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INTRODUCTION

ASH IS KING! Cash availability is the lifeblood of the organization. With

it, assuming there is proper management and economical, efficient, and

effective operations, the company can grow and prosper—without it the
organization perishes. Like the absence of water to anything living, the absence of
cash to the business means death—slow, torturous, physically painful, and men-
tally agonizing.

Business owners, managers, shareholders, and many others have become
enamored with sales and revenue increases, reported profits, earnings per share,
price—earnings ratios, cost reductions, and related concepts that focus on the market
capitalization of the business and its related stock price per share. Such sales and
revenue increases calculated on accrual-based accounting principles may be unreal-
istic when it comes to real sales to quality customers that can be collected in a time-
ly fashion that ensure a real profit to the business. While these new yardsticks may
be significant and even elegant scorekeeping measures for determining how well
the enterprise is doing financially, they have minimal significance for the business
without cash—unable to meet payroll, pay vendors, or—horror of horrors—make
requisite tax payments. Profit is a periodic measure, calculated monthly, quarterly,
and annually. Cash, however, is a daily concern. The eager search of the daily mail
for incoming checks is not just greed or lust—it is often a survival issue.

This book concentrates on cash management, the lifeblood of any business
enterprise. The purpose of these materials is to help readers understand how to
manage, plan, and analyze cash flow for their organizations. General focus is on
helping the reader understand:

¢ Cash flow and management techniques necessary for the business to func-
tion economically, efficiently, and effectively

¢ How to recognize and manage effectively the principal factors affecting
cash receipts and cash disbursements in the organization

® The impact of operations on the cash flow of the company
* Organizational planning
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* Sales
* Operating costs
* Non-value-added activities

¢ Effective principles for investing excess cash and borrowing to cover cash
shortfalls

¢ Practical planning techniques and procedures for managing the cash flow
of the organization

* Some techniques and measures to analyze the cash flow of the
organization

Profit can be thought of as a figment of the accountant’s imagination, espe-
cially since there is so much room for legitimate interpretation, judgment, and
flexibility in determining exactly the organization’s net income for the period.
Cash, however, is cash. It is precisely measurable, tangible, and absolute. Having
enough cash allows the business manager to concentrate on other more enjoyable
aspects of the business—growth, development, new customers, new products,
new processes, and so on. Not having sufficient cash forces the business to fixate
on getting more cash any way possible, sometimes to the exclusion of effective
management and proper growth and development for the organization. Cash
management is an indispensable element in the success and continuity of the busi-
ness. Remember that each situation is unique, but cash management concerns are
the same for every business.

HAPPINESS IS POSITIVE CASH FLOW.

At a personal level, while cash cannot buy happiness, it can alleviate a lot of
anguish. For the business, understanding cash, managing it, and controlling it are
essential to long-run success.

WHY THE BUSINESS EXISTS

When a company considers effective cash management, it must keep in mind that
there are four overriding issues that must always be kept in mind as to why it
exists.

1. Customer Service. To provide goods and services to satisfy desired cus-
tomers, clients, patients, and so on so that they will continue to use the
organization’s goods and services and refer it to others. A successful orga-
nizational philosophy that correlates with this goal is “to provide the
highest quality products and service at the least possible cost.” Clearly,
this is essential in any business, but thinking needs to be expanded to
include all those who have a stake in the company. Stakeholders to con-
sider include:
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¢ Customers—present and prospective

* Owners and shareholders

¢ Management and supervision

¢ Employees and contractors

¢ Vendors and suppliers

® Special interest groups (unions, environmentalists)
e Government (FDA, EEO, EPA, FAA, IRS, legislative)

THEY ARE ALL CUSTOMERS; WE MUST RESPECT
THEIR POINTS OF VIEW
AND EARN THEIR RESPECT FOR OURS.

2. Cash Conversion. This dictates that the company provide desired goods
and services so that the investment in the business is as quickly convert-
ed to cash as possible, with the resultant cash inflow exceeding the cash
outflow, ensuring long-run profitability, positive return on investment,
and positive cash flow. The correlating philosophy to this goal can be stat-
ed as follows: “To achieve desired organization results using the most
efficient methods so that the organization can optimize the use of limited
resources.”

IF THE COMPANY DOES NOT GENERATE POSITIVE
CASH FLOW, IT WILL NOT STAY IN BUSINESS.

3. Making Money. The easiest and most obvious reason that most businesses
use as the reason for existence is to make money. While certainly a legiti-
mate and essential goal, it is not by itself enough without the others.

MAKING MONEY IS NECESSARY, BUT HOW WE
MAKE MONEY IS MORE IMPORTANT.

4. Survival. To live and fight another day! This is arguably the overarching
goal of any business that is not liquidating or shutting its doors. The busi-
ness must first survive to be able to achieve its other goals.

SURVIVAL IS ATTAINABLE ONLY WITH ADEQUATE
CUSTOMER SERVICE,
CASH CONVERSION, AND REAL PROFITS.
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This means that the company is in business to stay for the long term — to
serve its customers and grow and prosper. A starting point for establishing cash
management goals is to decide which businesses the organization is really in so
that cash management efficiencies and effectiveness can be compared to such
overall company goals.

BUSINESSES AN ORGANIZATION IS NOT IN

Once short-term thinking is eliminated, managers must realize they are not in the
following businesses, and cash management decision making becomes simpler:

e Sales business. Making sales that cannot be collected profitably (sales are
not profits until the cash is received and unless all the costs of the sale are
less than the amount collected) creates only numerical growth.

o Customer order backlog business. Logging customer orders is a paperwork
process to impress internal management and outside shareholders. Unless
this backlog can be converted into timely sales and cash collection, there
is only a future promise, which may never materialize.

o Accounts receivable business. Get the cash as quickly as possible, not the
promise to pay. True, customers are the company’s business and keeping
them in business keeps the company in business. However, the company
has already put out its cash to vendors and/or into inventory. Therefore,
it must focus on getting its money back. Get out of the accounts receivable
business to the extent possible—ideally altogether—by moving toward
cash sales.

e Inventory business. Inventory does not equal sales. Keep inventories to a
minimum—zero if possible. Procure raw materials from your vendors
only as needed, produce for real customer orders based on agreed deliv-
ery dates, maximize work-in-process throughput, and ship directly from
production when the customer needs the product. To accomplish these
inventory goals, it is necessary to develop effective organizational life
stream and cash management procedures that include the company’s ven-
dors, employees, and customers.

o Property, plant, and equipment business. Maintain at a minimum—be effi-
cient. Idle plant and equipment result in inefficient use. If the assets are
there, they will be used. Plan for the normal (or small valleys), not for the
maximum (or large peaks); network to outsource for additional capacity
and insource for times of excess capacity.

o Employment business. Get by with the lowest number of employees possi-
ble. Never hire an additional employee unless absolutely necessary and
unless there is value added; learn how to cross-train and transfer good
employees. Not only do people cost ongoing salaries and fringe benefits,
but they also require attention and supervision, which can result in
empire building.
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* Management and administration business. The more an organization has, the
more difficult it becomes to manage its business. It is easier to work with
less and be able to control operations than to spend time managing the
managers. Too much of management results in getting in the way of those
it is supposed to manage and meeting with other managers to discuss
how to do this. Management as an end rather than as a means is toxic to
the organization.

If an organization does both of these successfully—that is, pays attention to
its reasons for existence and stays out of the businesses it should not be in, it will
more than likely (outside economic factors notwithstanding) grow and prosper
through well-satisfied customers, and it will keep itself in the positive cash con-
version business.

Of course, an organization also has to stay out of the pure numbers busi-
ness—looking only at-short term reporting criteria such as the amount of sales,
backlog, locations, employees, and the big devil, “the bottom line,” that others
judge as success.

KEEP YOUR EYE ON THE CASH,
NOT ON RECORDED PROFITS.

The organization must decide which of the preceding factors it wishes to
embrace as cash management goals, which ones it will not include, and which
additional criteria it will include. These criteria become the overriding conditions
upon which the organization conducts its operations and against which it meas-
ures effective cash management.

KNOW THE BUSINESS THE COMPANY IS IN,
FOR THE WRONG BUSINESS
WILL DO THE COMPANY IN.

SOME BASIC BUSINESS PRINCIPLES

Each organization must determine the basic principles that guide its operations.
These principles become the foundation on which the organization bases its desir-
able cash management goals. Examples of such business principles include:

® Produce the best quality product at the least possible cost.
® Set selling prices realistically so as to sell all the product that can be pro-
duced within the constraints of the production facilities.



6 Introduction

¢ Build trusting relationships with critical vendors; keeping them in busi-
ness keeps the company in business.

¢ The company is in the customer service and cash conversion businesses.

* Don’t spend a dollar that doesn’t need to be spent; a dollar not spent is a
dollar to the bottom line. Control costs effectively; there is more to be
made here than by increased sales.

¢ Manage the company; do not let it manage the managers. Provide guid-
ance and direction, not crises.

¢ Identify the company’s customers and develop marketing and sales plans
with the customers in mind. Produce for the company’s customers, not for
inventory. Serve the customers, do not just sell them.

* Do not hire employees unless they are absolutely needed; only do so
when they multiply the company’s effectiveness and the company makes
more from them than if they did the work themselves (i.e., there is value
added).

¢ Keep property, plant and equipment to the minimum necessary to satisfy
customer demand.

¢ Plan for the realistic, but develop contingency plans for the unexpected—
positive and negative.

BASIC BUSINESS PRINCIPLES
GUIDE CASH MANAGEMENT DIRECTION.

PURPOSE OF THIS BOOK

This book is not intended to be a financial text; rather, we will be looking at cash
management with an operational focus that considers the above principles in an
effort to maintain the company in the most economical, efficient, and effective
manner possible. In this regard, the company must keep in mind those business-
es it should not be in. With these principles in mind, operations can be analyzed
to identify areas for improvement in which best practices can be implemented that
maximize cash inflow and minimize cash outflow.

Although the primary focus of ongoing cash management and continual oper-
ational analysis is on the manner in which cash is used by the organization, consid-
ering the sources and uses of cash and the policies and procedures used to deal with
over- and undercash conditions, there are other operational areas—due to their
direct impact on cash flow—that will need to be addressed as well, including:

® Sales of products or services
* Are sales made to quality customers with the right products at the right
time?
* Does each sale make a contribution to profits?
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Are sales compared to all relevant costs such as product costs (i.e.,
direct material and labor), assignment of product related activity costs
(e.g., manufacturing processes, quality control, shipping, receiving,
etc.), functional costs (e.g., purchasing, accounts payable, billing,
accounts receivable, etc.), and customer costs (e.g., marketing, selling,
support services, customer service, etc.)?

