Chapter 18

Short-term Financial Analysis and Planning
1.
a.
Cash flow is a finance based concept that encompasses the magnitude and timing of the firm's cash inflows and outflows. This is in contrast to funds flow which is an accounting based technique that is affected by the accruals and deferrals associated with the accounting cycle which are made to match historical costs and revenues associated with a specific pe​riod.
b.
A variable short-term asset is the portion of a current asset that temporarily exists as a result of seasonal or cyclical fluctuations. This type of asset is also referred to as a temporary current asset.

c.
The cash flow cycle equals the average age of current assets or inventory plus the average age of accounts receivable minus the average age of accounts payable.

d.
A cost-driven cash budget is one in which business or operating expenses are the biggest factor in determining the cash budget where a demand-driven cash budget is one in which the firm is most concerned with the sales forecast.

e.
The trend-cycle component of sales is that portion of sales variability that is related to time. This is in contrast to random fluctuations in sales that reveal no trend over time.

2.
The major problems associated with balancing liquidity (cash balance) and   profitability {marketable securities balance) are as follows:

•
If liquidity is excessive, then money may be lost from a foregone return on investments in marketable securities. If liquidity is too small, then there is a risk of running out of cash.
•
If profitability on marketable securities is too low, then there may be an insufficient safety margin in meeting expected and unexpected cash requirements.  If profitability is excessive, then there is a misuse of scarce investor capital needed for real investment.
3.
Calculating the cash flow cycle requires that the average age of current assets or inventory be added to the average age of accounts receivable; then the average age of accounts payable must be subtracted from this sum. (See pp.743-745 for an example of calculating the cash flow cycle.) Given the cash flow cycle, the cost of financing this cycle can also be calculated as the average investment in a component times the average investment period times the appropriate daily in​terest rate.

4.
Cash budgets and business plans are used in the following ways:

•
facilitate efficient cash usage
•
predict the needed seasonal financing needs
•
plan the appropriate short-term and long-term borrowing levels and sources
•
plan for repayment of maturing obligations
•
plan for financing needed for expansion
•
facilitate taking cash discounts
•
estimate the firm's debt capacity
•
assure adequate cash to pay dividends according to the firm's dividend policy.
5.

The cash budgeting process is characterized by the following five steps:

1)
forecasting sales

2)
projecting all cash inflows, including forecasted receipts
3)
projecting all cash outflows

4)
interrelating the inflows and the outflows subject to policy decisions of the firm's man​agement

5)
determining the excess or shortage of cash during the planning period.

6.

The cash conversion cycle is defined as average age of inventory plus average age of accounts receivable minus average age of accounts payable.

The cash conversion cycles for 1984, 1985, 1986, and 1987 are given as follows:  (Note: number of days in planning period = 365)
1984: 
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7.

	WORST CONDITION
	
	
	CASH COLLECTION TABLE
	
	
	

	MONTH
	
	NOV
	DEC
	JAN
	FEB
	MARCH
	APRIL
	BAY
	JUNE

	
	
	----------
	----------
	----------
	----------
	----------
	----------
	----------
	----------

	SALES –
LAST YEAR
	
	100000
	80000
	100000
	30000
	150000
	80000
	100000
	80000

	SALES –
YEAR
	
	90000
	72000
	90000
	27000
	135000
	72000
	90000
	72000

	CREDIT SALES
	
	81000
	64800
	81000
	24300
	121500
	64800
	81000
	64800

	CASH SALES
	
	9000
	7200
	9000
	2700
	13500
	7200
	9000
	7200

	COLLESTION

OF AR
	
	
	
	
	
	
	
	
	

	
	NOV
	
	64800
	8100
	
	
	
	
	

	
	DEC
	
	
	51840
	6480
	
	
	
	

	
	JAN
	
	
	
	64800
	8100
	
	
	

	
	FEB
	
	
	
	
	19440
	2430
	
	

	
	MARCH
	
	
	
	
	
	97200
	12150
	

	
	APRIL
	
	
	
	
	
	
	51840
	6480

	
	MAY
	
	
	
	
	
	
	
	64800

	TOTAL
	
	9000
	72000
	68940
	73980
	41040
	106830
	72990
	78480


	SAME CONDITION
	
	
	CASH COLLECTION TABLE
	
	
	

	MONTH
	
	NOV
	DEC
	JAN
	FEB
	MARCH
	APRIL
	BAY
	JUNE

	
	
	----------
	----------
	----------
	----------
	----------
	----------
	----------
	----------

	SALES –
YEAR
	
	100000
	80000
	100000
	30000
	150000
	80000
	100000
	80000

	CREDIT SALES
	
	80000
	64000
	80000
	24000
	120000
	64000
	80000
	64000

	CASH SALES
	
	20000
	16000
	20000
	6000
	30000
	16000
	20000
	16000

	COLLESTION

OF AR
	
	
	
	
	
	
	
	
	

	
	NOV
	
	68000
	8000
	
	
	
	
	

	
	DEC
	
	
	54400
	6400
	
	
	
	

	
	JAN
	
	
	
