
Working
Capital

Management

JOHN J. HAMPTON

College of Insurance

CECILIA L. WAGNER

Seton Hall University

TECHNISCME HOCMSCHULE DARMSTADT
Fochbereich 1

G e s n m t to i b I \ o t h e k

B e t ( i e b t ; v / i n s c h o i t s l e h r e

Inv^iuoi-fJr. : AQ.iAfqA
Abstoii-t if. : .A1L.J.Z1A.
S Q - i i Q o b i G t o ' . . .

...1,2,
WILEY

JOHN WILEY & SONS

New York • Chichester • Brisbane • Toronto • Singapore



Contents

FRAMEWORK 1

1 Working Capital Policies 3

Nature of Working Capital 4
Working Capital Strategies 9

THE BANKING SYSTEM 23

2 Understanding the Flow of Money 25

Money and the Money Supply 25
Features of U.S. Commercial Banking 31
Measures of U.S. Money Supply 35
Money Creation 38
Seton National State Bank Case 45

3 Managing Disbursements and Collections 51

Cash Management System 51
Managing Collections 55
Managing Disbursements , 64
Cash Management Problems 66
Chicago National Bank 70
Olean National Corporation . 75

4 Commercial Bank Packages 79
for Cash Management

Citicash Manager Package 80
PNB Compulink Package 88
Phoenix-Hecht Services 100

III CASH MANAGEMENT 105

5 Cash Forecasting 107

Traditional Forecasting Techniques 107
Increasing the Accuracy of Forecast 119

be



Tonnervae, Inc. Case 133
Morgan Computer Corporation Case 136

6 Cash Forecasting: Advanced Techniques 141

Simulation Models 141
Determining the Optimal Cash Balance 149
Saltlake Resources Incorporated Case 157
Union Packaging and Products Case •• 159

7 Investing Excess Cash: 163
A Risk Return Framework

Expected Return 163
Calculating Return with an Electronic Spreadsheet 166
Risk and Return 170
Measuring Risk 174
Foreign Investments 182
A Portfolio Approach 185
Northern Cliffs Manufacturing Case 192

8 International Cash Management 195

Foreign Exchange Market 195
Premiums and Discounts in Forward market 198
Arbitrage in Foreign Exchange Markets 205
Why Do Arbitrage Profits Occur? 205
Hedging Foreign Currency Transactions 206
Guidelines on When to Hedge 215
Hedging with Organized Exchanges 215
Foreign Exchange Restrictions 220
Taurus Asian Products Case 222
Fielding Offshore Funds Case 224

IV ANALYZING WORKING CAPITAL 2 2 7

9 Cash Flow Analysis 229

Financial Statements 229
Balance Sheet 230
Income Statement 237
Flow of Funds Statement 242
Elliot Company Case 252



xi

10 Working Capital Adequacy 259
Nature of Financial Analysis 259
Working Capital Ratios 263
A Spreadsheet Model of Working Capital Adequacy 269
Wallace Products Case 277
Lopez and Lopez Inc. Case 279

11 Economics of Short Term Financing 283

Short Term Financing 283
Economics of Short Term Loans 290
Effective Cost of Working Capital 296
Harper Company Case 302

12 Sources of Near Term Financing 305

Miscellaneous Short Term Credit 305
Receivable Financing 309
Madison Manufacturing Case 317

V CREDIT AND COLLECTIONS 321

13 Analyzing Credit Capacity of Customers 323

Elements of Credit Capacity 323
Liquidity Indicators 327
Profitability Indicators 331
Capital Indicators 338
Pizza King Inc. Case 343

14 Developing Credit Policies 359

Receivable Policies 359
Cost-Volume-Profit Approach to Credit 365
Establishing Credit limits 373
Harding Supply Company Case 381
U.S.A. Distributors Company Case 385

15 Collection Policies and 389
Government Regulations
Truth in Lending 389
Fair Credit Billing Act 396
Equal Credit Opportunity 398
Fair Debt Collection Practices 407
Western Finance Company Case 414



xii

VI CONSUMER AND BUSINESS LENDING 4 1 7

16 Consumer Loans 419

Overview 419
Credit Capacity of Borrowers 424
City Central State Bank Case 427

17 Small Business Loans 439

Overview 439
The Credit Decision 441
North Jersey Carpet Company Case 447

18 Credit Scoring Systems 457

Overview 457
Benefits and Weaknesses 459
Lyle Electronics Company Case 462

VII INVENTORY 471

19 Inventory Management 473

Nature of Inventories 473
Inventory Management 479
Total System 486
Draper Corporation Case 488

20 Inventory Planning 491

The Production Side 491
The Marketing Side 493
The Inventory Data Base 498
Inventory Reports 501
Robin Sporting Goods Case 508
Mini Vehicles Case 512

APPENDIX A 517

Index 523


