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Preface

As we continue to teach and research the area of short-term financial manage-
ment, we are more convinced than ever about the importance of the topic to stu-
dents majoring in accounting and finance. This belief is confirmed by our ongoing 
discussions with corporate practitioners who mention the amount of time spent 
each day managing the firm’s short-term finances. The recent financial crisis and 
the subsequent changes in regulation have refocused managers and investors on 
short-term financial management. These developments have necessitated the fifth 
edition of this textbook. We welcome constructive criticism that may improve 
future editions.

Although other textbooks provide some level of coverage of short-term finan-
cial management, we have not found them to be satisfactory across the board. 
Comparison texts do not (a) provide in-depth coverage of credit management, 
short-term investing and borrowing, and selecting/managing banking relation-
ships; (b) integrate short-term financial decisions within the cash flow timeline; 
(c) link shareholder-value maximization to short-term financial management; 
and (d) provide the proper focus (e.g., they are oriented too much toward prac-
titioners, etc.). While practical aspects of short-term financial management are 
clearly important and are discussed extensively in this textbook, an analytical 
approach to the subject is also needed. Practice informed by theory is our goal. 
We cannot improve on Rene Stulz’s comment, made while accepting an award at 
the 1999 Eastern Finance Association annual meeting: “... everything that makes 
finance interesting has to do with what happens in the presence of frictions. It is 
time to reverse the order of things and focus on the real world first.”
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COVERAGE

This textbook is appropriate for students who have completed an introductory corporate-finance 
course. Our book is specifically targeted for an upper-level undergraduate finance course focused on 
short-term financial management, working capital management, or treasury management. Further, 
this textbook is suitable for an MBA-level course in corporate finance or financial management.

We have titled the book Short-Term Financial Management for two reasons. First, although 
we cover most of the topics of treasury management, we do not address long-term financing and 
pension issues that are part of that field. Second, we include current liability management, bank 
relationship management, and risk management issues, implying that much more than cash man-
agement is included here. Nevertheless, we are confident that treasury-department practitioners 
and those preparing for the Certified Treasury Professional exam will find much of the material 
they need within our presentation. We are certified—Terry is a permanently certified CCM (i.e., 
Certified Cash Manager, which was the former title for the CTP); John’s CCM converted over to the 
new designation of CTP; and Matt was awarded the CTP designation in 2001 and in 2014.

The following strengths characterize our book:

• Integrated coverage of treasury and working capital management topics. Not only are core 
cash management concepts covered in detail, valuation and the cash flow timeline are also 
used as integrating themes. Specifically, Unit 1 introduces short-term financial management, 
defines liquidity, and discusses associated valuation concepts. Unit 2 focuses on managing 
operating working capital (i.e., inventory, receivables, and payables). Unit 3 covers the core 
material for corporate cash management, including the U.S. payment system, cash collection, 
concentration, and disbursements. Unit 4 provides an analysis of cash flow forecasting, along 
with short-term investing and financing decisions. The text concludes with Unit 5, covering 
international cash management and financial risk management. Despite the broad coverage, 
the text is arranged in a cohesive fashion.

• Lucid writing style and our use of well-known firms as examples. We hope that students 
will find the text straightforward and informative. Our discussion of well-known firms (e.g., 
Apple and Wal-Mart) helps engage the students.

• An emphasis on decision analysis. We use numerous real-world examples and provide 
sections (entitled “Test Your Understanding”) within the chapters to reinforce the mate-
rial. Retention is also aided by listing a set of objectives at the beginning of each chapter. 
Survey evidence on current trends in short-term financial-management practices is included 
throughout the text, along with footnotes and end-of-chapter citations for readers wishing to 
review the findings in greater detail.