Do sales relate to an agreed upon sales forecast? Is the company selling
the right products to the right customers?

Do sales integrate with an effective production scheduling and control
system?

® Manufacturing or production of services

Are sales orders entered into an effective production control system,
which ensures that all sales orders are entered into production in a
timely manner to ensure on-time, quality deliveries?

Is work-in-process kept to a minimum so that only real customer orders
are being worked on rather than building up finished goods inventory?
Are the most efficient and economical production methods used to
ensure that the cost of the product is kept to its realizable minimum?
Are direct materials and labor used most efficiently so that waste,
reworks, and rejects are kept to a minimum?

Are nondirect labor (and material) costs such as quality control, super-
vision and management, repairs and maintenance, materials handling,
and so on kept to a minimum?

e Billing, accounts receivable, and collections

Are bills sent out in a timely manner—at the time of shipment or
before?

Are accounts receivable processing procedures the most efficient and
economical?

Is the cost of billing, accounts receivable processing, and collection
efforts more costly than the amount of the receivable or the net profit on
the sale?

Is the number and amount of accounts receivable continually analyzed
for minimization?

Are any customers paying directly or through electronic funds transfer
at the time of shipping or delivery?

Are bills and accounts receivable in amounts exceeding the cost of pro-
cessing excluded from the system?

Has consideration been given to reducing or eliminating these
functions?

e [nventory: raw materials and finished goods

Are raw material and finished goods inventories kept to a minimum?
Are raw materials delivered into production on a just-in-time basis?
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* Are finished goods completed in production just in time for customer
delivery?

¢ Is the company working toward getting out of these inventory busi-
nesses altogether?

o Purchasing, accounts payable, and payments

* Are all items that are less than the cost of purchasing excluded from the
purchasing system—with an efficient system used for these items?

¢ Are all repetitive high-volume and -cost items (e.g., raw materials and
manufacturing supplies) negotiated by purchasing with vendors as to
price, quality, and timeliness?

* Does the production system automatically order repetitive items as an
integrated part of the production control system?

* Has consideration been given to reduce these functions for low- and
high-ticket items leading toward their possible elimination?

® Does the company consider paying any vendors on a shipment or
delivery basis as part of its vendor negotiation procedures?

o Other costs and expenses: general, administrative, and selling

¢ Are all other costs and expenses kept to a minimum? Remember that
an unnecessary dollar not spent is a dollar directly to the bottom line.

* Are selling costs directed toward customer service and strategic plans
rather than maximizing salespeople’s compensation?

e [s there a system in effect that recognizes and rewards the reduction of
expenses rather than the rewarding of budget increases?

e Are all potential non-value-added functions (e.g., management and
supervision, office processing, paperwork, etc.) evaluated as to reduc-
tion and elimination?

There are many other operational areas and concerns that could be listed.
Those listed above are only meant as examples of areas that should be considered
in the company’s management of cash. Effective cash management may result in
the analysis of many of the company’s major operations as cash affects every func-
tion and activity. To ensure that the company operates with effective cash man-
agement procedures, it must understand that every dollar expended and every
dollar collected must be evaluated as to its appropriateness to the company’s
plans and operations.

Benjamin Franklin once said, “There are three faithful friends — an olde wife,
an olde dog, and ready money.” The first two shall pass without comment, but the
third assuredly is as relevant today as it was in Franklin’s time.

CASH 1S THE FUEL
THAT POWERS THE COMPANY.




CHAPTER 1
Understanding Cash Management

MANAGING THE COMPANY
MEANS MANAGING ITS CASH FLOW.

e will be discussing the crucial subject of managing cash flow, the

lifeblood of the organization—a vital element in the success and

continuity of the business. The emphasis of the materials is on the
principal components of cash management—what company management must
know to better understand the organization’s cash flow and what can be done to
enhance its overall cash position. We will be looking at cash management from
the operational viewpoint of one who manages the cash of the organization
rather than strictly from the typical accountant’s viewpoint of recording cash
receipts and disbursement transactions. Our focus will be on a pragmatic and
simple approach to cash management appropriate to organizations of any size—
from the large to the medium-sized and smaller. The basic techniques should be
applicable to all organizations, not just large organizations using sophisticated
technical techniques to move and manage millions of dollars daily. Remember
that each situation is unique, but cash management concerns are the same for
every business.

As mentioned in the Introduction, profit can be thought of as an imaginary
number created by accountants. Having enough cash allows company man-
agement to concentrate on growth, finding new businesses, acquiring new cus-
tomers, locating new business partners, developing new products, installing new
processes, and so on. Not having enough cash forces the company to fixate on get-
ting more, sometimes to the exclusion of growth and development.

An early step in successful cash management is for the organization to
clearly define its desired criteria for success as related to such factors as reasons
for existence, basic business principles, mental models, belief systems, per-
formance drivers, and so on. Many of these criteria can be articulated in the
company’s mission statement, vision statement, credo, or other such statement
of purpose. This thinking can also result in probing deeper into the inner work-
ings of the organization. These organizational criteria typically relate to the
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company as an entity as well as to its major functions. An example of such an
organizational results criteria structure is as follows:

e Organization-wide criteria

Operate all activities in the most economical, efficient, and effective
manner possible.

Provide the highest-quality products or services to customers at the
lowest cost consistent with the level of quality targeted.

Satisfy customers so that they will continue to use the company’s prod-
ucts or services and refer the company to others.

Convert the cash invested in the business as effectively as possible so
that the resultant cash exceeds the cash input to the maximum extent
possible.

Achieve desired results using the most efficient methods so that the
company can optimize the use of its limited resources.

Maximize net profits without compromising ethical standards, quality
of operations, customer service, or cash requirements.

e The Sales Function

Make sales to customers that will be collected profitably.

Develop realistic sales forecasts that result in real present or future cus-
tomer orders.

Sell company products or services to the right customers at the right
time in the right quantities.

Ensure that actual customer sales correlate directly with management’s
long- and short-term plans.

Assure that sales efforts and corresponding compensation systems rein-
force the goals of the company.

Integrate customer sales with the other functions of the company, such
as manufacturing, marketing, merchandising, engineering, purchasing,
finance, and so on.

® Manufacturing or service provision

Operate in the most efficient manner with the most economical cost
structure.

Integrate manufacturing or service processes with sales efforts and cus-
tomer requirements.

Manufacture or provide services in the most timely manner consider-
ing processes such as customer order entry, timely throughput, and cus-
tomer delivery demands.

Increase productivity of all manufacturing and service operations on an
ongoing basis.

Eliminate, reduce, or improve all facets of the manufacturing/service
operation including activities such as receiving, inventory control, pro-
duction control, storeroom operations, research and development,
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quality control, packing and shipping maintenance, supervision and
management, and so on.

Minimize the amount of resources such as personnel, facilities, and
equipment assigned to manufacturing or service operations.

e Personnel

Provide only those personnel functions that are absolutely required as
value-added activities.

Maintain the levels of personnel at the minimum required to achieve
results in each functional area.

Provide personnel functions such as hiring, training, evaluation, and
advancement in the most efficient and economical manner possible.
Develop an organizational structure that coordinates all functions in
the most efficient manner to achieve their purposes.

Minimize the hiring of new employees by such methods as cross-train-
ing, interdepartmental transfers, and other best practices.

Implement compensation and benefit systems that provide for effective
employee motivation and achievement of company goals.

e Purchasing

Use a system of central purchasing for those items in which economies
are achievable.

Implement direct purchase systems for those items that the purchasing
function does not need to process, such as low-dollar-value and routine
recurring purchases.

Simplify systems so that the cost of purchasing is the lowest possible.
Effectively negotiate with vendors so that the company obtains the
right materials at the right time at the right quality at the right price.
Maintain a vendor analysis system so that vendor performance can be
objectively evaluated.

Develop effective computerized techniques for economic processing,
adequate controls, and reliability.

e Accounting

Analyze the necessity of each of the accounting functions and related
activities such as accounts receivable, accounts payable, payroll, budg-
eting, and general ledger.

Operate all accounting functions in the most economical manner.
Implement effective procedures that result in the accounting functions
focusing on analytical rather than mechanical activities.

Develop computerized procedures that correlate accounting activities
with operating requirements.

Create reporting systems that provide management with useful operat-
ing data and indicators that can be generated from accounting data.
Eliminate or reduce all unnecessary accounting operations that provide
few or no value-added benefits.
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CASH FLOW BASICS

CASH IS THE LIFEBLOOD
OF THE ORGANIZATION.

What Is Cash Flow?

Effective cash flow management is essential to the survival of the business. It may
be even more important than producing goods or services or generating a sale.
Most businesses can lose a sale or a customer and still continue operations.
However, miscalculate the availability of cash when needed, for example, for pay-
roll or taxes or a critical vendor, and the company may very suddenly be out of
business. Cash flow management helps to avoid such operational crises by apply-
ing some basic principles to the business.

The company needs cash to pay its bills—business expenses (i.e., service or
manufacturing costs, selling expenses, general and administrative costs)—and to
pay off scheduled liabilities (e.g., loans, accounts payable, taxes, etc.) on time.
Cash comes from only four generic sources:

1. Sale of equity. In the form of company stock or ownership of the business

2. Borrowing. From a variety of sources such as financial institutions, friends
and relatives, customers, vendors, or owners

3. Conversion of assets to cash. Sale of idle or unneeded facilities or equipment,
reduction of excess inventory, or collection of accounts receivable

4. Reinvesting profits. Those resulting from real cash collections, not just from
recorded sales that may or may not be collected

Keep in mind that every business has to be continuously in the cash conver-
sion and expansion business. The process starts with a cash infusion, produces prod-
ucts or services for customers, sells and delivers the product or service, bills,
collects payment, and adds the resulting cash to the business coffers. A successful
business collects more cash from customers than it expends for providing and
servicing its products and services. When the business ultimately liquidates, prof-
it and cash are the same. But during its existence, the business calculates periodic
income statements and balance sheets, based on accrual accounting, that serve as
a measure of performance. It also calculates a cash flow statement to measure
sources and uses of actual cash.

Because of timing differences, profits and cash flow move differently. Good
cash flow with inadequate profits means short-term survival but long-term prob-
lems. Good profits without adequate cash flow means immediate trouble. Even if
the company generates a profit, it must be concerned with managing its cash and
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minimizing the gap between cash outflow and cash inflow. This cash gap can be
considered the number of days between when it pays for materials and services
and when it receives payment for the sale of the product or service. The longer this
gap, the more time the company is out of pocket for cash. The cash gap needs to
be financed, preferably from prior sales. Otherwise, cash must come from outside
sources with the attendant costs of borrowing or equity, which have a negative
effect on profits.

