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10. WORKING CAPITAL MANAGEMENT

ASSIGNMENT SOLUTIONS

PROBLEM NO: 1

Statement showing working capital requirement of XYZ Co. Ltd.

Particulars Calculation Amount (Rs.)
A. Current Assets
. Inventories
a) Raw materials
) —1200(1)(2)0’(60 x1 60,00,000
b) Work-in-process
i) Raw Material 120001020 X 60 x1= 60.00,000
i) Wages 1200000 x10 1. 1 _ 5 0,000
12 2
fii) O-H Exp —1200(;020 x 20 ><1><% ~ 1000000 75,00,000
Finished Good
¢) Finished Goods 1200000x90 , 1,80,00,000
= 12
. D
ebtors X 1200000 x 90 2
A 12 1,80,00,000
Total N 4,95.00,000
B. Current Liabilities O
a) Creditors for RMS &% 72000000 « 1 §0,00.000
& 12
. \ Q-’/
b) Creditors for Wages % 1200(1(;0 x10 " 10,00,000
Total (B) 70,00,000
Net working Capital (A - B) 4,25,00,000
PROBLEM NO: 2
PART-A
Given Information, Inventory Norms,
Raw material holding period  (RMHP) = 2 months
Production Period (P.P) = 1 month
Finished goods holding period (FGHP) = 3 months
Debtors Collection period (DCP) = 3 months
Creditors payment period (CPP) = 2 months
WORKING NOTE-1:
Cost structure of Dowell Co. Ltd
Particulars Per Unit
Raw materials (5x60%) 3.0
Wages (5%10%) 0.5
Overhead (5%x20%) 1.0
Cost of Production per Unit 45
Add: Profit 0.5
Selling price per unit 5.0
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Raw Material Consumption duringYearX
12m

Step-1: Raw material inventory = R.MHP

_ 60,000xRs.3 "

2m = 30,000
12m

Step-2: W.I.P inventory
Raw Material Consumption duringYear X Wl PHP = 60000xRs3

a) Raw material

1m = Rs.15,000

12m 12m
b) Wages - 80000050 4 50% = Rs. 1,250
12 m
c) Overheads = 80.000<1 4 500 = Rs. 2,500
12m
~ WL.LP = Rs.18.,750
Step-3: Finished goods Inventory = Mwm = Rs.67,500
m
Step-4: Investment in debtors = 60'0102ﬂx3m = Rs.67,500
m
Step-5: Creditors for RM = m?gﬂxzm = Rs. 30,000
m
Working Capital ent
Fa\
Particulars Q' Amount (Rs.)
A. Current assets: N
a) Raw Material inventory (Step-1) )N 30,000
b) W.IL.P inventory (Step-2) AL 18,750
c) F.Ginventory (Step-3) AN\ 67,500
d) Debtors (Step-H NS 67,500
NN Total (A) 1,83,750
B. Current liabilities: N\
Creditors (Step-5) 30,000
Total (B) 30,000
Net working capital (A - B) 1,53,750
PART -B
Estimated profit for the year ended 31.12.00
Particulars Amount (Rs.) Particulars Amount (Rs.)
To Raw material a/c (60,000 x 3) 1,80,000| By sales a/c (60,000 x5) 3,00,000
To Wages a/c (60,000%0.5) 30,000
To Overhead a/c (60,000 x 1) 60,000
To Interest on debentures a/c (50,000x5%) 2,500
To Net profit 27,500
3,00,000 3,00,000
Balance Sheet as on 31 Dec.2000
Liabilities Rs. Assets Rs.
Equity Share Capital 2,00,000 | Fixed Assets 1,25,000
5% Debentures 50,000 | Raw material Inventory 30,000
Creditors for raw material 30,000 | W.L.P Inventory 18,750
Net profit 27,500 | F.G. Inventory 67,500
Reserve & Surplus (B/F) 1,250 | Debtors 67,500
3,08,750 3,08,750
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Statement of Working Capital Requirement [on cash cost basis]

A. Current Assets

Debtors: Domestic Sales[1,80,00,000 x 1/12] 15,00,000

Debtors: Export Sales [64,00,000 x 3/12] 16,00,000

Stock of Raw materials [60,00,000 x 1/12] 5,00,000

Stock of Finished Goods [1,78,70,400 x 1/12] 14,89,200

Cash at Bank and in Hand 10,00,000

Total Current Assets 60,89,200
B. Current Liabilities

Material [60,00,000 x 2/12] 10,00,000

Wages [45,00,000 x 1/12] 3,75,000

Manufacturing expenses [72,00,000 x 1/12] 6,00,000

Administrative expenses [18,00,000 x 1/12] 1,50,000

Income tax payable 5,00,000

Total Current Liabilities 26,25,000
C. Net Current Assets (A-B) 34,64,200
D. Add: 10% Margin for Contingencies 3,46,420
E. Required Working Capital [C-D] 38,10,620
Working Note:
1. Calculation of Cost of Goods Sold:

. Domestic
Particulars A@% (Rs.) Export (Rs.)| Total (Rs.)

Sales QN 1,80,00,000 64,00,000| 2,44,00,000

Less: Gross profit @ 30% on domestic sal

17.65% on export sales (Working note-2) /& (54,00,000)| (11,29,600) (65,29,600)

Cost of Goods Sold/ Factory Cost A(@@ 1,26,00,000 52,70,400| 1,08,70,400

2. Calculation of gross profit on Expor :
Let domestic selling price is Rs.100. Grg fit is Rs.30, and then cost per unitis Rs.70
Export price is 15% less than the domestic price i.e. Rs.100 - (1- 0.15) = Rs.85

Now gross profit will be Rs.85 - Rs.70 = Rs.15

Therefore, Gross profit at domestic price will be Rs. 15
Rs.100

x100j =15%

Rs.15
Rs.85

Or, gross profit at export price will be ( X 100j =17.65%

Assumptions:
i) Itis assumed that administrative expenses relating to production activities.

i) Value of opening and closing stocks is equal.

iii) Receivables are calculated based on sales value [alternatively, can also calculated on basis of cost of

goods sold].
PROBLEM NO: 4

INVENTORY NORMS:

