EFFECTIVE WORKING CAPITAL MANAGEMENT

IN THE TEXTILE INDUSTRY:

(ACASE STUDY OF AREWA TEXTILE PLC)

BY

FELIX EDEWOR AIMUAN
MBA/ADMIN/02044/93-94

A PROJECT SUBMITTED TO THE POSTGRADUATE SCHOOL, AHMADU
BELLO UNIVERSITY ZARIA.
IN PARTIAL FULFILLMENT OF THE REQUIREMENTS FOR THE AWARD OF
THE DEGREE OF MASTER OF BUSINESS ADMINISTRATION (MBA),
DEPARTMENT OF BUSINESS ADMINISTRATION, FACULTY OF
ADMINISTRATION, AHMADU BELLO UNIVERSITY, ZARIA



DECLARATION

| hereby declare that this project is original and a product of my study. All materiais

used have been acknowledged accordingly in the references.

SIGNATURE: ) DATE: ;ZC] (”{ ‘ﬁ

i
\ |

FELIX E. AIMUAN



il

CERTIFICATION

This project report entitied, EFFECTIVE WORKING CAPITAL MANAGEMENT IN
THE TEXTILE INDUSTRY: A CASE STUDY OF AREWA TEXTILE PLC by FELIX
EDEWOR AIMUAN, meets the regulations governing the award of the degree of
Master of Business Administration (MBA) of Ahmadu Bello University, Zaria and is

approved for its,contribution to knowledge and literary presentation.

CHAIRMAN, sw ERV Yc‘bMMtTTEE TE
1

?\) "\.L [ 9 cj
MEMBER SU ERWSORY COMMITTEE DATE
MEMBER SUP Vi/SOﬁY COMMITTEE DATE

*))
JSLT 1 6/{( (Y
B,

DATE

.' o L’é c_
DEAN POST GR[ DATE SCHOOL DA)EE




v

DEDICATION

This project is dedicated to my late grand mother, MADAM AIGBONA
ENERIBHOLO who God used to mould my life and those who never had the

opportunity to develop themselves academically.



v

ACKNOWLEDGMENT

It is not of him that wills nor of him that runs. It is of God that shows mercies.
This project will not have been possible without the grace of God. To God,
therefore, | am greatly indebted for giving me the will, the strength and the
ability to write this project.

My supervisor, Mal. Yusuf Abdullahi, is a rare breed. He works tirelessly and
his commitment to duty is unsurpassed. He is always available at the time of
need to give his assistance. To him | am most grateful.

| must not forget to thank Pastor and Mrs Emmanuel Obanero, Charles Ajalie,
Goddy lyoke, Rev. and Mrs Akuetiemhe for their moral and prayer support, my
boss in the office, Alhaji A.S. Muazu for all his encouragement. | thank them
most sincerely.

| am so indebted to Mr. Mike Etu, General Manager (Finance), Arewa Textiles
Plc, for making available to me the company’s annual reports and accounts.

My appreciation also goes to Mr. Kanayo C. Oko, Controller of Finance,
Defence Industries Corporation of Nigeria who proof read the project.
| must not forget to mention the assistance of Dayo Onoba who made the

printing of this project possible. Thanks a million times.



vi
This project would not have been possible without a strong home base. To my
amiable wife, Queensley U. Aimuan and my children, Caleb, Lydia, Priscilla

and Silas (who was always requesting to see my report card), | am indeed

very appreciative.



Vii

ABSTRACT

Crucial to the survival of a company is the efficient and effective management
of the resources at its disposal during any given period and among the most

important of these resources is working capital.

Working capital management is based mainly on the concept of liquidity.
Liquidity is the ability to realise value in money, taking into consideration the
time necessary to convert an asset into money and the degree of certainty of
the price to be realised for the asset. Liquidity management helps to avoid the
probability of insolvency. It means proper sources of finance bearing in mind
costs and benefits. The essence of liquidity management has been set out as
safety, liquidity and profitability to which can now be added the management

of risk.

Sound financial management, therefore, is represented by the effectiveness
with which the organisation has been able to manage the components of the
receivables, marketable securities and cash and current liabilities. These
components need attention to generate operation efficiencies as represented

by greater profitability.
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CHAPTER ONE

AN QVERVIEW OF WORKING CAPITAL MANAGEMENT
Crucial to the survival of an enterprise is the efficient and effective
management of the resources at its disposal during any given period and

among the most important of these resources is the working capital.

THE CONCEPT OF WORKING CAPITAL

There has been differing definitions of working capital among scholars.
Brealay and Myers (1981:547) define working capital simply as short term or
current assets and liabilities. But Weston and Brigham (1979:107) on the
other hand, view it as “a firm’'s investment in short term assets”. This
definition omitted current liabilities which are important components of the
working capital. Current liabilities represent short term financial obligations

that have to be met out of available short term (or current) assets.

Working capital represents the excess of current assets over current liabilities.

Current assets are assets that can be converted into cash within one year.
Stocks are needed for continuous production or supply to customers. Debtors
arise as a result of credit sales while creditors arise as a result of credit
purchases. No business operates in isolation and these days, it is not

possibie to transact all business activities on cash and carry basis.



A business buys goods on credit and pays wages in arrears and it sells goods on
credit to customers - individuals or business entities. These transactions necessitate
the provision of funds while settlement is awaited, and creditors conversely supply
finance until their settiement. It will be proper to say then that working capital means
the components that determine the continuity of the organisation e.g. cash,

marketable securities, debtors and stock.

1.4.2 MANAGEMENT OF WORKING CAPITAL

tis a misnomer to talk of managing working capital. 1t is the compenents of
working capital that are managed. Working capital management is not only
concemed with the operation and control of working capital but with how it is
financed. When we talk of investment in assets and financing the general
focus has always been on fixed assets and long term financing. Little or no
attention was paid to the components of working capital. A split has now
evolved between consideration of current assets - short term financing.

Current assets are assets normally converted into cash within one year.

Working capital management can be described as invoiving the administration
of these assets namely cash and marketable securities, debtors and stocks
and the administration of current liabilities. On the other hand, administration
of fixed assets (assets normally not converted to cash within one year) is
usually considered to fall within the realm of capital budgeting whereas the
administration of long term financing involves capital structure considerations.
The introduction of financing into the working capital concept is significant in

2



1.2

identifying the sources of its financing. Working capital can be financed by
long and short term loans, shareholders’ funds or through credit facilities.
Working capital can be viewed in general term as gross working capital as the
totality of current assets and net working capital as the excess of current
assets over current fiabilities. If net working capital is defined as the excess
of current assets over current liabilities g reasonable (logical) conclusion is
that net working capital represents the portion of short term assets that is
financed from medium - and - long term sources. But if current assets equal
current liabilities, it means that there is no net working capital. Total shornt
term resources just equal total short term sources of finance as represented

by current liabilities

STATEMENT OF THE PROBLEM

The split between fixed capital and working capital is very unfortunate. It has
tended to cloud the valuation of the firm as a whole. A typical finance
manager (s saddled with the responsibility of the day-to-day management of
current assets and liabilities. Working capital management in any business
enterprise is intended to solve a number of problems. One of such problems
is the determination of the size of financial resources that would he invested
in different forms of current assets - current asset structure probiem. The
second problem is how.these different terms‘ of current assets should be

financed - current asset financing problem. The final problem relates to



relative composition of current and non-current assets in the asset structure -

current/non-current asset composition problems.

The differences in the nature of current assets and fixed assets are always
used to justify the separation in treatment of current and fixed assets. Fixed
assets involve the commitment of funds to specific asset over an extended
period of time during which the asset is thought to have limited marketability.
On the other hand, current assets are often viewed as a continuum of possibie
investment levels as opposed to investment in a specified accounts

receivables or inventory.

A study of this nature would have entailed going to the basics of finance but
the time required for submission of the study and lack of finance have placed
some constraints on a very detailed study. Added to the above constraints,
is the non availability of comprehensive materials on topics like the implication
of the devaluation of the Naira on working capital management covered in
chapter two. We have to resort to the old biblical advice of precept upon
precept, line upon line, a little here and a littie there, to be able to come up

with that section.



1.3

1.4

1.5

PURPOSE AND SIGNIFICANCE OF THE STUDY

Often times, very litfle attention is paid to the management of the components
of working capital and where attention is paid at ali, some components are
emphasised at the expense of others. This has resulted in the loss of
significant profits. In the same vein, some companies are either under trading
or over trading without knowing it. A company at either of the extremes
cannot be said to be financially healthy. A study of this nature will serve as
an eye opener to companies in the handling of their working capital.

