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CASH MANAGEMENT

* Meaning and Nature of Cash,

* Motives for holding cash,

* Objectives of cash Management,

* Dimensions of cash management
v'Cash Planning,

v"Managing the cash flows,
v'Determining optimum level of cash &
v’ Investing surplus cash
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INTRODUCTION

Cash 1s the most liquid asset, iIs of vital
Importance to the daily operations of business
firms. It is crucial for the solvency of the firm
& thus, It Is referred to as the life-blood of the
business firm.
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Cash Is the important CA & basic input needed
to keep the business running on a continuous
basis & It is also the ultimate output expected to
be realized by selling the service or product
manufactured by the company.
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Cash iIs the money which a firm can disburse
Immediately without any restriction. It includes
coins, currency notes & cheques held by the firm
& Dbalances In its bank account. Sometimes
marketable securities or bank time-deposits are
also considered as cash. The basic feature of this
type of near cash assets Is that they can be easily
converted into cash.
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Cash management is concerned with

the managing of:
e cash flows into and

out of the firm,

e cash flows within the firm, and

» cash balances held by the firm at a point of
time by financing deficit or investing surplus

cash

Copyright 2008 Prentice Hall Publishing Company



Common cause of business fallure: Cash crisis!

A business can be earning a profit and be forced to
close because It runs out of cash!

67 percent of small business owners have at least
occasional problems managing cash flow.

19 percent report cash flow as a continuing
problem.
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« Cash management - forecasting, collecting,
disbursing, investing, and planning for the cash a
company needs to operate smoothly.

* Young, growing companies are “cash sponges.”

« Know your company’s cash flow cycle.
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MOTIVES FOR HOLDING CASH

ne transaction motive
ne precautionary motive
ne speculative motive
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 The Transaction Motive :

It requires a firm to hold cash to conduct its
business In normal course. The firm needs cash
primarily to make payments for purchases, wages
& salaries, other operating expenses, taxes,
dividends, etc. for transaction purpose a firm
may Invest its cash in marketable securities, I.e.,
It will purchase those securities whose maturity
equals with anticipated payments in future. The
transaction motive refers to holding cash to meet
anticipated payments whose timings is not
properly matched with cash receipts.
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 The Precautionary Motive :

It Is the need to hold cash to meet
contingencies in future. It provides a buffer to
meet some unexpected emergency. The
precautionary amount of cash depends upon
the predictability os cash flows, I.e., if the CFs
can be predicted with accuracy, less cash will
be maintained for an emergency. The
precautionary balance may be kept in cash &
marketable security.
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* The Speculative Motive :

It relates to the holding of cash for investing In

profit-making opportunities as & when t

ney

arise, 1.e., when the security price change. The

firm will hold cash when it Is expected that
Interest rates will rise & security prices will fall.
Securities can be purchased when the interest

rate 1s expected to fall:; the firm will benefi
by the subsequent fall In interest rates
INncrease In security prices.
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Objectives of Cash Management

Why do we need to manage cash flow in the
organization? What Is the use of cash
management in the business?

Following purposes of cash management will
resolve the above queries:

v Fulfill Working Capital Requirement.
v'Planning Capital Expenditure.

v'Handling Unorganized Costs.

v Initiates Investment

v'Better Utilization of Funds.

v'Avoiding Insolvency.
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v Fulfill Working Capital Requirement: The
organization needs to maintain ample liquid cash
to meet Its routine expenses which possible only
through effective cash management.

v'Planning Capital Expenditure: It helps in
planning the capital expenditure and determining
the ratio of debt and equity to acquire finance for
this purpose.
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v'Handling Unorganized Costs: There are times
when the company encounters unexpected
circumstances like the breakdown of machinery:.
These are unforeseen expenses to cope up with;
cash surplus is a lifesaver in such conditions.

v'Initiates Investment: The other aim of cash

management is to invest the idle funds in the right
opportunity and the correct proportion.
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v'Better Utilization of Funds: It ensures the
optimum utilization of the available funds by
creating a proper balance between the cash In
hand and investment.

v Avoiding Insolvency: If the business does not
plan for efficient cash management, the situation
of insolvency may arise. It is either due to lack of
liguid cash or not making a profit out of the
money available.
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DIMENSIONS OF CASH MANAGEMENT
(FACETS OF CASH MANAGEMENT)

The management of cash iIs important because it Is
difficult to predict cash flows accurately,
particularly the inflows & there is no perfect co-
Incidence between inflows & outflows of cash.

