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Cash is a critical asset. If finance department of a firm is its heart,
cash is its liteblood. Blood gives life and strength to the human body.
Likewise, cash gives life and strength (or profits and solvency) to the business
organisation. It oils the gears of business.

Meaning of Cash .

Cash is the most liquid asset that a business owns. It is defined as
demand deposits plus currency. According to S.E. Bolten. “Cash is the oil
to lubricate the ever turning wheels of business; without it the process grinds
to a stop™. _

The term cash is used in narrow sense as well as in broad sense. In a
narrow sense “cash™ means currency and equivalents of cash such as
cheques, drafts. money orders etc. In a broad sense, “*cash™ includes cash
assets such as marketable securities and demand deposits in banks. In cash
management, broader sense of cash is taken into account i.e. it covers cash,
cash equivalents. and those assets which are immediately convertible into
cash

Nature of Cash

Cash is the most important current asset. It has the following
characteristics:

. Cash is necessary for efficient working of the organisation.

v
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2. Cash is the most liquid asset.

=)is

A,

Cash is not available in abundance like air but is essential for economg

development.
Cash in itself is unproductive unless human beings make use of it

Motives for Holding Cash (Reasons)

According to Keynes, there are three motives behind holding cash

They are as follows:

I.

2.

:J:

Transaction motive: Cash is necessary for business operation. It js
required for financing transactions. Payments have be made (g
cmployees, suppliers, tax authorities etc.
Precautionary motive: Another reason for holding cash is the
recautionary motive. Cash inflows and outflows are unpredictable.
Therefore, firms nced to hold some cash to meét unforeseen needs,
Speculative motive: A firm sometimes holds cash to take advantage of
unexpected opportunities. For example, suppose the price of a particular
input falls suddenly. but is expected to increase again quickly. If cash s
available, a bargain can be made. I'irms keep money to take advantage
of such opportunities.

Apart from the above three motives, there is another motive for holding

f cash. That is compensation motive. To obtain a loan or other banking services
f the firm will be required to hold some level of cash in the bank.

‘ Factors Determining the Cash Level or Cash Needs

Credit policy: If the credit policy is liberal the cash level will be higher
and vice versa.

Distribution Channel: If the distribution channel (number of
middlemen in the process ot distribution) is long, the level of cash may
be higher.

Nature of the product: The level ot cash holding in case of necessities
and comforts will differ from the level of cash in case of luxury items.
Size and area of operation: 1f the size of the organisation is large. 1t
has to keep a higher level of cash.

Cash cycle: II'the cash cycle is long the level of cash will be high and
vice versa. Cash cycle is the length of time between the payment for the
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AMandx
archase of raw material and the receipt of sales revenue. 1115 the time
that clapses from the point when the firm makes payment for the raw
malcriill purchased to the point when cash is collected from the sale of
finished goods.
policy of disbursement of salary ete: If salaries and wages are
dih‘”ibL”Cd fortnightly, the firm has to managze a hizh level of cash
rescrve. Weekly payment of wages and salaric, require more frequent
funds.
Credit standing of the firm: A firm which has proper relations with
banks necds to carry less cash reserves. Similarly a firm with high credit
standing can sccure its supplies of materials on better terms.

Cash Management

Cash is the starting point and finishing point in any business. 11 s the
sole asscl at the commencement and termination of a business. At the
commencement of a business, cash is converted into expenditure (assets)
and expenses. ALl the termination of a business, the assets are converted
into cash. Cash is to be kept at the required Icuﬂfa firm keeps inadequate
cash reserve, it cannot buy assets, or pay wages. salaries ¢lc. or pay off
Jiabilities or service debt or pay dividend. taxes and so on{When a firm
fails Lo mmeet its obligations, it will be declarcd bankrupt. Some firms retain
an excessive amount of cash to meet unexpected contingencies. This will
restrict the firm’s growth and lower its profitability. This is because excessive
cash will simply remain idle. Cash is a non-earning asset. It contributes
nothing. Therefore, a lirm should keep only adequate cash. neither more
nor less. All these indicate that cash should be properly managed. The real
problem of cash management is to determine how much cash should be set
aside for the unexpected challenges and how much for the regular day 10
day working. Hence, cash management aims to maintain a sound cash
position to Kecp the firm sufficiently liquid and 10 use the excessive cash in
some profitable way.

Cash management simply refers to management of cash, i.e. cash
inflows and cash outflows. It is the process ol forecasting, collecting.
disbursing. investing and planning for the cash a company needs 10 operate
its business smoothly. Good cash management can improve financial results.

e
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But it cannol make a weak business strong. On the other hand, bad cash
management can make a strong company weak to the point ol failure.