Profitability is affected by the level of working capital.

SCOPE OF THE STUDY

Although the study has the textile industry in view, the focus was on four major
textile companies in Kaduna with emphasis on Arewa Textiles Plc. The study
covered the accounting periods of 1990 to 1995. The annual reports and

accounts of the company were used.

LIMITATIONS OF THE STUDY

In the process of undertaking this study, various limitations were encountered

some of which are:

N Time: The time for the submission of this project was very limited as a
project of this nature needs time and attention to achieve a meaningful

result.



(iy  Finance: There is no meaningful thing we do today that does not require
finance. So this study is not an exemption. The economic downturn in
the country has made easy access to finance a difficult task. This
therefore, limited the ability of this researcher in collecting the needed
data and information.

(i) The Nature of the Study: This research is focused on an industry that
is not a very familiar terrain. It is unique with its peculiarities. Time has
to be taken to learn a bit of the operating system of the company used
as a case study.

(iv}y Response From Respondents: Getling timely responses from the
respondents was not an easy task. Several frips had to be made to
some of these respondents. in an attempt not to give out vital
information about their organisation, some respondents were not
forthcoming especially during personal interviews.

(v} Lack of Necessary Documents (Reports): As old as the textile industry
i1s in Nigeria today, one would bave thought that journals and/or
magazines on the industry will be readily available. But this is not the
case. We have to resort to examining the annual accounts and report

of the individual companies which was cumbersome.

1.6 PLAN OF THE STUDY
The project is divided into five chapters. Chapter one takes a cursory (ook at

the concept of working capital. It considers the statement of the problem, the



purpose and significance of the study, the scope, limitations and place of the
study and the definitions of terms. The chapter ended with the optimum level

of working capital.

Chapter two focuses on literature review. The chapter looks at the
components of working capital, cash planning and liquidity control and the

implication of the devaluation of the naira on working capital management.

Chapter three considers research methodology, accounting for the sources of

data, both primary and secondary data and method of caliection.

Chapter four is dedicated to data presentation and analysis, focusing on the
working capital management in Arewa Textiles Plc (1990 to 1995), historical
background of the company and financial profile of the company for the period

considered.

Chapter five contains summary, conclusion and recommendations of the

study.

<



1.7

DEFINITION OF TERMS/CONCEPTS

1.

DEVALUATION It is a deliberate step taken to lower the value

of a local currency in exchange for other

nations’ currencies.

EXCHANGE RATE This refers tc the rate at which the local

currency exchanges for other currencies.

HEDGING This is making the financing maturity of an

asset being financed to follow its cashflow

characteristics.

OVERTRADING This means over stretching the resources

beyond the elastic point.

PRECAUTIONARY MOTIVE

SPECULATIVE MOTIVE

STOCK GUT

TRANSACTION MOTIVE

UNDER TRADING

It refers to the need to hold cash or
stock to meet any contingencies in
future.

To hold cash or stock to take
advantage of opportunities for making
profit as they arise in future.

it means to run out of stock for
production or for sale to customers.
To hold cash or stock in the ordinary
course of business by a firm.

This is a situation where a company is

not making full of use of its resources.



1.8

OPTIMUM LEVEL OF WORKING CAPITAL

The level of working capital affects profitability. Management must therefore
balance the requirement for a higher Return On Capital Employed (ROCE) by
increasing short term debts to finance current assets against the risk of
insolvency. The decision as to how working capital should be financed is

therefore likely to vary with management’s attitude towards risk.

It may be meaningless to separate the various components of working capital
management from the more fundamental decisions of investment and
financing. In practice, we have seen companies separate working capital
management from other aspect of financial management. In recent years,
sophisticated models have been developed to help determine the acceptable
levels of cash, stock and debtors management. By this, the benefits
associated with a particular level of current asset are balanced against the
risk adjusted cost of maintaining it. While the models provide efficient
decision rules, virtually all of them optimize in a partial equilibrium sense. It
is necessary to understand current asset and liability decisions in the light of
the overall valuation of the firm. The decisions reached in these areas
determine the amount of working capital the firm maintains.

Bank and cash balances are needed to meet the lag in payment which occurs
between the expense incurred in purchasing and the payment received for
sales. Bank loans or overdraft may be required where there is insufficient

cash available. Current liabilities are often a cheap source of finance (e.g.

4



1.8.1

1.8.2

creditors and amount owing on taxation do not usually carry any interest cost
and overdraft interest is an allowable charge for tax purpose). A company
may decide that in a bid to make higher profits, it is worth accepting the risk
of insolvency by increasing current liabilities to a high level (e.g. by taking the

maximum credit possible from suppliers).

To be able to determine the financial health of an enterprise, the foliowing

liquidity ratios have to be computed.
_f

CURRENT RATIO

This measures the relationship between current assets and current liabilities.
Aratio of 2:1 is generally accepted as being ideal. This shows that one half
of currerLt assets should be financed by long term funds. But in practice, the

ratio can be varied, depending on the circumstances of an individual company

or orgarkisation.

|
QUICK OR ACID TEST RATIO
To arrive at this ratio, all stocks are eliminated from current assets. The ratio
measures the ability of 2 company to settle its debts as they fail due and a
ratio of 1.1 is considered healthy enough for an organisation.
The optimum level is that fevel of working capital which avoid both aver-

capitalization and under-capitalization. This level depicts exireme cases of

excess working capital or inadequate working capital.

16



1.9

1.9.1

OVER TRADING (UNDER CAPITALIZATION)

A company is said to be over trading or under capitalised when it tries to
conduct a volume of business over and above that for which it is financially
equipped to do. It means the resources of the company have been stretched
beyond the elastic point. This can be extremely dangerous in the long run for
the company. Essentially over-trading or under capitalization resuits in short
term borrowings being used to finance long term investments whether in fixed

or current assets (stock).

Mismanagement does not only occur when funds are fraudulent!ly withdrawn
but when funds are invested wrongly too. This was the probiem finance
houses had which led to their demise. There is no doubt that this
development will create a liquidity problem and the company had used up all
its day to day expenses (e.g. wage creditors). The situation is likely to lead
to losses (Bank overdraft charges becoming very high) and in extreme create

problems for management in finding cash to meet its financial commitments.

SYMPTOMS OF OVERTRADING

Some features listed below are the symptoms of overtrading or under
capitalization.

1. A poor current and quick ratios caused by:

a) Excessive creditors or bank overdrafts. ‘i -

4 2] - oams & .



1.9.2

1.10

2)
3)
4)
3)

6)

b) High stock levels {the business having acquired large amounts
of stock on credit or by increasing its overdraft in anticipation of
an increase in production and sales).

A high stock to net current assets ratio.

Bank overdraft consistently at the limit.

New fixed assets on hire purchase,

Fall in profit margin as a result of cash -discounts given to debtors in

order to reduce the collection period.

Loss of trade and cash discounts for always exceeding the credit period

given by trade creditors.

SOLUTION TO OVER TRADING

Increased earnings retention and consequently reduction in dividends.
Issue of long term capital -shares and debentures.
Acquisition of assets to meet company’s requirements.

Efficient working capital management

UNDER TRADING OR OVER CAPITALIZATION

Conversely, a company could be over capitalised or could be under trading.

This is a situation when a company is not making full use of its resources.

The amount of capital employed in the business is too great for the volume of

trading being undertaken hence there is idie capacity.

12



1.10.1

1.10.2

SYMPTOMS OF UNDER TRADING

A company whose resources are under utilized will have the following

symptoms:

1)
2)

3)

4)

5)

6)

7)

There will be excessive stocks and debtors.

There will be idle cash which would have been invested either in short
term securities or long term investment.

[dle machine capacity cannot be ruled out.

A lower return on capital employed than expected

Long term funds unnecessarily tied up instead of being invested

elsewhere to eamn interests.

Raising funds without regard to the scale of producticn and the amount
of working capital employed.

Inefficient working capital management such that working capital

carried is in excess of the company’s requirements.

SOLUTION TO UNDER TRADING

Assets not required should be sold

Redemption of long term capital-debentures, preference share capital
etc.

Efficient working capital management

Declaration of higher dividends as to reduce cash available and reduce

rate of earnings retention.

13



5.

Diversification of production/market strategies.

Over capitalization with respect to working capital should not exist at all if

there is an efficient management. The warning signais of excessive working

capital would be poor accounting ratios.

A company should try to avoid the two extreme positions discussed above and

the following ratios can assist in judging whether the investment in working

capital is reasonable or not.

a)

b)

Sales/Working Capital: The volume of sales as in multiple of the

working capital investment should indicate whether in comparison with

- past years or with similar companies, the total volume of working

capital is too high.