If the company is successful, ending cash will exceed starting cash by more
than enough to cover the time value of the cash injection(s). The company cannot
be in the business of selling to nonpaying customers or selling products that gen-
erate less cash than their costs. Furthermore, investing in accounts receivable,
sales backlog, or inventory should be avoided since these cannot be spent or rein-
vested until they are converted back into cash. Inadequate cash is often the prin-
cipal limiting factor in the growth of the business, and the company’s goal should
be to accelerate the cash conversion process as much as possible.

Effective cash management maximizes cash generation for the business. This
means, in effect, generating positive cash flow by applying effective techniques
for collecting cash due to the company, expending no more cash than necessary,
and delaying (within limits) the payment of cash due others. For the business to
survive, it must have cash when it needs it. In addition, a positive cash buffer pro-
vides a safety net against unforeseen business crises, emergencies, or management
errors and allows the company to take advantage of opportunities that may arise.
Sufficient cash availability is also necessary for the business to grow and survive.
Businesses fail not from lack of growth or lack of profitability, but from lack of
cash to pay the bills.

Also keep in mind that an overinvestment in cash can impose opportunity
costs on the business by loss of earnings on that “excess” cash that would be avail-
able from investment in profitable alternative opportunities. However, excess cash
does not normally lead to serious business problems, while insufficient cash is
always a problem. Effective cash management allows the company to control its
cash and manage its business economically, efficiently, and effectively. In this way,
the company can reduce business disruptions, operate in a smooth and efficient
manner, and provide for ongoing growth and profitability.

Understanding and managing cash flow is not nearly as difficult a process as
it may at first seem. There are a finite number of places where cash comes from and
where it goes. We are not dealing with an inordinately complex process. To show
this, a schematic, “Flow of Funds in a Business,” is depicted in Exhibit 1.1. It illus-
trates that cash comes from only a limited number of business sources and is used
for only a limited number of activities. Therefore, there are only a limited number
of areas to which company management can look to find opportunities to generate
more cash inflows or reduce cash outflows. This is not intended to oversimplify the
cash flow management process, but it is necessary for management to understand
that the process need not be made more complicated than necessary.



14

Understanding Cash Management

SHORT-TERM

Current

LONG-TERM

-4

Capital

Operations

material,

Cash sales, expenses

receivable

Federal, State
and Local

Governments 'W

FINANCIAL

Matured investments
interest income,
short-term borrowing

Interest payments,

debt repayment

Money
Markets

securities purchases,

I Interest payments,

Investments

Purchase of
new plant &
equipment
Sale of
assets

OPERATIONAL

New equity,
borrowing

dividends,
debt repayments,
equity repurchases

Capital
Markets

V¢

Exhibit 1.1 Flow of Funds in a Business

—

MANAGING CASH FLOW
IS A MANAGEABLE ACTIVITY.

Cash Flow Process

Any business—manufacturing, service, financial, not-for-profit, government, and
so on—begins with an infusion of cash. The fundamental operating cash flow
process within the business then operates in a continuous loop of short-term asset
transformation as shown in the “Cash Generation Cycle” in Exhibit 1.2.
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FROM CASH TO CASH ... AS QUICKLY
AS POSSIBLE.

This is the process for a manufacturing business. A service business, a retail
store, or even a not-for-profit organization goes through the same series of activi-
ties. The only adjustment is that the descriptors will be different. A retail store will
purchase inventory, but will not do any manufacturing; instead, it will incur mer-
chandising costs to make the items available for sale in an appealing manner. A
service or not-for-profit establishment may not purchase inventory or do any
manufacturing but will have to incur costs to ready the services for their clients’
benefit. In any business, cash will have to be expended prior to receiving a return
from customers or clients. Having sufficient cash available to allow that to happen
is essential to both short-term survival and long-term success.

A business starts with cash—the owner’s investment and usually some bor-
rowed funds. The purchase of goods or services, together with the manufacturing
activities or service provision, transforms the cash into inventory or services to be
delivered. As the goods or services are provided to the customer, they are con-
verted to accounts receivable or cash receipts. The collection process then trans-
forms the accounts receivable back into cash. If the business process works
properly, the cash received is greater than the cash laid out, and the resulting
excess provides the business with additional funds to reinvest and grow. The
process then needs to repeat itself in an ever-increasing continuous cycle. A major

A S
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N

N

Collections

R\

Purchased
Material

Accounts
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Manufacturing

— as slowly as possible —as quickly as possible

Exhibit 1.2 Cash Generation Cycle
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planning step must always be to have sufficient cash available to allow this series
of activities to continue unabated.

The schematic in Exhibit 1.2 is, of course, a simplistic representation of a typ-
ical cash generation process. Factors such as accounts payable, outside financing,
asset conversion, and profits from operations typically increase the amount of
cash resources available. However, accounts receivable increases, inventory
investment, debt repayments, dividends, and operating losses decrease the level
of cash. In addition, most businesses require periodic purchases of property, plant,
and equipment in order to maintain or expand their business activities. These are
not part of the cash generation cycle, but do require an additional outlay of cash,
often quite significant.

In reality, the cash flow process does not operate simply or smoothly, but is
subject to numerous disruptions. Changes in the level of inventory retard or
increase the flow of cash as do changes in the level of accounts receivable and
accounts payable. Payables are free short-term loans from vendors or suppliers
that represent a source of cash for the business. Inventory and accounts receivable,
however, are idle assets reducing cash availability until they can be converted into
sales and collected. Chronically high levels of inventory or accounts receivable
can easily threaten the survival of the business. While cash itself contributes only
minimally (through possible interest earnings) to profitability, it does make possi-
ble the acquisition of the goods and/or services that create profitability.

The problems associated with too little cash are obvious. But is it possible to
have too much cash? At first glance, it would seem not. But having too much cash
on hand means that the company is not utilizing its cash in the most effective
manner. Cash in the form of money on hand cannot generate the kind of potential
return required of a business. The cash needs to be invested appropriately in the
business to generate an adequate return. If the business is able to generate a
greater return on its cash than it can get from the business, there is a problem with
that business. Except in unusual and generally short-term instances, returns on
cash will be less than can be generated in a flourishing business. Therefore, hav-
ing too much cash on hand represents an inefficient utilization of resources and a
flawed investment strategy.

What, then, are we saying? Too little cash means problems of survival, while
too much cash can result in lost opportunities and inefficient utilization of limited
resources. Cash flow management is a continual effort to smooth out fluctuations
and focus on the Goldilocks Cash Management Principle: “not too much; not too
little; but just the right amount.” What, however, is the right amount? There is no
formula to make this determination, but there are several factors that need to be
considered:

® There needs to be enough cash to pay the company bills.

® There needs to be enough cash to meet any requirements such as com-
pensating balances, minimum cash balances to cover service charges, or
loan covenants.
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¢ There needs to be enough cash to handle unanticipated opportunities or
emergencies.

® There needs to be enough cash to provide the owners of the company,
company management, and/or the cash manager with sufficient “sleep
insurance”—that is, to provide a sufficient margin to meet the safety
needs of the business and its management personnel.

The first two of these are relatively easy to calculate; but the latter two are
totally subjective and will have to be determined by each company and each cash
manager individually.

HOW MUCH CASH 1S ENOUGH?
HOW MUCH IS TOO MUCH?

Objectives of Cash Management

Cash management focuses on making the asset transformation process of the busi-
ness work smoothly. To accomplish this, the company needs to be aware of the
objectives of cash management:

¢ Control and track cash flows.

* Optimize sources and uses of cash.

¢ Maximize revenues and minimize expenditures.

e Collect for sales as quickly as possible.

¢ Expend cash only where necessary (i.e. for value-added functions and
activities only).

® Pay creditors no sooner than necessary, and minimize the costs associated
with vendor purchases and payments.

¢ Provide for adequate external sources of funding.

* Properly manage external short-term borrowing and/or investment
activities.

¢ Effectively utilize any excess differential cash generated.

¢ Keep the cash conversion gap at a minimum.

Effective cash management is necessary due to a lack of synchronization
between incoming and outgoing cash flows, a lack of reliable forecastability of
cash inflow amounts and timing, and costs of holding cash balances or borrowing
to cover cash shortfalls. What the cash management system should be designed to
do is shorten the cash generation cycle by effectively managing the assets, liabili-
ties, revenues, and costs of the business.



18 Understanding Cash Management

Cash flow can be maximized, borrowing minimized, and return on assets
enhanced by:

* Selling profitable products or services to quality customers who pay on
time

e Speeding collection of accounts receivable or collecting in advance of or at
time of delivery of the product or service

® Getting material and purchased parts inventory into production and out
the door as quickly as possible or getting out of that inventory business
entirely by letting suppliers carry the inventory

* Maintaining work-in-process inventory at minimum levels by effective
production scheduling and control techniques that ensure maximization
of real customer orders into production, minimizing production time,
eliminating rework and rejects, and minimizing production costs

e Reducing or eliminating finished goods inventory by shipping immedi-
ately from production to the customer

¢ Reducing expenditures wherever possible

¢ Taking maximum advantage of accounts payable or other interest-free
loans by not paying sooner than required

e Avoiding accounts payable entirely where payable costs exceed the
amount of the invoice or where vendor price reductions for fast payment
exceed the cost of processing the payments

® Operating the business efficiently by keeping costs and non-value-added
activities to a minimum

* Managing the cash of the business by minimizing investment in facilities
and equipment, or by increasing results with use of fewer such resources

¢ Operating with the smallest number of personnel possible

¢ Diligent management of the cash assets of the business by incurring costs
and expenses for only necessary value-added functions and activities

* Maximizing sales to real quality customers, which can be produced and
delivered at real cash profits

Profitability versus Liquidity

We have all heard the outcry, “If I'm making so much money, why don’t I have
any cash?” This exemplifies the difference between profitability and liquidity.
Profitability has to do with making an adequate return on the capital and assets
invested in the business. Liquidity is having an adequate cash flow that allows
the business to make necessary payments and ensure the continuity of opera-
tions. Investors, and therefore management, have become somewhat obsessed
with profitability in terms of return on investment (ROI) (e.g., return on assets
[ROA] or return on equity [ROE]) as the primary method to judge business
success.
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The main reason profitability does not always ensure liquidity is the system
of accruals used in accounting for profit and loss. The accrual accounting system
records revenues and expenses as they are incurred, sets up accounts receivable
and inventory, establishes accounts payable, capitalizes and amortizes assets, and
so on to arrive at profit or loss based on the timing of the economic event, not on
the flow of cash. Because of accounting judgments required and flexibility per-
mitted, profit can be determined in part by the accountant’s imagination and legit-
imate creativity; but cash is cash—it is real and precisely measurable. Cash flow
management looks at actual cash receipts and disbursements to arrive at the
amount of cash available. Business survival is much more a matter of adequate
cash flow than that intangible thing called profit. Cash, not profit, is used to pay
the bills.

