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Growing Sales and Losing Cash: 

Assisting Your Small Business Customer with Cash Flow Management
Introduction

When sales grow, the monthly cash flow for a profitable firm will eventually turn positive.  During initial or other high-growth periods, however, it is common for small firms to encounter negative cash flows.  This fact can be a source of confusion and frustration to business owners whose accounting statements indicate that they are “making money”.  Negative cash flows can persist for several years and require substantial financing.  This, of course, is good news for small business lenders as high-growth firms are often the best long-term customers.  However, in order to develop a profitable small business loan portfolio, it is important that bankers provide sufficient working capital and information to their customers based on reasonable cash flow expectations.  

Lenders know that rapid sales expansion must be financed and that any firm that focuses exclusively on revenue growth can literally grow itself into bankruptcy.  Therefore, lenders and business owners must plan accordingly.  This article provides small business lenders with a straightforward way to explain the cash flow strain often associated with growth that is attributable to receivables collection, trade credit, and inventory management.  An example is presented in which lenders may change assumptions and generate different growth scenarios for a small firm.   A method of monitoring the cash position of small business customers is also provided.  By analyzing, explaining, and planning for sales growth, lenders can improve customer satisfaction and increase both the size and quality of their small business loan portfolios.  

Cash is King

The ability of a firm to function successfully while incurring negative operating cash flows is a fundamental concern in the loan approval and review process.  Experienced lenders know that small but growing firms often encounter extended periods characterized by negative cash flows.  And, while small business owners view sales growth as a key measure of success, they are often puzzled by the associated absence of cash.  Bankers should realize that many competent business owners do not understand the difference between accounting income and actual cash flow.  In addition, financial experts including accountants, bankers, and investment advisors often fail to explain this important distinction to their customers.  Customers who do not understand and plan for this cause-and-effect relationship, however, can create a liquidity crisis for their business and disrupt the sales momentum of an otherwise successful venture.  Consequently, whether it comes as a direct result of “cash starvation” or indirectly as a result of operational problems, a lack of sufficient working capital can cause viable businesses to fail.  These failures, in turn, translate directly to an increase in loan charge-offs and a decrease in overall profitability for the bank.    

Cash Flow and the Cash Conversion Cycle


In the business world, many definitions are often used for the same concept.  The definition of “cash flow” is no exception.  Accounting and financial management texts provide different descriptions of periodic cash flow, often without distinguishing between cash and credit sales.  Therefore, a working description of what is meant by “cash flow” is needed.

The cash conversion cycle, also known as the “cash gap”, is the number of days needed from the time inventory is purchased to the date cash is received from the sale of the finished product.  As a firm increases its sales, greater inventory and accounts receivable levels are needed.  Typically, these must be financed since the natural increase in payables is generally not large enough to cover the need for additional cash.

While it is helpful to provide customers with a description of what is meant by “cash gap” it is much more instructive to illustrate the concept with examples.  Also, since small business customers often do not have specific knowledge of these principles, it is helpful to begin with a simple “no growth” case.  Lenders can use this example to point out that, even in the absence of growth, cash flows can be strained due to the gap between receivables and payables.  Having provided that foundation, lenders can then move to the more realistic case in which growth occurs.  

The Basic “No Growth” Case

For the purpose of introducing the concept to customers for the first time, it is useful to begin with a “no growth” scenario.   This first example, therefore, assumes that inventory levels are constant.  Also, for simplicity, assume there are no depreciation or amortization expenses, and no interest expense.  Finally, assume that all sales are on credit.  In this case, monthly cash flow is defined by the following equation: 

NCFn = Salesn-k – APn  - OCn

(1)


NCFn =  net cash flow for month n

Salesn-k =  monthly sales for month n-k, where k is the number of months between sales


and collections


APn = accounts payable in month n


OCn = other costs, such as operating expenses and taxes, actually incurred in month n


Equation 1 gives the net cash flow for any month under a given set of assumptions.  Cumulative net cash flow includes the current monthly cash flow plus the aggregate cash flows previously incurred.  Cumulative net cash flow, therefore, is defined as:

CNCFn = NCFn + CNCFn-1

(2)


CNCFn = the cumulative net cash flow through month n

Since working capital needs persist over time, it is critical that lenders help small business owners understand the twin concepts of periodic and cumulative net cash flow.  The following example can be used to develop scenarios demonstrating the firm’s cash flows over time.


