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Welcome to Improve Your Cash Flow


Thank you for choosing our book to improve your understanding of cash flow; we hope very much that you enjoy reading it and that your business will benefit from doing so.


The two of us have been involved in the design and delivery of courses in financial understanding for over twenty years and know only too well how difficult it can be to understand the nature of cash flow and how it is impacted by business decisions. This difficulty applies even to senior managers of major companies who, because they are in the ‘silo’ of their own functional responsibilities, often tend to forget the simple realities of financial management. They may understand the Profit & Loss Account, because that is what they are measured by, but they do not understand about the stark reality of cash flow.


Yet the drivers of cash flow outside the Profit & Loss Account are relatively few and simple, as this book will emphasize and describe. Managing cash flow is about collecting cash from customers, controlling stock levels and taking optimum credit from suppliers – what is often described as managing ‘working capital’. It is also about planning and executing capital expenditure in an effective and balanced way.


But many businesses go bust because these drivers are not understood or are given insufficient attention. If this book helps you to focus more on these areas, you will be helping your business to survive, thrive and create long-term value.


Good reading!


Robert McCallion and Alan Warner





1: Only got a minute?



Managing cash flow is the responsibility of everyone involved in running a business. Cash flow is the difference between the money in the bank account at the end of an accounting period compared to the beginning, and a cash flow statement is the document that describes how and why this difference has occurred. Positive cash flow is vital to company survival, yet conventional accounting has not, in the past, provided good enough information about present and future cash flows.


There are relatively few factors – or cash flow drivers – that cause this difference. The first and most important driver of cash flow is the making of profit from your day-to-day operations – selling your products for more than it costs to make them.


The other factors are relatively few and simple. Some are within the control of management and some are outside, but always it is vital to plan ahead to avoid short-term crises. The key issues are the control of capital expenditure, the collection of cash from customers, the management of stock levels and the timing of payments to suppliers. These aspects of running a business are all vital to cash flow and can cause it to be positive or negative, depending on the effectiveness of management over both the short and the long term.


However, managing cash flow is not just about these factors. It is also about making sure that the cash resources are available in the first place. Those who start new businesses or manage existing ones must make the best possible choices around the various sources of finance available; it is important to find the right balance between debt and equity, and to know when and how to use alternative sources of finance such as leasing and factoring. There should also be maximum attention to the relationship with the bank, whose continued support is important for long-term survival.


For all these reasons, understanding a Cash Flow Statement is a vital part of a manager’s skill set. The other two accounting documents – Balance Sheet and Profit & Loss Account – are important for providing information; but a Cash Flow Statement is the only financial document that describes real money. It is therefore seen by analysts as being the most informative and trusted financial information for any business. They all agree that ‘Cash is King!’





5: Only got five minutes?



Cash flow is about money, real money. The cash flow of a business is vital to its survival yet conventional accounting has not, in the past, provided good enough information about present and future cash flows. The two main financial statements – the Profit & Loss Account and Balance Sheet – provide useful information about sales, costs, assets and liabilities but do not report directly on the real lifeblood of the business. Therefore managers who rely only on these two documents are only seeing part of the financial picture.


If we make the assumption that managers in most businesses pay attention to the sales and costs in the Profit & Loss Account, one way of ensuring that cash flow is monitored is to look at the other factors that impact cash that are not contained under these headings. Though there can be other ‘one-off’ factors, there are four key areas within day-to-day operational control. These are:


 




	Management of capital and other major ‘one-off’ expenditures – the timing of such investments must be managed carefully and the benefits should be evaluated before the decision to spend is made.


	Collection of monies owing from customers – the need to invoice accurately and follow-up quickly.


	Decisions around stock levels – to achieve the right balance between responding to customer needs and cash constraints.


	Policy on payment of invoices from suppliers – to make the maximum possible use of delay without spoiling relationships with suppliers and jeopardizing security of supply.





However it is not quite as simple as that. The problem for those who are running a business is that these factors are not entirely within management’s control. The business sector that the company is operating in – and the business model that is necessary in that sector – will also have a major impact. For example there are conventions within sectors about credit to be given and taken. And if the chosen business is seasonal in nature, the cash flow is likely to have significant peaks and troughs that have to be accepted and managed.