Liquidity Ratio: A current ratio in excess of 2;1 or a quick ratio in

excess of 1.1 may indicate over investment in working capital.

Turnover Pericds (Working capital cycle): The amount tied up in
working capital is equal 1o the value of raw materials, work in progress,
finished goods and debtors Jess creditors, This will affect directly the

liquidity of the business. The operating cycle may be expressed as a

. period of time.

1) Raw material stocks are obtained from suppliers;

i} Eventually the trade creditors are paid and cash is therefore paid

14



out.
i) Raw materials are held in stock unti! they are issued to
| production (work in progress). At this time, additional creditors
(for labour and other expenses) may be incurred.
iv)  On completion of preduction, the finished goods are held in stock
untit sold perhaps on credit.

V) Cash is received, eventually, when the debt is collected.

The operating cycle or working capital cycle is, therefore, the period between
the payment of cash to creditors (cash out) and the receipt of cash from
debtors (cash in). The period is expressed in days, weeks or months.
Exceésive turnover periods for stock and debtors or a low period of credit
taken from suppliers would indicate whether the volume of stocks or debtors

is unnecessarily high or the volume of creditors is 100 {ow.

The turnover periods may be calculated as foliows:

| Raw Material Stock Turnover:

Average Raw Material Stock  x 365
Purchase Per Annum

i Work in Progress Stock Turnover:

Average Work in Progress X 365
Cost of Production per Annum

15



1.1

iii Finished Goods Stock Turnover:

Average Stock of Finished Goods X 365
Cost of Sales Per Annum

iv Debtors Turnover Period
Average Deblors x 365
Sales Per Annum

v éreditors Turnover Period

Average Trade Creditors X 365
Credit Purchase Per Annum

As the turnover periods for stocks and debtors get longer and as payment
period to creditors becomes shorter:
a) the operating cycle will lengthen

b} the investment in working capital wiil increase,

A knowledge of the operating cycle would also help management in cash
budgeting and also financial planning especially where sales and production

are subject to seasonal variations.

WORKING CAPITAL ANALYSIS
A change (increase or decrease) in working capital may result from:
a) A change in the level of activity or volume of business of an

organisation and sales is normally used as a yardstick.

16



b)

A change in operating cycie. The proporiion of change in working
capital due to a change in sales is expected since additional working
capitat must be used toc finance an increase in sales (and a
proportionate increase is assumed). On the other hand, the proportion
of change in working capital resulting from a change (increase or
decrease) in operating cycle is normally attributed to management

(inefficient or efficient of working capital).

17
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CHAPTER TWO

LITERATURE REVIEW

INTRODUCTION

Current assets include cash, marketable securities, receivables and
inventories. These assets allow the firm to operate from day to day, to pay
employees, provide credit to customers and to ensure that goods are
available for production or sales. Current assets make up more than 40% of
the average firm’'s total assets, hence the need for proper management of

current assets to achieve the firm’s long term financial health.

The decision on working capital affects the shareholders’ wealth just the same

way the decision on capital investment affects their wealth. The decision on

working capital depends on the same logic as other financial decisions. The

following questions are very pertinent in working capital management:

- How should cash surpluses be invested?

- How should the firm grant credit or increase credit to customers?

- What level of stock should the firm maintain?

- What are the benefits and costs of holding too much or too little stock?

- Should the firm take advantage of cash discount offered by its
suppliers?

- What type of short term financing should the firm use (Bank loan or

supplier credit)?.

18



2.11

Managing a firm’'s working capital in essence is managing the firm's
investment in current assets. We are mainly concerned with managing the
firm’s liquidity which entail managing two related aspects of the firm's
operations.

-~ nvestment in current assets

- Use of short term or current liabilities.

MANAGING CURRENT ASSETS

The greater a firm's investment in current assets, the greater its liquidity. in
order to increase its liquidity, a firm may decide to invest additional funds in
cash or marketable securities. Such decision involves a trade off, since such
assets eam little or no return. The firm thus finds that it can reduce its risk of

iliguidity only by reducing its overall return on invested funds.

Investing in current assets and particularly in marketable securities, does have
a favourable effect on liquidity, but it also has an unfavourable effect on the
firm’s rate of return earned on invested funds. The risk-return trade off
involved in holding more cash and marketable securities, therefore, is one of

added liquidity versus reduced profitability.
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2.1.2 MANAGING CURRENT LIABILITIES
The second operation of the firm that determine its net working capital relates
1o the use of current versus long term debt. The firm also faces a risk-return
trade off. All things being equal, the greater the firm’s reliance an short term
debt or current liabilities in financing its assets investments, the lower will be
its liquidity. On the other hand, the use of current liabilities offers some very
real advantage in that they can be less costly than long term financing and
they provide the firm with a fiexible means of financing ifs fluctuating needs

for assets.

2.1.3 ADVANTAGES OF CURRENT LIABILITIES
1. Flexibility:
Current liabilities offer the firm a flexibie source of financing. They can
be used to match the timing of a firm's needs for short term financing.
For instance, a firm may need funds for a three month period during
each year to finance a seasonal expansion in stock for which a three
"month loan can provide substantial cost savings over a long term loan
(even if the interest rate on short term finéncing is higher). But the use
of long term debt in this circumstance means barrowing for the entire
year rather than for the period when the funds are needed, which

increases the amount of interest the firm must pay.
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Interest Cost

In general terms, interest rates on short term debt are lower than on
long term debt for a given borrower. This relationship is referred to as
the term structure of interest rates. This is the relationship between a
debt security’s rate until the debt matures. |t is also known as the yield
to maturity. The term structure, reflects observed rates or yields on
similar securities, except for the length of time until maturity at a
particular moment in time. The term reflects the rates of interest
applicable to a given borrower at a particular point in time. It will not,
for instance describe the rates of interest availabie to another borrower
or even those applicable to the same borrower at a different point in

time.

2.1.4 DISADVANTAGES OF CURRENT LIABILITIES

A firm is subjected to a greater risk of illiquidity when it uses current liabilities

or short term debt as opposed to long term debt for two reasons.

a)

Short term debt due to its very nature, must be repaid or rolled over
more often, and so it increases the possibility that the firm’s financial
condition might deteriorate o a point where the needed funds might not

be available.
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b}  There is the uncertainty of interest costs from year to year. A firm
borrowing, for example, during a six month period each year to finance

a seasonal expansion in its current assets might incur a different rate

- of interest each year. This rate reflects the current rate of interest at the
time of the loan, as well as the lender's perception of the firm's
riskiness. If fixed rate long term debt were used, the interest cost would

be known for the entire period of the loan agreement.

A firm can reduce its risk of illiquidity through the use of long term debt at the
expense of a reduction in its return on invested funds. The risk-return trade

off involves an increased risk of illiquidity versus increased profitability.

APPROPRIATE LEVEL OF WORKING CAPITAL

Managing a firm’s net working capital {its liquidity) has been shown to involve
simultaneous and interrelated decisions regarding investment in current
assets and use of current liabilities. Interestingly, a guiding principle exists
that can be used as a benchmark for the firm’s working capital policies. This
is the hedging principle or principle of self-liquidating debt. This principle
provides a guide to the maintenance of a level of liquidity sufficient for a firm

to meet its maturing obligations on time.
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2.1.6 HEDGING PRINCIPLE
The hedging principle is one possible rule of the thumb for guiding a firm'’s
debt maturity financing decisions, The principle states that financing maturity
should follow the cash-flow producing characteristics of the asset being
financed. Simply put, the hedging principle involves matching the cashflow
generating characteristics of an asset with the maturity of the source of
financing used to finance its acquisition. For example, a seasonal expansion
in inventories, should be financed with a short term [can or current [iability.
The rationale underlying the rule is that funds are needed for a limited period
of time, and when that time has passed, the cash needed to repay the loan
will be generated by the sale of the extra inventory items. Obtaining the
needed funds from a long term source (longer than one year) would mean that
the firm would still have the funds after the inventories they help to finance had
been sold. This would mean the firm having excess liquidity which it will
either hold in cash or invest in low-yield marketable securities until when the
seasonal increase in inventories occurs again and the funds are needed. This
would result in an overall lowering of the firm’s profits. When hedging
principle is followed, the firm’s debt will be self-liquidating because the assets

being financed will generate sufficient cash to retire the debt as it fails due.
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2.2

MANAGEMENT OF CASH AND MARKETABLE SECURITIES

The importance of cash to an organisation cannot be over emphasized. As
blood is to the human life so is cash to business operation. Cash refers {o the
currency and coins a firm has on hand in petty cash drawers, in cash register

(tills), or in current account at the various commercial banks.

