eryou have, spend Ieas.

* =Samuel !ohnson

A deficit is what you have when
you haven’t got as much as
when you had nothing.

i Upon compietion of this chapter, you will be abie to:

1. EXPLAIN the importance of cash
management to a small business's success.

2. DIFFERENTIATE between cash and
profits.

* 3. UNDERSTAND the five steps in creating a
cash budget and use them to createa cash
budget.

4. DESCRIBE fundamental princlples
involved in managing the “big three” of
cash management: accounts receivable,
accounts payable, and inventory.

5. EXPLAIN the techniques for avoiding a
cash crunch in a small company.

-u'mvu.



A Company Example

-

cash management—the
process of forecasting, collecting,
disbursing, investing, and planning
for the cash a company needs to
operate smaathly

Cash—a four-letter word that has become a curse for many small busine.#ses. Lack of this valu-
able asset has driven countless small companies into bankruptcy. Unfortunately, many more
firms will become failure statistics because their owners have neglected the principles of cash
management that can spell the difference between success and failure. “Bverything is about
cash,” says entrepreneur-turned-venture-capitalist Guy Kawasaki, “raising it, conserving it,
collecting it." ! Indeed, developing a cash forecast is essential for new businesses because early
profit levels usually do not generate sufficient cash to keep the company afloat. A common
cause of business failures is that owners neglect to forecast how much cash their companies will
need until they reach the point of generating positive cash flow. Another problem, especially in
start-up and fast-growth companies, is overemphasis on increasing sales with little concern for
collecting the receivables those sales create. The result is always the same: a cash crisis.

Controlling the fiddncial aspects of a business using the traditional analysis of basic finan-
cial statements with ratios (ihe topic of Chapter 10) is immensely important; however, by them-
seives, ihese iechiniques are insuificient to achieve business success. Entrepreneurs are prone to
focus on their companies’ income statements—particularly sales and profits. The income state-
ment, of course, shows only part of a company’s financial picture. It is entirely possible for a
business to earn a profit and still go out of business by running out of cash.In other }@ords,
managing a company’s total financial performance effectively requires an ent;épreneur o lock
beyond the “bottom line” and focus on what it takes to keep a company going—cash.

“This [monitering your cash flow statement] is more important than watching your income
statement or balance sheet,"” says Scott Trenner, owner of S.T. Lube, a company that operates
six Jiffy Lube franchises. Trenner knows firsthand the importance of positive cash flow. His
company ran into serious cash flow problems as he focused on rapid growth. “I was building a
inulti-rmillion-doliar empire,” he recalls. “but my revenues never caught up with my expenses.”
Cash was so tight thar Trenner had trouble meeting the payroll for his company’s 65 emplo-
yees. "'l once had to get a-two-week, $30,000 loan from my father when we were struggling,” he
recalls. The turning point came when Trenner created a siatement to track and analyze his com-
pany's cash flow. “We siopped focusing only on expansion and started paying attention to day-
to-day management,” he says. “By keeping a close eye on our cash flow statement, we went
from a negative cash flow to a positive cash flow of $1,000 a week and turned around a
$140,000 deficit in three yeurs.”?

CASH MANAGEMENT

A survey by the National Federation of Independent Businesses found that 67 percent of small
business owners say they have at least occasional problems managing cash flow; 19 percent of
business owners report cash flow as a continuing problem.? The only way to avoid this poten-
tially business-crushing predicament is by using the principles of cash management. Cash
management involves forecasting, collecting, disbursing, investing, and planning for the cash
a company needs to operate smoothly. Cash management is a vital task because cash is the most
important yet least productive asset that a small business owns. A business must have enough
cash to meet its obligations or it will be declared bankrupt. Creditors, employees, and lenders
expect to be paid on time, and cash is the reguired medium of exchange. But some firms retain
an excessive amount of cash to meet any unexpected circumstances that might arise. These dor-
mant dollars have an income-earning potential that owners are ignoring, and this restricts a
firm’s growth and Jowers its profitability. Investing these dollars, even for a short time, can add
to a company’s earnings. Proper cash management permits the owner to adequately meet the
cash demands of the business, to avoid retaining unnecessarily large cash balances, and to
stretch the profit-generating power of each dollar the business owns.

Although cash flow difficulties afflict companies of all sizes and ages. young companies,
especially, are cash sponges, soaking up every available dollar and always hungry for more.
The reason usually is that their cash-generating “engines” are not operating at full speed yet
and cannot provide enough power to generate the cash necessary to cover rapidly climbing
operating expenses. Entrepreneurs must manage cash flow from the day they launch
their businesses. o
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Shortiy after he launched his new company on June I6, 1903, entreprencur Henry Ford ran
headlong into a cash crisis that nearly wiped out the Ford Motor Company. Stari-up expenses
(including $10,000 to the Dodge brothers for engines and other parts and 3640 1o the Hartford
Rubber Works for 64 tires) quickly soaked up Ford’s $28,000 in start-up capital that he and 11
associates had invested. By July 10, the company's cash balance had fallen to a mere $223.65.
Another payroll and more parts orders were just around the corner. and the 2 5-day-old com-
pany was alreadv on the brink of a financial collapse. On July 11, an investor saved the day
with a 85,000 contribution. Four days later the Ford Motor Company sold its first car to
Dr. E. Pfennig of Chicago, pushing the company's cash balance to $6,486.44. From this shaky
financial beginning grew one of the largest automakers in the worldi4

Managing cash flow is also an acute problem for rapidiy growing businesses. In fact, fast-
track companies are most likely to suffer cash shortages. Many successful, growing, and prof-
itable businesses fail because they become insolvent; they do not have adequate cash to meet
the needs of a growing business with a booming sales volume. If a company's sales are up, its
owner also must hire more employees, expand plant capacity, increase the sales force. build
inventory. and incur other drains on the firm's cash supply. During rapid growth, cash collec-
tions typically fall behind, compounding the problem. Cash flows out of these high-growth
companies much faster than it comes in. The head of the National Federation of Independent
Businesses says that many small business owpers “wake up one day to find that the price of
success is no cash on hand. They don’t understand that if they're successful, inventory and
receivables will increase faster than profits can fund them® The resulting cash crisis may force
the owner to lose equity control of the business or, ultimately, declare bankrupicy and close.
Table 9.1 shows how to calculate the additional cash required to support an increase in sales.

The first step in managing cash more effectively is to understand the company’s cash flow
cycle-—the time lag between paying suppliers for merchandise or materials and receiving payment
from customers for the product or service (see Figure 9.1). The longer this cash flow cycle, the more
likely the business owner is to encounter a cash crisis. Preparing a cash forecast that recognizes this
cycle, however, will help avoid a crisis. Understanding the cash flow patterns of a business over the
course of a year is essential to creating a successful cash management strategy. Business owners
should calculate their cash flow cycles whenever they prepare their financial statements (or at least
quarterly}. On a daily basis, business owners shouid generate reports showing the following items:
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Henry Ford displays the first car buiit
by the Ford Motor Company. Within a
month of Its launch, Ford's company
nearty falled because of a cash crisis
before growing into one of the largest
companies in the world.
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cash flow cycle—the time log
betwern haying supplicrs for
merchandise or materials

and receiving payment

from customers.
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TABLE 9.1
How Much Cash Is Required to
Support an Increase in Sales!

Source: Adapted from Norm Brodsky,
“Paying for Growth: How Much Cash
You Need to Carry New Sales” Inc.
Online Tools & Apps: Worksheet,
www.inc com teols/details/0.6152.
CNTs! HOM! LOCO NAVhome
TOL1648.00.hemi.

*The extra 20 percent is added as a cushion.

total cash on hand, bank balance, summary of the day’s sales, summary of the day’s cash receipts
and cash disbursements, and a summary of accounts receivable collections. Compiling these reports
into monthly summaries provides the basis for making reliable cash forecasts.

The next step in effective cash management is to analyze the cash flow cycle, looking for
ways to reduce its length. Reducing the cycle from 240 days to, say, 150 days would free up
incredible amounts of cash that this company could use to finance growth and dramatically
reduce its borrowing costs. What steps would you suggest the owner of the business whose cash
flow cycle is illustrated in Figure 9.1 take to reduce its length?

Table 9.2 describes the five key cash management roles every entrepreneur must fill.

FIGURE 9.1 . /.
The Cash Flow Cycle s $ \
Deliver
Goods
Order Receive Pay Sell Send Customer
Goods Goods Invoice Goods* | Invoice Pays**

~.

N

| -4 | » | { | l
. I

| | ’
218 221 230

Day 1 15 40 280
\14/ \25/ \m/ \3/\9/ \50/

Cash Flow Cycle = 240 days
* Based on Average inventory Turnover.
365 days
2.05 timas/year Ui
* Based on Average Collection Period:

365 days

————————— =50days
7.31 umes/year
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priority.and the timing.of those payments. Foracas g cash disbursements accurataly and making re the cash
is available when payments come due are essential 1o ﬁnmm W g
Role 4:Cash Coflector. As cash collector; i 101 omers p

drain a small companny's pool of cash very

Important to get the mmost
task-The goal is to

CASH AND PROFITS ARE NOT THE SAME

When analyzing cash flow, entreprencurs must undersiand that cash and profits are not the
same. Attempting to discern the status of a small company's cash position by analyzing its prof-
itability is futile; profitability is not necessarily highly correlated with cash flow. Profit (or net
income) is the difference between a company’s total revenue and its total expenses. It measures
how efficiently a business is operating. Cash is the money that is free and readily available to
use in a business. Cash flow measures a company’s liguidity and its ability to pay its bills and
other financial obligations on time by tracking the flow of cash into and out of the business over
a period of time. Many small business owners soon discover that profitability does not guaran-
tee liquidity. As important as earning a profit is, no business owner can pay suppliers, creditors,
employees, the government, and lenders in profits; that requires cash! Aithough profits are tied
up in many forms, such as inventory, computers, or machinery, cash is the money that flows
through a business in a continuous cycle without being tied up in any other asset. “Businesses
fail not because they are making or losing money,” warns one financial expert, “but because
they simply run out of cash.”"®

Figure 9.2 shows the flow of cash through a typical small business. Cash flow is the volume
of actual cash that comes into and goes out of the business during an accounting period.

Increase in Cash Decrease in Cash

Leab_(age / A . B .
lr Accounts Receivabla k [ Accounts Payable E
! !

[ CashSaes h | Production/Cash Purchases ¥

Leakage

TABLE 9.2

Five Cash Management Roles of

the Entrepreneur

Source: Adapted from Bruce |.
Blechman, “Quick Change Artist"
Entrepreneur, January 1994, pp. 18-21.

cash flow—a method of
tracking a compony’s liquidity
and ite abiiity te pay its bifls and
ather financial obligations on time
by tracking the flow of cash into
and out of the business over a
period of time.

FIGURE 9.2
Cash Flow
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cash budget—a “cash map,”
showing the amount and the
timing of cash receipts and cash
disbursements on a daily, weekly,
or monthly basis.