Particulars Period
RMHP m
FGHP 1m
WIP HP -
DCP 2m
CCP 2m
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Time lag:
Wages im
Manufacturing Expenses im
Administration Expenses im
Sales Promotion 1 Quarter
COST SHEET
Particulars Amount (Rs.)
a) Raw Material (Total) 6,75,000
b) Wages 5,40,000
¢) Manufacturing Expenses 7,20,000
6,00,000 > 1m
? 2>%m
d) Administrative Expenses 1,80,000
e) Total Cost of Production 21,15,000
f) Sales Promotion 90,000
g) Cash Cost of Sales 22,05,000
Calculation of Individual Current Assets:
i) RMCP = RMCDY omiHp = 873000 4, - 56,250
12m
ii) WIP = Nil (In cash basis, we should not consider)
iii) Stock of FG = CaShCOSt:;PrOdUCtlonxFGHP:—21’%00><1m = 1,76,250
iv) DCP = 2205000 5 - 367500 @
12 %
v) Cash = Total Current Liability x 5@@, 2,500 x 50% = 1,16,250
vi) Advances = Sales Promotion Exp =90,000/4=22,500
Calculation of Current Liabilities:
Creditors = Cred'tP“rChasesx§CP _875000 5 = 1,12,500
12 12m
Time Lag:
Wages _ WagesmcurredX 1m = 45,000
12m
Manufacturing exp.= 60,000(given)
Admin expenses = Adminincurred x1m = —1’80’000>< 1m = 15,000
12m
Statement showing working capital requirement:
Particulars Amount Rs
A. Current assets:
a) Cash 1,16,250
b) Inventories
i) Raw Materials 56,250
ii) WILP -
iii) Finished Goods 1,76,250
c) Debtors 3,67,500
d) Advances 22,500
TOTAL (A) 7.38.750
B. Current Liabilities
a) Creditors 1,12,500
b) Wages 45,000
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¢) Manufacturing expenses 60,000

d) Administrative expenses 15,000
TOTAL (B) 2,32,500

Net working capital(A-B) 5,06,250
Add: Safety Margin @ 15% (5,06,250 x 15%) 75,938
Total Working capital 582,188

ASSUMPTIONS:

1.

2,
3.
4

Credit purchases are assumed to be raw material consumed.

Debtors are valued on the basis of cash cost of production.

Finished goods are valued on the basis of cash cost of production.

In a year represents 12 months period.

Calculation of Net Working Capital requirement:

Working Notes:

1.

QO

Work in progress stock

Particulars Amount (Rs.) Amount (Rs.)
A. Current Assets:
Inventories:
- Raw material stock (Refer to Working note 2) 10,00,000
- Work in progress stock (Refer to Working note 1) 15,20,000
- Finished goods stock (Refer to Working note 3) 23,00,000
Receivables (Debtors) (Refer to Working note 4) 19,16,667
Cash and Bank balance > 1,00,000
Gross Working Capital AN 68,36,667
B. Current Liabilities: RN
Creditors for raw materials (Refer to Working noteXs\\ 21,66,667
Creditors for wages (Refer to Working note 63y N> 2.37.500
AN 24,04 167
Net Working Capital (A %\V\V 44 32 500

Particulars

Amount (Rs.)

Raw material requirements (10,000 units x Rs.100) 10,00,000
Direct wages (40% x 10,000 units x Rs. 50) 2,00,000
Overheads (40% x 10,000 units x Rs. 80) 3,20,000

15,20,000

2. Raw material stock: It is given that raw material in stock is average 4 weeks consumption. Since, the
company is newly formed, the raw material requirement for production and work in progress will be

Raw material stock =

issued and consumed during the year.

Hence, the raw material consumption for the year is as follows:

Particulars Amount (Rs.)
For Finished goods (1,10,000 x Rs. 100) 1,10,00,000
For Work in progress (10,000 x Rs. 100) 10,00,000
1,20,00,000

Rs.1,20,00,0®
12months

x1month i.e. Rs. 10,00,000

Finished goods stock: 10,000 units @ Rs. 230 per unit = Rs.23,00,000

Debtors for sale: 1,00,000 x 230 x 1/12 =
Creditors for raw material:

Material Consumed (W.N-1)

Rs. 1,20,00,000

Add: Closing stock of raw material Rs. 10,00,000
Rs. 1,30,00,000
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Rs.1,30,00,0@ x 2 months

Credit allowed by suppliers = = Rs. 21,66,667
12months
6. Creditors for wages
Particulars Amount (Rs.)
Wages cost in Finished goods (1,10,000 x Rs.50) 55,00,000
Wages cost in Work in progress (10,000 x Rs.50 x 40%) 2,00,000
57,00,000

Wages payable = 57,00,000 x 0.5/12 = Rs.2,37,500

Statement showing the requirements of working capital (on cash cost basis)