Cash is the basic input needed to keep the business running on a continuous
basis. It is also the ultimate output expected to be realized by selling the
goods and services provided by an organisation. Cash shortage will disrupt
the firm’s operations while excess cash will simply mean holding idle cash
which has a cost and which is not confributing anything towards the firm’'s
profitability. An enterprise should balance holding insufficient cash and
excess cash. As observed above, idle cash will contribute nothing to the

profitability of the enterprise while insufficient cash will inhibit operations
thereby reducing profit. Therefore, a major function of the Financial Manager

is to maintain a sound cash position.

Cash management involves the managing of:

) Cash flows into and out of the business.
) Cash flows within the business.

tif)  Cash balances held by the firm at a point in time.
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Cash management assumes more importance than other current assets
because cash is the most significant and the least productive asset that a firm
holds. It is significant because it is used to pay the firm’'s obligations. But it
is unproductive being idle and therefore the aim of cash management should
be to maintain adequate cash position, to keep the firm sufficiently liguid and
to use the excess cash in some profitable way €.g. investing in marketable

securities.

Marketable securities are investments held in money market instruments such
as: ) treasury bills

i) commercial papers

iii) bankers acceptances

iv)  certificates of deposits

V) bankers’ unit funds

vi)  time deposits and call money.

These are security investments a firm can quickly convert into cash balances.
Most firms in Nigeria tend to hold marketable securities with very short
maturity periods - less than one year. This is based on sound business
reasoning as there is no law that forbids that marketable securities should not

be held in long term investment. Marketable securities are sometimes
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referred to as near cash or near cash assets because by nature, they can be
turned into cash in a short period of time. Taken together cash and

marketable securities are known as liquid assets.

The firm’'s cash balance is a reservoir that rises with cash inflows and
decreases with cash outflows. Any non-financial firm desires to minimise its
cash balances consistent with meeting its financial obligations in a timely

manner.

Holding too much cash which financial analysts refer to as excess cash,
results in a loss of profitable opportunities to the firm. For instance, a textile
manufacturer is not in business to build up its cash reservoir. Rather, it wants
to manage its cash balance in order to maximize its financial returns to
enhance the shareholders’ wealth. The emphasis here is to learn how to
effectively manage the firm’s cash and marketable security investments. It is
difficult to predict cash flows accurately and there is no perfect coincidence
between inflows and outflows of cash hence the importance of cash

management.

STRATEGIES FOR CASH MANAGEMENT
In order to resolve the uncertainty about cash flow prediction and lack of

synchronization between cash receipts and payments, the firm should develop

some strategies for cash management. The firm should evolve strategies
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regarding the following four facets of cash management.
N Cash Planning: Cash inflows and outflows should be planned to
project cash surplus or deficit for each period of the planning period.

Cash budget should be prepared for this purpose.

if) Ménaging The Cashflows: The flow of cash i.e. inflow and outflow,
should be properly managed. The inflows of cash shouid be
accelerated while as far as possible the outflows should be

decelerated.

i)  Optimum Cash Level: The firm should decide about the appropriate
level of cash balances. The cost of excess cash and danger of
deficiency shoutd be matched to determine the optimum level of cash

balances.

iv}  Investing idle Cash: The idle cash or precautionary cash balances
shouid be properly invested {c earn profits. The firm shouid decide
about the division of such cash balances hetween bank deposits and

marketable securities.

2.2.2 CONVERTING NAIRA INTO WORKING ASSETS
As pointed out earlier on in this chapter, cash is not an asset as long as it

remains idle, but a liahility, a wasted opportunity, uniess it is earning money
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for its owner. Cash, someone once remarked, is one of the most
misunderstood, misidentified and wasted commodities in the business world.
There is this common belief that a cash rich company is a profitable company,
that cash is equivalent tp profits and that a strong cash position is a primary
form of financial insurance. Infact the most misleading belief is that cash is

a working asset. Cash is indeed an asset onfy when it is put to use.

Accounting principles to the contrary regard cash as a frozen asset first like
any unused piece of machinery. Indeed cash that is idle or unused penalizes
the organisation either with lost income from unmade investments or in

interest charges on funds it berrows to take up the slack.

CASH FLOW PROCESS

A firm has different external sources of finance available to it. Funds can be
obtained in the capital market from the sales of securities such as debentures,
preference shares, and ordinary shares or by entering into non-marketable
debt contracts with lenders such as commercial banks. The cash inflows from
these sources are not regular. They tend 1o be episodic: the financing
arrangements that give rise to them are effected at wide intervals. The reason
is that external financing contracts usually involve huge sums of money
stemming from a high major need identified by the company’s management

and these do not occur everyday. For example, a company may want to
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launch a new product which may require plant expansion t¢ provide added

productive capacity.

In many organisations, the financial officer responsibie for cash management
also controls the transactions that affect the firm’'s investment in marketable
securities. As excess cash becomes temporarily available, investment in
marketable securities are purchased. When cash is in short supply, a portion
of the marketable securities portfolio is liquidated.

The main sources of cash to the firm arise from internat operations and occur
on a more regular basis. Receipts come from debtors collections and direct
cash sales of finished goods. Apart from buying marketable securities, a firm

experiences cash out flows through:

{}] Payment of dividends to preference and ordinary shareholders;

(i) Meeting interest requirements on debt contracts;

(ili) Repaying principal borrowed from creditors;

{(iv} Buying the firm’s own shares in the capitai market for use in executive
compensation, pians or as an alternative to paying a cash dividend,;

(v) Paying tax liabilities;

(vi)  Acquisition of fixed assets;

(vii) Purchase of inventories to ensure steady flow of finished goods.
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2.2.4 MOTIVES FOR HOLDING CASH

John Maynard Keynes in a classic economic treatise, identified three motives

for holding cash by firms or economic units. We now look at the motives one

after the other.

(a)

TRANSACTIONS MOTIVE

Cash is required in the ordinary course of business by a firm. This motive
requires a firm to hold cash to conduct its business in the ordinary course.
The firm needs cash primarily to meet payments for purchases, wages,
operating expenses, taxes, dividends etc. The need to hold cash will not
arise if there were perfect synchronization between receipts and payments
- enough cash is received when payment has to be made. But cash
receipts and payments are not perfectly synchronized. Sometimes cash
receipts exceed cash payments while at other times, cash payments are
more than cash receipts. For those periods when cash payments exceed
cash receipts, the firm should maintain some cash balance to be able to
make the required payments. The relative amount of transactions cash
held is significantly affected by the industry in which the firm operates. For
transactions purposes, a firm may invest it's cash in marketable securities.
If revenues can be forecast to fall within a tight range of outcomes then, the
ratio of cash and near cash to total assets will be less for the firms than if
the prospective cash inflows is expected to vary over a wide range. If

cash inflows are certain in a particular period, the management can take
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b)

steps to synchronise cash inflows with cash outflows. Usually, the firm will
purchase the securities whose maturity corresponds with some anticipated
payments, such as dividends, taxes or purchase of a fixed asset in future.
However, the transactions motive mainly refers to holding of cash to meet
anticipated payments whose timing is not perfectly matched with cash

receipts.

PRECAUTIONARY MOTIVE

it refers to the need to hold cash to meet any contingencies in future.
Cash is held as a buffer stock to liquid assets. It provides a cushion or
buffer to withstand some unexpected emergency. The precautionary
amount of cash depends upen the predictability of cashflows. |If
cashflows can be predicted with accuracy, less cash will be maintained
against an emergency. The amount of precautionary cash will be
maintained against an emergency. The amount of precautionary cash
is also influenced by the firm’s ability to borrow at short notice when the
need arises. The stronger the ability of the firm to borrow at short
notice, the less the need for precautionary balance. The precautionary
balance may be kept in cash and marketable securities. Marketable
securities play an important role here. The amount of cash set aside
for precautionary reasons is not expected to earn profit on it. Such

funds should be invested in high liquid and low risk marketable
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securities. Good banking relationships and established lines of credit
can reduce the need to keep cash on hand. This unused borrowing
power obviates somewhat the need to invest in precautionary balances.
In any case, it is advisable that precautionary balances should, thus be

held more in marketable securities and relatively less in cash.

