


Financial Management
Receivables Management Exercises SOLUTIONS

1) A company wants to factor its receivables for extra cash.  The relevant information follows:
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a) What is the amount of funds deposited to the seller?
b) What is the interest expense for the transaction?
c) What is the net proceeds to the seller?
d) If no returns are received from customers, what is the additional amount due to the seller at the end of the financing period?
e) What is the total expense of this transaction reported on the income statement?
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2) A company is considering a change to its credit policy.  A comparison of current and proposed terms follows:
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a) What is estimated annual bad debts under the current scenario?
b) What is estimated annual bad debts expense under the new scenario?
c) What is the increase or decrease in operating profit resulting from this decision?
d) Should the company change the credit policy?
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3) A company is considering a change to its credit sales terms to improve cash management.  A comparison of current and proposed terms follows:
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a) What is the change in operating profit under the proposed scenario?
b) What is the change in receivables balance under the proposed scenario?
c) Assume the extra cash from the change in receivables is used to pay down debt; what is the interest saving resulting from this paydown?
d) What is the change in earnings before tax under the proposed scenario?
e) What is the change in net profit under the proposed scenario?
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4) A company offers the following credit terms to qualifying customers:
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a) What is the number of days between the discount period and the net period?
b) Use your answer from a) to annualize the discount to calculate the effective interest rate of these terms.
c) For a client with a receivables balance and bank line of credit as follows:

[image: ]
[bookmark: _GoBack]
What is the cost savings realized from using the bank line of credit to pay the receivables balance on the last day of the discount period, and then pay off the bank loan at the end of the net period?
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Current Proposed

Credit quality A B

Credit period (days) 30                       50                      

Estimated total annual credit sales $400,000 $480,000

Gross margin ratio 20% 20%

Estimated bad debts % 2.0% 6.0%
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Sales $400,000 $480,000

COGS $320,000 $384,000

Gross profit $80,000 $96,000

a), b) Estimated bad debts $ $8,000 $28,800

Operating profit $72,000 $67,200

c) Increase/(decrease) in operating profit (4,800) $           

d) do not change the policy; profit decreases
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Current Proposed

Credit period (days) 60                       30                      

Estimated total annual credit sales $2,300,000 $2,050,000

Gross margin ratio 35% 35%

Estimated bad debts % 2.2% 1.9%

Bank loan interest rate 25% 25%

Income tax rate 32% 32%
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Current Proposed

Sales $2,300,000 $2,050,000

COGS $1,495,000 $1,332,500

Gross profit $805,000 $717,500

Estimated bad debts $ $50,600 $38,950

Operating profit $754,400 $678,550

a) Increase/(decrease) in operating profit (75,850) $        

One day sales 6,301 $             5,616 $            

Receivables balance 378,082 $         168,493 $        

b) Increase/(decrease) in balance (209,589) $      

Debt paydown 209,589 $        

Interests rate 25%

c) Interest savings 52,397 $          

Increase/(decrease) in operating profit (75,850) $        

Interest savings 52,397 $          

d) Increase/(decrease) in earnings before taxes (23,453) $        

Income tax rate 32%

Increase/(decrease) in taxes (7,505) $           

e) Increase/(decrease) in net profit (15,948) $        
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Credit terms

Discount: 3%

Discount period (days): 10             

Net period (days): 30             
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Receivables balance: 25,000 $  

Line of credit interest rate 4.50%
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Cost of vendor financing

Annual days 365           

a) Free days 20             

Multiple 18.25

Discount 3%

b) Annual cost 54.8%

Bank financing

Vendor financing cost 54.8%

Bank interest rate 4.50%

Difference 50.25%

Annual days 365           

Daily rate 0.14%

Receivables balance 25,000 $  

Daily savings 34 $          

Days outstanding 20             

c) Period savings 688 $        
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Receivables balance 2,340,000 $    

Factoring fee 2.80%

Holdback 15.00%

Interest rate 22.40%

Term, days 42                     
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Receivables balance 2,340,000 $    

Factoring fee 2.80% 65,520 $          

Holdback 15.00% 351,000 $       

a) Funds deposited to seller's account 1,923,480 $    

Interest rate 22%

Term, days 42             

b) Interest 49,578 $          

c) Funds available for withdrawal 1,873,902 $    

d) Additional payout 351,000 $       

Income statement reporting

Loss on sale of receivables 65,520 $          

Interest expense 49,578 $          

e) Total expense 115,098 $       