Many decisions around cash flow have to be made when a business first starts up. The cash flow implications of early choices have to be considered – which fixed assets to buy, whether to lease, what stock levels to build up, what credit to offer new customers, what credit to seek from suppliers. Such decisions impact both the initial cash requirement and the ongoing cash flow position and may in many cases be irrevocable.


Once the business is started, management of the ongoing financial position requires effective cash flow planning. This should take into account all the operational drivers of cash flow mentioned above and must also address the key issues of tax and dividend. Tax payments are not discretionary but there is a need to carefully consider decisions around dividend; these must be based on genuine profits and must not be paid so early that it will jeopardize future flexibility and survival.


Both at start-up time and as the business develops, accurate cash flow plans will provide information on the cash required to fund the business and decisions will have to be made about the type of finance required. In particular there is a need to decide the right balance between equity finance from shareholders and loan finance from banks and similar financial institutions. The higher the proportion of loans, the higher the risk for the business if things go wrong; the higher the proportion of equity, the more profits have to be shared with others.


There are alternative sources of finance available to businesses of different sizes, in addition to conventional financing from banks and shareholders. For instance there are different types of leases that will be effective from a cash flow point of view but which may be more expensive – and sometimes less flexible – than borrowing from the bank.


There are other management issues that are closely related to cash flow; the recruitment of the right level of financial expertise to control and support the business is a critical decision that many companies get wrong. It is important to be patient when looking for the right person to match the current state and future plans of the business. It is also vital to develop a good relationship with your bank and use their services in the best possible way. In both cases the emphasis is on good selection and careful management of personal relationships.


Cash flow is important in another way. Anyone buying or selling a business will need to have a method of valuation, and cash flow forecasts will be at the centre of negotiations. Any business is only worth the present value of its future cash flows. So the business that manages cash flow well will not only survive, it may also make its owners rich!





10: Only got ten minutes?



Cash flow is the vital lifeblood of any and every business. Cash flow determines whether or not a company survives – you can’t get more vital than that. Yet conventional financial accounting has not, in the past, provided good enough information about present and future cash flows to the outside world. Many high profile bankruptcies – like Enron and Rolls-Royce – were partly caused by there being too much emphasis on profit and not enough on cash.


The factors that drive business cash flows, both within and outside the control of management, are relatively few and it is important to plan ahead for these to avoid short-term crises. Managers who are profit accountable often fail to focus on these areas because they do not see it as their responsibility, a mindset that must be changed if cash is to be managed effectively.


The key drivers under management’s control are:



CAPITAL EXPENDITURE


There are two important aspects to manage here. First, because it is among the most controllable of cash flow outlays, the timing must be managed carefully to tie in with cash availability. Second, all major expenditures must be evaluated before being spent to ensure that value is created; there are techniques available to carry out this evaluation effectively. A key problem is that though capital expenditure is just as much cash flow as other more routine cash outgoings, there are often different attitudes to spending decisions. Sometimes there is excessive analysis of small amounts, sometimes a belief that it is not ‘real money’.



COLLECTION OF DEBTORS


Debtors are amounts owing from customers. These should be no more than is necessary to satisfy customer expectations and should be collected quickly and diligently. Key decisions and the extent of management attention will directly impact the levels of debtors in the business; it is the simple but important things that make all the difference – getting invoices out quickly and accurately, chasing for payment politely but firmly and having the right person in place to manage the collection process.



STOCK LEVELS


Management must look for actions and processes that will minimize stock levels, but there are critical trade-offs between the cash flow benefits of keeping stocks low and the customer benefits of having stocks available. No healthy business should allow its decisions to be entirely dominated by cash considerations and, if stock levels are too low and do not allow customer selection or quick delivery, the company is not likely to survive in the long-term.



PAYMENTS TO CREDITORS


There are similar trade-off issues around the amount of credit to be taken from suppliers. From a cash flow point of view, payments should be delayed as long as possible, but relationships with suppliers and security of supply have to be taken into account. It is important to have a considered and consistent policy around the credit to be taken from different kinds of suppliers, assuming that there are choices to be made. If suppliers are powerful and reluctant to provide credit facilities, you have to work within what is possible while trying to improve the position in the long-term.