Objectives of Cash Management

A firm receives no return on the cash retained in the business. Hence
it is desirable to operate with as little cash as possible. At the same time the
firim has to maintain liquidity by keeping more cash reserves. This facilitates
to pay the bills in time, take appropriate discounts, meet emc::gencies‘ and
cash in on opportunities. The objective of cash management 1s 10 strike a
balance between too little cash and too much cash. Good cash Imanagement
minimises the amount of cash. but at the same time assures thc.rc is el-mugh
cash available 10 operate efficiently. Thus the basic objectives ot cash
management are two-fold: (a) to meet the cash outflows (payments). and
(b) (to minimise cash balance. These two objectives afe contradict_or_\.'.-"ljhe
firm must have sufticient liquidity even at the cost of reducing profitability.
But the objective of minimum cash balance affects the liquidity and lh-ercby
increasine the profitability. Hlence the financial manager has to ac-I1|_cvea
trade-ofl between the two objectives. He has to ensure that the minimum
cash balance being maintained by the firm is not aflecting the payments
and meetine all disbursement needs. However, meeting payment needs s
more important than minimising the cash balance.

Scope of Cash Management

C ash management is a tedious function. It is difticult to predict cash
tTow s accuarately. There is no perlect coincidence betswween inflows and
outilows of cash. Sometimes. cash outflows will exceed cush illﬂU“Jhi Al
other times. cash inflows will be more than cash outllosws. The subject

matter ot cash manacement is management ol cash 1lows and cash balance

to be held ata point of time. Thus cash management involves the following
1spoeels
1. Cash planning: Cash planning refers 1o planninge ot cash inflows and

ca~h outtlows in order to project surplus or deficit of cash for cach

pertod Cash budget in the most useful tool in this respect.

2. Managing the cash outflows: The inflows of cash should be
crated. while the outtlow of cash should be made as late as possible

thout damaging the hiom’s credit rating. Cash 1low statement 15 2

o1 tool ot comrolhing cash flow s
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3. Managing optimum cash balance: The firm should determine the
optimum level of cash balance also. While determining the level of
cash to be maintained at any point of time, various factors have 1o be
considered. The cost of excess cash and the danger of cash deficiency
should be matched.

4. Investing cash: If cash remains idle (excess cash) it is a loss. It earns
no return. If it is invested, it would carn interest. Hence the surplus
cash, if any, should be properly invested in short-term investments to
earn profits.

Functions of Cash Management

Management of cash is important for any business. If the cash is too
much, it is a loss. If the cash is too little, the firm cannot meet its payiments
or obligations. This reduces the credit rating ot the firm. This may also lead
to bankruptcy. Only requisite amount of cash should be maintained. For
this, proper cash management is necessary. The following are the important
functions of cash management:

1. Planning cash inflows and outflows.

(8]

Controlling cash inflows and outflows.
3. Investing surplus cash.
4. Improving investment image.
5. Maintaining relationship with banks.
Advantages of Cash Management
The four-letter word “cash’ has become a curse for many firms. But it

is a valuable assct. Lack of this valuable assct has driven many firms into
bankruptcy. It management neglects the principles of cash management.
the business will fail. Henry Ford launched his first car on June 16. 1903,
Within a month of its launch Ford’s company nearly failed because of a
cash crisis. Gradually. Ford realized the importance of cash management
and turned the company into one of the largest companies in the world.
Thus management of cash can spell the diflerence between success and
failure. The advantages of cash management are as follows:

I. The avatlability of cash may be a matter of lite or death. A sufficiency

of cash can keep an unsuccessful firm going. Conversely. insufficiency
_of cash can bring taitlure.

___4—
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2. Ancllicient cash management enables a firm to obtain optimum working
capital. It avoids cash shortage and facilitates investment of cash. This
is possible through cash budget.

x B

Cash management ensures liquidity and solvency. In this way it assureg
survival ol business. Further, it avoids retaining unnecessarily large
cash balances.

4. It helps to frame a sound debt policy. The focus is on the solvency of

the firm in adverse circumstances rather than on the effects of leverage
in normal circumstances.

h

It Ielps to regularise cash flows. This helps to management to make
planning more eflective.
L]
6. It brings into light balance sheet changes and other cash 1Tows that dg
" not appear in the P/L Account.

Cashis like the blood stream in a living body. It must be kept circulaling
around the arteries of business becausc if the circulation gets blocked,
sickness and death may occur, as they do when a clot forms in an artery,
Thus it is essential to give proper attention on cash management.
Techniques of Cash Management

The cash manager’s goal is to minimise the firm’s cash balances
without affecting its operations. This is achieved by efficiency in cash
management. The more efficient the cash management, the smaller the
amount ol cash the firm needs to hoid without affecting its smooth operation,
The main reason for keeping minimum cash is that a firm receives no interest
on cash balance. The lower the cash balance, the more the firm saves on
opportunity costs. For example, in 1996 Microsoft held more than 6.9 billion
dollars in cash assets, divided between 2.6 billion dollars in cash equivalents,
vielding zero return, and 4.3 billion dollars in marketable sccurities. yielding
about 5% interest. Suppose due to improvement in cfficiency of cash
management, Microsoft was able to reduce its cash balances by 500 million
dollars and to shift an additional 500 million dollars to marketable securitjes
vielding 3% annual interest; this would create additional annual revenue of
2S5 million dollars (0.05 x 500 million dollars =25 million dollars). Therefore,
the 520 annual interest is the opportunitycost of cash. Microsoft could eam
5% on any amount of cash assets it held in marketable securities, ’
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Cash management is not a simple task in large firms. Firms such zs
Sears. IBM.GM, Intel etc. (all in USA) have manulacturing plants all around
the world. They need to make cash payments and collect cash in differem
currencices across a wide geographical arca. Such international operations
further complicate the task of cash management. Major companies mighy
have hundreds or even thousands of bank accounts. The cash manager has
o ensure that any surplus cash in bank account is moved quickly to another
where it is needed. Efficient co-ordination among the firm’s bank accounts
will serve the firm well in keeping its cash balance to a minimum. Whenever
it has a temporary cash surplus, the firm should invest it in marketable
securities.

