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CONSUMER FINANCE 
1. A small firm has total sales of Rs.100 lakhs, of which 80% is on credit. It is offering a discount-credit terms of 2/50 Net 120. Of the total, 50% of customers avail of discount and the balance pay in 120 days. The past experience indicates that bad debt losses are around 1% of credit sales. The firm spends about Rs.120000 per annum to administer its credit sales. These are avoidable as a factor is prepared to buy the firm’s receivables. He will charge 2% commission. He will also pay advance against receivables to the firm at an interest rate of 18% after withholding 10% as reserve. Answer the following:
(a) What are the total credit sales? 

(b) What is the average collection period? 

(c)  What are the average receivables? 

(d) What is the factoring commission payable per cycle? 

(e) What is the disbursable amount to the firm by the factor? 

(f) What is the total interest chargeable by the factor? 

(g) What is the cost of factoring?

(h) Should the firm avail factoring services? 

2.  A Limited has total sales of Rs.3.2 Crores and its average collection period is 90 days. The past experience indicates the bad debts losses are 1.5% on sales. The expenditure incurred by the firm in administering its receivable collection efforts are Rs.500000. A factor is prepared to buy the firms receivables by charging 2% commission. The factor will pay advance on receivables to the firm after withholding interest @ 18%p.a. and 10% as reserve. Calculate the cost of factoring to the firm. [Assume number of days in a year as 360].
[CA FINAL MAY 2002]
3.  Under an advance factoring arrangement XYZ Limited has decided to advance a sum of Rs.14 lakhs against the receivables purchased from ABC Limited. The factoring agreement provides for an advance payment of 80% (maintaining “factor reserve” of 20% to provide for disputes and deductions relating to the bills assigned) of the value of factored receivables and for guaranteed payment after three months from the date of purchasing the receivables. The advance carries a rate of interest of 20% per annum compounded quarterly and the factoring commission is 1.5% of the value of factored receivables. Both the interest and commissions are collected up-front out of Rs.14 lakhs payable to ABC Limited. 

(a) Compute the amount of advance payable to ABC Limited. 

(b) Calculate per annum the cost of funds made available to ABC Limited. 

© Calculate the cost of funds made available to ABC Limited assuming the interest is collected in arrear and commission is collected in advance. 

4. Bansali Textiles has annual sales of Rs.200 Crores. About 80 percent of its sales are on credit, and the average collection period is 90 days. The company’s bad debts, as the past trend reveals, are around 0.9 per cent of credit sales. The company’s annual cost of administering credit sales is Rs.75 lacs. It is possible to save Rs.55 lacs, out of the bad debts and sales administering costs, if the company avails of full-factor service factoring company. The company has approached a factoring company on the following terms:

Advance Payment : 80 per cent

Discount rate 
      : 14.00 Per Cent Per Annum

Commission 
      : 1.00 Per Cent Per Annum



For Service
 

(a) What will be the cost of factoring on an annual basis (assume 360-days a year)? 

(b) Bansali Textiles can borrow the advance payment offered by the factoring company from a bank at 14.00 per cent per annum. Should the company avail of the factoring service? Give reasons. 

5.  A company is considering engaging a factor, the following information is available.

     (a) The current average collection period for the company’s debtors is 80 days and 

           ½%  debtors default. The factor has agreed to pay money due after 60 days and 

           will take the responsibility of any loss on account of bad debts. 
     (b)  The annual charge for the factoring is 2% of turnover payable annually in arrears. 

           Administration cost saving is likely to be Rs.100000 per annum. 

     ©  Annual sales all on credit are Rs.1 Crore. Variable cost is 80% of sales price. The 

          company’s cost of borrowing is 15% per annum. Assume the year consisting of 

         365 days. 

         Should the company enter into a factoring agreement? 

        [CA FINAL MAY 2006]

6.  We are provided with the Balance Sheet snapshot of XY Limited.
     Balance Sheet as on March 31, 2006: Rupees In Lakhs.

	Liabilities
	Amount
	Assets
	Amount

	Net Worth
	90
	Fixed Assets
	60

	Long Term Debt
	30
	Inventory
	50

	Current Liabilities
	90
	Receivables
	90

	
	
	Cash
	10

	Total
	210
	Total
	210


  Study the impact on liquidity of XY Limited if:
(a) XY Limited discount their receivables with a bank (who funds the company 80% of it)

(b) XY Limited avails of a factoring service where the factor disburses 80% immediately 

In both cases assume that the company uses these funds to reduce its current liabilities by Rs.40 lakhs. 