The cash flow of a business is never entirely within management’s control. Apart from the difficulty of managing debtors and creditors, the business sector that the company chooses to operate in and the business model that applies are also key factors. If a business is seasonal in nature, the cash flow is likely to have significant peaks and troughs and these have to be accepted and managed. However the cash flow pattern should not be the basis of the choice of sector to enter – this should be based on the ability to achieve sustainable competitive advantage. The key requirement is to take into account the cash flow implications of the sector and the model when planning the start-up and the ongoing operations.


The document that records the current and future cash flow position is called the Cash Flow Statement. It is important for managers to understand how this document links to the more familiar statement that records financial performance – the Profit & Loss Account. The ‘funds flow’ approach to cash flow reporting shows the links between these two documents in concise form, highlighting the changes to the cash flow drivers. The published accounts of quoted companies have to show this type of statement, and good interpretation can reveal how the numbers reflect the efficiency of cash management and the nature of the sector.


A critical time for cash flow is when a business first starts up and vital early decisions have to be made – which fixed assets to buy, whether to lease, what stock levels to build up, what credit to offer new customers, what credit to seek from suppliers. Such decisions impact both the initial cash requirement and the ongoing cash flow position and, if these are not planned for and fully resourced, the business is likely to fold very quickly.


Once the business is started, management of the ongoing financial position requires effective cash flow planning. This should take into account all the drivers of cash flow mentioned above and also consider the cash implications of tax and dividend. There is a need to understand the factors that impact a dividend decision, which must be based on profit and not jeopardize the future cash flow position. While the shareholders should receive a return on investment and a fair share of profits, a dividend is not like other costs; it should only be paid out when the management is confident that this is not too risky, and requires a rigorous cash flow forecast before a decision is made.


A key part of cash flow management is to understand the sources of finance available to a new business and achieve the right balance between equity finance from shareholders and loan finance from banks and similar financial institutions. It must be remembered that the higher the proportion of loans, the higher the risk for the business if things go wrong. There are arguments for and against each type of funding and the choice should be based on personal attitudes to risk and the extent to which the business is likely to grow its profits. A high level of profit growth would justify a high proportion of loan finance so that shareholders gain the lion’s share of the profits. The problem is that you can never be sure that the growth will occur and, if profits decline, the business with a high proportion of loans will be the first to go bust.


There are other sources of finance available to businesses of different sizes in addition to conventional financing from banks and shareholders. An important source is leasing and there are a number of different types of lease. The main two categories are financial leases, which are borrowing by another name, and operational leases, which have non-financial benefits and are kept ‘off Balance Sheet’. However, it is important to remember that, in the long term, it is not possible to avoid the consequences of borrowing by following the leasing route.


There are some key management issues that are closely related to cash flow. The first is the recruitment of the right level of financial expertise to control and support the business. Many companies make the mistake of trying to cut costs by recruiting someone of low calibre; others go the other way by recruiting someone who is over qualified and not fully occupied. It is important to make the right recruitment for the stage of business development at the time and not to rush into a bad selection; many companies have bitterly regretted a hasty choice of the wrong person.


It is also critical to work closely with your bank and manage the bank account as effectively as possible. The emphasis should be on identifying the services that are required and being aware of the importance of developing good personal relationships with your main contacts. The decision to change banks should always be considered, but your ability to do so will depend very much on the strength of your own financial position.


Present and future cash flow generation can also be the basis for valuing companies. Acquisition specialists and stock market analysts forecast a company’s future cash flows as a way of determining their present value today. This number is then compared with the sale price or stock market value to assess the extent of alignment.