Particulars Calculation Amount (Rs.)
A. Current assets:
a) Stock of raw material 10,33,620 x 2/12 1,72,270
b) Stock of work in progress. As per working note 1,74,945
¢) Stock of finished goods 15,67,550 x 10/100 1,56,750
d) Debtors 13,59,756 x 2/12 2,26,626
e) Advance taxes paid {(70% of Rs. 1,07,000) x 3/12} 18,725
Total (A) 7,49,321
. Current liabilities
a) Creditors for raw materials 12,05,890 x 1.5/12 1,50,736
b) Creditors for wages 7,08,875x 1/12 59,073
c) Creditors for office &administrative
expenses &\%@@ 1,49,800 x 1/12 12,483
d) Creditors for selling &distribution expenses K\ 1,39,100 x 1/12 11,592
e) Provision for taxation W~ 1,07,000 x 30/100 32,100
Totad(B). P 2,65,984
Net working capital(a-b) AN 4,83,337
Add: Safety Margin RN 4,83,337 x 10/100 48,334
Total working capital AN 5,31,671
N\N\%
Working notes:
1. Calculation of stock of work in progress (Rs.)
Raw material (Rs. 8,98,800 x 15%) 1,34,820
Wages & Manufacturing expenses (Rs. 6,68,750 x 15% x 40%) 40,125
Total 1,74,945
2. Calculation of stock of finished goods and cost of sales (Rs.)
Direct material cost (8,98,800 + 1,34,820) 10,33,620
Wages & Manufacturing expenses (668750+40125) 7,08,875
Gross factory cost 17,42,495
Less: Closing W.I.P (as per working note (1) (1,74,945)
Cost of goods produced 15,67,550
Less: Closing stock (10% of Rs.1,54,67,550) (1,56,755)
Cost of goods sold 14,10,795
Add: Office & administrative expenses 1,49,800
Add: Selling &distribution expenses 1,39,100
Total cash cost of sales 16,99,695
Total cash cost of credit sales (80% of Rs 16,99,695) 13,59,756
3. Calculation of credit purchases:
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a) Raw material consumed (Rs 8,98,800 x 115%) 10,33,620
b) Add: Closing stock (10,33,620 x 2/12) 1,72,270
¢) Less: Opening stock Nil
Purchases: (a+b -c) 12,05,890
PROBLEM NO.7
i) Javan Limited Projected Statement of Profit / Loss (Ignoring Taxation)
Particulars Year 1 Year 2
Production (Units) 7,000 8,000
Sales (Units) 6,000 8,500
(Rs.) (Rs.)
Sales revenue (A) (Sales unit x Rs. 175) 10,50,000| 14,87,500
Cost of production:
Materials cost (Units produced x Rs. 75) 5,25,000 6,00,000
Direct labour and variable expenses (Units produced x Rs. 35) 2,45,000 2,80,000
Fixed manufacturing expenses (Production Capacity: 10,000 units x Rs. 15) 1,50,000 1,50,000
Depreciation (Production Capacity: 10,000 units x Rs. 10) 1,00,000 1,00,000
Fixed administration expenses (Production Capacity: 10,000 units x Rs. 5) 50,000 50,000
Total Costs of Production 10,70,000| 11,80,000
Add: Opening stock of finished goods (Year 1: Nil; Year 2: 1000 units) - 1,52,857
Cost of Goods available for sale (Year 1: 7,000 units; Year 2: 9,000 units) 10,70,000| 13,32,857
Less: Closing stock of finished goods at average cost(year 1. 1000 units, year
2: 500 units) (Cost of Production x Closing stock/ units produced) (1,52,857)| (74,048)
Cost of Goods Sold 9,17,143| 12,58,810
Add: Selling expenses - Variable (Sales unit x Rs. 7) . QN 42,000 59,500
Add: Selling expenses - Fixed (10,000x Rs.3) A 30,000 30,000
Cost of Sales: (B) QR 9,89,143| 13,38,310
Profit (+) / Loss (-): (A - B) O 60,857 1,49,190
ii) Projected Statement of Working Capital ments
Particulafe) ~ Year 1 (Rs.) Year 2 (Rs.)
Current Assets: NS
Inventories: N
- Stock of materials (2 month’s average consumption) 87,500 1,00,000
- Finished goods 1,52,857 74,048
Debtors (1 month’s average sales) (including profit) 87,500 1,23,958
Cash 25,000 25,000
Total Current Assets / Gross working capital (A) 3,52.857 3,23,006
Current Liabilities:
Creditors for supply of materials (Refer to working note 1) 51042 51042
Creditors for expenses (Refer to working note 2) 43083 47458
Total Current Liabilities: (B) 94,125 98,500
Estimated Working Capital Requirements: (A-B) 2,58,732 2,24, 506
Projected Statement of Working Capital Requirement (Cash Cost Basis)
Year 1 (Rs.) Year 2 (Rs.)
A. Current Assets
Inventories:
-  Stock of Raw Material 87,500 1,00,000
- Finished Goods (Refer working note 3) 1,38,571 67,698
Receivables (Debtors) (Refer working note 4) 75,286 1,03,364
Minimum Cash balance 25,000 25,000
Total Current Assets / Gross working capital (A) 3,26,357 2,96,062
B. Current Liabilities
Creditors for raw material (Refer working note 1) 51042 51042
Creditors for Expenses (Refer working note 2) 43083 47458
Total Current Liabilities 94125 98,500
Net Working Capital (A - B) 2,32,662 1,97,562
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Working Notes:

1.

Calculation of creditors for supply of materials:

Particulars Year 1 (Rs.) | Year 2 (Rs.)
Materials consumed during the year 5,25,000 6,00,000
Add: Closing stock (2 month’s average consumption) 87,500 1,00,000
6,12,500 7,00,000
Less: Opening Stock - 87,500
Purchases during the year 6,12,500 6,12,500
Average purchases per month (Creditors) 51,041.67 51041.67
2. Creditors for expenses:
Particulars Year 1 (Rs.) Year 2 (Rs.)
Direct labour and variable expenses 2,45,000 2,80,000
Fixed manufacturing expenses 1,50,000 1,50,000
Fixed administration expenses 50,000 50,000
Selling expenses (variable + fixed) 72,000 89,500
Total 5,17,000 5,69,500
Average per month 43083.33 47458.33
3. Cash Cost of Production:
Year 1 (Rs.)| Year 2 (Rs.)
Cost of Production as per projected Statement of P & L 10,70,000 11,80,000
Less: Depreciation 1,00,000 1,00,000
Cash Cost of Production 9,70,000 10,80,000
Add: Opening Stock at Average Cost: -- 1,38,571
Cash Cost of Goods Available for sale ICN 9,70,000 12,18,571
Less: Closing Stock at Average Cost; KN (1,38,571) (67,698)
Cash Cost of Goods Sold N\ 8,31,429| 11,50,873
4. Receivables (Debtors) A \\>
Particulars (N Year 1 (Rs.) Year 2 (Rs.)
Cash Cost of Goods Sold RN 8,31,429 11,50,873
Add: Variable Expenses @ Rs. 7 AN\» 42,000 59,500
Add: Total Fixed Selling expens€QW2000 units x Rs.1) 30,000 30,000
Cash Cost of Debtors N 9,03,429 12,40,373
Average Debtors v 75,286 1,03,364
PROBLEM NO. 8
Working Note:
Single shift: No. of units = Sales Revenue / Selling Price = 8,64,000 / 36 = 24,000
Estimation of cost sheet for single and double shift:
Particulars single shift unit cost | 24,000 units | DOUP® SPIFLUNTt ) 4g 69 units
a. Raw material 12 2,88,000 10.80 5,18,400
b. Wages fixed @ 40% 4 96,000 2 96,000
Variable @ 60% 6 1,44,000 6 2,88,000
c. Overheads fixed @ 80% 8 1,92,000 4 1,92,000
Variable @ 40% 2 48,000 2 96,000
d. Cost of production 32 7,68,000 24.80 11,90,400
e. Profit 4 96,000 11.20 5,37,600
f. Sales 36 8,64,000 36 17,28,000
Estimation of Working capital for single shift and double shift:
Single shift Double shift
Particulars No. of Cost/ No. of Cost/
. . Amount . . Amount
units unit units unit
A. Current assets
i) Stock of R.M 6,000 12 72,000 12,000 10.80 1,29,600
ii) WIP 2,000 22 44,000 2,000 18.80 36,600
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iii) Stock of FG 4,500 32 1,44,000 9,000 24.80 2,23,200

