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This paper provides a new methodology: Markov Chains by blocks.

This would achieve knowledge on the branch cash holdings.

We study conditions for optimal cash holdings and their steady-states using Ergodicy.

These findings will also let bank managers know the time validity of the cash holdings

e This incipient mathematical framework may also apply to other contexts. &
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The future of Branch Cash Holdings Management is here: New Markov chains

Julia Garcia Cabello®*

“Dpto. de Matemdtica Aplicada, Facultad Ciencias Econémicas y Empresariales. Universidad de Granada. Spain.

Abstract

Liquidity management is one of the main concerns of the banking sector since it prevides control in
key areas such as treasury management, working capital financing and businesg*valuation. Under
the assumption that branch efficiency makes a fundamental contribution towardsythe effective per-
formance of the global banking institution, this paper provides a new methodoloegy (Markov Chains
by blocks) in order to achieve knowledge on the branch cash holdings: conditions which ensure
optimal cash holdings, recurring properties which help to better predietcash holdings shifts and the
study of the branch cash holdings steady-states using Ergodic Theory. These findings will let bank
managers know the time validity of the current cash holdings. This ista.crticial advantage to ensure
efficient cash management: while helping keep banking institutions on sound financial footing by
guaranteeing the compulsory-by-law safety cushion, it also allows«bank managers to make sound
decisions upon fund investments.

This incipient mathematical framework, based on_the re-definition of classical theory on Markov
chains, provides an alternative standpoint which may also apply to those dynamical systems which
can be categorized into groups of similar features:

Keywords: (D) Economics; Markov chains bysblocks; Optimal cash balance; Time validity of the
cash holdings; Ergodic Theory

JEL classification: C44; C58; G10; G21

1. Introduction and Literature Review

Corporate/bank cash/holdings have always played a crucial role in the development of firms and
financial institutions: sithout eash, they could both become insolvent and at risk of bankruptcy.
Thus, efficient cash,administration has traditionally focused the attention of managers and share-
holders, especially during periods of uncertain market and credit conditions. In this regard, an
accurate cash balance forecast is critical for successful management while also serving other strate-
gic purposes/such as controlling subsidiary groups.

The banking industry has been in search of managerial measures to improve the control of
its liquid resources in order to increase efficiency. While efficiency on all fronts (including cash
manageneént) has become a primary objective for banking industry over the last decade, there is
a body ofrresearch which argues that branches have a role to play in helping to improve global
bank institution performance. This was firstly suggested in Berger (1997), whose authors stressed
the importance of the efficiency of branches as making a fundamental contribution towards the
effective performance of the global banking institution. Moreover, the authors of Berger (1997)
called attention to the fact that branch efficiency literature is much less complete than banking
efficiency literature. As a matter of fact, specific literature to design techniques to improve branching
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performance as far as cash management is concerned is quite short! apart from those papers which
focus on regulatory measures to control under-performing branches. The present paper attempts to
help to fill this gap by proposing specific conditions to improve cash (forecasting) management at
branch level.

In the area of management of corporate cash holdings, there have been a long series of attempts
to determine the optimal investments that organizations should make in cash. Models of cash
management or money demand can be categorized into two types: those with demand by households,
pioneered by the Baumol-Tobin model, Baumol (1952) and continued by Frenkel and Jovanovic,
(1980), Bar-Illan, (1990) and Chang, (1999) and those which concern cash management by firms,
pioneered by the paper of Miller and Orr, (1966). Firms differ from households in that firms have
daily cash inflow as well as daily expenditures. Also the size of financial transactiens differentiates
firms from households, as large and instantaneous transactions are more likelya, In terms of their
mathematical structures, the first describes the money stock between controls by means of Brownian
motion with drift whereas Miller and Orr formulated a model under whichpan organization’s cash
flow evolves in terms of a stationary random walk. Later proposals featurerunified analysis of
cash management by combining Brownian motion and compound/Poisson processes, as in Bar-
Mlan (2004). Other authors classify cash management models.aceording to their mathematical
fundamentals. Following Melo (2011), these models can be groupedsinto Inventory Theory models
(now both Baumol-Tobin and Miller-Orr belong to the same category), those developed with Linear
Programming and those which are based upon Dynamic, Programming.

Further papers incorporate stochastic techniques in their pattérns of cash management: Baccarin
(2009) considers the optimal control of a multidimensional éash management system where the cash
balances fluctuate as a homogeneous diffusion process in"R". Cyert (1962) pioneered research using
Markov chains for estimating the allowance of doubtful’accounts while Hinderer (2001) analyzed a
cash management system in which the distribution ef the cash flow depends on a randomly varying
environment. Ferstl and Weissensteiner (2008) considers a cash management problem by using a
multi-stage stochastic linear program (SLP). In Higson (2010), the authors model the evolution
of cash in terms of a square root process modified with a Brownian motion in such a way that
the statistical properties of the cash flow process depend on the cash holdings. This functional
relationship between cash holdings and cash flow process by means of Hamilton-Jacobi-Bellman
equations and other elements. of‘optimal control theory is the core qualitative finding of Anderson
(2012). In Bensoussan (2009) the author uses a stochastic maximum principle to obtain an optimal
transaction policy. InSato (2011), a cash management model is built around Brownian motions
and Poissson processesywhile Song (2013) discuss a cash management model for firms based on
a stochastic volatility~ (SV) model. And more recently, Tangsucheeva (2014), where a cash flow
forecasting model isideveloped in terms of Markov chains and bayesian models.

However, there fis little current literature about this subject for the banking industry, whose
specific ¢haracteristics differ from firms and other economic organizations. While credit lines are
freely available for the banking industry, the private sector must apply for external financing within
the framework of those credit channels that are accessible to it. Actually, the relationship between
cash 'holdings and credit risk is present in most former models of cash management: see Acharya
(2012)ywhere a dynamic continuous-time model allows for a description of the correlation between
credit spreads and cash reserves. Or Anderson (2012), where the authors develop a model of optimal
policy toward holding the liquid assets of a firm which faces external financing. Banks differ from
firms also in the peculiar dynamics of their cash flow processes. Assorted entries of cash are specific
to banks: at the branch level, as daily expected and unexpected deposits and withdrawals, similar
to ATM dynamics, while at the aggregate level, large/huge transactions take place as a consequence

LShort” unless the strand of research focused on improving the performance of automatic teller machines, ATMs,
would be considered as part of the literature to improve branch cash management.



of movements of money amongst bank entities. Distinct regulation packages are also applied in
order to control banking industry versus private sector.