	68000
	8000
	
	
	

	
	FEB
	
	
	
	
	20400
	2400
	
	

	
	MARCH
	
	
	
	
	
	102000
	12000
	

	
	APRIL
	
	
	
	
	
	
	54400
	6400

	
	MAY
	
	
	
	
	
	
	
	68000

	TOTAL
	
	20000
	84000
	82400
	80400
	58400
	120400
	86400
	90400


	BEST CONDITION
	
	
	CASH COLLECTION TABLE
	
	
	

	MONTH
	
	NOV
	DEC
	JAN
	FEB
	MARCH
	APRIL
	BAY
	JUNE

	
	
	----------
	----------
	----------
	----------
	----------
	----------
	----------
	----------

	SALES –
YEAR
	
	105000
	84000
	105000
	31500
	157500
	84000
	105000
	84000

	CREDIT SALES
	
	89250
	71400
	89250
	26775
	133875
	71400
	89250
	71400

	CASH SALES
	
	15750
	12600
	15750
	4725
	23625
	12600
	15750
	12600

	COLLESTION

OF AR
	
	
	
	
	
	
	
	
	

	
	NOV
	
	89250
	
	
	
	
	
	

	
	DEC
	
	
	71400
	
	
	
	
	

	
	JAN
	
	
	
	89250
	
	
	
	

	
	FEB
	
	
	
	
	26775
	
	
	

	
	MARCH
	
	
	
	
	
	133875
	
	

	
	APRIL
	
	
	
	
	
	
	71400
	

	
	MAY
	
	
	
	
	
	
	
	89250

	TOTAL
	
	15750
	101850
	87150
	93975
	50400
	146475
	87150
	101850


EXHIBIT 19.9 SIX MONTH CASH FLOW FORECAST ($000)

A.  MOST LIKELY 
	
	JANUARY
	FEBRUARY
	MARCH
	APRIL
	MAY
	JUNE

	
	---------------
	---------------
	---------------
	---------------
	---------------
	---------------

	BEGINING CASH BALANCE
	20000
	48400
	-15200
	28200
	81600
	123000

	COLLECTION OF CASH SALES AND AR
	82400
	80400
	58400
	120400
	86400
	90400

	INSURANCE CLAIM
	
	
	25000
	
	
	

	DIVIDENDS AND INTERESTS
	5000
	2000
	
	5000
	
	2000

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH INFLOW
	87400
	82400
	83400
	125400
	86400
	92400

	TOTAL CASH AVAILABLE
	107400
	130800
	68200
	153600
	168000
	215400

	CASH OUTFLOW
	
	
	
	
	
	

	LABOR WAGES
	23000
	25000
	25000
	25000
	25000
	25000

	SALARY
	5000
	5000
	5000
	5000
	5000
	5000

	RAW MATERIAL PAYMENTS
	4000
	16000
	10000
	15000
	15000
	10000

	DIVIDENDS
	2000
	
	
	2000
	
	

	INCOME TAXES
	25000
	
	
	25000
	
	

	NEW EQUIPMENTS
	
	100000
	
	
	
	

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH OUTFLOW
	59000
	146000
	40000
	72000
	45000
	40000

	CASH AT END OF MONTH
	48400
	-15200
	28200
	81600
	123000
	175400


B. WORST CASE
	
	JANUARY
	FEBRUARY
	MARCH
	APRIL
	MAY
	JUNE

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	BEGINING CASH BALANCE
	15000
	33940
	65920
	92960
	138790
	167780

	COLLECTION OF CASH SALES AND AR
	68940
	73980
	41040
	106830
	72990
	78480

	INSURANCE CLAIM
	
	
	25000
	
	
	

	DIVIDENDS AND INTERESTS
	5000
	2000
	
	5000
	
	2000

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH INFLOW
	73940
	75980
	66040
	111830
	72990
	80480

	TOTAL CASH AVAILABLE
	88940
	109920
	131960
	204790
	211780
	248260

	CASH OUTFLOW
	
	
	
	
	
	

	LABOR WAGES
	25000
	25000
	26000
	26000
	26000
	26000

	SALARY
	5000
	5000
	5000
	5000
	5000
	5000

	RAW MATERIAL PAYMENTS
	3000
	14000
	8000
	13000
	13000
	10000

	DIVIDENDS
	2000
	
	
	2000
	
	

	INCOME TAXES
	20000
	
	
	20000
	
	

	NEW EQUIPMENTS
	
	
	
	
	
	

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH OUTFLOW
	55000
	44000
	39000
	66000
	44000
	41000

	CASH AT END OF MONTH
	33940
	65920
	92960
	138790
	167780
	207260


C. BEST CASE
	
	JANUARY
	FEBRUARY
	MARCH
	APRIL
	MAY
	JUNE

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	BEGINING CASH BALANCE
	25000
	49150
	-55875
	-27475
	40000
	75150

	COLLECTION OF CASH SALES AND AR
	87150
	93975
	50400
	146475
	87150
	101850

	INSURANCE CLAIM
	
	
	25000
	
	
	

