed assets.
Working capital is the difference between current assets to current
liabilities hence while estimating the requirement of working capital
it is essential to forecast the amount or cash requirement for each item
of current assets and current liabilities.
Working capital management refers to the administration of all aspects
of current assets, namely cash, marketable securities, debtors and
stock i.e., inventories and current liabilities. The financial manager
must determine levels and composition of current assets.
The financial manager should determine the optimum level of current
assets so that the wealth of share holders is maximized.
A different way to risk-return trade-off is in terms of the cost of
maintaining a particular level of current assets. There are two types of
costs associated i.e.,
1. Cost of liquidity

2. Cost of illiquidity
There are many methods in the determination of working capital
needs. These are as below (which are practically in use).

(a) Current assets holding period.

(b) Ratio of sales.

(¢) Ratio of fixed investment.
An optimum working capital ratio is dependent upon the business
situation as such and the nature and composition of various current
assets.
The credit policy of the company also determines the requirements of
working capital. This is because, in such a case, inventories have to be
maintained at a high level.
Working capital management polices have a great effect on the firms
profit ability, liquidity and its structural health.

SELF-HELP QUESTIONS

1. Briefly explain the various factors in determining the working
capital needs of a firm.

2. You are asked by the management to prepare a cash budget. What
information would you require and from what sources would you
obtain it for the following item.




(/) Plant and Machinery
(if) Sundry Debtors
(fif) Interest

2.10. SELF-EXAMINATION QUESTIONS

1. How are net working capital, liquidity, technical insolyency, and
risk related?

2. Why is an increase in the ratio of current to total assets expected
to decrease both profits and risk as measured by net working by
Capital?

3. How can changes in ratio of current liabilities to total assets affect
its profitability and risk?

4. How would you expect both an increase in the ratio of current
assets and a decrease in its ratio of current liabilities to total assets
to affect profit and nsk?

5. What is the basic premise of the hedging approach for meeting
funds requirements? What are the effects of this approach on the
profitability and risk?

6. Whatis the conservative approach to financing funds requirements?
What kind of profitability-risk trade-off is involved?

7. If a firm has constant funds requirements throughout the year,
which, if any, of the three Financing plans is preferable? Why?

Do vou agree with the following?
(i) Double shift working requires a larger amount of funds for
work-in-progress.
(ii) There is normally a corresponding increase in stocks as double
shift working is introduced.
(iff) The cash cost working capital is lower because of the fact that
sundry debtors include the profit element and non-cash cost.
8. (1) “Expenses reduce working capital, whereas charging of
depreciation does no,” Do working capital?
(b) Can a company show a net-loss in its profit and loss account
and an increase in the working capital.

9. Discuss various factors affecting working capital.

10. From the following information of ABC Ltd.:
Compute: (i) Working capital requirement (i) current ratio
Balance Sheet as at 31.03.2000
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Share Capital S0 Fixed Assots 70
Long-term Loans (T 5000 Payable in 1999) 40 Inventories 20
Sundry Creditors 1 Work-in-progress 0. .
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Bill Payable 5 Cash 15
Expenses Payable 12

Provision for Dividend B
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Would the following action result in an increase in the total
requirements of working capital or would they reduce the same?
Give reasons briefly,

(@) Decrease in normal credit period allowed to customer from 20
days to 10 days.

(b) Purchase of the method of packing the production.

(¢) Changing the method of packing the product The new
methods result in a more attractive packet. The time required
for packing one unit of finished goods and the inventory level
of packing material remains the same,

(4) The decision to store large quantity of a raw material, the price
of which is expected to rise in future.

(e) Changing the method of depreciation.

(f) Decision to pay immediate cash for raw materials to suppliers
in order to enjoy cash discounts.

(g) Implementing a scheme which cuts down the production
period to half.

(h) Increase in wage rates,

You are consulted regarding the working capital requirements for

project A. The relevant data are given below:

Raw materials cost = # 0 75 per unit, Overheads = 15,000 per month

Labour = ¥ 0.60 per unit, Output/sales 10,000 units per month

Selling price = ¥ 5 per unit, Stocks to be carried

Raw materials = two weeks' production, Finished goods = 3 weeks’

supply

Good remain in process for one month; raw materials are fed into

the process immediately while labor and overheads accrue evenly

during the month.

The debtors on an average are given 2.25 months credit. Half of

the raw material suppliers have to be paid in cash while the others

allow a credit period of one month.

The time lag in wages and overheads is one month. The company

wishes to maintain a cash balance of  15000.

Calculate the working capital requirements for a month, Append

any assumption or notes that you may wish to make.

The Hypaothetical Ltd. has investigated the profitability of its assets

and the cost of its Funds. The results indicate:



(i) Current assets earn, 6 per cent, Working Capital
(if) Fixed assets return, 13 per cent Regimment
(ifi) Current liabilities cost, 3 per cent,
(iv) Average cost of long-term funds, 10 per cent.

13. In review question 15.8 above, what would be the net profitability ohen
if Hypothetical Ltd could earn 1 per cent on current assets and 8
per cent on fixed assets. The cost of current liabilities and long-
term funds is 3 per cent and 10 per cent respectively? What
recommendations would you made to the company? Why?

14. The Hypothetical Ltd. estimates its requirements of funds for the
coming year to be constant at a level of T 1,00,000. If the cost of both
current liabilities and long-term financing 8 per cent, calculate the
cost using the hedging and conservative approaches and discuss
your preference with respect to applying either of them to finance
the firm.

15. The hypothetical Ltd has forecast its total funds requirements for
the comin

BiE3EB|E

The cost of short-term and long-term financing is expected to be
4 per cent and 10 per cent respectively, (a) Calculate the cost of
financing using the hedging approach. (b) Calculate the cost of
financing using the conservative approach, (¢) Discuss the basic
profitability risk trade off associated with each of these plans.

EBETRLT AL T TR T WS TR
12, (a) T1700 (B) (i) T 1910 (i) T 1910. () yes, the net profitability would
be T 2120,
13. Met; pss T 500. Continue the existing plan.
14. The company would be indifferent between the hedging and
conservative approaches to financing.
15. (a) T4.63 lakh, (k) T 20, (c) T 11.67 lakh.
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Inventory Management

Structure

3.1. Introduction

3.2. Objective

3.3. Inventory Management Techniques
34. Mustrations

3.5. Summary

3.6. Self-Help Questions

3.1. Introduction

The 3" major current asset is inventory. The term inventory refers to the
stockpile of the products a firm is offering for sale and the components that
make up the product.

In other words inventory is composed of assels that will be sold in future
in the normal cause of business operations.

The assets which firm store as inventory in anticipation of need are
(1) Raw materials
(11) Work-in-progress (semi-finished goods)
(iif) Finished goods.
Raw material inventory contains items that are purchased by the firm

from others and are converted into finished goods through the manufacturing/
production process. These are an important input of the final product.

The work-in-progress (WIP) inventory consists of items currently being
used in the production process. These are usually semi-finished goods that
are at the various stages of production in a multi-stage production process.
Finished goods represents final or completed products which are available or
ready for sale. The inventory of such goods consists of items that have been
produced but are yet to be sold.

Inventory, as a current asset, differs from other current assets because
only financial managers are not involved. Rather, all the functional areas,
finance, marketing, production and purchasing are involved.

The views concerning the appropriate level of inventory world differ
among, the different functional areas,

The job of a financial manager is to reconcile the conflicting viewpoints
of the various functional areas regarding the appropriate inventory levels in



order to fulfil the overall objective of maximizing the owner’s wealth. Thus
inventory management, like the management of other current assets, should
be related to the overall objective of the firm.

3.2. OBJECTIVE

The basic responsibility of the financial manager is to make sure the
firm’s cash flows are managed efficiently. Efficient management of inventory
should ultimately result in the minimization of the owner’s wealth.

In order to minimise cash requirements, inventory should be tumed
over as quickly as possible, avoiding stock-outs that might result in closing
down the production line or lead to a loss of sales. It implies that while the
management should try to pursue the financial objective of tuming inventory
as quickly as possible, it should at the same time ensure sufficient inventories
to satisfy production and sales demands, In other words, the financial manager
has to reconcile these two conflicting requirements. Stated differently, the
objective of inventory management consists of two counterbalancing parts—

() To minimise investment in inventory
(i) To meet a demand for the product by efficiently organising the
production and sales operations.

These two conflicting objectives of inventory management can also be
expressed in terms of cost and benefit associated with inventory. That the firm
should minimise investment is inventory implies that maintaining inventory
involves costs, such that the smaller the inventory, the lower is the cost of the form.

Inventory « Cost of firm

But, inventories also provide benefits to the extent that these facilitate
the smooth functioning of the firm, larger the inventory, the better it is firm
this point of view. Obviously, the financial managers should aim at a level of
inventory which will reconcile these conflicting elements means, an optimum
level of inventory should be determined on the basis of the trade-off between
costs and benefits associated with the level of inventory.

3.2.1 Cost of Holding Inventory

One operating objective of inventory management is to minimise cost.
Excluding the cost of merchandise. The costs associated with inventory fall
into following two basic categories,

() Ordering or acquisition or set-up costs
(i) Carrying cost.

These costs are an important elements of the optimum level of inventory

decisions.

3.2.1 (a) Ordering Costs

This category of costs is associated with the acquisition or ordering of
inventory. Firm have to place orders with suppliers to replenish inventory of
raw materials, The expenses involved are referred to as ordering costs,

Inventory
Management
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Apart from placing orders outside, the various production departments
have to acquire materials from the stores. Any expenditure involved here is
also a part of the ordering cost. Ordering cost involves—

Preparing a purchase order or requisition form,

Receiving, inspecting and recording the goods received to ensure both
quantity and quality.

The cost of acquiring materials consists of clerical costs and costs of
stationary. It is therefore called a set-up cost. These are generally fixed/order
placed, irrespective of the amount of the order.
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Acquisition costs one inversely related to the size of inventory. These
decline with the level of inventory.

1
Size of inventory
Thus such costs can be minimised by placing fewer orders for a larger

amount. But acquisition of a large quantity would increase the cost associated
with the maintenance of inventory, that is carry cost.

3.2.1 (b) Carrying Cost

The second broad category of cost associated with inventory one the
carrying costs. These are involved in maintaining or carrying inventory. The
cost of holding inventory or carrying cost. May be divided into following two
categories:

(i) Cost arises due to storing of inventory

(i) Opportunity cost of funds.

() Cost arises due to storing of inventory. The main components of
this category of carrying cost are—
Storage cost ie, tax, depregiation, insurance, maintenance of
building, utilities and janitorial services.
Insurance of inventory against fire and theft.
Deterioration in inventory because of pilferage, five, technical
obsolescence, style obsolescence and price decline.
Servicing costs ie., labour for handling inventory, clerical and
accounting costs,

(i) Opportunity cost of funds. This consists of expenses in raising
funds (interest on capital) to finance the acquisition of inventory,
If funds were not looked up in inventory: would have eamed a
return. This is the opportunity cost of funds on the financial cost
component of the cost.

Acquisition cost «




The carrying costs and inventory size are positively related and move in Inventory
the same direction. If the level of inventory increases, the carrying costs also Management
increase and vice-versa.

Carrying cost = size of inventory.

The second element in the optimum inventory decision deals with the
benefits associated with holding inventory. The major benefits of holding
inventory are the basic function of inventory. In other words, inventories
perform certain basic functions which are of crucial importance in the firm's
production and marketing strategies.

The basic function of inventories is to act as a buffer to decouple the
various activities of a firm so that all do not have to be pursued at exactly the
same rate. The key activities are as below:

(f) Purchasing
(1) Production

(iif) Selling,

The term uncoupling means that these interrelated activities of a firm
can be carried on independently. Without inventories, purchasing and
production would be completely controlled by the sales schedules.

If the sales of a firm increases, these two would also increase and vice-
versa. Means, purchase and production functions would depend upon the
level of sales. It is of course, true that in the long run, the purchasing and
production are infact tied to the sales activity of a firm. But, if in the short
run, these are rigidly related, the three key activities cannot be performed
efficiently.

Inventory/ies permit short term relaxation so that each activity may be
pursued efficiently. "Inventories enable firms irr the short run to produce at a
rate greater than purchase of raw materials and vice-versa or to sell at a rate
greater than production and vice-versa.

Since inventory enables uncoupling of the key activities of a firm, each
one can be operated at most efficient rate. This has several beneficial effects
on the firm's operations. There are three types of inventories — raw materials,
work-in-progress and finished goods, perform certain useful function. The
effect of uncoupling i.¢., maintaining inventory are as follows—

(a) Benefils in purchasing () Benefits in production
(¢) Benefits in work-in-progress (d) Benefits in sales.
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3.2.2. (a) Benefits in purchasing

If the purchasing of raw materials and other goods is not tied to
production/sales means a firm can purchase independently to ensure the
most efficient purchase, several advantages would become available.

In the first place, a firm can purchase larger quantities than is warranted
by useage in productiont or sales level. This will enable it to avail of discounts
that are available on bulk purchases.

Moreover, it will lower the ordering cost as fewer acquisition would be
made, There will, thus be a significant saving in the costs.

Secondly, firms can purchase goods before anticipated or announced
price increases. This will lead to decline the cost of production.

Inventory, thus, serves as a hedge against price increases as well as
shortages of raw materials. This is a highly desirable inventory strategy.

3.2.2. (b) Benefits in production

Finished goods inventory severs to uncouple production and sale. This
enables production at a rate different from that of sales, i.e,, production can
be carried on at a rate higher or lower than the sales rate. This would be of
special advantage to firms with seasonal sales pattern. In this case, the sales
rate will be higher than the production rate during a part of the year (.2, peak
season and lower during the off season. The choice with the firm is either
to produce at a level to meet the actual demand, that is higher production
during peak season and lower or nil production during off season or produce
continuously throughout the year and build up inventory which will be sold
during the period of season demand.

The farmer involves discontinuity in the production schedule while the
latter ensures level production. The level production is more economical as it
allows the firm to reduce the cost of discontinuities in the production process.

This is possible because excess production is kept as inventory to meet
the future demands. Thus inventory helps a firm to coordinate its production
scheduling so as to avoid disruption and the accompanying expenses.

3.2.2. (c) Benefits in work-in-progress

Inventory of work-in-progress perform following in functions.

It is necessary because production processes are not instantaneous. The
amount of such inventory depends upon technology and the efficiently of
production. The larger the step involved in the production process, the larger
the work-in-progress inventory and vice-versa.

Number of steps in production process = WIP inventory

By shortening the production time, efficiency of the production process
can be improved and the size of this type of inventory reduced.



In the multi-stage production process it uncouples the various stages of
production so that all of these do not have to performed at the same rate. The
stages involving higher set-up costs may be most efficiently performed in
batches with a W.ILP inventory accumulated during a production run.

3.2.2. (d) Benefits in sales

The maintenance of inventory also helps a firm to enhance its sales
efforts.

If there are no inventories of finished goods, the level of sales will depend
upmﬂwlmldwnentpmdufﬁm.hﬂrmwﬂlmtbeahlemmdm'md
instantaneously. There will be a log depending upon the production process.

If the firm has inventory, actual sales will not have to depend as lengthy
manufacturing processes. Thus, inventory serves to bridge the gap between
current production and actual sales.

A related aspect is that inventory serves as a competitive marketing
tool of meet customer demands. A basic requirement in a firm's competitive
position is its ability vis-a-vis its competitions to supply goods rapidly. If it
is not able to do so, the customers are likely to switch to supplier who can
supply goods at short notice:
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3.3. INVENTORY MANAGEMENT TECHNIQUES

Financial managers should aim at an optimum level of inventory on
the basis of trade-off between costs and benefit to maximise the owners
wealth. Many sophisticated mathematical techniques are available to handle
inventory management problems. Following are a few simple production-
ariented methods/techniques of inventory control to indicate a broad
framework for managing inventories efficiently in conformity with the good
of wealth maximization. The major problems areas that comprise the heart of
inventory control are—

1. Classification problem to determine the type of control required.
2. The order quantity problem.

3. The order point problem.

<. Safety stocks.

3.3.1 (a) Classification Problem—ABC System

Mﬁmtmpmﬂwmmmnhdprmisdasﬁﬁnﬁmuf&ﬁmmt
typmofhwmlnﬁﬁwdmﬂmtypeanddegmufumnolmquimdfm
each.
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The ABC system is a widely used classification technique to identify
various items of inventory for purposes of inventory control. This technique
is based on the assumption that a firm should not exercise the same degree
of control on all items of inventory. It should rather keep a more rigorous
control on items that are:

() The most costly

(if) Slowest turning

While items that are less expensive should be given less control efforts.
On the basis of cost involved, the various inventory items are, according

to this system, categorised into following three classes,

1. Class A

2. ClassB

3. ClassC

The items included in class ‘A mvnlwthr!mtgeﬂmmt Therefore,
inventory control should be the most rigorous and intensive and the most,
sophisticated inventory control techniques should be applied to these items.

The class, ‘¢’ consists of items of inventory which involve relatively small
investment although the number of items is fairly large. These items deserve
minimum attention.

The class ‘B’ stands midway. It deserves less attention than ‘A’ but more
than 'C". It can be controlled by employing less sophisticated techniques.

The take of inventory management is to properly classify all the
inventary items into one of these three categories/classes.

Thtypimlbmkduwndinmhryitemﬂlsnﬁb&hw:

Empiﬂhﬁmhm?diﬁuﬂﬁitem;inushwmtury The average
number of each of these items held, along with their unit costs is as below.



The firm wishes to introduce ABC inventory system. Suggestahmkduwn
of the items in ABC system.

1 | 20000 | .-5 080 | 1216000 3&
2 10,000 5- 102.40 10,24,000 3zo0-
3 32,000 ' la-m 11,10 352000 | . Hm-m
4 28,000 14— 10.28 2,88,000 9.00 -

5 60,000 30~ 3.40 2,04,000 638

6 30,000 15 |55 3.00 90,000 280 |10
7 20,000 10— 1.30 26,000 0.82 -

Item 1 and 2 combine together are of 15% whereas cost % is 70, hence are
placed in class ‘A", Items 3 and 4 combine together are of 30% whereas cost
% is 20, hence are placed in class ‘B'. Items 5, 6 and 7 combine together are of
55% whereas cost % is 10, hence are placed in class 'C'.

Advantages of ABC analysis

The advantages of ABC analysis are as follows:
1. It becomes possible to concentrate all efforts in areas which need
genuine efforts.
2. This method produces rewarding results, at the same time it
involves minimum control.
3. In respect of class ‘A’ items care attention is paid at every step

i.e., estimates of requirements, purchasing, safety stock, receipts,
inspection, issues etc. A tight and loose control is exercised. A

close watch on high consumption items and their progress of

Inventary
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replenishment use etc., is maintained. But ‘C’ class items, which are
numerous and at the same time inexpensive one comparatively left
loose controlled,

4. Those items which fall under class “C’ may be dispersed with in the
record-keeping system as well, physical division of these items into
two unequal sections may help in saving time, money and labour
without endangering the production schedule;

5. It is the most effective and economical method as it is based on
selective approach.

6, It helps in placing the order. Deciding the quantity of purchase,
safety stock etc. Thus, saving the enterprise/firm from unnecessary
stock cuts or surpluses and their resultant consequences.

ABC analysis pattern

The control on inventories under selective approach may follow the
following pattern-

51

.d : Em 5

1

2 Requirement Exact Exact Estimate

3 Recording Individual Individual Group

4 Cluch of revision Close Some Little

5 Quality Control Exact Exact Approximate
6 Expecting Regular Some No.

Broad Policy Differences between ABC items

ABC analysis is carried with an object of evolving a policy guidelines for
selective materials control under the method. For an effective and purposeful

analysis policy guidelines are based on differences between the three - ABC
types of items.

A broad policy guidelines may be established and followed. The
establishment of such guidelines may help in achieving the objects which
the ABC method of inventory classification sets for itself. The objects of the
method may be enumerated as the broad policy differences or guidelines
which are easy to evolve once materials are classified as ABC items.

Following table shows the broad policy difference between the three




‘4 |Controlreports [Weekly  [Monthly  |Quartery
5. | Follow-up action | Maximum Periodical Exceptional
6. | Values analysis | Rigorous Moderate Minimum
7. | Source of supply | Maximum/Many | May be two-three | Minimum
8. | Fore costs Accurale Estimates Approximates
9. | Surplus/ Nil or minimum | Quarterly control | Annual control
Obsolescence
10. | Purchasing Centralised Combined Decentralised
11. | Storage Centralised Combined Decentralised
12. | Lead time Minimum Maoderate As required
13. | Handling Top one level Middle level Operating staff
14. | Coding Red column Pink column Blue column
15. | Incharge Maximum two Group of people | Group of people
people but small (bigger)
Limitation of ABC analysis

This analysis is not foolproof. It suffers from certain limitations which
later methods have tried to remove. The limitations are as below:

1.

It an achieve its objectives only when there is a popular
standardization of materials being carried in the store house. A good
system of codification two is required for effectively carrying out the
analysis.