Suppose a firm has monthly sales of $200,000, all of which are on credit.  Assume that cost of goods sold is 68 percent of sales.  The terms on payables are net 30, and receivables are collected in 90 days.  This leaves a conversion cycle or “cash gap” of two months (90 – 30 days) between the time accounts payable are disbursed and receivables are actually collected.  This is the key factor contributing to the cash flow deficit.  Other monthly costs such as operating expenses and taxes are assumed to be 24 percent of sales.  Thus, the firm is earning $1 - .68 - .24 = $0.08 for each dollar of sales, or a net profit margin of 8 percent.  Exhibit 1 provides the monthly and cumulative cash flows for this firm from the beginning month of operations.

Under a stable sales scenario (there is no growth assumed in the above example except for the initial $200,000), the firm experiences negative cumulative cash flow for the first 25 months of operations.  This is due to the cash gap resulting from payables being due 60 days before collections on outstanding receivables.  While monthly net cash flows turn positive after the fourth month when collections begin, it takes much longer to cover the aggregate deficit accumulated in the first two months of operations.  

	Exhibit 1

Monthly and Cumulative Cash Flows:

Assuming no Growth or External Financing



	Month
	Sales
	AR*

(Salesn-k)
	AP
	OC
	NCF
	CNCF

	1
	
	
	
	
	
	

	2
	 $      200,000 
	
	 $      (136,000)
	 $      (48,000)
	 $      (184,000)
	 $      (184,000)

	3
	 $      200,000 
	
	 $      (136,000)
	 $      (48,000)
	 $      (184,000)
	 $      (368,000)

	4
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (352,000)

	5 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (336,000)

	6 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (320,000)

	7 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (304,000)

	8 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (288,000)

	9 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (272,000)

	 10 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (256,000)

	 11 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (240,000)

	 12 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (224,000)

	 13 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (208,000)

	 14 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (192,000)

	 15 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (176,000)

	 16 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (160,000)

	 17 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (144,000)

	 18 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (128,000)

	 19 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $      (112,000)

	 20 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (96,000)

	 21 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (80,000)

	 22 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (64,000)

	 23 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (48,000)

	 24 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (32,000)

	 25 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $        (16,000)

	 26 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $                   - 

	 27 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         16,000 

	 28 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         32,000 

	 29 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         48,000 

	 30 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         64,000 

	 31 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         80,000 

	 32 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $         96,000 

	 33 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $       112,000 

	 34 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $       128,000 

	 35 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $       144,000 

	 36 
	 $      200,000 
	 $      200,000 
	 $      (136,000)
	 $      (48,000)
	 $         16,000 
	 $       160,000 

	*Note that this column reflects collections on accounts receivable.  Corresponding to Equation 1, for

  this example in which all sales are credit transactions, those collections (AR) are equal to Salesn-k. 

Assumptions:

The firm has $200,000 in monthly credit sales; receivables are collected in 90 days; CGS = 68% of sales; payables are due in 30 days; and, other costs (OC) = 24% of sales.


Since the spending behavior of small business owners can be greatly affected by their expectations of disposable income, it is important that lenders explain this cash gap to their customers.  Moreover, lenders can use the last column in Exhibit 1 to show their clients the dollar amounts that need to be financed.  The loan for these amounts would likely be set up as a line of credit.  Finally, lenders should note that they can easily adjust this example to accommodate cash sales by including the appropriate figures in an additional “cash sales” column and making a corresponding adjustment to the collections on accounts receivable (AR) column.  