RECORDING PROFITS IS NOT THE SAME AS
COLLECTING CASH.

Profit versus Cash Flow Example

Jack B. Nimble had been an employee with ABC Machining for nearly 20 years.
When the owners decided to sell, Jack seized the opportunity. He knew he could be
more successful than his bosses, and this was his chance—he bought the company.
ABC Machining had reached a plateau of about $1 million monthly sales with oper-
ating profits of about 9 percent of sales. Jack, upon taking over, set up an expansion
program with a goal of increasing sales almost immediately by 50 percent with an
operating profit margin of 20 percent. In his first year as owner, Jack’s program
began showing success. Annual sales increased to more than $15 million and result-
ed in over $2.3 million in operating profit (15 percent of sales) as shown below:

Prior Current Next Year

(%% in 000s) Year Year (projected)
Sales $ 12,002 $ 15,073 $20,292
Cost of goods sold 8,436 10,290 13,877
Other expenses 2,474 2,480 2,875
Operating profit $ 1,092 $ 2,303 $ 3,540
% of Sales 9.1% 15.3% 17.4%

Despite reaching his sales and profitability goals, Jack found himself with a
$92,000 cash deficit by the end of the current year. Jack had assumed that a
profitable and growing operation would automatically provide for enough cash.
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Had Jack understood cash management, he would have carefully studied his cash
flow situation, which, in fact, looked like this:

Beginning cash in bank $ 208,000
Collections 13,110,000
Addition to long-term debt 500,000
Inventory purchases (5,029,000)
Payroll (1,975,000)
Other manufacturing expenses (2,101,000)
Selling & administrative expenses (2,257,000)
Capital equipment purchases (1,608,000)
Taxes, interest and debt principal (940,000)

Cash position at end of year $ (92,000

Obviously, the cash flow deficit was not the result of voodoo or black magic,
but developed predictably from normal business operations—payments being
made on a different timing schedule from actual cash receipts. However, the cash
deficit came as a complete surprise to Jack. He did not understand the significance
of income statement profits being based on accrual accounting—sales recorded
when made, not when accounts receivable are collected; and expenses recorded as
incurred, not when paid. And some expenses handled via accounting entries such
as depreciation, amortization, and prepaid items are recorded currently, but rep-
resent prior cash disbursements, while expenditures for fixed assets, inventory,
and other “deferred” expenses are paid for but do not immediately appear on the
income statement.

Accrual accounting is essential for effective financial management. It allows
the business to evaluate performance over a defined but arbitrary period (e.g.,
month, quarter, year) by correctly matching revenues and expenses for that peri-
od. However, the sales recorded are not normally the same as cash receipts, nor
are expenses recorded the same as cash disbursements because of timing differ-
ences. Thus, a profit of $2.3 million turns into a cash deficit of $92,000 in our exam-
ple above—exemplifying the difference between profitability and liquidity and
accrual versus cash flow accounting. Had Jack understood cash flow manage-
ment, he could have avoided a cash deficit by deferring payments, accelerating
collections, or getting external financing through debt (his actual solution) or
equity investment.

THE BAILIANCE SHEET AND INCOME STATEMENT
DO NOT TELL THE CASH STORY.
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HISTORY, THE FED, AND FLOAT

Historical Perspective

Why all the interest in cash flow management that has developed in the last 25
years or so? A number of factors have brought serious attention to the importance
of cash flow management:

* Swings in interest rates on both borrowed and invested funds—short-term
interest rates moved from 1 to 3 percent in the 1950s, to around an average
of 4 percent in the 1960s, 4 percent to 10 percent in the 1970s, all the way
up to nearly 20 percent in the 1980s, back down to about 3 percent through
the early 1990s fluctuating in the mid single digits through the balance of
the 1990s, and back in the early twenty-first century to the low single dig-
its of the 1950s. The lofty interest rates of the late 1970s and early 1980s
were a big factor in making the management of cash an important issue.

e General economic conditions—from the boom of the 1960s, which tended
to get business away from basics and into a go-go mind set with the temp-
tation to make big money through stock issues; to the economic malaise of
the 1970s when businesses had to scratch harder to make money; then to
the merger mania, junk bond, easy money attitude of the 1980s; to the
hard economic times of the early 1990s where cost cutting and downsiz-
ing (or “right-sizing”) became the standard; followed by the major stock
market boom times to the end of the century; and then another downturn
exacerbated by the events of September 11, 2001.

¢ Return to fundamentals in the 1970s with the wilting of the stock market
boom and easy money times of the 1960s. Return on investment measures
again became fashionable as earnings per share and price/earnings ratios
fell. Since cash is part of the investment base, it is expected to create a
return just as inventory, receivables, and fixed assets are expected to gen-
erate a return.

¢ Financial institutions, many troubled by problems in the 1980s, have
aggressively marketed cash management services that were previously
beneath their dignity or capability. Examples are cash collection lockbox
services, electronic (cashless) payment services, online transaction capa-
bility, and sophisticated cash investment programs.

Federal Reserve System

To understand how cash management techniques can work and to determine
which options are relevant to the business, one needs to understand the process of
money movement through the Federal Reserve System (Fed). The Fed is the
nation’s central banker and in its own words:
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It attempts to ensure that growth in money and credit over the long run
is sufficient to encourage growth in the economy in line with its poten-
tial and with reasonable price stability. In the short run the Federal
Reserve System seeks to adapt its policies to combat deflationary or
inflationary pressures as they may arise. And as a lender of last resort,
it has the responsibility for utilizing the policy instruments available to
it in an attempt to forestall national liquidity crises and financial pan-
ics. (Board of Governors of the Federal Reserve System, The Federal
Reserve System: Purposes and Functions, 7th Ed. [Washington, D.C.:
Publication Services, Division of Support Services, Board of Governors
of the Federal Reserve System, 1984], 1-2.)

Among its myriad functions, the Fed is responsible for:

e Establishing monetary policy

* Supervising and regulating the nation’s banking system

* Providing a variety of services to banks and the U.S. Government such as:
¢ Clearing checks
¢ Providing currency and coin
* Acting as fiscal agent for the government

The Federal Reserve System consists of 12 Federal Reserve Banks located in
Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta, Chicago, St.
Louis, Minneapolis, Kansas City, Dallas, and San Francisco. There are branch
banks in 25 other cities. As the bankers’ bank, the Fed acts as a depository and
lending institution for member banks as well as a funds transfer agent to move
large sums of money rapidly within the banking system. As the fiscal agent of the
government, the Fed maintains the U.S. Treasury’s checking account, clears
Treasury checks, issues and redeems government securities, and so on. It performs
similar functions for other federal agencies and is the receiving agent for tax
deposits from individuals and businesses. The Fed also handles the mechanics of
selling Treasury securities, servicing outstanding issues and redeeming maturing
issues, as well as getting involved in international money transactions and deal-
ing with U.S. foreign currency operations.

The Fed establishes and implements U.S. monetary policy through several
areas of activity:

® Regulating the money supply. By increasing or decreasing the supply of
money in the economy, the Fed can effectively increase or decrease eco-
nomic activity by making more or less money available to financial insti-
tutions for lending purposes.

e Prescribing reserve requirements. An increase in reserve requirements for
banks serves to reduce their supply of funds available for lending.
Conversely, a reduction in reserve requirements expands the banks’ lend-
ing capacity.
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o Setting the discount rate. The loan discount rate is the interest rate charged
to banks for borrowing from the Fed. The higher the rate, the more expen-
sive it is to borrow and the higher will be the interest rates charged by
banks to their customers. This will, of course, reduce the total amount of
borrowing and will act as a damper on business activity. The reverse is
true if the discount rate is lowered—lower bank interest rates, increased
borrowing, and business stimulation.

* Handling government securities transactions. Buying or selling U.S. govern-
ment securities enables the Fed to add to or reduce the amount of overall
money in the economy. A reduced amount of money slows economic
activity while an increase in money supply increases activity.

In addition to supplying the requisite currency and coin to the economic sys-
tem consistent with monetary policy guidelines established, the Fed also provides
the principal mechanism for processing and clearing checks through the nation-
wide banking system. While some financial institutions clear checks directly, most
banks use the Fed to deposit their out-of-town checks and pay out against their
own bank’s checks that have been deposited at out-of-town banks. This check-
clearing service provides a timely and accurate mechanism for getting checks
charged against proper accounts regardless of where they were deposited (at least
within the United States). The check-clearing process is depicted in Exhibit 1.3.

As a natural adjunct to the check-clearing system, the electronic transfer of
funds within the banking system is another activity the Fed handles through two
types of services:

1. Transfers by wire between the Fed offices, depository institutions, the
Treasury, and various government agencies

2. Automated clearinghouses (ACHs), which significantly speed the clearing
and settlement of electronically originated transactions. This concept is a
precursor of the so-called checkless society, which continues to evolve.

Concept of Float

FLOAT IS THE STATUS OF FUNDS IN TRANSIT.

The existence of a clearing process as handled by the Federal Reserve System con-
tributes to what is called “float.” Float can be simply defined as the “status of
funds in transit.” There are basically two kinds of float:

1. Disbursements float. This is represented by the dollar amount of checks
issued by a company that have not been processed by the banking system
and cleared through its disbursements account. Essentially, this money is
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Exhibit 1.3 Check-Clearing Process

floating in the banking system, the payees’ processing systems, or the mail
system.

2. Collection or availability float. This is the status of funds waiting to clear the
system during the time until the funds from a deposited check are avail-
able for use by the depositor.

It would be logical to think that the company’s disbursements float should
be offset by an equal amount of collection float for another company and vice
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versa. However, two factors destroy this concept of an even-up relationship. First
is the mail time from delivery by the payer to receipt by the payee; second is the
fact that the Fed has a second-day availability rule, which gives every bank avail-
ability of funds within three days of presentation, regardless of how long actual
clearance takes. Any differences between the second-day availability and actual
clearance is “eaten” by the Fed.

It is worthwhile to examine the components of float so that the reviewer
understands how it is created, how it can be measured, and how it can be
managed. The initial component of float is mail time—that is, the amount of tran-
sit time in the U.S. Postal Service between the mailing of the check and the
receipt by the payee. This can be fairly lengthy (up to five days, or even longer)
let’s say from Yuma, Arizona to Presque Isle, Maine, or very short (the next day,
theoretically) for instance from Minneapolis to St. Paul. The standard actual mail
transit time between any two places can be calculated by comparing postmark
and receipt dates. Further information can also be obtained from the company’s
bank.