Decreases in cash occur when the business purchases, on credit or for cash, goods for inventory
or mategials for use in production. A business sells the restilting inventory either for cash or on
credit. When a company takes in cash or collects payments on accounts receivable, its cash bal-
ance increases. Notice that purchases for inventory and production lead sales; that is, these bills
typically must be paid before sales are generated. But collection of accounts receivable lags -
behind sales; that is, customers who purchase goods on credit may not pay until. next month.

THE CASH BUDGET

The need for a cash budget arises because in every business the cash flowing in is rarely “in
sync” with the cash flowing out of the business. This uneven flow of cash creates periodic cash
surpluses and shortages, making it necessary for entrepreneurs to track the flow of cash through
their businesses so they can project reahistically the cash available throughout the year. Many
managers operate their businesses without knowing the pattern of their cash flows, believing
that the process is too complex or time consuming. In reality, entrepreneurs simply cannot
afford to disregard the process of cash management. They must ensure that their businesses
have on hand an adequate, but not excessive, supply of cash t6 meet their operating nccds. The
goal of cash management is to have enough cash available to meet the company’s cash needs at
a given time.

How much cash is enough? What is suitable for one business may be totally inadequate for
another, depending on each firm’s size, nature, seasonal pattern of sales, and particular situa-
tion. The small business manager should prepare a cash budget, which is nothing more than a
“cash map,” showing the amount and the timing of the cash receipts and the cash disbursements
day by day. week by week, or month by month._ It is used to predict the amount of cash the firm
will need to operate smoothly over a specific period of time, and it is a valuable tool in manag-
ing a company successfully. A cash budget can illuminate a host of approaching problems, giv-
ing entrepreneurs adequate time to handle, or better yet, avoid them. A cash budget reveals
important clues about how well a company balances its accounts payable and accounts receiv-
able, controls inventory. finances its growth, and makes use of the cash it has,

One consultant recalls how a cash budget helped salvage a once successful service firm that
had fallen on hard times. The five-year-old firm with $20 million in annual billings began to
lose monev and was having trouble paying its bills. After working with the consultant. the com-
pany began sending customer invoices much fasier and implemented a much stricter collection
policy. The new collection system involved employees in collecting overdue payments and took
immediate action when an account became overdue: Managers set up a receivables report and
reviewed it at weekly staff meetings. They also beefed up the company’s financial reports,
added a cash budget, and used it to make managerial decisions. Within six months, the com-
pany’s cash balance had improved dramatically (a turnaround of $1.5 million), managers were
able to pay down a line of credit at the bank, and the business was back on track again!

PREPARING A CASH BUDGET

Typically, small business owners should prepare a projected monthly cash budget for at least
one year into the future and quarterly cstimates for another. The forecast musi cover all sea-
sonal sales fluctuations. The more variable a firm’s sales pattern, the shorter its planning hori-
zon should be. For example, a firm whose sales fluctuate widely over a relatively short time
frame might require a weekly cash budget. The key is to track cash flows over time. The timing
of a company’s cash flow is as important as the amounts. “An alert cash flow manager keeps an
eye not on cash reccipts of on cash demands as average uaniitics bui on cash as a function of
the calendar,” says one business owner.”

Regardless of the time frame selected, a cash budget must be in writing for an entrepreneur to
properly visualize a company’s cash position. Creating a written cash plan is not an excessively
time-consuming task and can help the owner avoid unexpected cash shortages, a situation that
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can cause a business to fail. One financial consultant describes “a client who won’t be able to
make the payroll this month. H&W agreed to giéetthe payroll for him:—it banks don’t like
to be surprised like that,” he adds.® Preparing a cash budget will help busitiess owners avoid such
adverse surprises and will also let an owner know if he is keeping excessively large amounts of
cash on hand. Computer spreadsheets such as Microsoft Excel and Lotus 1-2-3 make the job fast
and easy to complete. ‘

The cash budget is based on the cash method of accounting, which means that cash receipts
and cash disbursements are recorded in the forecast only when the cash transaction is expected
to take place. For example, credit sales to customers are not reported until the company expects
to receive the cash from them. Similarly, purchases made on credit are not recorded until the
owner expects to pay them. Because depreciation, bad debt expense, and other noncash items
involve no cash transfers, they are omitted entirely from the cash budget.

The cash budget is nothing more than a forecast of the firm’s cash inflows and outflows for
a specific time period, and it will never be completely accurate. But it does give an entrepreneur
a clear picture of the firm’s estimated cash balance for the period, pointing out where external
cash infusions may be required or where surplus cash balances may be available to invest. Also,
by comparing actual cash flows with projections, an owner can revise his forecast so that future
cash hudgets will be more accurate,

Joseph Popper, CEO of Computer Gallery, knows how deadly running out of cash can be for a
small company and does everything he can to make sure his business avoids that trap. Popper
uses a computer spreadsheet to extract key sales, collection, and disbursement totals and to
generate the resulting cash balance each day. Even when he is traveling, Popper keeps up with
his company’s daily cash balance. He has the spreadsheet results sent to an Internet service.
which e-mails them 1o his alphanumeric pager every day he is out uf the uffice. "'We've been
paranoid abour cash from day one,” Popper says. But his system keeps accounts receivable in
control, ensures that the company’s available cash is working hard, and improves his relation-
ship with the company’s banker9

Formats for preparing a cash budget vary depending on the pattern of a company’s cash
flow. Table 9.3 shows a monthly cash budget for a small department store over a four-month
period. Each monthly column should be divided into two sections—estimated and actual {not
shown)—so that each succeeding cash forecast can be updated according to actual cash trans-
actions. Comparing forecasted amounts to actual cash flows and learning the causes of any sig-
nificant discrepancies allow entrepreneurs to improve the accuracy of future cash budgets.
There are five basic steps in completing a cash budget:

1. Determining an adequate minimum cash balance.
2. Forecasting sales.

3. Forecasting cash receipts.

4. Forecasting cash disbursements.

5. Determining the end-of-month cash balance.

Step I: Determining an Adequate Minimum Cash Balance

What is considered an excessive cash balance for one small business may be inadequate for
another, even though the two firms are in the same business. Some suggest that a firm'’s cash
balance should equal at least one-fourth of its current debts, but this general rule clearly will
not work for all small businesses. The most reliable method of deciding cash balance is based
on past.experience. Past operating records should indicate the proper cash cushion needed to
cover any unexpected expenses after all normal cash outlays arc deducted from the month’s
cash receipts. For example, past records may indicate that it is desirable to maintain a cash
balance equal to five days’ sales. Seasonal fluctuations may cause a firm's minimum cash bal-
ance to change. For example, the desired cash balance for a retailer in December may be
greater than in June. '

¥ i

Y Cbmpany Example i
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TABLE 9.3 Cash Budget for Small Department Store

Assumptions:
Cash balance on December 31 = $12,000
Minimum cash balance desired = $10,000
Sales are 75% credit and 25% cash.
Credit sales are collected in the foll

Sales farecasts are 2¢ foll Bassimist

October (actual) : : $300,000
November (actual) 350,000
December (actual) 400,000
January §120,000 150,000 $175,000
February 160,000 200,000 250.000

- March 160,000 200,000 250,000
April 250,000 300,000 340,000

m 60% collected in the first month after the sale

m 30% collected in the second month after the sale
m 5% collected in the third month after the sale

m 5% are never collected

Pessimistic Most Likeiy Qpumistic

The store pays 70% of sales price for merchandise purchased and pays for each month's anticipated sales in the preceding month.
Rent is $2,000 per month.

An interest payment of $7.500 is due in March.

A tax prepzyment of $50,000 must be made in March.

A capital addition payment of $130,000 is due in February.

Utilities expenses amount to $850 per moath.

Miscellaneous expenses are $70 per month.

Interest income of $200 will be received in February.

Wages and salaries are estimated to be

January—$30 000
February—$40,000
March—$45,000
April—$50,000

i 300

Step 2: Forecasting Sales

The heart of the cash budget is the sales forecast. It is the central factor in creating an accurate
picture of the firm's cash position because sales ultimately are transformed into cash receipts
and cash disbursements. For most businesses, sales constitute the major source of the cash
flowing into the business. Similarly, sales of merchandise require that cash be used to replenish
inventory. As a result, the cash budget is only as accurate as the sales forecast from which it
is derived.

For an established business, a sales forecast is based on past sales, but owners must be care-
ful not to be excessively optimistic in projecting sales. Economic swings, increased competi-
tion. fluctuations in demand, normal seasonal variations, and other factors can drastically affect
sales patterns and, therefore. a company’s cash flow. Most businesses, from retailers and hotels
to accounting firms and builders, have sales patterns that are “lumpy” and not evenly distri-
buted throughout the year. For instance, 40 percent of all toy sales take place in the last six
weeks of the year, and companies that make fruitcakes typically generate 50 percent to 90 per-
cent of their sales during the holiday season, making proper cash management an essential
activity.!® Several quantitative techniques, which are beyond the scope of this text (linear
regression, muitiple regression, time serics analysis, exponential smoothing), are available to
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Cash Budget—Pessimistic Sales Forecast

Oct. Nov. Dec. Jan. . . Feb. Mar. Apr.
Cash Receipts: :
Sales : $300000  $350,000  $400.000  §I120000  $160,000  $160,000  $250,000
Credit Sales 225,000 262,500 300,000 90,000 120,000 120,000 187.500
60%—ist month after sale " $180,000 $54000  $72,000 $72,000
30%—2nd month after sale ; ‘ 78,750 90,000 27,000 36,000
5%—3rd month after sale : : 11,250 13,125 15,000 4,500
Cash Sales £ o 30.000 40,000 40,000 42500
interest : . 0 200 0 0
Total Cash Receipts P $300,000  $197325  §154000  $175000

Cash Disbursements;
Purchases ‘ $i12.000  $ii2000  §175000  $133,000
Rent Wi : 2,000 2,000 2,000 2,000
Uilities . % 850 850 850 850
Interest 0 0 7,500
Tax Wmmt ‘ : 0 0 50,000 0
Capital Addition : 0 130,000 0 0
Miscellaneous 7 70 70 70
Wages/Salaries 30,000 40,000 45,000 50,000
. Total Cash Disbursements $144920  $284920  $280420  $185920

" End-of-Mor:th Balance:

" Cash (beginning of month) $12,000  $167.080 $79,485 $10,000
+ Cash Receipts ' 300,000 197.325 154,000 175,000

_ ~Cash Disbursements ? 144,920 284,920 280,420 185,920
Cash (end of month) 167080 79485 (46935  (920)
Weﬂmt 0 0 56,935 10,920
Cash {end of month [after barrowing]) $167,080  $ 79485 % 10000 $ 10,000

(continues)

owners of cxisting businesses with an established sales pattern for forecasting sales. These
methods enable the small business owner to extrapolate past and present sales trends to arrive at
a fairly accurate sales forecast.

The task of forecasting sales for the new firm is more difficult but not impossibie. For
exampie, the new owner might conduct research on similar firms and their sales patterns in
the first year of operation to come up with a forecast. The local Chamber of Commerce and
trade associations in the various industries also collect such information. Publications such as
Rovert Morris Assoctates’ Annual Statement Studies, which profiles financial statements for
companies of all sizes in hundreds of industries, are also a useful tool. Market research is
another source of information that may be used to estimate annual sales for the fledgling firm.
Other potential sources that may help predict sales include census reports, newspapers, radio
and television customer profiles, polis and surveys, and local government statistics. Talking
with owners ot similar businesses (outside the local trading area, of course) can provide
entrepreneurs with realistic estimates of start-up sales. Table 9.4 provides an example of how
one entrepreneur used such marketing information to derive a sales forecast for his first year
of operation. .