iv) Debtors (cost) 6,000 32 1,92,000 12,000 24.80 2,97,600
TOTAL 4,52,000 6,88,000

B. Current liabilities

i) Trade Creditors 4,000 12 48,000 8,000 10.80 86,400

ii) Wages 1,000 10 10,000 2,000 8 16,000

iii) OH 1,000 10 10,000 2,000 6 12,000
TOTAL 68,000 1,14,400

Working Capital (A - B) 3,84,000 5,73,600

Therefore, additional working capital = W.C required for double shift - W.C required for single shift

=5,73,600 - 3,84,000 = 1,89,600

Note: Quantity of material in WIP will not change due to double shift working, since work started in the first shift
will be completed in the second shift.

PROBLEM NO. 9
Effect of Alternative Working Capital Policies

Working Capital Policy Conservative | Moderate | Aggressive
Sales 30,00,000 30,00,000 30,00,000
Earnings before Interest and Taxes (EBIT) 3,00,000 3,00,000 3,00,000
Current Assets 7,50,000 6,00,000 4.,50,000
Fixed Assets 7,50,000 7,50,000 7,50,000
Total Assets 15,00,000 13,50,000 12,00,000
Return on Total Assets (EBIT+ Total Assets) (3 20% 22.22% 25%
Current Assets/Fixed Assets §® 1.0 0.8 0.6
The aforesaid calculation shows that the conse \ﬁcy provides greater liquidity (solvency) to the

firm, but lower return on total assets. On the gtk hd, the aggressive policy gives higher return, but
low liquidity and thus is very risky. The gje policy generates return higher than Conservative
policy but lower than aggressive policy. i«\ i? less risky than aggressive policy but more risky than
conservative policy.

In determining the optimum level of t assets, the firm should balance the profitability — solvency
tangle by minimizing total costs — Costof liquidity and cost of illiquidity.

PROBLEM NO.10
Particulars _Working Capital Investment Policy _
Conservative Moderate Aggressive
1. Current assets 20 14 10
2. Fixed assets 10 10 10
3. Total assets 30 24 20
4. Current liabilities 8 8 8
5. Estimated sales 50 38.5 30
6. Estimated EBIT 7.5 5.775 4.5
7. Current ratio {(1) / (4)} 2.5 1.75 1.25
Computation of following for each policy:
i) Rate of return on total assets (in percentages): [(6)/(3)] x 100 25 24.0625| 225
i) Net working capital position: (in crores): [(1) - (4)] 12 6 2
iii) Current assets to fixed assets ratio: [(1) / (2)] 2 1.4 1

iv) Risk-return trade off: The net working capital or current ratio is a measure of risk. Rate of return on

total assets is a measure of return. The expected risk and return are minimum in the case of conservative
investment policy and maximum in the case of aggressive investment policy. The firm can improve
profitability by reducing investment in working capital.
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PROBLEM NO. 11
Calculation of Net Operating Cycle Period
Particulars Calculations No. of days
Ag RMinv. 250 80 360 48
RMCP = RM cons. 600
Avg. WIP inv.X360 85 <360 15
W.LPCP = COP 2100
Avg. FG invX360 180 <360 31
FGCP = COGSs 2100
Avg. debtors. 360 350 360 42
RCP = Cr. Sales 3000
Total Operating Cycle Period 136
Avg. creditorsX360 90 <360
Less:DP = " purchases 600 o4
Net Operating Cycle Period 82

No. of Operating Cycles in a year = % = 4 cycles (approx.)

Assumptions:

1.
2,
3.

b)
c)

d)

e)

Raw Material Purchased = Raw Material Consumption
1 year = 360 days
100% Sales is on credit basis.

The operating cycle period of XYZ Ltd. is less tha @f industry average.
a) RMCP of XYZ Ltd. is more than that of industr&@ age. XYZ Ltd has to implement better inventory

management techniques to reduce the RM
WIPCP of XYZ Ltd. is same as that of i |n
FGCP of XYZ Lid. is less than that §

YAverage.

try average; due to this the firm may lose some profitable
opportunities.

DCP of XYZ Ltd. is less than that of industry average. XYZ Ltd. might be adopting strict collection
policies which may affect the future sales.

CPP of XYZ Ltd. is more than that of industry average. This may show a negative impact on the credit
rating of the organization.

PROBLEM NO: 12

Given information

Cash Turnover rate
Annual Cash outflow

=45
= 175000

i) No. of cycles in a year = % =6 cycles
ii) Cash outflow per day = 175000
365
iii) Cash outflow per cycle = 172000 _ 59 167
. 175000
iv) Amount saved of accounts payable can be stretched by 20days = 360 x 20
=9,722
v) Savings incost =9,722 x8%
=778
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PROBLEM NO: 13

Computation of Operating Cycle:
1) Raw Material Storage Period (R):

Awg stock of raw material
Daily avg consumption of R.M.
_ (180000+200000)/2
~1080000/360

Raw Material Consumed = Opening Stock + Purchases — Closing Stock

Raw material storage period =

=63.33DAYS

= Rs 1,80,000 + Rs 11,00,000 — Rs 2,00,000 = Rs 10,80,000

2) Conversion/Work-in-Process Period (W)

Awg stock of WIP
Daily avg production cost

Conwersion /processing period =

_ (60000+100000)/2

1540000360 |0 daye
Production Cost: Rs
Opening Stock of WIP = 60,000
Add: Raw Material Consumed =10,80,000

Add: Wages

Add: Production Expenses

3,00,000

\©
_;233@@

Less: Closing Stock of WIP = 1
Production Cost 00

3) Finished Goods Storage Period (
. . tock of F.G.