	DIVIDENDS AND INTERESTS
	6000
	3000
	
	6000
	
	3000

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH INFLOW
	93150
	96975
	75400
	152475
	87150
	104850

	TOTAL CASH AVAILABLE
	118150
	146125
	19525
	125000
	127150
	180000

	CASH OUTFLOW
	
	
	
	
	
	

	LABOR WAGES
	25000
	27000
	27000
	27000
	27000
	27000

	SALARY
	5000
	5000
	5000
	5000
	5000
	5000

	RAW MATERIAL PAYMENTS
	6000
	20000
	15000
	20000
	20000
	15000

	DIVIDENDS
	3000
	
	
	3000
	
	

	INCOME TAXES
	30000
	
	
	30000
	
	

	NEW EQUIPMENTS
	
	15000
	
	
	
	

	
	-------------
	-------------
	-------------
	-------------
	-------------
	-------------

	TOTAL CASH OUTFLOW
	69000
	202000
	47000
	85000
	52000
	47000

	CASH AT END OF MONTH
	49150
	-55875
	-27475
	40000
	75150
	133000


8.
NOTE: Base cash operating expenses, sales, and cost of goods Sold are based on 1988 figures.

a.
Average Age of Inventory = 
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 = 100 days

b.
Average Age of AR = 
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 = 120 days

c.
Average Age of AP = 
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 = 100 days

d.
Cash flow cycle = [100 + 120 - 100J = 120 days

9.
Financing Cost of Cash flow Cycle:
	Asset
	Average Investment
	Average Period 
(in days)
	Cost of Financing 

	
	
	
	10%
	12%
	15%

	Inventory
	$292,500
	100
	$8,014
	$9,616
	$12,021

	AR
	$432,500
	120
	14,219
	17,063
	21,329

	AP
	$226,500
	(100)
	(6,205)
	(7,447)
	(9,308)

	Total Cost
	
	120
	$16,028
	$19,232
	$24,042


10.   Collections:
	Month
	Sales
	Jan
	Feb
	March

	Nov '88
	$50,000
	$12,500
	
	

	Dec
	75,000
	45,000
	18,750
	

	Jan '89
	55,000
	5,500
	33,000
	13,750

	Feb
	50,000
	
	5,000
	30,000

	March
	60,000
	          
	          
	6,000

	
	
	$63,000
	$56,750
	$49,750


Purchases: 60% of next month's sales
	Month
	Payments

	Jan '89
	36,000

	Feb
	36,000

	March
	42,000


Other Payments
	Month
	labor
	Expenses
	Total

	Jan '89
	$4,900
	$5,000
	$ 9,900

	Feb
	5,000
	5,000
	10,000

	March
	5,000
	5,000
	10,000


Cash Budget for Quarter Ending March 31, 1988
	
	January
	February
	March

	Opening Balance 
Cash Inflows:
	$  5,000
	$  5,000
	$  6,250

	A/R Collections
	63,000
	56,750
	49,750

	Sale of Asset
	1,900
	---
	---

	Total Cash Available
	$ 69,900
	$ 61,750
	$ 56,000

	
	
	
	

	Cash Outflows
	
	
	

	Wages
	$  4,900
	$  5,000
	$  5,000

	Materials
	30,000
	36,000
	42,000

	Expenses
	5,000
	5,000
	5,000

	Taxes
	---
	8,850
	---

	Asset Purchases
	15,000
	---
	---

	Loan Repayment
	---
	10,750
	9,000

	
	        
	        
	        

	Total Outflows
	$ 54,900
	$ 65,600
	$ 61,000

	
	
	
	

	Cash at end of month
	$ 15,000
	($3,850)
	($5,000)

	Less: Short term Deposits
	$ 10,000
	---
	---

	Add: Withdrawal
	---
	$ 10,100
	---

	Loans
	---
	---
	$ 10,000

	
	        
	        
	        

	Net Ending Bal.
	$  5,000
	$ 6,250
	$ 5,000


11.

Credit Sales = (90%)(2,000,000) = $1,800,000
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12.

Old AR = [(1,800,000)(30)] / 360 = $150,000 
New AR = [(0.25)(1,800,000)(30)] / 360 = $37,500

Additional AR = (150,000 + 37,500) – 125,000 = $62,500

13.

Average Collection Period = [(360)(375,000)] / 2,700,000 = 50 days

14.

	
	Cash Budget

	
	April
	May
	June

	Opening Balance
	$ 1,000
	$ 1,000
	$ 1,000

	Cash Receipts
	10,000
	12,020
	10,000

	Total Cash Available
	$11,000
	$13,020
	$11,000

	Cash Disbursements
	$12,000
	$10,000
	$10,500

	
	($1,000)
	$ 3,020
	$  500

	
	
	
	

	Short-term loans 
Repayment of Loans:
	$ 2,000
	---
	$   500

	Loan
	---
	$ 2,000
	  ---

	Interest
	---
	    20
	  ---

	
	
	
	

	Ending Balance
	$ 1,000
	$ 1,000
	$ 1,000
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