In order to resolve the uncertainty about cash
flows prediction & lack of synchronisation between
cash receipts & payments, the firm should develop
appropriate strategies of cash management.
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The firm should evolve strategies regarding the
four facets of cash management :

Cash planning
Managing the cash flows
Optimum cash level
Investing surplus cash
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« Cash _Management : Cash inflows & outflows
should be planned to project cash surplus or deficit
for a specific period. Cash budget is prepared for
this purpose.

 Managing the Cash flows : the cash flows should be
managed properly, it means that the inflows should
be accelerated while cash outflows should be
decelerated.
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* Optimum cash level : the firm should decide about
the appropriate level of cash balance. It deals with
determining the optimum level of cash balances,
l.e., avoiding the cost of excess cash & dangers of
cash deficiency.

 Investing Surplus cash : The surplus cash balance
should be properly invested to earn profit by
Investing them In bank deposits, marketable
securities, etc.
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CASH PLANNING

« CFs are Indispensable parts of business
operations of all firms.

« CP Is a technique to plan and control the uses of
cash.

* It protects the financial condition of the firm by
developing a projected cash statement from a
forecast of expected cash inflows & outflows for
a given period.

 The forecasts may be based on the present
operations or the anticipated future operations.

« CP may be done on daily, weekly or monthly
basis.
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« A Cash budget is the most significant device to
plan for and control cash receipts and
payments.

It I1Is a summary statement of the firm’s
expected cash iInflows & outflows for a
projected time period.

« It gives Information on the timings &
magnitude of expected cash balances & CFs
over the projected period which helps the
financial manager for financing them &
ultimately to exercise control over the cash &
liguidity of the firm.

Chapter 12: Cash Mgt 22
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The Cash Budget

* A “cash map,” showing the
amount and the timing of a
firm's cash receipts and cash
disbursements over time.

* Predicts the amount of cash a
company will need to operate
smoothly.

* A helpful tool for visualizing the
firm's cash receipts and cash
disbursements and the resulting
cash balance.
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Preparing a Cash Budget

« Determine a Minimum Cash
Balance

* Forecast Sales
* Forecast Cash Recelipts

 Forecast Cash
Disbursements

Estimate End-of-Month
Cash Balance
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Forecast Sales
* The heart of the cash budget.

 Sales are ultimately transformed into cash
receipts and cash disbursements.

« Cash forecast is only as accurate as the sales
forecast from which it is derived.
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Forecast Sales
* Prepare three sales forecasts:
— Most Likely
— Pessimistic
— Optimistic
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Determine a Minimum Cash
Balance

« Remember Goldilocks, the
Three Bears, and the
porridge:

* Not too much...

* not too little...

* but a cash balance that's just
right ... for you!
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Cash forecasts are needed to prepare cash budgets.
Cash forecasting can be done on short & long term
basis.
1. Short-term Cash Forecasts : The important
functions of short-term cash forecasts
* To determine operating cash requirements
« To anticipate short-term financing
* To manage investment of surplus cash.
— Short-term Forecasting Methods
* The receipt and disbursements method.

* The adjusted net income method.

“Bg
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* The Receipt and Disbursements Method
* The virtues of the method are:

It gives a complete picture of all the items of
expected cash flows.

It iIs a sound tool of managing daily cash
operations.

 This method, however, suffers from the
following limitations:

Its reliability 1s reduced because of the
uncertainty of cash forecasts. For example,
collections may be delayed, or unanticipated
demands may cause large disbursements.

It fails to highlight the significant movements
In the working capital items.
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* The Adjusted Net Income Method

* The benefits of the adjusted net income method
are.

It highlights the movements Iin the working
capital items, and thus helps to keep a control on
a firm’s working capital.

It helps In anticipating a firm’s financial
requirements.

* The major limitation of this method is:

It fails to trace cash flows, and therefore, its
utility in controlling daily cash operations is
limited.

o
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* | ong-term Cash Forecasting

 The major uses of the long-term cash forecasts
are.
It indicates as company’s future financial needs,
especially for its working capital requirements.

It helps to evaluate proposed capital projects. It
pinpoints the cash required to finance these
projects as well as the cash to be generated by the

company to support them.
It helps to improve corporate planning. Long-

term cash forecasts compel each division to plan
for future and to formulate projects carefully.