So where does cash flow stand in relation to other financial concepts and statements? The other two accounting documents – Balance Sheet and Profit & Loss Account – are important for providing information but a Cash Flow Statement is the only financial document which describes real money. It is therefore seen by shareholders and analysts as the most informative and trusted financial information for any business. There is a saying, often known as the ‘Bankers’ Mantra’ – Sales are vanity, Profit is sanity, but CASH IS REALITY!
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1


Why ‘cash is king’


In this chapter:




	the nature of cash flow


	the development of cash flow reporting


	the implications for the smaller business


	cash flow for a business start-up


	the drivers of cash flow


	cash forecasting – the key to survival






The nature of cash flow


Cash flow is the simplest financial concept of all. It is often understood best by those who know very little about accounting. If you have never been distracted by the complexities of the Profit and Loss Account (P&L) and Balance Sheet, you can more easily understand what cash flow is; it is the real money coming in and out of a business during a particular period of time. Cash flow movements are represented by the difference between the cash balance at the beginning of the period and the cash balance at the end. And because most businesses keep their cash in the bank rather than under the bed, this means that cash flow represents the change in the bank account during a particular period, be it a week, month, quarter or year.


We all understand cash flow at the personal level, or at least those of us who avoid personal bankruptcy do so! Though we may not always be effective at managing our cash flow, we understand what it means when we see that bank statement with more outs than ins and the dreaded red ink at the bottom line. We may not be able to do anything about it, but we do not agonize about what each line means, as many of us do when we first try to understand the meaning of the P&L and Balance Sheet.


So why, you may ask, is such a fuss made about cash flow and why is a ‘Teach Yourself’ book necessary? The answer is twofold. Firstly, because it is not enough to understand what cash flow is. Survival in the modern business world is about understanding and managing the drivers of cash flow. Secondly, it is vital also to understand the relationship between cash flow and the other two financial statements, the P&L and Balance Sheet, because financial success is about managing all aspects of finance in a balanced and logical way. Therefore the links between the financial statements – particularly between the P&L and Cash Flow – must be understood if the business is to survive and thrive over the long term.



The development of cash flow reporting


One major change in business thinking over the last half century has been an increase in the emphasis on cash flow reporting. Fifty years ago, external financial reports were based mainly on the P&L and Balance Sheet. There was little if any reference to cash flow, apart from the balance at the end of the period in the list of assets in the Balance Sheet.


Perhaps the assumption was that the Balance Sheet and P&L were all that those managing the business needed to see, that the cash position would be managed by the company Accountant’s team, without the need for any external reporting processes. This belief was reinforced by the correct view that, in any case, cash flow in a particular period is highly volatile and does not reflect the short-term performance of the business, which is revealed through the P&L.


Several things happened to change this view during the early 1970s. The initial trigger was the high-profile insolvency of Rolls-Royce which led to it being put into receivership, and the widespread amazement that such a thing could happen to a large company that was reporting healthy profits. It led to a realization among many analysts, who should have known it already, that the numbers in the P&L and Balance Sheet require judgement and that cash is the only indisputable reality in financial reporting; that is, Cash is King. Wherever judgement is required, mis-statement – either unintentional or fraudulent – is always possible.


This began a period during the last quarter of the twentieth century when distrust in financial reporting became widespread and the concern was heightened by the impact of a period of high inflation. The impact of inflation was that profit calculations became even more judgemental and companies found that apparent profits were not reflected in cash and were therefore not available to pay dividends to shareholders.





Insight


As the latter half of the twentieth century developed, business analysts realized more and more that you must look at cash flow as well as profit if you are to understand the health of a business. But the different views about how this information should be presented made this difficult to achieve.





Just after the turn of the century, the ‘dash to cash’ became even more marked as Enron and several other major companies collapsed at a time when they appeared to be highly profitable. The causes were many and complex but one consequence was the generally accepted view that if analysts had been monitoring Enron’s cash flow more carefully rather than focusing on its profit position, they would have seen it coming.



The implications for the smaller business


During this period, the position of the small to medium sized business was quite different. Those who survived during the periods of high inflation must have known, whether from instinct, advice or common sense, that they could not run their businesses on the basis of a P&L and Balance Sheet alone. These documents, though important and interesting, are by definition produced by accountants well after the key decisions have been made. The information that is important to run the business for short-term survival is the cash available now and the forecast of what will happen to the cash flow if intended plans are carried out.