The second component of float is processing time, which is the company’s
internal time to receive, open, log, endorse, and deposit checks. This can be a
matter of hours, days, or weeks, depending on how the company is organized to
process checks received. Some of the factors that have an impact on processing
time include:

Post office location and processing procedures

¢ Frequency and time of mail delivery

e Company’s processing procedures—clerical and audit

Bank location (i.e., in or out of town)

* Company philosophy as to the degree of urgency in getting checks
processed and deposited

The third component of float is clearing time, which is the amount of time to
clear the check through the banking system and be collected from the drawee
bank. The various bank clearing procedures having a direct effect on float time are
as follows:

¢ Internal transfer. The check is drawn on and deposited in the same bank—
there is no float.

® Direct clearance. Banks present their checks directly to a neighbor bank or
another bank with which they have a direct clearing agreement—one-day
clearing time.

o Federal Reserve clearance. Checks are cleared through regional Fed check
processing centers—usually two to four days’ float.

o Correspondent bank clearance. Certain large banks do the clearing job
instead of the Federal Reserve, using essentially the same process—up to
four days’ float.
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The amount of the company’s disbursements float can be determined by
sophisticated studies and analyses, or it can be done much more simply (though
less precisely) by studying bank statements and determining over a period of sev-
eral months the time between issuance and deduction from the account for large
vendor payments, and the total amount of checks that remain outstanding at each
month end. These procedures will give an order of magnitude to the ongoing and
month-end amounts of float, which will be, if not precisely accurate, at least a
close approximation of reality.

The amount of collection or availability float can be determined by talking
with the depository bank to find out its policy on clearing time—that is, the time
it takes before deposits are available for use. The time can vary from as little as
immediate availability to as long as 10 days, two weeks, or possibly more. Each
bank has its own policy. However, a company with a large enough account may
be able to negotiate a faster availability time.

A summary of some of the principal features of float can be seen in Exhibit 1.4.

Economic or Total Business Float

For purposes of effective cash management, however, the float concept should be
expanded. Exhibit 1.5 is a macro look at what might be called economic float or

|. DEFINITIONS:
Float status of funds in transit

items in process of collection (uncollected funds)

Il. ELEMENTS OF FLOAT:
Disbursements Float Collection/Availability Float

1. Mail float USPS delivery time USPS delivery time
2. Processing float Vendor procedures In-house procedures
3. System float Check clearing time Check clearing time

[ll. COST OF COLLECTION/AVAILABILITY FLOAT:

Annual volume X Transit time X % costof = Cost of
of credit receipts in days/365 funds float
Example:

$100 million X 1/365 X 4% = $10,959/day

IV. ADVANTAGE OF DISBURSEMENTS FLOAT:

Annual volume X # days X % costof = Advantage of
of checks issued outstanding/365 funds float
Example:

$75 million X 1/365 X 4% = $8,219/day

Exhibit 1.4 Float Features
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Receipt of order

> Production float

Delivery of goods or services

> In-house processing float

Mailing of invoice

> Credit float

Due date of invoice

Customer processing float

Payment by customer

> Mail time float

Receipt of payment

> In-house processing float

Deposit of payment

VT TV TV TV TV TNV TV
\%

> Bank clearing time float

Availability of money

Exhibit 1.5 Economic Float: An Overview

total business float for an organization—a summary of the components that cause
the time difference between receipt of an order from a customer and availability
of the money to the company for reinvestment or other use.

By understanding the entire company business operating process, this eco-
nomic or total business float concept can be managed to help improve the com-
pany’s overall cash flow. By shortening the production cycle (i.e., the time
between the receipt of an order and the satisfaction of that order), production float
can be reduced and cash will flow faster. By ensuring that the company’s invoic-
ing system is set up to get the invoice out upon delivering the product or service,
the in-house processing float can be eliminated, and the clock will start sooner on
the collection process. By reviewing whether a 30-day payment policy is necessary
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competitively, some of that time may be saved by reducing credit float and speed-
ing up the time to collection. And by following up regularly on overdue accounts,
the customer processing float time can be managed to keep customers from tak-
ing advantage of lax follow-up collection procedures.

As an example, if we look at a hypothetical company with annual sales vol-
ume of $100 million, we can see the effects of improvement in total business float
as follows:

Assume $100 Million Annual Sales Volume

Cash Gained

Save 14 days on production delivery $ 3,836,000
Save 21/2 days by invoicing daily rather than weekly 685,000
Process deposits daily rather than every other day 274,000
Collect in 40 rather than 45 days 1,370,000

TOTAL POTENTIAL CASH GAIN $ 6,165,000

While it is arguably unlikely that any business will be able to accomplish all of
these improvements, the example shows that any improvement can substantially
add to the amount of cash available to a business. For any business of any sales vol-
ume, it is easy to calculate the amount of cash that can be generated by a one-day
improvement in cash flow. This then becomes a useful number to determine the
impact of any change in procedures to speed up the flow of cash in the business.

UNDERSTANDING AND MANAGING TOTAL
BUSINESS FLOAT HELPS IMPROVE CASH FLOW.

BANK ISSUES AND CONCERNS

Bank Services

The stability and constancy associated with the banking industry in the past are
gone. Deregulation, expanded intra- and interstate banking, competition from
nonbanking financial institutions, and online banking capability have all con-
tributed to changes in dealing with cash and related financial transactions.
Banking services have become increasingly varied and complicated in the past
several years, and the control over and payment for these services have become
more complicated as well. Banking services now available include such things as:

o Interest-bearing options. Certificates of deposit (CDs), interest bearing
checking accounts, money market funds, and the like
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o Checking or demand deposit accounts. Checking accounts, direct payroll
deposit accounts, zero-balance accounts, wire transfer services, online
access, and the like

® Cash management services. Lockboxes, sweep accounts, check reconcilia-
tion, automatic investment of excess cash, and the like

¢ Investment services. Treasury bill purchases, Eurodollar investments,
commercial paper purchases, REPOs, bankers” acceptances, and the like

o Other services. Credit cards, money orders, retirement account manage-
ment, safe deposit boxes, trust and investment services, estate planning
assistance, travelers’ checks, and the like

Understanding these services is part of the cash manager’s responsibility in
order to ensure that necessary services are available from the banking institution
and that unnecessary services are not being charged for as part of the cost of bank
services. Any bank can provide virtually any service, if not directly, then through
correspondent bank relationships. For the occasional need, use of a correspondent
bank is appropriate; but if the service is required on a regular basis, then it should
be provided directly by the company’s own bank. Paying for those services is
appropriate, but paying for services that are not used is an unnecessary cost that
should be avoided.

Bank Costs

In considering the use of these banking services, the company must recognize that
there are costs associated with each. The bank will charge for any of these servic-
es that are used, one way or another. The service charges may be itemized month-
ly and charged directly to the account as service charges or fees; or they may be
covered by the implicit earnings on non-interest-bearing accounts. Normally, if
the account is not charged directly for such bank services, this means that balances
are large enough to cover the costs of these services, which means that bank bal-
ances might be higher than necessary. Therefore, many companies prefer to main-
tain their excess funds in interest-bearing accounts and pay for service charges
directly. This allows them to maximize their interest income and keep detailed
track of the cost of bank service charges. Others prefer to maintain a sufficient bal-
ance in non-interest-bearing accounts to cover any service charges. The cash man-
ager must select the option that best meets the company’s needs.

Compensating balances are another way banks get paid for providing serv-
ices. The earnings to the bank from these non-interest-bearing balances can be
considerable and can cover quite a number of services. Typically, the account offi-
cer will look at the overall yield to the bank from the company’s accounts to deter-
mine whether it meets bank profitability guidelines. This is done by comparing
the costs of all services rendered, including interest payments on operating
accounts, to the total dollars on deposit to see if the bank’s earnings on the
deposits offset the costs of services rendered and interest paid and generate an
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adequate yield. If they do not, the bank will attempt to increase its yield, by
increasing the direct charges or by obtaining additional non-interest-paying or
compensating balances.

Some of these bank service charges can be controlled by handling responsi-
bility for certain tasks internally. For instance, packaging coins and currency,
MICR encoding checks, and bank reconciliations are services that cost the banks
and that a company could do on its own to save fees. The company must decide
whether it is economically worthwhile to take on these tasks by comparing costs
for performing these activities to the bank’s service charges.

Bank Selection

In selecting a lead bank to meet the company’s needs, the cost issues discussed
above are only one element in making a decision, and they may be secondary or
tertiary considerations. Other areas need to be looked at as well, including the fol-
lowing, which are listed in a typical order of importance to the banking customer:

e Financial stability. The company’s bank, quite obviously, needs to be
financially sound, or there is a risk of losing some assets. This issue is a
much more visible one today than it was just a few years ago because of
the disruptions that have occurred in the entire banking industry. Not
only have savings and loans suffered—all banks are subject to financial
distress if they are not properly managed, and it must be one of the fac-
tors to be reviewed in making a decision about which bank(s) to use. If the
company maintains balances less than $100,000, losses will be covered by
Federal Deposit Insurance Corporation (FDIC) insurance. But while this
provides some sense of reassurance and safety, it is generally an undesir-
able event to have to cash in on insurance coverage. Automobile, home,
and liability insurance coverage is there for protection in the event of
some catastrophe. But it is far more desirable and cost-efficient to drive
safely, have smoke detector systems, and take care of property than to
have to cash in on the insurance policy. The same is true with regard to
bank balances. Therefore, look for financially stable institutions for bank-
ing needs.

e Size. The lead bank should be large enough to handle the needs of the
company’s account, but not so large that the company will get lost in the
bank system. The company should ideally be a large enough entity to the
bank that its business is considered important. This provides some lever-
age in negotiating loans, determining compensating balances, charges for
services, and so on. The prestige associated with dealing with a large bank
does not offset the flexibility the company gets in its relationships with a
bank that considers service as its most important advantage.

e Services. The bank must be able to provide the services needed. However,
there is no need to choose a bank based on availability of services rarely



Bank Issues and Concerns 31

or never required. Most banks have the necessary connections to provide
the services occasionally needed, even if they do not provide them directly.

® Performance. The bank needs to perform well. For instance, deposits
need to clear quickly, checks must be processed properly, loan requests
need to be responded to quickly and positively, reports and statements
must be timely and accurate, transactions must be handled as requested,
and the bank must show sincere interest and concern. Recurrent pro-
cessing errors, inappropriate ISF (insufficient funds) stoppages, and the
like. will be detrimental to the company’s business image and should
not be tolerated.

e Location. Dealing with a distant bank requires that deposits be mailed,
running the risk of loss within the postal system. This will be a major
aggravation from which to recover. A local bank means deposits can be
made directly, saving time and potential irritation. Having a branch, at
least, near the business can be a considerable time and aggravation saver,
particularly with items such as deposits, payroll check processing and
cashing, needs for cash, and general communication.