No matter what techniques entrepreneurs employ, they must recognize that even the best
sales estimates will be wrong. Many financial analysts suggest that the owner create rhree
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TABLE 9.3  Cash Budget for Small Department Store (continued)

«Cash Budget—Most Likely Sales Forecast

Oct. Nov. Dec. Jan. Feb. Mar. Apr.
Cash Receipts: | s
Sales $300000  $350000  $400,000  $150,000 ~ $200,000  $200000  $300,000
Credit Sales ; 225000 262,500 300,000 112,000 150,000 150,000 . ‘225,000
Collections: ;
60%—1st month after sale $180,000 $67.500 $90,000 490,000
30%—2nd month after sale 78,750 90,000 38750 45000
5%-—3rd month after sale 11,250 13,125 15,000 5625
Cash Sales 37,500 50,000 50.000 75000
Interest 0o 200 0 ]
Total Cash Receipts $307.500  §220825  $188750 . $215625
Cash Disbursements: e
Purchases $140000 . $140000  $210000 $(75000
Rent 2,000 2,000 2,000 2,000 :
Utilities 850 850 850 - 858
Interest 0 g.soo_ HR g
Tax Prepayment 0 o 50,000 0
Capital Addition 0 130000 0 Loy
Miscelaneous 70 70 70 : -7-'0'
Wages/Salaries 30,000 40.000 -45,000 50.090
Total Cash Disbursements $172.920  $312920  $31540 SN0
End-of-Month Balance: ; &
Cash (beginning of month) $i2000 - 146580 S54485 $ID,000
+ Cash Receipts 307,500 220825 (88750 . 215625
~ Cash Disbursements 172,920 312,920 35420 0790
Crbnddmontd” , T l46.580 54485 (L85 (2295)
Borrowing/Repayment 0 0 81155 12,295
Cash (end of month [after borrowing]) $146,580 $ 54485 $ 10,000 $ 10,600

£ 30

estimates—an oprimistic, a pessimistic, and a most likely sales estimate—and then make a sep-
arate cash budget for cach forecast (a very simple task with a computer spreadsheet). This
dynamic forecast enables the owner (o determine the range within which his sales will likely be
as the vear progresses.

Step 3: Forecasting Cash Receipts

As noted earlier, sales constitute the primary source of cash receipts. When a firm sells goods
and services on credit, the cash budget must account for the deiay between the sale and the
actual collection of the proceeds. Remember: You cannot spend cash you haven't collected yet!
For instance, an appliance siure might not coliect the cash from a refngerator sold in February
until April or May, and the cash budget must reflect this delay. To project accurately the firm'’s
cash receipts, the owner must analyze the accounts receivable to determine the collection pat-
tern. For example, past records may indicate that 20 percent of sales are for cash, 50 percent are
paid in the month following the sale, 20 percent are paid two months after the sale, 5 percent
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e

Sales _ SI75000  $250000 5250000  $340000
Credit Sales - 131,250 . . (87,500 187500 255,000
Collections: : G
60%— st monch afcer sale e , $180000 . $7B7S0  $112500  $112.500
0% ndmonthakersale i g ... TBTSO. - s0800 39375 56250
5%—3rd month after sale bt 1250 13das 15,000 6563
Cash Sales i T T 750 62.500 62,500 85,000
Totil Cash Receipts et it AL $313750  S244575  $229375  $260,313
Cash Disbursements: e 4
Purchases gk : ; $I75000  $175000  $238000  $217.000
Rent . B ey : 2,000 2,000 2,000 2,000
Utilities Pl : 850 850 850 850
interest ' : 0 ¢ 7,500 0
Tax Prepayment 0 L4 50,000 G
Capitat Addition 0 130000 0 0
Miscellaneous : SELEy 70 70 70 70
Wages/Salaries : S s " 30000 40,000 45,000 50,000
Total Cash Disbursements + - $207.920.  $347920  $343420  $269.920
End-of-Month Balance:
‘Cash {beginning of month] - ; $ 12000  $117830 S 14485 S 10,000
+ Cash Receipts e . ' 33750 44575 229375 296,125
L. Cash Disbursemencs 207920 317920 343120 269520
Cash (end of month) 117.830 14485 (99,560} 36205
Borrowing/Repayment 0 0 109,560 0
Cash (end of month [afcer borrowing]) $II7830  § 14485  § 10,000 $ 36205

after three months, and 5 percent are never coliected :In addition to cash and credit sales, the
small business may receive cash in a number of forms—interest income, rental income. divi-
dends, und others.

Collecting accounts receivable proniptly poses problems for many small companies; :n fact,
difficulty in collecting aceounts receivable is the primary cause of cash flow probiems cited by
small business owners (see Figure 9.3).!1 Figure 9.4 demonstrates how vital it is to act
promptly once an account becomes past due. Notice how the probability of collecting an out-
standing account diminishes the longer the account is delinquent. Table 9.5 illustrates the high
cost of failing tocollect accounts receivable on time.

Step 4: Forecasting Cash Disbursements

Most owners of established businesses have a clear picture of the firm’s pattern of cash dis-
bursements. In fact, many cash payments, such as rent, loan repayments, and interest, are fixed
amounts due on specified dates. The key factor in forecasting disbursements for & cash budger
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TABLE 9.4
Forecasting Sales for a Business
Start-Up ‘

FIGURE 9.3

Collecting Delinquent Accounts

Source: Commearcial Collection Agency
Section of the Commercial Law League
of America.

mhmdutﬂumdmbporud ‘lpends:nwofm.’sporynronrepamandmmntemnce
Thaqpm%mmmcﬂmmlefrmnndhuzom(themﬁanwhidnabwnessdrawslu
cusmmn)whhaMhnﬁmQmmpomshowdu:ﬁnh:nﬁum:lo-mhnd&usofkoben:
P'GP“"bmwﬂWnﬂmmdwhtdvﬂpemmmﬂnedmalo:alconsulnnt‘smarku
research; Robert believes he cin capture 9.9 percent of the market this year: Robert's estimate of his

* company's first year’s sales are as follows: ] :

Number- of cars in trading zone : 84,000 autos

x Pergent of imports - . . x. M4 %
= Number of imported cars in trading one = 20,160 imports,
Number of imports in trading 26ne ; 20,160 imparts
x Average swnenditure on ropalis and maniaiwice x 5665

=Total import repair sales potential $9.777,600

Total import repair sales potential $9.777,600

x Estimated share of the market i X 99 %

= Sales estimate m

Now Robert Adl-r gan convert this annual u!m estimate of $967.982 into monthly sales estimates for use in
his company’s cash budget.

is to record them in the mionih in which they wili be paid, not when the obligation is incurred.
Of course, the number of cash disbursements varies with each particular business, but the fol-
lowing disbursement categories are standard: purchase of inventory or raw materiais; wages
and salaries; rent, taxes, loans and interest; selling expenses; fixed asset purchases; overhead
expenses; and miscellaneous expenses.

Usuaily, an owner’s tendency is to underestimate cash disbursements, which can result
in a cash crisis. To prevent this, wise entrepreneurs cushion their cash disbursement
accounts, assuming they will be higher than expected. This is particularly important for

100%

93.8%

90%

85.2%

80%

73.6%

70% |-

57.8%

60%

50%

Prcbability of Collection

30%

23.6%

20%

10% -

Number of Months Delinquent
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Are your customers who purchase on credit paying late? If so, these olitstanding accounts receivable probably
represent a significant leak in your company’s cash flow. Slow paying customers, In effect, are borrowing money
from your business interest free. They are using your money without penalty while you forgo opportunities to
place it in interest-earning investments or while you pay interest on money you must borrow to replace the
missing funds. Exactly how much is poor credit control costing your company? The answer may surprise you.

The first step is ta calculate your company’s average collection period ratio (see “Operating Ratios” section
in Chapter 10), The second step is to age your accounts receivable to determine how many accountsare
current and how many are overdue. The following example shows how to use these numbers to calculate the

+-cost of past-due accounts for a company whose credit terms. are"net 30"

Average collection period €5 days
= Credit. terms ; o : s —3’.‘ L‘%'f-
Excess in accounts receivable .35 days
Average daily sales of $21,500* x 35 days $752,500
x Normal rate of return s % 8%
Annus! cost of excess. o $ 60,2&

Slow-paying custoniers.are costing this company mom than $60,000:a year! If your business is highly: seasonal,
quuwﬁmmond\liﬁgumwbemmmmdmannumom. ;
*Average daily sales = Annual sales + 365 days = $7,847,500 + 345 = $21.500

entrepreneurs opening new businesses. In fact, some financial analysts reccmmend that
new owners estimate cash disbursements as best they can and then add another 10 to 25
percent of the total. Whatever forecasting technique is used, entrepreneurs must avoid
underestimating cash disbursements, which may lead to severe cash shortages and possible
bankruptcy. ‘.

Sometimes business owners have difficulty developing initial forecasts of cash receipts and
cash disburscments. One of the most effective techniques for overcoming the “I don’t know
where to begin” hurdle is to make a daily list of the items that generated cash (receipts) and-
those that consumed it (disbursements).

Causes of Cash Fiow Probiems in Small Businesses

Difficulty coliecting
accounts receivable

Soasonal sales
patterns

Unexpected variations
in sales

Weak sales 13.1%

1 il J

1
0.0% 5.0% 10.0% 15.0% 20.0% 25...0‘% 30.0%
Percent of Small Businesses™

TABLE 9.5
Managing Accounts Receivable

Source: Adapted from “Financial
Control," Inc., reprinted with permis-
sion of the publisher.

FIGURE 9.4
Causes of Cash Flow Problems in

Small Businesses

Source: Reprinted by permission
of NFIB.
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For example, Susan Bowen, CEO of Champion Awards, a 39 million T-shirt screen printer,
monitors cash flow by tracking the cash that flows into and out of her company every day.
Focusing on keeping the process simple, Bowen sets aside a few minutes each morning to track
updates from the previous day on four key numbers:

w Accounts receivable: 1. What did we bill yesterday? 2. How much did we actually collect?

@ Accounts payable: 3. What invoices did we receive yesterday? 4. How much in total did we
pay out?

If Bowen observes the wrong trerid—more new bills than new sales or more money going out
than coming in— she makes immediate adjustments to protect her cash flow. The benefits pro-
duced (not the least of which is the peace of mind knowing no cash crisis is looming) more than
outweigh the 10 minutes she invests in the process every day. “I've tried to balance my books
every single day since I started my company in 1970,” says Bowen.'?