To minimise cash balances and to improve efficiency in cash
manageiment, the cash manager has to undertake the following actions:

. Synchronize cash flows.
2. Accelerate cash collection.

3. Delay cash disbursements as much as possible without damaging the
firm’s credit rating or angering its suppliers.

4. Move funds quickly from one bank account to another to balance surplus
and deficit.

For each of the above actions, a number of techniques are available.
These may be discussed in the following pages:
Synchronizing Cash Flows

If a firm pays its bill on a weekly basis but collects its payvments
biweekly. we say the firm has a lack of cash flow synchronization. This
means its cash outflows and inflows do not occur simultaneously. The firm
can reduce the needed cash balance if it can move the cash disbursements
and cash collections into the same cash flow cycle. Sometimes such
synchronization is not possible. At other times it is accompanied by
additional costs. For example, the firm may be able to pay its bills on a
biweekly basis by adding some percentage to the bills to compensate the
cash receivers for the week’s time delay. The management should consider
the benefits and the cost of synchronization before deciding whet
worthwhile to achieve.

1er it is

|
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Accelerating Cash Receipts

The financial manager should take steps for speedy recovery from
debtors. For this purpose proper intermal control system should be installed
in the firm. Once the credit sales have been effected. there should be 2
built-in mechanism for timely recovery from the debtors. Periodic statements
should be prepared to show the outstanding bills. Incentives offered to the
customers for early/prompt payment should be well communicated to them.
O‘ncc the cheques/ drafts received from customers, no delay should be there

in depositing these receipts with the banks. There are certain techniquesto
reduce the time lag in collection of receivables. Important techniques are
lock-box system, concentration banking, and automated clearing houses.

1. Lock box system: This system was introduced in USA in 1947. This s
a system of speedy collection of cash from debtors. In other words, lock
box system reduces the mail time delay. This system is popular in USA (not
popular in India). Under this system the firm (payee) establishes (or takes
on rent) a post office box near customers’ area. The firm then orders its
debtors to send their cheques to the post office box rather than to the firm’s
headquarters. The payments are collected by local banks. which are
authorised to do so. The bank opens the box several times a day and collects
the cheques from the lock box. Then the bank deposits these cheques in the
firm’s account. This cuts an average of two or three days out of the whole

process. Large firms have many lock boxes in all the areas where their
customers are concentrated.

Suppose a customer located in Calicut sends -a cheque to Infosis's
headquarters in Bangalore, Karnataka. To shorten the mail time delay, the
firm can establish a post office box (called lock box) in Calicut. The customer
will be instructed to send the cheque to the lock box. A local bank will
check the lock box several times a day and will deposit the cheques taken
from the lock box in the firm’s local account. The Calicut bank will send
the firm a daily electronic record of the receipts (including the cheques
dishonoured, if any). The firm will then update its cash and receivables

balances. In this way the mail time processing delay can be cut from, say.
three days to only one day.

Merits of Lock Box System: (a) It reduces the mailing time of customers’
payments; (b) It reduces the chances of fraud in the collection process; (¢!
It reduces the time during which payments received remained uncollected

—clleRe.
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Demerits of Lock Box System: (a) It is expensive; (b) It is not suitable for
small firms; (c) It is economical only if there is a relatively larze nymber of
payments being received in a particular area.

The benefits derived from the acceleration of receipts must excesd
the incremental cost of lock box system.

Example 1 ‘
A Ltd has average daily receipt of Rs. 1.00,000. It is expected that the

lock box system would reduce the receivable by 4 days. The system would
cost Rs. 30,000. Is it acceptable if the firm can earn 10% on its investment?

Solution _
- Reduction in investment due to lock box system
" = 1.00,000 x 4 = Rs. 4,00,000
Savings = 10% of 4,00,000 = Rs. 40.000
Benefit = Savings — Cost
.= 40,000 — 30,000 = Rs. 10.000
The system is acéeptab_le.

2. Concentration Banking: This is a result of the multiple lock boy
systems. Holding cash in a number of small accounts tends to be inefficient
because of duplicated effort and lack of central control. When cash is spread
over a number of accounts in several banks, it would be difficult to invest
in marketable securities or to take advantage of short term investment
opportunities. This problem can be avoided under concentrated banking
system or cash concentration. Under this system an account is opened in a
concentration bank (geographically centralised bank) where several of the
firm’s accounts are pooled. Thus concentration banking is a system of
pooling the balances of firm in each local bank into one or two central
banks known as concentration bank. One method of transferring cash
surpluses to the concentration bank is by using a ‘Depository Transfer
Cheque’. It is a pre-authorised cheque that does not need a signature. It is
restricted to making deposits to a particular account of a particular bank.
The collection bank transfers money to the concentration bank (the
authorised collection centre) daily by writing a DTC payable to the
concentration bank.
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 he following figure illustrates the acceleration of collection through
box system and concentration bank. ’

Customers’ Payments :

v
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Investment in Short-term Marketable Securities

Another method of moving money from one bank to another is an

clectronic wire transfer. 'wo wire transfer networks are in usc by bank.