The ultimate aim as far as liquidity management is concerned is to find the optimal level of cash
since it would help banking institutions facing short-term obligations at the aggregate and branch
level, while minimizing the risk of bankruptcy in long-term projections. This “optimal” level of cash
may be also read as “enough” cash. However, finance literature has given very little precise guidance
on this question: how much money is enough for a banking institution?

Common knowledge suggests that banks that have larger liquid assets should be safer. However,
when banking firms keep liquid resources in cash, they renounce a part of their profitability, incurring
the opportunity costs of not investing in other alternatives which do generate profits. Thus, the
intuition recommends that a balance between minimizing costs and maximizing profits, should be
kept in order to ensure high levels of efficiency. But, how do the banks identify the right proportion
to be held?

This paper attempts to fill this gap by providing answers to the abovequestions’in the context of
bank branches. Stated briefly, the contributions of this paper are twofold: aideep study of the branch
cash holdings from a dynamic point of view (first contribution) through an approach based on new
stochastic financial analytics that we have developed in this paper-(second contribution). Actually,
this paper provides a new methodology (Markov Chains by blocks)dn‘erder to achieve knowledge on
the branch cash holdings with proposals to be approached from awariety of perspectives: i)conditions
which ensure optimal cash holdings, ii)recurring properties of the branch cash holdings derived from
the natural cyclicity exhibited in the branch cash management practice which help to better predict
their shifts and iii)the study of the branch cash holdings steady-states using Ergodic Theory, Braido
(2013), which let bank managers know the timewalidityrof the current cash holdings. In general,
we find policies on holding optimal levels of liquid\assets aimed at being useful for both bank and
branch managers. These conditions are crucial ‘to ensure efficient cash management: while helping
keep banking institutions on sound finan¢ial.footing by guaranteeing the compulsory-by-law safety
cushion, it also allows bank managers to make sound decisions upon fund investments. As far as
the author knows, this is the first time in the literature that such an analysis on cash holdings at
the branch level has been carried out. from a dynamic point of view.

This incipient mathematical framework, based on the re-definition of classical theory on Markov
chains, provides an alternative standpoint which may also apply to those dynamical systems which
can be categorized into groups of similar features.

The remainder oftthe paper is organized as follows. In Section 2, an overview of clustering
methods (identification ef similarities) is presented since the cyclicity that exists in the branch
cash managementipractices (which is at the heart of our study) relies on the idea of grouping the
weeks into blocks of ‘weeks with similar features. Section 3 presents the general framework of the
liquids funds ef a branch. Section 4 is aimed at setting conditions to ensure optimal cash holdings.
Recurring properties on branch cash holdings are presented in section 5, while time validity on cash
holdings is analyzed in depth in section 6. Section 7 contains a numerical example, based on real
data*fer a branched-bank. Finally, Section 8 concludes the paper.

2. Clustering: related approaches

As mentioned before, one of the key insights of the paper is the natural cyclicity exhibited in
the branch cash management practice: in detail, that refers to the usual branch managers’ partition
of the year into blocks of weeks with similar features in order to require the same amount of case for
all weeks inside the same block?. Around this idea, a new methodology -called Markov Chains by
blocks- is developed in this paper: specifically, the whole temporal sequence of branch cash holdings,

2For instance, a block of weeks is “first weeks of each month”.



which is previously shown to be a Markov chain, is partitioned into blocks such that this partition
is well correlated with the partition of the year by branch managers®. This new methodology is
aimed at providing knowledge on branch cash holdings.

The practice of grouping weeks is close to clustering. As a matter of fact, following Manning
and Schiitze (2000), clustering is the process of partitioning a set of objects into groups or clusters.
In the financial sector, where data are generated on large scale, the clustering can be improved by
pattern recognition and data mining techniques. Although this paper’ approach is heading in a
different direction (Markov Chains by blocks and the application of Ergodic Theory), a review on
distance based methods for clustering might be of interest.

Since clustering is the grouping of similar objects, some kind of measure which‘may conclude
whether two objects are similar or not, is required. In global terms, two kinds.ef measures may
be used to estimate this relationship: distance measures (which result in distange-based methods)
and similarity measures (giving rise to similarity functions like the well-known, Pearson correlation
measure). Distance-based methods run on the basis of the shorter the distanceybetween objects,
the more similar to one another they are. These methods may be categorized according to the
distance taken, which would vary depending on the type of attributes of data: numeric attributes
(the similarity between two data instances may be calculated using the Minkowski metric, with the
well-known Euclidean distance as a particular case), binary attributes,(the distance between objects
may be calculated through contingency tables), or other types as_nominal, ordinal or mized-type
attributes for which specific definitions of distance are required.

Together with a vast literature on clustering methodsy there”are also many criteria upon which
they could be categorized. Mainly, they may be divided into*hierarchical and partitional clustering,
based on the way they produce the results, see Fraley and Raftery (1998): specifically, hierarchical
methods construct the clusters by recursively partitioning the instances while partitional ones relo-
cate instances by moving them from one cluster.to another, starting from an initial partitioning. A
more comprehensive classification, see Hamsand Kamber (2011), categorizes them into hierarchical’,
partitional’, density-based methods (which“assume that the points that belong to each cluster are
drawn from a specific probability distribution; see Banfield and Raftery (1993)), model-based meth-
ods (which attempt to optimize the fit between the given data and some mathematical models),
grid-based methods (which partitien the’space into a finite number of cells that form a grid structure
on which all of the operations-for'clustering are performed, see Han and Kamber, (2011)) and finally
soft-computing methods (with fuzzy clustering as main exponent). One example of model-based
methods are Markov Mixture Models (MMM), which was firstly analyzed by Chib (1996) as models
of a class of mixture. distributions in which the component populations, from one observation to the
next, were selected aecording to an unobserved Markov process. In the context of clustering, this
is an approach-that uses a Markov model to represent the data in each of the clusters: e.g, if there
are two clusters, they should be represented by two different Markov models.

