VI. WORKING CAPITAL MANAGEMENT
HOMESTYLE RECIPES FOR FINANCIAL MANAGEMENT


Table No. 23  CASH FLOW: WORKING PAPERS
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8.  Cash Management

Money is the essential lubricant in any organization, whether profit oriented or not.  A suitable level is necessary to guarantee its operation.  If it becomes scarce, risks increase, and in extreme situations it can cause collapse.

When the cash level is excessive, a healthy profit is endangered when capital is kept idle.

There are no general rules to quantify the level of these assets.   Sometimes a percentage of sales or a percentage of current assets is proposed.  Undoubtedly it is the daily operations themselves that allow us to monitor minimal requirements.

Cash shortages cause disturbances that are not always foreseen, but that compromise the entire efficiency of the business organization.  They generate constant difficulties that imperceptibly jeopardize normal functioning.

Today, it may be a supply lag; tomorrow friction with suppliers, discomforts with the staff when the payment of their salaries is delayed, an interest penalty claimed by tax offices when payments are not made when they are due, or problems with banks when loans are not paid when due, or when successive extensions are requested.

Maintaining an appropriate cash balance is a skill that financial managers must cultivate and master–rationally distributing the money over different assets and daily negotiating the maturity of each transaction.

A certain proportion of capital, though minimal, must be destined as a reserve.  This amount could be disproportionate when managers are excessively conservative and quiver at the possibility of running out of money.  In these cases we face a typical example of the improper allocation of resources.

TEMPORARY SURPLUSES

In a company whose business is seasonal, it is normal for funds to remain inactive for a time.

In these cases, excess funds can either wait for a time of intensive activity, or be available for shareholders.

Thus, it is necessary to look for the best location that combines good yields, minimal risk, and liquidity, and harmonizes with the schedule in which the funds will be required to return to the production cycle, or for the payment of dividends.

In these cases, financial managers are tempted to invest in stock markets, even though these are always characterized by the uncertainty of their yields.

BANKS

Nowadays, banks are necessary for the financial management of any company.

It takes a lot of imagination to believe that a company could work only on a cash basis.  This is particularly true if their relationship with clients and suppliers goes beyond the reduced geographical area of their location; not to mention the case of companies with branches in different cities.




Banks store money, insure payments through the use of checks, and permit collection and payment from a distance.  They also furnish credit when necessary.

Unquestionably, bank intervention broadens the money circuit.  This clearly represents an additional cost due to the necessary time that it requires.  To say that the flow of money enlarges its circuit is the same as saying that a greater amount of money is required.

COST OF HANDLING AND THE TRANSIT OF MONEY

In line with the ideas presented, it will be necessary to accelerate the speed at which money circulates as much as possible, in order to minimize the capital needed for this process.

There are very simple rules to shorten times.  For example, the timely preparation and presentation of deposits on the same day, because not only does a client’s delay in payment represent a loss, but an employee’s delay also represents a misuse of time capital.

Examples become more complex when the checks received belong to different cities, and even more complicated when they must be used to pay suppliers’ invoices in other cities.

Shortening the circuit is a talent that demands a quick imagination and a well-oiled administrative structure.

In some contries (such as Argentina), endorsing checks received from clients and sending them to suppliers constitutes a current mechanism to shorten the process inasmuch as it avoids the banks.

A correct geographical distribution of bank accounts is also a resource that helps to avoid the useless travel of checks.

Time is the factor that always accompanies the financial manager; it is in this area where it can best be noticed.

TRANSIT

The cost of transit can also be appreciated when checks from other cities are sold to the banks, as is necessary in some countries.

The natural mechanism for converting checks drawn on banks from other cities into cash consists of depositing them at the local bank.  This means that the bank does the collection, and when it is finished, it credits the money.  The time required is generally proportional to the distance and to the financial importance of the city where the check is from.  A check drawn on a small bank of a village lost in the Patagonian area may cause a delay of 10 or 15 days.  In order to get the money immediately, a common practice is to sell the checks, a mechanism that obviously has a cost.  There is no more graphic example than this to demonstrate that time is money.

THE MANIPULATION

Money management also has a cost.  It suffices to analyze salaries, investments in drop boxes, bonded transport, bank account fees or debits for countless items.  Obviously, money management has a greater cost than one might think.

9.  Credit Management

It might seem that credit is only associated with financial institutions.  In fact, banks are the natural agents for capturing surplus funds, generally from savers, and lending them to their clients.