7. The annual turnover of R Limited is Rs.60 lakhs of which 80% is on credit. Debtors are allowed one month to clear off the dues. A factor is willing to advance 90% of the bills raised on credit for a fee of 2% a month plus commission of 4% on the total amount of debts. R Limited as a result of this arrangement is likely to save Rs.21600 annually in management costs and avoid bad debts at 1% on the credit sales. 

A scheduled bank has come forward to make an advance equal to 90% of the debts at an interest rate of 18% p.a. However its processing fee will be at 2% on the debts. Would you accept factoring offer or the offer from the bank? 

[CA FINAL MAY 1997]
8.  AB Factors, offers recourse factoring on the following terms:

	
	Facility
	Recourse Factoring 

	I
	Discount charge (payable up-front)
	18% p.a. 

	II
	Reserve
	21% p.a.

	III
	Commission
	2.5% p.a. 


   The Finance Manager of Sleep-Well Mattresses Limited, a dealer in home furnishings 

   has approached AB Factors to factor its receivables. After intrinsic analysis of the sales 

   documents of Sleep-Well Mattresses Limited, AB Factors offered a guaranteed  

   payment period of 45 days. 
   The following information about the credit policy and trends of Sleep-Well Mattresses 

   Limited is available:

   Sleep-Well Mattresses sells on terms 2/10 net 45. On an average 50% of the customers 

   pay on the 10th day and avail the discount. Again, on an average the remaining 

   customers pay 80 days after the invoice date. The bad debts and losses amount to 1% of  

   the sales invoices. The sales personnel are responsible for following up collections and 

   by and large the Sleep-Well Mattresses can increase its annual sales by Rs.25 lakhs if 

   the sales people are relieved from collection jobs. The gross margin on sales is 28% and 

   the estimated sales turnover for the following year without considering the increase in 

   sales is Rs.300 lakhs. By offloading sales ledger administration and credit monitoring, 

   Sleep-Well Mattresses Limited can save overheads to the extent of Rs.1.50 lakhs per  

   Annum. Currently, Sleep-Well Mattresses Limited is financing its investments through 

   a mix of bank finance and long-term funds in the ratio of 3:2. The interest rate on bank 

  finance is 17% and the pre-tax cost of long-term funds is 21%. 

  You are required to:

(a) Perform cost-benefit analysis of recourse factoring and advise Sleep-Well 

      Mattresses Limited whether to accept the factoring proposal or not. 

(b) Find out the maximum rate of factoring commission Sleep-Well Mattresses 

      Limited can pay if it wishes to relieve the cost of bad debts and be indifferent 

      between recourse and non-recourse factoring. 

  9.  AB Limited a textile unit in Ahmedabad has a annual turnover of Rs.4 Crores, all 

      sold at credit. The average collection period is 30 days. The variable cost to sales 

     ratio is 0.6 and bad debts to sales ratio is 0. 01. The company currently incurs Sales 

     Ledger administration cost of Rs.4 lakhs. Its receivables are financed through short  

     term bank finance at 20% p.a. to the extent of 75% and the balance through its own 

     funding whose cost is 22%. 

     AB Limited to increase its sales level is planning to do either of the following:

(a) Modify the existing credit arrangements 

(b) Seek factoring service from XY Factors           
Modification proposed in existing credit arrangement 

Increase The average credit period to 40 days owing to which the sales would increase by Rs.40 lakhs. Sales ledger administration cost would increase by Rs.0.80 lakhs and bad debts to sales ratio would increase to 0.02. Amount by way of discount owing to change in credit terms is Rs.3.52 lakhs. 

Factoring Proposal Of XY Factors    
Reserve of 20%, Balance payable by the factor in 30 days, A bank is willing to fund 50% of the reserve at an interest rte of 19% p.a., Interest charge of 18% p.a., Commission of 2.5%. Under this option sales ledger administration cost would decrease to Rs.2.50 lakhs and sales are expected to increase by Rs.20 lakhs. 

Which of the two options AB Limited need to consider? 