3
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Managing the Cash Flow
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Types of floats :
Disbursement Float
Collection Float
Net Float

(A) Accelerating cash collections :
« Concentration Banking
 Lock Box System

(B) Controlling Disbursement
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After preparing the cash budget, the finance
manager should ensure that there does not exist
any deviation between projected cash flows &
actual cash flows. The efficiency of the firm’s
cash management programme can be enhanced
by the knowledge & use of various procedures
almed at:

a. Accelerating cash inflows, &
b. Controlling cash outflows.

Thus, the twin objectives in managing CFs should
pe to accelerate cash collection to as much as
possible & to decelerate or delay cash
disbursement.

34
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With reference to the control of inflows &
outflows, float Is an important technique to
reduce the length of the cash cycle. When a firm
receives or makes payments in the form of
cheque, there iIs usually a time gap between the
time the cheque Is written & when it is cleared,
this time gap is known as float.

The float for the paying firm refers to the time
that elapses between the point when It issues a
cheque & the time at which the funds underlying
the cheque are actually debited Iin the bank
account.
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 For the payee firm, float refers to the time

between the
avallability of

receipt of the cheque & the
the funds In 1ts account. So, float

denotes the funds that have been dispatched by a
payer but not in a form that payee can spend.

* To get an idea

of float mechanism & its utility In

the management of CFs, one must know the
related banking procedure. When a cheque is

Issued by the

paying firm, the bank balance of

the firm Is not immediately reduced, rather the

bank reduces t

ne balance only when the cheque is

presented to it either personally or through the
clearing system.
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« Similarly, when the firm receives a cheque from
the customer & deposits the cheque In the firm’s
account, rather the bank credits the cheque
amount only when it is cleared by the paying bank.

* The cash balance shown by a firm on its books is
called the book or ledger balance whereas the
balance shown in its bank account is called the
available or collected balance. The difference
between the available balance & the ledger balance
IS referred to as the float.

37
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TYPES OF FLOATS
DISBURSEMENT FLOAT :

The amount of cheque issued but not presented
for payment is known as the disbursement
float. For eg., suppose that ABC Co. has a book
balance as well as available balance of Rs. 4
lacs with its bank. SBI, as on March 31. on
April 1, it pays Rs. 1 lac by cheque to one of its

suppliers & hence reduces its book balance by
Rs. 1 lac.
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SBI, however, will not debit
the cheque has been prese
say, April 6. until that

ABC Co. account till
nted for payment on
happens the firm’s

available balance 1is greater than Its book

balance by Rs. 1 lac.

Hence, between April 1 & A
disbursement float of Rs. 1

DF = Firm’s available bank
Firm’s book balance

oril 6, ABC Co. has a
ac.

palance Minus

= Rs.4lac-Rs.3lac=Rs. 1 lac

39
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« COLLECTION FLOAT :

The amount of cheque deposited In the bank,
but not yet cleared Is known as the collection
float. For e.g., suppose that XYZ Co has book
balance as well as available balance of Rs. 5 lac
as on April 30. On May 1, XYZ Co receives a
cheque for Rs. 1.5 lac from a customer which it
deposits In the bank. It increases its book
balance by Rs. 1.5 lacs. However this amount is
not available to XYZ Co. until its bank presents
the cheque to the customer’s bank on, say May
5. So, between May 1 & May 5 XYZ Co has a
collection float of (-) Rs. 1.5 lac.
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Collection Float = Firm’s available bank
balance - Minus Firm’s book balance
= Rs.5lac-Rs. 6.5 lac
=(-) Rs. 1.5 lac
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* NET FLOAT :

 The net float at a point of time is simply the
overall difference between the firm’s available
bank balance & the balance shown by the ledger
account of the firm. If the NF iIs “+°, 1.e., PF is
more than RF ( Collection Float), then the
available balance exceeds the book balance &
vice-versa. If the firm has ¢+’ NF, it can issue
more cheque even if the net bank balance shown
by the books of account may not be sufficient. A
firm with a positive NF can use It to Its
advantage & maintain a smaller cash balance
that it would have in the absence of float.

42
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The course of action adopted by a firm to
manage the PF & the RF (Receipt Float) is
known as playing the float, which has emerged as
an important technique of cash management in
most of the firms.
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ACCELERATING CASH COLECTIONS /
SPEEDING UP COLLECTIONS

A company can conserve cash & reduce Its
requirements for cash balances If it can speed-up
Its cash collection. Cash collections can be
accelerated by reducing the lag or gap between
the time a customer pays bill & the time the
cheque is collected & funds become available for
the firm’s use.