Of course there were many businesses that did not work this out and these were the ones that went under. There is a classic syndrome of the man or woman who buys a village shop and who borrows the money to set it up and fill it with stock. There is an initial euphoria as the cash flow comes in from the early sales, and the owner decides to take some cash out of the business for an expensive holiday to reward the family for all the hours they have put in. ‘At last there are some profits to pay us back for all the hard work!’


After the holiday, there is a return to reality. The shelves are getting empty and need to be replenished, probably at higher prices. The temporary employees who have been filling in during the holiday need to have their wages paid. Cash is still coming in from sales but it is declining because the range of stock is less than it used to be. The only way of finding the cash to bring the stock back to previous levels is to ask the bank manager for more money but he wants to see a cash forecast and P&L first. Soon the windows will be boarded up and the ‘for sale’ notice outside.


This story reminds us of two points which we will be building on during these first few chapters. Firstly, it is the cash flow forecast that is the vital document for running a business. A retrospective cash flow report may be interesting and informative, but it is then too late to do anything to change it. Secondly, despite the earlier reservations about the P&L, it is an important document. It tells you how much money you are making and thus, among other things, provides guidance about how much it is prudent to take out as owners’ salary or dividend.





Insight


You must look at both the Profit & Loss Account and the Cash Flow Statement to fully understand the health of a business; it is not ‘either/or’. You must also be able to forecast them both in advance with maximum possible accuracy.






Cash flow for a business start-up


Let’s illustrate the simplicity of cash, compared to the other financial statements, by a short exercise, based on what happens to the cash position of a new start-up. It is simplified to make things easier at this stage, but its principles apply to any and every business.



J&J FOODS – MONTH ONE


 




	Janet and John decided to start a new business, selling cooked food products from their home. They invested £8,000 of their own money and borrowed £8,000 from the bank, both paid into a new bank account in the name of J&J Foods.


	They bought cooking equipment of £6,000 for cash.


	They bought £5,000 of food ingredients, paid for in cash.


	They achieved £10,000 sales in the first month and this used up all their ingredient stock.


	They allowed all their customers credit and the invoices said payment must be made within 30 days; no one had paid by the month end.


	They paid wages to temporary staff of £1,000.


	They paid themselves wages of £2,000 each in the first month.


	They went on a trip to the south of France to study food eating habits at a cost of £1,000.


	
Sundry expenses were £500.







WHAT WAS THE FIRST MONTH’S CASH FLOW POSITION?


To answer this question, we will produce a Cash Flow statement in its simplest form, on a cash in, cash out basis:


 


Cash Flow statement – month 1


 









	Cash in


	£







	Initial capital


	16,000







	 


	 







	Cash out


	 







	Equipment


	(6,000)







	Food ingredients


	(5,000)







	Wages


	(1,000)







	Salaries


	(4,000)







	France trip


	(1,000)







	Sundry expenses


	(500)







	Total cash out


	(17,500)







	Cash deficit


	(1,500)











Thus Janet and John are £1,500 in deficit and the business could have collapsed before the end of the first month. Because we want to build on this exercise and show the position in the next period, we will make the – maybe optimistic – assumption that this deficit is being funded by a bank overdraft.


Though the cash flow of this exercise is relatively simple, the issues arising are not; they raise some fundamental questions about the financing of a business. So before we move on, let’s summarize the questions raised by the exercise:


 




	
What was the basis of their decision to raise only £16,000 initial capital?


	Could they, should they, have taken credit from their suppliers?


	Did they have to give one month’s credit to customers?


	Will the customers pay within that period?


	Should they have purchased more stock by now and will the lack of stock hold back next month’s trading?


	Will they need any more equipment?


	What was the basis of the salaries they drew out of the business and was that prudent?


	Will they have to pay tax?





And very important:


 




	Did they carry out a cash forecast for this first month?





And even more important if they are to survive:


 




	Will they be carrying out a cash forecast for the next month?





We will answer these questions later; in the meantime, let’s set the scene by summarizing the drivers of cash flow.



The drivers of cash flow


One of the problems with forecasting, managing and reporting cash flow is its inevitable volatility. It is like a roller coaster, up one minute down the next. Indeed this is one of the reasons why the P&L is necessary and valued, because it smooths out the peaks and troughs.


