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CHAPTER 15

CASH MANAGEMENT
[Problem 1]

1.
Amount of money in the float
=    P420,000 x 6/7   =    P360,000
2.
Income from money market placements

     (P420,000 x 4/7 x 24%)


P57,600

Annual cost of weekly pick -ups

 (60,000)

Net disadvantage of weekly pick-ups

P (2,600)

3.
Income from money market placements

     (P420,000 x 2/7 x 24%)


P28,800

Annual cost of bank charges


 (45,000)

Net disadvantage of collection through

     the bank network



P(16,200)

[Problem 2]

1.
Effective interest  rate = ?


a.
EIR 
=
30%

b.
EIR
=
(19%/80%)
=
23.75%
c.
EIR
=
[ (P105,000 – P8,000) / (P500,000 x 80%) ]




=
24.25%
d.
EIR
=
[ 16% / (100% - 15% - 16%) ]     =
23.19%
e.
EIR
=
[ (P90,000 – P6,750) / (P500,000 x 67%) ]



=
P83,250 / P335,000
       

=   
24.85%
f.
EIR
=
[ (P90,000 – P6,750) / (P500,000 x 67%) ]


=
24.85%
g.
EIR
=
[(P90,000–P2,250) / (P500,000-P90,000-P25,000)]






=
P87,750 / P385,000
=   22.79%       

2.
The best loan package for Tribal Hat Company is package "g" with the lowest effective interest rate of 22.79%.

[Problem 3]

1.
Reduction in cash float   =   P600,000 x 5 days  = 
P3 million
2.
Opportunity cost
=
P3M x 12%
=
P360,000
3.
Benefit from reducing the float 

P360,000


Cost of the lock-box system


  125,000

Net advantage of the lock-box system
P235,000
[Problem 4]

1a.
Flat fee ( P80 x 12)



P  960


Variable fee  [P0.10 x
(P10.8M/P1,000)]
  1,080

Opportunity cost in compensating

balance ( P50,000 x 9%)

  4,500
Annual cost of the lock-box system

P6,540
1b.
Decrease in A/Rec. balance [P10.8 million x (1/360)]   =   P30,000

The collection is accelerated by a day.

2.
Other factors to be considered in the analysis:

a.
Possible reduction in the cash float.

b.
Use of other collection strategies such as concentration banking, electronic fund transfer, electronic fund transfer on-point-of-sale (EFTOS), automated clearing house,  depository transfer check, and the like .

c.
Delay in the reduction of recording receivables thus affecting customer 's attitude.

e.
Impact of changes in costs in the main office.

f.
Possible alternatives of reducing borrowing needs such as tightening credit terms.

3.
Investment income (P30,000 x 9%)

P 2,700

Cost of the lock-box system


  (6,540)

Net disadvantage of the lock-box system
P(3,840)


[Problem 5]


1.
Optimal cash lot size
=     [(2 x P1 million x P200) / 15%]

        




=    P51,640
2.
Cash cycle
=     P1,000,000 / P51,640
=    19.36
3.
Average cash balance     =
P51,640 / 2
=     P25,820
4.
Procurement costs (19.36 x P200)

P3,872

Opportunity costs   (P25,820 x 15%)

  3,892
Total relevant cost of cash balance

P7,744
[Problem 6]

 

1.
Optimal transfer size   
=     [(2 x P160 million x P125) / 8%]




=     P707,107



2.
Optimal transfer size   
=     [(2 x P160 million x P75) / 12%]




=     P447,214
The optimal transfer size differs because the variables used in the computation have changed.

[Problem 7]

a.
Use of local messenger:


Benefit from accelerated collections


 
     (P500 x 4,240 x 25% x 2 x 15%)

P159,000


Messenger costs



   (20,000)


Net advantage of messengerial service
P139,000
b.
Use of messenger and lock-box system:

Benefit from accelerated collection




     (P500 x 4,240 x 25% x 5 x 15%) 

P397,500

Cost of combined services

     [P230,000 + ( P15,000x15%)]
    
    32,250

Net advantage of the combined services 
P165,250
[Problem 8]

1.



  1st year
 2nd year              3rd year

Current assets

     (Sales x P0.25)
P500,000   
P625,000
P750,000


Current liabilities

        
     (Sales x P0.09) 
 (180,000)
 (625,000)
 (270,000)

Net working capital
P320,000
P400,000
P480,000
2.
Working capital requirement is added to the cost of investment in a particular project. This working capital requirement affects the ability of the business to generate sales and therefore, profitability. This investment is expected to be recovered at the end of the project life.