• An emphasis on problem-solving skills. These are enhanced through numerous end-of-chapter 
questions and problems. The questions gauge students’ understanding of concepts and relation-
ships, while the problems require demonstration of quantitative tools and critical thinking skills.
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CHAnGES tO tHiS EDitiOn

The following bullet points highlight major changes made to the fifth edition:

• The opening chapter now provides a review of time value of money applied to short-term cash 
flows. This chapter also now reviews the basics of financial-statement analysis and emphasizes 
the calculation of operating cash flow (using the indirect method).

• We provide a stronger emphasis on benchmarking the cash conversion cycle as well as the 
connection between firm value and the cash conversion cycle.

• Our discussion of Lambda (λ) is strengthened, including an emphasis on the application of 
Microsoft Excel’s standard normal-distribution function.

• We have revised the discussion of bank relationship management. Also, the account-analysis 
statement section is expanded.

• To reflect changes in the payments system, we combined the topics of collections and 
concentration. This has improved the flow and clarity of the cash management section 
(Unit 3).

• In the disbursements chapter, we introduce the concept of float neutrality, which allows the 
manager to determine the payment discount that would cause them to willingly switch from 
checks to electronic payments.

• The chapter on cash flow forecasting is dramatically revised to emphasize the application of 
statistical tools via Excel. Topics covered include the use of descriptive statistics, confidence 
intervals, regression analysis, and basic time-series techniques.

• The chapters on short-term investing and borrowing are revised to emphasize the calculation 
and interpretation of yields and borrowing costs.

In addition to the specific changes highlighted above, the fifth edition also includes various 
general revisions, including:

• New within-chapter sections entitled “Test Your Understanding” that reinforce critical topics 
from the chapter.

• Enhanced end-of-chapter problems designed to improve critical-thinking skills.
• Updated exhibits and corporate examples.
• A continued focus on writing to our audience to enhance learning and engagement.

tEXtBOOK SUPPLEMEntS

The supplements provide flexibility, as the emphasis areas can be modified based on the strengths of 
the instructor and students. The instructor manual includes solutions for all end-of-chapter questions 
and problems. Those adopting the textbook will also have access to the Microsoft PowerPoint slides.
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Introduction to Short-Term 
Financial Management1



O B J E C T I V E S

3

Short-term financial management refers to the utilization of the firm’s current assets and liabili-
ties to maximize shareholder wealth. The current accounts most pertinent to short-term financial 
management include cash and equivalents, accounts receivable, inventory, accounts payable, and 
accruals. These accounts are referred to collectively as working capital. Throughout this textbook, 
we will often refer to receivables and inventory as short-term operating assets, to accounts pay-
able and accruals as short-term operating liabilities, and to cash and equivalents as short-term 
financial assets.

Throughout Chapters 1 and 2, we focus primarily on the accounting side of short-term financial 
management, where the goal is to minimize short-term operating assets. This is consistent with 
the viewpoint of most practitioners who actively seek to unlock cash flow from daily operations. 
However, it is important to note that there are trade-offs associated with minimizing short-term 
operating assets. In later chapters, we describe specific strategies used to optimize the dollar invest-
ment in these accounts to maximize firm value. Below, we provide a brief summary of the benefits 
and costs associated with the primary working capital accounts. These should be kept in mind when 
policy changes are considered.

Cash and equivalents or cash holdings (discussed in Chapter 3) provide several key benefits. 
Cash serves as a method of payment for daily transactions or new investments and provides a buffer 
against lower-than-expected future flows. The latter may result from decreased revenues, exchange 
rate fluctuations, and unexpected litigation costs, among others. In terms of tradeoffs, cash holdings 

After studying this chapter, you should be able to:

• Discuss the concept of firm liquidity and the cash conversion cycle
• Calculate the present value of short-term cash flows
• Describe the role of the treasury department
• Discuss the impact of working capital on operating cash flow
• Calculate and describe the sustainable growth rate
• Describe why a profitable firm may not be liquid
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imply an opportunity cost of funds due to the low yield typically earned on cash holdings. Also, cash 
holdings may result in agency problems as managers are shielded from capital-market monitoring.