SPECULATIVE MOTIVE

This motive relates to the holding of cash. for investing in profit making
opportunities as and when they arise. The opportunity to make profit
may arise when the security prices change. The firm will hold cash,
when it is expected that interest rates will rise and security prices will
fall. Securities ¢an be purchased when the interest rate is expected to
fall; the firm will benefit by the subsequent fall in interest rates and
increase in security prices. The firm may aiso speculate on materials’
prices. If it is expected that material prices will fall, the firm can
postpone materials purchasing and make purchases in future when
prices actually fall. Cash is held for speculative purposes in order to

take advantage of potential profit making situations by some firms.
By and large, business firms do not engage in speculations. Thus

primary motives for holding cash and marketable securities are the

transactions motive and the precautionary motive.
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2.2.5 CASH MANAGEMENT OBJECTIVES AND DECISIONS

A firm's cash management programme must be concerned with minimizing the

firm’s risk of insolvency. For our purpose, the term insolvency describes the

situation where the firm is unable to meet its financial obligations as they fall

due. In such a situation, the company is technically insolvent in that it lacks

the necessary liquidity to make prompt payment on its current asset. The firm

must decide the amount of transaction and precautionary balances to be held.

This depends upon the following factors.

() The expected cash inflows and outflows based on the cash budget and
forecasts, encompassing long and short range cash needs of the firm.

(i)  The degree of deviation between the expected and actual net cash
flows.

(i)  The maturity structure of the firm’s liabilities.

(iv) The firm's ability to borrow at short notice in the event of any
emergency.

(v) The philosophy of management regarding liquidity and risk of
insolvency.

(vi) The efficient planning and control of cash.

All these factors analysed together, will determine the appropriate level of the

transactions and precautionary balances.

474546

i) ~—

LF% )
L)



2.2.6 POLICY FOR CASH MANAGEMENT

Every business enterprise ought to develop a policy for its cash flow planning.

The outlines of such a policy would be as follows:

()

(iif)

(v)

(vi)

(v)

The business should be able to rnatch its cash outflows with cash
inflows even when it is growing.

The pace of growth of the business should not outstrip the ability of the
business to finance the additional assets that it needs to support the
growth.

There should be a policy for dividend payments that the business
should try to adhere to, and so a poiicy for retained profits as a source
of funds.

There should be a policy for debt gearing. To what extent should
growth be financed by additional long term or short term debt?

There should be some identifiable assets such as property or
investrment which could be sold off for cash should the need to do so
become unavoidable.

There ought to be efficient management control over inventories,
receivables and payables.

A distinction should be made between essential capital expenditure and
postponable fixed assets replacements so that decisions can be made

when necessary about shelving certain capital expenditure (projects)



2.2.7 CASH PLANNING AND LIQUIDITY CONTROL

The Need for Cash Planning and Control

The world and indeed Nigeria are going through economic turbulent times.
Gallaping inflation, fluctuating foreign exchange, falling incomes are all visible
signs of the turbulence we are all experiencing today. In turbulent times,
liquidity is more important than earnings. A business can survive long period
of earnings or low revenues if it has adequate cashflow and financial strength.
But no organisation can survive without liquidity no matter the level of its

earnings. Cash is 1o business as blood is to the body.

From the foregoing the importance of adequate cash planning and liquidity
control cannot be over emphasised. Indeed, there is no point in increasing
efficiency if the issue of solvency is ignored and the company runs out of cash.
To ensure solvency, a firm must have enough cash to meet financial

obligations as they fall due.

To control cash flows, it is first necessary to have a plan of the company's
expected operation over the relevant future interval of time. Such a plan will
include a forecast of sales as well as a set of the projected company balance
sheet and profit and loss statements. These plans reflect management

expectation with respect to their company’s activities. Plans lead to effective

control when they are used as the basis for operations.
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2.2.8 CASHFLOW FORECASTING TIME HORIZONS
Cash planning as a technigue to plan for and control the use of cash relies
heavily on making a forecast of the firm’s cash pasitions based on its future
receipts and disbursements. To ensure proper planning there should be long
term, medium term and short term forecasts.
The long term forecast is usually prepared for periods of time longer than one
year and based on long term forecasts. Typically developed to look ahead for
up to five years, the long term forecast can be broken down by year, or two
year components detailed by guarters. The five year time span is generally
the maximum realistic forecast period due to the greater tevel of uncertainties
invalved. The long term forecast helps a company prepare for growth
because it predicts long term financing requirements in the light of business
goals. This forecast considers the state of the economy, money supply and
such factors as expected consumer habits. it aliows for long term policy
formulation; as well as a protracted sense of financial health given simulated
courses of action and fund flows.
The major uses of the long term cash forecast are:
1) It indicates a company’s future financial needs, especially for its

working capital requirements.

) It helps to evaluate proposed capital projects. It pinpoints the cash

required to finance these projects as well as the cash to be generated
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by the company to support them.
iii) It helps to improve corporate planning. Long term cash forecasts
compel each division to plan for the future and to formulate projects

carefully.

The medium term forecast is basically a control tool and keeps a company
grounded in the financial reaiities of business enterprise. A market power play
that promises a sensational profit picture can be quickly sobered up with the
financial prospective that the medium term forecast provides. Potential
cashflow arises can be diagnosed and dealt with. This look ahead can also
give the Treasury Manager room to strategically plan short term borrowing; he
can shop for the best rates among his lending banks when he knows what he

needs, when and how he can pay for it.

The short term forecast typically involves time periods of less than one month.
It is comparatively easy to make short term forecasts. The important uses of
carefully developed short term forecasts are:

)} It helps to determine operating cash requirements

i) It helps to anticipate short term financing.

iii) it helps to manage money market investments.

iv)  Planning reductions of short and long term debt.

-
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V) Scheduling payments in connection with capital expenditure
programmes

vi)  Planning forward purchases of inventories

vii)  Checking accuracy of long range cash forecasts.

viii) Taking advantage of cash discount offered by suppliers

ix)  Guiding credit policies.

CASH BUDGET

A cash budget involves a forecast of future cash receipts and cash
disbursements of the firm over various intervals of time. It reveals to the
treasury manager the timing and amount of expected cash inflows and
outflows over the period studied. With this information, a firm is better able
to determine its future cash needs, plan for the financing of these needs and

exercise control over the cash and liquidity of the firm.

The cash budget is only as useful as the accuracy of the forecasts that are
used in the preparation. The greater the possible dispersion of actual resuits
from those estimated, the more allowance that must be made for the
unexpected swings in cashflow. A firm whose cashflows are subject to much
uncertainty should provide either a cash cushion, ready borrowing power or

both to tide it over in period of adverse cash developments.
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2.2.10

|

DEVIATIONS FROM EXPECTED CASHFLOWS

Actual cashLows may deviate from the expected cashflows even with the best
estimates.=J To take into account possible deviations from the expected
cashflows, it may be necessary to prepare alternative cash budgets on the
assumption of the “worst possible” eventualities. By planning the “worst
possible” management should be able to prepare contingency measure in
advance 7hereby to appreciate better the key features of the cash budget
which are}necessary 1o prevent the emergencies from arising.

AltemativLIy, a financial model could be constructed with numerous variables

and the 'ensitivity of cashffow forecasts to change in estimates for these

variables could be anatysed.

Finally, g knowledge of the possible outcomes for the cash position will enable
a more accurate estimate to be made of:

the minimum cash balances;

{e botrowing power necessary in order to provide a satisfactory margin
c} safety since unforeseen deficits are difficult to finance at shornt

)
i)

otices and advanced planning is desirable.

u
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2.2.11

DETERMINING THE MINIMUM (OPTIMUM) CASH BALANCE
Determining the optimum level of cash for a firm is not an easy task. A firm
that maintains too little cash runs the risk of cash insolvency while the one that
maintains too much cash is likely to miss opportunities to earn profits. Here

we want to look at the techniques for actual determination of the cash balance.

One simple technique of determining the optimum level of cash balance is
using the following ratio:

Expected Cash Balance
Expected Current Assets

A high ratio, say 20%, would indicate a large volume of cash and a
corresponding high level of liquidity. It would alsc suggest that management
is not bothering to manage its cash and is about to waste its resources. Idle
cash reserves have an opportunity cost which grows to substantial proportions
when the quantity of cash held is large. A large cash to current asset ratio can
be taken as a sign of poor cash management. The circumstances which
require large cash balances are likely to be indicated well in advance and
sound financial management will ensure a suitable supply with recourse to

excessive permanent cash balances.
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Another equally useful way to determine the optimum cash required is to
examine the volume of sales per period in relation to the opening cash
balance of the period. The ratio of sales per period to cash balance measures

the number of times the initial cash balance is tumed over during the particular

month, quarter, half-year or year.

|

Tumover of cash in sales = Sales Per Period
Initial Cash Balance

This rate of turnover of cash in sales is a measure of efficiency in the use of
cash as well as a measure of a company’s liquidity. The higher the rate of
cash turnover, the greater the efficiency of cash usage. A company which can
increase the velocity of cash passing through its operations can expand its
sales volume without adding extra cash. Alternatively, it can decrease the
amount of cash in hand if sales are not growing. In either case, the cost of
maintaining cash relative to sales falls and the lower the cost the greater will
be the profit on those sales. Aithough a low level of liquidity is frequently
viewed with some concemn, low liquidity is a resuit of an efficient use of

resources,

A third measure for the determination of the optimum cash balance is the ratio
of total cash handied to the opening balance. Total cash handied is the total

sources and uses of funds.