The fapproach suggested in this paper is different from its conception to its implementation, as
proved inmmext sections: firstly, the whole sequence of branch cash holdings, denoted as {CH" },¢en,
is showm,to constitute a discrete-time Markov chain (Theorem 4.4). While it is shown not to be
irreducible (hence, Ergodic Theory does not apply), a suitable definition of a new equivalent relation
over the set of states of the Markov chain {CH"},en is proposed (equivalent Definitions 5.1 and
5.2) aimed at achieving irreducible chains. Subsequently, Theorem 5.6 establishes the correlation
between the partition on the whole sequence of branch cash holdings originated by the definitions
cited above, and the partition of the year as a result of the branch managers’ practices. Now, Ergodic
Theory applies to these equivalent classes of cash holdings (called blocks) providing knowledge on
them.

3This new methodology also applies to any dynamical system {X"™},cyn which holds the Markov property, see
Conclusion section for further details.



3. Dynamics of the liquids funds of a branch

This section is devoted to stating the dynamics of the liquids funds of any branch. To this
regard, we start with a few words on the functioning of the branches. Every day, branches perform
numerous transactions which cause cash inflows and outflows. Each branch should keep its total
liquid assets (known as cash holdings) at an optimal level, without generating either a surplus or
a shortage of money. It should not be too low, in order to refrain from insolvency and to adhere to
minimum capital regulations. But it should not either be too high so the branch would not have
security problems due to heavy cash load or the bank would not suffer from opportunity cost (i.e.,
the opportunity loss of not investing in other alternatives which do generate profit).

Hence, periodically, the branch adjusts

its cash levels to its necessities -deposits WEEKLY REMAINING
. o . REQUEST OF MONEY FROM
and withdrawals- avoiding generating dormant | casy To THE PREVIOUS

CASH CENTRAL WEEK

money. To accomplish this task, the branch re-
quires help from its cash central. Thus, an ar-

. DEPOSITS MADE
moured van either evacuates the surplus or pro- BY BANK
vides the deficit of cash up to reach a confident B%/;I;gg
level of case. As for this “confident level of cash”,
it should be mentioned that every branch has a
cash upper bound fixed by the bank company as
an internal control mechanism. This cash upper WEEKLY

bound is assigned according to the branch size CAsH
and it will be denoted by Ciap (i-€., maximum HOLDINGS
cash allowed to be held by the branch). | |

The cash entries are the following: the
own branch requests of cash to the“cash
central and the deposits made by=individual
users/companies. As far as the branch cash ez- EXPECTED | |UNEXPECTED
penses are concerned, these inglude withdrawals EXPENSES EXPENSES
and other costs which mainly eonsist ‘of logistic
costs for transport and handling as well as op-
portunity costs?. The branch movements of cash Figure 1 The dynamic of the
are reflected in Figurenl. branch cash holdings

Let C stands for the total amount of money that the branch requests from its cash central.
This quantity C is adjusted weekly® to the cash necessities. One of the aims as far as liquidity
management ' at the branch level is concerned is to find the optimal amount C' which covers all
branch éxpenses without generating either surplus or shortage of money. Habitual bank branches
cash management routines as far as this computation is concerned consist of historical data handling.
That means that the branch registers the cash quantity on some particular day (workable, weekend,
holidays, ‘etc) and the result obtained at the end of the journey (exceed or shortage of case) and
copies’ the successful amounts. In the process of the decision-making, often the staff in charge
reaches a decision with only partial information. The author of the present paper developed in
Garcia Cabello (2013)% a mathematical procedure in order to compute C such that C' covers the

4Some of these costs can be anticipated and others are of a random nature. The same classification can be
established for deposits.

5This unit of time -one week- may be changed without loss of generality.

5A patent has been requested for the paper Garcia Cabello (2013) by the University of Granada, “Method for
managing liquidity in bank branches”, number ES201431094, United States



branch demand of cash as accurate as possible -i.e., without generating either a surplus or a shortage
of money. This procedure is summarized below. Let N be the number of branch costumers during
the considered period of time. Such arrival processes are described by a Poisson process N(t) or
N;. The counter tells the number of arrivals in the interval (0,¢). The withdrawals and deposits
movements are described as Ny = N + N + Oy, where N stands for the number of withdrawals
in the interval (0,¢), N{ is the number of deposits made in the interval (0,¢) and O, gathers
the rest of operations. Let W, represent the withdrawn amount made by i-branch user. The
withdrawal process, parameterized by certain rate A, is defined as the compound Poisson process
X; = Zf\g Wi, as independent and identically distributed (i.i.d.) random variables. Thus, the
total amount of money which has been withdrawn for ¢t = 1 is X; = Zf\i ui W;. Then, in Garcia
Cabello (2013), some formula to compute the branch total expected withdrawals fer a unit of time,
Ex,, and the branch total expected deposits for a unit of time, Ey,, were given:,Moreover, the key

result of Garcia Cabello (2013) is the following:

Theorem 3.1 (Garcia Cabello (2013)). Let K7 be both branch expeeted expenses/deposits for a
unit of time. The total amount of cash C which will cover the braneh demand of cash, C, may be

computed as C = Ex,— By + K "
C S Cmawa

since no amount of cash should exceed the branch cash upper bound Cipqz -

Let C'H stands for the branch cash holdings atiseme-moment, that is, the total liquid assets
to be held by the branch at some moment. Hence C'H includes C. The main objective of this paper
is to study CH with proposals to be approached fromma variety of perspectives. To carry out this
analysis, we shall use superscripts to point ouf @ certain period of time (discrete-time). Hence, CH"
are the branch cash holdings at week n;.similary,C" stands for the total amount of money that
the branch requests from its cash central at week n. To start this study, let us first formalize the
concept of size of a branch. The notien of branch size® is intuitively identified with the volume of
its turnover. However, there are many criteria which quantify the size of a branch amongst bank
managers. The most accepted i€ to comsider size of a branch as increasing in function with the total
branch cash needs: the bigger branch sizes correspond to the bigger branch cash needs, related to
mayor larger moves -entriés,and exits- of liquid resources. Thus, we will identify branch size with
the maximum value of branchicash holdings during some period of time:

Definition 3.2. BS.='branch size = max{CH"/n € N}.