Inventory (discussed in Chapter 4) is held primarily to reduce the potential for lost sales aris-
ing from product shortages. Product shortages may occur due to higher-than-expected customer 
demand and/or breakdowns in the supply chain or production process. The costs of inventory 
include reduced liquidity (due to cash flow tied up in inventory), financing costs, and fees for stor-
age and insurance.

Accounts receivable or receivables (discussed in Chapters 5 and 6) are created when a supplier 
offers trade credit to a customer. With trade credit, a customer’s receipt of goods or services occurs 
before payment is rendered. Consequently, the extension of trade credit may allow the supplier 
to generate additional sales to financially constrained customers, as the trade credit period pro-
vides the customer with additional time to make and collect on the sale of their own products. 
The downside of extending trade credit is the creation of receivables, which reduce cash flow and 
impose additional financing costs. Further, the extension of trade credit exposes the supplier to the 
customer’s default risk.

Accounts payable or payables (discussed in Chapter 7) represent the other side of trade credit. 
Payables provide buyers with a spontaneous source of “free” financing. The degree to which trade 
credit is “free” depends on whether or not the supplier has offered an early payment discount. When 
a discount is offered, there is a cost associated with maximizing the trade credit period in lieu of 
taking the discount. Still, most suppliers do not offer discounts, which is why payables are generally 
considered “free” financing.1 An overreliance on payables can prove detrimental to the buyer if the 
supplier cuts off future extension of trade credit.

To provide some context on these topics, we present the following Focus on Practice that 
describes key aspects of short-term financial management at Wal-Mart Stores Incorporated.

The chapter proceeds by describing the concept of firm liquidity and the application of time 
value of money (i.e., valuation) to short-term financial-management decisions. Next, we discuss 
the role of the treasury department in short-term financial decision making. We then illustrate how 
operating working capital can cause a profitable business to have problems meeting its financial 
obligations. The chapter closes with a review of financial-statement analysis and short-term finan-
cial planning. Most students will be quite familiar with these topics.

FiRM LiQUiDitY

The efficient and effective use of current assets and liabilities allows management to maintain or 
improve firm liquidity. Firm liquidity refers to a firm’s ability to (a) pay its financial obligations 

1  This is a good opportunity to state the “no free lunch principle” from economics. It is certainly true that suppliers 
build the cost of trade credit into the sales price. Still, at the time of the transaction, there is nothing that the customer 
can do to avoid this. We discuss trade credit terms in detail in Chapter 7.
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when due, despite current economic conditions, and (b) to strategically pursue capital investments 
when presented. Liquidity is a necessary condition for firm value to be maximized. A couple of 
clarifying points should be made regarding firm liquidity:

• Firm liquidity is different from asset liquidity. Asset liquidity refers to the ease with which 
an asset can be sold at market value. For example, a highly liquid asset can easily be sold at 
market value. A less liquid asset, however, may be quickly sold, but at a price below market 
value. While asset liquidity and firm liquidity are different characteristics, it is often the case 
that liquid firms hold liquid assets.

Short-Term Financial Management: The Wal-Mart Experience

For quite some time now, Wal-Mart has been a leader in adopting policies to reduce the cash flow tied up 
in non-interest-earning assets. As of January 31, 2015, the firm reported cash holdings in excess of $9.1 
billion, which was a $1.9 billion increase from the previous year.2 The use of efficient short-term financial 
management strategies was one of several key factors that contributed to this accumulation of cash. Case 
in point: accounts receivable and inventory equaled $6.8 billion and $45.1 billion, respectively, over the 
period in question. Meanwhile, the firm had over $58.6 billion in accounts payable. Since payables more 
than accounted for the investment in receivables and inventory, this means that Wal-Mart’s daily opera-
tions provide surplus financing, which frees up operating cash flow and results in cash accumulation.
So, how is Wal-Mart able to operate so efficiently?

1)  Market Share: The firm is uniquely positioned to obtain favorable trade credit terms from 
suppliers.