* Costs. In most geographic areas, the bank charges will be reasonably con-
sistent due to competitive pressures. Therefore, many times, cost becomes
a nonissue when deciding among competing banks. Typically, a single
higher cost for a service will be offset by a lower cost for another service
so that competing banks tend to equal out. While important to review
carefully, costs tend typically not to be significant deciding factors.

Bank Relationships

There are no free lunches. The company’s senior managers must recognize that
bank services have costs associated with them and these must be factored into the
costs of doing business. Historically, bank compensation was handled almost
exclusively through the maintenance of balances in the bank. With low and rela-
tively stable interest rates, the opportunity costs of these captive balances were
minimal and no one paid much attention to them. But with the extraordinarily
high rates that occurred in the late 1970s and early 1980s, interest costs were no
longer insignificant. Even though rates have periodically returned to lower levels,
bank costs have not moved back into obscurity — they must be identified, quanti-
fied, and monitored just as any other service cost. The simple expedient of trad-
ing banks and playing one off against another is effective only for a limited time.
It is better to find the “right” bank and build a lasting and stable relationship. The
mutual objective of the customer and the bank should be to assure a reasonable
level of compensation for credit and noncredit services while not paying more
than the going rate.

Another issue that must be managed is the determination of the number of
banks with which to maintain relationships. The answer to this question will be
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dependent on the size of the business (i.e., larger businesses are far more likely to
require a variety of banks to service their needs than are smaller businesses); the
nature of the business (i.e., certain businesses because of geographic dispersion,
requirement for diverse services, or other factors may require a greater number of
banks to provide the requisite services than other businesses that can survive
effectively and efficiently with only one banker); and on the attitude of the busi-
ness management toward financial centralization versus decentralization (i.e.,
greater decentralization will likely lead to dealing with a larger number of banks).
The latter is a management philosophy issue without a right or wrong answer, but
has to be dealt with by company management to develop logical and consistent
banking relationships.
In deciding on which banks to deal with, management should:

o Look for a banker who understands the company’s industry and will work at
understanding its specific business. A banker should be serving the com-
pany’s best interests, and bankers who are more focused on selling their
services than on serving customer needs will not adequately meet those
needs.

® Make inquiries and get referrals about a new bank in the same way as for a
new employee or any new supplier.

e Get to know the bank account officer well. The bank is likely to use its belief
in the ability of company management as a principal criterion in deciding
whether or not to lend money. Management’s belief in the bank officer’s
ability to service company needs should be equally important. The people
who represent the bank should be the most important criterion in decid-
ing on which bank to use.

o Understand the bank officer’s authority. The company should be dealing
with an individual who has the authority to make decisions on his or her
own. A junior level officer who has to go back to the office to get approval
for nearly every action will be a frustration and a time-waster. Try to deal
only with banks that provide account officers who have appropriate
authority to decide and to act.

Finally, the effectiveness of the company’s bank relationships will be deter-
mined in large measure by the following factors:

* A clear understanding of responsibilities. This encompasses the company’s
responsibility to the bank in terms of adhering to provisions and require-
ments agreed to in loan covenants, account balances, and any other agree-
ments made, as well as the bank’s adherence to commitments, services,
and costs.

* Providing information. This, too, is a two-way street with regard to keeping
the banker apprised of events relevant to the future of the organization;
and the bank similarly keeping the company notified of information that
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affects its relationship with them along with any general economic infor-
mation that can affect future success. Successful banking relationships fea-
ture a regular flow of information in both directions.

e Strong communications. No one in business likes surprises, especially
unpleasant ones. A good banker knows how to deal with negative events
and recognizes that they do happen. However, a bank officer can be far
more helpful and effective with early warning of unpleasant events along
with an explanation of why they happened and what plans are in place to
recover from them. Therefore, be sure to keep the bank officer informed
about successes and failures as early as possible. Regular and reliable
communications will go a long way toward developing the kind of stable
and symbiotic relationship that will benefit both parties.

THE BANKING RELATIONSHIP
SHOULD BE A PARTNERSHIP.

CONCLUSION

Managing cash flow is not as difficult as managing profitability, working capital,
or assets and liabilities because there are fewer factors to consider. However, just
because it is simpler does not mean it is less important. Quite the contrary.
Managing cash is arguably more important than the others, because having
enough cash is a survival issue of immediate importance.

Some issues involved in cash management can be difficult to manage,
including that of how much cash to maintain for operating purposes. Too little
cash is an obvious problem, but maintaining too much is also problematic inas-
much as that means insufficient utilization of scarce company resources. Cash,
like accounts receivable, inventory, and plant and equipment, needs to work for
the company in order to optimize return on the investment in all assets of the
organization.

It is also important for everyone in the organization to understand that
strong sales and profits do not ensure good cash flow. The timing differences
between accrual based profitability and cash flow means that even a company
with growing sales and strong profits may run out of cash with ensuing disas-
trous results. This means that the company needs to understand and plan its
cash flow just as carefully as it understands and manages its sales, profits, and
investments.

Finally, the company needs to recognize the role its bank plays in the over-
all management of its cash. Banks have often been (sometimes justifiably) charac-
terized as exploitative, self-centered, and unconcerned about their customers.
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However, a solid banking relationship, where both parties understand and
communicate with each other, can create a strong connection that benefits both.
That is the goals toward which both the bank and the company should work.

SALES ARE GOOD.
PROFITS ARE BETTER.
CASH IS BEST!




CHAPTER 2

Managing Cash Flow—Receipts
and Disbursements

MAXIMIZE CASH IN,
MINIMIZE CASH OUT.

workable cash management system needs to have several pieces in place
before it can function effectively. The first of these is information—inter-
nal and external. Internal information consists of records of accounts
payable, checks written, accounts receivable, cash balances, and other cash trans-
action information that affects the cash flow of the organization. It also includes
forecast cash flow information with details about operating plans, capital needs,
sales growth projections, personnel changes, merger/acquisition/divestiture
strategies, and so on. External information, related principally to company bank-
ing procedures, includes such things as bank statements, check clearance times,
funds availability data, transaction costs, cash balances, and the like.
A second series of needs relates to the internal systems of the organization,
including:

* Disbursements systems, such as imprest accounts, prefunded or controlled
disbursements accounts, zero-balance accounts, and so on, to handle pay-
ments

e Collection systems, such as lockboxes, concentration accounts, remote col-
lection systems, and related programs that work toward getting money
quickly into usable or interest-bearing status

o Asset management systems, designed to turn receivables and inventory into
cash as fast as possible and/or to maintain a lean fixed asset base to pre-
vent unnecessary tie-up of cash.

The third set of needs for a good cash management system is a sound sys-
tem of controls—both management and audit controls. Management controls
relate to the quality and operation of the entire system, not just the transactions.
An effective management control system has the following objectives:

¢ To make sure there is enough cash available to pay the bills
¢ To identify the existence of any excess cash so that it can be invested to
generate earnings for the company

35
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e To account for all transactions so that correct information will be recorded
¢ To control cash so as to preclude theft or fraud

Meeting the first two objectives listed necessitates such tasks as comparing
results to budget (often adjusted based on actual activity levels experienced, that
is, in use of flexible budgeting) and investigating differences, reviewing and eval-
uating investment performance, and persistent searching for opportunities to
improve the overall system.

Audit controls, which address the latter two objectives, are designed into the
system to meet the needs of safety, security, and accuracy of transactions. These
controls include such things as separation of duties, internal audit reviews, estab-
lished and enforced policies and procedures, personnel controls, and the like.
Audit controls relate to reacting to transactions that have already occurred, while
management controls relate to proactive steps for creating improved results.

The fourth set of requirements for an effective cash management system is
the need for banking facilities that are sufficient to support the company’s
demands. These bank facilities include the obvious processing capabilities for
handling checks and deposits, the ability to service the company’s investment
needs for excess cash efficiently and rapidly, and the provision for short-term bor-
rowing on a flexible and responsive basis to cover those times when cash is inad-
equate to meet immediate obligations.

USING THE BALANCE SHEET

Jack B. Nimble’s success (see Chapter 1) in increasing sales by 25 percent and
achieving an operating profit of 15 percent while simultaneously running a cash
flow deficit reveals a primary principle of cash flow management: that accrual-
based accounting results must be severed from related cash flow. Many business-
es get themselves into financial troubles, just like Jack, by ignoring the cash flow
side and winding up in an unanticipated cash squeeze. Previously, we saw the
effect that using and relying exclusively on accrual-based income statements and
ignoring cash flow realities had on Jack’s situation. Let’'s now look at what pur-
pose the balance sheet serves as a tool for cash management.

The balance sheet, like the income statement, is generally an accrual-based
financial statement that provides a snapshot of the financial position and structure
of the organization at a particular point in time. Jack B. Nimble’s simplified bal-
ance sheets comparing the beginning and end of his first year are shown in Exhibit
2.1. The changes show how the balance sheet can be used as a financial tool to help
identify cash flow problems.

The balance sheet at 12/31/x1 reflects Jack’s financial position prior to tak-
ing over the business. The 12/31/x2 balance sheet reflects the changes in financial
position resulting from his sales increases and other new initiatives. At the end of
12/31/x2, Jack B. Nimble Company had used up all of its cash and then some. In
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Change
20X2 over
12/31/x2  12/31/X1 (under) 201
ASSETS

Cash $ 0 $ 200 $ (200)
Accounts receivable 2,000 100 1,900
Inventory 2,500 2,500 0
Other assets 3,300 2,000 1,300
Total Assets $7,800 $4,800 $3,000

LIABILITIES
Accounts payable & accrued expenses $1,800 $ 800 $1,000
Other liabilities 1,900 1,300 600
Total Liabilities 3,700 2,100 1,600
STOCKHOLDERS' EQUITY 4,100 2,700 1,400
Total Liabilities and Equity $7,800 $4,800 $3,000

Exhibit 2.1 Jack B. Nimble Company
Comparative Balance Sheets
($$ in 000s rounded to nearest $100,000)

addition, the increased sales volume’s effect on the other areas of Jack’s financial
structure and its cash flow position can be seen by:

® The increase in accounts receivable of $1.9 million (which alone absorbed
more than the increase of $1.4 million in equity and the $200,000 in begin-
ning cash)

* The increase in accounts payable and accrued expenses of $1 million

* An additional $1.3 million used to invest in other assets (primarily plant
and equipment)—a cash investment, not a direct function of sales volume

One might conclude that based on the negative effects on cash flow, further
sales growth is needed to bring in more cash. In reality, additional sales increases
often add to an already existing difficulty in cash availability and in meeting
accounts payable, payroll, tax, and other business commitments. More sales gen-
erally require more investment in accounts receivable, inventory, personnel, and
even facilities—all of which require the expenditure of still more cash. Jack has
already delayed payments to vendors, and without external financing or acceler-
ated collections of receivables, his cash position will deteriorate even more and
accounts payable will fall so severely past due that his suppliers may refuse to
provide additional materials or services.

