I. Chapter 27: Cash Management
A. What is cash?
1. Currency

2. Checking account deposits

3. Undeposited checks

4. Short-term marketable securities

a) T-Bills

b) CDs

c) Repurchase agreements

B. Cash management

1. Goal: Minimize cash balances

2. Hold some cash

a) Transactions motive

(1) Normal disbursement and collections activities

(2) Don’t want to have to sell securities to cover normal business

b) Compensating balances

(1) Banks give you discounts if you have a balance
c) $$$ needed for transactions > $$$ needed for compensating

(1) So compensating balance provides the floor

(2) But having enough $$$ for transactions usually ensures you have enough for compensating too

3. Target cash balance

a) Baumol Model
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(a) K = cost of holding cash (interest rate on marketable securities)
(b) C = Total cash balance

(c) P = # of periods this cash must last
(2) 
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(a) F = fixed cost of selling securities

(b) T = total amount of new cash needed

(3) Total Costs

(a) = (Trading Costs)(Opportunity Costs)

(b) Minimize total costs
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(c) Hit your target cash balance

ii. 
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(4) Assumptions

(a) Constant disbursement rate

(b) No cash inflows

(c) No “safety cushion”

b) Miller-Orr Model

(1) Assumes normal distribution of net cash flows

(a) So E(Cash Flow) = 0 !

(2) Takes a lower limit

(a) L*

(b) Defined by policy

(3) Defines target cash balance

(a) 
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iii.  σ² = variance of net daily cash flows

(4) Defines an upper limit for cash on hand

(a) H* = 3Z* - 2L

(5) Defines an average cash balance

(a) 
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(6) Implications
(a) Manager must

iv. Set lower limit

v. Determine σ²

vi. Determine interest rate (K)

vii. Estimate cost of buying/selling securities (F)

(b) Z* is positively related to F and negatively related to K

(c) Average cash balance and Z* positively related to σ²
viii. So if your cash flows are more uncertain, you should have a higher average cash balance

c) Borrowing

(1) You could borrow cash rather than sell securities

(2) But that’s likely to be more expensive

(3) Only borrow if you want to have really really low balances

C. Collection & disbursement of cash

1. Float

a) = Bank cash – book cash

(1) Bank cash is more important here

b) Disbursement float

(1) Checks written by the firm

(2) Decrease book cash, not bank cash, until cashed

(3) Helps the firm

(4) Minimizing disbursement float

(a) Increase mail time

(b) Increase check-clearing time

c) Collection float

(1) Increases book cash immediately

(2) Takes time to increase bank cash

(3) Hurts the firm

(4) Components

(a) Mail float

(b) In-house processing float

(5) Minimizing collection float

(a) Lockboxes

ix. Maintained by local bank

x. Local payments come here

xi. Local bank processes them

xii. Saves time

xiii. Gets $ to bank faster

(b) Concentration banking

xiv. Gets deposits to firm faster

xv. Local offices make collections

xvi. Paid with local checks

xvii. Deposited in local banks

xviii. Processed quickly

(c) Wire transfer

xix. Immediate electronic transfer

(d) Availability float

d) Net float = disbursement float – collection float

2. Banking tricks
a) Zero-balance accounts

(1) Account has zero balance

(2) You pay checks from this account

(3) At end of day, your other account at the bank is debited to bring this account back to zero

b) Drafts

(1) Drafts are like checks but are payable by the firm, nto the bank

c) Drawing on uncollected cash

(1) You can invest the cash in your float

(2) But this is dubiously ethical

(3) And there are big bank fees

D. Investing idle cash

1. Money Market

a) Short-term marketable securities

b) Low risk of default

c) Sweep accounts

(1) Bank invests your unused money in money markets for you

2. Alternatives to the money market

a) Adjustable-Rate Preferred Stock (ARPS)

(1) Like a money market, but uses tax break on dividends

(2) Usually bought and sold through mutual funds

(3) Dividend rate is adjusted quarterly

(a) Based on a spread of Treasury security rates

(b) Has collars

xx. Maximum and minimum dividends

xxi. When it hits these, behaves like a fixed-rate instrument

(c) So is not volatile when compared with other short-term investment options

xxii. You can buy and hold and always get a competitive rate

(d) Risks

xxiii. Limited issuers

xxiv. Narrow primary & secondary markets

xxv. Value is in the tax break, so if tax codes change…

b) Auction-Rate Preferred Stock

(1) Dividend rate set in Dutch auction for 49-day period

(a) Short period makes even more responsive

(b) Since it’s sold at auction, value should = par, so no capital gains or losses when you sell

(2) Can keep your shares or re-bid at next auction

(3) Auction is accessible to corporations directly

c) Floating-Rate Certificates of Deposit

(1) Priced at spread above or below some market index

(a) Usually a fixed spread

(2) Coupon = index rate ± spread

(a) Reset periodically

(3) Call and put options

(4) Responsive to changing interest rates

(5) Deep secondary market

3. Why idle cash?

a) Seasonal, cyclical activities

b) Future planned expenditures

(1) Issue bonds

(2) Invest returns

(3) Sell investments to pay for new project

4. Make sure you buy assets that are marketable!

a) How easily you can turn it into cash

b) No price-pressure effect

(1) If you sell more of it, the price won’t go down

c) No time effect

(1) You can sell it now without taking a loss
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