Step 5: Estimating the End-of-Month Cash Balance

To estimate a company’s cash balance for each month, a small business manager first must
determine the cash balance at the beginning of each month. The beginning cash balance
includes cash on hand as well as cash.in checking and savings accounts. As development of the
cash budget progresses, the cash balance at the end of a month becomes the beginning balance
for the following month. Next, the owner simply adds total cash receipts and subtracts total
cash disbursements to obtain the end-of-month balance before any borrowing takes place. A
positive amount indicates that the firm has a cash surplus for the month whereas a negative
amounnt shows a cash shortage will occur unless the owner is abie to coliect or borrow addi-
tional funds.

Normally, a firm'’s cash balance fluctuates from month to month, reflecting seasonal sales
patterns. Such fluctuations are normal, but business owners must watch closely for patterns of
increases and decreases in the cash balance over time. A trend of increases indicates that the
small firm has ample cash that could be placed in some income-earning investment. On the
other hand, a pattern of cash decreases should alert the owner that the business is approaching
a cash crisis.

A cash budget not only illustrates the flow of cash into and out of tirc sisall business, but it
also allows the owner to anficipate cash shortages and cash surpluses. “Then,” explains a small
business consultant, “you can go to the harlz =58 220 % +aaennal’ line of credit for six months
instead of twelve Pighi there you can cut your borrowing costs in half” 13 By planning cash

| Zcetis auews ui e, 8 smali business is able to achieve the following benefits:

'@ Increase the amount and the speed of cash flowing into the company.

a Reduce the amount and the speed of cash flowing out of the company.

= Make the most efficient use of available cash, .

& Take advantage of money-saving opportunities, such as quantity and cash discounts.
m Finance seasonal business needs.

= Develop a sound borrowing program.

& Develop a workable program of debt repayment.

m Impress lenders and investors with the firm’s ability to plan and repay financing.

= Provide funds for cxpansion. :

@ Plan for investing surplus cash.

“Cash flow spells survival for every business,” claims one expert. “Manage cash 2w effe
tively, and your business works. If your cash flow is not well managed, the,y sooner or lat
your business goes under. It's that simple.” 14 Unformunately, most s business ownets forg
these benefits because they fail to manage their cash prope~.y. One study reported that just 7
percent of all small businesses used formal technio®; for tracking the level of their cash b
ances.! Because cash flow problems usuall sneak up on a business over time, improper ca
management often proves i be acos'” y—and fatal—mistake.
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THE “BIGTHREE” OF CASH MANAGEMENT

It is unrealistic for business owners to expect to trace the flow of every dollar through their
businesses. However, by concentrating on the three primary causes of cash flow problems,

they can dramatically lower the likelihood of experiencing a devastating cash crisis. The “big

three” of cash management are accounts receivable, accounts payable, and inventory. A firm
should always try to accelerate its receivables and to stretch out its payables. A good cash
management “recipe” involves collecting your company’s cash as quickly as possible, econo-
mizing to keep costs low, and paying out your company’s cash as slowly as possible. Business
owners also must monitor inventory carefully to avoid tying up valuable cash in an excessive
stock of inventory.

Accounts Receivable

Selling merchandise and services on credit is a necessary evil for most small businesses. Many
customers expect to buy on credit, and business owners extend it to avoid losing customers to
competitors. However, selling to customers on credit is expensive; it requires more paperwork,
more staff, and more cash to service accounts receivable. Also, because extending credit is, in
essence, lending money, the risk involved is higher. Every business owner who sells on credit
will encounter customers who pay late or, worst of all, who never pay ar all.

Selling on credit is a common practice in business. Experts estimate that 90 percent of
industrial and wholesale sales ar¢ on credit and that 40 percent of retail sales are on account. !¢
One survey of small businesses across a variety of industries reported that 77 percent extend
credit to their customors.!” Because credit sales are so prevaient. an assertive collection pro-
gram is essential (0 managing a company’s cash flow. A credit policy that is tco lenient can
destroy a business’s cash flow, attracting nothing but slow-paying and “‘deadbeat” customers.
On the other hand, a carefully designed policy can be a powerful selling tool, attracting cus-
tomers and boosting cash flow. Entrepreneurs must remember that a sale does not count until
they collect the cash from it! Transforming accounts receivable into cash is essential to staying
in business.

When many of her public relations company’s clients in the high-tech industry began to fail,
Lynn Parker of Parker LePla realized her busiress faced a serious threar. “We had several
hundred thousand dollars in overdue accounts,” she says. “We knew we were going o have 10
make collecting accounts receivable a prioriry.” Parker implemented a flowchart process for
collecting her company’s cash that prescribed the steps each employee should wake. ranging
from a simple e-mail from one of her account executives to turning the account over to a col-
lection attorney. Her efforts paid off: in just six months, accounts past due for more than go
days shrank from $450,000 to $45,000.'8

HOW TO ESTABLISH A CREDIT AND COLLECTION PoLICY. The first step in estab-
lishing a workable credit policy is to screen customers carefully before granting them credit.
Unfortunately, few smail businesses conduct any kind of credit investigation before selling to a
new customer. According to one survey, neacly 95 percent of smail firms that sell on credit sell
to anyone who wants to buy; most have no credit-checking procedure.!®

Rene Siegel, president of HighTech Connect, a public relations firm that focuses on high-
technology companies, recognizes the danger of performing services for companies that subse-
quently fail 10 pay. The chances of uncollectible accounts are especially high for HighTech
Connect because the majority of its customers are risky high-tech start-ups. Before accepting a
new clienr, Siegel invests the time to check out the company’s credit rating, its capital base, its
financial backers, and its reputation. In addition 1o a formal credit investigation, Siegel also
relies on her extensive network of contacts in Silicon Valley 1o get the “inside scoop” on the
companies wanting to hire HighTech Connect. Her screening diligence has paid off: since she
initiated the process, only one customer has faiied 10 pay HighTech Connect for its services,

and that was a company that declared bankruptcy.?°
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"“"!' never make that mistake again.” Douglas Mammz sa.ld

to himself as he got into his car. Martinez had just Teft a
meeting with his banker, who had not been optimistic about
the chances of Martinez’s plumbing supply company get-

' ting the loan it needed. “I should have been better pu-epa:ed

for the meeting ” he muttercd, knowiing thai he couid be

angry only at hunself “That consultant at the Small

Busmess Development Center (SBDC) was Tight. Bankers’
concern when mak:ng loans is cash flow.”

“At least I salvaged the meeting by telliug him I wasn’t

ready to officially apply for a loan yet,” Martinez thought

“But I've got a lot of work to do, I've got a week to figure

out how to put together a cash budget to supplement my

loan application, Maybe that consultant can helpme”
‘When he returned to his office, Martinez gathered up the

file foiders containing all of his fast-growing company’s

financial reports and printed his projected revenues and
expenses using his compuier spieadsheei. Then he calied the
SBDX consuitant he had worked with when he was launch-

ing his company and explained the situation. When he
arrived at the consultant’s office that afternoon, they started

organizing the information. Here is what they came up with:
Curent cash balance ~ $8,750
Sales pattern 71% on credit and 29%

in cash

befecﬂ(msofcred:tsales 68% in the same month
as the sale;

19% in the first month
after the sale; -

‘7% in the second month
after the sale;

6% never collected
(bad debts).

Sales forecasts: )
Pesstmistic Most Likely  Optimistic

July (actual) —_— $18,750 —
August (actual) am $19.200 o
September (actual) —_ $17,840 -
October $15,000 $17,500 $19,750
November $14,000 $16,500 $18,500
December $11,200 - $13,000 $14,000
January $ 9,900 $12,500 $14,900

Other expenses include: i L T
Insurance premiums $1,200, payable in Angust” =
and February
Office supplies * $95 permonth
Maintenance $75permonth
Computer supplies $75 permonth
Advertising $550per month -

L,

February =+ *$10:500 /*-§13,.800 *  $15800

March % - “$13.5000 < $17,500 $19,900
Utilities expenses $800 per month:
Rent $1 +200 per month.

Truck loan Q‘%l‘rm:;;cath

The company’s wages and salaries- (mcludmg payrell
mm) esumawaare
October:
E Z<‘ ‘ 7 e
‘January
* February
March PR
The company pays 63 pcrcemoflhemlespnﬁefotm :
inventory it purchases, an amount that it sctually pavs inthe

following month. (Martinez has negouated “net 30" cmdil i
terms with his suppliers.)

£l

Legal and accounting fees “$250 per !nmth
Miscellaneous expenses 560per momh

A tax payment of 1,400 is duemDocemhu.

Martinez has established a minimum cash balance ﬂf
$2,000. : :
“Well, what do you l.h.mk"” M&rﬁnﬂ M
consultant. it ey

I. Assume the role of the SBDC consuhant and lwly
Martinez put together a cash budget for the six mmﬂas :
beginning in October.

2. What conclusmns can you dmw about.Mamnez s husl-
ness from this cash budget? -

3. What suggesutms can you make to hclp Manmez
1mpmve his company’s cash flow?

A detailed credit application is the first line of defense against bad debt losses. Before
selling to any customer on credit, business owners should have the customer complete a
customized application designed .to meet their companies’ specific needs. After collecting
enough information to assemble a credit profile, the business owner should use it by check
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ing the potential customer’s credit references. The savings from lower bad debt expenses
can more than offset the cost of using a credit reporting service such as TRW or Dun &
Eradstreet. The National Association of Credit Management (www.nacm.org) is another
important source of credit information because it collects information on many small busi-
nesses that other reporting services ignore. The cost to check a potential customer’s credit at
reporting services such as these ranges from §15 to $85, a small price to pay when consid-
ering selling thousands of dollars’ worth of goods or services to a new customer. The
Internet has made the job of credit checking much easier. Sites such as Dun & Bradstreet
(www.dnb.com), Experian (www.experian.com); Equifax (www.equifax.com), Veritas
Credit Corporation (www.verilas-usa.com), and KnowX (www.knowx.com) help entrepre-
neurs gather credit information on potential customers. Unfortunately, few small businesses
take the time to conduct a credit check; in one study, Just one-thlrd of the businesses pro-
tected themselves by checking potential customers’ credit.?

The next step involves estahlishing a firm written r_'rgd:[ nolicy and letting svery cus-
tomer know in advance the company’s credit terms. Industry practices often dictate credit
terms (30 days is common), but a business does not have to abide by industry standards. A
credit agreement must state clearly al! the terms. the business will enforce if the account
goes bad—including interest, late charges, attorney’s fees, and others. Failure to specify
these terms in the contract means they cannot be added later after problems arise. When
will you invoice? How soon is payment due: immediately, 30 days, 60 days? Will you add
a late charge? If so, how much? The credit policies should be as tight as possible and
within federal and state credit laws. According to the American Collectors Association, if a
business is writing off more than 5 percent of sales as bad debts, the owner should tighten
its credit and collection policy.?

The third step in an effective credit nolicy is to send inveices promptly because customers
rareiy pay before they receive their bills. The cornerstone of collecting accounts receivable on
time is making sure you invoice your customers or send them their periodic billing statements
promptly. “The soorer you mail your invoice, the sooner the check wili be in the mail,” says
one entrepreneur. “In the manufacturing environment, get the invoice en route to the customer
as soon 2s the shipment goes out the door,” he advises. “Likewise, service industries with bill-

able hours should keep track of hours daily or weekly and bill as often as the CONtract OF AGrEe-  .eweeeverersrieariniiiatiinnacinas

ment with the client permits.” 23 Some businesses use cycle billing, in which a compary bills a  cyele billing—a method in

portion of its credit customers each day of the month to smooth out uneven cash receipts. which a company bills a portion
Small business cwners can take several steps to encourage prompt payment of invoices: of its credit customers ecch day

of the month in order to smooth

» m Ensure that all invoices are clear, accurate, and timely. out uneven cash receipts

@ State clearly a description of the goods or services purchased and an account number.