2)  Technology: These investments have triggered improvements in the supply chain and reduced 
inventory.

3)  Efficiencies in Collections: Since collections occur at the point of sale, receivables are small (rela-
tive to overall firm size).

Keep in mind that the Wal-Mart experience is not the norm. For most firms, daily operations 
require investments in operating working capital in order to maximize shareholder value. In our 
general discussions, we will assume the perspective of the typical firm. However, we will also 
draw attention to firms that continue to lead the pack in terms of best practices in short-term 
financial management.

2  Accessed from CapitalIQ via www.finance.yahoo.com.

F O C U S O N P R A C T I C E
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• Liquidity and solvency are not identical. Solvency is an accounting concept that involves com-
paring the book value of assets to liabilities. If the book value of assets exceeds liabilities, then 
the firm is considered solvent because the potential cash proceeds from the sale of assets can 
be used to repay liabilities. Alternatively, the firm is considered insolvent if liabilities exceed 
the book value of assets. A weakness of the solvency concept is that, if assets are sold, then the 
firm will be unable to produce the goods and services that generate future revenues that are 
required for the firm to remain a going concern.

In addition to impacting short-term financial decision making, firm liquidity also impacts long-
term financial decisions. For example, reduced firm liquidity (i.e., illiquidity) may result in reduced 
dividends to shareholders, a higher cost of capital, and reduced capital investment. For various 
reasons, firm value and firm liquidity are inextricably linked.

The financial crisis that occurred between 2007 and 2009 spawned a heightened awareness and 
appreciation for firm liquidity. During the crisis, illiquid firms had a difficult time weathering the 
simultaneous forces of reduced cash flows and weakened access to external financing. Such firms 
suffered financial distress, and some went bankrupt. Prominent casualties included Borders Books, 
Circuit City, and KB Toys, among others. The wake-up call provided by the financial crisis warrants 
an improved understanding of short-term financial management.

In terms of measuring firm liquidity, a key metric is the cash conversion cycle. The cash conver-
sion cycle is the number of days that it typically takes to move funds from inventory to receivables 
and from receivables to cash, after accounting for the payables period.2 A shorter cash conversion 
cycle implies that it takes less time to generate cash, indicating improved liquidity. On the other 
hand, firms with longer cash conversion cycles must wait longer to receive cash inflows and must 
arrange for longer periods of nonspontaneous financing.

As an example, consider the typical operating cycle for a manufacturing firm. The production 
process begins with the purchase of raw materials, which are then transformed into inventory 
available for sale. The inventory is then sold to customers on trade credit terms, which results in a 
receivable. Cash is generated as the receivable is collected. At some point during this process, the 
manufacturing firm must pay its suppliers for the raw materials purchased. The cash conversion 
cycle is the net result of this sequence of cash inflows and outflows. Exhibit 1.1 shows the movement 
of funds through the cash conversion cycle.

2 The cash conversion cycle is also commonly characterized as the number of days it takes a firm to turn a cash 
outflow into a cash inflow.
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E X H I B I T  1.1:  T H E  C A S H  C O N V E R S I O N  C Y C L E

Inventory Accounts receivable Collection oat

Time

Accounts payable  Disbursement oat

Payment
sent/initiated

Cash
disbursed

Order
placed Sale

Inventory
received

Payment
sent/initiated

Cash
received

VALUAtiOn AnD SHORt-tERM FinAnCiAL MAnAGEMEnt

Not only does the cash conversion cycle impact firm value from a liquidity perspective, but it also 
impacts firm value through the time value of money. A longer cash conversion cycle means that the 
firm must wait longer to receive cash inflows. In turn, this implies a higher degree of discounting. 
Throughout this textbook, we will rely on present value techniques to evaluate short-term cash 
flows. Subsequently, this section describes the basic mechanics involved with applying the time 
value of money to short-term cash flows.

