Financial Management II
Case Study: Xotics Inc.

Xotics Inc. is a computer retailer based in Dakar, Senegal.  The company has been in business for five years, and the 2016 financial statements are as follows:
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After reviewing the company financials, the CFO has asked you, the Controller, for a meeting.  She has expressed a general concern regarding working capital management and asset utilization.  Her particular issues, described in a memo to you, are:
Inefficient working capital management
Our current assets and current liabilities are very high, and this is creating inefficiency.  Based on industry information, the following ratios are typical:
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What would our financial statements look like based on these ratios?  Of course, by reducing our receivables and inventory, our sales will also decrease, as will our bad debts expense.  Assume a 5% reduction in sales (with an appropriate adjustment to COGS) and a 10% decrease in operating expenses based on the sales decrease as well as the bad debts expense decrease.
Dividend declaration
We would like to pay dividends of $3.45/share for 2016.
Inefficient inventory management
Based on my conversations with the inventory management department, I think we need to evaluate our inventory management policy.  I have received the following information from inventory management:
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We are placing an order about every week.  What is our annual order + carrying cost?  What if we increase order size to reduce the number of orders, which will reduce the high order costs?  What is the economic order quantity which results in the lowers order + carrying cost for the company, and how many orders will we need to place each year based on this quantity?
Additionally, we need to ensure that our inventory levels are sufficient to prevent lost sales.  Additional information I have received from the inventory management department and the sales department is:
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Based on this information, what is the inventory level reorder point at which we should place an order with our supplier?



REQUIRED:
a) Prepare a proforma 2016 income statement and balance sheet based on the industry ratios and dividend information provided along with the following assumptions:
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b) Based on the inventory information provided, calculate the current annual order + carrying costs for inventory, the economic order quantity which results in the lowest order + carrying costs for the company, and the number of orders per year based on this order quantity.

c) Based on the inventory information provided, calculate the inventory reorder point.
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Safety stock, % of monthly sales 30%

Inventory delivery time, days 6                        
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Sales decrease 5%

COGS decrease ??

Operating expense decrease 10%

Interest rate 2016 rate

Tax rate 2016 rate

Short term notes payable NO CHANGE

Share capital NO CHANGE

Other equity NO CHANGE
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Income Statement 2016

Sales $2,346,000

COGS $1,460,000

Gross profit $886,000

Administrative expense $244,000

Operating profit $642,000

Interest expense $74,900

EBT $567,100

Income tax expense $142,500

Net income $424,600

Balance Sheet 2016

Cash $220,800

Receivables $469,200

Inventory $322,700

Total current assets $1,012,700

Fixed assets $1,650,900

Total assets $2,663,600

Payables $252,400

Notes payable, short term $90,000

Current liabilities $342,400

Notes payable, long term $200,000

Total liabilities $542,400

Share capital, $1 par value $200,000

Other equity $800,000

Retained earnings $1,121,200

Total liabilities and equity $2,663,600
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Industry ratios

Current ratio 1.6                    

Days sales in receivables 36                      

Days COGS in inventory 35                      

Days COGS in payables 40                      

Cash cycle 31                      

Asset turnover 1.2                    
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Orders per year 50                      

Cost per unit 400 $                

Order costs 250 $                

Carrying cost 8 $                     