The base of ABC analysis is “grading of items” carried in the store
house. The grading of items is done according to the importance of
performance of the item under gradation. The gradation of item is
obviously done on the basis of vital (V), Essential (E) and desirable
(D). Vitality, essentiality and desirability of the items speak for
themselves and any analysis has to be based on these. Any item
may be having zero or minimum monetary value but may be vital
for the functioning of organizations smoothly and efficiently.

The inventory position may be analysed according to the value of
the item. Thus, a periodic review and updating is mandatory in
ABC analysis.

ABC analysis which primarily based on monetary value of the item
ignoring other important factors.

Despite the above limitation, still the ABC analysis is an effective
tool and serves very useful purposes.

VED Analysis

It is quite similar to ABC analysis but largely applicable to spare parts.
Spare parts are classified as vital, Essential and Desirable according to their
requirement.

Inventory
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Spares classified as "V’ (vital) are stocked adequately to ensure smooth
plant operations. These spares are those which may cause havoc and may
amount to stoppage work in the organization if are not available at the time
of requirement.

However, the organization may take a reasonable risk in case of those
spares which are classified as ‘E’ (Essential). These items can be sufficiently
stocked to ensure a regular flow but care should be taken that if sufficient
stock of ‘E’ items are not available then it may effect the efficiency of the
organisation. Therefore, it is necessary to have adequate arrangement for
their replenishment at a short notice. The suppliers of ‘E’ items should be
reliable and should be such who may be ready to supply the items as and
when needed.

‘D’ (Desirable) spares are those which can be easily bought from the
market as and when these are needed. The lead time of such items is always
law and their procurement at any time or at any stage is not going to pase
any problem.

VED classification is helpful to those industries which largely depend
mtiwrpimltmdmdurm
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ABC and VED analysis. In order to control the stacking of spare parts.

According to them control action may be classified as AV, BE and CD.
They are of the opinion that in such cases it will be advantageous to have
a centralised system of storage so far as the spare parts are concerned,
particularly an undertaking which is organised as multi-unit organisation.

Pattern of ABC-VED analysis

Nill stocks

Mndiamumdu
regular follow up.
B Maoderate stocks Moderate stocks Very low stocks
o High stocks Moderate stocks Low stocks
FSN Analysis

It is based an movement of item from and in the store. The items are
classified as 'F' (fast moving, ‘S’ (slow moving) and ‘N’ (non-moving). The
classification is based upon the movement/ ion pattern of the items
under analysis. This analysis is useful in case of obsolete items. Previous year’s
issues is the guiding factor for FSN analysis. Previous 2-3 years consumptions
are taken into consideration for decision. Whether the items stocked in store
are fast moving, slow moving or non-moving.




Certainly, such analysis and method of analysis is useful in locating and
identifying the obsolete items.

This analysis helps in avoiding investments is non-moving or slow
moving items. FSN analysis is also useful in presenting obsolescence and
facilities timely control.

3.3.2 Order Quantity Problem

Economic Order Quantity (EOQ) Model: After various inventory items
are classified on the basis of suitable analysis, the management becomes
aware of the type of control that would be appropriate for each of class of
imventory items,

A key inventory problem while purchasing raw materials or finished
good, how much inventory should be purchased/bought in one lot under one
order on each replenishment? Should the quantity to be purchased be large or
small? or should the requirement of materials during a given period of time
be acquired in one lest or should it be acquired in instalments or in several
small lots? Such inventory problems are called order quantity problems.

The determination of the appropriate quantity to be purchased in each
lot to replenish stock as a solution to the order quantity problem necessitates
resolution of conflicting goals.

1. Buying a large quar MWMM
mm“mwmmmm

A firm should place nuﬂ'lertnulargermrtnnsml] orders. On thebasis
of trade off between benefits derived firm the availability of inventory and
the cost of carrying that level of inventory, the appropriate or optimum level
of the order to be placed should be determined.

The optimum level of inventory is popularly referred to as the Economie
Order Quantity [EOQ). It is also know as economic lot size.

The Economic Order Quantity [EOQ] may be defined as the level
of inventory order that minimises the total cost associated with inventory
management.

The costs associated with inventories are —

(f) Ordering costs,  (if) Carrying cost

EOQ refers that level of inventory at which the total cost of inventory
comprising acquisition/ ordering/set-up costs and carrying cost is minimal.

Inventiory
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Assumption for EOQ
The EOQ model, as the technique to determine the economic order
quantity is based upon following three restrictive assumptions:
() The firm knowns with certainty the annual usage (consumption) of
a particular item of inventory.
(b) The rate at which the firm uses inventory is steady over time.
(¢) The orders placed to replenish inventory stocks are received at
exactly that point in time when possible inventory levels being
considered.

Approaches

The EOQ model can be understood by —

(/) Long analytical approach or trail and error approach,

(i) The shortcut or simple mathematical approach.

Long analytical/trial and error approach—Given the total requirements
of inventory during a given period of time depending upon the inventory
planning horizon, a firm has different alternatives to purchase its inventories
like:

It can buy its entire requirements in one single lot at the beginning of the
inventory planning period.

The inventories may be procured in small lots periodically.

If the purchases are made in one lot, the average inventory holdings
would be relatively large whereas it would be relatively small when the
acquisition of inventory is in small lots. The smaller the lot the lever is the
average inventory and vice-versa.

Lot size = average inventory

High average inventory would involve high carrying costs.

On the other hand, low inventory holdings are associated with high
ordering cost.

The trial and error or long analytical approach for the determination
of EOQ uses different permutations and combinations of lots of inventory
purchases so as to find at the least acquisition costs for different sizes of orders
to purchase inventories are computed and the order size with the lowest total
cost i.c., ordering plus carrying of inventory is the economic order quantity
The mechanics of the computation of EOQ with the analytical approach is as
follows:

Example: A firm's inventory planning period is one year. Its inventory
requirement for this period is 1600 units. If the acquisition cost is ¥ 50 pes
order. The carrying costs are expected to be T 1 per unit/year for an item.

The firm can procure inventories in various lots as below: (i) 1600 unit:
(i) 800 units (i) 400 units, (i) 200 units, (v) 100 units. Which of these orde
quantities is the EOQ.




Solution:
Inventory Costs for Different Order Quantities:

Size of order {units)

Number of orders

Cost per order

Total ordering cost

Carry cost/unit (T)

Average inventory (unit)

Total carrying cost (T)

wlalp|o|elw|p|e

HEEMERISL

Blelal-|Blelz|8

5|5(8|.|2|2|- |8
558|828
EBIB|.|Blz|.|B

Total cost (4 + 7) (@)

Working notes:
(i) No. of orders = Total inventory requirements/order size.
(i) Average inventory = Order size/2.
From the above total cost it reveals that-
The carrying and ordering costs when taken together are the lowest for
the ordering size of 400 units hence its is the EOQ.
Mathematical approach (shortcut method)
The economic arder quantity can, using a shortcut method, be calculated
by the following formula.
where A —» Annual usage of inventory in units
B — Buying cost per order
C —» Carrying cost per unit.
From the above example
A = 1600 units

B

50
=21

=

e

¥ 3200 = 50 = 160000
100 /16 =100 x 4 =400 units. ~ Ans.

([

Limitations
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1. The assumption of a constant consumption/usage and the
instantaneous replishment of inventory is of doubtful validity.
Deliveries from suppliers may be slower than expected for reasons
beyond control. It is also possible that there may be an unusual and
unexpected demand for stocks. To meet such contingencies, firms
have to keep additional inventories which are known as safety
stocks.

2. Assumption of a known annual demand for inventories is opeti to
question. There is likelihood of a discrepancy between the actual
and the expected demand, leading to a wrong estimate of EOQ.

3. In addition, there are same computational problems involved. A
more difficult situation may over when the number of orders to be
placed may turn out to be a fraction.

3.3.3 Order Point

The EOQ technique determines the size of an arder to acquire inventory
50 as to minimise the carrying as well as the ordering costs. In other words
EOQ provides an answer to the question. How much inventory should
be ordered in one lot? Another important question pertaining to efficient
inventory management is when should the order to procure inventory be
placed? It is known as reordering point.

Reordering point is stated in terms of the level of inventory at which
an order should be placed for replenishing the current stock of inventory. In
other words, reorder point may be defined as the level of inventory when
fresh .arder should be placed with the suppliers for procuring additional
inventory equal to the economic order quantity.

A simple formula to calculate the reorder point is based upon following
assumptions

() Constant daily usage of inventory

(i) Fixed lead time.

In other words, the formula assumes conditions of certainty.

The reorder point = lead time in days x average daily usage of inventory.

or ROP = LT = ADU.

OP, or L=,

Where ROP or OP = Reording point

LT or L= Lead time in days.

ADU or U = Average daily usage of inventory lead time refers to the
time normally taken in receiving the delivery after placing orders with the
suppliers. It covers the time span from the point when a decision to place the
order for the procurement of inventory is made to the actual receipt of the
inventory by the firm.

In other words the lead time consists of number of days required by
the supplier to receive and process the order as well as the number of days




duriﬁg which the goods will be in transit from the supplier. The lead time Inoentory

may also be called as the procurement time of inventory. Management
The average usage means the quantity of inventory consumed daily.

Therefore, reorder point can be defined as the inventory level which should

be equal to the consumption during the lead time. | Notes
Example: The average consumption or daily usage of inventory in a |

firm is 10,000 units. The number of days required to receive the delivery of

inventory other placing order i.¢,, lead time or (LT/L) is 15 days,

Calculate reordering point.
Solution:
The reordering point = O
OP; = LxU L=15days
= 15=10,000 U= 10,000 units
= 1,50,000 units.

Means, the firm should place an order for replenishment the stock of
inventory as soon as the level reaches 1,50,000 units. The size of the order
would obviously be equal to the EOQ.

3.3.4 Safety Stock

The economic order quantity and the reorder point are on the assumption
of certainty conditions i.e.

(i) Constant/fixed usage/ requirement of inventory

(i) Instantaneous replenishment of inventory.

These assumptions are subjected to questionable validity in central
conditions/situations.

For instance, the demand for inventory is likely to fluctuate from time
to time, In particular, at certain points of time the demand may exceed
the anticipated level. In other words, a discrepancy between the assumed
or estimated or anticipated or expected and actual usage rate of inventory
is likely to occur in practice, Similarly, the receipt of inventory from the
suppliers may be delayed beyond the expected/pre calculated lead time.
The delay may arise from strikes, floods, transportation and other inforseen
bottlenecks. Thus, a firm would come across situations in which the actual
usage of inventory is higher than the anticipated level and/or the delivery of
the inventory from the supplier is delayed.

The effect of increased and/or slower delivery would lead to shortage
of inventory. That is, the firm would face a stock-out situation. This would
disrupt the production schedule and alimate the customers. The firm would,
there fore, be well advised to keep a sufficient safety margin by having an
additional inventory to guard against stock-out situation. Such stocks are
called safety stocks.
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This safety stocks act as a buffer or cushion against stock-out situation/
possible shortage of inventory caused either by increased usage or delayed
delivery of inventory.

The safety stock may be defined as the minimum additional inventory to
serve as a safety margin or buffer or cushion to meet an unanticipated increase
in usage resulting from an unusually high demand and or an uncontrollable
late receipt of incoming inventory.

The safety stock involves two types of costs:

(i) Stock-out

(i) Carrying cost.

The job of working capital manager is to determine the appropriate level
of safety stock on the basis of trade-off between these two above discussed
conflicting costs.

The stock-out costs refers to the cost associated with the shortage (stock-
out) of inventory, the firm would be deprived of certain benefits. The denial
of those benefits which would otherwise be available to the firm are the stock-
out costs.

The first and most important of these costs, is the loss of profit. Which
the firm could have eamed from increased sales if there was no shortage of
inventory.

Another category o! stock-out-costs is the damage to the relationship
with the customers. Owing to stortage of inventory, the firm would not be
able to meet the customer’s requirements and the latter may tumn to the firm’s
competitions. It should of course be clearly understood that this type of cost
cannot be easily and precisely quantified,

Last, the shortage of inventory may distrupt the production schedule of
the firm. The production process would grind to a halt involving idle time.

The carrying costs are the costs associated with the maintenance of
inventory. Since the firm is required to maintain additional inventory, in
evens of the normal usage, additional carrying costs are involved.

The stock-out and the carrying costs are counter balancing. The longer
the safety stock the larger would be the carrying cost and vice-versa.

Safety stock = carrying cost.
Larger is the safety stock, the smaller would be the stock-out-costs.

Safety stock 1/= stock-oul-costs,

In other words, if the firm minimises the carrying cost the stock-out-
costs are likely to rise, on the other hand, an attempt to minimise the stock-
out-costs implies to increased carrying costs,

The object of the working capital manager should be to have the lowest
total cost Le., carrying cost + stock-out-costs.

The safety stock with the minimum carrying and stock-out costs is the
economic or appropriate level which a working capital manager should aim
at.




The appropriate level of safety stock is determined by the trade-off
between the stock-out and the carrying costs.

Example: The experience of a firm being out of stock is as below.

500 1 (1)
400 2 (2

250 3 (3)

100 4 @

50 10 (10)

0 B0 (below 80)
Total oo

Figures is bracelets represents percentage of time the firm has been out
of stock.

(b) Assume that the stock-out costs are T 40 per unit.

(¢) The carrying cost of inventory/unit is ¥ 20, Determine the optimum
level of stock-out inventory.

Solution:

Computation of expected stock-out-costs—Determination of the
optimum safety stock involves dealing with uncertain demands. The first
step therefore is to estimate the probability of being out of stock as well as
the size of stock-out in terms of the shortage of inventory at different levels
of safety stock.

The shortage of inventory at different levels of safety stock can be
computed as follows-

(¢) The firm’s experience has been that it has been short of inventory
by 500 units only once in 100 times. If therefore the level of safety
stock is 500 units. It will never be short of inventory means that
with 500 units of safety stock. The size of stock-out would be ‘zero'.

(b) When the firm has a safety stock of 400 units. It could be short by
100 units.

() Whmthesaietysbnq?_is!&ﬂmﬁtamm&mminuhnmgenim
units of the actual demand tums out to be 500 units greater than
expected. If the demand turn out to be 400 there will be a shortage
of 150 units. Thus, the size of stock-out could be 250 units or 150
units depending upon the level of actual demand.

(d) It should be obvious that the size of stock-out increases with a
decrease in the level of safety stock. The size of stock-out for safety
stock levels of 100 units, 50 units and 0 units can be computed on
the lines of step ‘¢’

Inventory
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500

400

250 250 10,000 0.01] 100 0
150 6,000 0.2 120

100 400 16,000 0.017 160
300} 12,000 (1340 240 580
150 6,000 0,03 180

50 450 18,000 a.m 180
350 14.000 0.02 l 250 i 750
200 8,000 (.03 240
30 2.000 004 i)

0 500 20,000 | 0ol 200
400 16,000 0.02 320
250 10,000 0.03 300 1,180
100 4,000 0.04 160
50 2,000 | B8.10) 200 |

Working notes:

Probability of stock-out can be computed as below.

(a) If the safety stock of the firm is 500 units. There is no chance of the
firm being out of stock. The prabability of stock-out is therefore
zero.

() When the safety stock is 400 units there is 1% chance that the firm
will be short of inventory. The probability of stock-out is therefore
0.01.

(c) The probability of stock-out for other levels of safety stock is
similarly computed is ‘col 4' of above table.

After the determination of the size and probability of stock-out, the next

step is the calculation of the stock-out cost. The expected stock-out cost can be

calculated by multiplying the stock-out cost and the probability of stock-out.

The next step is to compute the total expected stock-out cost.

Now carry cast is to be calculated. Which is equal Ini:heuﬁptystock
multiplied by the carry cost/unit. .




Cmnpu tation uf Total Safety sluck-cﬁs!-—

| Carryingcost |- immm
@ umity)

0 1,180
50 780 1,000 1,780
100 580 2,000 2,580
250 220 5,000 5220
400 40 B.000 5,040
500 0 10,000 10,000

Finally, the carry costs and the expected stock-out costs at each safety

stock level should be added. The optimum safety stock would be that level of
inventory at which total of these two costs is the lowest.

In the above example the lowest total safety stock cost is at zero level.

3.4. ILLUSTRATIONS

1. Following details are available in respect of a firm
(1) Annual requirement of inventory — 40,000 units
(i) Cost/unit (including carrying and ordering cost) - ¥/16
(iif) Carrying cost = 15% / year
+  (iv) Ordering cost = 480 ¥ per order.
Determine EOQ?
Solution:

g - |8

A

40,000, B = 480, C = 16 x 0,15 = 2.40
240,000 480
then EOQ = ¢/ 24
/80,000 % 480
v 24

-..iﬂﬂlll]lll]ﬂ

=

\‘r]f Eu; mf mm
= 4000 units.
2. An enterprise require 90,000 units of certain items annually, Cost/
unit = ¥ 3, cost per purchase order =7 300 inventory carrying cost 2
6/unit par year.

Find, (a) EOQ. (b) What should the firm do if the suppliers offer
discounts as below.
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4,500 - 5,999 %
6000 and above %
Solution: !
@ EOQ = ‘/zgﬂ_\/fzusa.nzmaﬁ
18,000 = 300
ﬁ i
= /30,000 = 30 = 4/90,00,000
= 3000 units,
(b) Determination of optimal order quantity
(1) Order size (units) 3,000 45,000 6000
(i) Average invenlory (units) 1500 2,250 3000
(#i) Annual requirement (units) 90,000 90,000 90,000
(iv) No of orders, (iii/i) 30 20 15
{r) Price/unit (T) 3 294 291*
(vi) Cost of purchase (¥) (vxiif) 270,000 264600 261,900
(vif) Carrying cost @ 6 T/unit (T) 9,000 13,500 18,000
(viii) Total ordering cost (2) 9,000 6,000 4,500
(ix) Total cost (i + vii + viii) 288000 284100  2.84,400.

Working notes:
* Pricefunit -3 = 2% = 3= 2/100=2.94

- -3%3% = 3x3/100=291
Interpretation
The above calculation indicates that

(#) When ordering quantity is 3000 which is EOQ is followed the total

cost is equal to ¥ 2,88,000

(6) When ordering quantity is 4,500 which is above EOQ. The supplier
extends 2% discount on the price where by price comes down to
¥ 2.94/unit and results in cutting down the total cost to ¥ 2,84,100.

(c) When ordering quantity is 6,000 which is also above the EOQ, infact
double the EOQ. The total cost again goes up to ¥ 2,84, 400. Hence
enterprise should go for 4,500 units instead of EOQ that 3000 units.
Because purchasing 4500 units is most profitable.

3. Inan enterprise, A and B components are used as below-

(@) Normal usage - 50 units/week.
(b) Minimum usage — 25 units/week.



{(c) Maximum usage - 75 units/ week.
(d) Recording quantity — (A) — 300 units

(B) — 500 units.
(¢) Reorder period — (A) = 4to 6 weeks
(B) — 2to4 weeks.
Ascertain
(i) Reorder level

(i) Minimum level
(iff) Maximum level .
(iv) ~ Average stock level.
Solution:
(i) Reorder level
For (A)- 75x6 = 450 units
For (B)- 75=4 300 units.
(#f) ~ Minimum level = Reorder level - (normal usage » average
delivery time in weeks)
For (A) = 450~ (50 x 5) =450 - 250 = 200 units
For (B) = 300 - (50 x 3) = 300 - 150 = 150 units.
(i)  Maximum level = Reorder level - (Minimum usage x minimum
delivery time) + reorder quantity
For (A) = 450- (25 = 4) + 300 = 450 - (100) + 300
= 450 + 300 - 100 = 650 unit
For (B) = 300 (25 = 2) + 500 = 300 - (50) + 500
- 3““:5‘3**5%-?51]1::\515
(iv) Average stock level = minimum level + mrderlqumuw]

For (A) = 200+ ?gj = 200 + 150 = 350 units.

(maximum usage * maximum delivery time).

For (B) = 150+ :"gﬂ = 150 + 250 = 400 units.

4. With the help of following information find out the most economic
order quantity and how often will an order need to be placed?

(a) Carrying cost - 15%.
(b) Ordering cost - T 9/order.
(c) Estimated annual consumption — 38,000 units.
(d) Pricefunit-3T 4.
Solution:
[2=38,000=9
0Q = ‘f'f? VT 0s®
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= /380000x=3
= /1140000 = 10.770 = 100
= 1077 units.
Time after which an order is to be placed is
_ EOQ __ 1077
Consumption/day (usage/365)  38000/365

1077 % 365 _ 393105
38000 38000

= 10 days,
Working notes:
Total carrying cost = 38,000 = 4 x 0,15 = 22,800
Carrying cost/unit = 22,500/38000 = 0.6.

5. A manufacturer buy costing equipment from outside suppliers
@ ¥ 30/unit. The Total annual usage is 800 units. Annual return on
investment = 10%, rent, insurance, taxes per unit per year= 1 1, cost
of placing an order T 100, Ascertain the eoq.

Solution:
ko - /2B /ZxBO0XIO0 . /IE0O0D . /50

= 200 units.

