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CHAPTER 18 CASH AND MARKETABLE SECURITIES MANAGEMENT SUGGESTED ANSWERS TO THE REVIEW QUESTIONS AND PROBLEMS I. Questions 1. Cash and marketable securities are generally used to meet the transaction needs of the firm and for contingency purposes. Because the funds must be available when needed, the primary concern should be with safety and liquidity rather than the maximum profits. 2. Float exists because of the delay time in check processing. Electronic funds transfer, or the electronic movement of funds between computer terminals, would eliminate the need for checks and thus eliminate float. 3. A firm could operate with a negative balance on the corporate books knowing float will carry them through at the bank. Checks written on the corporate books may not clear until many days later at the bank. For this reason, a negative account balance on the corporate books of ₱100,000 may still represent a positive balance at the bank. 4. By slowing down disbursements or the processing of checks against the corporate account, the firm is able to increase float and also to provide a source of short-term financing. 5. Float represents the difference between a corporation’s recorded cash balances and the amount credited to the corporation by the bank. It is the latter item that is of particular interest to us. To the extent a corporation can accelerate check collections to the bank account and slow down check payments from its bank account, the cash balance at the bank may exceed the recorded amount on the company books. The differential or float may be thought of as a short-term source of funds to the corporation. 6. Cash and marketable securities are generally used to meet the transaction needs of the firm and for contingency purposes. Because the funds must 18-1
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be available when needed, the primary concern should be with safety and liquidity rather than the maximum profits. 7. A firm could operate with a negative balance on the corporate books knowing float will carry them through at the bank. Checks written on the corporate books may not clear until many days later at the bank. For this reason, a negative account balance on the corporate books of ₱100,000 may still represent a positive balance at the bank. 8. The primary criteria a firm should use in selecting short-term marketable securities in its portfolio should consider the following principles: (1) Default risk, (2) Marketability and, (3) Maturity dates. 9. Several techniques are now used both to speed collections and to get funds where they are needed. Included are lockbox plans established close to customers and requiring large customers to pay by wire. A lockbox plan is one of the oldest cash management tools. In a lockbox system, incoming checks are sent to post office boxes rather than to corporate headquarters. Several times a day, a local bank will collect the contents of the lockbox and deposit the checks into the company’s local account. The bank would then provide the firm with daily record of the receipts collected, usually via an electronic data transmission system in a format that permits online updating of the firm’s receivable accounts. A lockbox system reduces the time required for a firm to receive incoming checks, to deposit them, and to get them cleared through the banking system so that the funds are available to use. The time reduction occurs because mail time and check collection time are both reduced if the lockbox is located in the geographic area where the customer is located. Lockbox services can often increase the availability of funds by two to five days over the “regular” system. Firms are increasingly demanding payments of larger bills by wire, or even by automatic electronic debits. This is, of course, the ultimate in a speeded-up collection process, and computer technology is making such a process increasingly feasible and efficient.
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No single action controls cash outflows more effectively than the centralized processing of payables. This permits the financial manager to evaluate the payments coming due for the entire firm and to schedule the availability of funds to meet these needs on a company-wide basis. Centralizing disbursements also permits more efficient monitoring of payables and float balances. Of course, there are also disadvantages to a centralized disbursement system – regional offices may not be able to make prompt payment for services rendered, which can create ill will and raise the company’s operating costs. More than one firm has saved a few pennies by using a cheaper check-disbursing system but lost far more as a result of higher operating costs caused by ill will. 10. Free cash flows are the cash flows available to pay the firm’s stockholders and debt holders after the firm has made the necessary working capital investments, fixed asset investments, and developed the necessary new products to sustain the firm’s ongoing operations. To calculate free cash flow, we start with operating cash flow. Firms generate operating cash flow (OCF) after they have paid necessary taxes. Depreciation, a noncash charge, is added back to operating cash flow to determine total OCF. We add other relevant noncash charges, such as amortization and depletion, back as well. Firms either buy physical assets or earmark funds for eventual equipment replacement to sustain firm operations; this is called investment in operating capital (IOC). In accounting term, IOC includes the firm’s net investments or changes in fixed assets, current assets, and spontaneous current liabilities such as accounts payable and accrued wages. 11. Firms hold cash for the following reasons: 1. Transaction balance – a cash balance associated with payments and collections; the balance necessary for day–to–day operations. 2. Compensating balance – a checking account balance that a firm must maintain with a bank to compensate the bank for services rendered or for granting a loan. 3. Precautionary balance – a cash balance held in reserve for random, unforeseen fluctuations in cash inflows and outflows. 12. 1. Transaction facilitation – firms need cash to pay employee’s wages, taxes, supplier’s bills, interest on debts, and stock dividends. Though the firm will have cash coming in from day-to-day operations and any financing activities, the inflows and outflows are not usually 18-3
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perfect synchronized, so the firm will need to keep enough cash on hand to meet reasonable transaction demands. 2. Compensating balances – firms must often keep a certain percentage of borrowed funds in their checking accounts with their lending institution. Since lenders are exempt from paying interest on corporate checking accounts, compensating balances become a cheap source of funds for the lender and represent opportunity costs for borrowing funds. 13. Yes. Denying credit to customers who are poor credit risk can minimize bad debts. Minimizing bad debts could improve profitability of the firm. 14. Yes. Projected increases in sales may require the firm to raise cash by borrowing from its bank or by selling new stock. For examples, if a firm anticipates an increase in sales, it will (1) expend cash to buy or build fixed assets through the capital budgeting process; (2) step up purchases of raw materials, thereby increasing both raw materials inventories and accounts payable; (3) increase production, which will lead to an increase in both accrued wages and work-in-process and; (4) eventually build up its finished goods inventory. 15. Carrying cost associated with compensating balance requirement. Since funds will be tied up to meet the compensating balance requirement, the following carrying costs may be incurred. (1) Interest expense – if money is part of the borrowed funds, and (2) Opportunity costs – income that would have been earned if money had not been frozen to fulfill the compensating balance requirement. 16. Shortage cost associated with compensating balance requirement. If available funds are just enough to meet the nominal transaction needs and compensate balance requirement, any unforeseen payments may have to be met by incurring additional debts which could mean additional interest expense. 17. Increase in trading costs tend to increase likewise the optimal replenishment level in the Baumol Model because of the higher costs of connecting other assets to cash. 18. The increase in the standard deviation in net daily cash flows will increase the optimal cash return point under the Miller-Orr model. 18-4
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19. Yes. A firm can have a negative collection float if the disbursement float period is shorter than the collection float period. 20. Yes. A firm can have a negative disbursement float if the disbursement float period is longer than the collection float period. II. Multiple Choice Questions 1. 2. 3. 4. 5.