For valuation purposes, future cash flows are converted to a dollar value at a standard point 
in time, the most common of which is the present day or current time period (i.e., t=0). When 
calculating the present value of a short-term cash flow, we use simple interest in lieu of compound 
interest. The simple-interest approach assumes that interest is only earned or charged at the end of 
the period in question, as opposed to earning compound interest.3

A general model for calculating the present value of a future short-term cash flow (using the 
simple-interest method) appears below:

 =
+




















PV CF
i D

 
1

365
*

 (1.1)

where
 CF : future short-term cash flow
 i : discount rate

3  Our justification for this approach is twofold. First, the simple-interest method is consistent with the calcula-
tion of short-term borrowing and investing rates. Second, this is consistent with material appearing on the Certified 
Treasury Professional Exam, which is discussed in the next section.
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 D : the number of days until the cash flow is received

By scaling i by 365 and multiplying by D, the model converts the annual discount rate to a daily rate 
that is consistent with the timing of the cash flow.

To illustrate, suppose that your firm just made a credit sale of $100,000 that is payable within 
30 days. Assuming that the customer fulfills their obligation on day 30 and that the discount rate is 
10%, the present value of this short-term cash flow is calculated as follows:

 =
+




















= =PV   $100,000

1 0.10
365

*30
   $100,000

1.008219
$99,184.80

The 30-day delay in collection results in an $815.20 ($100,000 − $99,184.80) loss in present value.
Note that for short-term cash flows, the simple-interest and compound-interest approaches 

result in only minor differences. Reworking this example, assuming compound interest, results in a 
$3.25 difference in present value, as shown below:

 =

+




















= =PV $100,000

1 0.10
365

*30

$100,000
1.008252

$99,181.55

Before concluding this section, we make three additional points:

1. Strategies that speed up the collection of receivables will lead to a higher present value, holding all 
other factors constant.4 For example, suppose that the $100,000 receivable is collected in 20 days. 
The present value increases substantially.

 =
+




















= =PV   $100,000

1 0.10
365

* 20
   $100,000

1.005479
$99,455.09           

This increase in present value provides motivation for actively monitoring receivables and other 
aspects of operating working capital.5

4  Holding all else constant is a tenuous assumption. It is quite possible, maybe even probable, that reducing the 
trade credit period will lead to lower sales. Still, we make this assumption to simply illustrate the effect of discounting 
on delayed collections. 
5  Given this calculation, you may be wondering why suppliers still offer trade credit. Cutting off trade credit might 
result in the supplier losing sales, as some customers may choose their suppliers based on trade credit terms. Overall, 
trade credit policy is a major aspect of corporate strategy. 
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2. The choice of discount rate is important. Conceptually, the discount rate used should reflect 
the rate of return that could be earned on an investment with an equal level of risk. However, 
conversations with financial professionals cause us to believe that the most common discount 
rates used to value short-term cash flows include the weighted average cost of capital (i.e., the 
WACC) or short-term investing/borrowing rates. These are problematic in this context. Since 
short-term cash inflows usually deal with the length of time that it takes to make a sale or collect 
on a sale, it is likely that using the WACC leads to overdiscounting. That is, these cash flows may 
not be as risky as other cash flows that management expects to earn in the future. The rationale 
for using a short-term rate as the discount rate is that cash collections are likely to be either 
invested in short-term securities or used to pay down short-term debt. While these rationales 
appear intuitive, financial theory holds that the appropriate discount rate is the interest rate that 
would be earned on an investment of comparable risk. In practice, this is hard to determine. 
However, one approach would be to determine the rate that could be earned on securities issued 
by the customer.6 Due to the complexity involved in choosing the appropriate discount rate, we 
will simply vary the discount rate throughout the chapters that involve present value analysis. 
Before moving on, we illustrate the impact of the discount rate by recalculating Equation 1.1 
using a discount rate of 4%, which increases the present value.

