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What is Current Asset Management

· Current Asset Management is essentially an extension of _working capital management_

· It is concerned with the current assets of a firm  _(eg., cash, marketable securities, accounts receivable, and inventory)
· Primary concern is _safety_ and _liquidity_ then comes maximizing returns


· There is an _opportunity cost_ to holding current assets

· _Cost-benefit Analysis_ can assist in allocating a firm’s resources to current assets

Cash Management

· Cash is a _non earning asset_

· Managers will strive to keep only enough on hand to meet _payments_ and _other contingencies_

· _Highly liquid securities or _stand by lines of credit_ may be used to meet cash needs quickly

· Liquidity – degree to which a financial asset can be converted into cash quickly and at a fair market value

· Understanding the firm’s _cash flow cycle_ and using _cash budget_ are important to maintaining optimum cash levels
 Optimum Level of Cash
· How much should a firm keep in cash?

· Look at:

· _Transaction needs_
· Predictability of cash flows

· _Borrowing arrangements_  

· _Interest rate_
· Invest excess cash in low risk, liquid investments

· _Saving accounts_
· _Money market funds_

· _Term deposits_

· _Treasury bills_

· US $ deposits (Eurodollar accounts)

Use of Float

· Float is the difference between the  amount of cash recorded on the _firm’s books_ and the amount of cash recorded in the _firm’s bank books_

· Float exists due to the _time lag_ when the payment was issued  and when it was recorded on the bank books

· Example of using float

· Initial cash balance of $100,000

· Received cheques from customers of $1,000,000, of which $800,000 have been processed and deposited

· Written cheques to suppliers of $900,000 of which $400,000 have been processed and deposited

Use of Float (cont’d)
	
	Corporate Books
	Bank Books

	Initial amount
	$100,000
	$100,000

	Deposits
	+1,000,000
	800,000

	Cheques
	-900,000
	-400,000

	Balance
	+$200,000
	+$500,000









   
  +$300,000 float

· Firm can take advantage of this positive float and issue cheques of $1,200,000


	
	Corporate Books
	Bank Books

	Initial amount
	$100,000
	$100,000

	Deposits
	+1,000,000
	800,000

	Cheques
	-1,200,000
	-800,000

	Balance
	-$100,000
	+$100,000









   
  +$200,000 float

Ways to Improve Collection
· _Timely processing and deposit_ of cheques received

· _Regional Collection Centres_

· Speeds up collection of accounts receivables and reduces mailing time

· _Lockbox System_

· When customers mail payment to a local post office box instead of the company headquarters

· _Electronic Funds Transfer (EFT)_

· Use of _Debit Cards_ and _pre authorized cheques_

Ways to Improve Collection (cont’d)
· Impact of Improved Collection example:

· Firm has average daily collections of $1,500,000

· Two days can be saved through a  new collection system

· New collection system costs are $8,000 per month

· Firm can invest the freed up capital at 3.75%

· Should the firm implement the new collection system? 

Benefits


Freed up funds
$1,500,000 x 2 days = $3,000,000


Opportunity benefit at 3.75%


 $3,000,000 x 3.75% = $112,500

Costs


New collection system costs


      $8,000 x 12       =    $ 96,000

Net Benefit












  $ 16,500

Short Term Investments
· When funds are held for other than immediate transaction purposes, they should be converted into _interest bearing marketable securities_

· Various types of short term securities are bought and sold in the _money market_

· Decision on type of security partly based upon, _yield, maturity, liquidity safety and amount invested_

· Try to match timing of _company cash flows_ with _maturing securities_

Short Term Investments (cont’d)
· Money market instruments include:

· _Treasury bills (T-bills)_

· _Term deposits_(CDs)_
· _Commercial paper_

· Bankers’ acceptance (BAs)

· Eurodollar deposits

· Money market fund

· Money Market instruments usually bought at a _discount to maturity value_ the difference being the return or yield

· Return is considered interest not capital gains for _tax purposes
Short Term Investments (cont’d)
· Calculating the yield on a short term paper
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where

P = discounted price (as a percent of maturity value)

d = number of days to maturity

r = annualized yield

· Example: 180 day maturity, price = 98.65
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Short Term Investments (cont’d)
· Accounts receivable as an investment—is the firm utilizing its funds invested in A/R optimally?

· Is the _return_ appropriate to its _risk_ and _liquidity_?

· What are the _opportunity costs_?

· If a firm has sales of $5,000,000 annually and average A/R of 25 days outstanding, how much money is invested in the A/R?

· If the company decides to extend the A/R to 30 days how much more will the company invest in its A/R?
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Three Primary Variables of Credit Policy
· 1. Credit Standards

· Determine credit rating of customers (‘4 Cs’)
· Character— _willingness to pay_
· Capacity— _ability to pay_
· Capital— _assets and net worth_
· Conditions—_general economic and industry_
· 2. Terms of Trade

· Length of time _credit_ is granted and any _discount_ allowed
· E.g., _2/10 net 30_ (2% discount if paid with 10 days or otherwise full payment in 30 days)
· Set in conjunction with _corporate strategy_ and objectives

Three Variables of Credit Policy (cont’d)
· Collection Policy

· Establish policy and procedures to _collect delinquent accounts_
· Several measures can be used:

· _Average collection period_

· _Ratio of bad debit to credit sales_

· _Aging of accounts receivables_
· _Opportunity cost on investment_
· _Receivables Turnover 6 X / year_
· Example of a credit decision:

· Change in credit policy would increase sales 10%

· COGS is 67%; selling exp 10%; collection costs 5% and 10% of new sales would be uncollectible
· Opportunity cost on investment in accounts receivable 15%

Three Variables of Credit Policy (cont’d)
Example cont’d

	Sales
	$100,000
	$110,000

	COGS
	67,000
	73,700

	Gross Profit Margin
	33,000
	36,300

	Selling Expenses
	10,000
	11,000

	Bad Debt Expenses
	10,000
	11,000

	Collection Expenses
	  5,000
	  5,500

	EBIT
	$8,000
	$8,800


	
	
	
	Summary of Costs/Benefits

	Incremental Sales
	
	$10,000
	

	Incr. Contrib. Margin
	(100% - 67%)
	
	$3,300

	Incr. Selling Expenses
	10%
	
	(1,000)

	Incr. Bad Debts
	10%
	
	(1,000)

	Incr. Collection Costs
	5%
	
	(500)

	Incr. Accounts Rec.
	
	10,000/6

= 1,667
	

	Incr. Opportunity cost on Invest in A/R
	15%
	
	(250)

	Total Incr. Change
	
	
	$550
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