B0 =30=10 .
100

Interest cost/unit = 2,400/800=2 3.
Carrying cost/unit = ¥ 3+ ¥ 1 (Rest + insurance + taxes)
= T4

* Total intrest cost = T2,400

6. A company has been buying a given item in lots of 1,200 units
which is a six months supply, the cost/unit is ¥ 12, order cost is
T 8/order, carrying cost is 25% calculate the savings/year by buying
in economical lot quantities?

Solution:
Total carrying cost = 2400 x 12 x 25/100
1
= 24[!]![2! 4
= 2400 x 3 = 7200 units.
Carrying cost/unit = 7200/2400 =T 3.




o « 2.

= y2x400=2=8 =114 units.

% Particulars ",! 'r_g" "
1. |Size uf urder {mﬂn} L;.'m 114
2. |No.of orders 2 22
3. |Costjorder (T) 8 8
4. | Total ordering cost (2 = 3) (%) 16 176
5. | Carrying cost/unit () 3 3
6 | Average inventory (units) 600 57
7. | Total carrying cost (5 = 6) (¥) 1,800 171
8. |Total Cost(4+7) (%) 1816 M7

Saving (T) (1816 -347) = T 1469

7. From the following information determine-
(2) The most economical order quantity and frequency of orders.
(b) The reorder point.

(¢) The most economical order quantity if the cost of the item has
increased to T 4.50/unit from ¥ 1.50/unit.

() Annual usage - 75,000 units.
(i) Usage per month is constant = 6250 units/month.
(117} Cost of a unit =3 1.50

(fv) Carrying cost = 20% of average inventory investment an
annual basis.

(v) Cost of placing an order and process the delivery =¥ 18,
(vi) Lead time — 45 days.
(vif) Safety stock — 3,250 units.

Solution:
Total carrying cost = 22000 219 20
100
= 7500 = 15 = 20
= ¥22500
22500
Carrying cost/unit = 75,000 = (.30

- [

(@) EOQ
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/2 % 25,000 = 180
= /50,000 x 180

= 90,00,000

3 = 1000 = 3000 units,

(lead time * normal usage during lead
time) + Safety stock

= (1.5 months x 6250) + 3250

= (9375) + 3250 = 12625 units.
(c) EOQ if the cost of unit has increased to T45

Total carrying cost = (i Dm.l;;j %20

{b) Order point

75,000 = 4.5/5

15000 = 4.5= T 67500
ﬁ?;m
75000 -

2AB  [Z=75,0000
e S 0.9 =

V2% 75,000 =20
. = /1,50,000 = 20
30,00,00

Carrying cost/unit

i

1000 /3 = 1732 units.

3.5. SUMMARY

¢ The term inventory refers to the stockpile of the products a firm is
offering for sale and the components that make up the product.

* Raw material inventory contains items that are purchased by the
firm from others and are converted into finished goods through the
manufacturing/production process.

* Thejob of a financial manager is to reconcile the conflicting viewpoints
of the various functional areas regarding the appropriate inventory
levels in order to fulfil the overall objective of maximizing the owner’s
wealth.

* The basic responsibility of the financial manager is to make sure the
firm’s cash flows are managed efficiently. Efficient management of
inventory should ultimately result in the minimization of the owner's
wealth.




One operating objective of inventory management is to minimise cost.
Excluding the cost of merchandise.

The second element in the optimum inventory decision deals with
the benefits associated with holding inventory. The major benefits of
holding inventory are the basic function of inventory.

The maintenance of inventory also helps a firm to enhance its sales
efforts.

On the basis of cost involved, the various inventory items are,
according to this system, categorised into following three classes.

1. Class A

2 Class B

3. ClassC

e The items included in class ‘A’ involve the largest investment.
e The class, ‘¢’ consists of items of inventory which involve relatively

small investment although the number of items is fairly large.

The class ‘B’ stands midway. It deserves less attention than ‘A’ but
more than "C". It can be controlled by employing less sophistica
techniques. :

ABC analysis is carried with an object of evolving a policy guidelines
for selective materials control under the method.

The EOQ technique determines the size of an order to acquire
inventory so as to minimise the carrying as well as the ordering costs.
The safety stock may be defined as the minimum additional
inventory to serve as a safety margin or buffer or cushion to meet
an unanticipated increase in usage resulting from an unusually high
demand and or an uncontrollable late receipt of incoming inventory.

3.6.

SELF-HELP QUESTIONS

1. What do mean inventory and why it, essential for all the firm?
Explain with example.

2. Enumerate the objectives of the inventory management.

3. What is the purpose of safety stock? Explain the costs and benefits
associated with safety stock?

4. What is the need of inventory control system? On what key premise
is ABC system based? Explain the limitation of ABC inventory
control system,

5. Define EOQ? How can it be computed? What are limitation of EOQ
model? Explain with example.

6. Explain with example inventory order point and its determination?
7. From the following information find out EOQ?
(1) Annual consumption — 5000 units
() Rate offorder during last year — 1000 units
(21f) Production cost/unit —¥ 12

Intentory
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(i) Raw material and labour/ unit- ¥ 8
(v) Unit-T 4.

(pi) Ordering cost - T 1500

(vif) Carrying cost - 20%.

8. A manufacturing company annually produces 1000 units at a cost
of T 4/unit . The industrial’s differential costs of carrying the item in

the finished goods inventory are 20% of the inventory value/year,
The set-up costs/production run is ¥ 20% calculate the optimum
production run?
9. (i) The annual usage - 30,000 units
(if) Acquisition cost/order - T 150.
(iff) Carrying cost/unit/year - ¥ 1.2
(iw) Order sizes
(a) 30,000 units
(b) 15,000 units -
(¢) 6,000 units
(d) 3,000 units
(¢) 1500 units
(f) 750 units
Determine—(1) Order cost (2) Carrying cost (3) Average inventory
(4) Economic order quantity.
10. From following data determine EOQ.
(i) Annual usage - 12,00,000 units
(i) Purchase price/unit - ¥ 3.
(iif) Ordering cost/order - T 50
(iv) Carrying cost - 10% of'cost.
11. (4) From the following determine EOQ.
(f) List price of product - T 800 per gross.
(i) 40% trade discount is allowed on list price on purchases in
gross lots.
(iif) Freight changes - ¥ 20/gross from transport company to the
factory premises.
(fv) Annual consumption - 36 gross/year.
(v) Cost of placing order - ¥ 10
(vi) Cost of receiving order - ¥ 20.
(vif) Carrying cost - 20% of effective purchase price of goods.
(viti) Insurance taxes — 12% of net delivered cost of inventory.
(k) Determine the total annual cost of the inventory based on
uniform order lot sizes of 1, 2, 3, 4, 5, and 6 gross of product.



(¢) Determine the minimum stock and reorder point of the product
when—
(1) Working days — 240 days
(if) Safety stock —1 gross
(1i7) Normal delivery time to received an order — 20 working
days.
12. A product is sold in package of 12 units @ ¥ 20/package demand
of the product is at a constant rate of 2,000 packages/month. The

cost price/ package of the selling company is ¥ 10. The company
requires a 3 days lead time from date of order to date of delivery. The

ordering cost is T 1. 2/order. Carry cost is 10%/annum. Calculate-
(1) EOQ. (i) No. of orders needed/year.

Inventory
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4.1. Introduction

4.2, Objective

4.3. Credit Policies

4.4. Credit Terms

4.5. Collection Policies
4.6, [llustrations

4.7. Summary

4.8. Self-Help Questions

4.1. INTRODUCTION

In depth examination of one of the mostimportant components of current
assets that is cash, it is observed that a basic strategy to reduce the operating
cash requirement of a firm is to accelerate the collection of receivables so as to
reduce the average collection period. The receivables represent an important
component of the current assets of a firm.

4.2. OBJECTIVES

The term receivables is defined as “debt owned to the firm by customer
arising from sale of goods or services in the ordinary course of business.”

When a firm makes an ordinary sale of goods or services and does not
receive payment, the firm grants trade credit and creates accounts receivable
which could be collected in the future, Receivables management is also called
trade credit management. Thus, accounts receivable represent an extension
of credit to customers, allowing them a reasonable period of time in which to
pay for the goods received.

The sale of goods on credit is an essential part of the modem competitive
economic system. In fact, credit-sales and therefore receivables are treated as
a marketing tool to aid the sale of goods. The credit sales are generally made
on open account in the sense that there are no formal acknowledgement of
debt obligations through a financial instrument.

As a marketing tool, they are intended to promote sales and thereby
profits. However, extension credit involves risk and cost. Management
should weigh the benefits as well as cost to determine the goal of receivables
management.




The objective of receivables management is “to promote sales and profits
until that point is reached where the return on investment in further funding
receivables is less than the cost of funds raised to finance that additional
credit i.e, cost of capital.”

The specific cost and benefit which are relevant to the determination of
the objectives of receivables management are as below:

(a) Costs
(b) Benefits
4.2.1 Costs
The major categories of costs associated with the extension of credit and
accounts receivable are
{a) Collection cost \
{b) Capital cost
() Delinquency cost
(@) Default cost

4.2.1.1 Collection cost

These are the administrative costs incurred in collecting the receivables
from the customers to whom credit sales have been made. Included in this
category of cost are:

() Additional expenses on the creation and maintenance of a credit
department with staff, accounting records, stationary, postage and
other related items.

(if) Expenses involved in acquiring credit information either through

outside specialist agencies or by the staff of the firm itself.

L AR ke oo R e S

4.2.1.2 Capltal cost

The increased level of accounts receivable is an investment in assets.
These have to be financed thereby involving a cost.

There is a time-lag between the sale of goods to and payment by the
customers. Meanwhile, the firms have to pay employees and suppliers of raw
materials, thereby implying that the firm should arrange for additional funds
to meet its own obligations while waiting for payment from its customers.
The cost on the use of additional capital to support credit sales, which
alternatively could be profitably employed elsewhere, is, therefore, a part of
the cost of extending credit or receivables,

4.2.1.3 Delinquency cost

This cost arises out of the failure of the customers to meet their obligation
when payment on credit sales become due after the expiry of the credit
period. Such costs are called delinquency costs. The important components
of this cost are:

Management
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(1) Blocking-up of funds for an extended period.

(i) Cost associated with steps that have to be initiated to collect the
overdues such as reminders and other collection efforts, legal
charges where necessary and so on.

4.2.1.4 Default cost

The firm may not be able to recover the overdues because of the
of the customer. Such debts are treated as bad debts and have to be written off
as these cannot be realized. Such costs are known as default costs associated
with the credit sales and accounts receivables.

4.2.2 Benefits

Beside costs, another factor that has a bearing on accounts receivables
management is the benefit emanating from credit sales.

Benefits are the increased sales and anticipated profits because of a more
liberal policy. When firms extend trade credit, that is invest in receivables,
they intend to increase the sales. The impact of a liberal trade policy is likely
to take following two forms.

1. Itis oriented to sales expansion, i.e., growth oriented,
2. The firm may extend credit to protect its current sales against

- emerging competition. i.e., sales retention.

Investment in receivables involves costs as well as benefits, The extension
of trade credit has a major impact on sales, costs and profitability.

Other things being equal, a relatively liberal policy and therefore, higher
investment in receivables will produce larger sales. However costs will be
higher with liberal policies than with more stringent measures. Therefore,
accounts receivable management should aim at a trade off between profit
(benefit) and risk (cost).

The decision to commit funds to receivables or the decision to grant
credit will be based on a comparison of the benefits and costs involved, while
determining the optimum level of receivables.




4.3. CREDIT POLICIES

The firms objective with respect to receivables management is not
merely to collect receivables quickly but attention should also be given to
the benefit cost trade off involved in the various areas of accounts receivable
management. The first decision area is credit policies.

The credit policy of a firm provides the framework to determine —

(2) whether or not to extend credit to a customer.

(1) how much credit to extend the credit policy decision of firm has
two broad dimensions.
() Credit standards
(i) Credit analysis

A firm has to establish and use standards in making credit decisions,
develop appropriate sense of credit information and methods of credit
analysis.

4.3.1 Credit Standards

The term credit standards represents the basic criteria for the extension
of credit to customers. The quantitative basis of establishing credit standards
are factors such as:

1. Credit rating
2. Credit references

3. Average payments periods
4. Certain financial ratios

Following are the two major devisions of overall standards:
() Light or restrictive

(i) Liberal or non-restrictive.

The trade-off with reference to credit standards cover.

(a) the collection cost

(b) the average collection period/investment in accounts receivable,

(¢) level of bad debts losses.

(d) level of sales.

The above factors should be considered while deciding whether to relax
credit standards or not of standards are relaxed, it means more credit will be
extended while if standards are tightened less credit will be extended.

The implications of the four factors are as below:

4.3.1.1 Collection costs
The implications of relaxed credit standards are:

Receivables
Management
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1. More credit - .
2. A bigger credit department to service accounts receivable and
related matters.
3. Increased in collection cost.
The effect of tightening of credit standards will be exactly the opposite.

w L RETT TP A sl B ’

4.3.1.2 Investments in receivables or the average collection period

The investment in accounts receivable involves a capital cost as funds
have to be arranged by the firm to finance them till customers make payments.

Higher the average accounts receivable, the higher is the capital or
carrying cost. :

A change in the credit standards-relaxation or tightening leads to a
change in the level of accounts receivable either.

(@) Through a change in sales

(b) Through a change in collection.

A relaxation in credit standards, implies an increase in sales which in
turn, would lead to higher average accounts receivable. Further, relaxed
standards would mean that credit is extended liberally so that it is available
to even less credit-worthy customers who will take a longer period to pay
overdues. The extension of trade credit to slow-paying customers would
result in higher level of accounts receivables.

A tightening of credit standards would signify —

(i) adecrease in sales and lower average accounts receivable.

(if) an extension of credit limited to more creditworthy customers
who can promptly pay their bills and thus a lower average level of
accounts receivable. Thus, a change in sales and change in collection
period together with a relaxation in standards would produce a
higher carrying costs while change in sales and collection period
result in lower costs when credit standards are tightened. These
basic reactions also occur when change in credit terms or collection

procedures are made.
4.3.1.3 Bad debt expenses

Another factor which is expected to be affected by changes in the credit
standards is bad debt default expenses, They can be expected to increase with
relaxation in credit standards and decrease if credit standard become more



4.3.1.4 Sales volume

Changing credit standards can also be expected to change the volume of
sales. As the standards are relaxed, sales are expected to increase, conversely,
i is expected to cause a decline in sales.

ey
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Example: A firm is currently selling a product @ 20 /unit. The most
recent annual sales (all credit) were 60,000 units. The variable cost per unit
T 120 and the average cost per unit given a sales volume of 60,000 units is
T 16. The total fixed cost is T 1,20,000, The average collection period may be
assumed to be 30 days.
| The firm is contemplating a relaxation of credit standards that is
expected to result in a 15% increase in unit sales, the average collection
period would increase to 45 days with no change in bad debt expenses. It is
also expected that increased sales will result in additional net working capital
to the extent of T 20,000. The increase in collection expenses may be assumed
to be negligible. The required return on investment is 15%,
. Should the firm relax the credit standard?
Solution:
Profit on incremental sales.

The profit on sales will increase by an amount equal to the product of
the additional units sold and additional profit per unit.

Since the 60,000 units representing the current level of sales absorb all
the fixed costs, any additional units sold will cost only the variable cost per
unit. The marginal profit per unit will be equal to—

= sales price/unit - variable cost/unit
= 20-12=28
The marginal profit/contribution margin/ unit will be T 8,
The total additional (marginal) profits form incremental sales will be.

= 15% of 60,000 = 8

d %:mm-ls-mnsum-s

= T72000 Ans.

Cost of Marginal/Incremental Investment in Receivables

This cost can be computed by finding the difference between the cost
of carrying receivables before and after the proposed relaxation in credit
standard

Recervables
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(1) Turnover on accounts receivable
No. of days in year

CISPREG I = Average collection period
= 360/45 = 8.
Present plan = 360/30 = 12.
(i) Total cost of sales.
Present plan = No. of units x cost/unit
: = 60,000 = 16 = T 9,60,000
Proposed plan = (60,000 = 16) + (9,000 = 12)
= 9,60,000 + 1,08,000
= ¥ 10,68,000

(iif) Awverage investment in accounts receivable
Present plan = 9,60,000/12 = ¥ 80,000
Proposed plan = 10,68,000/8 = ¥ 1,33,2,50
() The cost of marginal investments in accounts receivable = average
investment in proposed plan - average investment present plan
= 1,33,250 - 80,000 = T 53,250

marginal investments = ¥ 53,250

Marginal investments means additional funds requirement to finance
incremental accounts receivables i.e., T 53,250. When rate of retumn is 15%

53,250 x 15
Cost = T = 532.50 = 15

= T 6487.50 (opportunity cost)
() Cost of working capital
= 20,000 = 15% =200 = 15="2 3,000

In the above example,

Additional profits or increased sales as a result of relaxed credit
standards (¥ 72,000) is more than the cost of incremental investment on
accounts Yeceivables ¥ 6487.50 and working capital ¥ 3,000,

Therefore firm can relax the credit standards to become more viable in
the market.
4.3.2 Credit Analysis

Besides establishing credit standards, a firm should develop procedures
for evaluating credit applicants. The second aspect of credit policies of a firm



is credit analysis and investigation, Two basic steps are involved in credit
investigation process.

(a) Obtaining credit information

(b) Analysis of credit information,

On the basis of credit analysis that the decisions to grant credit to a
customer as well as the quantum of credit would be taken.

4,3.2.1 Obtaining credit information

The first step in credit analysis is obtaining credit information on which

to base the evaluation of a customer. The sources of information are
(i) External
(if) Internal
(i) External

The availability of information from external sources to assess the credit
worthiness of customers depends upon the development of institutional
facilities and industry practices. '

In India, the external sources of credit information are not as developed
as in the industrially advanced countries of the world. Depending upon
the availability the following external sources may be employed to collect
information.

(i} Financial statements

{in) Bank references

(iif) Trade references

(fv) Credit Bureau Reports

Financial Statements. One external source of credit information is the
published financial statements that is the balance sheet, profit and loss a/c etc.
The financial statements contain very useful information. They throw light
or an applicants financial viability, liquidity, profitability and debt capacity.

Although the financial statements do not directly reveal the past
payment records of the applicant, they are very helpful in assessing the
overall financial position of a firm, which significantly determines its credit
standing,

Bank References. Another useful source of credit information is the
bank of the firm which is contemplating the extension of credit. The modus
operandi here is that the firm's banker collects the necessary information
from the applicant’'s banks.

Alternatively, the applicant may be required to ask his banker to provide
the necessary information either directly to the firm or to its bank.

Trade References. These refer to the collection of information from firms
with whom the applicant has dealing and on the basis of their experience
would work for the applicant.

Credit-Bureau Reports. Finally, specialist credit bureau reports from
organisations specialising in supplying credit information can also be utilised.

Receivables
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(i) Intermal

Usually firms require their customers to fill various forms and
documents giving details about financial operations. They are also required
to furnish trade reference with whom the firms can have contacts to judge the
suitability of the customers for credit. This type of information is obtained
from internal sources of credit information. Another internal source of credit
information is derived from the records of firm contemplating an extension
of credit. It is likely that a particular customer/applicant may have enjoyed
credit facility in the past. In that case the firm would have information on
the behaviour of the applicants in terms of the historical payment pattern.
This type of information may not be adequate and may, therefore have to be
supplemented by information from other sources.

4.3.2.2 Analysis of Credit Information

Once the credit information has been collected from different sources, it
should be analysed to determine the credit worthiness of the applicant.
Although there are no established procedures to analyse the information,
the firm should devise one to suit its needs.
The analysis should cover following two aspects —
(@) quantitative
(b) qualitative,

(a) Quantitative

The assessment of the quantitative aspects is based on the factual
information available from the financial statements, the past records of the
firm, and so on.

The 1st step involved in this type of assessment is to prepare an Aging
schedule of the accounts payable of the applicant as well as calculate the
average age of the accounts payable. This exercise will give an insight into
the past payment pattern of the customer.

The next step in analysing the credit information is through a ratio
analysis of the liquidity, profitability and debt capacity of the applicant. These
ratio should be compared with the industry average.

T
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(b) Qualitative

The quantitative assessment should be supplemented by a qualitative/
subjective interpretation of the applicant’s credit worthiness, The subjective
judgement would cover aspects relating to the quality of management.

The references from other suppliers, bank references and specialist
bureau reports would form the basis for the conclusions to be drawn.



In the ultimate analysis, therefore, the decision whether to extend credit
to the applicant and what amount to extend will depend upon the subjective
interpretation of his credit standing.

4.4. CREDIT TERMS

The second decision-area in accounts receivable management is the
credit terms. After the credit standards have been established and the credit
worthiness of the customers has been assessed, the management of a firm
must determine the terms and conditions on which trade credit will be made
‘available.

The stipulations under which goods are sold on credit are referred as
credit terms. These relate to the repayment of the amount under the credit
sale. Thus, credit terms specify the repayment terms of receivables.

Credit-terms have the following three components
(1) Credit period

(2) Cash discount

(3) Cash discount period.

4.4.1 Credit Period

The duration of time for which trade credit is extended, during this
period the overdue amount must be paid by the customer.

