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Tracing Cash & Net Working Capital

Current Assets are cash and other assets that are expected to
be converted to cash with the year.

Current Liabilities are obligations that are expected to require
cash payment within the year.
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Defining Cash in Terms of Other Elements

CA + Fixed Assets= CL + LT Debt + Equity

CA — CL + Fixed Assets= LT Debt + Equity

Net Working Capital + Fixed Assets = LT Debt + Equity
NWC = Cash + Other Current Assets — CL

Cash = LT Debt + Equity — NWC - Fixed Assets
(excluding cash)

Defining Cash in Terms of Other Elements

Long Net Working
Cash = Term + Equity —  Capital
Debt (excluding cash)

3 Fixed
Assets

e Anincrease in long-term debt and/or equity leads to an increase in
cash

e A decrease in fixed assets and/or in the non-cash components of net
working capital leadsto anincreasein cash.

e The Sources and Uses of Cash Statement follows from this reasoning.

e Seeexampleintext.

The Operating Cycle & Cash Cycle
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The Operating Cycle & the Cash Cycle

Accounts
ayable
Cash cycle = Operatingcycle - ppgriod
Accounts
_ ) payable
Cashcycle = InventoryPeriod+ — period
AccountsReceivable
Period

e Inpractice, theinventory period, the accounts receivable periad, and
the accounts payable period are measured by daysininventory, daysin
receivablesand daysin payables.

Operating Cycle & Cash Cycle

Davsinl nventor averageinventory
Y ¥ annualc0GS/365
aver ageaccounts eceivabli
annualkales/365

DaysinReceivable=

averageaccountgayable

DaysinPayabl
aysinPayables —— I C0GS/365

Example - Cash Cycle

Given the aggregate balance sheet and income statement
for US Manufacturing firms, calculate the cash cycle.

Income Statementi Balance Sheet

End1stqtr'98 Endof 1stqtr'9¢
Sales 3,968 Inventory 470 468
COGS 3,518 AR 471 481
AlP 304 303

Given the aggregate balance sheet and income statement for
US Manufacturing firms, calculate the cash conversion cycle.
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Income  Statement | Balance Sheet
1 “® %  Cash Cycle
Sales 3968 Inventory 470
COGS 3518 AR a7 481
[V v

averageaccounts receivable

Daysin Receivables =
annual sales/365

averageinventor
Days ininventory =22 oot
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Days in Payables
4 v annual COGS/365
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Some Aspects of Short-Term Financial Policy

e Two elementsof the policy that afirm adopts for short-term
finance.
e Sizeof the Firm'sInvestment in Current Assets

- Usually measured relative to thefirm’slevel of total operating
revenues.

e Financing Policiesfor Current Assets

- Usually measured asthe proportion of short-term debt to long-
term debt.

The Size of the Investment in Current Assets
o A flexibleshort-term finance policy would maintain ahigh ratio of
current assetsto sales.

Keeping large cash balances and investmentsin marketable
securities.

Largeinvestmentsin inventory.
Liberal credit terms.
- Why isthisflexible??
e A reﬂrictiveshor‘[—tgralm finance policy would maintain alow ratio
es.

of current assetsto

Keeping low cash balances, no investment in marketable
securities.

Making small investmentsininventory.
- Allowing no credit sales (thus no accountsreceivable).
- Why isthisrestrictive??

Carrying Costs & Shortage Costs

e Managing short-term cash flowsinvolvesthe minimization of
costs.

e Thetwomajor costsare:

e Theobjectiveof managing short-termfinanceand short-term
financial planningistofind the optimal tradeoff between these
two costs.

Carrying Costs & Shortage Costs
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Flexible Policy

Restrictive Policy

Minimum  Total costs of holding current assets.

Grain elevator operators buy crops after harvest, storethem, and sell them
during theyear. Inventory isfinanced with short-term debt. Net working
capital isalwayszero.

