VI. ADMINISTRACIÓN DEL CAPITAL DE TRABAJO

IV. ADMINISTRATION OF WORKING CAPITAL

VI. WORKING CAPITAL MANAGEMENT
HOMESTYLE RECIPES FOR FINANCIAL MANAGEMENT 


11.  Financial Relationships with Suppliers

Suppliers’ credit is widely spread and constitutes an essential link among economic units.

TERM

In general there is a natural term given by suppliers for payment.  This time usually covers comfortably the dispatching and delivery of merchandise by the supplier, as well as reception and payment by clients.

The terms depend on geographical circumstances, the nature of the  products, or the characteristics of the supplier, whether it is a manufacturer, wholesaler or retailer.

A financing term to promote sales tends to be added to the above-mentioned natural term.  Also, both periods are mixed when they are expressed in a certain number of days: thirty for example; or “thirty, sixty, ninety.”  The last expression means that the invoice must be paid in three consecutive and equal monthly payments.

According to the characteristics of the organization, the term adopts two methods:

· term  counted  from  the  last  day  of  the  month of the invoice

· term  counted  from  the invoice date 

The former is recognized by a conventional contractual expression known as “month of purchase and thirty days” –or fifteen or twenty– depending on the days of the term.  This practice is often used for current accounts that certain retailers, such as hardware stores or bookstores open for their clients.

The latter is applied by the rest of the organizations, factories  or wholesalers.


MODALITIES
When an invoice contains an expression like “net,” it means that the amount has neither surcharge nor discount, provided that it is paid during the offered term.

However, suppliers tend to offer a  “cash discount” as an alternative. The benefits are usually generous enough to tempt debtors.  Thus, the transaction tends to become a cash operation.  When these mechanisms exist, it is obvious that suppliers have already included a hidden surcharge in the price that allows them to offer the benefit.

CASH DISCOUNT

Cash discounts are expressed in their own language.  It is a typical expression “two/ten net/30.”  An  invoice generally offer thirty days net.  “Two/ten” means that, if it is paid up to the tenth day of the invoice date, it receives a 2% discount.

An expert manager generally has good instincts to judge if the offer is convenient or not.  However, we will analytically calculate  the IRR of the discount offered to compare it with the reference rate in each case.

This comparison will depend on the company’s financial position, whether it systematically overdrafts –the  most onerous loan– or whether its situation is characterized by frequent  surpluses lent at minimal risk free rates.

According to the prevailing situation, the reference rate will have to be defined to compare it with the IRR of the cash discount offered.  
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 DERIVING OF THE FORMULA 

Outline of the problem (Inductive method based on experiences)

An invoice of $100 must be paid at time "n,” but there is an offer of discount "d" if it is paid at time zero.  There are two payment alternatives: 

· To pay (100 - d) at time zero

· To pay 100 at time n

Once again, it is a case of investment project in which 100-d are invested at time zero to obtain 100 at time “n.”

To solve it, it is necessary to determine the internal rate of return “i” (expressed as “t” for a certain period of time).  The solution is obtained, as it is known by annulling the algebraic sum of the cash flow discounting them at the rate “i.”

Consequently, 

[image: image14.wmf]n

0

n

0

i)

(1

100

i)

(1

d

100

        

         

i)

(1

100

i)

(1

d

-

100

o

+

=

+

-

Þ

+

-

+

+

=


Remember an algebraic rule that states: if in an equation the exponents of both terms are divided by the same number, the equation remains the same.
Symbols


d= % de descuento


n= plazo de pago


t= intervalo de tiempo propuesto para la TIR


i= TIR

Consequently, anything prevents from dividing both terms by “t.”
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ALGEBRATING










-  Any numerical expression raised to the power of zero is equal to 1.










- Rearranging the equation












- If we take the same root of both sides of the equation, equality is maintained.
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· 
· The x root of any term raised to the power of x is equal to that same term.










-  the 1 changes signs as it crosses to the other side of the equation.

- The x root of a number is the same as that number raised to the power of 1/x.  Example:
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- Formula expressed as a percentage.
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 ADJUSTMENT IN THE CASES OF CASH DISCOUNT

- Model adjusted to the formula given.