Balance sheet analysis provides us with an understanding of the effect of
sales, income, and cash flow on the organization’s financial position. The company
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may have a positive cash flow and a profitable operation over a short-term period,
while at the same time developing financial indications that foretell future prob-
lems. In this case, an increase in accounts receivable (uncollected cash) and fixed
assets without sufficient cash reserves to handle them forced a delay in the pay-
ments of accounts payable and accrued expenses.

Cash Flow Costs

Cash flow problems can cause operational problems, which will ultimately result
in real costs to the business. These costs can be direct cash costs—bad debt losses
caused by failing to follow up on overdue receivables, storage and carrying costs
of excess inventory, operating and insurance costs associated with excess fixed
assets, and interest costs on borrowings necessitated by the cash flow problems.
Or they might be indirect business costs, such as vendors refusing to deliver, an
inability to secure additional financing for worthwhile long-term investments
because of too much short-term borrowing, inadequate space caused by too much
inventory or fixed assets, an inability to service customers adequately, and the
like. Solving the company’s cash flow problems normally accomplishes more than
helping avoid financial embarrassment—it also helps to increase company
earnings.

For instance, the Jack B. Nimble Company had a large increase in accounts
receivable, which created the need to borrow money to get out of the cash flow
deficit and allow for the timely payment of obligations. In this situation, we
should look at the cost of borrowing about $800,000 to get payables down to an
acceptable position and to continue to pay off other liabilities; and another
$125,000 or so to pay off the line of credit and build up operating cash reserves. At
a 9 percent interest rate, the cost per year would be nearly $85,000—money that
could be better used in the business, particularly in a time of substantial growth
and expansion. Had Jack held his investment in accounts receivable and fixed
assets in line with his sales growth, which would have reduced the need for incur-
ring debt, the interest cost saving would have flowed straight to the bottom line
and his cash crisis could have been averted.

Operationally, it is necessary also to look at the quality of the receivables—
that is, are they collectible or has Jack merely buoyed up sales by selling to less
desirable credit-risk customers at less than favorable prices? Also, while borrow-
ing provides the cash necessary to meet cash commitments and avoid a cash flow
crunch in the short term, it does not solve the cash flow problem caused by bur-
densome investments. Borrowing, in this case, is only an expensive, and short-
term, crisis delayer. In our scenario, Jack has avoided some of his cash flow
problem by using vendors to finance his extra investment. He has thereby tem-
porarily avoided the full cost of borrowing and its related interest costs. But has
he protected his bottom line? No, because the excess investment is still a cash flow
problem with an effect on earnings. He has an opportunity cost of lost potential
earnings and growth. That is, he has lost prospective use of and earnings on cash,
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which could be used profitably elsewhere — to reduce other borrowing, expand
the business, reduce other liabilities, earn interest on the excess cash, or even
speed up growth by investing in compatible businesses.

CASH RECEIPTS

SPEED THE COLLECTION,
SPEED THE CASH.

Accounts Receivable

Accounts receivable has a significant impact on cash flow, as we have just seen in
the case of Jack B. Nimble Company. It represents the results of the company’s
sales effort, except the cash hasn’t been collected yet. Goods or services have been
delivered in exchange for the customers’ promises to pay at a later date (usually
after 30 days). Most businesses, because of competitive necessities, must operate
on credit, and payment of receivables represents their major source of ongoing
operating cash. If customers pay late or not at all (bad debts), the company can
wind up with insufficient cash to meet its current obligations.

Accounts Receivable Collection Period

Collection period defines the time between setting up the account receivable and
the ultimate cash collection from the customer. The longer the collection period,
the higher the investment in accounts receivable. The shorter the collection peri-
od, the more readily available is the cash flow generated. If at all possible,
accounts receivable should be eliminated entirely. The cash manager may be able
to convince management that the costs of billing, accounts receivable processing,
and collection efforts are sufficiently high that passing them on to the customer
may be worth investigating. In exchange for lower prices, the customer may be
willing to pay at time of delivery, preferably through an electronic transfer that
will make the funds immediately available to the company. Such opportunities
should be pursued to maximize cash inflows, reduce cash conversion gap time,
and eliminate unnecessary functions that do not add value.

It is important to know the average collection period for accounts receivable
and to take measures to continually work toward keeping it at a minimum, con-
sistent with good customer relations and competitive necessities. The most com-
monly used process for calculating the average collection period is:

Total annual credit sales / 365 = average daily sales

Accounts receivable balance / average daily sales =
average collection period, in days
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For example, Jack B. Nimble Company’s 20x2 calculation would be as fol-
lows (see Appendix A Case Study):

Average daily sales = $15,073,400 million/365 = $41,297 sales per day
Average collection period = $2,029,600/$41,297 = 49.1 days

However, for internal measurement purposes, it is better to use a shorter
period of time to measure the collection period. Typically, the accounts receiv-
able represent sales made in the last one to three months. Therefore, it would be
more meaningful to determine the sales made in the last, say, two months,
divide by 60 days, and divide that result into the accounts receivable balance.
That will give a much more current look at the collection period relative to the
actual sales that make up those receivables. The calculation for Jack B. Nimble
would be:

Average daily sales (Nov/Dec) = $3,000,900/60 = $50,015 sales per day
Average collection period = $2,029,600/$50,015 = 40.6 days

This calculation can be made each month to provide an ongoing immediate
evaluation of collections. The lower (in this case) collection period reflects the
elimination of the lower level of sales in the early part of the year, which is no
longer pertinent at the end of the year. As in all such cases of financial ratio analy-
sis, the absolute number is less relevant than its changes over time.

Accordingly, each sales dollar stays in the form of accounts receivable for
about 40 days. If this is quick enough to meet the company’s cash flow needs, and
if it is close enough to published collection terms, the decision may be to leave
well enough alone. However, the cost of offering accounts receivable terms can be
calculated. In our example, each day’s reduction in the collection period frees up
over $50,000 in cash that can be used for investment, liability repayment, or cash
reserves. Reducing the average collection period improves cash flow by convert-
ing accounts receivable into cash more rapidly. This concept is described in
Exhibits 2.2 and 2.3. Company management must determine an acceptable collec-
tion period and what to do about any roadblocks that might cause an overinvest-
ment in accounts receivable.

ACCOUNTS RECEIVABLE ARE INTEREST-FREE
LOANS TO CUSTOMERS.

Accounts Receivable to Sales

Collection period analysis is one tool to help determine overinvestment in
accounts receivable. However, if calculated on a 12-month basis, it may not
pick up a recent change or buildup in receivables. Another tool to help identify
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Sales per Day
Avg. Collection $ 1,000 $ 2000 $ 3,000 $ 4,000 $ 5,000

Period (days) Investment in Accounts Receivable
30 $ 30,000 $60,000 $ 90,000 $ 120,000 $ 150,000
35 35,000 70,000 105,000 140,000 175,000
40 40,000 80,000 120,000 160,000 200,000
45 45,000 90,000 135,000 180,000 225,000
50 50,000 100,000 150,000 200,000 250,000
55 55,000 110,000 165,000 220,000 275,000
60 60,000 120,000 180,000 240,000 300,000

Exhibit 2.2 Effect of Collection Period on Investment in Accounts Receivable

possible unfavorable changes in the accounts receivable level is the monthly
accounts receivable to sales ratio. The formula is quite simple: ending balance of
accounts receivable divided by sales for the month. For example, Jack B. Nimble
Company’s projected ratio at 12/31/x2 was:

$1,875,000 / $1,500,000 = 1.25 months sales in receivables

Looked at alone the ratio merely shows that receivables were 125 percent of
monthly sales, which may or may not be satisfactory. However, comparing this
ratio to other periods may help identify potential cash flow problems. Calculating
the actual ratio for 12/31/x2, Jack’s first year of operation, shows:

$2,029,600 / $1,256,100 = 1.62 months sales in receivables

which indicates that receivables increased more than sales between the projected
and actual results, and Jack has tied up more cash than planned. Remember that
normally a higher sales volume will result in a larger investment in accounts
receivable, but a higher ratio of accounts receivable to sales means that investment
in receivables has increased at a greater rate than sales. This upward change often

Sales per Day

Reduction in
Avg. Collection $ 1,000 $ 2,000 $ 3,000 $ 4,000 $ 5,000
Period (days) Cash Generated
1 $ 1,000 $ 2,000 $ 3,000 $ 4,000 $ 5,000
3 3,000 6,000 9,000 12,000 15,000
5 5,000 10,000 15,000 20,000 25,000
7 7,000 14,000 21,000 28,000 35,000
10 10,000 20,000 30,000 40,000 50,000

Exhibit 2.3 Effect of a Reduction in Average Collection Period on Cash Flow
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indicates the initial signs of a potential cash flow problem. If the business is sea-
sonal in nature, the cash manager may wish to compare ratios against comparable
months in the prior year. Then, if indicated, determining the specific cause of an
upward trend will become necessary.

A quick look at the ratio at 12/31/x1, before Jack took over the company
shows:

$142,000 / $1,000,000 = 0.14 months sales in receivables

Comparing this to the more current figure of 1.62 months shows dramati-
cally how Jack’s decision to offer 30-day terms has had a dramatic, and financial-
ly harmful, effect on this ratio and on his overall cash flow situation.

Accounts Receivable Aging

The accounts receivable aging schedule is a familiar tool, and someone in the com-
pany is likely to have prepared or reviewed one. It is another tool to help identify
cash flow problem areas in the early stages as well as the specific source of a prob-
lem. Jack B. Nimble Company’s policy is to sell on a net 30-day basis with estab-
lished credit limits for customers. The company expects to be paid, of course, in
30 days from date of the sale. However, based on the aging schedule shown in
Exhibit 2.4, the company is not effectively following up on collections, especially
regarding Customer DEF. Some of Jack’s customers are taking advantage of him,
possibly as a remedy for their own cash flow problems. Customer DEF is the
worst offender.

The first thing to look at in the aging schedule is the customers causing the
collection period to extend beyond 30 days. They must be aggressively con-
tacted, and if changes are not forthcoming, decisions need to be made regard-
ing the benefits of ongoing sales to them—shipment holds, cash on delivery
(COD) shipments, or even order cancellations in some instances may become
necessary. Intelligent use of the aging schedule can also yield information about
recent changes in paying habits — slower payments resulting in more outstand-
ing and older balances, credit limit breaches, failure to take cash discounts if
offered, and so on. These signals can be used as early warning indicators to
help ward off future problems and as signs of a possible critical cash manage-
ment problem.