@ Make sure that the prices and the language on invoices agree with the price quotations on pur-
chase orders or contracts.

m Highlight the balance due and the terms of sale (e.g.. “net 30”") on all invoices. A study by Xerox
Corporation found that highlighting with color the balance due section of invoices increased the
speed of collection by 30 percent.2*

a Include a telephone number and a contact person in your organization in case the customer has a
question or a dispute.

When an account becomes overdue, a small business owner must take immediate action. The
longer an account is past due, the lower is the probability of collecting it. As soon as an account
becomes overdue, many business owners send a “second notice” letter requesting immediate
payment. If that fails to produce resnlts, the next step is a telephone call. When contacting a
delinquent customer by phone, the goal is to get 2 commitment to pay the full amount of the bill
by a specific date (not “soon” or “next week”). Following up with an e-mail to the customer
summarizing the telephone commitment also helps. If the customer still refuses to pay the bill,
collectipn experts recommend the following:

@ Sending a letter from the company's attorney.

m Tumning the account over to a collection attorney.

® As a last resort, hiring a collection agency. (The Commercial Law League of America
(www.clla.org) can provide a list of reputable agencies.)
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Although collection agencies and attorneys will take 25 to 50 percent of any accounts they
collect, they are often worth the price. According to the American Collectors Association, only
5 percent of accounts more than 90 days delinquent will be paid voluntarily. When dealing with
delinquent customers, business owners must be sure to abide by the provisions of the federal
Fair Debt Collection Practices Act, which prohibits any kind of harassment when collecting
debts (e.g., telephoning repeatedly, issuing threats of violence, telling third parties about the
debt, or using abusive language). The primary rule when collecting past-due accounts is “Never
lose your cool.” Establishing a friendly but firm attitude that treats customers with respect is
more likely to produce payment than hostile threats.

Table 9.6 outlines 10 collection blunders smail business owners typically make and how to
avoid them.

OTHER TECHNIQUES FOR ACCELERATING ACCOUNTS RECEIVABLE. Small busi-
ness owners can rely on a variety of other techniqgues to speed cash inflow from accounts
receivable:

® Speed up orders by having customers e-mail or fax them to vou.

® Send invoices when goods are shipped—not a day or a week later; consider faxing or e-mailing
invoices to reduce “in transit” time to a minimum. Most small business accounting software has
features that allow users to e-mail the invoices they generate.

m Indicate in conspicuous print the invoice due date and any late payment penalties. (Check with an
attorney to be sure all finance charges comply with state laws.)

® Restrict a customer’s credit until past-due bills are paid.

® Deposit customer checks and credit card receipts daily.

m Identify the top 20 percent of your customers (by sales volume), create a separate file system for

them, and monitor them closely. Twenty percent of the typical company’s customers generate 80
percent of all accounts receivable.
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“'that it is accurate. Ask for paymmt.

- Instead: Rqrnain polite and professional when dcapiqtmmw:mmmers, even if you thl!‘k they don t

* that their computers can manage debt collection for them.

“Blunder [ De&ay-rgcoﬁcﬂmphone cul!s Mm) mmmwm vdmblé dmc and resouroes mfom-f-s
‘o five “past-due” letters to delinquent custbnln mﬂym\‘h fimited effectiveness.

‘Biunder 2 Failing o iskbr payment in dut‘urms To avoid arg:rnga customer, some mo-epreneurs ask
““meekly,"Do you think yout could take mmﬁ‘ﬁﬁsbﬂl soanl"

dlscounts or time..

Instead: Once a bill becomes past due.all dummmer w!lhhsawlektovanfy that herecemd thebﬂiand

Instead: Flrmlybu{pc- ssionally, ask for p byaspeuﬁcda:&

Blunder 3: Soundmgdaspeme Someem.mm 'shawmkncss byuymgd\a:dwy mus:havepmnm:og-
they " cantmeetpayrol“or m:mybms"mwmmmmemgewnqgmeaddudml

Instead: Ask for pzymentsimplybecausem mhismdz.. . 'f—“l it ;nyorher‘ @lanation. Den't ~ '« -
apologize for your request;it’s your money. ks

¥

Blunder 4: Talking tough: Getting nasty with delmquem ‘customers does not make them pay any faster and may
bea wohﬁon of the Fair Debi.Collections Practices Act.

daserve it. Never lose your temper: Dm‘c ruin your: rﬂpuufmlprbdng rude. -

Biinder 5; Toying to find out the customer’s. promm,wms enﬂ-eprenem's think it is necessary to find out whv ¥
a definquent customer has not paid 3 biff. !

Instead: Don't waste time playing privaze k:nsugatoﬁ Fecus on the rhusmeﬁs at hand & coﬂecung your money.

Blunder ¢ Asking customers how much they can' pay,Whencumm el that they cannot pay the bill it
full, Inexperienced entrepreneurs askc, Vel ow much can.you pay?” They don't realize that they have just
turned control of the situation over to the éehnquem customer.

#

tnstead: Take charge of negomtim‘ from the butset. Let the customer know that you expect full payment. i
you-cannot get full payment :rmnedmiy suggcst a new deadline. Only as a fast resort should you offer an
extended payment plan. 221 :

Blunder 7: Conmumg to tafk after you geta prornise £0.pay. Some entrepreneurs“blow the deal” by not
knowing when to stop u#kmg!'heykeeplmamz a customer after they have a promise to pay.

Instead: Wrap up the conversation as soon ﬂslyou bave. al:otmmtmeﬂtsummanm me agreemant.ﬂ\ank the
customer, and end the convémmn on apmieme note.

Blunder 8: Calling without being prepared Some entupmneun call customers without knowing gxauty which
mvo&ces are past doe and what amounts are involved. The effort is usually fruidess.

Instead: Have all account details in front of you when you call and be specific in your requests.

Blunder 9: Trusting your memory. Some entrepreneurs think they can remember previous collection calfs,
conversations, and agreements.

Instead: Keep accurate records of all calls and conversations. Take notes about each customer contact and
resulting agreements.

Biunder [0: Lerting your computer control your collection efforts. Inexperienced entrepreneurs tend to think

Instead: Recognize that a computer is a valuable tool in collecting accounts but that you are in control. “Past-
due” notices from a computer may collect some accounts, but your efforts will produce more results. Getting
to know the people who handle the invoices at your customers'-businesses can be a ma;cr advantage when
collecting accounts.

m Ask customers to pay at least a portion of the purchase price up front. To preserve her company’s

® Watch for signs that a cusiomer may be ahout to declare bankrupt

cash flow, Jane Conner, owner of the Whitefish Gymnastics Club, rcqunres her customers to pay
for their 10-week exercise classes after the first session.?

t hnrmeame  sms die oo
'

<y, 1appins, creditors

typically collect only a small fraction, if any, of the debt owed.

TABLE 9.6
10 Collection Blunders and How
to Avoid Them

Sources: Adapted from “Tips for
Collecting Cash." FS8, May 2002.p.72;
Janine Latus Musick, "Collecting
Payments Due,” Nation’s Business,
January 1999, pp. 44—46, Bob Weinstein,
“Collect Calls" Entrepreneur, August
1995, pp. 66-69; Elaine Pofeldr, "Collect
Calls,” Success, March 1998, pp. 22-24.
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Lockbox—onanwwnenﬂn
which customers send payments
10 a post office box a company's
bank maintains; several times a
day, the bank collects payments
and deposits them in the
company’s account.

m Consider using a bank’s lockbox collection service (located near customers) to reduce mail time
on collections. In a lockbox arrangement, customers send payments 16 & post office box the
company’s bank maintains. Several times each day, the bank collects payments and deposits them
immediately in the company’s account. The procedure sharply reduces processing and clearing
times, especially if the lockboxes are located close to the firm’s biggest customers’ business
addresses. The system can be expensive toopememd i8 most economical fm-compameswnha
high volume of large checks.

m Track the resuits of the company’s collection efforts. Managers and key employees should
receive a weekly report on the status of the company’s outstanding accounts receivable.

Although project managers at Ransom Environmental, an environmental consulting company
in Newburyport, Massachusetts, viewed collecting accounts receivable as a necessary evil,
CEO Steve Ransom decided his company had to make collections a priority to improve cash
flow. Ronsom began distributing o receivables siaius reépori ui ihe company’s weekiy opera-
tions meetings. Given to every manager, the report features a receivables-aging chart showing
whose customers were behind on their payments and by how many days. Ransom
Environmental quickly began to see an improvement in its collection patterns and in its cash
flow. The company’s average collection period has fallen from 75 days to 60 days, and faster
collections have boosted cash flow, enabling Ransom 10 save between $1,000 and $2,000 a

month in interest on its line of credit.?

coniraci in which 2 business
selling an asset on credit gets a
security interest in that asset

(the coliaterai), protecting its legal
rights in case the buyer fails to pay.

Another strategy small companies can use to protect the cash they have tied up in receiv-
ables is coupling a security agreement with a financing statement. This strategy falls under

Articie 9 of the Uniform Commercial Code (UCC), which governs a wide variety of business
transactions, from the sale of goods to securily inierests. A security agreement is a contract in
which a business selling an asset on credit gets a security interest in that asset (the collateral),
protecting its legal rights in case the buyer fails to pay. To get the protection it seeks in the secu-
rity agreement, the seller must file a financing statement, the UCC-1 form, with the proper state
or county office (a process the UCC calls “perfection”). The UCC-1 form gives notice to other
creditors and to the general public that the seller hulds a secured interest in the collateral named
in the security agreement. The UCC-1 form must include the name, address, and signature of
the buyer; a description of the collateral; and the name and address of the seller.

Suppose that Lanford Mechanical sells a piece of manufacturing machinery to Abbott
Chemical Company for $64,000, accepting $12,000 in cash and retaining the $52,000 balance
on account, payable over 24 months. As part of the sales contract (which also is governed by
the UCC, Article 2), Lanford gets Abbott to sign a security agreement, giving Lanford a secu-
rity interest in the machine. If Lanford files the financing statement (UCC-1 form) with the sec-
retary of state for a small fee, it has perfected its security interest in the machine. If Abbott fails
to pay the account balauce in full, Lanford can repossess the machine and s¢ll it to satisfy the
remaining balance. If Abbott were to declare bankruptcy, Lanford is not guaranteed payment,
but its filing puts its claim to the machinery ahead of those of unsecured creditors. Lanford’s
degree of safety on this large credit sale is much higher with a security agreement and a prop-
erly filed financing statement.