The collection time comprises mailing time,
cheque processing delay & the bank’s
availability delay as shown in the flow-chart :
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« When a company receives payments through
cheque that arrive by mail, all the 3
components of collection time are relevant. The
financial manager should take steps for speedy
recovery from debtors & for this purpose
proper internal control system should be
Installed in the firm.

Once the credit sales have been effected, there
should be a Dbuilt-in mechanism for timely
recovery from the debtors. Periodic statements
should be prepared to show the outstanding
bills. Incentives offered to the customers for
early / prompt payments should be well
communicated to them.
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* Once the cheques / drafts are received from
customers, no delay should be there In
depositing these receipts with the banks. The
time lag in collections of receivables can be
considerably reduced by managing the time
taken by postal intermediaries & banks.

 Within these time gap, the delay iIs generally
due to the mailing time, Ii.e., the time taken by
cheque In transit & the processing time, I.e., the
time taken by the firm in processing cheques for
Internal accounting purposes. The amount of
cheques sent by customer yet not collected is
known as ‘Deposit Float.’
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To speed up collection, companies may use
concentration banking & lock boxes which
are essential systems for expeditious
decentralised collection.

Concentration Banking.
Lock Boxes / Lock Box System.
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A) Concentration Banking :

A firm may open collection centres (banks) in different
parts of the country to save the postal delays. This is
known as CB. Under this system, the collection centres
are opened as near to the debtors as possible, hence
reducing thee time in dispatch, collection, etc. the firm
may instruct the customers to mail their payments to a
regional collection centre / bank rather than to the
central office. The cheques received by the regional
collection centre are deposited for collection into a local
bank account. Surplus funds from various local bank
accounts are transferred regularly (mostly daily) to a
concentration account at one of the company’s
principal banks.

49
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« Within the vast network of branches set-up by banks,

regional / local collection centres can be easily established.
To ensure that the system of collection works according to
plan, it is helpful to periodically audit the actual transfers
by the collecting banks & see whether they are In
conformity with the instructions given.

The collection centre (concentration banking) results in
saving of time, & hence results In better cash
management. However, the selection of collection centres
must be based on the volume of billing / business In a
particular geographical area. It may be noted that the
concentration banking also involve a cost in terms of
minimum cash balance required with a bank or in form
of normal minimum cost of maintaining a current
account.
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B) Lock Box / Lock Box System :

In case of concentration banking cheques are
received by a collection centre & are deposited
In the bank after processing. Lock box system
helps the firm to eliminate the time between the
receipt of cheque & their deposits in bank. Here,
the firm establishes a number of collection
centres, considering customers location &
volume of remittances & accordingly hires a
post-office box. Customers are advised to mail
their payments to special post-office boxes called
lock-boxes, which are attended by local
collecting banks, instead of sending them to
corporate headquarters.
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The local bank collects the cheque from the lock
box once or more a day, deposits the cheque
directly into the local bank account of the firm,
& furnishes details to the firm.

Thus, the LB System:

Cuts down the mailing time, because cheques
are received at a nearby post-office instead of at
H/Q.

Reduces the processing time because the

company does not have to open the envelopes &
deposit the cheque for collection, &

Shortens the availability delay because the
cheques are typically drawn on local banks.
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In India, the LBS is not popular. However, commercial
banks usually provide service to their large clients of :

Collecting the cheques from the office of the clients, &

Sending the high value cheques to the clearing system on
the same day. Both these services helps in reducing the
float of the large clients.

However, these benefits are not free. Usually, the bank
charges a fee for each cheque processed through the
system. The benefits derived from the acceleration of
receipts must exceed the incremental costs of the LBS, or
the firm would be better without it.

When is it worthwhile to have a LBS?

The answer depends on the costs & benefits of maintaining
the LBS.
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CONTROLLING DISBURSEMENTS

The effective controlling of disbursements can
also help the firm in conserving cash & reducing
the financial requirements. Disbursements arise
due to trade credit. There Is no advantage In
paying sooner, then agreed. Thus, by delaying
payments the firm makes maximum use of trade
credit, which is an interest-free source of funds.