Note that the foeregoing/C,,q. always performs under the size of the branch: Cie, < BS.

4. Optimal branch cash holdings

This'section is devoted to determining conditions which ensure optimal cash holdings for each
branehs:, This involves a suitable definition of optimal cash holdings in terms of technical efficiency.
Firstly, we specifically define branch weekly cash holdings following former Figure 1.

Definition 4.1. For any bank branch, we define its cash holdings at the n-th week as
CH"=C"+ R"! (2)

where R"~! stands for the remaining money from previous week. We shall write CH = C + R when
the week no longer needs to be emphasized.

K may be considered as part of the security cash level (settlement accounts) that the banking institutions holds
for precautionary reasons.

8Bank managers apply this term as benchmark to position the branches with respect to each other for several
different purposes.



Remark 4.2. Since C is computed taking into account all branch cash entries and expenditures (see
Garcia Cabello (2013) for further details), if the computation of C™ would be completely accurate,
the remaining money from previous week R"~! would be 0. That is, R is the error committed
in the computation of the cash requested to the branch cash central C'. In consequence, R" =
se[C"] := /Varcn could be considered as function of C. Hence, equation (2) CH™ = C™ + R"!

could perform like a dynamical system provided initial and/or boundary conditions are given.

Furthermore, according to the notion of technical efficiency (the maximum output produced
from the minimum quantity of inputs), the optimal cash holdings should be those which cover all
branch expenses without (or producing the minimum of) remaining money, as follows:

Definition 4.3. For any bank branch, we define its optimal cash holdings C'H* asthat which holds
CH = C + R with almost no committed error (negligible) in the calculationof €< That is to say,
CH"=C.

4.1. Main features of the cash holdings CH

Before studying the main features of the branch cash holdings {CH" } jen, let us point out a
few properties of the branch cash requests {C"},en. Firstly, {C"}nen constitute a random walk.
Moreover, as the set of states of C™ represents the set of cash amounts which may be required by
branch managers, while C"™ would in principle be allowed t6'take values in R, in practice the set
of states of C™ may be considered finite, for every n. Indeed,\branch managers envision only a
few quantities to be required to central hubs when weekly, adjusting branch cash needs, which vary
depending on the characteristics of each week. Thistis thesresult of branch managers’ practice of
categorizing the weeks according to their specific featuressin order to simplify the cash requirements.
Let {C™ .k = 1,2...,m}nen be the set of all quantitics of cash which could be required to the
central hub at the nth-week. These are illustrated in Figure 2.

We proceed now with the study of {CH" }en» The main result is the following:

Theorem 4.4. The branch cash holdings constitute a discrete-time Markov chain {CH" }pen.

PROOF. CH™ = C™ + R"!, where €"/is computed by Theorem 3.1 and the committed error in
the computation is given by R%= se[C"] := /Varcn. Substituting R"~! = se[C"~!] into equation
CH"™ = C"+R" ! would give C H¥= O™+ se[C" 1] which shows that every outcome C H" depends
on the outcome of previeus step. In consequence, the Markov property holds.

As for the state space, the Markov chain {CH"},cn takes values in R. Nevertheless, while the
set of states of {@74},cn ‘could be considered finite for the branch managers’s practice, the set of
states of the Markov'ehain {C H"},cn is not finite. Let {CH™, k € N} be the set of feasible states
of the Markov. chain {CH"},,cn at week n. This is shown in Figure 3:

BS BS
Cma:l} . . .
O T oL T o TR oL - : :
CcCHY™ CH?*™ .. CH"Y™
0'12 0.22 0.32 CnQ : : :
oot ol ol CH? CH*? ... CH"
cH! cH? ... CcH™
T || P I

The sequential structure of
branch cash holdings CH

The sequential structure of

requests of cash C Figure 3

Figure 2



4.2. Conditions for the cash holdings CH to be optimal

We focus here on analyzing the properties of the sequence of states of “remaining money” R" in
order to study when R™ becomes minimal. As a result, conditions for the sequence of cash holdings
to be optimal are proved in the following theorem:

Theorem 4.5. If E[C™,...,C"™] stands for the mean of variables C™, ..., C™ we denote E[C™]
to the set E[C"] = {E[C™,...,C"™],k =1,...,m}. Thus

(CH™) — (CH™)* if and only if C™ — E[C"].

ProOOF. Recall that, from CH™ = C™ + \/Vargn-1 where to minimize /Vargagis equivalent to
minimize Varcgn. Since the set of states of C™ is finite, variance becomes“sample variance V

with variables C™!,...,C™™ V(C™,...,C™). From the definition of sample variance, it follows
1

that V(C™,...,C"m) = — 371 (C™ — E[C™,...,C™])2. From thedfirst-order conditions, the
m

stationary points of function V might be a solution to the system ofpartial.derivatives

v 2

SCnE = m(C”k—E[C’"l,...,C"m}) =0=C" =E[C™ (., C"] fork=1,...,m.

As for the second-order conditions for minimum of fnction V', the Hessian of the function,
HessV, is a diagonal matrix of order n with the only“{strictlypositive) eigenvalue equal to 2/m
(V is a strictly convex function in consequence). Hemeepthe.conditions for {C™,... C™} to be a
global minimum are C"* = E[C™ ... ,C"™], for k = I}...,m.

Finally, following theorem establishes conditions for cash holdings to be optimal:

Theorem 4.6. The branch cash holdings~amount (CH™) = C™ + R"! is the optimum (CH")*
whenever the quantities C™ (cash requirements to its central hub) are computed as outlined in The-
orem 3.1.

PROOF. According to Theoremn 3.1, all quantities {C"™},, are equal to C" = E% — Ey. + K" for
each m. The properties of dqneansibring to the desired result:

C" =LY, —Ey, +K"=B[X{]|-EY{"|+ K" = E[X{ -Y{"+K"] = E[C"] = E[E[X] -Y{"+K"]].

