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Working Capital Management





and the Financing Decision


Working Capital and the Financing Decision

Outline

· What is working capital management?


· The nature of asset growth
 

· Hedged approach to financing
 

· Short term vs. long term financing


· Term structure of interest rates

· Working capital financing plans


Working Capital Management

· Working capital management is _financing and controlling_ the investment in the current assets of a firm
· Effective short run management of _current asses is critical_  to the firm’s operation

· Working  Capital is capital used:

· as cash reserves
· to finance credit sales
· to carry inventory
· to pay suppliers and bills needed to operate

· Working Capital is _not_ tied up in buildings and equipment

· Working Capital = _Current Assets_ – _Current Liabilities_

Working Capital Management (cont’d)

· Changes in current assets may be _temporary (i.e., seasonal)_ or _’permanent’_

· Current assets by definition are those expected to become cash in _one operating cycle (e.g., often <1 year)_

· Sales growth often leads to a buildup in _inventory_ and _accounts receivable_  Firm may require additional _external financing_
Nature of Asset Growth
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Nature of Asset Growth (cont’d)











Nature of Asset Growth (cont’d)
Sales and Earnings for McGraw-Hill Ryerson, 1991-2001
Cash Flow Cycle
· Integral to working capital needs – the amount of money a firm needs after durable physical assets have been acquired, is the concept of _”Cash Flow Cycle”_ or _”Cash Cycle”_

· The cash flow cycle measures _how long it takes for a dollar you pay out to come back to you_

· 
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IHP
= (inventory / AvgDailyCOGS) + ACP


= (Account Receivable / AvgDailyCreditSales) - APP



= Account Payable / AvgDailyCOGS

Cash Flow Cycle
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Cash Flow Cycle Example
Yawakuzi sales forecast (units)

	1st Quarter
	
	2nd Quarter
	
	3rd Quarter
	
	4th Quarter
	

	October
	300
	January
	0
	April
	1,000
	July
	2,000

	November
	150
	February
	0
	May
	2,000
	August
	1,000

	December
	50
	March
	600
	June
	2,000
	September
	500

	
	
	
	
	
	
	
	


Total sales of 9,600 units at $3,000 = $28,800,000 in sales

Cash Flow Cycle Example (cont’d)
Yawakuzi’s production schedule and inventory

	
	Beginning Inventory
	Production
	Sales
	Ending Inventory
	Inventory (at $2,000/unit)

	October
	800
	800
	300
	1,300
	$2,600,000

	November
	1,300
	800
	150
	1,950
	3,900,000

	December
	1,950
	800
	50
	2,700
	5,400,000

	January
	2,700
	800
	0
	3,500
	7,000,000

	February
	3,500
	800
	0
	4,300
	8,600,000

	March
	4,300
	800
	600
	4,500
	9,000,000

	April
	4,500
	800
	1,000
	4,300
	8,600,000

	May
	4,300
	800
	2,000
	3,100
	6,200,000

	June
	3,100
	800
	2,000
	1,900
	3,800,000

	July
	1,900
	800
	2,000
	700
	1,400,000

	August
	700
	800
	1,000
	500
	1,000,000

	September
	500
	800
	500
	800
	1,600,000


Cash Flow Cycle Example (cont’d)
Sales forecast and cash receipts ($millions)

	
	Oct
	Nov
	Dec
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	Jul
	Aug
	Sep

	
	
	
	
	
	
	
	
	
	
	
	
	

	Sales(units)
	300
	150
	50
	0
	0
	600
	1,000
	2,000
	2,000
	2,000
	1,000
	500

	Sales, $3K per unit 
	$0.9
	$0.45
	$0.15
	$0
	$0
	$1.8
	$3.0
	$6.0
	$6.0
	$6.0
	$3.0
	$1.5

	
	
	
	
	
	
	
	
	
	
	
	
	

	50% Cash
	$0.45
	$0.225
	$0.075
	$0
	$0
	$0.9
	$1.5
	$3.0
	$3.0
	$3.0
	$1.5
	$0.75

	50% prior month’s
	0.75*
	0.450
	0.225
	0.075
	0
	0.0
	0.9
	1.5
	3.0
	3.0
	3.0
	1.50

	Total cash receipts
	$1.20
	$0.675
	$0.300
	$0.075
	$0
	$0.9
	$2.4
	$4.5
	$6.0
	$6.0
	$4.5
	$2.25