Finished goods storage period
Da|Iy ayg C.0.G.S

_ (260000+300000)/2

1500000/360

Cost of Goods Sold Rs
Opening Stock of Finished Goods 2,60,000
Add: Production Cost 15,40,000
18,00,000
Less: Closing Stock of Finished Goods 3.00,000

15,00,000

——

=67.2Days

4) Debtors Collection Period (D)

awyg debtors (150000 + 200000 )/2

Debtors collection period = — =
Daily avg sales 2000000 /360

=31.5days

5) Creditors Payment Period (C)

Awg creditors

Creditors payment periiod = —
Daily awg purchase

_ (200000 +240000)/2
~ 1100000 /360

=72Days
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6) Duration of Operating Cycle (O)
O =R+W+F+D-C
=63.33+18.7+672+31.5-72

= 108.73 days
Computation of Working Capital
i) Number of Operating Cycles per Year

= 360/Duration Operating Cycle = 360/108.73 = 3.311
ii) Total Operating Expenses Rs.

Total Cost of Production 15,00,000

Add: Administration Expenses 1,75,000

Selling Expenses 75,000
17,50,000

iii) Working Capital Required

Total operating expenses _ 1750000
Number of operating cycles per year 3.311

= Rs.5,28,541

[Note: For computational purposes, the above solution is based on 360 days a year. The solution can also
be solved on the basis of 365 days a year. Work-in-procegss (W) can be computed alternatively taking
Administration Expenses as part of Cost of Production ould lead to further changes in figures of
Finished Goods Storage Period, Duration of operati , Number of operating cycles per year and

Working capital required =

amount of capital required.]

Evaluation of credit policy of X Itd ( Incr:

credit period by 20 days)

Benefit:- @ (Rs in Lakhs)

Particulars Present creditperiod Proposed credit Increased credit
(40 Days) period(60 Days) period ( 20 Days)

Sales 400 520 120

Variable cost 320 416 96

Contribution 80 104 24

Fixed cost - - -

Bad debts @ 4 % 16 20.8 438

Bad debts Collection 20 26 6

@ 5%

Profit before tax 44 57.2 13.2

Tax @40% 17.6 22.88 5.28

Profit after tax 26.4 34.32 7.92

l. On variable cost basis = 42.22 x 80% x 25% = 8.44
. On credit sales basis =42.22 x 25% = 10.56

Benefit cost

I.  On variable cost basis (7.92-8.44) = -0.52(alternatively 16.99-17.51 = -0.52)
[I.  On sales value basis (7.92-10.56) = -2.64 (alternatively 12.65-15.29 = - 2.64)

Decision making :-

Since net benefit is negative. It is not advisable to increase credit period by 20 days.
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PROBLEM NO: 15
Evaluation of the Different Options in Credit Policy of JKL Ltd
(Rs. in lakhs)
1 month 1.5 months 2 months 3 months
Credit period Current Option | Option i Option i
position
Sales 200 210 220 250
Contribution @ 40% 80 84 88 100
Increase in - 4 8 20 (A)
contribution over
current level
Debtors 1320046 67 15210 o565 | 22220 _zg47 | 32250 g5 59
Increase in debtors - 9.58 20.00 45.83
over current level
Cost of funds for - 1.92 4.00 9.17 (B)
additional amount of
debtors @ 20%
Credit administrative 1.20 1.30 1.50 3.00
cost
Increase in credit - 0.10 0.30 1.80 (C)
administration cost
over present level «@%
Bad debts 4.00 R\ 6.60 12.50
Increase in bad debts - 2.60 8.50(D)
over current levels @}%
ya)
Net gain/loss A — (B + - 9%\‘7 0.73 1.10 0.53
C+D) AQ,@%)
Advise: It is suggested that the compa Ltd. should implement Option |l which has a credit period of
2 months.
PROBLEM NO: 16
Statement Showing Evaluation of Credit Policies
Particulars Present Policy | Proposed Policy
A Expected Contribution
(a) Credit Sales 30,00,000 36,00,000
(b) Less: Variable Cost 16,80,000 20,16.,000
(c) Contribution 13,20,000 15,84,000
(d) Less: Bad Debts 60,000 1,08,000
(e) Contribution after Bad debt [(c)-(d)] 12,60,000 14,76,000
B. Opportunity Cost of investment in 15,000 54,000
Receivables
C. Net Benefits [A-B] 12,45,000 14,22 000
D. Increase in Benefit 1,77,000

Recommendation: Proposed Policy i.e credit from 15 days to 45 days should be implemented by NM Ltd
since the net benefit under this policy are higher than those under present policy.

Working Note (1):

Present Policy

Proposed Policy

Sales 30,00,000 36,00,000
Cost of Sales (80% of sales) 24,00,000 28,80,000
Variable cost (70% of cost of sales) 16,80,000 20,16,000
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Working Note (2):

Opportunity Costs of Average Investments = Variablecostx CollectionPeriod xRate ofreturn

360

Present policy = Rs.24,00,000x%x1 5% =Rs.54,000

Present policy = Rs.28,80,000x%x1 5% =Rs.18,000

PROBLEM NO:11

Since the amount of revenue generated from each category of customer is not given in the question. Let
us consider Rs.100 as the amount of revenue generated from each type of customer. Therefore, Rs.100
shall be taken as the basis for reappraisal of Company’s credit policy.