Wire transter is quick and safe. But it is expensive.

Example 2

A company has daily receipt ol Rs. 5.00,000. It is expected that the

system ot concentration banking would reduce the receivable by < days
and the system would cost Rs. 25,000, Is it acceptable it the firm can eam
1O%a pa onits investment?

wlution

Reduction ininvestment due 1o concentration banking

Averape daily receipt x reduction in number of days
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=.5,00.000 x 4 = 7000000 .
§avings = 2,00.000 (10% of reductton in investment)

Cost. = 25,000 (Given)
Benefit = Savings — Cost = 2,00,000 — 25.000
= 1,75,000 '

System of concentration hanking is acceptable.

3. Automated Clearing Houses: This is an electronic network. It sends
data from one bank to another. No paper cheques are sent. Hence tHis avoids
-mail time delay. ACH guarantees one-day cledrlng, regardless-of the bank’s
location. - : ‘

4. Zero Balance Accounts: Some firms employ an extensive policy of
substituting marketable securitics for cash by the use of zero balance
accounts in whiclr Zero balance is maintained. Every day the firm totals all

i chequcs’presented for payment against the accountiand transfers the balance
amount of cash in the account by buying marketable securities. In case of
shortage of cash, the firm will sell the marketable securities dependmL on
the need for cash.

Managing Outflows or Disbursements

An effective control over cash outflows or payments also help a ' firm
in better cash management. Financial manager should try to slow down the
payments as much as possible. However, care must be taken that goodwill
and credit rating of the firm is not affected. For managing outflows/
disbursements, the following techniques are used:

1. Centralised cash payments: In this technique all receipts are transferred
from subsidiaries to central office. The central office in turn accepts
and pays the creditors” bills direct to the parties.

2. Avoidance of early payments: The debt should not be paid before due
date becausce it has no special 'ldvamay.. except earnings cash discount
which is very nominal.

J. Float management: Floatis an imponant technique to lessen the length of
the cash cycle. When a firm receives or makes payment in cheques there is
usually a time gap between the time the cheque is written and when it
is cleared. This Lime gap is called float. In other words, the difference
between- lln. firnt’s cash baldnu. and its bank balance is called tloat.

e
- (=
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as we know, banks take some processing time to clear the cheq,
Whena Cheque 1S issued by the paying firm, the bank balance of the fim i |
nct immediately ,-cducf?d. T'he bank reduces the balance only when ih
cheque is )resentcd to it,(The amount of cheque issued but not presenyy
otsis knoWn as payment ﬂoat)Si milarly wh.en the firm receivey,
cheque fom (he (.:uslomfn- and deposifs the che.quc lm the ﬁrn.15. accoyy
ount is not 'Immediately collected and credited in the receiving ﬁ,-,n'S
pank credits the cheque only when it is cleared by the pay,
_ @w qmount of cheque deposited in the bank but not yet cleareg ,5
L o the receipt floar. The difference between the payment float g

known @ .
e receipt 02U 18 known as net float)

Managing float (also known as playing the float) is an impon,
rechnique of cash management. Float management helps avoiding stagnatiy,
of funds. Money paid by cheques by customers to tlmm
available to the latter is stagnant money. Similarly cheques issued by Iy
presented to firm’s bank is stagnant money. This can be used by a promy
and careful float management. The goals of float management are (0 increy

the payment float as much as possible and to decrease the receipt flog,
much as possible. This increases the net float. The firm can utilise (y;,

——

for paym

account [he

money in float.

Cash budgel
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Optimum Cash Balance

Every firm needs an optimum level of cash to ensure smooth operations,
Therefore the aim of efficient cash management is to maintain an optimum
level of cash. The optimum level of cash is that level of cash at which there
is a trade off between cost of maintaining the cash surplus and cost of deficit
financing. The optimum level of cash should be adequate enough to manage
the contingencies and basic cash requirements of the firm. The optimum
cash balance is determined graphically as follows:

v Total Cost
20 -
Opportunity Cost/
.}_!;_ y Minimum Total lr-[old”]g cost
Cost
CQs- +
(S A
’ -
e 1
1
< - - Transaction Cost
1
i