The technique generally used by the firm here is
known as “playing the float”, to maximise the
availability of funds. When the firm’s actual
bank balance is greater than the balance shown
In the firm’s book, the difference iIs called
“payment float”
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OPTIMUM CASH BALANCE

One of the primary responsibility of the financial
manager Is to maintain a sound liquidity position
of the firm so that dues may be settled in time.
The firm needs cash not only to purchase RM &
pay wages but also for payments of dividends,
Interest, taxes, etc. thus, the test of liquidity
means the availability of cash to meet the firm’s
obligations when they become due.
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The financial manager should determine the
appropriate amount of cash balance. Thus, it iIs
related to a trade-off between risk & return. If
the firm maintains a small balance, its liquidity
position weakens & it suffers from inadequacy
of cash to make payments, but a higher
profitability can be attained by investing surplus
funds in profitable opportunities. On the other
hand, If the firm maintains a high level of cash
balance, it will have a sound liquidity position,
for that it has to forgo the opportunities to earn
Interest.
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INVESTMENT IN MARKETABLE SECURITIES

(INVESTING SURPLUS CASH IN
MARKETABLE SECURITIES)

Excess cash should be normally invested iIn
marketable  securities which can be
conveniently & promptly converted into cash.
Cash In excess of the requirement of operating
cash balance may be held for two reasons:

 The WC requirement of firm fluctuate because
of elements of seasonality & business cycles.

« EXxcess cash may be held as a buffer to meet
unpredictable financial needs. A firm holds
extra cash because CFs cannot be predicted
with certainty.
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Instead of holding cash for these 2 reasons the
firm may meet its precautionary requirement as
& when they arise by making short-term
borrowings. The extra cash held by the company
should be invested in marketable securities which
are considered as near cash items.

The financial manager should examine 3 basic
features of security while choosing among
alternative securities, viz., safety, Maturity,

and marketability.
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b)

Safety : A firm usually requires a high return on its
Investment but the higher return yielding securities are
relatively more risky. The firm would invest in safe
securities.

Maturity : It refers to the time period over which interest
& principal are to be made. The price of long-term
security fluctuates more widely with the changes In
Interest rate than the price of short-term security. Thus,
for safety reasons excess cash should be invested In
short-term securities.

Marketability : it refers to convenience & the speed with
which a security can be converted into cash. The 2
Important aspects of marketability are ‘price’ & ‘time’.
If the security can be sold quickly without loss of price, it
Is termed as highly liquid or marketable security.
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« CASH CONTROL REPORTS

Cash reports providing a comparison of actual
development with forecast figures, are helpful In
controlling & revising cash forecast on a
continual basis. Several types of cash reports may
be prepared, viz., the daily cash report, the daily
treasury report, the monthly cash report.

60
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Features of Instruments of Collection in India

Instrument Pros Cons
1.Cheques e No charge eCan bounce
e Payable through clearing eCollection times can be long
e Can be discounted after receipt eCollection charge
e Low discounting charge
e Requires customer limits which are
inter-changeable with overdraft limits
2.Drafts e Payable in local clearing eCost of collection

3.Documentary bills

4 Trade bills

5.Letters of credit

e Chances of bouncing are less

e Low discounting charge

e Theoretically, goods are not released
till payments are made or the bill is
accepted

e No charge except stamp duty
e Can be discounted.
e Discipline of payment on due date.

eGood credit control as goods are
released on payment or acceptance of
bill.

eSeller forced to meet delivery
schedule because of expiry date.

eBuyers account debited on day one

eNot payable through clearing.
eHigh collection cost
eL_ong delays

eProcedure is relatively cumbersome
eBuyers are reluctant to accept the due
date discipline.

eOpening charges

eTransit period interest
eNegotiation charges

eNeed bank lines to open LC.
e Stamp duty on usance bills

()él

Copyright 2008 Prentice Hall Publishing Company




	Slide 1:    CASH MANAGEMENT  
	Slide 2
	Slide 3
	Slide 4
	Slide 5
	Slide 6
	Slide 7
	Slide 8
	Slide 9
	Slide 10
	Slide 11
	Slide 12
	Slide 13
	Slide 14
	Slide 15
	Slide 16
	Slide 17
	Slide 18
	Slide 19
	Slide 20
	Slide 21
	Slide 22
	Slide 23
	Slide 24
	Slide 25
	Slide 26
	Slide 27
	Slide 28
	Slide 29
	Slide 30
	Slide 31
	Slide 32:  Managing the Cash Flow
	Slide 33
	Slide 34
	Slide 35
	Slide 36
	Slide 37
	Slide 38
	Slide 39
	Slide 40
	Slide 41
	Slide 42
	Slide 43
	Slide 44
	Slide 45
	Slide 46
	Slide 47
	Slide 48
	Slide 49
	Slide 50
	Slide 51
	Slide 52
	Slide 53
	Slide 54
	Slide 55
	Slide 56
	Slide 57
	Slide 58
	Slide 59
	Slide 60
	Slide 61: Features of Instruments of Collection in India