Statement showing the Evaluation of credit Policy

Particulars Classification of Customers
1 2 3 4
A | . Expected Profit:
a) Revenue 100 100 100 100
b) Total Cost other than
Bad Debt:
i) Cost of Goods Sold 85 85 85 85
ii) Fixed Cost 5 5 5 S
20 Q0 90 90
c) Bad Debt 0 L VP00 10.00 20.00
d) Expected Profit [(a)-(b)- 10 § Ny 8.00 0 (10.00)
©)] P~ \§
B | . Opportunity Cost of 1.6 K@ 1.55 1.48 2.96
Investment in Receivables S
C. | Net Benefits [A-B] A(\\\;&ﬁ Y 6.45 (1.48) (12.96)

Recommendation: The reappraisal o‘@%ny’s credit policy indicates that the company either follows a
lenient credit policy or it is inefficient in cBllection of debts. Even though the company sells its products on
terms of net 30 days, it allows average collection period for more than 30 to all categories of its customers.

The company can continue with customers covered in categories 1 and 2 since net benefits are
favourable. The company either should not continue with customer covered in categories 3 and 4 or
should reduce the bad debt % by at least 1.48% and 12.96% respectively since net benefits are
unfavourable to the extent of 1.48% and 12.96% of sales respectively. The other factors to be taken into

consideration before changing the present policy includes (i) past performance of the customers and (ii)
their credit worthiness.

Working Note: Calculation of Opportunity Cost:

awerage collection period

Opportunit y cost = Total cost x Rate of interest

365

For category 1 =RS.90x—2 , 15 _ps 166
365 100

For category 2 —RS.90 x 22« 1°__Rs 1.55
365 100

For category 3 =RS.90x—2 15 Rs 148
365 100

For category 4 =RS.90 xﬂxi—RS.2.96
365 100
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PROBLEM NO. 18

Statement showing the Evaluation of Debtors Policies

Particulars Proposed Policy Rs.

A. Expected Profit:
a) Credit Sales 30,00,000

b) Total Cost

i) Variable Costs 27,00,000
ii) Recurring Costs 25,000
27,25,000
c¢) Bad Debts 60,000
d) Expected Profit [(a) - (b) - (©)] 2,15,000
B. Opportunity Cost of Investments in Receivables 1,03,701
C. Net Benefits (A - B) 1,11,299

Recommendation: The Proposed Policy should be adopted since the net benefits under this policy are
positive.

Working Note: Calculation of Opportunity Cost of Average Investments

Opportunity Cost = Total Cost x Collectionperiod _ Rate of Return

365 100
Particulars 15% 34% 30% 20% Total
A. Total Cost 5,45,000 8,17,500 9,53,750 3,54,250 26,70,500
B. Collection period 30/365 60/365 90/365 100/365
C. Required Rate of Return 20% % 20% 20%
D. Opportunity Cost (A xB xC) 9083.33 R 47,687.50 19,680.56| 1,03,701.39
PROBL
A. Calculati f PAT w
. Calculation o 0
Particulars {\D Amount (Rs.)
a) Sales A 120000
b)Less: Cost of sales@85% NS (102000)
c)Less: Bad debts @10% W (12000)
PBT 6000
Less: Tax@30% (1800)
PAT 4200
B. Calculation of opportunity cost
120000

x1.5x85%x40=5100B

A. Incremental Net benefit
Increment net benefit/Loss = A-B = 4200 — 5100 = 900 (loss)

Since the estimated profit after tax an additional sales Rs. 4200 is less than the required return on
additional investment of Rs. 5100 in receivables, hence the offer should not be accepted.

PROBLEM NO.20

a) In case of customer P, there is no increase in sales even if the credit is given. Hence comparative
statement for Q & R is given below:

Particulars Customer Q Customer R
1. Credit period (days) 0 30 60 90 0| 30 60 90
2. Sales Units 2,000 [ 3,000 | 4,000 |5,000| - - | 2,000 | 3,000
Rs. in lakhs Rs.in lakhs
3. Sales Value 360| 540 720 900 - - 360 540
4. Contribution at 20% (A) 72 108 144 180 - - 72 108
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5. Receivables: (Cred't PZ%%d xsa'esj || 45| 120| 225/ -| -| 0| 135

6. Debtors at costi.e. @ 80% - 36 96| 180| - - 48 108

7. Cost of carrying debtors at 20% (B) - 7.2 19.2 36| - - 96| 216

8. Exce_ss of contributions over cost of 721 1008| 1248 144 ) | 624 864
carrying debtors (A - B)

The excess of contribution over cost of carrying Debtors is highest in case of credit period of 90 days in respect

of both the customers Q and R. Hence, credit period of 90 days should be allowed to Q and R.

b)
i) Customer P is taking 2,000 Refrigerators whether credit is given or not. Customer R is taking 2,000
Refrigerators at credit for 60 days. Hence Q also may demand credit for 60 days compulsorily.
ii) Q will take 5,000 refrigerators at credit for 90 days whereas R would lift 3,000 refrigerators only. In such
case Q will demand further relaxation in credit period i.e. Q may ask for 120 days credit.
PROBLEM NO: 21
Particulars Present Proposed
1. Sales 7,20,000 7,40,000
2. Variable cost (70% of 1) 5,04,000 5,18,000
3. Contribution (1-2) 2,16,000 2,22,000
4. Cost of Sales (2) 5,04,000 5,18,000
5. Collection Period (days) 30 20
6. Average Debtors (4 x 5/365) 41424.65 28383.56
7. Interest on Avg. debtors at 10% (& 4142 2838
8. Bad Debts (1 x 2%) N 14,400 14,800
9. Discount Allowed N 0| 7,40,000x50/100x2/100
’@B = 7400
10. (3-7-8-9) RO 1,97,458 1,96,962
RROBIEM NO: 22

N>
E\é{@z@n of factoring service

Payiculars Amount (Rs.)
A) Benefit
a) savings on bad debts 50,000
(100L x 0.5%)
b) savings on administrative cost 1,00,000
c) opportunity cost of saving
i) presentinvestment on debtors
100 x80=21.91
365
ii) proposed investment on debtors
100 x60=16.43L
365
Opportunity cost (i-ii) = 548L
. oppourtunity cost = 5.48L x80% x15% 65760
TOTAL 215,760
B) Cost
a) factoring charges (100L x 2%) 2,00,000
TOTAL 2.,00,000
NET BENEFIT = (A-B) 15.760

Conclusion: it is advisable to enter into a factoring agreement, since net benefit is positive.
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PROBLEM NO: 23

(i) Calculation of cost and benefits of factoring:

Particulars Amount(Rs.)
A. Cost of factoring:
Factoring fees (Rs.2,19,00,000 x 2.5%) 5,47,500
Annual interest on advances (90% x Rs.36,00,000 x 12%) 3,88.800
9,36.300
B. Benefits of factoring:
Saving in credit control cost 5,00,000
Net cost of factoring (A — B) 4,36,300

(ii) The cost of financing of receivable with bank overdraft
= 90% x Rs.36,00,000 x 15% = Rs.4,86,000

The net cost of factoring is lower than the bank overdraft finance by Rs. 49,700 i.e. Rs.4,86,000 -
Rs.4,36,300. Therefore, the company is advised to opt factoring.