While useful for the purposes of introducing the principle of cash gap, the stable sales scenario summarized by this discussion is not realistic.  As previously noted, a primary goal of most owners is to grow the business.  Also, it is noteworthy that the interest costs associated with financing the cash gap also diminish cash flow.  Therefore, the following section extends the example by incorporating increasing sales and the costs associated with financing them.

Financing Sales Growth


  To incorporate the cost of financing, assume an annual rate of sales increase of 12 percent (.12/12 = .01 per month).  Greater sales translates directly to greater production costs; if accounts payable do not expand proportionally and simultaneously to cover the higher costs, the difference must be financed through external sources.  External financing, of course, results in interest expense and places additional strain on cash flows from operations.  Assume that annual interest costs are 8.5 percent (.085/12 = .0071 per month).  All other assumptions remain the same.  In this case, monthly net cash flow is given by:

NCFn = Salesn-k – APn  - IEn - OCn


(3)

IEn = monthly after-tax interest expense, computed as 

IEn = (CNCFn-1)(monthly interest rate)(1 – t) 
(4)

Here, t is the firm’s marginal tax rate.  This adjustment reflects the tax deduction associated with interest expense by expressing the cost on an after-tax basis.  It is assumed for convenience that the tax savings associated with the interest expense would occur monthly (whereas in fact it would be quarterly).


Exhibit 2 shows how sales growth and the financing costs affect the firm’s monthly and cumulative net cash flow.  The firm must use external financing, at an 8.5 percent annual rate, to support increased production associated with sales growth.  This example can be used to illustrate the effect on monthly and cumulative net cash flow resulting from increasing sales growth.

The results in Exhibit 2 highlight the costs of financing sales growth.  The cash gap due to the lag between payables due and receivables collected, coupled with the additional interest costs from external financing, results in a cash drain on the firm.  In this example, while sales grow and monthly cash flow turns positive after four months of increasing sales, the cumulative deficit incurred during the initial months persists for thirty-one months.  This is in contrast to the twenty-five month cumulative deficit of the “no growth” case illustrated in Exhibit 1.  To insure that otherwise successful firms do not fail as a result of cash starvation, it is important that lenders and business owners be aware of these growth effects and plan accordingly.

Lenders can use this example to highlight how changes in assumptions affect the cumulative net cash flow of the firm.  Changes in sales growth rate, cost of goods sold, other costs, and the cash gap will highlight the issue of small businesses needing to plan for cash flow deficits during sales growth periods.

	Exhibit 2

The Affect of Growth and Financing Costs on 

Monthly and Cumulative Net Cash Flows



	Month
	Sales
	AR*

(Salesn-k)
	AP
	IE
	OC
	NCF
	CNCF

	1
	
	
	
	
	
	
	

	2
	 $    200,000 
	 $              - 
	 $   (136,000)
	 $                 - 
	 $   (48,000)
	 $   (184,000)
	 $   (184,000)

	3
	 $    202,000 
	 $              - 
	 $   (137,360)
	 $          (912)
	 $   (48,480)
	 $   (186,752)
	 $   (370,752)

	4
	 $    204,020 
	 $   200,000 
	 $   (138,734)
	 $       (1,838)
	 $   (48,965)
	 $       10,463 
	 $   (360,289)

	5
	 $    206,060 
	 $   202,000 
	 $   (140,121)
	 $       (1,786)
	 $   (49,454)
	 $       10,638 
	 $   (349,651)

	6
	 $    208,121 
	 $   204,020 
	 $   (141,522)
	 $       (1,734)
	 $   (49,949)
	 $       10,815 
	 $   (338,836)

	7
	 $    210,202 
	 $   206,060 
	 $   (142,937)
	 $       (1,680)
	 $   (50,448)
	 $       10,994 
	 $   (327,841)

	8
	 $    212,304 
	 $   208,121 
	 $   (144,367)
	 $       (1,626)
	 $   (50,953)
	 $       11,176 
	 $   (316,666)

