Chapter 7

Problems
[image: image1.png]1. Porky's Sausage Co. shows the following values on its corporate books.
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[image: image2.png]‘The initial amount on the bank’s books is also $10,000. However, only $70.000
in deposits have been recorded and only $25.000 in checks have cleared. Fillin
the table below and indicate the amount of loat
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[image: image3.png]Beth’s Society Clothiers, Inc., has collection centers across the country to speed
up collections. The company also makes payments from remote disbursement
centers so the finm’s checks wil take longer to clear the bank Collection time.
has been reduced by two and one-half days and disbursement fime increased by
one and one-half days because of these policies. Excess funds are being invest-
edin short-term instruments yielding 6 percent per annum.
. Ifthe firm has $4 million per day in collections and $3 million per day in
disbursements, how many dollars has the cash management system freed up?
b, How much can the firm carn in dollars per year on shori-term investments.
‘made possible by the freed-up cash?




[image: image4.emf]
[image: image5.png]Postal Express has outlets throughout the world. It also keeps funds for

transactions purposes in many foreign countries. Assume that in 2007 it held

200,000 reals in Brazil worth 70,000 dollars. It drew 10 percent nterest, but

the Brazilian real declined 20 percent against the dollar

. Whatis the value of the holdings, based on ULS. dollars, at year-end?
(Hint: muliply $70,000 times 1.10 and then muliply the resulting value
by 80 percent.)

b, Whatis the value of its holdings, based on U.S. dollars, at year-end if it drew
8 percent interest and the real went up by 12 percent against the dollar?




[image: image6.png]5. Sanders’ Prime Time Company has annual credit sales of $1.800.000 and accounts
receivable of $210,000. Compute the value of the average collection period.




[image: image7.png]6. Barney's Antique Shop has annual credit sales of $1,080,000 and an average
collection period of 40 days in 2007. Assume a 360-day year. What is the com-
pany’s average accounts receivable balance? Accounts receivable are equal to
the average daily credit sales times the average collection period.




[image: image8.png]7. In Problem 6, if accounts receivable change in 2007 to $140,000, while credit
sales are $1,440,000, should we assume the firm has a more or a less lenient
credit policy? Hint: Recompute the average collection period.




[image: image9.png]8. Mervyn’s Fine Fashions has an average collection period of 40 days. The
accounts receivable balance is $50,000. What is the value of its credit sales?




[image: image10.png]9. Route Canal Shipping Company has the following schedule for aging of
accounts receivable:

‘Ago of Recetvabios

apr 30,2007
) @ © @
Ageof porcont of
Month of Saes Account Amounts Amount Dus
Aprt o 105000
Maren 3180 0000 p—
Fabruary 6150 20000 _
danary 01120 45000
Tota recenabies sa00,000 1005

a. Fill in column (4) for each month.

b Tfthe firm had $1.440,000in credit sales over the four-month period,
compute the average collection period. Average daily sales should be based
ona 120-day period.

. fthe fim likes to see its bills collected in 30 days, should it be satisfied
with the average collection period?

d. Disregarding your answer to part ¢ and considering the aging schedule for
accounts receivable, should the company be sarisfied?

e Whatadditional information does the aging schedule bring to the company
that the average collection period may not show?




[image: image11.png]10. Midwest Tires has expected sales of 12,000 tires this year, an ordering cost of
$6 per order, and carrying costs of $1.60 per tie.
. Whatis the economic ordering quantity?
b, How many orders will be placed during the year?
. What will the average inventory be?




[image: image12.png]1

Fisk Corporation is trying to improve its inventory control system and has installed.
an online computer a it retail stores. Fisk anicipates sales of 75,000 units per
‘year, an ordering cos of $8 per order, and carrying costs of $1.20 per unit.

Ao

‘What i the economi ordering quantity?

How many orders will be placed during the year?

‘What will the average inventory be?

‘What i the total cost of ordering and carrying inventory?




[image: image13.png]12 (See Problem 11 for basic data.) In the second year, Fisk Corporation finds that

it can reduce ordering costs to $2 per order but that carrying costs stay the same
a$1.20. Also, volume remains at 75,000 units.

4. Recompute a, b,c, and d in Problem 11 for the second year
b Now compare years one and two and explain what happened.




[image: image14.png]13. Diagnostic Supplies has expected sales of 135,000 units per year, a carrying.
cost of $3 per unit, and an ordering cost of $4 per order.
. Whatis the economic order quantity?
b, Whatis average inventory? What is the total carrying cost?
. Assume an additional 80 units of inventory will be required as safety stock.

‘What will the new average inventory be? What will the new total carrying
costbe?