D D D D C



6. 7. 8. 9. 10.



D B D C D



11. 12. 13. 14. 15



B A A D C



16. 17. 18. 19.
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III. Problems Problem 1 (Determining Float) Watermelon Company Bank Books Initial amount Add: Deposits Less: Checks Balance



₱10,000 70,000 25,000 ₱55,000



Float



₱15,000*



* Based on the balance on the corporate books minus the balance on the bank’s books. Problem 2 (Determining Float) a. ₱620 + ₱400 + ₱320 + ₱700 + ₱440 = ₱2,480 b.



Amount ₱620 ₱400 ₱320 ₱700 ₱440



x x x x x



Probability check has cleared 75% 75% 40% 40% 40%
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Expected value ₱ 465 ₱ 300 ₱ 128 ₱ 280 ₱ 176 ₱1,349
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c. (a – b) = ₱2,480 - ₱1,349 = ₱1,131 float Problem 3 (Cost-benefit Analysis of Cash Management) a. ₱4,000,000 daily collections x 2.5 speed up = ₱10,000,000 additional collections ₱3,000,000 daily disbursements x 1.5 days slow down = ₱4,500,000 delayed disbursements ₱10,000,000 + ₱4,500,000 = ₱14,500,000 freed up funds b. ₱14,500,000 freed up funds x 6% interest rate ₱ 870,000 interest on freed up cash Problem 4 (Determination of Optimal Average Cash Balance Using Baumol Model) a. Calculation of Optimal Transfer Size Using Baumol Model C=



2FT/I



Where: C = Optimal transfer size (cash required each time to restore balance to minimum cash) T = Total cash required during the year (₱30,000,000) F = Fixed cost per transaction (₱125) I = Rate of interest on securities (8% per annum) C=



[(2) (₱30,000,000) (₱125)] / 0.08



C = ₱96,825 / 2 = ₱48,413 b. Calculation of Optimal Transfer Size Using Baumol Model if rate of interest is 12% and the transfer cost is ₱75. C=



[(2) (₱30,000,000) (₱75)] / 0.12
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C = ₱61,237 / 2 = ₱30,619 Reasons for difference: 1. The opportunity cost of holding cash is high in case part (b), which requires to maintain lesser cash balance. 2. The transaction is also lower in case of part (b), which allows the frequent conversion of securities in cash and therefore less cash balance can be maintained. Problem 5 (Preparation of Cash Budget) Collection from Debtors and Commission on Credit Sales (in thousands of pesos) 2010 (Actual) 2011 (Forecast) Particulars Nov Dec Jan Feb Mar Apr Sales ₱80 ₱70 ₱80 ₱100 ₱80 ₱100 Cash sales 20% 16 14 16 20 16 20 Credit sales 80% 64 56 64 80 64 80 Collection of debtors 0 0 64 56 64 80 Commission on credit sales (5%) Payment of commission



May ₱90 18 72 64



3.2



2.8



3.2



4



3.2



4



3.6



0



0



3.2



2.8



3.2



4



3.2



Calculation of payment to Creditors (in thousands of pesos) 2010 (Actual) 2011 (Forecast) Particulars Nov Dec Jan Feb Mar Apr Purchases (60 % of sales) ₱48 ₱42 ₱48 ₱60 ₱48 ₱60 Payment to creditors 18-7
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(3rd month of purchase)



0



0



48



42



48



60



Cash Budget of Purple Company for the months of Jan to May 2010 (in thousands of pesos) Particulars Jan Feb Mar Apr May Opening balance ₱25 ₱47.05 ₱70.75 ₱42.05 ₱50.55 Receipts: Cash sales 16 20 16 20 18 Collection from debtors 64 56 64 80 64 105 123.05 150.75 142.05 132.55 Payments: Payment to creditors Variable expenses Commission Rent Fixed assets Taxes Closing balance



48



Total ₱25 90 328 443



48



42



48



60



48



246



3.75 3.2 3 0 0 57.95



4.5 2.8 3 0 0 52.3



4.5 3.2 3 50 0 108.7



4.5 4 3 0 20 91.50



4.75 3.2 3 0 0 58.95



22 16.4 15 50 20 369.4



₱47.05 ₱70.75 ₱42.05 ₱50.55 ₱73.6



Problem 6 (Compensating Balance Interest Rate) Problem 7 (Optimal Cash Replenishment Level) Use Miller-Orr Model formula. Refer to page 429. Problem 8 (Optimal Cash Replenishment Level) Use Miller-Orr Model formula. Refer to page 429. Problem 9 (Optimal Cash Return Point) Problem 10 (Optimal Upper Cash Limit) ₱70,450.07
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