PROBLEM NO:24

Workings:

Collection from debtors:

(Amount in Rs.)

Particulars February| March April May | June July |August|September
Total sales 1,20,000(1,40,000| 80,000|60,000|80,000(1,00,000| 80,000 60,000
Credit sales (80% of total| o5 4091,12,000| 64,00 @@ooo 64.000| 80,000| 64,000 48,000
sales) ,\&\
Collections: A\
One month 72,000] (& 48,000]36,000| 48,000| 60,000 48,000
Two months ~\ X400 [28,000(16,000] 12,000 16,000 20,000
Total collections ,\(&v'@as,ooo 76,000[52,000] 60,000] 76,000 68,000
Monthly Cash Budget for Six months, Apr('l\ \ﬁember, 2017 (Amount Rs.)

Receipts AN April May June July | August | September
Opening balance XMW | 20,000] 20,000] 20,000 20,000 20,000 20,000
Cash sales 16,000/ 12,000] 16,000] 20,000 16,000 12,000
Collection from debtors 1,08,000( 76,000 52,000] 60,000] 76,000 68,000
Total cash available (A) 1,44,000(1,08,000| 88,000|1,00,000{1,12,000 1,00,000
Payments:
Purchases 48,000| 64,000] 80,000 64,000] 48,000 80,000
Wages & salaries 9,000 8,000] 10,000 10,000 9,000 9,000
Interest on debentures 3,000 - - 3,000 - -
Tax payment - - - 5,000 - -
Total payments (B) 60,000 72,000] 90,000 82,000] 57,000 89,000
Minimum cash balance desired 20,000| 20,000| 20,000 20,000] 20,000 20,000
Total cash needed (C) 80,000| 92,000(1,10,000]1,02,000| 77,000 1,09,000
Surplus - deficit (A-C) 64,000| 16,000| (22,000)| (2,000)| 35,000 (9,000)
Investment/financing Temporary Investments | (64,000)| (16,000) - -| (35,000) -
Liquidation of f(emporary investments or ) | 22,000 2.000 ) 9,000
temporary borrowings
Total effect of investment/ financing (D) (64,000)| (16,000)| 22,000 2,000 (35,000) 9,000
Closing cash balance (A + D - B) 20,000] 20,000] 20,000| 20,000| 20,000 20,000
PROBLEM NO: 25
Projected Profit and Loss Account for the year 3
Year 2 Year 3 Year 2 Year 3

Actual (Rs. [ Proj

in lakhs) (Rs.in
lakhs)

ected

Actual (Rs. | Projected
in lakhs) (Rs.in

lakhs)

To Materials consumed 175

210

By Sales

500 600

CA Inter_41e_F.M_Working Capital Management_Assignment Solutions 10.17




Ph: 9885125025/ 26 www.mastermindsindia.com

To Stores 60 72 | By Misc. Income 5 5
To Mfg. Expenses 80 96
To Other expenses 50 75
To Depreciation 50 50
To Net profit 90 102
505 605 505 605
Cash Flow:
(Rs.in
lakhs)
Profit 102
Add: Depreciation 50
152
Less: Cash required for increase in stock 25
Net cash inflow 127

Available for servicing the loan: 75% of Rs.1,27,00,000 i.e., Rs.95,25,000
Working Notes:
(i) Material consumed in year 2: 35% of sales.

Likely consumption in year 3 : Rs.600x% or Rs.210 lakhs.

(ii) Stores are 12% of sales, as in year 2.

(i) Manufacturing expenses are 16% of sales.

Note: The above also shows how a projected profit anQ
N

PROBLENPND.26
a) Q@%ﬂ?p\gudget (in thousands)
Particuls »‘ Jan. Feb. Mar.
“ (Rs.) (Rs.) (Rs.)
Sales > 1200] 2,000 1300
Collections, current month’s sales 240 400 260
Collections, previous month’s sales 840 840 1400
Collections, previous 2 month’s sales 100 120 120
Total cash receipts 1180 1360 1780
Purchases 1200 780 900
Payment for purchases 720 1200 780
Labour costs 300 400 320
Other expenses 200 200 200
Total cash disbursements 1220 1800 1300
Receipts less disbursements (40) (440) 480
b)
Particulars Jan. (Rs.) Feb. (Rs.) Mar. (Rs.)
Additional borrowings 40 440 (480)
Cumulative borrowings 840 1280 800

The amount of financing peaks in February owing to the need to pay for purchases made the previous
month and higher labour costs. In March, substantial collections are made on the prior month’s billings,
causing large net cash inflow sufficient to pay off the additional borrowings.

c) Pro forma Balance Sheet, March 31 (in thousands)
Particulars Amount (Rs.) Particulars Amount (Rs.)