4.4.2 Cash Discount

The overdue amount will be reduced by this and customer can take
advantage of it by paying the overdue within the stipulated time.

4.4.3 Cash Discount Period

This refers to the duration during which the discount can be availed of.
These terms are usually written in abbreviations.

Example. "3/7 net 30” stands for.

3 signifies the rate of cash discount i.e,, 3% which will be available to the
customer if they pay the overdue with in stipulated time.

7 represents the time duration i.e, 07 days with in which a customer
must pay to be entitled to the discount.

30 means the maximum period for which credit is available and the
amount must be paid is any case before the expiry of 30 days.

In other words, the abbreviation '3/7 net 30° means that the customer is
entitled to 3% cash discount if he pays within 07 days after the beginning of
the credit period 30 days. If however he does not want to take advantage of
the discount and credit period, affect the trade off.

Managemenl
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| which it grants a credit of 60 days. However, at present no discount policy
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Cash Discount

The cash discount has implications for the sales volume, average
collection period/average investment in receivables, bad debt expenses and
profit per unit. In taking a decision regarding the grant of cash discount, the
management has to see what happens to these factors if it initiates increase
or decrease in the discount rate. The changes in the discount rate would have
bath +ve (positive) and —ve, (negative) effects.

The implications of increasing or initiating cash discounts are as below:

(1) The sales volume will increase. The grant of discount implies

reduced prices. If the demand for the product is elastic, reduction
in prices will result in higher sales volume.

{2) The customer would like to pay within the discount period to
take the advantage of discount, the average collection period will
be reduced. The reduction in the collection period will lead to a
reduction in the investment in receivable i.e., to the cost. As a result
profit will increase.

(3) The discount will have a (- ve) negative effect on the profits. This is
because the decrease in price would effect the profit margin/ unit of

sale. !
Effect of change in Cash Discount

Increase cash discount
Sales volume Increasc Increase
Average collection period Decrease Increase
Bad debl expenses Dicrease Increase
Profit/ unit Decrease Decrease
Decrease cash discount
Sales volume. ] 7| 1 I;E_'."I'Eﬂﬁn Decrease
Average collection period Increase Decrease
Bad debt expenses Increase Decrease
Profit per unit | Increase Increase

Example: XYZ Ltd., has annual credit sales amounting to T 10,00,000 for

is offered by the firm to its customers, The company is considering a plan to
offer a discount "3/15 net 60”. The offer of discount is expected to bring the
total credit period from 60 days to 45 days and 50% of the customers (involve)
are likely to avail the discount facility, The selling price of the product is ¥ 15
while the average cost per unit comes to T 12,

Please advise the company to resort to discount facility if the rate of
return is 20% and a month is equal to 30 days.




Solution:

7
Annual credit sales. 10,00 000
Present investment in receivable (A)

(10,00,000 = 60/360 = 12/15) 1,33333
Expected investment in receivable (B)

(10,00,000 = 45/360 = 12/15) 1,00,000
Decrease in investment. (A - B) 33,333
Saving in capital cost

33,333 = 20/100 6,667
Cash discount proposed to be allowed.

(10,000,00 = 50/100 = 3/100) 15,000

Since saving of T 6,667 on the capital cost is less than the cash discount of
% 15,000 proposed to be allowed, the firm should not offer the cash discount
facility on the above terms.

It may however, consider the modification till the time capital cost
saving exceed the cash discount allowed.

Credit Period. The second component of credit terms is the credit period.
The expected effect of a change in the credit period are as below:

Ll o b i AR T e
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Example: A company currently has an annual turnover of T 10 lakhs and
an average collection period of 45 days. The company wants to experiment
with a more liberal credit policy on the ground that increase in collection
period will generate additional sales. From the following information kindly
indicate which of the policies you would line the company to adopt and why:

(A) With increase in credit period.
Sales volume Increases Increases
Average collection period Increases decreases
Bad debt expenses Increases decreases

(B) With decrease in credit period
Sales volume decreases decreases
Average collection period decreases increases
Bad debt expenses. decreases increases. |

Recervahles
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1 15 days 50,000 2%
2 30 days B0.000 %
3 40 days 1.00,000 4%
4 60 days 1,25,000 6% ol
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The selling price of the product is T 5, average cost/unit at current level is
T 4, the variable cost/unit is ¥ 3, current bad debt loss is 1% and the required
rate of return an investment is 20%. 360 days = 1 year.

Solution:

Evaluation of Cmdii Pnlldu

mﬂ
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E:pmdnln m,su,um ID.HIJM u,m.um 11.25.“
Expected additional sales, - 50,000 80,000 | 100,000 | 135000
Contribution an additional sales
e 40% (M x lm)
5

On Sales (A) - 20,000 A2.000 40,000 S0,000
Bad debis.
Expected sales = % of default 16,000 21,000 32400 44,000 67500
Additional bad debts () - 1,000 | 22400 34000| 57300
Contribution of additional sales- - 9,000 59,6000 6,000 (=) 7500
additional bad debts () (A= B)
Average receivables 125000 | 175000 | 225000 54722| 328125
(Expected sales/360 = credit
period)
Investment s recetvables at| 75000 | 105000 | 135000 | 155833 196875
variable oot
Recei [ variable cos t/unil )

selling price/unit
Incremental investment in - 30,000 | 60,000 80833 121875
receivables
Reguired retum on  additional - 6,000 12,000 16,167 24,375
inwestment in receivable @ 20% (D)
Excess of additional contribution = 3000 | (-)2400 | (-) 10167 | (=) 31,675
over requined return an additional
imvestment in recelvable (C - 1Y)

Recommendation

The additional contribution over required return on additional
investment in receivables is (+ve) positive under credit policy 1 only. Hence
policy no. 1 that is extension of credit up to 60 days is recommended for

adoption by the company.
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4.5. COLLECTION POLICIES

The third area involved in the accounts receivables management is
collection policies. These refer to the procedures followed to collect accounts
receivable when, after the expiry of credit period, they become due. These
policies cover two aspects which are as below:

(f) degree of efforts to collect the overdues.
(i) type of collection efforts.

4.5.1 Degree of Collection Effort

To understand the effect of collection effort, the credit polices of a firm
may be categorised into (a) strict/tight (b) lenient.

The collection policy would be tight if very vigorous procedures are
followed. A tight collection policy has implications which involve benefits
as well as costs. The management has to consider a trade off between these.
Likewise, a lenient collection effort also affects the cost-benefit trade-off. The
effect of tighten the collection are as below—

1. The bad debt expenses i.e., default cost would decline.
2. Average collection period will be reduced.

3. Firm will benefit and its profit will increase.
4

- A very rigorous collection strategy would involve increased
collection costs,

5. May lead to decline in sales volume.

Example: A firm is contemplating stricter collection policies. The
following details are available.

1. At present the firm is selling 36,000 units on credit at a price of
¥ 32 each, the variable cost per unit is ¥ 25 while the average cost/
unit is T 29, average collection period is 58 days and collection
expenses amount to T 10,000, bad debts are 3%.

2. [If the collection procedures are tightened, additional collection
charges amounting to 2 20,000 would be required, bad debt will be
1% the collection period will be 40 days. Sales volume is likely to
decline by 500 units.

Assuming a 20% rate of return on investments, what would be your
recommendation? Should the firm implement the decision?
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i (i) Bad debt expenses
Present plan (0.03 = 11,52,000) 34,560
Propased plan (0.01 = 11,36,000) 11,360
Saving in Bad debt expenses— 23,200
(if) Average collection period/average
Investment in receivables
36,000 = 29
360/58
= 36,000 = 29 = 58
360

_ (36,000 x 29) - (500 = 25)
Proposed Plan 360740

_ (36000 x 29) - (500  25) x 40
360
(36,000 x29) - (500 x 25)
9

_ 10,44.000 - 12,500
9

= 10,31,500/9 = ¥ 1,14,611
Savings in average investment = 1,68,200 - 1,14,611 = ¥ 53,589
Assuming 20% rate of return then. o ot
Firm will eamn (opportunity cost) = 7 TR T 10718
(iffy Sales volume : Since the sales volume will decline by 500 units.
There would be a loss of T 3,500 (500 = 7)
(i) Additional collection charges = T 20,000
Thus, the total benefits, from a tightening of collection policy will
be (23,200 + 10718) = T 33,918. The total cost will be (3,500 + 20,000)
l =¥ 23,500. Therefore there would be a net gain of ¥ (33,918 - 23,500)
=¥ 10,418. Hence, firm should implement the proposed strategy.

4.5.2 Types of Collection Efforts

The second aspect of collection policies relates to the steps that should
be taken to collect overdues from the customers.

A well developed/established collection policy should have clear-cut
guidelines as to the sequence of collection efforts.

After the credit period is over and payment remain due the firm should
| initiate measures to collect them. The efforts should in the beginning be
 polite, but, with the passage of time, it should gradually become strict.

Present Plan =

=100 = 29 = 58 =¥ 1,68,200.

6 SeT instnachonal Matoriad



The steps usually taken are— Reveivables
1. Letters, including reminders to expedite payment. Maragement
2 Telephone calls for personal contact.

3 Personal visils.
4. Help of collection agencies Notes

5. Legal action,

1. A company has a present annual sales level of 10,000 units at
T 300/unit. The variable cost is ¥ 200/unit and fixed cost amount to
T 3,00,000/annum. The present credit period allowed by the
company is 1 month.

Company is considering a proposal to increase the credit period to
Zm&umﬂamﬂwmdhumldzﬂmﬁnﬁawhguﬁmm—

1 2
Credit period (month) 1 2 3
Increase in sales (%) - 15 an
Bad debis (') | 3 5

There will be an increase in fixed cost by T 50,000 on account of
increase in sales beyond 25% of present level. Company plans a
pre-tax return of 20% on investment in receivables.

From the above data asacertain the most suitable credit policy for

the company and justify your answer.
Solution: I
10.000 11,500 13,000
Sales revenue (7) o 00,000 34,50,000 39,00,000
(less) variable costs 20,00,000 23,00,000 26,00,000
Total contribution (less) other costs | 10,00,000 11,50,000 13,00,000
Hikosos . 00000 | 300,000 3,00,000 |
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Baddebts | 30000 | 10350 | 195000
Investments 38,333%*** | B6667*** | 147500
Profit 631,667 6,59,823 6,07,500
Working notes :
" 1% of 30,00,000 = 30,000
= 3% of 34,50,000 = 1,03, 500
s 2 5% of 39,00,000 = 1,95,000
Investment in debtors (Ve + Fc)/ debtors turn over
Y 23,00,000/12 = ¥ 1,91,667
Cost of investment = 1,91,667 = 20/100
= ¥38,333
g 26,00,000/6 = 4,33,333
Cost of investment = 4,33,333 = 20/100
= T 86,667
it 29,50,000/4 = 7,37,500
Cost of investment = 7,37,500 = 20/100
= ¥ 147,500

2. A unit of Godrej company has an annual sale of 24,00,000 of a
particular product. The selling price of it/unit is ¥ 10, The variable
cost is 70% of selling price. The require return on investment is
20% average cost per unit is T 9, annual collection expenditure is
¥ 50,000. The default is 3% credit term is 2 months time. :
Godrej company is planning to change the credit policy. There are
following two options.

Average collection period in months 1.5 1
Annual collection expenses (T) 75,000 1,50,000
Percentage of default 2 1

Ascertain which option is better for the company and why.




Solution:

Evaluation of options 1 & 2
Particulars Existing Option 1 Option 2
Cost of operation
Annual collection exp 50,000 75,000 150,000
Loss as default on 24,00,000 72,000 48,000 24,000
Cost of investment in debt 72,000 54,000% 36,000
Total 1,94.000 1,77,000 210,000
Working note:

Investment in debt (2.40,000 x 7) + (2,40,000 = 2)
= (16,80,000) + (4,80,000)

= ¥21,60,000 *
* Existing. 21,60,000/6 = 3.6 lakh.
Required retumn rate 20%
Cost of investment = T3.6 = 20/100 =T 72,000
**Option1  21,60,000/8 = 27 lakh.

Required return rate = 20%
Cost of investment = ¥2.7 = 20/100 = T 54,000
*** Option 2  21,60,000/12 = 1.8 lakh.
Required return rate = 20%
T 1.8 = 20/100 = T 36,000

Cost of investment
Interpretation
From the above calculation it is formed out that—
() Annual expenditure of collection is maximum is option 2.
(i) Losses due to bad debt are maximum in the existing system,
(iif) The total cost of operation in all the three i.e., existing, option 1 and
option 2 is minimum in option 1.
Hence Godrej company should go for the option 1.
3. Following information about a company are available-
(a) Total sales are in credit.
(h) Company does not offer any cash discount.

(¢) But company is planning to introduce at cash discount of 2%
for payment within 10 days.

(d) The average collection period of company is 60 days.

Recetvables
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(¢) The annual sale is 2,00,000 units,

(f) Selling price is T 30/unit,
(g) Variable cost/unit is T 20.

(h) Awverage cost per unit is ® 25 at the current sales volume,

() Change in credit terms may increase the sales up 2,25,000 units.

(/) The average collection period may decrease to 45 days.

(k) To meet the increased sales an additional working capital of

T 1,00,000 is required.

(1) 50% sales on cash discount (assumed),

(m) Rate of return required is 20%.

Calculate and suggest whether the discount policy is feasible for the

company or not. Justify.
Solution:
Effect of extending cash discount to customers
R iR 7 i D NIt
Increase in sales revenue i
(2,25,000 — 2.00,000) = 30 = 25,000 = 30 7,50,000
(=) variable cost 25,000 x 20 5,00,000
Incremental contribution — 2,50,000
(+) Savings in investment in debtors® 29,167
(-) cost of additional working capital (1,00,000 = 20/100) 20,000
(=) cost invoived in cash discount (20/100 = 2,25,000 x 30 » 0.5) 67,500
Profit 1,91,667
Working notes*
2,00,000 = 25
Present investment in debtors 6(360/60)
- 200,000%25
6bH
= 833333
2,00,000 = 25 + 25,000 » 20
E i tin debtors = - ——
xpected investmen 8(360/45)
. 50,00,000 + 5,00,000
8(360/45)
= 55,00,000/8 = 8 =¥ 6,87,500

Hence, decrease in investment on debtors

1 8,353,333 - 6,87,500
T1,44833



Saving in cost = 1,44833 x0.20 Receivables
- 120167 Mamagement

Interpretation

The above calculation reveals that when discount policy is adopted the
profit is increased by ¥1,19,667 to the organisation. Hence, it is advised that
firm should go for the discount system.

4 M/s CMC Ltd. manufactures computer components, The sales of
the company on an average is 400 units/per annum. The selling
price is ¥ 1000/unit. The variable cost/unit is T 800. The credit period
extended to customers is one month,

Company is planning to'extend this eredit period to 2 months with
the following, expectations

(a) There will be an increase is sales by 25%
() Stock will be increased by T 2,00,000
(c) Creditors will be increased by 1 1,00,000.

Advise to company whether it should go for extension of credit
term or not if-

(i) all customers avail of the extended credit period of 2 months.

(if) existing customers do not avail the new credit term but only
the new customers avail it.

Assume - The entire increase in sale is due to new customers and
rate of return is 40%.

Solution:
(i) Effect of extend credit term to 2 months.
Particulars Amount (?)
Incremental sales revenue 12,00,000

Notes

25 |
(muu S 12 1000

(=} increased variable costs 4,60,000
(12,00,000  0.80)
Incremental Contribution 2,40,000
(=) Cast of additional working capital* 2,32,000
Incremental profit. 8,000
Working notes - *
(A) Present investment in debtors
. 400-12:300 320,000
12
(B) Proposed investment in debtors.
o €5,00,000
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Additional investment in debtors - (B - A)

= 8,00,000 - 3,20,000 = ¥ 4,80,000
(+) increase in stock - 2 2.00,000
(=) increase in creditors - T 1,00,000
Additional requirement of
Working capital T 5,80,000
Rate of return = 40/100
Cost of additional working capital
5,80,000 = 40/100 = T2.32,000
() Effect of relaxation of credit period to 2 months.
Particulars Amount (7)
Incremental contribution 2.40,000
(~) Cost of additional working capital* 104,000
Incremental profit T 1,36,000
Working notes —** ¥ "
Additional investment in debt 1,60,000
(100 = 12 = 800/6)
(+) increase is stock 2,00,000
(=) increase in creditors 100,000
i 2,60,000
Cost of addition working capital T 1,04,000
(2,60,000 = 40/100)

Interpretation. As the above calculation indicates that there is an increase
in profit by ¥ 8,000/annum. Hence it can be implemented. This policy will be
more viable it second option that is only new customers avail the extended
credit term facility is implemented.

5. From the following data of a company, evaluate all the given
options and advise to the company with justification which option
is better and why?

1. Present sales/annum is ¥ 2.4 lakhs.

2. Present credit period is one month- (30 days)

3. Contribution to volume/profit ratio is 33.33%

4. Company expects a pretax return of 20% on investment.

5. Option

= TS T e e, it e A )

15 days. 12,000
30 days. 18,000
45 days. 21,000
60 days. 24,000
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Solution:

Effect of extending credit period to

Varbalecost@3) | 160 | 168 | 172 | 17 | 176

Contribution (A) 080 0.84 D.B& 0.87 0.88

(-) cost of 0.027 0.042 0.057 0.073 0.088

investment in (B)

Debtors at

variable costs.®

Profit (A~ B) 0.773 0.798 0.503 0.7975 0792
Working notes®

Cost of investment in debtors at variable cost for 30 days, Credit period
tumover are 12

then & x20100 = 1€ 20-0027
For 45 days — turnover are 8

then {E x 20/100 = !{! x 20= 0798
For 60 days - turnover are 6.

then % x020 = % x0.20=10.803
For 75 days - turn over are 4.8

then :‘Suﬂlﬂ = % = (1.20 = 0.7975
For 90 days. - turnover are 4.

then -E"'-!D.Jﬂ- l—fjiﬂ.lﬂ-ﬂ.m

Interpretation

The above calculation reveals that when 60 days of credit period is made
that an extention of 30 days from existing 30 days. The profit is maximum.

Hence company is advised to opt for the 2nd option where sales are
increasing by ¥ 18,000 and profit is 0.803. Ans.
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4.7.

SUMMARY

The term receivables is defined as “debt owned to the firm by
customer arising from sale of goods or «ervices in the ordinary course
of business.” ;
The specific cost and benefit which are relevant to the determination
of the objectives of receivables management are as below:

() Costs

(b) Benefits
The major categories of costs associated with the extension of credit
and accounts receivable are

(@) Collection Cost

(b) Capital Cost

{¢) Delinquency Cost

(d) Default cost
The firms objective with respect to receivables management is not
merely to collect receivables quickly but attention should also be given
to the benefit cost trade off involved in the various areas of accounts
receivable management.
A firm has to establish and use standards in making credit decisions,
develup appropriate sense of credit information and methods of
credit analysis.
The term credit standards represents the basic criteria for the extension
of credit to customers.
A relaxation in credit standards, implies an increase in sales which in
turn, would lead to higher average accounts receivable.
The second decision-area in accounts receivable management is the
credit terms.
The cash discount has implications for the sales volume, average
collection period/average investment in receivables, bad debt
expenses and profit per unit.
The third area involved in the accounts receivables management is
collection policies, These refer to the procedures followed to collect
accounts receivable when, after the expiry of credit period, they
become due.

4.8.

SELF-HELP QUESTIONS

1. Explain credit standards? What are different variables which are
to be considered while evaluating the possible changes in credit
standards?

2. Define credit terms? What are the expected effects of
{(a) a decrease in cash discount
(b) a decrease in credit period.
3. What are the collection policies? How these can be evaluated?



4. Wrile a note on objectives of receivable management. Recetvithles
5. Following informations in respect to a company are available. Manaseiment
(1) Current sales — 300,000 ynits
(i) Sellmg price — T3/ unit.
(1) Curvent credit period - 30 days. _ Notes
(rv) Proposed credit period - o0 days.
(¢) Average receivable age - 40 days. ‘
{rr) Bad debts 0.5%
{vif) Variable cost/unit - T 2.30.
(mrif) Average cost/unit - T 2.60.
(1x) Expected change is sales — 40,000 units
(x) Bad debts (expected) - 2%
(xf) Expected average collection period - 72 days.
(xi) Rate of return on capital - 18%
Calculate and advise to company whether proposal of increase in
credit period is viable or not,

6. A company has a very liberal credit policy till now and wants to
~ change it to a more strict policy. Company presently sales 1,44,000 |
units ® ¥ 32/unit. Bad debt expenses are 3%, collection expenditure |
is ¥ 40,000/annum. The average collection period is 58 days. The
variable cost/unit is T 25 and average cost/unit is T 29.

With an additional expenses -on collection by ¥ 30,000 it is expected
that bad debts will be reduced to 1%. The average collection perind |
will become 40 days, sales will be effected and will reduce by 2000 |
units. If cost of capital (rate) is 20% whal advise would you give to
company?

7. The annual sales of EVER Ltd, is ¥ 7,80,000 credit period is 60 days.
With the new credit policy it is expected that increase in sales to
¥ 10,00,000 and increase in credit period is 72 days.