[image: image15.png]14, Wisconsin Snowmobile Corp. is considering a switch to level production.
Cost effciencies would occur under level production, and afertax casts would
decline by $30,000, but inventory costs would increase by $250,000. Wisconsin
‘Snowmobile would have to finance the extra inventory ata cost of 13.5 percent.
. Should the company go shead and switch to level production?

b, How low would interest rates need to fall before level production would be
feasible?




[image: image16.png]Johnson Electronics is considering extending trade credit to some customers

previously considered poor risks. Sales would increase by $100,000if eredit

s extended to these new customers. Of the new accounts receivable generated,

10 percent will prove to be uncollectible. Additional collection casts will be

3 percent of sales, and production and selling costs will be 79 percent of sales

The firm is in the 40 percent tax bracket

4. Compute the incremental income after taxes,

b, What will Tohnson’s incremental return on sales be if these new credit
customers are accepted?

. If the receivable tumover rato is 6 o 1, and no other asset buildup is
needed to serve the new customers, what will Johnson’s incremental retm
on new average investment be?




[image: image17.png]Henderson Office Supply is considering a more liberal credit policy to increase

sales, but expects that § percent of the new aceounts will be uncollectible.

Collection costs are 5 percent of new sales: production and selling costs are 78

percent; and accounts receivable turnover i five times. Assume income taxes of

30 percent and an increase in sales of $60,000. No other asset buildup will be

required to service the new accounis.

. Whatis the level of accounts receivable to support this sales expansion?

b, What would be Henderson's incremental aftertax return on investment?

¢ Should Henderson liberalize credit if a 15 percent affertax retum on
investment is required?

‘Assume that Henderson also needs o increase its level of inventory to support

new sales and that inventory tumover is four imes.




[image: image18.png]‘What would be the total incremental investment in accounts receivable and
inventory to support a $60,000 increase in sales?

Given the income determined in part b and the investment determined in
part d, should Henderson extend more liberal credit terms?




[image: image19.png]17.

Comiskey Fence Co. is evaluating the extension of credit to a new group of
customers. Although these customers will provide $180,000 in additionl credit
sales, 12 percent are likely to be uncollectible. The company will also incur
$15.700 in additional collection expense. Production and marketing coss repre-
sent 70 percent of sales. The firm is in a 34 percent tax bracket and has a receiv-
ables turnover of five times. No other asset buildup will be required to service
the new customers. The firm has 10 percent desired retum.
4. Should Comiskey Fence Co. extend credit to these customers?
b, Should credit be extended if 15 percent of the new sales prove uncollectible?
. Should credit be extended if the receivables tumover drops to 1.5, and

12 percent of the accounts are uncollectible (as in part a)?
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[image: image21.png]Global Services is considering a promotional campaign that will increase
annual credit sales by $400,000. The company will require investments in
accounts receivable, inventory, and plant and equipment. The turnover for each
is s follows:

‘Accounts recenable u
Inenory &
Plant and aqupment H

AII$400,000 of the sales wil be collectible. However,collection costs will be

4 percent of sales, and production and selling costs will be 76 percent of sales. The

costto camy inventory will b § percent of inventory. Depreciation expense on plant

and equipment will be 5 percent of plant and equipment. The tax rate is 30 percen.

. Compute the investments in accounts receivable, inventory, and plant and
equipment based on the turnover ratos. Add the three together.

Compute the accounts receivable collection costs and production and

selling costs and add the two figures together.

Compute the costs of carrying inventory.

Compute the depreciation expense on new plant and equipment.

Add together allthe costsin pats b, ¢, and d.

‘Subtract the answer from part ¢ from the sales figure of $400,000 to artive

atincome before taxes. Sublract taxes at a rate of 30 percent to arrive at

income afer taxes.

. Divide the aftertax retum figure in part /by the total investment figure in
parta. If the firm has a required retur on investment of 12 percent,should
it undertake the promotional campaign described throughout this problem.

S




[image: image22.png]20. In Problem 19, if inventory tumover had only been 4 times:
. What would be the new value for inventory investment?
b. What would be the return on investment? You need to recompue the total
investment and the total costs of the campaign to work toward computing
income after taxes? Should the campaign be undertaken?




(Problems 21-24 are a series and should be taken in order)

[image: image23.png]21

Dome Metals has credit sales of $144,000 yearly with credit terms of net
30 days, which i also the average collection period. Dome does not offer

adiscount for early payment, 5o its customers take the full 30 days to pay.
What is the average receivables balance? Receivables turnover?




[image: image24.png]22 1f Dome offered a 2 percent discount for payment in 10 days and every custom-
ertook advantage of the new terms, what would the new average receivables.
‘balance be? Use the full sales of $144,000 for your calculation of receivables.




[image: image25.png]23. If Dome reduces its bank loans, which cost 10 percent, by the cash generated
from reduced receivables, what will be the net gain or loss to the firm (don’t
forget the 2 percent discount)? Should it offer the discount?
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