Week one session two tutorial question answer

Crystal ltd. 

(a) Overtrading occurs in a business where the capital base is inappropriate to the level of operational activity. Where a business expands rapidly, as in the case of Crystal Ltd, there is a need to increase the level of working capital and non-current assets in line with the increase in sales. This means, in turn, that the business must be adequately funded by appropriate long-term and short-term sources of finance. Failure to do this can result in difficulties in supplying customers (as inventory levels will be insufficient to meet demand) and liquidity problems.

Liquidity problems may take various forms such as exceeding overdraft limits, failing to pay interest on borrowings or to make capital repayments on due dates, slow payment of trade payables etc. Management of the business during a period of overtrading is often reduced to simply reacting to particular crises as they occur e.g. dealing with an irate creditor demanding payment, finding money to pay wages and salaries etc. This can be extremely
time consuming and can detract managers from more profitable use of their time. At the extreme, overtrading can result in the business having to cease trading because it does not have the cash available to meet obligations as they arise.

(b) Overtrading is a symptom of weak financial management of the business. It can arise in a relatively young business, such as Crystal Ltd, from a failure to foresee the growth potential of the business and, as a result, failing to invest sufficient start-up capital in order to deal with the level of demand for the products. Under capitalisation may also occur because the owners simply do not have sufficient resources to invest in the business and are unable to
convince others to invest in the business. Errors and miscalculations may also result in overtrading such as the failure to forecast levels of profits and cash flows to materialise thereby placing a strain on working capital and fixed asset requirements, failure to control costs leading to a drain on liquidity and investment in non-current assets without sufficient finance being in place.

In order to deal with the problem of overtrading it is necessary for a business to ensure that the permanent capital base matches the level of activity. This may mean an increase in the equity and/or the borrowings of the business. However, where the business is unable to find new finance it will be necessary to reduce the level of activity in line with the available capital of the business. This is likely to mean turning away profitable opportunities in order to ensure there is a long-term future for the business. It is also important to ensure that the capital available is used as effectively and efficiently as possible. This means monitoring fixed asset utilisation and tight control over working capital requirements.







(c)
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This ratio compares the liquid assets of the business with the maturing obligations. In this particular case, it shows that the company has insufficient liquid assets to meet short-term obligations. The company is, therefore, in a weak liquidity position.
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This ratio compares the current assets with the maturing obligations. It is a further measure of liquidity. The ratio reveals that the current assets do not cover the maturing obligations of the company. Although this is a less stringent test of liquidity than the acid-test ratio, the ratio helps confirm the liquidity problems of the company.



Payable days 				= Average Payables x 365
					    Credit Purchases

					= 88,000   x 365
					  426,000

					= 75.4 days
		
This ratio reveals that the company is taking 75 days, on average, to pay trade payables. His seems rather a long period and may indicate liquidity problems.



[bookmark: _GoBack]Average receivable period		= Average Receivables  x 365
					      Credit Sales
					
					= 59,000  x 365
					   660,000

					= 32.6 days
This ratio reveals that receivables are taking an average of 32.6 days to pay amounts owing. Where a companyis overtrading, it may decide to reduce the receivables payment period to a minimum in order to improve its cash flows.
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