Accounts Payable

The sccond elementi of thic “big three™ of cash management is accounts payable. The timing of
payables is just as crucial to proper cash management as the timing of receivables, but the
objective is exactly the opposite. Entrepreneurs should strive to stretch out payables as long as
possible without damaging their rompanies’ credit rating. Otherwise, suppliers may begin
demanding prepayment or C.0.D. terms, which severely impairs a company’s cash flow, or
they simply siop doing business with it. When one computer manufacturer ran into cash flow
problems, it deferred payments to its suppliers for as long as 100 days (compared to an indus-
try average of about 40 days). Because of the company’s slow payments, many suppliers sim-
ply stopped selling to the computer maker.?” One cash management consultant says, “Some
companies pay too early and wind up forgoing the interest they could have earned on their cash.
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Others pay too late and either wind up with late penalties or being forced to buy on a C.O.D.
basis, which really kills them " 28 Tt is perfectly acceptable for small'business owners to regulate
payments to their companies’ advantage. Efficient cash managers set up a payment calendar
each month that allows them to pay their bills on time and to take advantage of cash discounts
for early payment.

Nancy Dunis, CEO of Dunis & Associates, a Portland, Oregon, marketing firm, recognizes the
importance of controlling accounts payable. “Our payables must be functioning just right to }

keep our cash flow running smoothly,” says Dunis. She has set up a simple five-point accounts

payable syster:9

1. Set scheduling goals. Dunis strives 1o pay her company’s bills 45 days after receiving them
and to collect all her receivables within 30 days. Even though “it doesn’t always work that
way,” her goal is to make the most of her cash flow.

2. Keep paperwork organized. Dunis dates every invoice she receives and carefully Siles it
according to her payment plan. “This helps us remember when to cut the check,” she says, and
“it helps us stagger our payments, over days or weeks”"—significantly improving the company's
cash flow.

. Prioritize. Dunis cannot stretch out all of her company’s creditors for 45 days; some demand
payment sooner. Those suppliers are at the top of the accounts payable list.

4. Be consistent. “Companies want consistent customers,” says Dunis. “With a few exceptions,”
she explains, “most businesses will be happy to accept 45-day payments, so long as they know
you'll always pay your full obligation at that point.”

5. Look for warning signs. Dunis sees her accounts payable as an early waming sy.rrem for cash
flow problems. “The first indication I get that cash flow is in trouble is when I see I'm gcumg
iow on cash and cowid have troubie paying my bills according to my staggered filing system,”
she says. Other signs that a business is heading for cash flow problems include difficulty mak-
ing principal and interest payments on loans and incurring penalties for lale payment of rou-
tine bills.

(3%

Business owners should verify all invoices before paying them. Some unscrupulous vendors
will send out invoices for goods they never shipped or services they riever rendered, knowing
that many business owners will simply pay the bill without checking its authenticity. A common
invoice scam aimed at small business owners involves bogus operators sending bills for ads in
nonexistent printed or online “yellow pages” directories. In some cases, the directories actually
do exist, but their distribution is so limited that ads in them are useless. A stirvey by the real
Yellow Pages Publishers Association found that one-third of businesses had received bogus bills
for Yellow Pages advertising.3® To avoid falling victim to such scams, someone in the
company—for instance, the accounts payable clerk—should have the responsibility of verifying
every invoice received.

Generally, it is a good idea for owners to take advantage of cash discounts vendors offer. A
cash discount (e.g., “2/10, net 30"—take a 2 percent discount if you pay the invoice within 10
days; otherwise, total payment is due in 30 days) offers a price reduction if the owner pays an
invoice early, Failing to take advantage of this particular cash discount is the equivalent of bor-
rowing at an interest rate of 36.7 percent! A clever cash manager also will negotiate the best
possible credit terms with his suppliers. Almost all vendors grant their customers trade credit,
and small business owners should take advantage of it. However, because trade credit is so easy
1o get, entreprencurs must be careful ot 10 uveruse and abuse it, putting their businesses in a
precarious financial position.

Favorable credit terms can make a tremendous difference in a company’s cash flow.
Table 9.7 shows the same most likely cash budget from Table 9.2 with one exception: instead
of purchasing on C.0.D. terms (Table 9.2), the owner has negotiated net 30 payment terms
{Tablc 2.7). Notice ihe drastic improvement in the company’s cash flow resulting from
improved credit terms.

If owners do find themselves financially strapped when payment to a vendor is due, they
should avoid making empty promises that “the check is in the mail” or sending unsigned
checks. Instead, they should openly discuss the situation with the véndor. Most vendors will

Chapter 9 « Managing Cash Flow 313



TABLE 9.7
Cash Budget.” Most Likely Sales

Forecast

; T“—'C-'-S-‘%Rv\mpu i
. Cash Disbursements: -
Purchases?
Rent
Litifteiag ;
Interest By {1}
 Capitat Addition PR e R I RTNe T e S iy e oy
Miscellaneous _ ey 70
WegelSatarles < 130000 40000 745000 50000
. Towi Cash Disbursements® Lo SI37I0. 8312830 245420 $362.5%0.
Cash (beginning of month)®* 312000 $181,580 589‘485 $32.815
+ Cash Receipts 307500 220,825 188750 215.625
— Cash Disbursements® 137920 312920 245420 262920
 Cash (end of monthy” 181,580, . 89485 32815 . (/4.480)
Borrowing A, : Stk st el SO 24,480
" Cash fend of month [after borrowing])® $161580°  $89485 " $32515 1 $10,000

2 After negortiating “net 30” trade cradit terms.

work out payment terms for extended credit. One small business owner who was experiencing
a cash crisis claims:

One day things got so bad | just called up a supplier and said,“l need your stuff, but I'm
going through a tough period and simply can't pay you right now." They said they
wanted to keep me as a customer; and they asked if it was okay to bill me in three
months. | was dumbfounded: They didn’t even charge me interest.?!

Suall business owners also can improve their firms® cash flow by scheduling controllable
cash disbursements so that they do not come due at the same time. For example, paying
employees every two weeks (or every month) rather than every week reduces administrative
costs and gives the business more time to use its cash. Owners of fledgling businesses may be
able to conserve cash by hiring part-time employees or by using freelance workers rather than
{ull-time, permanent workers. Scheduling insurance premiums monthly or quarterly rather than
annually also improves cash flows.

Wise use of business credit cards is another way to stretch the firm's cash balance. However,
entrepreneurs should avoid cards that charge transaction fees. Credit cards differ in their
interest-charging policies; many Bhgn charging interest from the date of purchase, but some

rha,rgl:‘ interest only from the invoice date.
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Inventory

Inventory is a significant investment for many small businesses and can create a severe strain
on cash flow. The typical grocery store now stocks more than 49,000 items, three times as many
as it did 20 years ago, and many other types of businesses are following this pattern.?? Offering
customers a wider variety of products is one way a business can outshine its competitors, but
product proliferation increases the need for tight inventory control to avoid a cash crisis.
Although inventory represents the largest capital investment for most businesses, few owners
use any formal methods for managing it. As a result, the typical small business not only has too
much inventory but also too much of the wrong kind of inventory! Because inventory is illiquid,
it can quickly siphon off a company’s pool of available cash. “Small companies need cash to
grow,” says one consultant. “They've got to be able to turn [cash] over quickly. That’s difficult
to do if a lot of money is tied up in excess inventory.” 33

Surpius inventory yicids a zero rate of return and unnecessarily ties up the firm’s cash.
“The cost of carrying inventory is expensive,” says one small business consultant. “A typi-
cal manufacturing company pays 25 percent to 30 percent of the value of the inventory for
the cost of borrowed money, warehouse space, materials handling, staff, lift-truck expenses,
and fixed costs. This shocks a lot of people. Once they realize it, they lock at inventory dif-
ferently.”** Marking down items that don't sell will keep inventory lean and allow it to turn
over frequently. Even though volume discounts lower inventory costs, large purchases may
tie up the company’s valuable cash. Wise business owners avoid overbuying inventory, rec-
ognizing that excess inventory ties up valuable cash unproductively. In fact, only 20 percent
of a typical business’s inventory turns over quickly, so owners must watch constantly for
stale items. If a small business must pay suppliers within 30 days of receiving an inventory
shipment and ihen the merchandise sits on the shelf for another 30 to 60 days, the pressur
on its cash flow intensifies.

Carrying too little inventory is not desirable because companies with excessive “stockouts™
lose sales (and eventually customers if the problem persists). However, carrying too much
inventory usually results in slow-moving inventory and a low inventory turnover ratio.
Fxperienced business owners understand the importance of xheddmg slow-moving inventory,
even if the price they get is below their normal markup.

fv

Recognizing the high cost of holding inventory, Cindy Revenaugh, vice president of sales ai o ATt
Channeled Resources, a company that selis recycled paper products, gives her sales force the & ‘ ' ‘
power to sell slow-maoving items at any price that is not below the company’s cost. “We just

want 1o move the stuff and get cash for it,” says Revenaugh. “Even if they sell it at cost. it's bet-

ter than letting it sit here.” 35

Carrying too much inventory increases the chances that a business will run out of cash. “The cash
that pays for goods is channeled into inventory,” says one business writer, “where its tlow is dead-
ended until the inventory is sold and the cash is set free again. The cash flow trick is to commit just
enough cash to inventory to meet demand.”*¢ Scheduling inventory deliveries at the latest passible
date will prevent premature payment of invoices. Finally, given goods of comparable quality and
price. an entrepreneur should purchase goods from the fastest supplier to keep inventory levels low.

Monitoring the “big three” of cash management can help every business owner avoid a
cashi crisis while making the best use of available cash. According to one expert, maxi'n",:ing
cash flow involves “getting money from customers sooner: paying bills at the last moment
possible; consolidating money in a single bank account; managing accounts payable,
accounts recejvable, and inventory more effectively; and squeezing every penny out of your
daily business.” ¥

AVOIDING THE CASH CRUNCH

Nearly every small business has the potential to improve its cash position with little or no
investment. The key is 10 make an objective evaluation of the company’s Mnancial policies,
searching for inefficiency in its cash flow. Young firms cannot atford to waste resources,
especially one as vital as cash. By utilizing the following techniques, entrepreneurs can get
maxtmum benetit trom their companies’ pool of available cash.
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bartering—the exchange of
goods and services for other
goods and services rather than
for cash.

A Company Example

Barter

Bartering, the exchange of goods and services for other goods and services rather than for
cash, is an effective way to conserve cash. An ancient concept, bartering regained popularity
during recent recessions. Over the last decade, more than 700 barter exchanges have cropped
up, catering primarily to small- and medium-sized businesses looking to conserve cash. More
than: 500,000’ companies—most of them small—engage in more than $16.1 billion worth of
barter each year.38 Every day, entrepreneurs across the nation use bartering to buy much needed
materials, services, equlpmem and supplies—without using cash.