	
	
	
	
	
	
	
	
	
	
	
	
	


* Assumes September sales of $1.5 million
Cash Flow Cycle Example (cont’d)

Cash payments and Cash Budget

	
	Oct
	Nov
	Dec
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	Jul
	Aug
	Sep

	Prod’n of 800/month
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6
	$1.6

	Overhead
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4
	0.4

	Div & Int
	
	
	
	
	
	
	
	
	
	
	1.0
	

	Taxes
	0.3
	
	
	0.3
	
	
	0.3
	
	
	.03
	
	

	Total Cash payments
	$2.3
	$2.0
	$2.0
	$2.3
	$2.0
	$2.0
	$2.3
	$2.0
	$2.0
	$2.3
	$3.0
	$2.0

	
	
	
	
	
	
	
	
	
	
	
	
	

	Cash Flow
	$(1.10)
	$(1.325)
	$(1.70)
	$(2.225)
	$(2.00)
	$(1.10)
	$0.10
	$2.50
	$4.00
	$3.70
	$1.50
	$0.25

	Begin Cash
	0.25*
	0.250
	0.25
	0.25
	0.25
	0.25
	0.25
	0.25
	0.25
	0.25
	1.1
	2.60

	Cumulative Cash Bal.
	$(.85)
	$(1.075)
	$(1.45)
	$(1.975)
	$(1.75)
	$(0.85)
	$0.35
	$2.75
	$4.25
	$3.95
	$2.6
	$2.85

	Month loan (repayment)
	1.10
	1.325
	1.700
	2.225
	2.00
	1.10
	(0.10)
	(2.50)
	(4.00)
	(2.85)
	0
	0

	Cumulative Loan
	1.10
	2.425
	4.125
	6.350
	8.350
	9.45
	9.35
	6.85
	2.85
	0
	0
	0

	Ending Cash Bal.
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$1.1
	$2.6
	$2.85


*  Assumes cash balance of $0.25 million at the beginning of October and that this is the desired minimum cash balance
Cash Flow Cycle Example (cont’d)

Total current assets first year ($ millions)

	
	Cash
	Accounts

Receivable
	Inventory
	Total Current 

Assets

	October
	$0.25
	$0.45
	$2.6
	$3.30

	November
	0.25
	0.225
	3.9
	4.375

	December
	0.25
	0.075
	5.4
	5.725

	January
	0.25
	0
	7.0
	7.25

	February
	0.25
	0
	8.6
	8.85

	March
	0.25
	0.90
	9.0
	10.15

	April
	0.25
	1.50
	8.6
	10.35

	May
	0.25
	3.00
	6.2
	9.45

	June
	0.25
	3.00
	3.8
	7.05

	July
	1.10
	3.00
	1.4
	5.50

	August
	2.60
	1.50
	1.0
	5.10

	September
	2.85
	0.75
	1.6
	5.20


Cash Flow Cycle Example (cont’d)
Cash budget for second year with no growth in sales ($ M)

	
	End of 1st year 
	
	
	
	
	
	
	
	
	
	
	
	

	
	Sep
	Oct
	Nov
	Dec
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	Jul
	Aug
	Sep

	Cash Flow
	$0.25
	$(1.10)
	$(1.325)
	$(1.700)
	$(2.225
	$(2.00)
	$(1.10)
	$0.10
	$2.50
	$4.00
	$3.70
	$1.5
	$0.25

	Begin Cash
	2.60
	2.85
	1.750
	0.425
	0.225
	0.25
	0.25
	0.25
	0.25
	0.25
	0.25
	3.7
	5.20

	Cumulative 

Cash Bal.
	
	1.75
	0.425
	(1.275)
	(1.975)
	(1.75)
	(0.85)
	0.35
	2.75
	4.25
	3.95
	5.2
	5.45

	Monthly loan/

(repayment)
	
	
	
	1.525
	2.225
	2.00
	1.10
	(0.10)
	(2.50)
	(4.00)
	(0.25)
	
	

	Cumulative

Loan
	
	
	
	1.525
	3.750
	5.75
	6.85
	6.75
	4.25
	0.25
	0
	
	

	Ending cash 

balance
	$2.85
	$1.75
	$0.425
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$3.70
	$5.2
	$5.45


Cash Flow Cycle Example (cont’d)
Current Assets for second year with no growth in sales ($ M)

