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(Techniques on how to better manage your cash flow) 
 
 
This paper is intended for those business owners and managers who wish to 
master the art of reading and interpreting business financial statements, as a 
crucial step towards better management performance.  Why is this important? 
 
It is widely believed that the single most important reason for business failure – 
particularly in the early years – is poor financial planning and lack of effective 
management.   

 
So, how well do you manage the cash resources of your business? Consider the 
following questions: 
 

Do you have difficulty paying your bills as they come due? 
 

Are you spending too much time dealing with angry creditors? 
 

Do you frequently run negative cash account balances? 
 

Are you losing sales because of inventory stock-out? 
 
If your answer is yes to any of these questions, we encourage you to read on as 
we share some useful insights into understanding and interpreting your financial 
data and developing tools to avoid business failure due to poor cash flow 
planning and management. 
 

First, an imperative for the entrepreneur of a for-profit business during the early 
stages of the enterprise is two-fold:  a market and financial focus. Without 
sufficient consumer demand coupled with sufficient cash or credit resources, the 
enterprise will cease to exist. 
 
For example, failure to pay your vendors on time may result in stock-outs and 
loss of sales.  Without satisfied customers, your business will serve no legitimate 
purpose whatsoever.  Also, failure to repay your bank loan would ultimately  
result in seizure of the assets pledged to secure the loan.  Without adequate 
facilities and resources, your business will not be able to operate. 
 



Thus, developing and implementing effective cash management practices and 
procedures are essential to safeguard your business against adverse financial 
conditions.  
 
To start, let’s first define cash flow management, examine the factors that 
influence the cash generation characteristics of the business, and review the key 
financial tools that, along with the statement of cash flows, make up the three 
primary financial reports of your business. 
 
Effective cash flow management involves estimating the amount, timing, and 
origin/destination of cash entering and leaving the business.  It provides a 
powerful guide for proactive decision-making and offer valuable insights into the 
interrelationships between the various business activities – linkages that are not 
readily discernible in the individual Balance Sheet and Income Statement. 
 
The statement of Cash Flows summarizes cash received from operations, from 
financing, and from investment activities.  It illustrates how cash was used for 
various purposes. As a compelling instrument, it demonstrates management’s 
ability to keep the company in play by satisfying customers’ needs while 
satisfying all obligations to stakeholders (e.g., employees, bankers, creditors, tax 
collectors, investors, and the community in which it resides). 
 
Generally, cash “flows-in” from four sources: (1) owner contribution(s) – equity, 
(2) bank and other creditors – liabilities, (3) sale of business assets (e.g. excess 
capacity), and (4) income from operations – profit.  It “flows-out” to pay vendors, 
G & A expenses, purchase assets (e.g., real estate, equipment, etc.), and 
distribute dividends – owner’s return on investment (ROI). 
 
Briefly defined, the “Balance Sheet” is a schedule that shows the assets (what 
your business owns) and liabilities (what your business owes – both to creditors 
and owners).  It measures the financial soundness of the enterprise as of a 
specific calendar date.  Generally speaking, the more owners have invested in 
the business relative to creditors, the stronger the financial health of the 
business.  An excess of creditor debt (claims against your operating assets) 
relative to owners’ equity places the company in a precarious position if, for 
example, the company is growing rapidly but is unable to raise additional capital 
from debt or equity sources.   
 
The “Income Statement”, on the other hand, reflects all operating activities and 
reports the profit performance during a specified period (monthly, quarterly, semi-
annually or annually). It measures the utilization of resource and residual output 
(profit) after recognizing all expenses for the accounting period. The imperative 
for managers is to generate revenues (by giving customers what they want), 
control expenses, and produce profits to be reinvested in the business for growth 
and/or distributed to the owners as a dividend. 
 



Collectively, these three accounting reports speak to the fundamental tasks of a 
manager; namely, generating profits and controlling expenses, effectively and 
efficiently managing business assets and debts, and maintaining adequate cash 
flow.  
 
Your comprehension and fastidious use of these accounting schedules will equip 
you with the diagnostic tools you’ll need to accurately and timely assess where 
you’ve been, where you are, and where you’re likely to be – given present market 
outlooks and level of capital and human resources at your disposal. 
 
Here’s a hypothetical business profile we’ll use to better illustrate the value of 
cash flow planning (aka cash budgeting) discussed above: While this example 
will likely not show any resemblance to your business,  it should provide a 
framework  from which to examine the factors that affect the flows of cash in any 
business.   
 

JW Office Supply Company was started by Jane over a year ago, and 
she’s now reviewing her first year operating results.   In the first year she 
generated $80,000 in revenues and realized a small profit of $3,500.  Jane 
maintains excellent relationships with her suppliers and pays faithfully – 
net 30 days. 