10.  AB Limited is a small garment company with annual sales of Rs.250 lakhs. The company expects that the sales would increase by 10% next year. The current average credit period is 54 days. Currently cash discount amounts to Rs.0.55 lakh. AB Limited funds 70% of its receivables by bank finance at the rate of 18% p.a. The balance is funded by own funds at a cost of 24%. The sales ledger administration charges are Rs.60000. A factor XY Limited has approached AB Limited with the following proposal:

Discount charges 22% p.a., Commission 2.5%, Advanced payment 80% of factored receivable, Agreed payment time – 40 days. AB Limited has decided to go for factoring with the information that sales would increase and the entire sales ledger administration charges can be avoided. The company’s variable cost to sales ratio is 0.7. Assuming 365 days a year, determine the breakeven sales for AB Limited at which the factoring would be equally attractive to bank finance option. 

11.  Mr. Abdul wants to buy a car. The invoice price is Rs.240000. Mr. Abdul can pay Rs. 28375 as down payment. A finance company offers him a hire-purchase deal of repayment in 30 months. 

12.  Definitions Limited have been engaged in the business of importing commodities and selling the items locally to a net work of retail dealers. Current monthly billing is Rs.250000. Average credit period extended to buyers is 2 months. Definitions are considering whether they could put  in place a full factoring arrangement for collection of debts without recourse, on the following terms:

* A service charge computed at 2% of total annual sales. 

* Factor will advance a sum equivalent to 80% of debts outstanding, interest rate of 12% p.a. 

* It is estimated that thee would be savings of at least Rs.34000 in administration costs annually. Currently, the company is able to raise fresh borrowings at 10% p.a. 

13.  Bholanath Amarnath Private Limited is a small-size unlisted company, presently experiencing liquidity problems. The owner directors, keen on overcoming the difficulty by improving collections, etc. are exploring two alternatives. 

* Approximately 70% of annual sales is on credit basis. Normal credit period is 60 days, but many customers exceed this limit, and year-end debtors is a true indicator. A scheme of 1.5% discount for payment in 10 days is proposed to be offered. The company expects that at least half of credit customers would avail of this discount, and bad debt will also fall by 50%. Assume 365 days a year. 

* Employ a debt-factoring company. The factor will extend finance up to 90% of debts arising from credit sales, charge a fee of 2% on total annual credit sales. The factor will also levy finance charges of 11%. With this arrangement management costs are expected to come down by 70000. The companies borrowing rate is 10%. 

Additional financial information include:

	Additional financial information include
	

	Forecast for next year
	Rs. in 000

	Sales
	4850

	Cost of sales
	2862

	Bad Debts
	48

	PAT
	325

	Stock
	455

	Trade Debtors
	846

	Trade Creditors
	550

	Bank Overdraft
	565

	Equity Holders Funds
	1575

	Directors Loans
	450


       Evaluate each of the two alternatives, and assess the net benefit to the Company. 
14.  A credit card company levies an annual fee of Rs.750 from Mr. X, a cardholder. The issuer-entity has fixed a usage limit  for Mr. X at Rs.50000. During the last 12 months, Mr. X has been regularly making purchases by utilizing his card. His average monthly billing was Rs.40000. In turn, he has also been making payments on time at the end of the stipulated 30-day period, without any late fee or add on charges. Interest on a one-year deposit with a nationalized bank is 8%. Compute and show the benefit derived or loss incurred by Mr. X as a credit card holder. 

15.  A leading Credit Card Company has a 24-hour cash withdrawal facility from its ATMs. Cardholders are entitled to draw cash within approved cash limits, in multiples of Rs.500. The ATMs are so designed as to permit not more than Rs.3000 for a single withdrawal, though more than one withdrawal is permitted at any time of the day or night. Card-Company advertisements proclaim that the transaction fee is minimal at Rs.100 only, per transaction. The billing cycle is as under:
	Monthly Billing Date
	15th of each month

	Payment is due on or before 
	1st of following month

	Non-Payment Charges By Due Date
	Rs.100 per month

	Interest is charged on delayed payments 
	AT 15% on the outstanding unpaid balance computed on daily basis from the due date 


Compute the implied interest rate, for the following transactions in 2003. 

(i) A drawal of Rs.500 made on 14th February and repaid on 1st March, 2003.

(ii) A drawal of rs.3500 made on 1st of March and paid on 1st April. 

(iii) A drawal of Rs.1000 made on 15th February and paid on 10th March. 

Note:

· Issuer Company levies a fee of Rs.100 per transaction.

· This fee is a substitute for interest payment. 

· 365 days a year. 
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