Suppose that an invoice has a term of 30 days for payment or a cash discount of 5% if it is paid on the invoice date.
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We can see that “n” is equal to 30 and it represents the time that the money is used to earn the 5% discount.  The monthly interest rate (or rather for 30 days) is 5.26%.

- Model adapted for commercial purposes.

It is a normal business practice to grant a grace period in addition to the cash discount.  If we suppose that this period is 6 days, the time to earn the discount is 24 days (30-6) instead of 30.

Therefore, the equivalent rate for 30 days is 6.62% as shown below:
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 Table N° 24 

Cash Discount: Example

A supplier offers his client net/30 terms with two discount alternatives


“8 days at 7%”
“15 days at 6%”

Time line


          $ 93


                      $94


22 days



15 days















  0               8                                        
    30
      0
                     15                            30






$100


$100

Movement along the time line







A payment of $93 is made at time eight (t8) so that the $100 debt will be considered paid at time thirty (t30).  The capital is used for 22 days (30-8); therefore, on the time line, both terms are displaced 8 days.  Thus, m8 and m30 become m0 and m22 respectively.









Calculation of the IRR
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i =IRR = 10.40 %


i =IRR = 13.173 %






Proof


Proof
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12.  Third-Party Financing: Banks, Partners, Government

BANKING CREDIT

Banks are natural allies, helping companies meet their financial needs.

In the short term, banks perform an essential role in moderating financial valleys and peaks that exist as a consequence of the management of working capital in seasonal periods.

In addition, when working assets generate yields that exceed banking costs, banks may become permanent allies through medium-term loans.

Banks also fulfill an essential function when totally or partially financing long-term investment projects.  These are generally significant investments in plants and equipment that require financing for five to ten years.

When companies perform operations abroad, credit institutions become unavoidable intermediaries.  In these cases the use of  letters of credit gives importers and exporters the possibility of doing business, even if they do not know each other because they are in different countries.  They finance the period that the merchandise is in transit and guarantee operations through correspondent banks that know their respective clients.

In general, loans are lined up in two ways: promissory notes or loans in overdraft, both of which have different prices.

The former is always at a lower rate since banks have the chance that part of their loan will remain–in some proportion and for certain time–in their client’s checking accounts, allowing them to reloan it.


The bank overdraft is more expensive because clients count on the advantage of using exactly the amount they need.  Credit entities also distinguish between an authorized overdraft and one which is unauthorized, which is even more expensive because it exceeds the limit agreed by the banks.

As they analyze banking operations, financial managers must have good instincts to precisely calculate financial costs, since interest is often paid in advance.  There are surcharges for stamps, taxes,  administrative expenses, and other hidden costs.

PARTNER LOANS

In private enterprises–those based on links with friends or family–the financial support of one or several partners is normal and exists through their personal current accounts.

A connection between a partner’s own capital and that of the organization constitutes a valuable advantage because it becomes a buffer for financial needs.

In these cases, it is recommended that funds lent by partners be rewarded with a fair interest rate.

GOVERNMENT CREDITS 

Depending on the type of economy, governments tend to formalize lines of credits through state banks at long terms, generally with subsidized interest rates.

Changes in the world economy in recent years have left this kind of support only for development projects intended for the public sector.  They are the well-known loans sponsored by the International Bank for Reconstruction and Development. 


Governments are also natural creditors of companies for taxes and contributions to social security systems.  The grace periods granted have increasingly become shorter in recent years and terms have even became negative–in the case of the National Tax Bureau–by the enforcement of overwhelming burdens through advance payments and withholdings.

The only long-term loans granted by the government have been limited to taxes and contributions to the social security system in cases of generalized non-fulfillment.  In these situations, the government is forced to offer special long-term plans with low interest, to forgive accumulated interest penalties and, in some cases, to reduce the debt.

13.  Budgeting:

Concepts and Classifications

If we think that budgeting is only an economic instrument, we make a gross mistake, because any activity in which human beings are the actors can be budgeted.  We can say that a budget is no more than a feasible arrangement of future actions.  Notice that for the  budgeting process, the following elements are always included:  an objective,  the means to obtain it, and time–that copilot that always accompanies us.