[Problem 9]

1.
Cost of commercial paper   =
(P315,000 / P3,165,000)    =     9.95%

Financing charges  [(P4M x 7.75%) + (P4M x 1/8%)]       =   P315,000

Face value of commercial paper

P 4,000.000


Compensating balance


 (    400,000)


Dealer's Fee ( P4,000,000 x 1/8 % 90/60)
 (    125,000)


Interest expense ( P4,000,000 x 7.75 %)
 (    310,000)


Net Proceeds




P 3,165,000 

Issuing commercial papers would save the company 0.47% (i.e., 10.42% less 9.95%) over that of bank financing. This saving of 0.47% is lower than the 1% required excess of cost of bank financing before the issuance of commercial papers may be warranted.  The company therefore would be more inclined to use bank financing than the issuance of commercial papers.

2a.
No, establishing the line of credit would not reduce Vega 
Company's cost of doing business, as follows:


Cost of supplier's discount   {[360/(80-10)] x (2%/98%)}
10.50%


Cost of bank borrowing



         
12.00

Advantage of foregoing the supplier's discount       

( 1.50%)

2b..
No, long term financing is not a sound alternative in financing the working capital requirement of Vega Company. The financing need is short-term in nature and seasonal in time. If long-term financing is employed, Vega would have excess funds for 6 months for each year. This would have an adverse effect on the company's profit and financing flexibility. Generally, the hedging principle, or the matching of assets life with the maturity date of liabilities, provides less risk because the return and proceeds from the sale of asset provide the funds necessary to pay off the debt when due.

[Problem 11]

1.
Interest       [P180,000 x (15%/12)]

P  2,250


Processing fee [(P180,000 / 75%) x 2%]
    4,800


Additional cost of not using factor:


     Credit department



    2,500


     Doubtful accounts expense



( P900,000 x 70% x 1 ¼% )

    7,875

Monthly cost of bank financing

P17,425
2.
Interest charges (P180,000 x 1.5%)

P  2,700

Factor Fee (P900,000 x 70% x 2.5%)
  15,750


Monthly cost of factoring


P18,450
3.
Possible advantages of factoring:

a.
It eliminates the need to operate a collection department.

b.
It is a flexible source of financing, that is, as sales increase, the amount of readily available financing increases.

c.
Factors specialize in evaluating and diversifying credit risks.

4.
Possible disadvantages of factoring:

a.
The administrative costs may be excessive when invoices are numerous and relatively small in peso amount.

b.
Factoring removes one of the most liquid assets and weakens the credit standing of the firm and increase the cost of other borrowing arrangements.

c.
Customers may react unfavorably to a firm's factoring their accounts.

5.
Based on amount calculated in requirements "a" and "b", the factoring arrangement should not be continued. Factoring would cost the firm more by P1,025 per month ( i.e., P18,450 - P17,425).

[Problem 12]

1.
The three (3) financing alternatives under evaluation are:

a.
Purchase the machine on a cash basis.

b.
Lease the machine.

c.
Borrow from a local financier.

The pre-tax interest rate for each of the alternatives are:


a.
Cost of purchasing
=   [10% / (100%-20%)]    =
12.5%
b.
Cost of leasing:

Annual payment for leasing  
=  P70,175 - P8,000
  

=   P62,175



PVF Annuity
=   [(P240,000-P62,175) / P62,175]  

=     2,8601

Using Table 2 (PVFA Table) , 4 years, the discount rate is 15%.

c.
Cost of borrowing from a local financier :


PVF
=    (P240,000 / P545,450)
=     0.44
Using Table 1 (PVF of Single Payment), 5 years, the discount rate is 18%.

2.
Arguments justifying lease arrangement:

a.
The commitment for maintenance is limited.

b.
The cash budgeting impact of maintenance is known.

c.
Manufacturer may exchange the machine for improved model at reduced rates.

d.
Financing alternatives are expanded.

3.
Effect of the varying alternative on the current rate of annual at the end of the first year:

a.
Purchase. The cash decreases and the current rate is greatly reduced

b.
Lease. If the derived profitability of using the machine would push the balance of current assets to increase, then the current ratio at the end of the year would even tend to be higher, assuming the profitability rate is more than enough to compensate the annual cost of leasing.

c.
Borrow from a local financier. The current ratio would tend to increase since there is no immediate cash outflow in the first year of machine operations.