5. Recurring properties of the branch cash holdings: Markov Chains by blocks

We develop here the general properties of the Markov chains as far as recurrence is concerned,
thereby formalizing current branch managers’ practices with regard to branch forecasting proce-
dures. An important contribution has been the re-definition of communication amongst Markov
chain states.veérsus the classical definition, which will provide an alternative point of view for Markov
chains.

Before proceeding, let it be observed that this theoretical framework on recurrence is considered
to be due to the natural cyclicity properties which are exhibited by the branch cash requirements
in the practice of branch cash management. Actually, in the practical context, the staff imitate
the successful amounts to be required according the branch’s historical records, where the already
required cash quantities on some particular week are registered depending on that week’s particular
features -workable/holidays, beginning/end of month...- (see subsection 3.1 for further details).
That means that the problem of computing the optimal quantity of case to be required is solved
in practice by partitioning the year into blocks of weeks with similar features in order to require
the same amount of case for all weeks inside the same block: for instance, all beginning-of-month
weeks are considered to belong to the beginning-of-month block whereas all ending-of-month weeks



belong to the ending-of-month block. Thus, the required quantities of case might be the same for
all weeks inside the same block. This partition into blocks is done in each branch depending on its
features (size or geographical location). The result of this intuitive method is a set of classes, in a
similar way that defining an equivalence relation within the set of all weeks of the year partitions
this set into cells.

We proceed by exposing some general concepts and properties on recurrency. Let {S™} a Markov
chain with set of states {1,2...,4,...,7,...}. A state j is accessible from state i , i — j, if there is a
possibility of reaching j from ¢ in some number of steps, that is, if the nth-step transition probability
from state i to state j, denoted by pg) = P,[S™ = j for somen] is strictly positive, pg) > 0. We
simply denote pgjl-) as pj;. If j is not accessible from i (p;; = 0), thus the chain started form ¢ never
visits the state j. We say that ¢ communicates with j if ¢ — j and j — 4. Thislequivalent relation
divides states into classes. Within each class, all states communicate to each other, but no pair
of states in different classes communicates. The chain is irreducible if there istenly one class. A
state i is recurrent if P;[S™ = i for infinitely many stepsn| = 1,, that is"te, sayif the probability of
returning to ¢ in a finite set of steps is equal to 1. It all applies to/the Magkov chain {CH"},en
with set of states all cash amounts: {CH'¥, 1,k € N} where the firstisuperscript [ is the counter of
weeks. With the (classical) equivalence relation, in despite of the transition probabilities are almost
zero for states corresponding to weeks with no similar feature$y.all states C H'* communicate, hence
the chain is irreducible. Nevertheless, the set of states might prove to be uncontrollable.

We define a new equivalent relation over the set of'§tatesof the Markov chain {C H™ }, ey in order
to continue advance in applying the branch cash managers’ intuitive practices. This new equivalent
relation shall partition the set of states of the branch*eash holdings {C H"},cn into blocks, as we
will shortly be proposing. Besides, this new ‘equivalence relation has advantage comparing to the
classical one in reducing the number of cash holdings (states) to control them better. Actually, the
marginal benefit of using the blocks approach should make the problem more granular and therefore
closer to desired optimality. For this¢state 4, 7, . . . ... shall be written as CH™,CH™, ... or CH™*:
when it becomes necessary to peint out a concrete cash holding amount corresponding to state
CH™.

Definition 5.1. Consider‘two states C H™ (shorter state i) and CH™ (state j), corresponding to
weeks n; and n;. We say that,i communicates with j, 7 <+ j, if both weeks n; and n; exhibit the
same set of features asydefined by the branch staff.

Following the brangh cash managers intuitive practice, this is equivalent to the following:

Definition 5.2. We say that states CH™ and CH™ communicate if the required amount of cash
to the cefitral hubis the same for both weeks n; and n;: CH™ = C™ +Rv L CHY =C" 4+ R
with C™= C"%.

Remark’'5.3. From Definitions 5.1 and 5.2, not every state of the Markov chain {CH"},n com-
municates each other, only those which correspond to weeks with similar characteristics. We call
block the set of weeks with similar features. Now, irreducible subchains in {CH"},cn are those
formed by cash holdings corresponding to weeks inside the same block.

Let us go on by formalizing the branch cash managers intuitive practice. For this, recall that
the period of a state i, d(i) defined as d(i) = ged{n € N, p;;i(t) > 0} (gcd denotes “greatest common
divisor”), is a class property. Besides, recall that two integers n,m are congruent modulo d if
n—m = ad for some a € Z. Let [ |4 stand for the equivalence class modulo d. In order to require
the same amount of cash from the central hub, branch managers usually group the weeks whose
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main characteristics coincide with peaks and low cash-demand periods. The following example is
intended for illustrative purposes, according to this branch cash managers intuitive routine:

Example 5.4 (First weeks of each month). “First weeks of each month” is amongst the cus-
tomary criteria applied by branch managers to group the weeks. Next Figure displays the first weeks
of each month, for whom the same quantity of cash is required (Cf™, fm=first month) making visible
the period of this block: 1 week 9 weeks

October 201 November 2015Y December 2015

1st w, CT™ 1st w, CT™ 1st w, CT™ 1st w, CT"2

2nd w 2nd w 2nd w 2nd w

3rd w 3rd w 3rd w 3rd w

4th w 4th w 4th w 4th w
12+ 1 week 12+ 2 weeks

October 2016 November 20¥6 December 2016

1st w, Cf™ 1st w, C/™ 1st w, C/™ 1st w, C/™

2nd w 2nd w 2nd w 2nd w
3rd w 3rd w 3rd w 3rd w

4th w 4th w 4th w 4th w

Figure 4 “First weeksiof each month” criterion

According to the “first weeks .0f eachmonth” criterion, Figure 4 lets visible the period: this is
d(i) = 4 and the quotient set is'Z4 =¢[0], [1], [2], [3]}, where each block [i] is as follows:

[0] ={0,4,8...} = last weeks of month
[T}, = {1,5,9...} = first weeks of month
2] = {2,6,10...}
B8] = {3,7,11...}

Let us now reinterpret the parameter p which measures the cash flows fluctuations. The defini-
tion of 4 is somehow present already at the classical issue of the Transaction Demand for the Cash,
Baumol (1952), Miller (1966), Tobin (1956) when defining the variance of daily changes in the cash
balancepd; as A = p?t, where — represents some small fraction of a working day. Recently, it has
been considered in Garcia Cabello (2013).