When Jerry Trombo relocated his printing business, Litho Graphics, he. traded printing
services for moving services, painting, carpeting, furnishings, a computer, and a newly paved
driveway. For the year, Litho Graphics conducted more than $50,000 worth of bartering, an
amgunt representing 8 perceni of the company’s saies—and involving no cash! “I don’t buy
anything unless I pick up the barter catalogue,” says Trombo, who has been bartering through

i__an exchange for more than 11 years. “I’ll do anything to avoid spending cash.” 39

I addiiion i0o conserving cash, companies that use barter also have the opportunity to
transform slow-moving inventory into much-needed products and services, Barter companies
pay, on average, trade credits equal to three times the amount inventory liquidators would
pay for the same merchandise.*” Buying goods and services with barter also offers the bene-
fit of a built-in discount. Although a company gets credit for the retail value of the goods or
services it offers, the real cost to the company is less and depends on its gross profit margin.
For instance the owner of an I(altan restauram harrered Sl,OOﬂ wnnh of meals for some new
.........
percent. Business owners who barter also say that j Jommg a barter exchange brings in cus-
tomers who normally would not buy from them.

In a typical barter exchange, businesses accumulate trade credits when they offer goods or
services through the exchange. Then they can use their trade credits to purchase other goods
and services from other members of the exchange. The typical exchange charges a $500 mem-
bership fee and a 10 percent transaction fce (5 percent from the buyer and 5 percent from the
seller) on every deal. The exchange tracks the balance in each member’s account and typically
sends a monthly statement summarizing account activity.

Online barter exchanges such as Intagio.com, International Trade Exchange, and
Ubarter.com have become extremely popular because of their convenience and the wide
variety of items they list on their exchanges. A business owner can barter for advertising
time and space, hotel stays, catering services, car rentals, airline tickets, office supplies,
printing services, photography, carpet, cell phones, and many other products and services.
Online barter exchanges usually charge lower membership and transaction fees than their
off-line counterparts. Before joining a barter exchange, business owners should investigate
the fee structure, the selecuon and the prices of its goods and services, and its geographi-
cal coverage.

Trim Overhead Costs

High overhead expenses can strain a small firm’s cash supply to the breaking point; simple
cost-cutting measures can save big money. Frugal small business owners can trim their over-
head in a number of ways.

PERIODICALLY EVALUATE EXPENSES. Business owners not only should attempt to keep
their operating costs low, but they also should cvaluate them periodically io make sure they
have not gotten out of line. Comparing current expenses with past levels is helpful and so is
comparing a company’s expenses against industry standards. Useful resources for determin-
ing typical expenses in an industry include Robert Morris Associates’ Annual Statement
Studies, Dun & Bradstreet's Indwstry Norms and Key Business Ratios, and Prentice Hall's
Almanac of Business and Industriai Financial Ratios. We will describe these resources in
more detail in the next chapter.
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Linda Nespole, a manager at Hi-Shear Technology, an aerospace subcontractor. used this tech-
nique to cut thousands of dollars from her company’s operating expenses each year. When Hi-

Shear’s cash flow was squeezed recently, Nespole began tracking some of the company’s largest

operating expenses, mostly uriliry bills, and discovered some unusually large increases. Basic

repairs, preventive maintenance, and more efficient fixtures cut costs and generated enough sav-

ings to pay for themselves within just a few months. Nespole expanded her list and began charting

company expenses and acting on trends she saw. The result was major cost savings in everything

from telephone charges to retirement plan costs. Tracking and controlling expenses has become a

priority for Hi-Shear’s 125 employees, and the company's cash flow has never been berter/4!

WHEN PRACTICAL, LEASE INSTEAD OF BUY. By leasing automobiles, computers,
office equipment, machinery, and other assets rather than buying them, an entrepreneur can con-
serve valuable cash. The value of such assets is not in owning them but in using them. Businesses
can lease practically any kind of equipment—from office furniture and computers to construc-
tion equipment and manufacturing machinery. According to a recent survey, 73 percent of small
companies use leasing as a cash management strategy.*? “These companics are long on ideas,
short on capital, and in need of flexibility as they grow and change,” says Suzanne Jackson of the
Equipment Leasing Association of America, “They lease for efficicncy and convenience." 4
Although total lease payments typically are greater than those for a conventional loan, most
Jeases offer 100 percent financing, which means the owner avoids the large capital outlays
required as down payments on most loans. Also. Jeasing is an “off-the-balance-sheet” method
of financing and requires no collateral. A lease is considered an operating expense on the
income statemeant, not a liability on the balance sheet. Thus, leasing conserves a company’s
borrowing capacity. Lease agreements also are flexible. Leasing companies typically offer a

wnrmater of tarmg and allow busines
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sinesscs to stretch payments over a longer time penod than thuse
of a conventional loan. “There are so many ways to tailor a lease agreement to a company's
individual equipment and financial needs that you might call it a personalized rental agree-
ment.” says the owner of a small construction firm. %

Leasing also protects a business against obsolescence, especially when it comes o equipment
such as computer hardware and software, whose technological life 1s hmited to perhaps three years.

When Kai Adams, Brad Monarch, and Tim Haines opened the Sebago Brewing Company. a A Company Example -
restaurant-pub in South Portland, Maire, they borrowed $175.000 through a Small Business

Administration loan and invested an equal amount of their own money. Installing beer brewing
equipment, ouifitting the kitchen, and furnishing the dining rooin (plus hoiding some cash in
reserve for werking capital) took most of their start-up funds. Siill, the partners knew that they
needed one more crucial ingredient (o make their restaurant a success: a sophisticated com-
puter system that would track every aspect of its operation minute by minute and give them the
control they needed. The only catch was the system cost $30,000 that they did not have! So
Adams, Monarch, and Haines decided to lease the computer setup. “It tcok a lot of money to
open this restaurant,” says Adams, “and we really had 1o be selective about what we spent our
" capital on. Leasing the computer system freed up cash flow for our opening.” Having since
opened two more outlers, the entrepreneurs continue to lease everything from compuiers to
dishwashers. The benefits include lower initial capital outlays, Slexibility in updating equip-
ment, and, in many cases, transferring the cost of ma:ntenance 1o lhe lessor 4>

AVOID NONESSENTIAL OUTLAYS. By forgoing costly ego indulgences like ostentatious office
equipment, first-class travel, and flashy company cars, entrepreneurs can make the most efficient
use of a company’s cash. Before putting scarce cash into an asset, every business owner should
put the decision to the acid test: “What will this purchase add to my company’s ability to compete
and to become more successful?* Making across-the-board spending cuts to conserve cash is dan-
gerous, however, because the owner runs the risk of cutting expenditures that literally drive the
business. One common mistake during business slowdowns is cutting marketing and advertising
expenditures. Economic slowdowns present a prime opportunity for smart business owners to
bring increased attention to their products and services and to-gain market sharc if they hold the
line on their marketing and advertising budgets as their competiiors cut back. The secret to suc-
cessful cost saving is cutting nonessential expenditures. “If the lifeblood of your company is mat-
keting, cut it Jess,” advises one adverlising execuiive, “If it is customer service, that is the last
thing you want to cut back on. Cut from areas that are not essential to business growth 46
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NEGOTIATE FIXED LOAN PAYMENTS TO COINCIDE WITH YOUR COMPANY'S
CASH FLOW CYCLE. Many banks allow businesses to structure loans so that they can skip
specific payments when their cash flow ebbs to its lowest point. Negotiating such terms gives
businesses the opportunity;to customize their loan repayments to their cash flow cycles.

For example, Ted Zoli, prékfdmi of Torrington Industries, a cans:mp;ioh-ma.teﬁals supplie}r:and

£318

contracting business, consistently uses “skipped payment loans” in his highly seasonal busih_c._ss.
“Every time we buy a piece of construction machinery,” he says, “we set it up so that we’re making

f_payments for eight or nine months, and then skipping three or four months during the winter.” 47

BUY USED OR RECONDITIONED EQUIPMENT, ESPECIALLY IF IT IS “BEHIND-
THE-SCENES” MACHINERY. One restaurateur saved thousands of dollars in the start-up
phase of his business by buying used equipment from a restaurant equipment broker.

HIRE PART-TIME EMPLOYEES AND FREELAMCE EPECIALISTS WHENEVER
POSSIBLE. Hiring part-time workers and freelancers rather than full-time employees saves
on the cost of both salaries and benefits.

CONTROL EMPLOYEE ADVANCES AND LOANS. An entrepreneur should grant only
those advances and loans that are necessary and should keep accurate records on paymcats
and balances.

DEVELOP A SYSTEM TO BATTLE CHECK FRAUD. Consumers and businesses in the
United States write more than 42 billion checks a year for retail payments, totaling some $39.5
trillion! Of those checks, about 251 million are returned because of insufficient funds, a closed
account, or some other problem.*® About 70 percent of ail “bounced” checks occur because
nine out of ten customers fail to keep their checkbooks balanced: the remaining 30 percent of
bad checks are the result of fraud ** Simple techniques for minimiczing losses from bad checks
include requesting proper identification (preferably with a photograph) from customers,
recording customers’ telephone numbers, and training cashiers to watch for forged or counter-
feit checks. Perhaps the most effective way to baitle bad checks is to subscribe 10 an electronic
check approval service. The service works at the cash register, and approval takes only a minute
or less. The fee a small business pays to use the service depends on the volume of chescks. For
most sthall companies, charges amount to 1 to 2 percent of the cleared checks’ value.

CHANGE YOUR SHIPPING TERMS. Changing the firm's shipping terms from “F.0.B
(free on board) buyer,” in which the sefler pays the cost of freight, o “FO.B seller,” in which
the buyer absorbs all shipping costs, can improve cash flow.

SWITCH TO ZERO-BASED BUDGETING. Zero-based budgeting (ZBB) primarily is a
shift in the philosophy of budgeting. Rather than build the current year budget on increases
from the previous year’s budget, ZBB starts from a budget of zero and evaluates the necessity
of every item. “Start with zero and review all expenses, asking yourself whether each one is
necessary,” says one business consultant.*°

Be on the Lookout for Employee Theft

Companies lose billions of dollars each year tw employee theft. Because they often rely on infor-_
mal procedures for managing cash (or no procedures at all), small business owners are most likely

to become victims of embezziement and fraud by their employees. One source of the problem is

the entrepreneur’s attitude that “we’re all family here; no one would steal from family.” Although

establishing a “police state” environment and trusting no one is not conducive to a positive work

environment, putting in place adequate financial control systems is essential. Separating among at

least two employees key cash management duties such as writing checks and handling bank state-

ments and conducting regular financial audits can be effective deterrents to employee theft.

Keep Your Business Plan Current

Before approaching any potential lender or investor, a business owner must prepare a solid
business plan. Smart owners keep their plans up-to-date in case an unexpected cash crisis
forces them to seek emergency financing. Revising the plan annually also forces the owner to
focus on managing the hnsiness more effectively.
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when they diseovered that one of their workers, Patty
" “Prégten (not her real name), had been embezzling money
“ from'the business for more than four years. An 11-year
s eminyaeandammherofﬂma.mlm ‘Preston was a
bopkkecper for-Graii-Finkert, Her itiicit activilies came 1o
- -light while Preston was on vacation. Preston had neglected
- to deposit Jim Graff’s last few payroll checks into his per-

.sonal bank &coum.\vhmhc mentioged it in front of sev-
_exal workers, one of them grew concerned and revealed

tha; she belicved Preston had charged several Rugrats :

> v:deotapcsfcrhcrhdsonmeomnpanysaccountuﬁome
Depet. Another employee said that Preston also had pur-
chased a storage shed for her home on a company account.