Selling price/unit is ¥ 25, Vc/unit is T 12, Average cost/unit of |
7,80,000 sales volume is T 17, Calculate l

(@) Average accounts receivable in present and proposed plans.

(b) Average cost/unit in proposed plan.

(¢) Marginal investments in accounts receivable resulting from
~ proposed change.

(d) Cost of marginal investment if the rate of return is 15%

(Hint, There are 360 days in a year),
8. Credit sales of a company is Rs 32,00,000/annum
Sales price/unit - T 40,
Variable cost/unit - T 25,
Average cost/unit - T 32.
Average age of a/cs - 72 days
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Firm is planning to tighten the credit standards
Decrease is sales volume - 28,00,000.

Average age of receivable is expected to - 45 days.
Rate of retumn is 20%

Calculate the feasibility of the change in credit stand and from 72
days to 45 days.

. XYZ Co, Ltd. presently sells 2000 units/annum. @ T 100/unit.

Variable cost/unit is T 88, average cost/unit at current sales volume
is ¥ 92. Average collection period is 36 days and all the sales are in
credit. y )
A relaxation in credit policy is expected to increase sales by 10%
and average credit period to 60 days. If 15% is the rate of return
company should go for relaxation in credit policy or not.
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5.1. TREASURY MANAGEMENT

Once viewed as a peripheral activity conducted by back-office, today
plays a very vital role in corporate management. It can be defined in many

ways.

The Association of Corporate treasures defines — “Treasury Management
as the efficient management of liquidity and financial risk in business.” All
firms to some degree are involved in treasury management, although in

smaller companies, it may not be separately defined job.

Treasury management is responsible for—

. Management of cash while obtaining the optimum return from any

surplus fusids

Cash Management

Notes
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2 Management of exchange rate risks in accordance with group
policy.

3. Providing both long and short term funds for the business at
minimum cost.

4. Maintaining good relationships with bank and other providers of
finance including shareholders.

5. Advising an aspects of corporate finance including capital structure,
mergers and acquisitions.

5.2. FUNCTIONS OF TREASURY DEPARTMENT

Following are the main functions of treasury department
(a) Cash management

(k) Currency management

(c) Funding management

(d) Banking
(¢) Corporate finance

5.2.1 Cash Management

The efficient collection and payment of cash both inside the group and
to third parties to the function of treasury department. The involvement of
the department with the detail of receivables and payment/payables will be a
matter of policy. There may be complete centralization within a group treasury
or the treasury may simply advise subsidiaries and divisions on policy i.e.,
collection, payment periods, discounts etc. Any position between these two
extremes would be possible. Treasury will normally manage surplus funds
in an investment portfolio. Investment policy will consider future need for
liquid funds and acceptable levels of risk as determined by company policy.

5.2.2 Currency Management

The treasury department manage the foreign currency risk exposure
of the company. In a large MNC (multinational company) the first step will
usually be to set off intra-group indebtedness. The use of matching receipts
and payments in the same currency will save transaction costs, Treasury
might advise on the currency to be used when invoicing overseas sales.

The treasury will manage any net exchange exposures in accordance
with company policy. If risks are to be minimised then forward contract can
be used either to buy or sell currency forward.

5.2.3 Funding Management

Treasury department is responsible for planning and servicing the
company’s short, medium and long-term cash needs. Treasury department
will also participate in the decision on capital structure and forecast future
interest and foreign currency rates.




5.2.4 Banking

It is important that a company maintains a good relationship with its
bankers. Treasury department carry out negotiations with bankers and act
as the initial point of contact with them. Short-term finance can come in the
form of bank loans or through the sale of commercial papers in the money
market.

5.2.5 Corporate Finance

Treasury department is involved with both acquisition and divestment
activities within the group. In addition it will often have responsibility for
investor relations, The latter activity has assumed increased importance in
markets where share-price performance is regarded as crucial and may affect
the company's ability to undertake acquisition activity or, if the price falls
drastically render it vulnerable to a hostile bid.

5.3. MANAGEMENT OF CASH

Management of cash is an important function of finance manager.
The modern day business comprises of numerous units spread over vast
pogapﬁa]nmltis&mdutynfﬁnmmmmg&rtupmﬁdeadtqmﬁem
to each of the units, For the survival of the business it is absolutely essential
that there should be adequate cash. It is the duty of the finance manager to
have liquidity at all parts of the organisation while managing cash.

On the other hand, he has also to ensure that there are no funds blocked
in idle cash. Idle cash resources entail a great deal of costin terms of interest

and in terms of opportunity/ opportunities costs. Hence, the question
of costs of idle cash must be kept in mind by the finance Manager. A cash
management scheme, therefore, is a delicate balance between the twin

objectives of liquidity and costs.
5.4. OBJECTIVES OF CASH MANAGEMENT

The basic objectives of cash management are two folds.
(a) to meet the cash disbursement needs i.e., payment schedule.
(b) to minimise funds committed to cash balances.

5.4.1 Meeting Payments Schedule

In the normal course of business, firms have to make payments of cash
on a continuous and regular basis to suppliers of goods, employees and so
on. At the same time, there is a constant inflow of cash through collections
from debtors, Cash is, therefore, aptly described as the “oil to lubricate the
ever-turning wheels of business, without it the process grind to a stop”.
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A basic objective of cash management is to meet the pn]m-tmt schedule,
that is to have sufficient cash o meet the cash disbursement needs of a firm.
The importance of sufficient cash to meet the payment schedule can
hardly be over emphasized. The advantages of adequate cash are:
1. It prevents insolvency or bankruptcy arising out of the inability of
a firm to meet its obligations.
2. The relationship with the bank is not strained,

3. It helps in fostering good relations with trade creditors and
suppliers of raw materials, as prompt payment—may help their
own cash management.

4. A cash discount can be availed of if payment is made within due
date,

5. Itleads to a strong credit rating which enables the firm to purchase

goods on favourable terms and to maintain its line of credit with
banks and other services of credit.

6. To take advantage of favourable business opportunities that may
be available periodically.

7. The firm can meet unanticipated cash expenditure with a minimum
nfmainduﬁngmwrgcnciullke strikes, fires or a new marketing
campaign hjr competitors.

54.2 AHnﬁthgFund?l Committed to Cash Balances

The second objective of cash management is to minimise cash balances.
In minimising the cash balances, two conflicting aspects have to be reconciled.

A high level of cash balances will ensure prompt payment together with
all the advantages. But, it also implies that large funds will remain idle, as
cash is a non-earning asset and firm will have to forego profits.

A low level of cash balances, on the other hand, may mean failure to

meet the payment schedule. The aim of cash management, therefore should
be to have an optimal amount of cash balances.

5.5. FACTORS DETERMINING CASH NEEDS

The factors that determine the required cash balance are
(@) Synchronization of cash flow
(b) Short costs
(¢) Excess ¢cash balance cost
(d) Procurement and management
(¢) Uncertainty




5.5.1 Synchronisation of Cash Flows

The need for maintaining cash arises from the non-synchronisation
of the inflows and outflows of cash. If the receipts and payments of cash
perfectly coincide or balance each other, there would be no need for cash
balance.

The first consideration in determining the cash need is therefore, the
extent of non-synchronisation of cash receipts and disbursements. In this
respect, inflows and outflows have to be forecast over a period of time,
depending upon the planning horizon, which is typically a one year period
with each of the 12 months being a sub period. The techmque adopted is a
cash budget.

5.5.2 Short Costs

Another general factor to be considered in determining cash needs is the
cost associated with a shortfall in the cash needs. The cash forecast presented
in the cash budget would reveal periods of cash shortages. In addition, there
may be some unexpected shortfall. Every shortfall of each-whether expected
or unexpected —involve a cost ‘depending upon the severity, duration and
frequency of the shortfall and how the shortage is covered. Expenses incurred
as a result of shortfall are called short cost. Short costs include the followings:

(1) Transaction cost
(i) Borrowing costs
(ii{) Loss of cash discount
(iv) Cost associated with deterioration of credit rating
{(v) Penalty rates

5.5.2.1 Transaction cost

It is associated with raising cash to tide over the shortage. This is usually
_the brokerage incurred in relation to the sale of some short-term near cash
assets such as marketable securities.
5.5.2.2 Borrowing costs

It is associated with borrowing to cover the shortage and includes
interest on loan, commitment charges and other expenses relating to the loan.
5.5.2.3 Loss of cash Discount

It is a substantial loss because of a temporary shortage of cash.

5.5.2.4 Cost associated with deterloration of credit rating

It reflected in higher bank charges on loans, stoppage of supplies,
demands for cash payment, refusal to sell, loss of image and the attendant
decline in sales and profits.

Penalty rates, It is charged by banks to meet a shortfall is compensating
balances.

Cash Management
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5.5.3. Excess Cash Balance Costs

The cost of having excessively large cash balances is known as the excess
cash balance cost. If large funds are idle, the implication is that the firm has
missed opportunities to invest those funds and has thereby lost interest
which it would otherwise have earned. This loss of interest is primarily the
excess cost.

5.5.4 Procurement and Management

These are the cost associated with establishing and operating cash
management staff and activities. They are generally fixed and are mainly
accounted for by salary, storage, handling of securities etc.

5.5.5 Uncertainty and Cash Management
Finally, the impact of uncertainty on cash management strategy is also
relevant as cash flows cannot be predicted with complete accuracy. The first
requirement is a precautionary cushion to cope with irregularities in cash
flows, unexpected delays in collections and disbursements, defaults and
unexpected cash needs.
The impact of uncertainty on cash management can however be
mitigated through—
() Improved forecasting of tax payments, Capital expenditure, and
dividents etc.
(i) Increased ability to borrow through overdraft facility.

5.6. DETERMINING CASH NEEDS

There are two approaches to derive an optimal cash balance. These are
(@) Minimising cost cash models
(b) Cash budget

5.6.1 Cash Management Models

In the recent years several types of mathematical models have been
developed which helps to determine the optimum cash balance to be carried
by a business organisation.

The purpose of all these models is to ensure that cash does not remain
idle unnecessarily and at the same time the firm is not confronted with a
situation of cash shortage.

All these models can be put in two categories L.z,
(/) Inventory models
(if) Stochastic models
Inventory type models have been constructed to aid the finance manager
to determine optimum cash balance of his firm. William ]. Baumal’s Economic
order quantity model applies equally to cash management problems.




However, in a situation where EOQ model is not acceptable, stochastic
model of cash management helps in determining the optimum level of cash
balance. It helps only when the demand for cash is stochastic and not known
in advance.

5.6.1.1 William J. Baumal's economic order quantity model

According to this model, optimum cash level is that level of cash where
the carrying costs and transaction costs are the minimum,

The carrying costs refers to the cost of holding cash, namely, the interest
foregone on marketable securities.

The transaction costs refers to the cost involved in getting the marketable
securities converted into cash. This happens when the firm falls short of cash
and has to sell the securities resulting in clerical, brokerage, registration and
other costs.

The optimum cash balance according to this model will be at that point
where these two costs are equal.

AU =P
C=y e
where C = Optimum cash balance
U = Annual or monthly cash disbursement

P = Fixed cost per transaction

5 = Opportunity cost of one rupee p.a. or p.m.

Example: A firm maintains a separate account for cash disbursement.
The total disbursements are T 1,05,000 p.m. or T 12,60,000 p.a. Administrative
and transaction cost of transferring cash to disbursement a/c is ¥ 20 per
transfer. Marketable securities yield is 8% p.a. determine optimum cash
balance with EOQ model.

Solution: Given u = T12,60,000
P = 220%
S = 8%orD8
then C= 'IJ = -2!1—'5‘}'[!.:!]!29
s 0.8
_sgu—ﬂi" 00,000 = ,‘,@r_au’ 00,000
0.8
= 7937.25=T 7937

5.6.1.2 Miller-on cash management model

According to this model the net cash flow is completely stochastic. When
changes in cash balance occur randomly the application of control theory
serves a useful purpose. Miller-On model is one of such control limit model.

Cash Management
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This model is designed to determine the time and size of transfers
between an investment a/c and cash a/c.

In this model control limits are set for cash balances. These limits are ‘i’
as upper limit, 'z’ as the return point, "0’ zero as the lower limit.

When the cash balance reaches to upper limit, the transfer of cash equal
to (h - z) is invested in marketable securities a/c when it touches the lower
limit, a transfer from marketable securities a/c to cash a/c is made.

During the period when cash balance stays between (w, z) and (z, 0)
i.e., high and low limits of cash balance are set up on the basis of fixed cost
associated with the securities transactions, the opportunity cost of holding
cash and degree of likely fluctuations in cash balances.

These limits satisfy the demand for cash at the lowest possible total lost.

¥
i

h Upper condrol lmit

g £ "/] n{m
1

-
—Tima

Fig. 5.1:

This model determines the optimum cash balance level which minimises
the cost of cash management.

C « PO

where b = the fixed cost per conversion
E(M) = expected average daily cash balance
E(N) = expected number of conversions

= number of days in the period

= lost opportunity cost

i T
"

total cash management cost
-
= =  retum point= 3,.,"1 ?i—:j

where b = fixed cost per conversion
r? = the variance of daily changes in Cash balances,
h upper limit = 3z

Further, the financial manager could consider the use of less liquid,
potentially more profitable securities as investments for the cash balances in
excess of ‘',

These is another model of cash management known as Orgler’s Model.



According to this model, an optimal cash management strategy can be
determined through the use of a multiple linear programming model. The
construction of the model comprises three sections.

1. selection of the appropriate planning horizon,
2 selection of the appropriate decision variables,
3. formulation of the cash management strategy itself.

The advantage of linear programming model is that it enables
coordination of the optimal cash management strategy with the other
operations of the firm such as production and with less restrictions on
working capital balances.

i s e L0 G S i [ ) N e L1

The formulation of the model requires that the financial managers first
specify an objective function and then specify a set of constraints.

Orgler’s objective function is to minimise the horizon value of the net
revenues from the cash budget over the entire planning period.

Assumption.

1. All revenues generated are immediately reinvested.

2. Any cost is immediately financed.

Objective function represents the value of the net income from the cash
budget at the horizon by adding the net returns over the planning period.

Thus, the objective function recognises each operations of the firm that
generates cash inflows or cash out flows as adding or subtracting profit
opportunities for the firm from its cash management operations.

In the objective function, decision variable which cause inflows, such
as payments on receivables, have (+¢) positive coefficient while decision
variables which generate cash out flows such as interest on short-term
borrowings have (-vr) negative coefficient. While the sale of those securities
would incur conversion cost and have a (-ve) negative coefficient.

Objective function

Maximise profit = a, x, +a, 1,

The constraints of the model could be—

(1) institutional
(1) policy constraints

Institutional constraints are those imposed by external factors i.e., bank

required compensating balance.

Cash Management
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Policy constraints are imposed on cash management by the firm itself
e.g. financial manager may be prohibited from selling securities before
maturity.

Either constraints can occur in the model during one monthly period or
over several or all the months in the one year planning horizon.

5.7. CASH BUDGET

Cash budget represents cash requirements of business during the budget
period. It is the plan of receipts and payments and payments of cash during
the budget period. Cash budget can be prepared for short period or for long
period. :

5.7.1 Cash Budgets for Short Period
Preparation of cash budget month by month would involve making the
following estimates.
(1) As regards receipts—
1. Receipts from debtors
2. Cash sales
3. Any other sources of receipts of cash e.g., dividend etc.
(b) As regards payments
1. Payments to be made for purchases
2. Payments to be made for expenses
3. Payments that once made periodically but not every month
(i) debenture interest
(i1} Income tax paid in advance
(1if) Sales tax
4. Special payments to be made in a particular months eg,
dividends to shareholders, redemption of debenture,
repayments of loans, payment for assels acquired etc.

5.7.2 Format of Cash Budget
M/s....
Cash Budget
Period ...
Particulars M, M, M .. M,
Receipts :
() Opening balance (if) Collection from debtors
(iif) Cash sales (iv) Loans from bank




{(v) Share capital
(vi) Misc. receipts
{(viiy Other items

Tl = == = ————

|

Payments
(i) To creditors
(if) Wages
(fify Owerheads
()
(&)
(€)
(iv) Interest
(v) Dividend
(vi) Corporate tax
(vii) Capital Expenditure
(viif) Other items
Total e

Closing balance

(+ve —» surplus, ~ve —» shortfall)

IMlustration: M/s Shiva Enterprises is a wholesaler and ends its fiscal
mrmmmhwal.hs&mmwnﬁmtmlm'ueuquﬂtudin
early January of the current year to assist in the preparation of cash budget
on the basis of following informations.

(i) Mmagﬁnmtbeuevﬁﬂutﬂupauﬂmuit}mlast}marisnmhle
basis for estimating sales for the current year. Sales in the last year

|

were as follows,
January ¥ 3,60,000, February T 4,20,000
March 2 6,00,000, April 2 5,40,000
- May 2 4,80,000, June 2 4,00,000
July ¥ 3,50,000, August 2/5,50,000
September 7 5,00,000, October 2 4,00,000
November ¥ 6,00,000, December T 5,00,000

Total = T 60,000,000

(ii) Accounts receivable on December 31 of the last year = ¥ 3,80,000,
sales collection are generally made as follows:

{a) During the month of sale 60%

{b) In the subsequent month 30%

{c) In the second subsequent month 9%
(d) Uncollectable 1%

Cash Management
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{iir)

()

()

(vr)

(wif)

{vfif)

(ix)

(x)

(xi)

Purchase cost of goods average 60% of selling price. The cost of the
inventory in hand on December 31, of the last vear is ¥ 8,58,000 of
which ¥ 30,000 is obsolete. Arrangement has been made to sell the
obsolete inventory in January at half of the normal selling price in
cash.

The company wishes to maintain the inventory on the first of
each month at a level of 3 months sales as determined by the sales
forecasts for the next three months including budget-month, All
purchases are paid for on the 10% of the following month. Accounts
payable for purchases on December 31 of the last year total
T 3,70,000.

Recurring fixed expenses amount to ? 1,20,000 per month including
depreciation of T 20,000, Variable expenses amount to 10% of sales,
payments for expenses are made as follows.

o ek L I the menth | Ftlowing s |
Fixed expenses 55% 45%
Variable expenses 70% 0%

Annual rates and taxes amount to ¥ 10,000 and are paid in two
equal installments on September 30 and March 31. The rates and
taxes are in addition to the expenses in item (iv).

It is anticipated that cash dividends of T 80,000 will be paid on the
15" day of last month of the year.

During:wintm ususal advertising costs will be incurred which will
require cash payment of ¥ 10,000 in February and ¥ 15,000 in March.
The advertising costs are in addition to the expenses in item (iv).
Equipment replacements are made at the rate of T 3,000 per month.
The equipments has an average estimated life of 6 years.

The company’s income tax for the last year is ¥ 2,30,000. Advance
tax paid is ¥ 2,10,000. The balance of the tax due will be paid in
May. Tax is payable in advance in 3 equal instalments on June 15,
September 15 and December 15 on the basis of 50% of estimated
profit.

On December 31, of the last year the company had a bank loan with
unpaid balance of ¥ 80,000. The loan requires a principal payment
of T 20,000 on the last day of each month (+) interest @ (5% per
manth on unpaid balance at the first of every month. The entire
balances is due on March 31 of the current year.

