Answer 25 – Working capital, Cash forecasts
 (a)  Analysis of Working Capital
The expansion of operations has resulted in more than a 50% increase in Sales; however, this has been at the expense of Gross Profit margin which has reduced from 27.5% to 21.9%.  This is a significant decrease in the period; however, it is likely that this is because of a strategic decision to sell a lower margin product as costs would not be expected to increase that dramatically in a 6-month period.  Alternatively, it could be the result of a strategic decision to sell the new product at a discount to boost the volume of sales. 
There has been a significant increase in Stock, increasing from 58 days to 92 days.  This is not surprising in a period of expansion and it is most likely needed to meet the increased demand.  More concerning is the position on Creditors and Debtors, as it appears that Alpha is overtrading with an increase in Debtor days from 72 to 101 days in the last six months.  It could be because of more favourable credit terms being offered to new customers, however since Debtor days have increased beyond Creditor days the result will be increased pressure on the company’s liquidity.  It could be the case that the credit control department has struggled to cope with the increased level of activity and could be addressed simply by dedicating additional resources to credit control. 
The current ratio has fallen from 2.4 to 2.0.  However, the quick ratio is more of a concern as it has decreased from 1.6 to 1.2 and this together with the entity having moved from a positive cash position to having short term borrowings, makes it clear that the expansion has caused problems with the management of working capital.  The company should ensure that an overdraft facility is in place until procedures can be imposed to improve the management of working capital.
(b)  Cash flow forecast
(All amounts are x £1,000)
Jan		Feb		March
			2017		2017		2017
Receipts from:
From Debtors		1,585		1,715 		1,896
Asset sales				50		
–––––––	–––––––	–––––––
Total			1,585		1,765		1,896

Payments to:
To Creditors		910		1,055		1,190
Operating expenses	293 		263 		241
Other expenses 	336		345		359
Asset purchases					400
Dividend						46
Taxation						25
–––––––	–––––––	–––––––
Total			1,539		1,663		2,261

Receipts - payments	46		102		-365
Op. bank balance	-51		-5		97
Cl. bank balance	-5		97		-268
The forecast overdraft at 31 January should be negotiated with the bank in advance to secure favourable terms, as it appears that the bank account will be back in a positive at the end of February.
The cash situation is forecast to be in a significant deficit of £268k at the end of March.  This comes about because the asset purchase, the dividend and the taxation payment are both scheduled to take place during that month. 
The company should act immediately to improve the forecast cash position in March by:
· negotiation with suppliers to secure ongoing longer terms of payment;
· collecting monies from customers quicker and negotiating shorter terms (they may agree to this to continue receiving supplies, if they believe Alpha could not survive without such an agreement);
· review all costs to see if efficiencies can be made;
· reduce dividend payments which are under the control of the directors;
· negotiating with HMRC to delay the tax instalment;
· Negotiate with the supplier of the asset purchase to delay some of the payment.
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