$
point
Minimum Carrying costs
point \ Carrying costs
P —
Shortage costs Shortage
costs
CA* Investment in CA* Investment in
Current Assets ($) Current Assets ($)
Determinants of Corporate Liquid Asset Holdings Alternative Financing Policies for CA
Firms with High Levels of  Firms with Low Levels of e A flexible short-term finance policy means low proportion
Liquid Assets will have: Liquid Assets will have: of short-term debt relative to long-term financing.
e A restrictive short-term finance policy means high
o High-growth o Low-growth opportunities ﬁr:ar}%ritri]gn of short-term debt relative to longterm
opportunities o Low-risk investments hyo '
e High-risk investments e Large firms s Why:
e Small firms he s e Inanideal world, short-term assets are always financed
L dit fi * High-credit firms with short-term debt and long-term assets are always
« Low-credit firms financed with long-term debt.
e Inthisworld, net working capital is aways zero.
Financing Policy for an Idealized Economy Alternative Asset - Financing Policies
¢| Current assets = T otal Asset
Short-term debt - Requirement
,f
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debt plus -~ Financing
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Alternative Asset - Financing Policies
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Cash Budgeting

e A cashbudget isaprimary tool of short-runfinancia planning.

e Record theestimatesof cash receiptsand disbursements.

e Cash Receipts

Arisefrom sales, but need to estimate when actualy collected.

e Cash Outflow

- Paymentsof AccountsPayable

Wages, Taxes, and other Expenses
Capital Expenditures

e Cash baancetellsthe manager what borrowing or investing is

required intheshort-run.

Steps to Preparing a Cash Budget

e Step 1 - Forecast the sources of cash.

Cash Budgeting Example

Stetson Webdrivers
Cash Budget

For the Period June to September 2001

April May. June iy August _ September
e Step 2 - Forecast uses of cash. Sdes 201000/ 365000 387000/ 329000 238000 145000
H H : Collections
e Step 3 - Calculate whether the firm is facing a cash Ceen 0% | Tiew | el e
shortage or surp| us. First Month 45% 164,250 | 174,150 | 148,050 107,100
Second Month 15% 43,650 54,750 _ 58,050 49,350
Total Collections 362,700 360,500 301,300 _ 214,450
Purchases 50% 182,500 193,500 164,500 | 119,000 72500 | 46,000
Payments
First Month 60% 116100 | 98,700 | 71,400 43,500
SecondMonth 40% 73000 | 77,400 _ 65800 _ 47,600
Total Payments 189,100 | 176,100 | 137,200 91,100
Cash Budgeting Example (cont) Cash Budgeting Example (cont)
Total Payments 189,100 | 176,100 137,200 _ 91,100
f"”egws': - 362,700 | 360,500 | 301,300 | 214,450 Total Disbursements 381,500 451,000 | 194,800 185100
ess Disbursements P
Beginning Cash Balance 20,000 | 15000 15000 121,500
we‘et:“’ Payments 0% 133“1’88 1762‘ ;1338 lj;'égg Zé'égg Collections- Disbursements (18800) (91,400, 106500 29,350
' L ! : ! : Unadjusted Cash Balance 20,000 1200 (76,400, 121,500 | 150,850
Lease Payments 10000 10,000/ 10,000 10,000 Curront Borroin o BT R o o
Interest 30,000 0 9 30000 Ending Cash B: |g 20,000 15'000 15'000 121,500 150,850
Dividend (Common) 50,000 0 0 0 =oSngtanoaance :
Taxes 25,000 0 0 25000 Notes:
Capital Outlays ol 200,000 0 Minimum Acceptable Cash 15,000
Total Disbursements 381,500 | 451,000 | 194,800 185100
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The Short-Term Financial Plan

e Themost common way to finance atemporary cash deficit to
arrangeashort-term loan.

e UnsecuredLoans
- Lineof credit at the bank
e SecuredLoans

- Accountsreceivable financing can be either assignedor
factored.

- Inventory loansuseinventory ascollateral.
e Other Sources

- Banker's acceptances

- Commercial paper.
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