Under conditions of certainty, one simple model for determining the optimal
cash balance to hold is the Economic Order Quantity (EOQ) used in inventory
management. In the model, the carrying cost of holding cash, the interest
foregone on marketable securities, is balanced against the fixed cost of
transferring marketable securities to cash, or vice versa.

The diagram below illustrates the use of inventory model in cash

management. C = The optimal level of cash.
C\ A /\
0 Ti

ime

In the diagram above, it is assumed that the firm has a steady demand for
cash over some period of time, say one month. The firm obtains cash during
the period by selling marketable securities. Suppose it starts out with C naira
in cash, and when this amount is expended, it replenishes it by selling C naira
of marketable securities. Thus, the transfer of funds from securities to cash
occurs whenever cash touches zero. The purpose is to determine the amount

of cash which minimise total cost - the sum of fixed costs associated with
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2.3

transfers and the opportunity cost of earnings foregone by holding cash
balances. The larger the cash held, the smaller the average investment in
security and eamings from them - opportunity of interest foregone. However,
large cash balance results in fewer transfer, and the lower the transfer costs.
ACCOUNTS RECEIVABLE AND INVENTORY MANAGEMENT

Accounts receivable and inventory make up a large portion of the firm's
assets; they actually compose on average 26.5% and 4.88% respectively, of
a typical firm’s assets. In fact, in several industries, like the textile industry,
accounts receivable and inventory make up a larger percentage of the firm's

assefs,

Thus because of their sheer magnitude any changes in their levels affect
profitability. For instance, an increase in account receivable - additional
extension of trade credit, not only results in higher sales, it also requires
additi.onal financing to support the increased investment. The costs of credit
investigation and collection efforts are increased as well as chance of had
debts. A larger investment in inventory leads to more efficient production and
speedier delivery hence increased sales. However, additional financing is

required to support the increase in inventory and the handling and carry costs.

In studying the management of these current assets, we begin by examining
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2.3.1

account receivable management, focusing on its importance, what determines
investment in it, and what the decision variables are and how we determine
them. The next thing is to take up the inventory management, examine its
importance, and talk on order quantity and order point problems which

combine to determine the level of investment in inventory.

ACCOUNTS RECEIVABLE MANAGEMENT

Credit management is assuming a very significant role in the operation and
management of business enterprises today. All firms by their very nature, sell
either goods or services. Although some of these sales will be for cash, a
large portion will involve credit. Increasingly, business is transacted on credit
basis. Virtually, all balance sheets include accounts receivable among the
current assets and accounts payable among the current liabilities. Both
account receivable and accounts payable reflect credit transactions by the

firm.

Many firms would prefer to do business on cash and carry basis, but
competition in the business environment has led many firms (especially during
period of normal economic condition) to do part or all of their business on a
credit basis. Credit is the ability of a consumer or organisation to obtain
goods, services, real assets and even cash in exchange for a promise to pay
later. Credit is thus a medium of exchange although of limited acceptance to

the seller since not all promises to pay later are of equal quantity.
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The purpose of having accounts receivable is to increase sales and hence
increase profits; if a firm could have the same volume of sales without having
receivables, there would be no point in selling on account. Since there Is an
inter-relationship between sales policy and the extension of credit, the
establishment of the level of receivables is a top management decision. The
importance of efficient managing of receivable cannot be over-emphasised.
This is because cashflows from sales cannot be invested until the account is
collected and control of receivables {akes an added advantage, efficient

collection determines both prefitability and liquidity of the firm.

SIZE OF INVESTMENT IN ACCOUNTS RECEIVABLE

The size of the investment in accounts receivable is determined by several

factors:

1) the percentage of credit sales to total sales affects the level of accounts
receivable held. Although this factor certainly plays a major role in
determining a firms' investment in account receivable, it is generally not
within the control of the financial manager.

i) the nature of business and type of product involved e.g. durability and
cost tend to determine the blend between credit sales and cash sales.

i} the level of sales is also a factor in determining the size of the
investment in accounts receivable. Very simply, the more sales, the

greater account receivable. As the firm experiences seasonal and
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vi)

permanent growth in sales, the leve! of investment in accounts
receivable will naturally increase. Ailthough the level of sales affects
the size of the investment in accounts receivable, it is not a decision
variable for the financial manager.

The size of the firm giving the credit and its financia!l resources.
Competition in some industries is keener than in some others and in
Nigeria today, it is hard to find a firm that is monopotistic in nature. So

the practice of competitors in this area will determine the level of credit

sales being offered by a firm.

- The average period between sales and collections. The average

collection period is partially dependent upon economic conditions -
during a recession or a period of extremely tight money control (like we
are currently experiencing in Nigeria), customers may be forced to
delay payment - but it is also dependent upon a set of controliable
factors or credit policy variables. Included in this factor specificaily are
the terms of sales, the quality of customer and collection efforts. The
terms of sales specify both the time and period during which the

customer must pay and the terms, such as penaities for late payments

~or discount for early payments.

The type of customer or credit policy also affects the level of investment in
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account receivable. For instance, the acceptance of poorer credit risks and
their subsequent delinquent payments may lead to an increase in accounts
receivable. The strength and timing of the collection efforts can affect the
period for which past due accounts remain delinquent, which in tumn affects the
level of accounts receivable. Collection and credit policy decisions may
further affect the level of investment in accounts receivable causing changes

in sales level and in the ratio of credit sales to total sales.

As we examine the credit decision , we must try to remember that our goal is
not to minimize losses but to maximize profits. Although we will spend a good
deal of time trying to sort out these customers with the highest probability of
default, this analysis is only an input into a decision based on shareholders’
wealth maximization. Essentially, a firm with a high profit margin can tolerate

a more liberal credit policy than a firm with a low profit margin.

THE THREE FOLDS IN CREDIT MANAGEMENT

In managing credit, the firm should bear the following in mind:
1) Credit should be extended by the firm in so far as it enhances sales and
the profitability from those sales.

i) Credit ought to be managed in such a way that the firm’s investment in
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accounts receivable is protected, and is consistent with other
investments which are made.

iil)  The credit and collection activities of the firm must be co-ordinated with
the total cashflow of the firm in order to ensure a continuity in

operations.

The Major credit policy variables are:

1) Credit standards, or the maximum riskiness of acceptable credit
accounts.

i) Credit period or the length of time for which credit is granted

iil)  Discounts given for each payment and

iv)  The firm’s collection policy.

Specially, a credit policy identifies the authority to make credit decisions, the

exact terms of credit sales to all types of consumer and commercial
customers, and guidelines for selecting credit customers. Therefore, the
management of accounts receivable or customer trade credit is usually
thought of as being split of two functions:

a) Credit analysis, and

b) Collection procedures

Credit analysis involves a thorough initial study of the debtor and, ideally,

periodic re-evaluations of his status.

We can now look at the major credit policy variables in details.
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2.3.4 CREDIT STANDARDS

A firm will never have bad debts if it extends credit sales to anly the strongest
of customers and it will not incur much in way of expenses for a credit
department. On the other hand, it will probably be losing sales, and the profit
foregone on these lost sales could be far targer than the costs it has avoided.
Consequently, the determination of the optimal credit standard involves
equating the marginal costs of credit to marginal profits on the increased
sales.

Marginal costs here are those costs associated with the quality of the marginal

accounts, or credit quality costs such as the followings:

)] default, or bad debt losses,

)] higher investigation and collection costs, and

iii) if less credit worthy customers delay payment fonger than stronger

customers higher costs of capital tied up in receivables.

