Example: Overtrading
Great Ambition Co appoints a new managing director who has great plans to expand the company. He wants to increase turnover by 100% within two years, and to do this he employs extra sales staff. He recognises that customers do not want to have to wait for deliveries, and so he decides that the company must build up its inventory levels. There is a substantial increase in the company's inventories. These are held in additional warehouse space which is now rented. The company also buys new cars for its extra sales representatives.

The managing director's policies are immediately successful in boosting sales, which double in just over one year. Inventory levels are now much higher, but the company takes longer credit from its suppliers, even though some suppliers have expressed their annoyance at the length of time they must wait for payment. Credit terms for accounts receivable are unchanged, and so the volume of accounts receivable, like the volume of sales, rises by 100%.

In spite of taking longer credit, the company still needs to increase its overdraft facilities with the bank, which are raised from a limit of $40,000 to one of $80,000. The company is profitable, and retains some profits in the business, but profit margins have fallen. Gross profit margins are lower because some prices have been reduced to obtain extra sales. Net profit margins are lower because overhead costs are higher. These include sales representatives' wages, car expenses and depreciation on cars, warehouse rent and additional losses from having to write off out-of-date and slow-moving inventory items.

The statement of financial position of the company might change over time from (A) to (B).
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In situation (B), the company has reached its overdraft limit and has four times as many accounts payable as in situation (A) but with only twice the sales turnover. Inventory levels are much higher, and inventory turnover is lower.

The company is overtrading. If it had to pay its next trade account, or salaries and wages, before it received any income, it could not do so without the bank allowing it to exceed its overdraft limit. The company is profitable, although profit margins have fallen, and it ought to expect a prosperous future. But if it does not sort out its cash flow and liquidity, it will not survive to enjoy future profits.

Suitable solutions to the problem would be measures to reduce the degree of overtrading.
(a) New capital from the shareholders could be injected.
(b) Better control could be applied to inventories and accounts receivable. The company could abandon ambitious plans for increased sales and more fixed asset purchases until the business has had time to consolidate its position, and build up its capital base with retained profits.

A business seeking to increase its turnover too rapidly without an adequate capital base is not the only cause of overtrading. Other causes are as follows.
(a) When a business repays a loan, it often replaces the old loan with a new one (refinancing). However a business might repay a loan without replacing it, with the consequence that it has less long-term capital to finance its current level of operations.
(b) [bookmark: _GoBack]A business might be profitable, but in a period of inflation, its retained profits might be insufficient to pay for replacement non-current assets and inventories, which now cost more because of inflation.
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