L

) |
‘ -
0 o 20 C‘-MOpf‘n’ﬁmm Cash Balance
Size of Cash'Balance

If“

[t is clear from the graph that as cash balance increases transaction cost
(brokerage costs) decreases and opportunity cost increases. The more cash a
firm holds the fewer transactions it needs to conduc' and the lower its
transaction costs. In the extreme, if the firm holds a sufficient amount of
cash. it never sells short-term securities and the transaction costs are equal to
zero. The total costs are the sum of the opportunity costs and transaction costs.
The total cost decreases and reaches at the minimum at a particular level and
then it increases. The firm’s optimum cash balance is point C: where the total
cost is smallest and where the curves for opportunity costs and transaction
cost intersect (1.e. the opportunity cost and transaction costs become equal).
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Every firm likes to sell its goods or services for ca:-;_h. But competitive
pressures lorce most firms to sell goods or services on credit. Another motive
for sclling goods or services on credit is to attract more business. When
coods are sold on credit, inventories are reduced. but receivables are created.
Reccivables constitute an nnportant portion of current asscts ol several firms,
For example. in India, after invenories, trade debtors (receivables) are the
major component of current assets. They form about one-third of current
asscts in India and nearabout 11 to 153%; of the total assets. Hence receivables
(or debtors) need carelul analysis and proper management.

Meaning ol Receivables

Selling on credit is a common practice in business. [tis estumated that
90% of industrial and wholesale sales are on credit and that 40%4 of retall
sales arc on credit. When goods or services are sold on credit, receivables
cmerge. Fhis means customers (to whom goods are sold on credit) do no
make immediate payment. They will pay the account only in the future (e
payment is delerred). When they make payvment in future, receivables will
be reduced. Thus receivables are assets created out of credit sales These
arc asscis created as a result of sale of goods or services in the ordinan
coursce ol business. According to OM Joy, ““the term receivables s defined
as debt owed to the irm by customers arising from sale ol goods or services
in the ordinary course ol business™. In short, receivables are the debts owed
to the company. Receivables are also known as accounts receivables or
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rrade receivables or customer receivables or book debts. Receivable are
mathematically defined as follows:

Receivables = Debtors + Bills Receivable
Meaning of Receivables Management

Receivables management is an important aspect of working capital
management. It is the major component of credit management. The other
major component is pavables management. Receivables management is one
of the *big three™ of cash management. Others are payable management and
inventory management.

Receivables management simply refers to management of receivables.
ltrefers to planning and control of receivables of a firm. It is the process of
making decisions relating to investment in trade debtors.

Objectives of Reccivables Management

The basic goal of receivables management is to achieve a trade off
between liquidity and profitability. When the firm sells goods on credit. its
receivables will increase. Then sales tend to go up. This increases profit.
But selling on credit is expensive. It requires more paper work, more stafl’
and more cash to service accounts receivables. There is always the risk of
bad debts. Thus selling on credit has advantages as well as disadvantages.
When the firm does not sell goods on credit, there will be no receivables.
But sales sall fall. Profits also fall. At the same time there are no additional
axpenses and losses on account ol bad debts. Thus decrease in receivables
has both benefits and costs. In short, when the receivables increase
profitability increases, but liquidity weakens and when receivables decrease.
profitability decreases. but Liquidity strengthens. Thus there is a need for a
rade off between hiquidity and profitability. The goal of receivables
management is to achieve a balance between liquidity and profitability.
Therefore the firm should manage its receivables in such a manner that the
receivables should not be too much and these should not be too less; these
must be kept at optimum size.

The objectives of receivables management may be summarised as
ollows:
I To increase sales.

I To increase profitability.
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Vo Joncrease market share of produnt

A 1o increase Customer base

Scope of Reccivables Management (Techniques of Reccivables May.
npement)

Receivables management includes the following aspects: J

15 l)uermmmo credit policy: A suitzable credit policy is essentizl Jor rhe
proper manz _emerm © f debrors. If theve is no proper credit polic)y. outstandi ng
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i the deblors
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The above graph shows that as the firm tzkes its credit policy oward,

mzhing more and more liberal. its ligu:dity decreases whereas o,
arofitability increases On the other hand, if the firm makes s cred* pol oy
mowe and more sirningent. the liguidnty ma) increase but the profiabilie,
aill definitely go down. Thus a rm should tn 10 frame 1ts credn policy
- - o
sach 2 way as 10 anain the best possible combinztion of profmabiliny ang
._.-_'fj;T\, ThET “TFI be Op'_:f"'- - :_re-j! 'r)f;'-f:-. Ths w ] "".'"‘-.‘L“: '-"_': C_ﬂ---s
and risks and maximize profitzability and retumn
2. Determining credit terms: The second zspect of receivanle.
manasemcnl 1s concemed with determaning credit terms. The credit geee .
refers t0 the set of stipulations under which the credn s gramied 10 020
customers. The credit terms are specified in the creda agreemen The creda

w=rms include the following:
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A IR |||'”\ ol LT \"\‘n‘\h- customers [y \\'“'lll \ |l'l||l s 1o “U l"ll“lL‘(' l.llL‘
ie
arte the cntenn ton the estension ob credit to castomers | owey credy,
aclon
determinime credat andards are (o) collection coxt, (h) OVCraea
e
collection periad, (o) levelb ot had debt and o) level of sales

ctondard sl pioimone sales at thas swall incrense bad debrs )

Vo bavalunting the credit applicants: The thod important aspect qf

reven abiles management s e Loy down clenr cut gruidelines and pProcedare

\ i .Y ga 3
tol cranting ciedie v idual customers A Tum cannot Tollow the Policy
WL :