The cash balance on December 31 of the last year is T 1,10,000,

Prepare the cash budget statement for each of 1* six months of the
current year for M/s Shiva Enterprises,



Solution: Cash Management
' M/s Shiva Enterprises

Cash budget statement for each of the 1*' six months from Jan. to June.
r —- s —.-_ T e v '-I r Tl G :_m._‘i;_l -_‘_ E I' '-'- = :_ :'.' .. --[ 4 " _ ~ . m
: : e M = N SR ) ey
Opening balance 1,006,000 FLADD 26500 500 | LAAS0 | 30000
Cash saies 25000 = - - = =
Collection from deblors® | 510000 | 432000 | 518400 | S40800 | 304000 | 432600
Total ‘A #I5000 | 324400 | 45%0 | 581300 | aseso | 736300
Fayments
Purchases—* AT0000 | 324000 | LEEO000 | 240000 | 210000 | 330000
Fired Eaprrises Looooo | 1pooooe | onooo | pooooo | wobooo 100000
Variabie Expenses. " 49.200 40,200 a0 53800 19850 42400
Eates and taxes - - 5000 = = =
Unisal acdvestistng 2000 3,000 1000 3000 1,000 2000
Income tax previeus year - - - - | 20000 s
Incomue tax Curmenl yar="" - - - = = 43,183
Inbesest™™" 00 00 200 = = =
Bank prepayment 20000 24,000 40,000 - - -
Totsl W SAZG0 | 4AT500 | 490800 | AsRM0 | LEN0 | 518563
Closing balance
SurplusDeficit(A-5 | 92400 | 36500 | 55w | e | aecw |27
Working notes:
*  Collection from debtors in January :
60% of sales in January current year 216,000
30% of sales in December previous year 2.40,000
9% of sales in November previous year 54,000
5,10,000
“*Payments forpurchases | J—,,:*,m R LA e ﬁ-hE* ":'_._-'”' e Ve
TSR :'!'."_.__’ _"frr *.;-. Feb | i _*'_T'L‘_‘J' pr | et ) 5
.-'--....' '-'- .J'l.t:II J:-m"‘. -... I'l }H "L ..F|| - :':.-'1 [, " 'i l.- 1!‘ M-’l- 'j-.'r-
1* of each month for
sales in next 3 months 1380000 | 1560000 | 1620000 | 1420000 | 1230000 | 13,00,000 | 14,00,000
Cost of stock required (60% .
of sales next 3 month) A,.28,000 9,36,000 9,72.000 852,000 738,000 780,000 §,40,000
Closing stock at the end 936000 | 972000 | 852000 | 738000 | 780000 | 840000
{#) cost of goods sold
(60%of saless during month) | 216000 | 252000 | 360000 | 324000 | 288000 | 240,000
Total 1152000 | 1224000 | 1212000 | 1062000 | 10,68,000 | 10,80,000
(=) opening stock 828000 | 936000 | 972000 | 8352000 | 738000 | 750,000
Purchase to be made 324000 2AR000 240,000 210000 H.N.W i EE‘&
**_Variable o be made
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Management
30% of 10% of sales of previous month 24,000 10,800
30% of 10% of sales of previous month 25,200 29,400
Notes 49,200 40,200

****_Income tax payable on estimated net profit during the year

L4 T
Sales, (normal items) - 60,00,000
(+) sale of abnormal items in Jan
(m x 30,000 % -'%) = 25,000
60,25,000
(=) cost of goods sold 36,00,000
Normal 60% of 60,00,000
Abnormal 30,000 36,30,000
23,95,000
(<) Expenses fixed
(1,20,000 = 12) 14,40,000
Variable 6,00,000
Unusual advertising 25,000
Rates ¢ taxes 10,000
interest 900
Bad debts 60, 21,35,900
Estimated net profit 2.59,100
Income tax @ 50% 1,29,550
Income tax payable in June 43,183
(1/3 of 1,29,550)

s It is assumed that the depreciation on equipment replacement as per
item (viri) of the question is included in the depreciation of T 20,000
mentioned in item (iv)

wuse® Interest on loan L4
January 0.5% on 80,000 400
February (1.5% on 60,000 300
March 0.5% on 40,000 200
900

5.7.3 Cash Budget for Long Period
Long range cash forecast often resemble the projected service and
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application of funds statement. The following procedure may be adopted to
prepare long range cash forecasts,

(i) Cash in hand and Cash in bank

(i) (+) Add

(@) Trading profit (before tax) expected to be earned
(b) Depreciation and other development expenses incurred to be

written off.

(c) Sale proceeds of assets
(d) Proceeds of fresh issue of share or debentures
(¢) Reduction in working capital that is current assests (except

cash) () lass amount liabilities.

(i) (-) deduct-

(a) Dividends to be paid
(k) Cost of assels to be purchased

() Taxes to be paid

(d) Debentures or Shares to be redeemed

(¢) Increase in working capital

Mlustration. Profit and loss a/c for two years of M/s Shiva Enterprises is

given below.

1000, 00, (0K
1.50,00,00

10,00,000

Profit/loss alc
Y, Y, Y,

To Opening stock 80,00,000 LD0000 By sales  B,00,00.000
ToRaw materials ~ 3,00,00,000  4,00,00000 By closing  1,00,00,000
To Stores 1,00,00,000  1,20,00000 stock
ToManuf. 1,00,00,000  1,60,00000 By misc. 10,00,000
EXPENses income
To Other expenses  * 1,00,00,000  1,00,00,000
To Deprecation 1.00,00,000  1,00,00,000
To Depreciation L00,00,000  1,00.00,000
To Net profit 130,00,000  1,80,00,000

1000000 116000000 9,10,00,000

11,40,00,000

In Y, sales are expected to be 2 12,00,00,000

As a result other expenses will increase by ¥ 50,00,000 except other
changes. Only raw materials are in stock. Assume sales and purchase are
in cash terms only and the closing stock is expected to go up by the same
amount as between Y, and Y,. No dividend is being paid, The firm can use
75% of the cash generated to service a loan. How much cash from operations
will be available in Y, for this purpose? When income tax is ignored.

Cash Management
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Profit 204

(+) Add depreciation 100
304

(=) less cash required for

increase in stock 5()

Net cash flow 254

Cash availabl.for servicing the loan: 75% of € 2,54,000 = 2 1,90,50,000
Working notes:
() Material consumed in Y, - 35% of sales
ikely consumption in ¥, ~ 1200 x - = 420 lakhs
(if) Store are 12% of sales in Y, in Y, also stores will be 12% of sales,

(iif) Manufacturing expenses are 16% of sales,

5.8. MOTIVES FOR HOLDING CASH

The term cash with reference to cash management is used in two senses.

In a narrow sense, it is used broadly to cover currency and generally
accepted equivalents of cash, such as cheques, demand drafts and deposits
in banks.

The broad view of cash also includes near-cash assets such as marketable
securities and time deposits in banks. The main characteristics of these is that




titey can be readily sold and converted into cash and serve as a reserve pool Cash Management
of liquidity that provides cash quickly when needed. They also provide a

short-term investment outlet for excess cash and are also useful for meeting

planned outflow of funds.

S T r m
- | ' . ]

Irrespective of the firm in which it is held a distinguishing feature of
cash as an asset, is that it has no earning power. Still cash is always held. The
motives behind holding the cash are as follows:

(i) Transaction motive
{if) Precautionary motive
(i) Speculative motive
(iv) Compensating motive.

5.8.1 Transaction Motive

An important reason for maintaining cash balances is the transaction
motive. This refers to the holding of cash to meet routine cash requirements
to finance the transactions which a firm carries on in the ordinary course
of business, A firm enters into a variety of transactions to accomplish
its objectives which have to be paid for in the form of cash. Example, cash
payment for purchases, wages, operating expenses, financial charges like
interest, taxes, dividends and so on.

Similarly there is a regular inflow of cash to the firm from sales
upmumrﬂummwmdﬂmmtmmumdmmmmunﬁpumd
payments constitute a continuous two way flow of cash. But the inflows and
outflows do not perfectly coincide.

At time receipts exceeds outflows while at other times, payments exceeds
inflows. To ensure that the firm can meet its obligations when payments
become due in a situation in which payments exceeds inflows or receipts, it
must have an adequate cash balance.

In other words “The requirement of cash balances to meet routine cash
needs is known as the transaction motive and such motive refers to the
holding of cash to meet anticipated obligations whose timing is not perfectly
synchronized in the cash receipts.”
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5.8.2 Precautionary Motive

In addition to the non-synchronization of anticipated cash inflows and
outflows, in the ordinary course of business, a firm may have to pay cash for

which cannot be predicated or anticipated. The unexpected cash

needs at short notice may be the result of —

(i) Floods, strikes and failure of important customers.

(i) Bills may be presented for settlement earlier than expected.

(iif) Unexpected slow down in collection of accounts receivable.

() Cmﬂaﬂmofmurdersfmgoodsasthemmrlsnm
satisfied.

(v) Sharp increase in cost of raw materials.
“The cash balances held in reserve for such random and unforeseen
fluctuations in cash flows are called as precautionary balances.”

In.nﬂ'mrwmdapmuuomqmnﬁvenfhold&lgmshhnp]iuﬂwnud
to hold cash to meet unpredictable obligations.

5.8.3 Speculative Motive

It refers “to the desire of a firm to take advantage of opportunity/ies
which presents themselves at unexpected movements and which are typically
outside and normal course of business.”

The speculative motive helps to take advantage of —

(@) An opportunity to purchase raw materials at a reduced price on
payment of immediate cash.

(k) A chance to speculate on interest rate movements by buying
securities when interest rates are expected to decline.




(c) Delay purchases of raw materials on the anticipation of decline in Cash Management
price.

(d) Make purchases at favourable prices.

5.8.4 Compensating Motive

Another motive to hold cash balances is to compensate banks for
providing certain services and loan.

Banks provide a variety of services to business firms as clearance of
cheque, supply of credit information, transfer of funds etc., while for some of
these services banks charge a commission or fee, for others they seek indirect
compensations.

Usually clients are required to maintain a minimum balance of cash at
the bank. Since this balance cannot be utilized by the firms for transaction
purposes, the banks can use the amount to eamn a return. Such balances are
compensating balances.

Compensating balances are also required by some loan agreements
between a bank and its customers. During periods when supply of credit is
restricted and interest rates are rising, bank require a borrower to maintain
a minimum balance in his account as a condition precedent to the grant of
loan. This is presumably to compensate the bank for a rise in the interest rate
during that period, when loan will be pending.

The compensating cash balances can take either of following two forms.

(f) an absolute minimum, amount below which the actual bank

balance will never fall.

(#f) a minimum average balance over the month.

Out of four primary motives of holding cash only transaction motive
and compensation motive are important. Firms usually do not speculate
and need not have speculative balances. The requirement of precautionary
balances can be meet out of short-term borrowings.

5.9. CASH MANAGEMENT : BASIC STRATEGIES

Cash budget gives the net cash position of a firms. After knowing the
cash position the management should work out on the basic strategies to be
employed to manage its cash.

The broad cash management strategies are essentially related to the cash
turnover process, thal i« the cash cycle together with cash turnover.
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Working Capital Cash cycle is the process by which cash is used to purchase materials

Management from which goods are produced and when these are sold to customers who
latter pay the bills. The firm receives cash from customers and cycle repeats
itself.

Notes Cash turnover means the number of times cash is used during each year.

Cash cycles has usually following steps—

(¢) Materials ordered

(b) Materials received

(c) Payments

(d) Cheque clearance

(¢) Goods produced

( Goods sold

(g) Customer makes payments

(k) Payment received

(f) Cheques deposited

() Funds collected

In cash management strategy, the time period involved at each step is

Example:
A firm which purchases raw materials on credit is required by the credit
terms to make payments within 30 days. On its side, the firm allows its credit
buyers to pay within 60 days. Its experiences has been that it takes on an
average 35 days to pay its accounts payable and 70 days to collect its accounts
receivable. Moreover 85 days elapse between the purchase of raw materials
and sale of finished goods, that is to say, the average age of inventory is 85
days. Calculate the firm's cash cycle and estimate cash turnover?
Solution: The cash cycle of the firm can be calculated by finding the
average number of days that elapse between the cash outflows associated
with paying accounts payable and the cash inflows associated with collecting
accounts receivable.
Cash cycle = 85 days + 70 days - 35 days = 120 days
No of days in a year (working)
Cash cycle
= 360/120=03 Ans.

Cash turnover =
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5.10. MINIMUM OPERATING CASH o s

The higher is the cash turnover the lesser is requirement of cash in a firm.
Therefore firm should try to minimise the cash tumover. But must maintain

a minimum amount of operating cash balance so that it does not run out of
cash.

The minimum amount or minimum level of operating cash is determined
by the —
Total operating annual outlays/rate of cash turnover.

For example: if the total operating annual outlay of a firm is ¥ 240 lakhs,
and rate of cash turnover is 3.

Then 240/3 = 50 lakh, will be the minimum cash requirement.

The operational implication of the minimum operating cash requirement
is that if the firm has opening cash balance of T £0 lakhs, it would be able to

meet its obligations when they became due.

In other words, it would not have to borrow anything, But the minimum
operating cash involves a costin terms of the eamnings foregone from investing
it temporarily, that is to say, there is an opportunity cost.

If 10% return on a riskless investment, the cost of minimum cash balance
of ¥ 80 lakhs will be ¥ 8 lakhs.

Cash management strategies to the minimum cash balance requirement.
The basic strategies that can be employed to do the needful are as follows:

() Stretching accounts payable

(if) Efficient inventory-Production management
(iif) Speedy collection of accounts receivable
(fr) Combined cash management strategies

5.10.1 Stretching Accounts Payable

One basic strategy of efficient cash management is to stretch the accounts
payable. In other words, a firm should pay its accounts payable as late as
possible without damaging its credit standing.

5.10.2 Efficient Inventory-Production Management
Another strategy is to increase the inventory turnover avoiding stock-
outs that is shortage of stock. This can be clone in the following ways—
1. Increasing the raw materials turnover by using more efficient
inventory control techniques.
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2. Decreasing the production cycle through better production
planning scheduling and control techniques. It will lead to an
increase in the W/P inventory turnover.

3. Increasing the finished goods turnover through better forecasting
of demand and a better planning of production.

In the above example, if able to reduce the average age of its inventory
from 85 to 70 that is by 15 days then the cash cycle will be =70 +70 - 35= 140
- 35=105 days.

Cash turnover will be 360/105=3.43

The effect of an increase in the cash turnover will be to rednce the
minimum cash requirement from ¥ 80 lakhs to ¥ 70 lakhs.

Thus, efficient inventory and production management causes a decline
in the operating cash requirement hence, a saving in cash operating costs.

5.10.3 Speeding Collection of Accounts Receivables

Another strategy for efficient cash management to collect accounts
receivable as quickly as possible without losing sales because of high pressure
collection techniques.

The average collection period of receivables can be reduced by changes
in—

(1) Credit terms

(if) Credit standards

(i) Collection policies

Credit standards represents the criteria for determining to whom credit
should be extended. The collection policies determine the efforts put forth to
collect accounts receivable promptly.

In the above example, if firm manages to reduce the average age of its
accounts receivable from the current level of 70 days to 50 days then cash
cycle will be = 85 + 50 - 35 = 100 days.
and Cash turnover = 360/100 = 3.6

The operating cash requirement will fall from 80 lakhs to approximately
T 66.67 lakhs. Thus a reduction in the average collection period by 20 days,
releases funds equivalent to ¥ 13.33 lakhs and leads a saving in cash operating
cost of ¥ 1.33 lakhs.

5.10.4 Combined Cash Management Strategies
The effect of individual strategies on the efficiency of cash management

is favourable on operating cash requirement.
In the above example if—
(f) increases the average accounts payable by 10 days =35+ 10 = 45
days.
(i) reduces the average age of inventory by 15 days = (85 - 15) = 70
days.



(fif) Speeds up the collection of accounts receivable by 20 days = 70 -20 Cash Management
=50 days. Then cash cycle =70 + 50 - 45= 120 - 45 =75 days.

Cash tum over = 360/75=4.8
Minimum operating cash requirement = 240/4.8 = ¥ 50 lakhs.
assuming a 10% rate of interest, the saving in cash operating cost will be Notes
3 lakhs. The three basic strategies of cash management related to
(@) Accounts payable
(v) Inventory
(€) Accounts receivable
lead to a reduction in the cash balance. But they imply certain problems
for the management. These are:
1. If the accounts payable are postponed too long the credit standing
of the firm may be adversely affected.

2. Alow level of inventory may lead to a stoppage of production as
sufficient raw materials may not be available for uninterrupted
production of the firm may be short of enough stock to meet the
demand for its product that is stock out.

3. Restrictive credit standards, credit terms and collection policies
may jeopardise sales,

5.11. CASH MANAGEMENT TECHNIQUES/PROCESSES
The strategic aspects of efficient cash management are—efficient
inventory management, speedy collection of accounts receivable and delaying

payments on accounts payable. There are some specific techniques and
processes for speedy collection of receivables from customers and slowing

disbursements.

5.11.1 Speedy Cash Collections

In managing cash efficiently, the cash inflow process can be accelerated
through systematic planning and refined techniques. There are two broad
approaches to do this.

(1) The customers should be encouraged to pay as quickly as possible.

(if) The payment from customer should be converted into cash without

any delay.

5.11.2 Prompt Payment by Customers

One way to ensure prompt payment by customers is prompt billing,

What the customer has to pay and the period of payment should be notified
accurately and in advance. The use of mechanical devices for billing along
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with the enclosure of a self-addressed return envelop will speed up payment
by customers. -

Another and more important, technique to encourage prompt payment
by customers, is the practice of offering cash discounts. The variability of
discount implies considerable saving to the customers. To avail the facility
the customers would be eager to make payment early.

5.11.3 Early Conversion of Payments into Cash

Once the customer makes the payment by writing a cheque in favour
of the firm, the collection can be expedited by prompt encashment of the

cheque.

There is a lag between the time a cheque is prepared and mailed by the
customer and the time the funds are included in the cash reservoir of the firm.
With in this time interval three steps are involved.
5.11.3.1 Transit or mailing time

It is the time taken by the post offices to transfer the cheque from the
customer to the firm. This delay or lag is referred to as postal float.
5.11.3.2 Time taken in processing the cheque within the firm

Before they are deposited in the banks, known as lethargy.

5.11.3.3 Collection time within the bank

It is the time taken by the bank in collecting the payment from the
customer’s bank called bank float.

The early conversion of payment into cash as a technique to speed up
collection of accounts receivable, is done to reduce the time lag between
posting of the cheque by the customer and the realisation of money by the
firm,

i s n 3 »

The collection of accounts receivable can be considerably accelerated by
reducing transit, processing and collection time.

An important cash management technique is reduction in deposit float.
This is possible if a firm adopts a policy of decentralized collections.

Following are some of the important processes that ensure decentralized
collection as to reduce.,

(i) the amount of time that elapses between the mailing of a payment
by a customer,
(1) the funds become available to the firm for use.

The principal methods of establishing a decentralised collection network
are:



{a) Concentration Banking

(b} Lock box system

Concentration Banking. In this system of decentralized collection
of accounts receivable, large firms which have a large number
of branches at different places, select some of the strategically
located branches as collection centres for receiving payment from
customers.

Instead of all the payments being collected at the head office of the
firm, the cheques for a certain geographically areas as are collected
at the specified local collection centre.

Under this programme/arrangement, the customers are required to
send their payments i.., cheques to the collection centre covering
the area in which they live and these are deposited in the local
account of the concerned collection centre, after meeting local

Concentrating banking as a system of decentralised billing and
multiple collection points, is a useful technique to expedite the
collection of accounts receivable, It reduces the time needed in the
collection process by reducing the mailing time. Since the collection
centres are near the customers the time involved in sending the
bill to the customer is reduced. Moreover, the time lag between
the despatch of the cheque by sending the bill to the customer is
reduced. Mailing time is saved both in respect of sending the bill to
the customers as well as in receipt of payment.

The second reason of reduced deposit float by concentration
banking is that banks of the firm as well as customers may be in
close proximity.

Thus, the arrangement of multiple collection entries with
concentration banking results in a saving of time in both mailing
and clearance of customer payments and lead to a reduction in the
operating cash requirements.

Another advantage is that concentration permits the firm to store
its cash more efficiently. This is so mainly because by pooling funds
for disbursement in a single account, the aggregate requirement for
cash balance is lower than it would be if balances are maintained at
each branch office.

Lock-Box System. The banking arrangement is instrumental in
reducing the time involved in mailing and collection. But with this
system of collection of accounts receivable, processing for purpose

Cash Management
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of interal accounting is involved, that is same time elapses before a
cheque is deposited by the local collection centre in its account.
The lock-box system takes care of this kind of problem, apart from
effecting economy in mailing and clearance times.

Under this arrangement firms hire a post office lock-box at
important collection centres. The customers are required to remit
payments to the post office lock-box. The local banks of the firm,
at the respective places are authorised to open the box and pick up
the remittances i.e., cheques received from the customers, Usually,
the authorised banks, pick up the cheques several times a day and
deposit them in the firm's accounts. After crediting the accounts of
the firm, the bank send a deposit slip along with the list of payments
and other enclosures, if any, to the firm by way of proof and record
of the collection,

Thus, the lock box system is like concentration banking in that
the collection is decentralised and is done at the branch level. But
they differ in one very important aspect, While the customer sends
the cheques, under the concentration banking arrangement, to the
collection centre, he sends them to a post office box, under the lock
box system. The cheques are directly received by the bank which
empties the box and not from the firm or its local branch.
Thelock box arrangement is an improvement over the concentration
banking system. Its superiority arises from the fact that one step in
the collection process is eliminated with the use of lock box, the
receipt and deposits of cheques by the firm,

Inother words, the processing time within the firm before depositing
a cheque in a bank is eliminated. Also, some extra saving in mailing
timing is provided by the lock box system, as the cheques received
in post office box are not delivered either by the post office or the
firm itself to the bank rather bank itself picks them up at the post
office.

Thus, the lock box system, as a method of collection of receivables
has a time fold advantages.

1. the bank performs the clerical task of handing the remittances
prior to deposits, services which the bank may be able to
perform at lower cost.

2. the process of collection through the banking system begins
immediately upon the receipt of cheque/remittance and does
not have to wait until the firms completes its processing for
internal accounting purposes. The steps involved in cash
cycle are merged therefore, the time lag between payment by
a customer and the availability of funds to the firm for use
would be reduced and the collection of receivables would be
accelerated.




Although the use of concentration banking and lock box systems
accelerate the collection of receivables, they involve a cost. While in the case of
the former, the cost is in terms of the maintence of multiple collection centres,
compensation to the bank for services represents in the cost associated with
the latter.

The justification for the use or otherwise of these special cash
management techniques would be based on a comparison of the cost with
the return generated on released funds.