	
	End of 1st year 
	
	
	
	
	
	
	
	
	
	
	
	

	
	Sep
	Oct
	Nov
	Dec
	Jan
	Feb
	Mar
	Apr
	May
	Jun
	Jul
	Aug
	Sep

	Ending cash flow
	$2.85
	$1.75
	$0.425
	$0.250
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$0.25
	$3.70
	$5.2
	$5.45

	Accounts Receivable
	0.75
	0.45
	0.225
	0.075
	0
	0
	0.90
	1.50
	3.00
	3.00
	3.00
	1.5
	0.75

	Inventory
	1.60
	2.60
	3.900
	5.400
	7.00
	8.60
	9.00
	8.60
	6.20
	3.80
	1.40
	1.0
	1.60

	Total current assets
	$5.20
	$4.80
	$4.550
	$5.725
	$7.25
	$8.85
	$10.15
	$10.35
	$9.45
	$7.05
	$8.10
	$7.7
	$7.80


Hedged Approach to Financing

· Match _liquidity (life)_ of your assets to the _maturity (term)_ of your financing 
· Means your assets will be _generating cash_ when your liabilities _come due_(this reduces risk)

· Balanced Financing
· _Temporary (seasonal)_ build-up in inventory and accounts receivable
· finance with trade credit, short-term bank loans, short-term notes payable
· _Permanent (minimum)_ levels of inventory, receivables +

    

property and equipment, long-term investments

· finance with long term loans, leases, bonds, capital stock, retained earnings

Short term vs. Long term Financing

· Short-term financing is _less expensive_ but _riskier_
· lower interest rates (usually)
· short term rates are volatile
· default risk if sales slow down
· risk that bank may not extend  or renew loans
· Long term financing is _more expensive_ but _less risky_
· usually higher interest rates
· may pay interest on funds you don’t always need
· have capital at all times
· Firm must decide the appropriate “mix”
Term Structure of Interest Rates

· Term structure of interest rates is also known as the _yield curve_
· Shows the interest rates on bonds (usually gov’t) with the same  risk  over a _vaiety of maturity_ dates

· Three types of yield curves: _normal, flat, and inverted_
· _Normal_ rates increase as maturity dates get longer

·   Flat  rates basically same irrespective of maturities

·   Inverted  short term rate higher than longer term rates

· Short term rates tend to be _more volatile_
· Finance managers must take into account _short term volatility_ and the _current yield curve_ in planning financing decisions

Working Capital Financing Plans
Edwards Corporation










Plan A



Plan B

Part 1. Current Assets

Temporary 






$250,000


$250,000

Permanent






  250,000


  250,000
Total current assets




  500,000


  500,000

Short term financing (6%)



  500,000


  150,000

Long term financing (10%)




      0


  350,000









$500,000


$500,000




Part 2. Capital Assets

Plant and equipment




$100,000


$100,000

Long term financing (10%)



$100,000


$100,000




Part 3. Total financing (summary of parts 1 and 2)

Short term (6%)





$500,000


$150,000

Long term (10%)





$100,000


$450,000










$600,000


$600,000

Working Capital Financing Plans (cont’d)

Edwards Corporation

Plan A

Earnings before interest and taxes




$200,000

Interest (short term) 6% x $500,000




-   30,000

Interest (long term) 10% x $100,000




-   10,000
Earnings before taxes







  160,000

Taxes (50%)









    80,000
Earnings after taxes







$  80,000

Plan B

Earnings before interest and taxes




$200,000

Interest (short term) 6% x $150,000




-     9,000

Interest (long term) 10% x $450,000




-   45,000
Earnings before taxes







  146,000

Taxes (50%)









    73,000
Earnings after taxes







$  73,000

Working Capital Financing Plans (cont’d)

Edwards  Corporation

1.
Normal 

Expected higher return

Probability of


Expected


conditions
under Plan A




normal conditions

outcome






$7,000



x

.80


=
+$5,600

2.
Tight

Expected lower return


Probability of




money

under Plan A




of tight money






($15,000)


x

.20


=
   (3,000)

Expected value of return for Plan A vs. Plan B




=      +$2,600




B. Stage II: Growth


Dollars





Capital assets








Temporary current assets





Capital assets





A. Stage I: Limited or no growth





Dollars





Temporary current assets





Time period
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Permanent


current assets
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