The temptation to associate budgeting exclusively with the  financial and economic world constitutes a mistaken bias.  In a broad sense, budgeting is similar to planning.  A road, a holiday, a trip, cooking, the actions of governments, and of course, the activity of a company can be budgeted or planned.

Planning is an activity that demands intelligence, imagination, good time management, and the art of limiting ourselves to what is possible.

For this reason, it is necessary to have a realistic view of which  variables can be managed and which are truly restrictions.


If the objective is to build a house, we must analyze whether the resources, for instance, are a limitation.

For example, if the objective of the Mayor of a city is urban sanitation, he must carefully observe what variables he can change and what his limitations are: financial resources, habits of the population, feasibility of advertising, available technology, human resources, and technical assistance, to name a few.

If the director of an industry wants to increase sales by 40% from one year to the next, he must analyze not only the additional working capital required, but also the available equipment, adequate human resources and, essentially, whether or not the market will absorb the additional production.

Because of alI these elements, some time ago we proposed the following definition:







“Budgeting is the anticipated arrangement of the manageable variables to achieve an objective.”















Notice that all the preceding considerations are condensed in that simple  statement.

If the objective is rational, and the budgeting has been cleverly handled, good results can be anticipated.

Centering the attention on the for-profit or non-profit organizations, we must recognize that the first budgets were made by the government.  From the very beginning, cities and countries had to harmonize resources with expenditures.  For that reason, budgets were substantially financial in nature.


However, when companies began budgeting, a merely financial budget was not sufficient, since their objective was precisely growth, and therefore profit.  A complex mechanism was then set up, and the need of predicting sales estimates, manufacturing costs, as well as stock levels either of raw materials or finished goods progressively emerged.  Two main outcomes grew out of this: the Profit Plan, and the Financial Budget.  Subsequently, with the richness of data and some additional effort, the Projected Balance Sheet could also be constructed.

BUDGET AND INFLATION

Inflation discourages budgeting.  In fact, budgeting demands a sort of architecture of the future.  Therefore, if uncertainty is added to price level stability, the best intentions vanish.

Multinational organizations in which budgetary techniques are well established compel their subsidiaries to budget in the currency of the head office, which is generally  stable.

Budgeting is a technique to which local companies can also resort even in an inflationary context, acting as if the currency were constant.  They must use the inflation rate–constant or variable–for each one of the periods that encompasses the planning horizon.

We can also allow differentiation in price levels when changes can clearly be seen for certain inputs such as salaries, exchange rates, or raw materials.


 It should always be remembered that inflation has been the main predator of management techniques.  Not accounting nor quantitative sales forecasting techniques nor cost analysis could overcome the serious disturbance that inflation causes.  Therefore, the only solution is to fight unfailingly in favor of monetary stability.

CLASSIFICATION OF BUDGETS

As time went by, ideas became clearer, and it became necessary to classify budgets.

First distinction

· Public budgets


· 
· Managerial budgets

The former, essentially done on a cash basis, were also adopted by non-profit organizations.

The latter were incorporated as management techniques and certainly were not limited to the financial aspects.

Second distinction
· Financial budgets


· 
· Overall comprehensive budgets

Financial budgets are adopted by the government and non-profit organizations.  However, companies are often satisfied with these isolated techniques that generally look at a limited temporary horizon: four weeks, two months, three months.

Overall comprehensive budgets include all aspects of a business.  The methodology for their construction will be analyzed in sections 15 and 16 of this chapter.


 Third distinction

· Periodic Budgets

· Non periodic Budgets

This distinction is exclusively applicable to private activity.  The first are budgets that generally last for one year.  The second are long-term “investment projects” that modify the regular budget if they  are approved and incorporated.

14.  Program Budgeting and Zero Base Budgets

PROGRAM BUDGETING

Budgetary techniques for the public sector influenced private budgeting.  In time, the former was enriched with advances achieved in managerial techniques.  Thus, “Program Budgeting” was born and it was based upon the following concepts:

· Eliminating archaic methods that discriminated between expenditures in the public sector which were traditionally classified by ministries; and within them into expenses aimed at paying salaries or expenses for other items.  These other items allowed for the distinction of contracts, telephone and postage, to name a few.