Definition 5.5 (Cash flow fluctuations index). T
For each branch, p denotes the amount of euros ’ib
that the branch cash balance increases or de- +
creases in some small fraction of a working day. —
We refer to p as branch cash flow fluctuations 4

index (see Figure 5).

Figure 5 Cash flow fluctuations index
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In our context, i may be reinterpreted as the measure of similarity between two cash holdings
whose corresponding weeks are in the same block: the smaller , the more similar the quantities.

As defined, the parameter p depends mainly on the geographic location of the branch. To
simplify the wide variety on branch locations, with different objectives and/or consumers financial
habits, branches are here categorized into two main classes: city center branches, with rural site
branches as a particular case, and business center branches. Since p reflects the fluctuations of the
branch cash holdings, it should be lower for branches located at city centers or rural locations while
major fluctuations indexes should correspond to branches located near cash business centers.

Next Theorem summarizes the above underlying ideas:

Theorem 5.6. For a branch with cash flow fluctuations index u, the following statement are equiv-

lent:
e o o (shorter, i < j). 5. [niaay = njlaw) or k= Twg].

2. C"i = (C", 6. CHY CH™v ¢ [C«nik’i — Cnik:i +M}'
3. ni,n; are into the same block. ’ . ’
4. ng,n; are congruent modulo d(7). 7. |CH™ — CH"™| < [

PRrROOF. Consider two states which communicate, CH"™ <« GH"i, (shorter, i <+ j). Hence the
corresponding C-amounts are equal, C™ = (C™i. Moreoverythe former statement is equivalent
to weeks m;,n; to be inside the same block. On the other hand, simple algebraic calculations
show that weeks inside the same block follow a patterniof cengruence modulo the period of the
corresponding state. If [n;]qq) = [n;]qu) stands fortheeongruence equivalence class modulo d(i)
(when no misunderstanding would arise, we will simply denote [ ]g;) as [ ]) this statement allows
us to identify [n;] with the block of weeks with similarfeatures to that of n;.

For weeks inside the same block, say n;, n;, the corresponding cash holdings C H™, C H™/ might
be similar cash amounts, since the bulk of the,cash holdings (that is, C™ and C™7) are equal. That
is to say, for weeks n;,n; inside the same block, it holds that CH™,CH" € [C™ — u,C™ + p or,
equivalently, |CH™ — CH"| < p.

As a consequence, the set.6f spaces’of cash holdings can be considered as shown in next figure,
upper bounded by the branch size BS:

BS
[Clm _ Clm 4 :U’] [CZm —u, C2m 4 :U’] [Cnm — u, onm o4 M]
[012 9 M;CIZ 4 M] [022 _ /117.022 4 /’L} [Cn2 _ /~L7. Cn2 + /J,]
[Cll —u, cl1 4 M] [021 — U, ol 4 ﬂ'} [Cnl —u, cnl + M]
I I I
CH! CH? e CH"

Figure 6 The sequential structure of the branch cash holdings by blocks

In global terms, Definitions 5.1 and 5.2 give a new angle on the Markov chains fundamentals.
In particular, let it be noticed that they enable central equation CH™ = C™ + R"~! (2) to only
perform within each block of weeks:
Corollary 5.7. Theorem 5.6 enables equation CH™ = C™ + R"™! to only perform within each
block of weeks: CHM = C" + RIn=1 It is also equivalent to regarding the former equation as a
dynamical system which considers the previous step with similar features instead of the prior step.

Then, those dynamical systems for whom Markov property holds and which may be categorized
into groups of similar features are a potential application of the defined blocks approach.

12



6. Time validity of the current cash holdings

This section aims to outline conditions under which the branch cash holdings remain constant,
that is, conditions which let bank managers know the time validity of the current cash holdings.
Conditions of this type are the key to guaranteeing efficient branch management for several reasons.
They help keep branches on sound financial footing while providing the compulsory-by-law financial
safety cushion. They guarantee an optimal level of cash inside the branch without generating either
surplus or shortage of money. They allow banking entity management to make sound decisions upon
fund investments. And in general, they help bank managers avoid not-desirable fluctuations of the
branch cash flow. Such conditions will be studied separately as long-term projections, useful for
the managers responsible for bank entities, and as short-term rules, suitable for branech managers.
Previously, we derived some results as functional branch rules in order to further fingztune the
internal branch decision processes with regard to daily branch cash management:.

Let us start with a few words about the hitting time. Let 7; be the hitting time of the first
visit to state i, 7, = min{n € N/ S§" = i}. Therefore, m; is defined as the expectation of 7;:
m; = E[r] = Y2 nfi(t) where fi(t) denotes de probability of a-first wisit to i after n steps.
Hence, in our particular context, m; represents the expected number of steps in return process to a
concrete cash holdings, CH™. The following result holds:

Theorem 6.1. Consider the Markov chain {CH"},en with nvas-counter of weeks, Thus, the dis-
crete random variable T; which measures the hitting time toyfirst wisit to state i is a multiple of the

eriod of the state,
period of =7 d(in 3)

PROOF. This follows from the definition of hitting fime ‘as minimum of steps in returning to each
state together with the new angle provided by, Definitions 5.1 and 5.2 since “visiting a state” now
means to reach any of the states belonging to ‘the.same equivalence class.

Let us continue examining the period d(7) of each state i. In branch reality, each period d(7)
comes from a branch managers’, cheice of a criterion which groups the weeks in order to require
from the central hub the same cash amount for all of them. Once the criterion is picked up, the
year becomes partitioned into bloecks of weeks, as shown in Figure 7:

Quotient set Zd(z) —

Branch, managers
choose’a criterion
(set/of features)

to group the weeks

the year is partioned

into block of weeks

of similar features
(according to the criterion)

Figure 7 The year partitioned into block of weeks

The number of suitable criteria which would apply to a branch depends on branch features as
size or geographic location. We refer to these criteria as feasible. The following corollary details the
dependence of m; upon feasible criteria:

Corollary 6.2. Let d(i1),...,d(i,) be the feasible criteria for a branch. Thus, for each state i, m;
depends on the number of its feasible periods. Actually, m; is a linear combination of feasible periods

d(ir), ..., d(i,):
mi = 7 [(F(d(i)d(i) + ... + F(dir)d(ir)] (4)
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PROOF. Note that the number of feasible periods d(7) is finite, {d(i1),...,d(i,)}, since the set of
states of {C"},en could be considered finite for the branch managers’s practice. Hence,

[
s

Sk
Q.