 =
+




















= =PV   $100,000

1 0.04
365

*30
   $100,000

1.003288
$99,672.28            

3. The present value approach can also be applied to cash outflows. Although the mechanics are the 
same as before, the interpretation of the present value changes, as the goal is to minimize the 
present value of the cash outflow. For example, suppose that your firm has a $65,000 accounts 
payable in 45 days. Assume a discount rate of 10%.

 =
+




















= =PV   $65,000

1 0.10
365

* 45
    $65,000

1.012329
$64,208.37

By delaying the payment, the present value of the cash outflow is reduced and additional value is 
created for the firm. This is one of the advantages of receiving trade credit from suppliers.

6 The rationale for this is that the riskiness of the receivables is attributable to the potential for the customer to 
default on the trade credit. We thank Dr. Matt Blasko for making this point.
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SHORt-tERM FinAnCiAL MAnAGEMEnt AnD tHE tREASURY DEPARtMEnt

Within the corporate-finance function, the treasury department typically manages the firm’s liquid-
ity. For many firms, this encompasses:

• Cash management: This includes the monitoring and reporting of cash receipts and disburse-
ments, cash flow forecasting, and using software specifically designed to provide information 
necessary for treasury management.

• Raising external financing: Investments in receivables and inventory often require additional 
funds. Common short-term financing instruments include commercial paper, lines of credit, 
bank notes, and trade credit. The treasury department may also acquire long-term financing 
through bank loans and security issuance. In addition to ensuring access to capital, treasury 
seeks to minimize short-term borrowing costs.

• The short-term investment portfolio: When the firm holds excess cash, treasury managers 
oversee the investment of these funds. The primary goal of the short-term investment portfolio 
is to preserve principal. For this reason the short-term investment portfolio generally consists 
of low-risk, low-return money market securities. Specific instruments include treasury bills, 
repurchase agreements, certificates of deposit, and money market funds.

• Risk management: Firms are exposed to a number of financial risks. Examples include 
interest-rate risk, default risk, refinancing risk, and foreign-exchange risk. We discuss these 
risk classifications in detail throughout the textbook. Treasury must also monitor operational 
risks (e.g., natural disasters, counterparty risk, and fraud).

Given the aforementioned job roles, treasury personnel must collaborate with individuals working 
in various functions, including accounting, logistics, and marketing. Collaborating with these func-
tions improves information flow and dissemination, which in turn improves decision making. For 
example, personnel in the aforementioned functions can provide information on receivables levels, 
planned inventory purchases, and sales forecasts. Each aspect influences firm liquidity.

Common job roles in the treasury department include the treasurer, assistant treasurer, and cash 
manager. The treasurer, who typically reports directly to the chief financial officer, manages strate-
gic aspects regarding overall firm liquidity. This role is increasingly important, given the evolving 
regulatory landscape in the United States and the mounting uncertainties in foreign exchange rates 
and global trade. Treasurers typically focus on improving the generation of liquidity from internal 
operations and assessing cash flow risk and credit exposures.7 The assistant treasurer oversees the 
day-to-day aspects of treasury management. Cash managers monitor daily cash receipts and dis-
bursements and execute transactions ordered by the treasurer and assistant treasurer.

The growing recognition of the importance of the treasury department is thanks in part to the 
Association for Financial Professionals (AFP). The AFP is a trade association that provides various 

7  Shanks and Walton (2015) provide a helpful discussion on the treasurer role and liquidity risk management.
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training resources and information on best practices in treasury. Specifically, the AFP publishes a 
monthly trade publication titled the AFP Exchange. This publication’s articles cover timely topics that 
impact treasury. We cite several of these articles throughout your textbook. In terms of best practices, 
the AFP publishes annual reports on liquidity levels, costs of capital, banking fees, and compensation.

Importantly, the AFP also oversees the Certified Treasury Professional (CTP) credential. The 
CTP credential is awarded to individuals who have demonstrated a mastery of knowledge related 
to treasury management. The CTP credential is one of the most prominent credentials in the field 
of finance. Further, many of the leading global publicly traded firms require their treasury staff 
to become CTPs. Not surprisingly, the AFP’s annual compensation survey reports that the CTP 
credential is associated with higher salaries.