Al the Lustamers cgual tor the purpose of pranting credin .

o e atomgl ach

<o be deided onits ownoamenits, Henee, this function wall nclude
LSO I v
the tollow g steps

y Collecung credit intormation about customers.
L -

my Tovestipating the credit capacity ol those customers,

\ =

(o) Lradt analysis (Oxing eredit limits for cach customer)
. :

() Decnding collection procedures,

Customers should be sereened carefully before granting them credy
1This s done on the basis ol credit information. The credit information aboy
1R 1Y
references. financial statements, bank references and credit burcau repons
One of the traditional methods of organising credit information is by
characterising the applicant debtor on the basis of five dimensions. These
dimensions are Capital, Character, Collateral, Capacity and Conditions
These are called the SCs of the credit.

fividual customers can be collected Trom various sources such as e

4. Determining collection policies and methods: A well conceived
collection policy is needed because all customers do not pay the bills i
time. There are certain customers who pay slowly i.c. they delay the paymen
There are certain other customers who do not pay at all. Here the risk of
bad debt arises. Therefore the firm should formulate an eflective collection
policy. The collection policy should aim at accelerating collections from
slow payers and reducing losses on account of bad debts (i.c. recovering
tull amount from debtors). Collection policy refers to the collection
procedures such as letters, phono calls, and other follow up mechanism
recover the amount due from debtors.

The cornerstone of collecting nccounts receivable in time is making
sure that customers are sent their periodic billing statements promptly. Some
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pusinesses use evalical billing . 1t s o method i which a company bills 4
portion ol its customers (credit) each day of the month i order 1o smooth
out uneven cash receipts,

When an account becomes overdue. the firm must take immedite
acton. The Tirm has 1o follow up on overdue receivables 1o et delinguent
customers to pay their bills. This process is known as dunrgs the dobio
The normal procedure begins with sending a polite remainder that pay ment
v overdue a lew days after the net date on the invoice I payment is not
received, two or three additional letters using stronpger languape <hould be
sent. After that phone calls are made 1o the customer [ the customer <l
refuses Lo pay the bill, the collection experts would recommend the
following:

(a) Sending a letter from the company’s attorney.
(b) Turming the account over to a collection attorney.
(¢) As a last resort, hiring a collection agency.

A company’s collection policy determines how quickly and
aggressively it pursuces overdue accounts. The collection policy should be
anoptimum policy matching the costs and benefits of collection. An optimum
collection policy is onc which maximizes the profitability and minimizes

the losses due to bad debts.
The following techniques can be adopted by a company for the
i collection of receivables:
\ (a) Polite requesting collection letters.
(b) Telephonc calls, telegrams, and lax.
(¢) Computer contacts.
(d) Personal visits.

4]
n
& | (¢) Using collection agencies.
n
0

(N Waming letters. ’
(g) Legal action.
¢ £, Control and analysis of receivables: The next important aspect of
¢ | receivables management is to analyse the size of investment in receivables
from time to time. For this purposc, the tollowing ratios may be helpful: .

— -~
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(a) Debtors turnover ratio: This ratio indicates the speed with which cash
is collected from debtors or receivables. The formula is:

Credit Sales

Debtors turnover ratio =

Average receivables

Opening reccivables + Closing receivables

Average receivables =
2

Alternatively,
Total Cost of Sales

Debtors turnover
Receivables mean debtors plus bills receivable.

(b) Average collection period: This ratio indicates the period for which
debtors or receivables are outstanding. The formula is:

Receivables

Collection period (days) = x 365
Credit sales
Receivables

Collection period (weeks) = x 52
Credit sales
Receivables

Collection period (months = x 12

Credit sales

(c) Ageing schedule of debtors: The firm must monitor its receivables to
determine whether customers are paying on time. To keep track of its
receivables situation, the firm prepares an aging schedule. An aging
schedule shows ages of unpaid accounts and what percentage of total
value of receivables those accounts represent. The older the receivables,
the lower is the quality and greater the probability of a default (bad
debt). In the ageing schedule, the total outstanding receivables ona
particular period (at the end of a month or a year) are classified into
different age groups together with the percentage of total receivables
that fall in each age group. It should be noted the term age here referst0
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the number of days or period since debtors become outstanding. For
example, the receivables of a firm, having a normal credit period of 30
days, may be classified as follows:

Age Group % of total outstanding

(Number of days) ’ Receivables
.Less than 30 days 60%
31 — 45 days 20%
46 — to 60 days 15%
61 and above 5%

The firm has a credit period of 30 days and 60% of the total receivables
are less than 30 days old. 20% of the receivables are overdue by 15 days,
15% are overdue by 30 days and 5% are overdue by more than 30 days. At

present there is nothing to worry about 60% of receivables because these |

are younger (current) and not overdue. However, 5% of receivables are
older about which the firm needs to worry. In this case the chances of bad
debts are more. These debtors require special attention. Firm should take
appropriate action to recover the amount firm the older 5% debtors and to
minimise bad debts. This type of aging can provide an early warning
suggesting: (a) deterioration of quality of receivables, and (b) where to
emphasise the appropriate corrective actions. Thus the objective of aging
schedule of receivables js to know the quality of individual accounts.