/\&

where f(d(i)) denotes the probability of occurrence of period d(iy).
Thus, we claim that

Proposition 6.3. For each state i, m; increasingly depends on the fluctuations en/ the branch cash

holdings, . That is, m; = m;(u), with % > 0.
w

PROOF. This is consequence of the assumption from the empirical’evidenge that the number of
criteria to be applied at each branch increasingly depends on the kind of branch as classified before:
this shall be higher for branches with high fluctuations on cash holdings while lower for those
branches with low fluctuations on cash holdings.

Next Theorem computes the expected number of steps imyreturn process to state ¢, m;, inside a

block {CH®}, i = 0 mod d(i)).

Theorem 6.4 (Number of weeks in return process). Let {CH'}, i = 0 mod d(i)) be a Markov
chain of cash holdings corresponding to weekstinsidé a block. Thus, the expected number of steps in
return process to some state CH® (shortly i), wig is

=)
7 ged(i, d@)

PROOF. Recall that the hitting“time,of the first visit to state i, 7;, is 7, = min{n € N/ S = i}
whereas m; is defined as the/expectation of 7;, m; = E[r;]. From Theorem 6.1, 7; is a multiple of
d(i), 7; = 7 - d(i). The same property holds for i since i = i mod d(7).

Let lem/ged be least commonimultiple and greatest common divisor, respectively. As a consequence
of the product propetty for quotient sets modulo (a = bmodm,c = dmodm = ac = bdmodm)
7; - ¢ is multiple of’d(7) as well as multiple of 7. For the definition of 7;, thus 7; - i = lem {7, d(7)}.
Hence

()

i d(i) = lem {i,d(3)} - ged{i, d(i)},
from Number Theory. Then,
d(i)

rﬂ@:mMmmn@Mmmn:n:§a;%ﬁ

Ti

which proves the desired result.

Once m; has been computed, we may apply Ergodic Theory. This is the study of long-term
behavior in dynamical systems from a statistical point of view, intimately connected with the time
evolution of systems modeled by measure-preserving actions, where the action representing the
passage of time. Particularly, the Ergodic theorem establishes conditions to determine the steady
state behavior of a Markov chain as an application of the Strong Law of Large Numbers, provided
that the Markov chain is irreducible. Ergodic Theorem will enable us to state conditions under
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which the branch cash holdings remain constant. It should be applied to chains of cash holdings
corresponding to weeks into the same block (irreducible).

We adopt here the notation V;(n) to represent the number of visits to state ¢ before step n. This
theorem states that the long-run value of the ratio V;(n)/n, which is the proportion of time spent
in state i before step n, equals to the inverse of the expected return time to state i.

Theorem 6.5 (Ergodic Theorem). For any irreducible Markov chain {S™}, then

) Vi(n 1
lzmn_wo# = (6)

The dominant interpretation of the Ergodic Theorem is that 1/m; is the average time of per-
manence at state 7. In our context, Ergodic Theorem provides thus conditions under which the
cash holdings remain constant although this should be applied to each bloekisinceithe Markov chain
CH",¢n is not irreducible under the classical definitions. Thereby, theaverageramount of time that
the Markov chain stays on state ¢ equals to the inverse of the expected number of steps in return
process to state i. That is to say,

Theorem 6.6 (Ergodic Theorem for branches). For those weeks into the same block, the av-
erage time validity of the current cash holdings CH® is eqial to

geddi, d(i) }

PRrROOF. It is sufficies to apply previous Ergodic Thieorem, 6.5, toghether with the result achieved
at Theorem 6.4.

Next result can also be demonstrated:

Theorem 6.7 (The average time wvalidity). The average time validity of the current cash hold-
ngs is a class property.

PROOF. Let i be a week.and eensider any other j such that [i] = [j], i.e., j = i+a-d(i), for some o €
Z. Besides, the period of a state ¢, d(i), is a class property: this implies in turn that d(i) = d(j).
From basic Number Theory, gcd{b + a - a,a} = ged{b, a}. Hence,

ged{j.d(i)} _ ged{i,d(i)}
(i) a@

ged{y,d(i)} = ged{i + - d(3),d(i)} = ged{i,d(i)} =

7. Asnumerical example

This section is aimed at developing a case in point -intended for illustrative purposes- which
should show how the previous theorems may be run. This numerical example, supported by real
banking records based on data transactions, should highlight the real gain for entities who adopt
the proposed method as a complement for IT technologies? since it may be easily (and at no cost)
converted into an algorithm!?.

9The main features of this proposal -it is precise and very simple to be implemented at daily branch practices, as-
suring costs reductions- would allow it to co-exist with IT technologies, providing extra-support for branch managers’
decisions.

0This result shall be addressed in a forthcoming paper.
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In order to carry out this task, real banking information has been processed. The dataset is
based upon excel files that contain all daily branch operations from June to December 2012 of
some representative Spanish branch of a well known Spanish bank!''. Despite our initial database
was originally written using the entity’s specific code, significant external operations have been
extracted /separated from those internal organizational orders (accounting entries) as part of the
database processing.

The general procedure is based on the following steps:

1. Branch managers select a criteria for grouping the weeks. Once again (see former example
5.4), we select “first weeks of each month”, since it is amongst the customary/criteria applied
by branch managers.