Cash 100 | Accounts payable 900
Accounts receivable 1240 |Bank loan 800
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Inventories 1,270 | Accruals 424
Current assets 2,610 | Current liabilities 2,124
Net fixed assets 3,672 |Long-term debt 900
Common stock 200
Retained earnings 3,058
Total assets 6,282 | Total liabilities and equity 6,282
Accounts receivable = Sales in March x 0.8 + Sales in February x 0.1
Inventories = Rs.1090 + Total purchases January through March - Total sales January through
March x 0.6
Accounts payable = Purchases in March
Retained earnings = Rs. 2,878 + Sales - Payment for purchases - Labour costs and - Other expenses,
all for January through March
PROBLEM NO: 27

a) Given information,

Total cash required during the year  (F) = 37,50,000
Transaction cost (M = 25
Rate of interest {y)] = 0.12
Economic lot size (C) = \IZFT = \/2”7%0;0200“0 5.50,000
r

0+50,000

b) Average Cash balance = — = Rs.25, 00%@

Holding cost = 25,000 x 12% = Rs.3,000 g
¢) Number of Transactions = Annual Ca & 'rement = 3750000 _ 75 Transactions
Ecog&@@ot Size 50,000

PROBLEM NO: 28

Given information

Transaction cost per conversion (T) = Rs.10

Variance of daily cash balance (V) = (200)? = 40,000
Lower Limit (L) = Rs.100

Rate of interest per day (i) = % 0.00033

Step 1: Calculation of Z

3,/31_\/ = 5/3x10x40000  _  s/5no000009 = 970.13
|

4x0.00033
Step 2: Return level = 970.13 +100 = 1070.13
Step 3: Upper limit H = 3Z+L = 3(970.13) +100 = 3010.39
Spread = H-L = 3010.39-100 = 2910.39
Average Cash Balance = 4R3_ L - 4(1070'133)_100 = 13935
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PROBLENM NO: 29
Given information,
Reduction in mailing float = 2.5 days
Reduction in processing float =1 day
Opportunity cost of capital =5%
Average collection per day = Rs. 5,00,000

Evaluation of the proposal of lock box system

Particulars Amount

A. Benefit

Reduction in float = 3.5 days
Reduction in Average Cash Balance = Rs. 5,00,000 x 3.5 =17,50,000

Savings in opportunity cost of loss of interest = Rs.17,50,000 x 5% 87,500
B. Cost
Service Charge of Lock Box System 75,000

Net Benefit (A - B) 12,500

Conclusion: It is advisable to initiate lock box system.

The maximum permissible bank finance for the firm, under three methods may be ascertained as follows:
Method I: =0.75 (CA-CL)

=0.75 (510 — 160) @G@
= Rs. 262.50 lacs @

Method ll: =0.75 (CA) - CL %
=0.75(510) - 160 %
= Rs. 222.50 lacs %

Method Ill: =0.75(CA-CCA)-CL @@&
=0.75 (510 - 200) — 160 %
= Rs. 72.50 lacs &

So, it may be noted that the MPBF decreQses gradually from the first method to second method and then

to third method. As the firm, has already availed the bank loan of Rs. 250 lacs, it can still avail a loan of

Rs. 12.50 lacs as per the first method. However, as per the second and third method, it is eligible to get
finance of Rs. 222.50 lacs and Rs. 72.50 lacs only whereas its present bank borrowings are Rs. 250 lacs

PROBLEM NO 31:

Annual Benefit of accepting the Discount
Rs.1.5 X 365days  _ 18.53%
Rs.100 —-Rs. 1.50 40 —10days

Annual Cost = Opportunity Cost of foregoing interest on investment = 15%
If average invoice amountis * 10,00,000

If discount is

Accepted Not Accepted
Payment to Supplier 9,85,000 10,00,000
Return on investment of * 9,85,00 for 30 days (12,144)
{ 9,85,000 x (30/365) x 15%}

9,85,500 9,87,856
Thus, from above table it can be seen that it is cheaper to accept the discount .

PROBLEM NO: 32

Interest @ 20% p.a. for a period of 60 days (year 365 days) = O.ZOX%:O.OSZBB =3.288%

Hence, the principal of Rs.1, including the interest after 60 days will become Rs.1.03288
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1

The present value as on zero date will be = m= 0.96817
Hence discount which can be offered to receivables as on zero date =1 —-0.96817 = 0.03183 or 3.183%
PROBLEM NO: 33

a) Ram s confusing the percentage cost of using funds for 5 days with the cost of using funds for a year.
These costs are clearly not comparable. One must be converted to the time scale of the other.

b) ixﬁ: 112.88%
97 10

¢) Assuming that the firm has made the decision not to take the cash discount, it makes no sense to pay
before the due date. In this case, payment 30 days after purchases are received rather than 15 would

reduce the annual interest cost to 25 percent 3 X 365 =0.250859 |.
97 60-15

PROBLEM NO: 34

The T Ltd.’s credit policy is 2/20 net 40.

The bank lends 80 per cent on accounts where customers are not currently overdue and where the average
payment period does not exceed 10 days past the net period i.e. fourty days. From the schedule of
receivables of T Ltd. Account No. 46 are currently overdue and for Account No. 92 and Account No. 108
the average payment period exceeds 40 days. Hence Account Nos. 46, 92, 108 are eliminated. Therefore,
the selected Accounts are Account Nos. 37, 53, 57 and 96

.&-@ hich the bank will lend on a pledge of
\o\tl bs for cash discount and returns

i) Statement showing the calculation of the a
receivables if the bank uses a 10 per cent allay

o
90 % qfatsount (Rs. 80% of amount (Rs.
Account No. |Amount (Rs.) (a) (b)/i fa (Rs.) (©) s 80% of (b)( )
37 50,000 O W 45,000 36,000
53 30,0000\ 27,000 21,600
57 5,500 %\\)’ 4950 3,960
96 30,000 27,000 21,600
Total loan amount 83,160
PROBLEM NO: 3%

a) Cost of trade credit:

Annualized Cash discount: a4 X 5 .3 X 365
1-d n-p 97 90-30
b) Cost of bank loan: Assuming the compensating balance would not otherwise be maintained, the real
cost of not taking advantage of the discount would be

13 14.44%
90

=18.81%

c) Cost of factoring: The factor fee for the year would be
2% x Rs. 24,00,000 = Rs. 48,000

The savings affected, however, would be Rs. 36,000, giving a net factoring cost of Rs. 12,000.
Borrowing Rs. 1,50,000 on the receivables would thus cost
12% of Rs.1,50,000 + Rs.12,000 _ Rs.18,000 + Rs.12,000
Rs.1,50,000 Rs.1,50,000

= 20.00%

Advise: Bank borrowing would be the cheapest source of funds.

THEEND
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