4.1 MANAGING NET WORKING CAPITAL

Working capital is equal to current assets. Ner working capital is equal to current assets less
current lhabilities.

EXAMPLE 4.1  Ace Company has the following sclected assets and liabilities:

Cash: 510,000
Accounts receivable: 830,000
Inventory: 42 000
Machinery: 00,000
Long-term investments: 536,000
Patent: £4.000
Accounts payable: £12,000
Taxes payable: £3,000
Accrued expenses payable: $5.000
Bonds pavahle: $50.000
Common stock: 70,000

The net working capital is:

CURRENT ASSETS

Cash 10, D0

Accounts receivable 30,000

Inventory _42,000 $82.000
CURRENT LIABILITIES

Accounts pavable £12,000

Taxes payable 3,000

Accrued expenses payable _ 3,000 20,000

Net working capital 562,000



4.2 CURRENT ASSETS

By optimally managing cash, receivables, and inventory, a company can maximize its rate of
return and minimize its liquidity and business risk. The financial manager should determine the
amount to be invested in a given current asset. The amount invested may vary from day to day and
require close evaluation of the account balances. Current assets are improperly managed if funds tied
up in an asset could be used more productively elsewhere. Financing such assets with debt incurs
unnecessary interest expense. Also, large account balances indicate risk since, for example, inventory
may not be salable and/or accounts receivable may not be collectible. On the other hand, inadequate
currént asset levels may be costly as, for example, when business is lost because lack of inventory
does not permit the timely fulfillment of customer orders.

4.3 CASH MANAGEMENT

Cash refers 1o currency and demand deposits. Cash management involves having the optimum,
neither excessive nor deficient, amount of cash on hand at the right time. Proper cash management
requires that the company know how much cash it needs, as well as how much it has and where that
cash is at all times. This is especially ¢ssential in an inflationary environment.

The objective of cash management is to invest excess cash for a return while retaining sufficient
liquidity to satisfy future needs. The financial manager must plan when to have excess funds available
for investment and when money needs to be borrowed.

The amount of cash to be held depends upon the following factors:

Cash management policies

Current liquidity position
Management's liquidity risk preferences
Schedule of debt maturity

The firm’'s ability to borrow

e

Forecasted short- and long-term cash flow

Mo

The probabilities of different cash flows under varying circumstances

The company should not have an excessive cash balance since no return is being earned upon it
The least amount of cash a firm should hold is the greater of (1) compensating balances (a deposit
held by a bank to compensate it for providing services) or (2) precautionary balances (money held
for emergency purposes) plus transaction balances (money needed to cover checks outstanding).

Cash management also requires knowing the amount of funds available for investment and the

length of time for which they can be invested. A firm may invest its funds in the following:
1. Time deposits, including savings accounts earning daily interest, long-term savings accounts,
and certificates of deposit

2. Money market funds, which are managed portfolios of short-term, high-grade debt instru-
ments such as Treasury bills and commercial paper

3. Demand deposits that pay interest
4. U.5. Treasury securities



EXAMPLE 4.3 It takes Travis Corporation about 7 days to receive and deposit payments from customers,
Therefore, a lockbox system is being considered. It is expected that the system will reduce the float time to §
days. Average daily collections are $500,000. The rate of return is 12 percent.

The reduction in outstanding cash balances arising from implementing the lockbox system is:

2 days x $500,000 = 51,000,000
The return that could be carned on these funds is:
$1,000,000 = 0,12 = $120,000
The maximum monthly charge the company should pay for this lockbox arrangement is therefore:

$120,000

= $10,
n $10,000

EXAMPLE 4.4 Charles Corporation is exploring the use of a lockbox system that will cost $100,000 per year.
Daily collections average $350,000. The lockbox arrangement will reduce the float period by 2 days. The firm's

rate of return is 15 percent.
The cost-benefit analysis is shown below.

Return on early collection of cash

0,15 % 2 x $350,000 £105,000
Cost 100,000

Advantage of lockbox £ 5,000

A corporate financial manager should determine whether it would be financially advantageous to
split a geographic collection region into a number of parts.



4.4 MANAGEMENT OF ACCOUNTS RECEIVABLE

Consideration should be given to the company's investment in accounts receivable since there is
an opportunity cost associated with holding receivable balances. The major decision regarding
accounts receivable is the determination of the amount and terms of credit to extend to customers.
The credit terms offered have a direct bearing on the associated costs and revenue to be generated
from receivables. For example, if credit terms are tight, there will be less of an investment in
accounts receivable and less bad debt losses, but there will also be lower sales and reduced profits.

In evaluating a potential customer’s ability to pay, consideration should be given to the firm’s
integrity, financial soundness, collateral to be pledged, and current economic conditions. A cus-
tomer's credit soundness may be evaluated through quantitative techniques such as regression
analysis. Such techniques are most useful when a large number of small customers are involved. Bad
debt losses can be estimated reliably when a company sells to many customers and when its credit
policies have not changed for a long period of time.

The collection period for accounts receivable partly depends on the firm's credit policy and
economic conditions, such as a recessionary environment, a period of limited or tight credit, or both.

In managing accounts receivable, the following procedures are recommended. First, establish a
credit policy:

1. A detailed review of a potential customer’s soundness should be made prior to extending
credit. Procedures such as a careful review of the customer’s financial statements and credit
rating, as well as a review of financial service reports (e.g., Dun & Bradstreet), are common,

2. As customer financial health changes, credit limits should be revised.

3. Marketing factors must be noted since an excessively restricted credit policy will lead to lost
sales.

4. If seasonal datings are used, the firm may offer more liberal payments than usual during slow
periods in order to stimulate business by selling to customers who are unable to pay until
later in the season. This policy is financially appropriate when the return on the additional
sales plus the lowering in inventory costs is greater than the incremental cost associated with
the additional investment in accounts receivable.

Second, establish policy concerning billing:

1. Customer statements should be sent within 1 day subsequent to the close of the period.
2. Large sales should be billed immediately.



3. Customers should be invoiced for goods when the order is processed rather than when it is
shipped.

4. Billing for services should be done on an interim basis or immediately prior to the actual
services. The billing process will be more uniform if cycle billing is employed.

5. The use of seasonal datings should be considered. (See item 4, concerning credit policy.)
Finally, establish policy concerning collection:

1. Accounts receivable should be aged' in order to identify delinguent and high-risk customers.
The aging should be compared to industry norms.,

2. Collection efforts should be undertaken at the very first sign of customer financial
unsoundness.

EXAMPLE 410 Jones Corporation sells on terms of net/60. Its accounts are on the average 30 days past due.
Annual credit sales are $500,000, The investment in accounts receivable is:

90
2 ¢ $500,000 = $125,000
60 o

EXAMPLE 4.11 The cost of a given product is 40 percent of selling price, and carrving cost is 12 percent of
selling price. On average, accounts are paid 90 days subsequent to the sale date. Sales average $40,000 per
month, The investment in accounts receivable from this produet is:

Accounts reccivable:
3 months x $40 000 sales = £120,000

Investment in accounts receivable:
$120,000 = (0.40+0.12) = § 62,400



