2. Once the criterion is picked up, the year becomes partitioned into blocks ofuaveeks. According
to the “first weeks of each month” criterion, the period of a state i is d(i) =4 and the quotient
set is Zg = {[0], [1], [2], [3]}, where each block [i] is as follows (see former Figure 4):

[0] = {0,4,8...} = last weeks of month
[1] = {1,5,9...} = first weeks.of month
2] = {2.6,10...}
B8] = {3,7,11...}

3. For those weeks inside the block of “first weeks of each- month”, we will compute the average
time validity of the current cash holdings G4H’, accerding to Theorem 6.6. Next table shows
how time only moves along the block of “first\weeks of each month”, with a week as time unit:

2012 Jan | Feb | March | AprilsjyMay | June | July | Aug | Sep | Oct | Nov | Dec
First weeks v v v v v v v
Second weeks
Third weeks
Last weeks

Table 1: Average time validity of the cash holdings.

As the timevalidity should be the same for those weeks inside the same block, according to
Theorem 6.73ave only compute this for June. This is as follows:

d{1,d(1 d{1,4 1
g {d (,1)( )} _ e {4 4 7 week (1,75 days).

June 2012, i=1:

It alse-applies for the average time validity of the cash holdings at states 5,9,..., (first week
of July is state 5 = 1+ 1 -4, first week of August is state 9=1+2-4...)

4. The Theorem 6.6 should be applied now. Recall that this result provides conditions under
which the cash holdings C H' remain constant. This sentence may be interpreted as CH* do
not deviate from the expected value stated for i (standard). These standards for each state i are
an inherent feature for each branch. They may be easily computed by bank entities through
their own huge amounts of data. Furthermore, for each specific branch, the expertise’ eye of
the office director is certainly familiar with them.

11n order to comply with legislation, the name of the bank must be kept private.
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1
Thus, from previous point, cash holdings remain constant 1 week for those weeks inside the

block [1] = {1,5,9...} (=first weeks of month). This can be seen from following figures, which
display the comparison between current cash holdings and the corresponding standard for the
first week of months from June to December 2012. Grey bars represent real cash holdings
and black ones the standards. The = axis shows days of the corresponding first week (blanks
represent weekends or holidays) while cash amounts in Euros appear on the y axis.

O Cash holdings
20.000,00 ppera.
angaar
10.000,00 N
0,00 lgq !)
o " b
-10.000, 00 “J}ﬁ -00 '00 @ ocg} !adn
o A~ 4= 45 o= o~
o e s ! e e
o o o < )
-20.000, od® & ¢ 5 £ v
-30.000,00
-40.000,00 —
-50.000,00
Figure 8 First week of June
30.000,00 O Cash holdings _
20.000.00 W Standard
10.000,00
0,00 . . . ;
[
-10.000,00 - 3 3 - -
& P ) ) <
-20.000,00
-30.000, 00 N
-40.000, 00
Figure 9 First week of July
20.000,00 Cazh holding=
18.000,00 e pTe—— —
16.000,00 andar —
14.000,00 _
12.000,00 —
10.000,00

8.000,00
6.000, 00
4.000,00
2.000,00

0,00

Figure 10 First week of August
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-80.000,00 O Cash holdings o
mst L] 5 DDD,DD’\;; : A S Ocash holdings
-100.000,00 - andard SR & I_,Lcs"
10.000,00 4 W standard
-120.000,00
-15.000,00

Figure 11 First week of September

20.000,00

15.000,00

10.000,00

Figure 12 First week of October

70.000,00 0,00 —
50.000,00 IEI ;:as hdh D:I ings _ .
andart / \ -5.000,00 by
50.000,00 ; oY
F
40.000,00 - -10.000,00 -
30.000,00 -
20.000,00 -15.000.00 —
10.000,00 -
-20.000,00 — Eashhotding
0,00 - M Standard
o 2 2
\}9 \.“'Q 1059‘ \\95‘-’ \}sﬂ’ '\.“'Q -25 000,00
I I g
5 A5 + s 5 A5

Figure 13 First week of November Figure 14 First, week of December

8. Conclusions and direction for future research

This paper attempts to provide a new methodology by re-defining the classical fundamentals of
Markov chains, thereby providing an alternativepoint of view to the classical. This new theoretical
setting is applied for analyzing bank branching cash holdings: conditions which ensure optimality,
recurring properties to better predict cash holdings shifts and knowledge about their steady-states
in order to envision the time validity of the current cash holdings.

The marginal benefit of using the blocks approach -instead of the classical approach- is based
on the fact that having blocks makes)the problem more granular and therefore closer to the desired
optimality. Once the realdscenario’has been mathematically modeled, this new framework offers
many chances to continue exploring other possibilities, apart from those employed in the present
paper. This incipient“perspective may be as fruitful as the classical theory in applying a wide variety
of properties to thé cause,of modeling banking branch cash holdings.

The resultsithat. we/achieved in this paper enjoyed such broad support since they attempt to
be suitable for all kind of branches, regardless their size or geographic location. Moreover, this set
of theorems-may bé easily (and at no cost) converted into an algorithm which would co-exist with
IT technologies, providing extra-support for branch managers’ decisions: this is a future research
project within' a foreseeable period of time.

Theése suitability criteria also allowed for its application for different contexts apart from the
banking scenario. This is the case for currency exchange offices as well as other settings where
liquid provisions have to be made by adjusting monetary exits and entries. The breadth of our
mathematical groundwork is an advantage: this new methodology may also apply to contexts where
cash is not the star product. Actually, any dynamical system with the Markov property which may
be categorized into groups of similar features is a potential application of the defined framework.

Specifically, let { X"} be a dynamical system where the Markov property holds with time variable
n to be incremented discretely corresponding to the integers {0,1,2,3,4,...} (discrete dynamical
system holding the Markov property). Besides by hypothesis, any of the states X™ and/or the
corresponding time unit n may be categorized into groups of similar features. Thus, we let definition
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5.1 remain the same: two states X" (shorter state i) and X" (state j), corresponding to time units
n; and n; communicate, ¢ <+ 7, if both time units n; and n; exhibit the same set of features. Next,
we set definition 5.2 to be adequate to the required context: we say that

X" and X™ communicate if we put here the desired definition.

As a result, not every state X™ communicates each other, only those which correspond to
time units with similar characteristics. Therefore, the set of these constitues a block. Moreover,
irreducible subchains in { X"}, cn are those formed by states corresponding to time units inside the
same block. Next step is to apply Ergodic Theory to the blocks in order to determinethe dynamical
system steady-states as well as exploring other possibilities in the desired context.
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