Week two session two tutorial question answer
(a) The benefits of the proposed policy change are as follows.
Current position/policy:
Trade terms are 40 days, but average receivables are taking 
Average receivable period = AverageReceivables           x 365
				 Credit Sales
0·550/4 x 365 = 50 days
Note. For above line Average Receivable days =  365 * Average accounts receivable (0.550)/ turnover (4m)
Current Average level of receivables = $550,000
New Policy:
Proposed average receivable days using new policy 26 days
Proposed level of average receivables = (26/365) x 4,000,000 = $284,931
										$ p.a.
Cost new policy: 
Cost of 1% discount = 0·01 × 4m × 2/3 = 					($26,667 p.a.)
Benefits of new policy:
Old receivables: $550,000
New receivables: $284,931
Fall receivables: $265,069
Interest savings:
Reduction in financing cost = 265,069 × 0·09 = 				$23,856
[bookmark: _GoBack]Note. Debtors appear to be financed by the overdraft at an 
annual rate of 9%
Other savings:
Reduction of 0·6% in irrecoverable debts = $4m × 0·006 = 			$24,000
Note above line. The 0.6 above comes from 3% irrecoverable debt 
becoming 2.4% due to discount 3 -2.4 = 0.6
Salary saving from early retirement = 					$12,000
Net benefit of offering discount						$33,189
A discount for early payment of 1 per cent will therefore lead to an increase in profitability for Ruby plc.
 (b) Short-term sources of debt finance include overdrafts and short-term loans. An overdraft offers flexibility but since it is technically repayable on demand, it is a relatively risky source of finance and a company could experience liquidity problems if an overdraft were called in, until an alternative source of finance were found. The danger with a short-term loan as a source of finance is that it may be renewed on less favourable terms if economic circumstances have deteriorated at its maturity, leaving the company vulnerable to short-term interest rate changes.
Short-term finance will be cheaper than long-term finance, although this is based on the assumption of a normal shape to the yield curve. Economic circumstances could invert the yield curve, for example if short-term interest rates have been increased in order to curb economic growth or to dampen inflationary pressures.
Long-term sources of debt finance include loan inventory, debentures and long-term loans. These are relatively secure forms of finance: for example, if a company meets its contractual obligations on debentures in terms of interest payments and loan covenants it will not have to repay the finance until maturity. The risk for the company is therefore lower if it finances working capital from a long-term source.
However, long-term finance is more expensive than short-term finance. The shape of the normal yield curve, for example, indicates that providers of debt finance will expect compensation for deferred consumption and default risk, as well as protection against expected inflation. The choice between short-term and long-term debt for the financing of working capital is hence a choice between cheaper but riskier short-term finance and more expensive but less risky long-term debt.
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