The best way to define credit quality is in terms of probability of default.
These probability estimates are, for the most pant, subjective estimates, but
credit rating is a well established practice, and a good credit manager can
make reasonably accurate judgements of the probability of default by different
classes of customers. As the probability of default increases, it becomes
more important to identify which of the possible new customers would be a

poor risk.
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2.3.5

Default costs also vary directly with the quality of the customer. As the
customer credit rating declines, the chance that the account will not be paid
on time increases. In the extreme case, payment never occurs. Thus, taking
on less credit worthy customer results in increases in default costs. Collection
costs also increase as the quality of the customer declines. More delinquent
accounts force the firm to spend more time and money collecting them. On
the whole, the decline in customer quality results in increased costs of credit

investigation, collection and default.

THE FIVE CS OF CREDIT

In order to evaluate the credit risk, credit managers consider the five Cs of

credit:

a) Character. This refers to the possibility that a customer will try to
honour his obligations. This factor is of considerable
importance, because every credit transaction implies a
promise to pay. Experienced credit men frequently insist
that the moral factor is the most important.

b) Capacity: This is a subjective judgement of the ability of the
customer to pay up. This is gauged by his past record,
supplemented by physical observation of the customer's

plant or store and business methods.
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C) Capital: It is measured by the general financial position of the firm
as indicated by a financial ratio analysis, with special

emphasis on the tangible net worth of the enterprise.

d) Collateral: This is represented by assets that the customer may offer

as a pledge for security of the credit extended to him.

e) Conditions: These refer to the impact of general economic
trends on the firm or to special developments in
certain areas of the economy that may affect the

customer’s ability to meet his obligations.

It should be clearly understood that the five “Cs” of credit represent the factors
by which the credit risk is judged. Information on these terms is obtained from
the firm's previous experience with the customer, supplemented by a well-

developed system of information gathering groups.

There are two major external sources where information about customers

could be sought. They are:
)] The Work Credit Association: By periodic meetings of local merchants

and by correspondence, information on experience with creditors is

exchanged.



i) The Work Credit Reporting Agencies: This is an area that is yet to be
developed in Nigeria. Agencies in this type of business provide factual
data that can be used by the credit manager in his credit analysis. An
individual firm can translate its credit information into risk classes,
grouped according to the probability of loss associated with sales to a

customer.

2.3.86 TERMS OF CREDIT
A starting point in ¢credit policy is to decide on the appropriate credit terms to
offer potential customers. The terms may weli differ from product to product
and market o market. One determining factor in setting terms for commercial
credit is the length of time necessary for the customer's payment to be

converted info cash.

The terms of credit identify the possible discount for early payment, the
discount period and the total credit period. The terms are generally stated in
the form a/b net ¢, indicating that the customer can deduct a percent if the
account is paid within b days, otherwise, the account must be paid within ¢
days. Thus, for example, trade credit terms of 2/10, net 30 indicates that a 2
percent discount can be taken if the account is paid within 10 days, otherwise

it must be paid within 30 days. [f a customer fails to pay within the discount
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period, he foregoes the discount but have use of the money for 30 days.
However failure to take the discount represents a cost to the customer.
Although the terms of credit vary radically from industry to industry, they tend

to remain relatively uniform within any particular industry.

A company before granting credit should be able to determine the type of
customer that should gualify for trade credit using the information available to
it. Several costs are always associated with extending credit to less credit
worthy customers (high risk firms or individuals). First, as the probability of
default increases, it becomes more important to-identify which of the passible
new customers would be a poor risk. When more time is spent investigating
the iess credit worthy customer, the costs of credit investigation assume a
new dimension. Defauit costs also vary directly with the quality of customer.
As the customer's credit rating declines, the chance that the account will not
be paid on time increases. In the extreme case, payment never occurs. Thus
taking on less credit worthy customers results in increases in default costs.

It is tempting to look at the credit decision as a single 'Yes’ or ‘No’ decision
based on some simple formula. However, simply to look at the immediate
future in making a credit decision would be a mistake. If extending a customer
credit means that the customer may become regular customer in the future,
it may be appropriate to take a risk that otherwise would not be prudent. in
effect, our goal is to ensure that all cashflows affected by the decision at hand

are considered not simply the most immediate cashflows.

-
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23.7

23.8

CREDIT PERIOD

This refers to the period between receipts of goods by a customer and the
time payment is made for the goods. Lengthening the credit period stimulates
sales, but there is a cost 1o tying up funds in receivables. Determining the
optimal credit period involves locating that period when marginal profits on
increased sales are exactly offset by the cost of carrying the higher amount
of accounts receivable. If the incremental profit (sales minus all direct
production, selling and credit costs associated with the additional sales)
exceeds the cost of financing, the additional accounts receivables in this
decision is acceptable which shows that the change in credit policy is
profitable. But if the reverse is the case then the decision is not worthwhile.
CASH DISCOUNTS

The essence of granting cash discount is to speed up early payments of
accounts receivables. If a firm changes its terms from “net 30" to “2/10 net
30", it may well attract customers who want o take discounts, thereby
increasing gross sales. Also, the average collection period will be shortened,
as some old customers will pay more promptly to take advantage of the
discount. Offsetting these benefits is the cost of the discount taken. The
optimal discount is established at the point where costs and benefits are

exactly offsetting.
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2.3.9 CREDIT COLLECTION POLICY
The key to maintaining contro!l over collection of accounts receivable is the
fact that the probability of default increases with the age of the account. Thus,
control of accounts receivable focuses on the control and elimination of past
due receivables. One common way of evaluating the current situation is ratio
analysis. The financial manager can determine whether or not accounts
receivables are under control by examining the average collection period, the
ratio of receivables to assets, the ratio of credit sales to receivables (called
the accounts receivable turnover ratio), and the amount of bad debts relative
to sales over time. Steps can also be taken to prepare the aging of accounts
receivables to provide a breakdown in both Naira and in percentages of the

proportion of receivables that are past due.

Collecting accounts receivables begin with timely mailing of invoices. It
includes the systematic monitoring and record keeping for the many
customers who pay promptly. There are additional steps that may be taken
for those customers who do not pay promptly. There are several procedures
available to a credit manager, who must judiciously decide when, where and
to what extent pressure should be applied to delinquent accounts.
Management collection activity should be based on a careful comparison of

likely benefits and costs.
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b)

One inexpensive procedure is to do nothing but hope that the customer
will eventually pay. However, the added credit cost of delayed
payments is the time value of the firm's investment in the product or
materials sold to the delinquent buyer. There may also be a reluctance
to wait because of a belief that the chances of collecting an over due

account may actually decrease with time.

Another relatively inexpensive procedure is to periodically send
duplicate copies of the original invoices to the buyer to serve as a

reminder that the bill is yet to be paid.

Collection letters probably are the most frequently used procedure
because of their time, cost and the flexibility with which the credit

manager can deliver the message to the delinquent customer.

If the above procedures are not successful, then the manager may resort to

stronger but more expensive procedures, such as:

d)

Personal telephone calls can serve to get the attention of a slow payer.
Telephone calls can consist of a routine reminder, or serve to initiate a

constructive counselling of the customer by the supplier firm.

Another procedure is to inform the customer that unless payment is
received by a certain date, a draft will be forwarded to the customer's
bank. This approach serves to enlist a third party (i.e. the banker) in

the collection process.

56



9)

h)

1)

The use of collection agencies is another procedure which can be
effective, but at some cost (as much as 20% to 50% on all accounts) to
the seller - both in terms of the delinquent payment and any future

business with the same credit customer.

Withholding supplies until the account is brought up to date. The
disadvantage in this is that the customer may go to other sources of

supplies even though he has not settled the outstanding accounts.

If the difficulties are due to real cash problems of the customer, it may
be sensible to negotiate extended payment terms rather than see the

customer fail and almost certainly receiving nothing. Small weekly

payments are one possibility - perhaps on standing order.

Usually, the last resort but also expensive is a formal legal action
through solicitors. Apart from the solicitors fees, it can cause an

incalculable business damage.

Again, a direct trade off exists between collection expenses and lost goodwill

on one hand, and non-collection of accounts on the other hand, and this trade

off is always part of making the decision.
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2.3.10

FORMULATING A POLICY FOR CREDIT CONTROL

Several factors should be considered by management when a Ipo!icy for credit

control is formulated. These include:

a)

b)

The administrative costs of accounts receivable collection.

The procedure for controlling credit to individual customers and also
credit collection.

The amount of extra capital required to finance an extension of total
credit. There might be an increase in accounts receivables, inventories
and accounts payables and the net increase in working capital must be

financed.

The cost of the additional finance required for any increase in the
volume of accounts receivables (or the savings from a reduction in
accounts receivables). This cost might be bank overdraft interest, or
the cost of long term funds (e.g. loan stock or equity).