However, credit is a powerful instrument for marketing.


Intelligent credit management contributes to sales expansion.  Consequently, it is an energizing factor for the economic activity of every enterprise.

Companies often put their business objectives in second place and make profit-making their principal activity.  Inflation has contributed to this unfortunate altering of priorities.

Setting apart a portion of capital to grant credit to clients adds other problems: risky credit that sometimes develops into losses, or the financial difficulty that arises when collections are delayed.  That is the reason why appropriate credit management is so important, as well as efficient organization for its timely collection.

CREDIT IN THE STRUCTURE OF A COMPANY

Credit provides a healthy opportunity to expand sales, but also generates risks of collection and loss.

This duality establishes a classic rivalry between marketing and finance.  A clear opposition of interests brings about disputes in credit management.  A bias exists in each case, depending on who is in charge of this area.

If power is granted to marketing, zeal for sales prevails over worries about collection.  On the contrary, if granting credit is in the hands of the financial area, marketing will constantly see its initiatives and possibilities of enhancing sales threatened.

General guidelines on how to settle such disputes do not exist.  Rules must be adapted to the circumstances of each organization, managers’ personalities, and how strong the existing team spirit is.


 

As for the distribution of these functions, there are many combinations, such as:

· Marketing grants credit and finance collects it

· Finance grants credit and marketing collects it

· Each area is in charge of a special independent sector

· Credit is extended by upper-level management and some minor office collects

CREDIT POLICY

When a company makes credit a meaningful factor for empowering marketing, managers need to define a set of general criteria, called a credit policy.

To formulate this, it is convenient to define the company according to one or various attributes that are mentioned below as examples.









Automotive

·       -
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Pharmacological 

Household appliances
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the production process

Manufacturer

Wholesaler

Retailer
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Rural

Urban











Mass marketing

Personalized sales

·       -
Depending on the type of organization








With the preceding parameters (or different ones), for example, the following policies can be set:

· A high-risk small costumer base consisting of a few big clients, or a low-risk, broad customer base.

· Company resources committed to financing, or establishing an alliance with a specific financial entity.

· Definition of the legal, administrative, and accounting organization for credit management.

· Interest rates to be applied:

*  transparent or apparent.

* market rates: subsidized by the company, or above       market rates.

*  punitive interests.

· Criteria to be applied in cases of overdue accounts: legal resources of refinancing.

RESOURCES INTENDED FOR FINANCING

Devoting resources to financing is only understood if the financing supports a sales expansion program which generate additional earnings.  Consequently, the decison must be seen as a true investment project.

As happens in every project, the resources come either from one’s own capital contribution, in this case of the company’s, from loans, or a combination of both.


 

Looking at a balance sheet, it is easy to visualize how resources are structured.  An extremely simplified hypothesis could suppose that liquid assets are minimal, fixed assets are financed with one’s own capital, inventories are partially financed by suppliers, while credit to customers is financed in part with the company’s own capital, and the rest with bank loans.  If this is accepted, the chart would be as follows:
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With bank  financing
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Investment projects that are started by a going concern are of two types: those which reduce costs and those which expand the activity.  An example of the latter is an increase in the capital aimed at sales financing. 

In this case the investment is represented by a capital disbursement, while the cash inflows by a marginal contribution (MC) that is generated by the increase in sales volume.  Its cash flows on a time line would be the following:
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 If the project were partially financed with bank credit, the leverage effect described in chapter IV, section 4, would apply.

Finally, when the IRR is calculated, we can tell if the yield of that project improves the overall yield for the company or not.

A SIDE VIEW OF FINANCING

At a micro level, it is also possible to treat a given credit offered to the customers as a real investment project.  Consequently, inflows and outflows must be distributed on a time line so the internal rate of return can be calculated.

MODEL

Let us imagine a sale of $90,000 to be collected in three equal payments at 30, 60 and 90 days.  It requires the following disbursements on the days listed for each item.

Day
Item
$





0
Supplier’s invoice
72,846.63





5
Seller’s commission
450.00





20
Value added tax (VAT)
4,200.00





25
Income tax
2,250.00


 Distribution of cash flows over time

$72,846

2,250




450
   4,200
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60
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30,000
30,000
30,000
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(*) Monthly Effective Internal Rate of Return


















In this example, additional capital for the sales expansion has a yield of 6.50% for 30 days, i.e., the IRR is 115.15% on an annual basis, assuming fixed expenses are kept constant.
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GRANTING CREDIT 

The natural link with the client is the sale.  A whole science is devoted to beginning, maintaining and broadening that relationship. Credit is required in order to increase sales.  However, it is necessary to establish a credit limit for each client before it is granted.