“¥im inmediately began (o investigate the employees” alle-
gations and discovered that they were [fue; Presion had been
: ;usmgcompaﬂyfundsmpmchascpctsonallmm He con-
tacted his brother, who was on vacation at the time. “I fired her
for being a petty crook,” Lloyd says. It didu’t take long for the
Graffs to discover that Preston’s critne was anything but petty.
'[Toﬁnanceagambﬁgmma!ummshfestyle she had
‘embezzied more than $200,000 from Graff-Pinkert, a huge
amount for a company whose annual sales were between $8
and $10 mitlion. “Jim and I walked around punch-drunk as the
enormity of the crime mounted up,” recalls Lloyd. “It was a
real blow to our confidence. The people who worked with her
were horified, even angrier than Jim and me. This was a co-
worker they trusted. They felt violated.”

Preston’s duties included, among other things, writing

checks and :ecgmﬂi_ng the comnany bank siatemment, Her

" tﬁgﬁ"employees as part of an extended
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nevwcaught the embezzlement in their annual audits. -
“/Graff-Pinkert had no fidelity insurance protecting them
against employee theft, and they wanted to recover at feast

iled frauduient checks across siate iines, she had commit-
:edafedualmm The Graffs contacted the FBI and filed a

' Jawsuit against Preston in federal court. In a settlement,

Preston relinguished to Graff-Pinkert $72,000 she had acca-
mulated in her profit-sharing plan. Because she had blown

most of the money gambling in nearby casinos, Preston had

few assets from which 1o make restitution to the company. At
her sentencing, Prcsion said nothing, noi éven uitering an
apology to the Graffs or to the handful of employees who
showed up. The judge sentenced her to 24 months in a federal
penitentiary and ordered her {0 continue to pay restitution to
the company upon her release: The Graffs receive checks for
small amounts, sometimes just $25, irregularly from Preston,
who now works as a hotel maid. Although they scrutinize
their bank statements more carefully now, the Graffs’ business

philosophy hasn’t changed. “We're more skeptical but not.

cynical,” says Lloyd. “We still approach it as a family busi-
ness. If we couldn’t run it that way, I'd hang it up.” :

1. Identify some of the factors that led Graff-Pinkert to
become a victim of embezzlement. What impact does this
crime have on a company's cash flow?

2. What recommendations would you make to the Graffs
about protecting their business from embezziement in the
future?

3. Working with several of your classmates, use the
resources of the Web to develop a list of steps entrepreneurs
should take to prevent their businesses from becoming vic-
tims of employee theft and embezzlement.

Source: Adapted from John Grossmann, “A Thief Within." Inc., May
2002, on. 4244,

R e 1

Invest Surplus Cash

Because of the uneven flow of receipts and disbursements, a company will often temporarily have
more cash than it needs—for a week, month, quarter, or even longer. When this happens, most small
business owners simply ignore the surplus because they are not sure how soon they will need it.
They believe that relatively small amounts of cash sitting around for just a few days or weeks are not
worth investing. However, this is not the case. Small business owners who put surplus cash to work
immediately rather than allowing it to sit idle soon discover that the yield adds up 0 a slomfcanl
amount over time. This money can heip ease the daily cash crunch during business troughs. ™ Your
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Check fraud costs businesses billions of
dollars a year.

Courtesy of Corbis/Stock Marker, ©
Chuck Savage/Corbis.

money market account—

an interest bearing account that
allows depositors to write checks
without tying up their money for
a specific period of time.

zero balance account
(ZBA)—a checking account
that never has any funds in it A
company keeps its money in an
interest-bearing moster account
ved to the ZBA; when a check is
drawn on the ZBA, the bank
withdraws encugh money from
the master account te cover it.

sweep account—a checking
account that automatically
sweeps all funds in a company’s
checking account above a
predetermined mmimum into an
interest-bearing account.

goal .. . should be to identify every dollar you don’t
need to pay today s-bills and to kq_ep that money
invested to improve youf ‘cash flow,” explains a
consultant.”

However, when investing surplus cash, an entre-
preneur’s primary objective should not be to earn
the maximum yield (which usually carries with it
maximum risk); ifistead, the focus should be on the
safety and the liguidity of the investments. Making
high-risk investments with 1 cOmpany’s cash cush-
ion makes no sense and could jeopardize its future.
The need to minitmize risk and to have ready access
to the cash restricts an entrepreneur’s investment
npnnnc to }1_15!
accounts, zero balance accounts, and sweep
accounts. A money market account is an interest-
bearing account offered by a variety of financial
institutions ranging from banks to mutual funds.
Money market accounts pay interest while allowing
depositors to write checks (most have minimum
check amounts) without tying their money up for a
specific period of time. A zero balarce account is
a checking account that technically never has any funds in it but is tied to a master account. The
company keeps its money in the master account where it earns interest, but it writes c‘leck:, un
the ZBA. At the end of the day. the bank pays all of the checks drawn on the ZBA;
draws enough money from the master account to cover them. ZBAs allow a company to keep
more gash working during the float period. the 1ime between a check being issued and its being

cashed. A sweep account automatically “sweeps™ all funds in a company’s checking account
above a predetermined minimum into an interest-bearing account, enabling it to keep otherwise
idie cash invested until it is needed to cover checks.

a few

marl-at
such’ as money markst

At o
then it with-

CONCLUSION

Successtul owners run their businesses “lean and mean.” Trimming wasteful expenditures,
investing surplus funds, and carcfully planning and managing the company's cash flow enable
them to compete effectively. The simple but effective techniques covered in this chapter can
improve every small company’s cash pesition. One business writer says, “In the day-to-day
ceurse of running a company, other people’s capital tlows past an imaginative CEO as opportu-
nity. By looking forward and Keeping an analytical eye on your cash account as events unfold
(remembering that if there's no real cash there when you need it. you're history). you can gen-
erate leverage as surely as if that capital were yours to keep.” 32

CHAPTER SUMMARY

Explain the importance of cash
management to a small
business’s success.
B Cash is the most important but least productive asset the
simall business has. The manager must maintain enough cash

1o meet the firm's normal requirements (plus a reserve for
emergencies) without retaining excessively large. unproduc-

tive cash balances.

® Without adequate cash, a small business will {ail,

2. Differentiate between cash
and profits.

® Cash and profits are not the same. More businesses fail for
lack of cash than for lack of profits.
B Profits, the

difference between total revenue and itoial

expenses, are an accounting concept. Cash flow represents
the flow of actual cash (the only thing businesses can use (o
pay bills) through a business in a continuous cycle. A busi-
ness can be earning a profit and be forced out of business
because it runs out of cash.
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3. Understand the five steps in creating
a cash budget and use them
to create a cash budget.

@ The cash budgeting procedure outlined in this chapter tracks
the flow of cash through the business and enables the owner
to project cash surpluses and cash deficits at specific
intervals.

® The five steps in creating a cash budget are as follows: deter-
jining an adequate minimum cash balance, forecasting

sales. forecasting cash receipts, forecasting cash disburse-
ments, and determining the end-of-month cash balance.

.

involved in managing the “big three”
of cash management: accounts
receivable, accounts payable,
and inventory.

m Controlling accounts receivable reguires business owners (o

establish clear, firm credit and collection policies and to
ccreen customers before granting them credit. Sending

1. Why musl entrepreneurs concentrate on effective cash
flow management?

2. Explain the difference between cash and profit.

[

. Outline the steps involved in developing a cash budget.

4. How can an entrepreneur launching a new business fore-
cast sales?

o

. What are the “big three” of cash management? What effect
do they have on a compuny's cash flow?

Launch The Business Disc and return to the section where
Harry describes the cash flow statement. If you have passed
that point in the program, you can easily return to it. From
the “Go To™ menu, select “Events from PART 1 - B and
click on “Harry Introduces: Cash-Flow Statement.” If you
haven't reachied that point, continue from where you left off.
What does a cash-flow statement track? Why does Harry
suggest that you add 10 percent of the total to your estimated

invoices promptly and acting on past-due accounts quickly
also improve cash flow. The goal is to collect cash from
receivables as quickly as possible.

® When managing accounts payable, a manager’s goal is to
stretch out payables as long as possible without damaging
the company’s credit rating. Other techniques include veri-
fying invoices before paying them, taking advantage of cash
discounts, and negotiating the best possible credit terms.

® Inventory frequently causes cash headaches for small busi-
ness managers. Excess inventory earns a zero rate of return
and lies up 4 company’s cash unnecessarily. Owners must
watch for stale merchandise.

£, Explain the techniques for avoiding
a cash crunch in a small company.

® Trimming overhead costs by bartering, leasing assets, avoid-
ing nonessential outlays. using zero-based budgeting, and
implementing an internal conirol sysien boost a firm’s cash
flow position.

W [pvesting surplus cash also.maximizes the firm’s earning
power. The primary criteria for investing surplus cash are
security and liquidity.

6. Outline the basic principles of managing a small firm’s
receivables, payables, and inventory.

7. How can bariering improve a compariy s cash position?

8. What steps can entrepreneurs take (o conserve the cash
within their companies?

G What shanld be a small business owner’s primary concerm
when investing surplus cash?

-

disbursements? How does the sales forecast affect your
company's cash-flow statement?

Develop a list of ail of the costs you expect 1o incur as you
operate your business. If vou have not done so already, com-
plete the disburscment section of the cash flow statement
using this information. Now that you have read Chapter Y. do
you see any cost estimates you want to change? Explain.
How accurate did your initial estimates prove to be?
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must make to as part of your business plan.

Section 7.1 of the Business Section 7.4 “Project Cash Flow" will allow you'to con-

PlanPro, “Important duct a proforma cash flow analysis or, if this is an acqui-
Assumptions,” includes sition of an existing business, assess the capability of the
financial assumptions you business to generate “free cash”.

S BREBREZRGESR
s

[

(7]

Interview several local small business owners about their cash management policies
iJo they know how much cash their businesses have during the month? How do they
track their cash flows? Do they use some type of cash budget? If not, ask if you can
help the owner develop one. Does the owner invest surplus cash? If so, where?

Volunteer to help a small business owner develop a cash budget for his or her com-
pany. What patterns do you detect? What recommendations can you make for improv-
ing the company’s cash management system??

Contact the International Reciprocal Trade Association (¢ ww.irta.net) and get a list of
the barter exchanges in your state. Interview the manager of one of the exchanges and
prepare a report on how barter exchanges work and how they benefit small businesses.
Ask the manager to refer you to a small business owner who benefits from the barter
exchange and interview him or her. How does the owner use the exchange? How much
cash has bartering saved? What other bencfits has the owner discovered?

Use the resources of the World Wide Web 1o research leasing options for small com-
panies. The Equipment Leasing Association of America (waws cluoniine.comy and its
Lease Assistant site (v Jeaseassstant org) are good places to start. What advantages
does leasing offer? Disadvantages? Identify and explain the various types of leases.

Contact a local small business owner who sells on credir. Is collecting accounts
receivable on fime a problem? What steps does the owner take to manage the com-
pany’s accounts receivable? Do late payers strain the company’s cash flow? How does
the owner deal with customers who pay late?
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