Any savings or additional expenses in operating the credit policy (e.g.

the extra work and extra chasing of slow payers).

The ways in which credit policy can be implemented for example:

)} Credit can be eased by giving customers a longer period in
which to settle their account. The cost of credit would be the
resulting increase in accounts receivables;

i) a discount can be offered for early payment. The cost of the

credit policy would then be the cost of the discounts.
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g)  The effect of easing credit might be to:
1) encourage a higher proportion of bad debts.

ii) increase sales volume. Provided that the extra gross
contribution from the increase in sales exceeds the increase in
fixed cost expenses, bad debts, discounts and the finance cost
of an increase in working capital,”a policy to relax credit terms

would be profitable.

2.3.11 CREDIT POLICY CHANGES:
The Use of Marginal or Incremental Analysis

Changes in credit policy involve direct trade offs between costs and benefits.
When credit policies are eased, sales and profits from customers increase.
Conversely, easing credit policies can also involve an increase in bad debts,
additional funds tied up in accounts receivables and inventory, and additional
costs from customers taking cash discounts. Since most firms do not really
have a choice of selling on credit or only for cash, the more important decision
for credit managers and their staff is when to change the credit policy of the

firm over time.

The policy could be changed when the increased sales generate enough in
the way of new profit to more than offset the increased costs associated with
the change. Determining whether this is so is the job of marginal or
incremental analysis. [n general, there are three categories of changes in

both policies that a firm can consider:
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N a change in the risk class of the customer:

i) a change in the collection process, or

ill)  achange in the discount term.

A return on investment framework is appropriate for comparing alternatives.
The reason is that a return on investment framework properly focuses on the
investment which a firm makes in accounts receivable. It also allows the

credit manager to systematically consider potential sales and profits

alternative credit terms including cash discounts, and bad debt expenses.

2312 HOW TO CONSERVE CREDIT SALES AGAINST LOSS
Before the sales is made the following precautions can be taken:
a) Using the line of credit: This is an informal advance commitment by a
creditor to extend credit up to a specified/designated maximum amount.
The line of credit is good for a specified period of time, such as six

months or one year,

b) Obtain reports on the financial strength and integrity of buyers through

credit investigation agencies.

C) Use commercial credit insurance, an arrangement between an
insurance company and a business firm under which the firm is
guaranteed indemnification against abnorma! credit losses arising from

a failure of business customers to pay.
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2.4

d}  Aseller may diminish the risk to himself by having the purchaser pledge
as collateral the property so purchased, or the seller may retain title to

these goods untit the buyer has paid for them.

e) Take special steps to protect accounts receivables against loss - take
specific precautions to keep credit sales records in a place that is fire

resistant and beyond the reach of malicious mischief makers.

it is important to understand that the goal of accounts receivable management
is t0 set credit ferms, grant credit to customers, monitor payment pattern and
apply necessary collection procedures so as to increase organisational

profitability.

IMPROVING LIQUIDITY THROUGH CREDIT CONTROL

Credit contrel is more than credit collection hence the credit controller should
participate in the management of an organisation. Too often the credit control
15 left with a busy accountant with one or two clerical staff maintaining the

ledger and making routine phone calls.

The Cost of Credits

In Nigeria today, the bank lending rate stands at 21% per annum. The cost
of giving credit for a credit sale of N8,000,000 for 2 months for instance, will
be:-
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2.4.1

0.21 x 2 x 8,000,000
12 = N280,000

Payments to terms, within one month, therefore, costs 1.75% and each
additional month’s credit taken adds 1.75% to the vendor’s costs. The only
cost that can be truly recognised and passed on is in the granting of discount

for immediate payment and the charging of interest for delayed payment.

THE EFFECT OF CREDIT ON LIQUIDITY

Liquidity can be defined as the ease and speed by which a company ‘s assets
can be turned into cash sufficient to meet its current liabilities. Raw materials
have to be turned into finished goods to be able to generate sales for ultimate
generation of cash and it is unprofitable to hold large cash balances.
Accounts receivables are the prime factors in determining a firm’s liquidity.
An asset becomes valueless if it is not put to use to produce profit. In the
case of accounts receivable, the frequency of its turn over determines its

contribution to profit.

The rate of a firm’s cashflow determines its ability to meet its financial
commitments. Wages and salaries, rent, water and electricity bills, factory
expenses, raw materials and components, hire purchase payments have to
be paid out of revenue. A cashflow problem will.arise if revenue is not arriving
fast enough because accounts receivables are too high. In time of inflation,
the problem is made worse especially as some suppliers will resort to

frequent price increases and insist on prompt payment.
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One of the principal objectives of credit management is to achieve the highest
possible accounts receivable figures for the shortest passible time. This
means that the lower the credit period given, the higher the number of times

of the accounts receivables turnover.

MEASUREMENT OF ACCOUNTS RECEIVABLES

It is necessary for a company to be able to determine the level of accounts

receivables it wishes to maintain. This is in relation to the level of sales the

company is able to achieve. Different methods are used to measure accounts
receivables depending either on the average day’'s sales principle or on the
working back principle or a combinaticn of the two. Whatever method is
adopted, the following features are essential:

- Valid month-to-month comparisons must be possible

- Fluctuations in sales volume must not distort the trend.

a) Accounts Receivables: It is easy to produce a budget for accounts
receivables based on the yearly sales forecast using the accounts
receivables tumover rate. This wil require only simple amendments to
reflect sales forecast and the final sales invoiced.

b)  Another useful measurement by which credit performance can be
judged is a periodic (usually monthly) age analysis of accounts

receivable balances. The intention of this analysis is two fold. First, it
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will reveal how much money is tied up on overdue accounts. This

analysis could be as shown below:

Period Value %
Current Ixx 40
1st overdue month XX 26
2nd overdue month XX 10
3rd overdue month XX 4
4th overdue month XX 4
5th overdue month XX 4
6th overdue month XX A2
[xx 100

The second purpose of the age analysis is to identify those customers with
particularly old or large balances who should be requiring priority attention

from the credit department.

THE QUALITY OF ACCOUNTS RECEIVABLES

A firm’s liquidity is largely determined by the quality of its accounts
receivables. Quality here has two aspects - risk and age. Some industries
have a history of high-risk receivables while others rarely incur bad debts.
Every firm should decide what level of risk it is prepared to accept if it is to
remain both competitive and profitable in its industry. All receivables should
be capable of conversion into cash in a short time as possible. This requires
tight control on overdue accounts since the older a debt becomes, the less

certain are the prospects of collecting it.
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2.4.4 THE EFFECT OF CREDIT ON PROFIT

2.5

Extended credit is frequently used to promote sales especially in time of
competition. But credit has to be used rightly. The real cost of credit should
be recognised and included in the caiculations of profit. The expected
additional profit generated by increased sales must be seen to out weigh the
additional cost of financing longer credit. The higher the financing costs, the
greater the effect on profit and the more coubtful the value of boosting sales
by long credit. A company which has to borrow money to finance an increase
in accounts receivable level can easily s2e its profits wiped out by interest

charges.

This danger is present even without grantng long credit. In times of dire or
scarce money, it is normal to find companies looking for the cheapest form of
finance - extended credit which is not agreed but first taken. Small firms tend
to suffer particularly from this at the hands of their large customers.
Principally because small firms are generally unwilling or unable (through lack
of management attention) to press their custdmers to the same extent that
large companies can,

INVENTORY MANAGEMENT
Inventory management involves the control of the assets that are produced to

be sold in the normal course of the firm's operations. inventory refers to the
aggregate of those items of tangibie personal property which can be

categorised into:



Raw Materials Inventory: This consists of basic materials purchased
from other firms to be used in the firm'’s operations. They are items to
be currently consumed in the procuction of goods and services to be
available for sale. Items identified as raw materials vary from industry
to industry because one firm's finished product is another firm's raw
material. [n a textile company, items such as lint, chemicals and dye

stuff, sizing materials, fuel and oil, consumables etc could be classified

as raw materials.

All manufacturing firms by determination maintain a raw materials
inventory. Its purpose is to uncoupie the production function from the
purchasing function - that is, to make these two functions independent
of each other, so that delays in delivery of raw materials do not cause
production delays. In the event of a delay in delivery, the firm can
satisfy, its need for raw materials by liquidating its inventory.

Work In Process Inventory

This type of inventory consists of partiaily finished goods requiring
additional work before they become finished goods. They are in the
process of production for sale. Worx in process could be in different
degrees of completion and process costing will be useful in valuing this
inventory. It will not be out of place to say that it is mid-way between

raw materials and finished goods. Wok in process inventory helps the
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