To understand this volatility, it is necessary to know about the key drivers of cash flow. If we leave aside for the time being the day-to-day running of the business during which sales are made and costs incurred on a relatively even basis, there are some key drivers that make the cash flow so volatile, each of which will be explored in later chapters.





Insight


There is no single driver of cash flow; there are a number of key drivers, all of which require separate and careful attention. Failure to manage any one of these can lead to bankruptcy; failure to manage all of these will certainly lead to bankruptcy.






THE COLLECTION OF CASH FROM CUSTOMERS


This aspect of cash flow applies to all businesses, except those who sell all their goods for cash. It is listed first because it is the least controllable. A cash flow for a period can be made to look very favourable by the receipt of a big cheque near the end of a period, or destroyed by the failure to receive such a cheque when expected. We will devote the whole of Chapter 8 to the collection of money from customers – also known as the management of debtors – because it is so important, probably the biggest single cause of day-to-day cash flow problems.



STOCK MANAGEMENT


Decisions about when to buy stock and in what quantities, will have a major impact on the volatility of cash flow. Such decisions often involve a finely balanced trade-off between the cost savings from bulk purchases and the costs of financing and storage of the extra stock. It also requires the asking and answering of the question – have we got the money to bulk buy? And this in turn requires the balancing of the benefits of bulk purchase in relation to other demands on cash.



PAYMENT OF BILLS TO SUPPLIERS


Buying stock is one decision, when to pay the bill is another, and these should be seen as two separate issues. As with debt collection, it may not be entirely within your control, because the supplier may insist on a particular period of payment or even require cash upfront. But there is usually some flexibility for negotiating terms or managing some sort of delay and this can, if handled well, be an important and positive driver of cash flow. It has to be managed carefully and balanced with other factors such as supplier relationships and credit rating – Chapter 10 will provide deeper coverage of the issues involved.



CAPITAL EXPENDITURE


Capital expenditure is any money spent for long-term benefit beyond the current year, thus representing an asset going forward. It might be land, buildings, plant or vehicles, even a licence or a software package. Accountants may make fine judgements about what is capital – and therefore in the Balance Sheet for the purpose of accounting – but from a cash flow point of view, it doesn’t matter how these items are classified. They involve cash going out of the business and are usually spent infrequently, thus causing the cash flow impact to be volatile. Again forecasting is critical, because timing can and should be planned, as far as possible, to coincide with cash availability.



MAJOR COST ITEMS


Many costs, for instance wages and salaries, are paid out regularly and evenly, which makes them relatively easy to plan for and to manage. But there are others, for instance a major expenditure on advertising or an expensive training course, which will be spent in one major outgoing, with much the same impact as capital expenditure. Again planning of timing is vital, as far as this can be determined by choice.



SEASONAL IMPACT


Most businesses have some kind of seasonal nature, though some much more so than others. The often quoted example is that of a firework company, which spends much of its year investing money until the cash comes in after 4 July, 5 November or 31 December. Interestingly, firework companies have done a good job of reducing seasonality and making fireworks more of an all the year round event, which makes their cash flow much less volatile.


The most commonly felt seasonal impact is that of the Christmas/New Year period, with cash going out to stock up beforehand, then coming in during the holiday period or, for those selling on credit, during the months afterwards. This latter point illustrates the importance of precise forecasting on a phased monthly basis; when the numbers are worked out, it usually turns out that, for those selling on credit, the period immediately after bumper sales is the worst from a cash point of view and the benefit only comes during the following quarter.



DIVIDENDS AND OWNERS’ SALARIES


Though the split between dividend and owners’ salaries of an owner-managed company may be important from a pension, or tax point of view, the cash impact is the same. It is money that you are choosing to take out of the business and must be preceded by a cash forecast which takes into account all the above outgoings and any tax on profits that still has to be paid. Once you are sure that a salary or dividend is affordable, the timing needs to be fixed in a way that balances personal needs and company cash availability. It is not being suggested that owner-managers should not be paid a reasonable salary, or that shareholders should not receive a return on their investment, but the timing must not jeopardize survival of the business.