 The initial qualification for extending credit often starts with the sales team that usually proposes a certain amount.  For example, the salesman of a wholesale company who visits an isolated rural store decides that he is able to sell goods for a monthly amount of $12,000, based on his view of the business, its radius of influence, and number of customers.

Consequently, he suggests a credit limit of $24,000, knowing that the company grants financing sales for payment in three installments at thirty, sixty and ninety days.

Later, the area responsible for “credit and collection” evaluates the new client, submitting it to various tests.

A first analysis makes it possible to grant him a limited amount, sometimes called “pure risk.”  It is calculated on the basis of        non-quantitative information stemming from interviews and third-party reports.  Such information tends to be systematized by forms that the client has to fill out, which are adequately cross-checked.  

Let us suppose for a moment that by this procedure–which has a strong intuitive component–a credit of $4,000 could be granted to the client.

For the rest of the requested credit, an additional amount could be determined, on the basis of a study of “technical risk.”  Based on the client’s ability to meet certain standards, stemming from the quantitative analysis of financial statements and complementary internal information that the potential client must supply, this additional credit is extended.

A recent technique that has been called “Credit Risk Analysis” demonstrates how the money circulates when the requested amount of credit is added; all of this is necessary to analyze the repayment capacity.


This technique also needs to prove that the potential client is able to generate income.

Finally, we must mention that some ratios obtained from the financial statements of the last three years are still valid, even when they have lost the sacred halo that they enjoyed in the past.  Among these indicators, the most common ones are the following:

- liquidity

- solvency

- indebtedness

· turnover assets 

Less widespread but useful indeed for credit extension is the "average period of payment to suppliers" that is obtained by applying the following formula.










Average accounts payable x 365




Credit purchases during one year











10.  Inventory Management

In any industrial or commercial company, the largest elements in working capital are raw materials, work in process, and finished goods.

A good inventory management is one of the essentials for profitability.  It has two main objectives: to maintain a ready supply for the manufacturing and sales processes, and to keep the inventory to a minimum.  That way the profitability rule of thumb will be maintained.







Income




Investment














Handling this relationship well insures management success. Income must be maximized, and this is achieved when inventory levels are such that they do not paralyze, but rather stimulate the manufacturing and marketing processes.

The relationship is optimized when the “investment” in equipment and the various inputs for the manufacturing process are as small as possible.  Certain techniques, such as “just-in-time" and “economic order quantity” contribute to good inventory management.  We also must recall how much shortening the operating cycle contributes to reducing working capital requirements.

Successful acquisition of raw materials will make the manufacturing process develop harmoniously.  A balanced inventory of finished goods will satisfy the customers promptly, and thus prevent the loss of sales through lack of inventory.

Remember also that the use of capital has a cost.  In the case of this current asset, the cost is not only financial, but also operational.

Operational costs for inventory management consist of expenditures in labor, insurance, lighting, rent, and property taxes.  Fixed expenses are greater than variable ones.

Financial costs are of two types: fixed financial costs that originated from the investment in warehouses and equipment for the storage of goods, and variable financial costs that are strictly associated with the size of the inventory.




The items which do not sell or turnover slowly are the most common failures relating to this type of asset.

WORK IN PROCESS

Technology not only seeks to improve quality, but tirelessly attempts to shorten the time that the manufacturing process demands.  Organizations that manufacture motors, vehicles, and appliances in general are obsessed with this topic.  Even wine and beer have also reduced idle times incredibly by replacing the traditional oak vats with stainless steel tanks.

Once again, the strength of the profitability relationship is confirmed: increase the manufacturing speed, diminish the cycle time, and in that way reduce the investment to a minimum.

INFLATION AND INVENTORIES

Inflation deeply alters the economic behavior of inventories.  One of the most remarkable results is that it concentrates on the protection of capital instead of using inventories in their natural role of manufacturing and /or marketing.

Because of inflation, managers acquire the harmful habit of appealing to suppliers’ financing in a disproportionate way.  At the same time, prices are explicitly or implicitly surcharged  by suppliers to protect themselves against inflation.  Finally, in their respective zeal of selling or speculative accumulation of goods, people often make poor business decisions.

An endless uncertainty is generated, since the final judge will not be the quality of business, but rather it is a race between prices, with the interest rate paid to suppliers.
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