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Chapter 10 (7D) - Inventory Management

(‘\
Working Capital Policy | Investment in Current Assets | Estimated Sales EBIT
Conservative 4.50> 1230 —>| 1.23
Moderate - 39D 11.50 —— 1.15
g A
Aggressive C2.60° 10.00 D 1.00

After evaluating the working capital policy, the Financial Controller has advised the adoption of the moderate
— working capital policy. The company is now_sxagining the use of long-term and short-term borrowings for

financing its assets. The company will use®
company is considering the following debt alternatives:

crores of the equity funds. The corporate tax rate is 35%. The

Financing Policy

Short-term Debt

Long-term Debt

Conservative
Moderate
Aggressive

L Interest Rate — Average

0.54 —
1.00 —
1.50 =~
12%

112 —
0.66 —
0.16 —

16%

You are required to calculate the following:
(1) Working Capital Investment for each policy:

(a) Net Working Capital posifion; (b) Rate of Return; (c) Current ratio.
(2) Financing for each policy; )
(a) Net Working Capital; (b) Rate of Return of Shareholders equity; (c) Current ratio.

Question 9 - Study Material
firm has the following data for the year ending 31st March, 2017:

®
Sales (1,00,000 @ ¥ 20) 20,00,000
Earnings before Interest and Taxes 2,00,000
Fixed Assets 5,00,000

The three possible current assets holdings of the firm are ¥ 5,00,000, ¥ 400 000 and ¥ 3,00,000.

It is

assumed that fixed-assetstevetisTonstant and profits do not vary W|th currént assets levels. ANALYSE the
——

effect of the three alternative current assets policies.
- ————— e ——-

Question 10 - Rtp

The Management of Fibroplast Limited is trying to establish a Current Assets policy. Fixed Assets are ¥
6,00,000, and the Company plans to maintain a 50% Debt-to-Assets ratio. It has no operating Current
Llabllltles The Interest Rate is 10% on all Debts. Thé Company is conS|der|ng three alternative Current Asset
Policies — 40%, 50% and 60% of Projected Sales. The Company expects to earn 15% before Interest and Taxes
on Sales of ¥ 30,00,000. The effective tax rate is_ 40%. You are required to calculate the expected Return on
Equity under each alternative.
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Chapter 10 - Inventory Management 7D - Solutions

Chapter 10 - Inventory Management 7D

Solution 1 -
Carrying cost per annum = Cost per unit x Carrying cost % p.a.

=%16x0.15=%2.40

_ 2 X Annual consumption p.a. X Ordering cost per order

EOQ B \/ Carrying Cost per unit

_ 2 % 40,000 X 480 _ .

= 4 /T = 4,000 units
Solution 2 -
A =390 units x 12 = 4,680 units
0=%40

C=35%x%25=%8.75

EOQ - / 2><12><0
= e = 206.85 units

Solution 3 -

()  E0Q= -
Where,
A = Annual consumption
O = Ordering cost per order
C = Stock carrying cost per unit annum

_ [2%72,000 x 500
EOQ = 5% of Rs. 90
= +/1,60,00,000 =4,000Rims.

(i) Re-order Level = Normal Lead Time x Normal Usage
=20 x 240 = 4,800 Rims.

Working Notes:
Normal Usage =

Annual Usage
Normal working days in a year

_ 72,000 _ .
== = 240 Rims.

(iii)  Evaluation of quantity Discount Offer

Particulars EOQ Discount Offer
Size of order 4,000 Rims 18,000 Rims
No. of orders in year 18 4
Average Inventory (Order size/2) 2,000 Rims 9,000 Rims
Cost: 4 3
Ordering Cost @ ¥ 500 per order 9,000 2,000
Inventory carrying cost
At EOQ: (4,000/2) x% 4.5 9,000 -
At Discount offer: (18,000/2) x ¥ 4.455 - 40,095
Purchase Cost
At EOQ: 72,000 x ¥ 90 64,80,000 -
At discount offer;: 72,000 x ¥ 89.10 - 64,15,200
Total Cost 64,98,000 64,57,295

The total cost is less in case of quantity discount offer. Hence, quantity discount offer should be accepted.

Solution 7 -

Annual Consumption = 36,000 (A)
Ordering Cost =¥ 250 per order (0)
Carrying Cost =4.5'100=34.5(C)
Lead Time =25 days
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Chapter 10 - Inventory Management 7D - Solutions

(i) Reorder Level = Lead Time x Daily Consumption
= 25*{36,000/360} = 2,500 units

(ii) Economic Order Quantity (EOQ) = 2,000 units

(i) Evaluation of Profitability of Quantity Discount Offer:

(a) When EOQ is ordered

)
Purchase Cost [(36,000 units “ % 100) 36,00,000
Ordering Cost  [[(36,000 units/2,000 units) ¥ 250] 4,500
Carrying Cost  |(2,000 units " % " ¥ 4.5) 4,500
Total Cost 36,09,000
(b)When Quantity Discount is accepted

®)

Purchase Cost (36,000 units “ ¥ 99%) 35,64,000
Ordering Cost  [[(36,000 units/9,000 units) "3 250] {1,000
Carrying Cost (9,000 units " % “T 99 x 4.5%) 20,048
Total Cost 35,85,048

*Unit Cost =%100

Less: Quantity Discount @ 1% =31 Purchase Cost =3 99

Advise — The total cost of inventory is lower if Quantity Discount is accepted. Hence, the company is advised
to accept the proposal.
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