If the income exceeds the cost, the system is profitable and should be
used otherwise not.

an average receipt of ¥ 40,00,000. It is contemplating the institution of
concentration banking instead of current system of centralised billing and
collection. It is estimated that such a system would reduce the collection
period of accounts receivable by 2 days.

Concentration banking would cost ¥ 75,000 annually and 8% can be
eamed by the firm on its investments. It is also found that a lock-box system
could reduce its overall collection time by 4 days and could cost annually
¥ 1,20,000.

(f) How much cash would be released with concentration banking
system?

(i) How much money can be saved due to reduction in the collection
period by 2 days? Should the firm institute the concentration
banking system?

(iff) How much cash would be freed by lock-box system?

(v) Which system be better between concentration banking and lock-
box system.

Solution: .

(i) Cash released by concentration banking system = ¥ 40,00,000 = 2
days = T 80,00,000

(i) Savings = 0.08 x 80,00,000 = T 6,40,000 as the cost of concentration
banking is T 75,000 and savings are ¥ 6,40,000 hence concentration
‘banking can be instituted.

(iff) Cash released by lock-box system

= ¥40,00,000 = 4 days
= ¥1,60,00,000

Savings in lock-box system = 0.08 = 1,60,00,000

= ¥12.80,000
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()

(a)

(b)

The comparing of savings from concentration banking and lock-
box system reveals that lock-box system is better than centralised
banking becatse—

() In the case of lock-box system saving = T 12,80,000

() In the case of centralised banking system saving = ¥ 1,20,000
Net saving (a - b) = 2 11,60,000
is much higher hence to be adopted.

Slowing Disbursements. Apart from speedy collection of accounts
receivables the operating cash requirement can be reduced by slow
disbursements of accounts payable.

In fact, slow disbursements represents a service of funds requiring
no interest payments. There are several techniques to delay
payment of, accounts payable, namely.

(1) avoidance of early payments

(b) centralised disbursements

(c) floats

(d) accruals

Avoidance of early payments. One way to delay payments is to
avoid early payments. According to the terms of credit, a firm is
required a make a payment within a stipulated period. It entitles
a firm to cash discount. If however, payments are delayed beyand

the due date, the credit standing may be adversely affected so that
the firms would find it difficult to secure trade credit latter.

But if the firm pays its accounts payable before the due date it has
no special advantage. Thus, a firm would be well advised not to
make payments early that is before the due date.

Centralised disbursements. Another method to slow down

disbursements is to have centralised disbursements. All the

payments should be made by the head office from a centralised
disbursement account. Such an arrangement would enable a firm
to delay payments and conserve cash for several reasons.

(1) It involves increase in the transit-time, The remittance from the
head office to the customers in distant places would involve
more mailing time than a decentralised payment by the local
branch.

(i) The reason for reduction in operating cash requirement is
that since the firm has a centralised bank account, a relatively
smaller total cash balance will be needed.

In the case of a decentralised arrangement, a minimum cash
balance will have to be maintained at each branch which will
add to large operating cash balance.

Schedules can be lightly controlled and disbursements made
exactly on the right day.



() Float. A very important technique of slow disbursements is float.
The term float refers to the amount of money tied up in cheques
that have been written but have vet to be collected and encashed.
Alternatively, float represents the difference between the bank
balance and book balance of cash of a firm.
The difference between the balance as shown by the firm’s second
and the actual bank balance is due to transit and processing delays.
There is a time lag between the issue of a cheque by the firm and its
presentation to its bank by the customers bank for payment. The implication
is that although the cheque has been issued, cash would be required later
when the cheque is presented for encashment. Therefore, a firm can send
remittances although it does not have cash in its bank at the time of issuance
of cheque. Meanwhile, funds can be arranged to make payment when the
cheque is presented for collection after a few days.

e R LA Lo R o e e i = 1 Al O .W
Note: Float u=ed i i o, L e .
'Note: Float used in this senseis called cheque kating. =~~~ =4

There are two ways to do float, Le.,

(@) Paying from a distant bank.

(b) Scientific cheque encashing analysis.

Paying from a distant bank. The firm may issue a cheque on bank away
from the creditors bank. This would involve relatively longer transit time for
the creditors banks to get payment and thus, enable the firm to use its funds
longer.

Scientific cheque encashing analysis. Another way to make use of
float is to analyse on the basis of past experience, the time lag in the issue of
cheques and their encashment.

Example: Cheques issued to pay wages and salary may not be encashed
immediately, it may be spread over a few days.

25% on 1st day, 50% on 2™ day and balance on 3" day. It would mean
that the firm should keep in the bank not the entire amount of a payroll but
only a fraction represented by the actual withdrawal each day. This strategy
would enable the firm to save operating cash.

(d) Accruals. A potential tool for stretching accounts payable is accruals
which are defined as current liabilities that represent a service or
goods received by a firm but not yet paid for.

For example, payroll, that is remuneration (o employees who render
service in advance and received payment later. In a way, they extended credit
to the firm for a period at the end of which they are paid, say a week or a
month.

The longer the period after which payment is made, the greater is the
amount of free financing consequently and the smaller is the amount of cash
balances required. Thus, less frequent payrolls that is weekly as compared
to monthly are an important service of accrual. They can be manipulated to
slow down disbursements. Other examples of accrual are rent to lessons and
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taxes to government. But these can be utilized only to a limited extent as there
are legal constraints beyond which such payments cannot be extended.

5.12. MARKETABLE SECURITIES

Once the optimum level of cash balance of a firm has been determined,
the residual of its liquid assets is invested in marketable securities.

Such securities are short-term investment instruments to obtain a return
on temporarily idle funds. In other words, they are securities which can be
converted into cash in a short period of time, typically in few days. The basic
characteristics of marketable securities affect the degree of their marketability/
liquidity.

To be a liquid, a security must have two basic characteristics.

(i) aready market

(i) safety of principal

Ready marketability minimises the amount of time required to convert
a security into cash. A ready market should have both breath in the sense of
a large number of participants scattered over a wide geographical area as
well as depth as determined by its ability to absorb the purchase/sale of large
amount of securities.

The second determinant of liquidity is that there should be little or no
loss in the value of a marketable security over time. Only those security/ies
that can be easily converted into cash without any reduction in the principal
amount qualify for short term investments. A firm would be better off leaving
the balances in cash if the alternative were to risk a significant reduction in
principal.

5.13. SELECTION CRITERION FOR MARKETABLE
SECURITIES

A major decision confronting the financial managers involves the
determination of the mix of cash and marketable securities.

Some of the quantitative models for determining the optimum
amounts of marketable securities to hold in certain circumstances have been
outlined. In general the choice of the mix is based on a trade-off between
the opportunity to eamn a return on idle funds ie., cash during the holding
period, and the brokerage costs associated with the purchases and sale of
marketable securities.

Example: Suppose a firm is paying ¥ 350 as brokerage costs to purchase
and sell ¥ 45,000 worth of marketable securities, yielding an annual return of

8% and held for one month. The interest earned on securities = 1—12— = (.08 =
45,000 =T 300

Since this amount is less than the cost of the brokerages or transaction,
hence not advisable for the firm to make investments.




This trade off between interest rate and brokerage is a key factor in
determining the proportion of liquid assets should be held in the form of
marketable securities.

There are three motives for maintaining liquidity (cash as well as
marketable securities) and therefore, for holding marketable securities,
transaction motive, safety/precautionary motive and speculative motive. Each
motive is based on the premise that a firm should attempt to earn a retum
on temporarily idle funds. This type of marketable securities purchased will
depend on the motive for the purchase.

An assessment of certain criteria can provide the financial manager with
a useful framework for selecting a proper marketable securities mix, These
considerations include evaluation of —

(1) Financial risk or default risk.

(1) Interest rate risk

(i) Taxability

(iv) Liquidity

(v) Yield among different financial assets.

5.13.1 Financlal/default Risk

It refers to the uncertainty of expected returns from a security attributable
to possible changes in the financial capacity of the security-issuer to make
future payments to the security-owner.

If the chance of default on the terms of the investment is high, then the
financial risk is said to be high.

If the chance of default on the term of investment is low, then the financial
risk is said to be low.

1
Chance of default = =77
As the marketable securities portfolio is designed 1o provide a retumn
on funds that would be otherwise tied up in idle cash held for transaction or
precautionary purposes, the financial manager will not usually be willing to
assume such financial/default risk in the hope of greater return within the
make up of portfolio,

5.13.2 Interest Rate Risk

The uncertainty that is associated with the expected returm from
a financial instrument attributable to changes in interest rate is known as
interest rate risk of particular concern to the corporate financial manager is
the price volatility associated with instruments that have long, as opposed to
short-term of maturity.

If prevailing interest rates rise compared with the data of purchase, the
market price of the securities will fall to bring their yield to maturity in line
with what financial manager could obtain by buying a new issue of a given
instrument, for instance treasury bills.
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The longer the maturity of the instrument the larger will be fall in prices.

To hedge against the price volatility caused by interest rate risk, the
market securities portfolio will tend to be composed of instruments that
mature over short periods.

5.13.3 Taxability

Another factor affecting observed difference in market yields is the
differential impact of taxes. Securities, income on which tax-exempt, sell
in the market at lower yields to maturity than other securities of the same
maturity.

A differential impact on yields arises also because interest income is
taxed at the ordinary tax rate while capital gains are taxed at a lower rate.

As a result, fixed interest securities that sell at a discount because of
low coupon rate in relation to the prevailing yields are attractive to taxable
investors, The reason is that part of the yield to maturity is a capital gain.

Owing to the desirability of discount on low interest fixed income
securities, there yield to maturity tends to be lower than the yield on
comparable securities with higher coupon rates. ,

The greater is the discount, the greater is the capital gains attraction and
the lower is its yield relatively to what it would be if the coupon rate were
such that the security was sold at par.

5.13.4 Liquidity

With reference to marketable securities portfolio liquidity refers to the
ability to transform a security into cash.

Should an unforeseen event require that a significant amount of cash be
immediately available a sizeable position of the portfolio might have to be
sold. The financial manager will want the cash quickly and will not want to
accept a large price reduction in order to convert the securities. Thus, in the
formulation of preferences for the inclusion of particular instruments in the
portfolio, consideration will be given to—

() Time period needed to sell the security
(i) The likelihood that the security can be sold at or near its prevailing
market price.

The latter element here, means that thin markets where relatively few

transactions take place or where trader are accomplished only with large
price changes between transactions, should be avoided.

5.13.5 Yield

The final selection criterion is the yields that are available on the different
financial assets suitable for inclusion in the marketable/near-cash portfolio.

All the four factors listed above ie., financial/default risk, interest
rate risk, taxability and liquidity influence the available vields on financial
instruments. Therefore, the yield criterion involves a weighing of the risks



and benefits inherent in these factors. If a given risk is assumed, such as lack
of liquidity then a higher yield may be expected on the instrument lacking
the liquidity characteristics.

The finance manager must focus on the risk-return trade offs associated
with the four factors on yield through his analysis. Coming to grips with these
trade-off will enable the finance manager to determine the proper marketable
securities mix for his firm.

5.14. ALTERNATIVES MARKETABLE SECURITIES

Following are the prominent marketable/near-cash securities.
1. Treasury bills

Negotiable certificates of deposits (CDs)

Commercial papers

Banker’s acceptances

Repurchase agreements

Unilts

Intercorporate deposits

Bills discounting

Call market

5.14.1 Treasury Bills

These are obligations of the government and are sold on discount basis.
The investor does not receive an actual interest payment. The return is the
difference between the purchase price and the fare price i.e., par value of the
bill.

The treasury bill are issued only in bearer form means these are
purchased without the investors name upon them. This attribute makes these
easily transferable from one investor to another. A very active secondary
market exist for these bills. The secondary market for bills not only makes
them highly liquid but also allows purchase of bills with very short maturity/
ies,

As the bills have the full financial backing of the government, these are,
for all practical purposes, risk free.

The negligible financial risk and the high degree of liquidity makes their
yield lower than those on any marketable securities,

Due to their virtually risk free nature and active secondary market,
treasury bills are one of the most popular marketable securities even though
yield is less.

5.14.2 Negotiable Certificates of Deposits

These are marketable receipts for funds that have been deposited in
a bank for a fixed period of time. The deposited funds earn a fixed rate of
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interest. The denominations and maturities are tailored to the investor's
nieds. '

The CDs are offered by banks on a basis different from treasury bills,

 thatis, these are not sold at a discount. Rather, when the certificate matures,

the owner receives the full amount deposited plus the earned interest.

A secondary market exists for the CDs while CDs may be issued in either
registered or bearer form, the latter facilitates transactions in the secondary
market and thus, is the most common.

The default risk in bank failure, the possibility of which is very low.

5.14.3 Commercial Papers

It refers to short term unsecured promissory note sold by large business
firms to raise cash. As these are unsecured, the issuing side of the market is

dominated by large companies which typically maintain sound credit ratings.
Commercial papers (CPs) can be sold either directly or through dealers.

5.14.4 Banker's Acceptances

These are drafts (order to pay) drawn on a specific bank by an exporter
in order to obtain payment for goods he has shipped to a customer who
maintains an account with that specific bank.

This can also be used in financing domestic trade. The draft guarantees
payment by the accepting bank at a specific point of time. The seller who
holds such acceptance may sell it at a discount to get immediate funds, Thus,
the acceptance becomes a marketable security.

Since the acceptance are used to finance the acquision of goods by
one party the document is not issued in specialised denominations its size/
denomination is determined by the cost of goods being purchased.

These serve a wide range of maturities and sold on a discount basis,

payable to the bearer. A secondary market for the acceptances of large banks
does exist.



Owing to their greater financial risk and lesser liquidity, acceptances
provide investors a yield advantage over treasury bills of like maturity. In
fact, the acceptances of major banks are a very safe inyestment, making the
yield advantage over treasury bills worth looking for marketable securities

portiolio.

5.14.5 Repurchase Agreements

These are legal contracts that involve the actual sale of securities by
a borrower to the lender with a commitment on the part of the former to
repurchase the securities at the current price plus a stated interest change.
The securities involved are government securities and other money market
instruments. The borrower is either a financial institution or a security dealer.

There are two major reasons when a firm with excess cash prefer to
buy repurchase agreements rather than a marketable security. These are as
below—

1. The original maturities of the instrument being sold can, in effect, be
adjusted to suit the particular needs of the investing firm, therefore,
funds available for a very short period, that is one/two days can be
employed to earn a return.

2. Since the contract price of the securities that make up the
arrangement is fixed for the duration of the transaction, the firm
buying the repurchase agreement is protected against market
fluctuation throughout the contract period. This makes it a sound
alternative investment for funds that are surplus for only short
periods.

5.14.6 Units :
The units of Unit Trust of India (UTI) offer a reasonably convenient
alternative avenue for investing surplus liquidity as —

() there is very active secondary market for these;

(if) the income from units is tax exempt upto a specified amount;
(1if) the units appreciate in a fairly predictable manner.

. 5.14.7 Intercorporate Deposits

Itis a short-term deposits with other companies is a fairly attractive form
of investment of short-term funds in terms of rate of return which currently
ranges between 12 to 15%. However, apart from the fact that one month's
time is required to convert these into cash, intercorporate deposits suffer
from higher degree of risk.

5.14.8 Bill Discounting

Surplus funds may be deployed to purchase/discount bills. Bills of
exchange are drawn by seller (drawer) on the buyer (drawee) for the value of
goods delivered to him. During the pendency of the bill, if the seller is in need
of funds, he may get it discounted.
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On maturity, the bill Mld be presented to the drawee for payment. A
bill of exchange is a self-liquidating instrument.

Bill discounting is superior to intercorporate deposits for investing
surplus funds.

While pending surplus funds in bills discounting, it should be ensured
that the bills are trade bills arising out of genuine commercial transaction and
as far as possible, these should be backed by letter of credit/acceptance by
banks to ensure absolute safety of funds.

5.14.9 Call Market

It deals with funds borrowed/lent overnight/one day (call) money and
notice money for period up to 14 days. It enables corporates to utilise their
float money gainfully. However the returns (call rates) are highly volatile.

The stipulations pertaining to the maintenance of cash reserve ratio
(CRR) by banks is the major determinant of the demand of funds and is
responsible for volatility in the call rates.

Large borrowings by them to fulfil their CRR requirements pushes up
the rates and a sharp decline takes place once these funds are met.

5.15. CASH MANAGEMENT PRACTICES IN INDIA

India is rapidly abandoning its paper-based clearing mechanism, with
the Reserve Bank of India introducing initiatives covering cheque-imaging,
real time gross settlement and electronic fund transfer. This trend is expected
to increase further with the introduction of the Information Technology Act,
a clearing corpuoration, a centralised fund management service, and use of the
Structured Financial Messaging Solution for intra and inter bank messages.

India stride further into the new millennium riding on a wave of
optimism. A decade of reforms has propelled the economy onto a new growth
trajectory today. India is a mature and stable economy. There is now healthy
competition among different Indian States to attract foreign investments, and
India has joined the league of the fastest growing economies in the world,
being next only to China and Korea.

The resurgence of the Indian economy has been sustained in the face
of difficult international developments. Even as global growth has declined,
India's GDP growth has accelerated in 2002 and reached to 6% in the 2003
fiscal year. Despite the worst drought in two decades in 2002, inflation rates
have declined further and interest rates have softened. The momentum of the
record inflow of FDI has continued and foreign exchange reserves were at all
time high.

Indian economy is a market-driven economy. Due to the efforts taken
bv the Securities and Exchange Board of India (SEBI), the equity markets are
mature, regulated and offer a wide range of equity and debt-linked products,
India has a well established legal system with an independent judiciary.
Indian corporates have had increased access to global capital markets. This




has driven conformity with international accounting standards, greater
transparency and a focus on corporate governance. The government has
accelerated the disinvestment process, demonstrating its commitment to the
economy.

The banking structure in India is complex and spread over a wide
geographical area. There are about 65,000 bank branches, and the central
bank is the RBL

The composition of banks in India is —

Scheduled commercial banks - 296,

Foreign banks — 42

Public sector banks — 27

Private sector banks - 31

Regional rural banks - 196

Schedule cooperative banks - 67

The Central Board of Direct Tax (CBDT) is the governing body for the
direct taxes in India. Similarly, the Central Board for Customs and Excise
(CBCE) is the main governing body for indirect taxes.

India had traditionally a paper based clearing system. As of 2002, India
has about 1,047 dearing houses and 65,000 bank branches. The total value
of the cheques processed through these centres surpassed INR 1,21,000 bn
in the year 2001-02. The paper based clearing system passes such inherent
issues as a high cost of processing fragility of the system and security risks,
For these reasons, the RBI has been emphasing the need for upgrading the
technological infrastructure in India. Following are some of the initiatives:

5.15.1 Cheque-Imaging

In some countries, cheques deposited in banks are scanned and stored
with the bank. Instead of sending physical cheques to the clearing house, the
- scanned copy of the cheques are transmitted. This level of cheque-imaging
reduces clearing cycle, enables faster returns-processing better customer
service and availability of images for audit trails.

In India, 15 clearing houses, now have cheque-imaging. However, the
images are now stored only for reconciliation and resolving clearing house
differences. The legal framework is undergoing changes to adopt cheque
imaging,

The Negotiable Instruments Act was amended in 2002, and has extended
the definition of a cheque to include electronic cheques and the electronic
images of truncated cheques. The act now also defines the matenal altemation
of an electronic image of a truncated cheque. Availability ol adequate technical
infrastructure at cleaning houses and banks is a prerequisite for expanding
the network and exploiting the full benefits of cheque-imaging.

5.15.2 Real-time Gross Settlement—(RTGS)

. It is a payment mechanism that eliminates settlement risk by settling
payments in real time. This is in contrast to the existing net settlement system,
where interbank settlement takes place at the end of the batch.
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The RBI has implemented a national RTGS system that allow all bank in
India to make secure inter-bank payments across the country. The RTGS work
flow involve transaction queeing and processing on a first-in-first out basis,
RTGS provide significant benefits to individuals and businesses by allowing
instant transfer of funds between banks thus expediting electronic payments.

5.15.3 Integration with Enterprise Resource Planning System
(ERP)

Organisation are migrating from their existing accounting procedures
to enterprise resource planning system. This has fuelled the need to integrate
the banks cash management systems with corporates *ERP packnes and
key cash management providers now offer complete integration of cash
management solution with ERP system. Such integration offers the following
benefits—

(#) reduces manual processing and cost thereof

(b) enables comprehensive management control by setting user
restrictions.

(c) streamlines the reconciliation process.

(d) improves management information

(¢) allows straight-through processing (STP)

Straight-through processing (STP) has historically been regarded as an
area focused on by banks for streamlining their processes. Corporates now
appreciate the role of STP as an integral part of their internal accounting work
flows. Manual practices involve costly multiple data re-entry from paper
documents and other sources that are le to errors, discrepancies,
delays and possible fraud. STP enables orders to be processed, confirmed,
cleaned and settled in a shorter-time period, more cost effectively and with
fewer errors.

5.15.4 Electronic Banking

The Government has supported the growth of e-commerce in India
by enacting the Information Technology Act 2000. There are more people
connected to the Internet in India today than in past owing to improving
personal computer penetration, availability of brand width and power.

