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HKDSE BAFS F514 fri{{L# HH
[CE1997Q2] Give two possible dangers of having too little working capital.
v If a business has too little working capital, there is the danger that ereditors will take legal action
against the company to get payments, and that the business may well go into liquidation as a result.
v' At least, the business will acquire a reputation for being a slow payer, and it may find suppliers arc

only willing to supply goods for immediate cash payments, i.c. thcy are not able to buy on credit.

v Shortage of working capital will also mean that inventory is likely to be kept below optimum level for

the potential business and that the business may not be able to offer credit terms to its own customers.
Possible -ve effects: Risk of stock out increases + customers may choose another supplier.

v Above all, there will be a chronie CREFEY/ B E HERY) shortage of cash which will often dictate (BFR)
how the business is run, may prevent normal bulk buying (KX BEFEE) taking place and will prove a

worry and an embarrassment GERE/ER) to all concerned in the management.
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The liquidity of Suany Fashion has improved as revealed by an increase in current ratio and a

shortening of debtors’ collection perod.
stock in 1999,

The proficability of the company has deteri

capital.
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However, the company was slower in selling its

orated as shown by a decrease in return on owner’s
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Liguidity

~  there seems to be slight improvement in the liguidity position of the company
—  the cirent ratio and quick ratio increased in 2001

- the company had alse shortened the debtors’ collection period,

the stock turnover tate shows that the company was slower in sefling the stock in 2001

Profitability
~  the company’s profitability has worsened during 2001
- as shown by decreases in net profit ratio and return on capital employed
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Gearing position:

- Capital gearing depicts the relationship between equity capital and fixed-interest loan capital
(including preference share capital).

- Among the three alternatives, Alternative | is less geared (only 21.74% capital was loan capital)
than that of Alternatives 2 and 3 (more than 40% capital was loan capital)

- Intercst has to be paid half-yearly under Alternative 3 and Alternative 3 requires an annual
repayment of 20% of the liability.

- Overall, sharcholders bear lower risk under Alternative 1.
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Return to shareholders:

- Under all three alternatives, the return to long-term capital employed included preference dividend and
ordinary dividend.

- Both Alternative 2 and 3 impost intel;cst burden on the company and can weaken the company’s
profitability and liquidity position. Shareholders may suffer if the estimated profit is not attained.

- Based on the earnings per share, ordinary sharcholders will benefit from the highly geared position

under Alternatives 2 and 3.
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