TAXATION


An extension to the story of the family run village shop whose owners spent all their early cash on a holiday, is the owner who takes out all the first year’s profit before tax, forgetting – intentionally or otherwise – that tax will be payable later. The rules for timing of tax payments – particularly for start-ups – are complex and depend on the tax rules in each country. Such payments will usually be once or twice a year and will be large outgoings, typically around 30% to 40% of the previous year’s profits. Failure to plan for, and to be able to fund, tax payments has in recent years been the most common single trigger of company liquidation.





Insight


It is amazing how many budding entrepreneurs go bust because they fail to plan for tax payments from profits already made. They make the fatal assumption that ‘we’ll find it somehow’.






Cash forecasting – the key to survival


From the above it can be seen that cash forecasting is a key process for business survival, and one that is complex and challenging. However, the best cash flow forecast in the world will not solve a cash flow problem, it will only draw attention to it. It is the actions that follow that provide the solutions necessary to ensure survival. So the key question is: what do you do, what can you do, if the forecast shows that there is not enough cash to carry out your plans?


There are basically two options, neither of them easy: either you make choices about priorities, or you look for ways of raising more cash. The third possibility – to go bust – is assumed not to be an option. Of course some of the items above – for example, the payment of tax and, at some point, suppliers – will not be optional and others, like collection of debts from customers, will not be easy to control or guarantee. So the options are often quite limited and come down to management action around the controllable items, such as capital expenditure, stock levels and major items of cost.


However, you will always have a better chance of managing the situation if you are doing it ahead of time, following a cash forecast, rather than at the time, during an unexpected cash crisis. And, though the support of banks and other potential sources of funding will depend on many factors and can never be guaranteed, your request will be more favourably received if you have a cash flow forecast – rather than a threat from creditors – to support it.


Let’s now complete the chapter by looking again at the ‘J&J’ exercise and answering the questions raised. We will also look forward to the next month and produce the cash forecast that is so essential for short-term survival.



J&J FOODS – KEY QUESTIONS


What was the basis of their decision to raise only £16,000 initial capital?


It is difficult to know the basis for this key decision but they certainly should have carried out a full cash forecast so that their initial capital was enough to get them through the vital first few months. It is usually easier to get cash at the outset than to ask for more later, though clearly this will depend on the willingness of the bank to lend and the availability of own funds.


Could they, should they, have taken credit from their suppliers?


Payment in cash has the advantage of obtaining better prices and avoiding problems of credit approval, always difficult for a new business. But the decision to buy for cash while selling on credit is bound to cause negative cash flow movement during the early stages. The cash flow forecast would have highlighted this need and included the required funding in the initial target for raising capital.


Did they have to give one month’s credit to customers?


The amount of credit to be given to customers has serious implications for cash flow but this must also be balanced with the normal terms of trade in the sector, which any new business has to take into account. If potential customers are used to taking one or two months’ credit from suppliers, it is unlikely that a new business can offer anything less, unless there are substantial trade-offs. However, the important thing is that the decision is made with full information about the norms of the sector and likely customer expectations. It is also vital that the implications are included in the cash forecast.


Will the customers pay within that period?


The unfortunate reality is that customers do not always pay on the agreed basis and this possibility has to be taken into account in any cash forecast. The problem for a new business is that it is so difficult to predict and control. Though the collection of cash can and should be influenced by efficient cash collection processes – see Chapter 8 – success cannot always be guaranteed and the cash forecast has to make prudent assumptions.


Should they have purchased more stock by now and will the lack of stock hold back next month’s trading?


It certainly does seem unwise and risky to run stocks down to zero, though much will depend on how easy it is to replenish supplies. If it is just a question of nipping down to the cash and carry, this may not be a problem. However, the general principle is that cash forecasting should take into account the need for stocks to be purchased early enough to keep the business running and without an adverse impact on customer service.


Will they need any more equipment?


This will depend on spare capacity and the speed at which the business is to grow. Plans for extra capital expenditure should be made well in advance and timed carefully, in view of their ‘one-off’ impact on cash flow.
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