However, despite the growing internet population, India is still
witnessing modest® e-commerce activity. E-commerce activity was estimated
to be in the region of about US$ 300 m, almost half that of China. Business-to-
business e-commerce implementation is low-except in certain verticals such
as the automobile sector and banking and finance.

With recent technological advancements, the implementation of Internet
banking and electronic banking has increased greatly. The private sector and
foreign banks in India are at the forefront in offering online banking services
on internet. This service is in addition to existing offsite delivery channels
such as automated letter machines, electronic banking and mobile banking.

| Reports for the collections products are being offered on the internet by
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selected banks. Customers can now view the clearing status of their cheques
and cheque images over the internet.

Going forward, the utilization of electronic banking will further increase
as technological advances and enabling legislation make the process more
secure,

5.16. REGULATORY CHANGES AND THEIR IMPACT ON
CASH MANAGEMENT

5.16.1 Information Technology Act 2000

Business and consumers are increasingly using computers to create,
transmit and store information in electronic format instead of traditional
paper documents.

Since e-commerce eliminates paper based transactions the need for
legal changes became a necessity. The Indian Parliament gave its assent to
the Information Technology Act on @ June 2000,

The Act deals with defining the common terminology used in respect

of computers, giving legal recognition to electronic records and digital
signatures. The act further defines when digital signatures or electronic

records can be termed secure for transmission over the internet.

The government has also framed the Information Technology
(Certifying Authority) Regulations 2001. This regulation primarily controls
the activities of certifying authorities (authorised to grant licences to issue
digital signatures).

India now has four certifying authorities i.e.,

(a) Safe Scrypts

{h) The National Information Centre

(¢) Institute for Development and Research in Banking Technology
(IDRBT)

(d) Tata Consultancy Services

5.16.2 Centralized Funds Management Service

The Centralized Fund Management Service (CFMS) introduced by the
RBI, enables commercial banks to obtain the funds position of their accounts
with the RBI's Deposits Accounts Department (DAD) at 17 locations in India.

Bank will not only be able to enquire about their funds balance in DAD
accounts, but also transfer funds across their DAD accounts in different
cities. CFMS allows banks to reduce their cost of fund by better management
of fund flows.

5.16.3 Clearing Corporation of India LTD

Recognised the need for upgrading the country’s financial infrastructure
in respect of the clearing and settlement of debt instruments and Fx (FOREX)
transactions, the RBI initiated the more to set up the Cleaning Corporation
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of India Limited (CCIL). The primary objective of setting up the CCIL has
been to establish a safe institutional structure for the clearing and settlement
of trades in Fx money, and debt markets so as to bring efficiency into the
transaction settlement process, and insulate the financial system from stocks
emanating from operations-related issues, The CCIL was incorporated in
2001 and commenced operations from 15 Feb. 2002.

5.16.4 Structured Financial Messaging Solution

The Structured Financial Messaging Solution (SFMS) is the
communication protocol introduced by the RBI for intra-bank and inter-bank
messages within India.

It incorporates templates and fived message formats for affecting
STP among member banks SFMS is broadly similar to SWIFT message
formats. These message formats will be used for RTGS and other interbank
communication.

SFMS protocols will facilitate STP in the Indian banking industry
for domestic payments and transactions, reducing transaction costs for
customers.

5.16.5 Latest Cash Management Products

In India Cash Management has predominantly been associated with
collections products. Subsequently, cash management provides have
diversified their product portfolio to include payments, account services and
delivery management. This enables corporate treasurers to concentrate on
their core functions and outsource non-core activities to banks. Banks are
increasingly shifting towards enabling their cash management operations to
use more STT.

5.16.6 Electronic Fund Transfer

The RBI introduced the Electronic Fund Transfer (EFT) system in 2001.
EFT allows the electronic transfer of funds across 14 locations and 13,000
banks branches in India. It eliminates the burden of writing cheques and
allows the transfer of funds within 24 hours anywhere within its current
coverage.

The system eliminates virtually all incidences of fraud and forgery that
are typically involved with paper-based instruments.

Current RBI guidelines for EFT stipulate that all banks have to
participate in inward EFT (credit to customer’s accounts for EFT payments).
But participation in outward EFT (sending payments on behalf of customers)
is optional.

5.16.7 Special Electronic Funds Transfer

In April 2003 the RBI introduced the special electronic funds transfer
(SEFT) system, which is the enhanced version of EFT. SEFT now covers 97
cities, 24 banks and 2,500 bank branches across India.




The coverage of SEFT is much larger than that offered by EFT. SEFT
gives banks the options to select branches where they can offer SEFT. All
branches that participate is SEFT need to be networked with the service
branch in Mumbai, which intact as the one point of contact with the RBI for
SEFT.

Since, all banks branches participating is SEFT are networked, timely
credits will be available to beneficiaries (unlike for EFT, wherein there is a
possibility of delayed credit of the beneficiary bank is not networked).

5.16.8 Payment Outsourcing

Cheque and drafts remain a popular payment method in India,
but involve time-consuming and laborious manual processes. Payment
outservicing to banks allows corporates to focus on their core competencies,
reduce overheads costs and benefit from speed, accuracy and enhanced
security and fraud control.

5.16.9 Electronic Invoice Presentment & Payment

Cash management providers in India have started offering electronic
invoice presentment and payment (EIPP).

EIPP offers the facility of presenting the invoice by supplier to their
client over the internet. The product also provides the facility to the client to
view, dispute and pay the invoice electronically through payment gate ways.

5.16.10 Continuous Linked Settlement

The Continuous Linked Settlement (CLS) service offered by CLS Bank
provides a global infrastructure for multi-currency payment cleaning and
settlement services. It is a real-time cross broader settlement system that
eliminates settlement risk caused by delay arising from time-zone difference
by the simultaneous setting of Fx payment instructions.

CLS enables banks to expand their Fx businesses with CL5 participating
comtemporary banks by making its possible to increase limits due to
reductions in settlement risk moreover its delivers the benefits of STP

Large foreign banks that are settlement bank for CLS have been marketing
the service to major Indian banks with cross-border flows. However CLS has
yet to gain momentum in India. :

5.17. CASH MANAGEMENT TRENDS

The overall cash management scenario is changing with technological
advance and evolving customer needs. STP facilitates by the integration of
bank’s cash management solutions with corporate's ERD system, is gaining
importance.

Electronic banking access on the intemnet with account viewing and
transaction-initiation capabilities is increasingly critical for technology -
Savvy customers. The emerging technologies and the payment system will
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significantly impact the corporate treasurer's agenda. New strategies for
effective

cash management will soon emerge in the Indian Market.
In view of the geographic diversity of India, key cash management
providers are strengthening their correspondent banking relationships to
reduce transaction costs, enhance location coverage and improve service

quality.

The new payment system also pose significant challenges for cash
management service providers and will require banks to make a shift in
terms of eamnings (from float to fees) as well as service offerings.

5.18. ILLUSTRATIONS

1. From the following information compute
(#) Cash cycle and cash turnover

(k) Minimum amount of cash to be maintained to meet payments
as they become due.

(€) Savings by reducing the average inventory holding period by
30 days,

(1) On an average, debtors are collected after 45 days.
(1) Inventories have an average holding period of 75 days,
(##f) Creditors payment period on an average is 30 days.
(fv) The firm spends Rs, 120 lakh annually at a constant rate
() It can eamn 10% an investment.
Solution:
(@) () Cash cycle = debtors collection period + inventories holding
period ~ creditors payment period
= 45+ 75~ 30 =90 days = 3 months
(if) Cash turnover = 120 months/3 months = 4

(k) Minimum aperating cash = Total operating annual outlay/cash
turnover

= 120 lakh/4 = ¥ 30 lakh
(c) Cash cycle =45 days + (75 -30) - 30
= 45+45-30=90-30 =60 days
= 2 months
Cash turmover = 12 months/2 months = 6
Minimum operating cash = 120 lakhs/6 = Z 20 lakhs
Reduction in investment = 30 lakhs - 20 lakhs = 10 lakhs

Saving 10% = 10 lakhs = ¥ 1 lakh.

2. Firm XYZ Ltd. has been offered a cash management service by a
bank for T 1,00,000/ annum.



It is estimated that such a service would not only eliminate “excess’
cash on deposits (T 8,00,000) but also reduce its administration and
other costs to the tune of T 5,000/months. If the cost of capital is
15%, is it worth for the firm to engage the cash management service

advice?
Solution: Benefit {annual) ?
Savings in interest (8,00,000 x 0.15) 1,20,000
Reduction in administration and other costs
(5000 = 12) 60,000
Total 180,000
(=) annual cost of bank 1.00,000
Net annual benefits 80,000

As the savings. are T 80,000 by emploving the bank services hence, it is
to be accepted.

3. Rama industries feels a lock-box system can shorten its accounts
receivable collection period by 3 days. Credit sales are estimated as
2 365 lakh/year. The opportunity cost of fund is 15%/annum. The

cost of lock-box system is T 50,000/annum.

(2) will you advice to go for lock-box system?
() will your advice change if the accounts receivable period is reduced

by 5 days?
Solution: 4
(a) Cash released by lock-box system = 365/365 days = 3
= 3,00,000
Savings (¥ 3 lakhs = 0.15) 45,000
(=) cost of lock box system 50,000
Net (loss) T 5,000

The firm is not advised to go for lock-box system because it is
leading to a loss of ¥ 5000/annum.

() Cash released (T 365/365 x 5 day) = 5,00,000
Saving (5 lakh = 0.15) = 75,000

(=) cost of lock-box system = 50,000

= 25000

In this situation if the accounts receivable collection period is reduced
by 5 days then firm saves an amount of ¥ 25,000. Hence it is recommended to
go for lock-box system,

4. M/s Das Distribution Network sells its products through a wide
network of customers in the eastern India. It takes as an average of
8 days for cash receipt cheques to become available to the firm from
the day these are mailed. The firm is contemplating the institution
of concentration banking to reduce this period. It is estimated that
with this system the collection period of accounts receivable will

Cash Management
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reduce by 3 days. The daily cheque receipts currently average to
¥ 10,00,000. The concentration banking would cost T 1,50,000/
annual the cost of capital is 15%.

(@) Advice the firm whether it should opt for concentration banking
system.

(b) Will your advice be different, if it is estimated that a lock-box
system can reduce the collection, time by 4 days and its annual

cost is T 2,00,000.
Solution:
(@) Cash released by concentration banking system ¥ 10 lakh = 3
=30 lakh. '
Saving (30 lakh = 0.15) 450,000
() cost of concentration banking 1,50,000

3,00,000

As the savings are a huge amount i.e., ¥ 3,00,000 hence firm should
go for the concentration banking system.

(B) Cash released by lock-box system
¥ 10 lakh » 4 = 2 40 lakh

Savings (40 lakh = 0,15) 6,00,000
() cost of lock-box system 2,000,000
4,00,000

In the case of concentration banking there is a saving of T 3,00,000
whereas in the case of lock-box system saving has increased from ¥ 3,00,000
to ¥ 4,00,000. Hence in second case that is lock-box system is more suitable
for the organisation. The firm must go for the lock-box system instead of
concentration banking system.

5. From the following information, prepare cash budget of a business
firm for the month of April.

(a) The firm makes 20% sales in cash.

(b) Credit sales are collected 40, 30 and 25% in the month of sales,
month after and 2™ month after sales respectively,

(¢) Remaining 5% is bad debts.
(d) The firm has a policy of buying enough goods each month to

maintain its inventory at Z]E times the following months budgeted

sales.

{e) The firm is entitled to 2% discount on all its purchases if bills are
paid within 15 days and the firm avails of all such discounts.

(f) Monthly purchases are made in two equal lots on fortnightly basis.

() Cost of goods sold, without considering 2% discount is 50% of
selling prices,

(k) The firm records inventory net of discount,



(i)

)
(k)

() Gross purchases in March is T 1,00,000

(m) Selling, general and administrative expenses budgeted for April
T 45,000 including ¥ 10,000 depreciation.

Solution: Cash budget for the month of April.

(@)

()

()

Other data are as below

() January (actual)
(if) February (actual)

(ii1) March (actual)

(fv) April (budgeted)

(1) May (budgeted)

Inventory on March 31 is T 2,25,400
Cash on March 31 is ¥ 30,000

Particulars

Cash inflows

Balance in the beginning of April

Collection from sales -

Cash sales (20% of 1,70,000)

Collection from debtors -

for February sales - (0.25 = 96,000)

for March sales (.30 = 1,20,000)

for April sales (.40 x 1,36,000)

Total

Cash outflows

Payment for purchases

March (¥ 1,00,000 = ().98 = 1/2)

April (2 29,400 = 1/2)*

selling, general and admin, expenses
{45,000 = 10,000)

Total

Budgeted cash balance (a2 - b)

*Purchase budget (April)

desired ending inventory gross

(1,430,000 = 0.5 = 2.5)

(+) cost of sales in April gross.

(1,70,000 = 0.5)

Total requirements

(~) beginning inventory gross

(2,25,400 = 100/98)

Required purchases

1,00,000
1,20,000
1,50,000
170,000
1,40,000

Amount in ¥

30,000
34,000

24,000
36,000
54,400
1,78,400

49,000
14.700

35,000

T 79,700
Net

1,71,500

83,300
2,54.6800

2,25400
29,400

Cash Management
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5.19. SUMMARY

* Management of cash is an important function of finance manager. The

modern day business comprises of numerous units spread over vast
geographical areas.
The basic objectives of cash management are two folds.

(a) to meet the cash disbursement needs i.e., payment schedule.

(b) to minimise funds committed to cash balances.
The factors that determine the required cash balance are

(1) Synchronization of cash flow

(b) Short costs

(¢) Excess cash balance cost

(d) Procurement and management

(¢) Uncertainty
There are two approaches to derive an optimal cash balance. These
are

(2) Minimising cost cash models

(b) Cash budget
Cash budget represents cash requirements of business during the
budget period. It is the plan of receipts and payments and payments
of cash during the budget period. Cash budget can be prepared for’
short period or for long period.
Long range cash forecast often resemble the projected service and
application of funds statement.
An impaortant reason for maintaining cash balances is the transaction
motive. This refers to'the holding of cash to meet routine cash
requirements to finance the transactions which a firm carries on in the
ordinary course of business,
Another motive to hold cash balances is to compensate banks for
providing certain services and loan.
Cash budget gives the net cash position of a firms. After knowing the
cash position the management should work out on the basic strategies
to be employed to mange its cash.
The higher is the cash turnover the lesser is requirement of cash in
a firm. Therefore firm should try to minimise the cash turmover. But
must maintain a minimum amount of operating cash balance so that
it does not run out of cash.
The strategic aspects of efficient cash management are—efficient
inventory management, speedy collection of accounts receivable and
delaying payments on accounts payable,
Ongce the optimum level of cash balance of a firm has been determined,
the residual of its liquid assets is invested in marketable securities,
A major decision confronting the financial managers involves the
determination of the mix of cash and marketable securities.
With reference to marketable securities portfolio liquidity refers to
the ability to transform a security into cash. '
Following are the prominent marketable/near-cash securities.
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Treasury bills

Negotiable certificates of deposits (CDs)
Commercial papers

Banker's acceptances

Repurchase agreements

Units

Intercorporate Deposits

Bills discounting

Call market

The overall cash management scenario is changing with technological

advance and evolving customer neads.

5.20. SELF-HELP QUESTIONS

1.
2
3.

What are the principal motives for holding cash?
What are the objectives of cash management?

Briefly explain the factors that determine the cash need of a firm
with the help of example.

4. Discuss the utility of cash budget as a tool of cash management.
What are the steps involved in the construction of cash budget.

5. What are the basic strategies of efficient cash management? Explain
with suitable examples the effect of these on the operating cash
requirements of a firm.

6. What is the significance of speedy receivables collection? In this
content briefly explain concentration banking and lock-box system.

7. Write short-notes on:

({) Strategies to slow disbursements of accounts payable
(i) Deposit float and payment float.
8. With the help of following informations
(@) Prepare a monthly cash budget for six months ie., July to
December
(b) An estimate of excess cash or shortage of cash for each month.
Information
(i} Sales forecast
May T 75,000, June 75000  July 1,50.000
Aug. 225,000, Sep. 300,000 Oct. 150,000 Nov. 1,50,000
Dec. 137,500 Jan. 75,000
{if} Raw materials
May 37,500, June 37,500, July 52500, Aug 3,67,500
Sep. 122500, Oct. 97500, Nov. 67500, Dec. 37,500

Cash Management
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(i)

(1)

(®)

Collection estimates

(a) Within the month of sale - 5%

(b) During the month following sales - 80%

(¢) During the 2 month following sales — 15%

Payment of raw materials

During the month hﬂmvhlgﬂmmmﬂlmwi'udlpurdusehke
place.

Miscellaneous

(#) General and administrative salary - ¥ 11,250/month

(h) Monthly base payment -2 3,750

{¢) Monthly depreciation charges - T 15,000

(d) Monthly miscellaneous expenses - ¥ 1,150

(¢) Income tax ¥ 26,500 in Sep. and December

(f) Payment for research in Oct. ¥ 75000

(£) Opening balance of cash in July 1 - ¥ 55000

(h) Minimum cash balance of ¥ 37,500 throughout the cash budget

period.

Following informations are available in respect of M/s. Gopal Das
and Co.

(1) Materials are purchased and received one month before being
used and payment is made to supplier after 2 months of
materials receipts.

(i1) Cash is received from customers 3 months after finished goods
are sold and delivered to them,

(1) No time lag applies to payment of wages and expenses.

(iv) Cash balance at the beginning of April - ¥ 10,000

() All products are sold immediately after these are produced.

(vf) Materials used and sums spent on wages and expenses during
any particular month relate strictly to the sales made during
that month.

(wir) Fnllmvmg ﬁgums appiy to recmt and fl.ltl.ll'l! mm'llhs

Feb 22000 353,000 10,000
Mar 24.000 e 000 10,500
Apr 26,000 39,000 11,000
May 28,000 42,000 11,500
June 30,000 45,000 12,000
July 32,000 45,000 12,500
Aug 34.000 51,000 13,000




Prepare cash flow forecast month by month from April to July.
10. FmpareacashbudgetofABCLtd for the 6 months commencing
April on the basis of the following information.
(1) Cost and prices remains unchanged.
(if) Cash sales are 25% of the total sales and balance 75% are credit
sales.
(iii) 60% of creditsales are collected in the month following the sales,
balance 30% and 10% in the two following months respectively.
(iv) No bad debts are anticipated,
(v) Gross profit margin is 20%
(i) Interest & 67 on debentures of ¥ 20,00,000 is paid quarterly and
is payable in June and September every year.
(vif) Excise deposit due in July T 2,00,000.
(vidi) Capital expenditure for plant and machinery planned for
September T 1,20,000,
(ix) Company has a cash balance of Z 4,00,000 as at March 31. This
is the minimum desired cash balance per month.
(x) Company can barrow on monthly basis ignoring interest on
borrowing.
(xi) Rent is T 8000/month.
(xii) Sales forecosts (T) Jan -12.00,000, Feb -14,00,000
March -16,00,000, April - 6,00,000, May - 8,00,000
June - 8,00,000, July = 12,00,000, Aug - 10,00,000
September - 8,00,000, October - 12,00,000
(xiii) Purchases (anticipated) - (T)
April - 6,40,000, May - 6,40,000,  June —9,60,000,
July - 8,00,000, Aug-640,000,  September —9,60,000
(xiv) Wage and salaries to be paid ()
April - 1,20,000, May - 1,60,000, June - 2,00,000,
July = 2,00,000, August - 1,60,000, September — 1,40,000
11. Following informations are available in respect of a firm.
(i) On an average, accounts receivable are collected after 80 days,
(i) Inventories have an average of 100 days.
(iif) Accounts payable are paid approximately 60 days after they
arise.
(iv) Firm spends a total of T 1,81,20,000 annually at a constant rate.
(v) It can earn 8% on investments.
Calculate
(a) Cash cycle and cash tumover

Cash Management
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(c) Savings by reducing the average age of the inventories to
70 days.

12. A firm uses a continuous billing system instead of centralised

billing and collection, It is estimated that such a system would

replace the collection period of accounts receivable by 4 days. The

average daily receipt is ¥ 20,00,000. Concentration banking would

cost of T 1,00,000 annually and 10% can be earned by the firm on its

investment.

It is also found that a lock-box system could reduce its overall

collection time by 8 days and would cost ¥ 2,50,000 annually.

(#) How much cash would be released with the conceitration
banking system?

(b) How much can be saved due to reduction in collection period
by 4 days?

(€) Should firm go for the centralised banking,

(d) How much cash will be freed by the lock-box system.

(¢) What will be the saving with lock-box system.

(f) Among centralised banking and lock-box system, which system
is most suitable for the firm and why?

If the cash turnover rate of a firm is 5, annual cash outflow is

¥1,75,000, and accounts payable can be stretched by 20 days. What

will be the impact of stretching accounts payable on the minimum

operating cash requirement. What would be saving on cost?

Hint. (assume - firm can eamn 8% on its investments)
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