An aging schedule is also necessary to avoid harassing customers whose
accounts are not yet overdue. Persistent calls to customers who pay on time and
are not yet late can create serious customer relations problems. Occasional calls
regarding large payments to be sure that they will be remitted on time may be
acceptable, but repeated calls when not justified should be avoided.

In this case, Jack B. Nimble must pay immediate and energetic attention to
Customer DEF—a clear problem customer who should be dealt with now. The
aging schedule provides the information necessary to know where to look for
problems. The company cannot reasonably expect customers to pay earlier than
scheduled (it's nice if they do, but don’t base any spending plans on that
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happening—would you pay early?). So it is only the slow payers that can be legit-
imately chased. And the only way to know who they are is to have an accurate,
timely aging schedule that can be used to maintain control over all accounts
receivable.

An analysis of the aging schedule shown in Exhibit 2.4, together with his-
torical and trend data of those specific customers, could disclose the following
operational concerns:

® Most customers take at least the full 30 days to make their payments. The cash
manager should consider whether the company’s policy of net 30 days is
cost-efficient and whether the cost of money for this period is included in
the company’s cost and sales price calculations. This should induce the
company to look at the cost and revenue advantages of other payment
policies, including payment at time of receipt of the goods or services
(COD).

* Customer analysis, including trends in purchase and payment history. For
instance, which customers are reducing their payment period, which cus-
tomers are increasing their payment period (particularly those exceeding
the 30-day payment period), which customers are increasing or decreas-
ing their total amount of purchases, which customers have stopped pur-
chasing or stopped payments, and so on?

® Who are the company’s major customers? Those customers who make up
approximately 80 percent of total sales. These are usually a handful of total
customers. What are the trends for these customers? Are total sales going
up or down? What products are these customers buying? Is the company
really making money (i.e., net profit per sale) on each sale to these cus-
tomers? Are all costs of doing business with these customers included in
the company’s reporting procedures?

Collection Systems

MOVE CASH COLLECTIONS CLOSER TO THE SALE.

It would be ideal for businesses to be able to collect the cash due upon delivery of
their goods and/or services. Even better would be to collect in advance of deliv-
ery. While a worthy goal of an effective cash management system, this is unlikely
for most businesses. Therefore, the cash manager should concentrate on develop-
ing effective and efficient collection systems to increase cash flow and keep invest-
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ment in accounts receivable at a manageable minimum level. Various factors have
an impact on this goal, including:

¢ Credit policy

¢ Invoicing procedures

® Accounts receivable follow-up
Cash discounts

Finance charges

Holding delivery

Credit Policy

While it would be best to be able to collect the cash at the time (or in advance) of
the sale, almost all businesses offer credit terms or a grace period to pay for goods
and services to be competitive. The company’s credit policies should include the
time period within which its customers are expected to remit cash. In addition,
there normally is a set dollar amount or credit limit beyond which credit will not
be granted. For instance, a customer with a credit limit of $3,000 and credit terms
of 30 days is expected to pay within 30 days and not exceed a $3,000 balance out-
standing at any time. Should the outstanding balance exceed $3,000, the company
must decide whether to stop selling to the customer, sell on COD terms only, or
increase the credit limit. Setting credit policies is only part of the system; enforce-
ment and control to ensure adherence is also a necessary part so as to maximize
cash inflow and minimize credit losses.

When customers purchase goods or services they agree to pay within the
designated period of time stated in the credit policy, and the company agrees to
carry them as a receivable. If all customers pay within the agreed-upon time peri-
od, the credit term period defines the collection period. In reality, this rarely hap-
pens. Some customers (not enough) pay early, while others (too many) take longer
to pay. The company’s credit terms and policies, however, are the starting point
for reviewing and analyzing customers and their payment habits as well as the
company’s own cash flow requirements.

CREDIT IS A PRIVILEGE, NOT A RIGHT.

Having a well-defined credit policy also instills discipline into the sales
activity. Credit is a privilege, not a right of customers. The credit policy should
force the sales staff to review all customers as to whether or not they are entitled
to credit. An effective screening process will help to eliminate problem customers
before they become problems rather than after the sales have been made and they
pay late or are unable to pay at all.
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Invoicing

The starting point for accelerating cash receipts is the company’s internal systems;
and the starting point in the overall collection system is the customer’s invoice.
The quicker the company gets the invoice into the customer’s hands, the sooner
the payment process starts. Get invoices out on time! Customers will not start
their payment process until they have both the product or service and an invoice.
Their payment clock begins at the later of receipt of the invoice or receipt of the
goods. So each day of delay in issuing an invoice extends the collection period and
decreases the amount of cash available. One of the most effective systems of
invoicing is to make the packing list part of the invoice set. This means that the
invoice becomes part of the shipping packet and is available to send out when the
product ships. Mail the invoice the same day as shipment or even a day or two
earlier if the shipment is sure to go. This will help to ensure that the customer has
the invoice when the goods arrive.

A second vital consideration is to make sure that the invoices are accurately
prepared. An inaccurate invoice creates an all-too-easy opportunity for the cus-
tomer to avoid payment. It is the company’s job to prepare a correct invoice—not
the customer’s to fix it. Accurately prepared invoices eliminate another excuse not
to pay.

Company management needs to consider present invoicing practices, noting
any lack of economies or inefficiencies. Through a thorough knowledge of best
practices (by use of an effective internal and /or external benchmarking study), the
most effective invoicing procedures can then be developed and installed to help
keep the cash flowing in as quickly as possible.

Accounts Receivable Follow-up

THE SQUEAKY COLLECTION WHEEL
GETS THE CHECK.

An accounts receivable aging schedule was shown in Exhibit 2.4. The next step
is to use it as an analytical tool and as a collection trigger. With most small busi-
nesses now using microcomputers and sophisticated accounting software, they
can get instantaneous accounts receivable aging schedules and can use the com-
puter as an analytical tool. The company can define the criteria that meet its
needs and correspond to its collection philosophy. For instance, the system
could highlight on a weekly basis all receivables coming up to 30 days old and
those over 30 days old and still unpaid, and on an every-other-day basis all
receivables over 60 days old. This allows the company to stay current on all
overdue invoices and take appropriate action regularly and persistently. The
company may also wish to identify those bills that have been paid each day and
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earmark those for which it has been promised payment to increase the chances
of timely follow-up.

Company management should establish collection policies regarding over-
due notices (generally not very effective), phone calls, personal visits, and refer-
rals to collection agencies, and follow them diligently. Credit policies should be
tied in to each customer account (e.g., credit limits without sales department over-
ride capability) so that sales can be stopped or switched to COD or some other
action whenever the policies are violated. If credit and collection procedures are
not pursued aggressively, even ruthlessly, customers may love the company, but
it will be paid last. One of the company’s cash management rules may be to pay
creditors as late as possible. Customers are likely to play by the same rules, but the
company wants to put itself at the head of the payment line. A fair, clearly under-
stood, and consistently followed collection procedure will help keep the company
at the head of that line.

Cash Discounts

TERMS OF 1/10, NET 30 = 18.4 PERCENT
ANNUAL INTEREST RATE

Many companies believe that offering a customer a cash discount for early pay-
ment (e.g., a 1 percent discount for payment in 10 days) is worth the cost. The
company needs to determine if such a policy is necessary (to compete, maintain,
or enlarge market share, or remain viable) and cost-effective, and then establish a
policy as to what percentage discount to offer and for what period of time. Cash
discounts will speed up collections to a certain extent, but they also have draw-
backs. The most obvious is the cost of the discount itself, which can be easily cal-
culated. A less obvious, but no less expensive drawback is the cost of the effort in
following up on unauthorized discounts taken. Many customers will take dis-
counts if offered regardless of when they actually make payment. The cost of fol-
lowing up and trying to collect these unauthorized discounts is high relative to the
amount involved. Yet letting the customer get away with an unauthorized
discount rewards negative behavior and ensures continuation of the practice. It
can become a nasty lose-lose situation.

Allowing cash discounts for early payment is a tool used by many compa-
nies to encourage their customers to pay more quickly and increase their cash
flow. Often, there is no real economic reason for cash discounts other than tradi-
tion or common practice. The cash manager should fully analyze any cash dis-
count practices and recommend changes if justified, even though such policy
changes might be strongly resisted by management. For example, the company
might consider a 1 percent cash discount for payment within 10 days as an alter-
native to full payment in 30 days (this would be called terms of “1/10, net 30”).
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Before deciding whether cash discounts are good or bad for the business, the rel-
evant costs and benefits need to be considered.

Inducing customers to pay in a shorter period using a cash discount has the
benefits of:

Shortening the average collection period

® Accelerating the company’s cash flow

¢ Reducing investment in accounts receivable
Reducing bad debts

Decreasing the costs of carrying accounts receivable

However, there are costs involved in offering cash discounts, such as:

® The cost of the discount (unless the cost is included in the company’s pric-
ing structure)

* The effect on revenue expectations and earnings—that is, the revenue plan

¢ The indirect costs associated with following up on unauthorized dis-
counts

e Processing costs needed to ensure that each customer is taking the correct
discount for such things as partial payments, items in dispute, small pur-
chases, and so on

Let’s look at some alternatives for the Jack B. Nimble Company, assuming a
sales volume of $18 million per year ($1.5 million per month) and further assum-
ing that all customers pay on time:

Terms Net 30 days  1/10, net 30 2/10, net 30
% taking discount None 50% 100%
Accounts receivable balance $ 1,500,000 $ 1,000,000 $ 500,000
Annual A/R carrying cost (4%) $ 60000 $ 40,000 $ 20,000
Annual discount cost None 90,000 360,000
Total annual cost $ 60,000 $ 130,000 $ 380,000

It is clear that Jack has the least cost when he offers no cash discount and that
the total costs increase as the amount of the discount increases. The carrying costs
saved by reducing the amount of accounts receivable is more than offset by the
discount cost. However, in certain situations, limited cash resources may force the
company to offer cash discounts. Typically, cash discounts help the company’s
cash flow at the expense of earnings. But if the company can reinvest the increased
cash flow profitably, it may be able to minimize the cost or even increase net
profits.
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We can adjust the preceding calculation to bring more realism into the equa-
tion by revising the assumption that all customers pay on time. If we assume the
same $18 million annual sales volume with a 50-day rather than a 30-day collec-
tion period, the analysis will look like this:

Terms Net 30 days  1/10, net 30 2/10, net 30
% taking discount None 50% 90%
Accounts receivable balance $ 2,500,000 $ 1,500,000 $ 700,000
Annual A/R carrying cos