 
Approximately 60% of her sales are cash, with the remaining 40% on a 
net 30-day basis.  Jane feels that revenues can easily double next year, 
but she is concerned about her continued ability to meet her obligations as 
they come due.  She had invested $15,000 into the business at its 
inception and had refrained from borrowing money from the bank.  The 
business employs one full and one part-time salespersons.  Jane herself 
handles most of the administrative work and she draws a small monthly 
salary of $500.00.  She considers this personal sacrifice to be both 
necessary and appropriate, as she believes there is great potential for 
growth and substantial personal earnings from the business in the future.  

 
Jane had prepared a business plan, which included monthly cash flow 
projections that indicated sufficient levels of cash to meet all requirements.  Her 
analysis of the actual situation, following a review of the year-end Balance Sheet 
and Statement of Income, however, revealed three disturbing trends: 
 
First, credit sales were largely to institutional customers (three in number), and 
collections were running 60 -90 days past due – with the trend continuing. 
 
Secondly, inventory levels would have to be substantially increased to meet the 
revised revenue projections. 
 
Thirdly, actual operating expenses were substantially higher than had been 
forecasted in the business plan and also out of line with industry averages – 



running about 25% higher.  An analysis of G&A expenses revealed excessive 
charges in a number of areas – most notably for accounting and marketing 
services.  
 
While focusing on new business development, Jane had become complacent in 
her collection duties, believing that she would lose business if she insisted that 
her credit accounts settle within the agreed upon terms (30 days). To address 
these issues, Jane revised her business plan and developed a cash budget for 
the next 12 month.  Here’s what she did: 
 

1. She aggressively pursued collection of all past-due accounts and offered a 
discount to her largest customer.  She was surprised to learn that the 
strategy was hugely successful and learned that the company’s 
bookkeeper was not in a hurry to remit payments as Jane had not 
bothered to demand remittances earlier. 
 

2. She downgraded her most delinquent customer to COD status and was 
delighted to learn this did not result in reduced orders from the customer. 
 
 

3. She obtained a merchant account for credit card sales to accommodate 
future customers. 
 
 

4. Jane obtained a 3-year term loan of $4,000 from her bank to invest in 
additional display fixtures and a new accounting system.  She estimated 
the cost of the new accounting system – with its automated asset 
management software features, would be more than offset by savings 
across many cost centers.  
 

 
5. Also, she instituted a policy to take trade discounts (2% net 10), reasoning  

that a 2% discount for payment to vendors within 10 days was equivalent 
to interest at an annual rate of about 36% - a savings well above the cost 
of bank borrowing. 
 
 

6. Finally, with her revised projections and cash flow budgets in hand, Jane 
visited her banker once again and negotiated a stand-by line of credit in 
the amount of $5,000.  
 
 

What were the combined results of Jane’s management strategy?  
 



The (truncated) pro-forma monthly cash flows below show the following:  cash 
flow is returned to positive territory (with yet unused credit reserves of $5,000), 
receivable collections increasing 75%.  
 
In summary, through this intervention, the finances of JW Office Supply 
Company was stabilized and positioned for growth attendant with adequate cash 
resources.  Having a cash management system in place enabled Jane to react 
quickly and decisively to bring about the desired changes. 
 
 



 
 

JW Office Supply Company 
Pro-forma Monthly Cash Flows 

 

 

 

 

 

     Month 1 Month 2 Month 3… … 

Beginning Cash   $  1,500 ($   800) ($1,300)… … 

Cash Receipts:  
Cash Sales      7,200     8,000     9,000… … 
Collections      1,200     2,000     4,800… … 
Loan Proceeds            0            0     4,000… … 
Equity Investment            0            0            0… … 

     ______ ______ ______ 
Total Cash Available:  $   9,900 $ 9,200  $16,500… … 
 
Cash Disbursements: 
 Payroll      2,500   2,500      2,500… … 
 Vendor Payments     2,000   2,000      3,000… … 
 Loan Repayment            0          0             0… … 
 Asset Purchases            0          0      4,000… … 
 Operating Expenses    6,200   6,000      5,500… … 
      ______ ______   ______ 
Total Cash Disbursements: $10,700       $10,500  $15,000… … 
 
Ending Cash Balance:          ($     800)      ($ 1,300) $   1,500… … 
 
     
Note:  Month 3 reflects the cash flow effect of Jane’s cash management strategy. 
 
 
 
Note: For inquiries please contact:  Diana E. Fleming at flemingdiana@yahoo.com  
 
 

 
 
  
 
 
 
 

Copyright  © 2013   MacroSelect, LLC.    All rights reserved. 