	9
	 $    214,427 
	 $   210,202 
	 $   (145,810)
	 $       (1,570)
	 $   (51,462)
	 $       11,359 
	 $   (305,307)

	10
	 $    216,571 
	 $   212,304 
	 $   (147,269)
	 $       (1,514)
	 $   (51,977)
	 $       11,545 
	 $   (293,762)

	11
	 $    218,737 
	 $   214,427 
	 $   (148,741)
	 $       (1,457)
	 $   (52,497)
	 $       11,732 
	 $   (282,030)

	12
	 $    220,924 
	 $   216,571 
	 $   (150,229)
	 $       (1,398)
	 $   (53,022)
	 $       11,922 
	 $   (270,107)

	13
	 $    223,134 
	 $   218,737 
	 $   (151,731)
	 $       (1,339)
	 $   (53,552)
	 $       12,115 
	 $   (257,993)

	14
	 $    225,365 
	 $   220,924 
	 $   (153,248)
	 $       (1,279)
	 $   (54,088)
	 $       12,309 
	 $   (245,683)

	15
	 $    227,619 
	 $   223,134 
	 $   (154,781)
	 $       (1,218)
	 $   (54,628)
	 $       12,506 
	 $   (233,177)

	16
	 $    229,895 
	 $   225,365 
	 $   (156,328)
	 $       (1,156)
	 $   (55,175)
	 $       12,706 
	 $   (220,471)

	17
	 $    232,194 
	 $   227,619 
	 $   (157,892)
	 $       (1,093)
	 $   (55,727)
	 $       12,907 
	 $   (207,564)

	18
	 $    234,516 
	 $   229,895 
	 $   (159,471)
	 $       (1,029)
	 $   (56,284)
	 $       13,111 
	 $   (194,453)

	19
	 $    236,861 
	 $   232,194 
	 $   (161,065)
	 $          (964)
	 $   (56,847)
	 $       13,318 
	 $   (181,135)

	20
	 $    239,229 
	 $   234,516 
	 $   (162,676)
	 $          (898)
	 $   (57,415)
	 $       13,526 
	 $   (167,609)

	21
	 $    241,622 
	 $   236,861 
	 $   (164,303)
	 $          (831)
	 $   (57,989)
	 $       13,738 
	 $   (153,871)

	22
	 $    244,038 
	 $   239,229 
	 $   (165,946)
	 $          (763)
	 $   (58,569)
	 $       13,952 
	 $   (139,919)

	23
	 $    246,478 
	 $   241,622 
	 $   (167,605)
	 $          (694)
	 $   (59,155)
	 $       14,168 
	 $   (125,752)

	24
	 $    248,943 
	 $   244,038 
	 $   (169,281)
	 $          (624)
	 $   (59,746)
	 $       14,387 
	 $   (111,365)

	25
	 $    251,433 
	 $   246,478 
	 $   (170,974)
	 $          (552)
	 $   (60,344)
	 $       14,608 
	 $     (96,757)

	26
	 $    253,947 
	 $   248,943 
	 $   (172,684)
	 $          (480)
	 $   (60,947)
	 $       14,832 
	 $     (81,924)

	27
	 $    256,486 
	 $   251,433 
	 $   (174,411)
	 $          (406)
	 $   (61,557)
	 $       15,059 
	 $     (66,865)

	28
	 $    259,051 
	 $   253,947 
	 $   (176,155)
	 $          (332)
	 $   (62,172)
	 $       15,288 
	 $     (51,577)

	29
	 $    261,642 
	 $   256,486 
	 $   (177,916)
	 $          (256)
	 $   (62,794)
	 $       15,520 
	 $     (36,057)

	30
	 $    264,258 
	 $   259,051 
	 $   (179,696)
	 $          (179)
	 $   (63,422)
	 $       15,755 
	 $     (20,302)

	31
	 $    266,901 
	 $   261,642 
	 $   (181,493)
	 $          (101)
	 $   (64,056)
	 $       15,992 
	 $       (4,310)