Costs and Benefits 0f Receivables

While designing the credit policy of a company, the financial manager
should have a thorough knowledge of the costs and benefits associated
withreceivables (or credit policy). A liberal credit policy helps in increasing
sales along with profit. But it results in increase of various costs. If the net
increase in profit due to increase in sales on account of liberal credit policy
is more than increase in costs, such credit policy shall be accepted. But if
the net jncrease in profit due to increase in sales on account of liberal credit
policy is less than increase in costs, such credit policy shall be rejected.
Likewise, if the credit policy is tightened. it will result in decrease of sales.
Consequently profits and various costs will also decrease. If the net decrease
in profit due to decrease in sales on account of tight credit policy is less
than decrease in costs, such eredit policy shall be accepted. If the net decrease

<

e
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in profit due 10 decrease in sales on account of tight credit policy is more
than decrease in costs. such credit policy shall be rejected. Thus there are
certain benefits and costs associated with receivables (credit policy). These
may be discussed as follows:

Costs of Receivables

I

Administrative cost: This cost comprises of collection cost, staff cos|
ote. When the sales increase due to liberal credit policy, a company s
required to make more investment on the staft. It has to maintain proper
records. It has to incur some amount for collection of receivables.
Capital cost: When a company allows credit facility to its customers, it
has to make arrangement of funds from outside sources (o maintam 15
operations during the intermediary period. It may be required to pay
interest on such funds.

Delinquency cost: If there is delay in payment by a customer. the
company loses interest (opportunity cost) for the delayed period.
Besides, the company has to incur cost on reminders. phone calls,
postage, legal notices etc.

Default cost: When a company fails to recover the amount due fromits
customers, the company treats it as bad debts. Finally they are wrilten
oft. Such costs are known as default cost.

Benefits of Receivables
Increase in sales: By liberalizing the credit terms, it is possible to alracl
more customers to the firm. This results in higher sales and arowth of
the firm.

Increase in profits: Increase in sales will help the firm to inc
profit.

Extra profit: Sometimes, the firms sell goods on creditata price which
is higher than the usual cash selling price. This enables the firm (0
make extra profit over and above the normal profit.

Thus the firm attempts a trade-olf between the costs and benelits of

rcase the

receivables.

Decision regarding Tightening Credit Policy

In receivables management, the management has to decide whether©0

adopt a liberal credit policy or a stringent credit policy. In arriving at?
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decision, the management has to make a cost benefit analysis. When credit

olicy is tightened, sales will be reduced. Consequently profit also will be
reduced. However. the investiment in receivables will decrease. Thus the
cost decreases. In arriving at a decision as to whether the credit policy is
tichtened or not, the following steps are required:

A. Find out reduction or saving in cost of sales (i.e. benefit): To arrive at

this. the following steps are required:

(i) Calculate the total cost of sale under present policy and proposed (or
tightened) policy.

(ii) Calculate the average investiment in debtors under present and proposed
policies by dividing cost of sales by debtors turnover. Debtors turnover
is obtained by dividing 365 by average collection period.

(iii) Calculate the reduction in investment in debtors (i.e. average investiment
under present policy — average investment in proposed policy).

(iv) Find out the reduction or saving in cost (opportunity cost on reduction
in investment in debtors on the basis of firm’s rate of return or cost of
capifal.

B. Find out the reduction in profit: To calculate this, the following steps

are required:

(i) Find out profit (Sales — Cost) separately under present and proposed
policies.

(ii) Find out the reduction in profit by comparing-the profits under present
and proposed policies. :

C. Compare reduction in cost (saving or benefit) as per (A) with reduction

in profit as per (B3).

D. Tuke decision: If reduction in cost is more than reduction in profit, the

proposal (tightening the credit policy) shall be accepted. The proposal in

beneficial because it is possible to reduce cost (due to reduction in investment
in debtors) more than reduction in profit (due to decrease in sales). If the
opposite happens the proposal shall be rejected.

Example 1 .

X Ltd., is planning to tighten its present credit policy. The company
has current annual sales of Rs. 25,000 and it is expected that implementation

el
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ot the Proposed credit pohicy would decrease the annual H‘GIC\ 1o Rs. 20y
"R averape ape ol nccount IL-L'L'i.\fill‘-lk' wotlld ch‘I'cus’c from 3(l.d;|ys oy
(\-‘W\ e sale price ol a pnulyct 1s Ry 20 and the vurmhlc‘cusl I11\‘0P\.’C\'J n
manutacruring 0 @ product 15 Rs. 120 On the Vf‘!lllll]c ol 125(? units, y,
averape cost is Rs. hE /\.“‘-ll“lc ay L‘ill'.k‘.nlllpl'iscs ol ,".%6()_ du):s. /\(Iv?w whethy,
the p,‘,,,m\cd credit policy shall be implemented il firnt’s required rage
return 1s 20%.

