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CASH FLOW

THE 8 STEPS

List cash inflows (sources)
List cash outflows (uses)
Identify when (by date) cash
flows in or oul

Examine TIMING: cash
inflows minus cash ocutflows
|dentify the major
consequences of cash as it
currently flows

Show constraints: inflows
or outilows which cannot be
changead

Identify inflows and outflows
which can be changed -
rescheduled

Establish a plan for positive
cash flow

CASH FLOW
Controlling Your Cash Before It Controls You
WHY CASH FLOW?

Watching a business floundering, running out of cash even as it makes great sales
and profit advances, is painful. Painful though it may be, it is common and frequently
the cause of small business failure.

Our concern in this workbook is how to identify, then avoid or control this problem.

Much of our material in Common Sense centers on various aspects of control. As
times change, as populations shift and other businesses start up and go out of business
for various reasons, as new competitors armed with new ideas and energy enter your
market, and as new products are developed and marketed with positive (or not so
positive) implications for your product line - you have to do more than merely react!
You must understand these changes and then, when they occur, be ready to respond or
even turn them to your own advantage.

You have two ways to run your business: reactively or proactively.

A reactive management is always struggling to catch up with the latest outside
development - change comes from outside; the business passively responds. A reactive
firm is at the mercy of its environment, pushed about by forces it cannot affect.

On the other hand, a proactive management anticipates problems which may crop
up and plans ways to either turn them into opportunities to be exploited or blunt their
negative impact by forming strategies to handle them if they come to pass. This puts the
proactive management in control of the business, not the business in control as is the
case with reactive management. The choice is either to control the situation or be
controlied by it.

Recognizing these choices, developing an understanding of different management
techniques is only part of the process. Needed also is a strategic context for both
analysis and action. This means understanding what you are going to do and why.

Small business survival calls for many functional skills - cash flow management is
one example - but underlying those skills must be the will to apply them: a proactive
management will use tools to shape its business’s future, and will survive. A reactive
management won’t “waste” the time planning cash flow until the crisis is already
overwhelming, and so will not survive.

We prefer the proactive approach.

That’'s COMMON SENSE.

WHAT IS CASH FLOW?

In its simplest form, cash flow refers to the flows of cash, literally, into and out of
the business. Think in terms of actual cash, dollar bills, flowing in and out of your
susiness, and then identify both their
sources and uses to identify cash flow
fluctuations over an annual period
'see Exhibit 1-1).

The sources of cash (inflows) are
imited to:

1. New Investment,

2. New Debt,

3. Sale of Fixed Assets, and
4. Operating Profits.

That’s it. There are no other
sources, no hidden springs to be
apped in dry times. Oh yes, about
rour fairy godmother - don’t count on her either. Inspecting this list will show that each
f these sources has important limitations on it as well. The only source that can be
lepended on in an ongoing fashion is operating profits.

Exhibit 1-1
Annual Cash Flow fluctuations
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Five Severe
Warning Signs of Cash
Flow Problems

Decreased Liquidity -
Running out of working
capital

2. Overtrading -
Turning inventories
over more than trade
averages

3.  Over-Reliance -
Excessive reliance on
short-term debt

4. Dropped Discounts -
Over-term payables

5. Slow Collections -
Elderly receivables

“If you suffer
from one or

more of these,
you have a

CASH FLOW
PROBLEM!”

This is what makes profit planning such an
important activity for any business. It is only by
profitable operation, and only when that profit-
able operation is accompanied by a positive cash
flow, that the business can grow.

The uses of cash (outflows) are as varied and
as idiosyncratic as businesses and business
owners. The more obvious outflows are identi-
fied on the income statement as expenses, except
for such noncash items as depreciation. By
definition, these noncash items are not a part of
your cash flow because they are an accounting
process to prorate the cost of equipment or other
capital goods which have already been purchased,
and so do not represent an actual use of cash in
the present period. On the other hand, the total
purchase cost of a new piece of equipment would
be a cash outflow even though only a portion of
that cost is transferred to the income statement as
depreciation. Similarly, another item to be added
to the list of cash outflows is the principal portion
of loan payments which, while not an expense, is
still a use of cash.

The most useful way to conceptualize this
process is to think of actual cash, dollar bills,
flowing in and out of the business, and then to
identify its sources and uses. This is cash-flow
analysis. Cash-flow analysis is described here as
an eight-step process which will help you
understand your own business better. For many
users, this provides a somewhat different view
than they have had of their business previously.
In addition to improving profits, cash-flow
analysis is particularly useful in helping to cope
with seasonal fluctuations and to avoid money
crunches caused by rapid growth. The underly-
ing objective of the process is to make your
business planning and operation more profitable.

Why is cash flow so important? If the cash
inflows exceed the cash outflows, your business
can continue operations. If the cash outflows
exceed the inflows, your business RUNS OUT
OF CASH and grinds to a halt. Even if the
imbalance is only for a short period, it can spell
disaster.

Cash management, controlling the cash flow,
is vital to businesses of all sizes. Small businesses
are especially vulperable to cash flow problems
since they tend to operate with inadequate cash
reserves or none at all, and worse, tend to miss
the implications of a negative cash flow until it’s
too late.

TIMING and cash flow are inseparable.
Payments to your suppliers are typically ex-
pected, often even before your customers pay
you. As aresult, you are very likely to have a
negative cash flow when your business grows
dramatically. Periods of change are always

reflected in an altered cash flow. If sales fall off,
the cash flow slows down. Interestingly enough,
even if sales increase, the cash flow may stop
completely (see MINICASE: INDUSTRIAL
CLEANERS) or even become negative (more out
than in). Think of the impact of credit sales on
your cash flow, for example. Such changes could
be triggered by one time events such as popula-
tion shifts or changes in competition. More
commonly, seasonal fluctuations of your business
may also pose cash flow problems where a
buildup of inventories must precede the sales
cycle (such as a toy business prior to the Christ-
mas holidays).

Whatever the cause, the underlying message is
simple: Run out of cash and you are in trouble.
Even if you can raise more money from other
sources, sooner or later you must match the
timing of cash inflows and outflows if you are to
remain in business.

How do you get your cash flow under
control? It’s not easy. Some businesses never
achieve cash flow control. These businesses are
always in trouble, chronically overdrawn, slow in
paying bills, and will eventually fold. They fold
though, only after their owner/managers have
spent a great deal of their time worrying and
probably spent all of their personal assets trying
to cover the operating deficits. This kind of
complication need not be an integral part of
business management. Instead PLAN and
SCHEDULE so that cash flow for your business
is positive.
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