	32
	 $    269,570 
	 $   264,258 
	 $   (183,307)
	 $            (21)
	 $   (64,697)
	 $       16,233 
	 $       11,923 

	33
	 $    272,265 
	 $   266,901 
	 $   (185,141)
	 $              59 
	 $   (65,344)
	 $       16,476 
	 $       28,399 

	34
	 $    274,988 
	 $   269,570 
	 $   (186,992)
	 $            141 
	 $   (65,997)
	 $       16,722 
	 $       45,120 

	35
	 $    277,738 
	 $   272,265 
	 $   (188,862)
	 $            224 
	 $   (66,657)
	 $       16,970 
	 $       62,090 

	36
	 $    280,515 
	 $   274,988 
	 $   (190,750)
	 $            308 
	 $   (67,324)
	 $       17,222 
	 $       79,312 

	*Note that this column reflects collections on accounts receivable.  Corresponding to Equation 3, for this example

  in which all sales are credit transactions, those collections (AR) are equal to Salesn-k.
Assumptions: 

$200,000 initial monthly sales; CGS = 68% of sales; payables due in 30 days; receivables collected in 90 days;

other costs =  24% of sales; 12% annual sales growth; 8.5% annual interest expense; and, the annual tax rate = 30%.


 

How Lenders Can Use These Examples

There are several ways that small business lenders can use the model presented here.

· Lenders can effectively show small business owners that it is the mistiming of collections from credit sales and payments for inventory, labor, and other incurred expenses that cause the cash gap.

· Lenders can provide a clear illustration that sales growth for most firms must be financed.

· Lenders can illustrate the critical difference between monthly (or periodic) and cumulative net cash flows.  They can also point out that each must be considered when determining the specific need for financing.

· Lenders can use the example to perform a sensitivity analysis.  All key inputs can be varied, including the growth rate.  As a result, lenders can use this process to help a firm determine the precise level and term of financing needed to accommodate a particular growth rate.  If for example, lenders and their clients believe that a more realistic assumption for the firm is that it will grow at 12 percent for the first year, 8 percent for the second year, and 5 percent for the third year, then this adjustment can easily be made.

· The cash flow balances developed here can be used to develop proforma financial statements for the next several years.  Lenders can easily extend the analysis by developing ratio analyses to show the effect of sales growth on key financial ratios.

· The working capital loans used to finance the sales growth are likely lines of credit.  If the cash flow position deteriorates, lending rates are also likely to increase.  Rising borrowing costs would, in turn, exacerbate the cash flow deficit.  Lenders can use the example presented here to continually evaluate loans to clients, and to assist them as they struggle to finance this downward spiral that may last several months.

· Finally, lenders should remember that there are several alternatives available to them as they assist small firms in financing growth.  Cost reductions may be needed.  Policies or procedures that allow reduction of inventories and receivables may need to be considered.  Factoring is another alternative.  Indeed, the example presented here should highlight the fact that lenders have a variety of tools at their disposal to assist their customers in successfully managing growth.

Conclusion

The fact that growing firms that “make money” can fail due to insufficient cash flows is not intuitive to many small business owners.  Rather, increased sales and net income are often erroneously associated with increased cash flows.  Furthermore, business owners typically do not understand the specific reasons why reported net income can vary dramatically from actual cash flow.  Lenders, seeking to develop a lasting and profitable small business loan portfolio, should explain these reasons as well as the fundamental tradeoff that exists between sales growth and operating cash flow.  Furthermore, they need to provide their small business customers with the understanding that cash flow, not sales growth or net income, is the lifeblood of the company.  

This article provides lenders with a useful tool for explaining the effect of sales growth on the cash flow of a firm.  Businesses whose owners understand these concepts and operate accordingly will have a much higher probability of success.  By working through these explanations and examples, lenders can provide a valuable service to their small business customers and strengthen their banks’ small business loan portfolios.