· Concentrating expenses around a given project.  For example, the struggle against adult illiteracy, polio vaccination or rural electrification.

· Unit cost calculation so that the following costs can be expressed; for example: the vaccination of a child costs          $7.80, the literacy of an adult is procured  with  a  disbursement  of $440, the electrification of a rural property costs $15,270; the community must pay an annual sum of $20,500,000 for legislative expenses.


This new budgeting technique threw some light on the darkness that generally characterized information about public finances and made better control possible.

ZERO-BASED BUDGETING 

Rivers of ink have been spilled over this very simple idea.

Regular budgets, especially those in government have been  characterized by routine and generally by proposing expenditures in such a way that they follow the figures of the previous year and then add some more, just in case.

Zero-based budgeting is no more than compelling those responsible to base the expenses on specific and quantifiable needs, not only for the increases but on the whole.  That is the reason why it is called “zero.”  In other words, it is as if the game board of the bureaucrats were kicked, to use a common popular expression.

Therefore, if the library of Congress which has about one thousand employees requests salaries for a thousand and thirty, not only the thirty would have to be justified, but the one thousand and thirty.  It would be compelled to exhibit numerical data such as space occupied for reading, number of books, and number of daily readers, to name a few.  The surprises could be interesting if, for example, the relationship between the space and number of agents revealed that they would only have enough room to stand.

15.  Comprehensive Budgeting vs.  Financial Budgeting

When corporations limit their budgeting exclusively to the financial area, they necessarily fall into empirical methodologies which lack final numerical proof.

In these cases it is normal for executives to satisfy themselves with displaying commitments and programming resources for a limited horizon that varies from one to four months.


Often information sources do not go beyond informal records carelessly written in pencil and constantly updated.  In addition, reasonable sales forecasting is needed in order to make it possible to know what resources will be generated through collections.

Budgets should not be undervalued, because they are amazingly successful at meeting the businessmen’s need for information.

However, a serious work will spell out the future of every aspect of a company: sales, manufacturing, supplying, purchasing and stock levels.  Thus, the financial budget will emerge in harmony with the rest of the budgets, orchestrated with perfect harmony and certainly closed with arithmetic precision.

As we will see, a correctly elaborated financial budget is necessarìly inserted within an overall comprehensive budgeting technique.

RESULTS OF OVERALL COMPREHENSIVE BUDGETING AND ITS PRELIMINARY SCAFFOLDING

The objectives that integral budgeting pursues are the attainment of three results.

· profit plan or economic budget

· financial budget

· projected balance sheet

To achieve them it is necessary to elaborate the following pieces in advance:

· sales forecast

· collections budget

· budgeted levels  of  raw  materials  and finished goods inventory

· manufacturing budget

· budget of expenses

· raw materials supply program

· raw materials purchases budget

· payment to suppliers budget

· commercial and administrative expenses budget

· equipment investment budget

Notice that these partial budgets are required in order, i.e., each one of them demands the following ones.  The graph presented in table No. 25 illustrates their interrelationships.


 Table No. 25

Comprehensive Budget:  Flow Chart
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16.  Management Techniques for 

Budget Construction

In this last section, you will be challenged.

In fact, the high concentration of data could discourage you if you do not take some precautions.

Our purpose is to propose a methodology that should make it possible to understand the development of an overall comprehensive budget.

Certainly you will not be able to go on with the rapid reading you have done with the previous chapters.  You will have to slow down, be patient, and follow the model that has been organized from a set of information, aims and controlled variables, all of which are presented in table No. 26.

In that table, seventeen items have been presented under the title "Planning,” so that they can be identified in the following tables.

Table No. 27 is very compressed, allowing the visualization of the intermediate budgets: sales, collections, purchases, payments and the desired inventory levels.  Notice that on the right side and at the bottom of the table you will find the necessary information to construct the three main products presented in detail in table No. 28.

Once again be patient, forget the clock and suddenly you will see that the numbers will start speaking to you.  Good luck!



















































































































� INCRUSTAR Equation.3  ���








  

















� Translator’s note: example aligned with American uses.
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