Solution _

First of all, the fixed cost has 1o be found. The fgrmula is given belgy,

Fined Cost — (Average cost per unit — Variable cost per unit) x Toy
number of units. -

Fixed Cost = (15 - 12)x 1.250 -
Fixed Cost = 3 x 1,250 = 3.750

A Calculation of Reduction in Cost

Reduction in cost ‘
Present  Proposed
- Total no. of units (.250 0]
Fixed cost ‘ 3,750 3]
YC 15.000 12,000
Total cost of sales 18.750 St
Debtors® turnover 12 .

(360/Avg. collection period)

Avg. Investment in A/c Rec. 1.562.5 i

" Reduction of investment in A/c receivable 687.5

i \ Savings or reduction in cost

o \\ i.e. benefits (. 20% of 687.5) 137.5 :
1 Tum(()\’:’rc)rage Investment in A/c Receivable = Total Cost Orsa‘eS/Dwan
: : ' B. Calculation of Reduction in Profits |
3 ) ost!
R No. of units Present Proﬁ.ﬂ()ff

. 1,250
L Selling Price p.u. 4 |

L\r 20
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Sales 25,000 20.000

Total Cost 18,750 15.750

Profit (Sales — Total Cost) 6,250 4,250
C Reduction in profits 2.000

D Decision: Since reduction in profits 1s more than reduction in savings
(cost), the lirm shall reject the proposal.
Decision regarding Liberalising Credit Policy

When credit policy is liberalised, sales will be increased. Consequently
profit also will be increased. FHowever. the investment in receivables will
increasc. Thus the cost (opportunity cost) increases. Inarriving at a decision
as to whether the credit policy is liberalised or not. the tollowing sjeps are
required:
A. Find out the additional or incremental cost (opporiumity cost) To urrive

at this, the following steps are required.

(i) Calculate the total cost ol sale under present policy and proposed (or
liberalised) policy.

(ii) Calculate the average investment in debtors/receivables under present
and proposed policies by dividing cost of sales by debtors turnover
Debtors turnover is obtained by dividing 365 by average collection
period.

(iii) Calculate the increase in investment in debtors (i.e. average investment
under proposed policy — average investment in present policy).

(iv) Find out the additional or incremental cost on increase in investment in
receivables as per (ii1) on the basis of firm’s rate ol return or cost of
capital.

B. Find out the increase in profit (additional or incremental benefit). To
calculate this, the following steps are required:

(i) Find out profit (Sales — Cost) separately under present and proposed
policies.

(ii) Find out the increase in profit (incremental benefit) by comparing the
profits under present and proposed policies as per (i).

C. Compare the incremental cost as per (4) with incremental benefit as

per (B).
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V. Tuke decision: If increase in profit (incremental benefit) is more than
increase in cost(incrementa| cost). the proposal shall be accepted. Othernwise
the proposal shall be rejected.

Example 2
XY Ltd. (manufacturing discs) is considering of liberalising its presen
credit policy. The company has current annual sales of Rs. 2,00,000 and j
i< expected thatimplementation of the proposed credit policy would increase
the annual sales to Rs. 3.00.000. The average age of account receivable
would increase from 15 days to 30 days. The sale price of a disc is Rs. 20
and the variable cost involved in manufacturing of a disc is Rs. 5. On the
volume of 10,000 units, the average cost is Rs. 8. Assume a year comprises
of 360 days. Advise whether the proposed credit policy shall be implemented
if firm’s required rate of return is 18%.
Solution
Total number of units currently being manufactured
= 2,00.000 7 20 = Rs. 10,000
Fixed Cost = (Avg. cost per unit — Variable cost per unit)

x Total no. of units
Fixed Cost = Rs. (8 — 5) x 10,000 = 30,000

A. Calculation of additional or incremental cost:

Present Proposed

Total no. of units 10,000 15,000
[Fixed cost 30,000 30.000
Variable cost 50,000 75,000
Total cost of sales 80,000 1,05,000
Debtors’ turnover 24 12

(360/Avg. collection period)
Average investment in receivables

(cost of sales/debtors turnover 3,333.33 8,750
Increase of investment in A/c receivable 5.416.67
Additional Expense (5,416.67 x 18/100) 975
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B Cualculation of Increase in profits
Present Proposed
No. of units 10.000 15.000
Selling Price p.u. 20 20
Sales 2.00,000 3.00.000
Total Cost 80.000 1.05.000
Profit 1,20.000 1.95.000
C Increase in Profits 75.000

D. Decision: Since increase in profits is more than increase in cost on account
receivable. the firm shall accept the proposal.

Factors Affecting Investment in Receivables

The level of investment in account receivables depends upon two types
of factors — general and specific. These may be discussed as under:

1. General Factors: These factors are common to all firms and all types
of assets. They include the type and nature of business. volume of anticipated
sales. volume of the business. price level variations. availability of funds.
interest rate. industry norms etc.

2. Specific factors: These are internal factors. These are particular to a
firm. These include volume of credit sales. terms of sale. creditand collection
policy, stability of sales, size and policy of cash discount. etc.

PRACTICAL PROBLEMS
Ilustration 1

From the following information, calculate average collection period:

Rs.
Total Sales 1.00.000
Cash Sales 20.000
Sales Returns 7.000
Debtors at the end of the year 11.000
Bills Receivables 4,000
Creditors 15.000
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