To become a CTP, an individual must meet the experience requirement and pass the CTP exam. 
The CTP exam consists of multiple-choice questions based on the treasury-management body of 
knowledge contained in the Essentials of Treasury Management. Many of these topics are discussed 
in this textbook. The CTP exam is administered during two testing windows throughout the year 
(December–January and June–July). For more information on the CTP exam and careers in treasury 
management, visit www.afponline.org.

We close this section with the following excerpt stating AFP’s mission and goals.8

The Association for Financial Professionals (AFP) serves a network of more than 16,000 
treasury and finance professionals. Headquartered in Bethesda, MD, AFP provides members 
with breaking news, economic research, and data on the evolving world of treasury and 
finance, as well as world-class treasury certification programs, networking events, financial 
analytical tools, training, and public policy representation to legislators and regulators. AFP 
is the daily resource for treasury and finance professionals.

AFP members are drawn from a wide range of industries, comprising corporate practi-
tioners (two thirds) and banks and other financial services providers (one third). The typical 
corporate practitioner member has 16 years of experience in the profession and works for 
a company with more than $1 billion in annual revenues. These members hold positions as 
CFO, vice president of finance, treasurer, assistant treasurer, director, financial analyst, or 
cash manager.

AFP sponsors the Certified Treasury Professional® certification. The CTP and its pre-
ceding certification, the Certified Cash Manager® (CCM), are often cited as required or 
preferred credentials in employment listings of the nation’s most respected companies. More 
than 19,000 individuals have earned either the CTP, CTP (Canada), or CCM, and nearly 
2,000 individuals choose to sit for the CTP examination each year. Under a global licensing 
program, it is now possible to sit for the CTP exam in a growing number of countries outside 

8 “AFP mission and goals,” http://www.afplearningsystem.com. Copyright ©  by Association for Financial 
Professionals, Inc. Reprinted with permission.



12 | Short-Term Financial Management

the United States. The exam tests mastery of a core body of knowledge defined and updated 
by industry experts.

The AFP Annual Conference is the largest annual meeting of corporate treasury and finance 
professionals in the United States. The 4-day conference attracts more than 6,500 attendees who 
attend more than 150 concurrent sessions on current topics in treasury and finance and visit 
an exhibition hall featuring more than 250 leading providers of products and services to the 
treasury and finance profession.

AFP offers its members a number of products and services to help them perform their 
best, including AFP’s Key Rates Service, Country Profiles, RFP Resource Center, educational 
conferences and forums, and career-service tools. AFP also publishes numerous print and 
electronic workflow tools and information services for the benefit of the treasury and finance 
profession, including its award-winning magazine, the AFP Exchange.

PROFitABiLitY AnD iLLiQUiDitY

Illiquidity problems stemming from inventory or receivables can make it hard for even a profitable 
firm to pay its bills. In fact, profit and cash flow differ substantially for many firms. For example, a 
profitable firm may have booked revenues that are still uncollected and held in receivables. With mod-
est cash holdings and limited access to external financing, this firm may quickly experience illiquidity.

The following practical example clarifies the way in which operating decisions influence the 
composition of current assets and liabilities. In addition, the example illustrates the critical relation-
ship between profit and cash flow.

Consider the financial circumstances of the recently incorporated and privately held KB, Inc. 
Initially, the owners contributed $500 of equity and borrowed $500 from a bank, as shown on the 
following balance sheet.

KB, inc.  
Balance Sheet - June 1

Cash $1,000 Long-term Debt $ 500

Equity  500

Total $1,000 Total $1,000

On June 1, management uses $600 of cash to purchase $600 of fixed assets. Also, $300 of inven-
tory is purchased on trade credit, so the inventory did not require an immediate cash outlay. The 
trade credit obligation is due by July 15 (i.e., 45-day terms). These transactions result in the follow-
ing account balances on June 2.

KB, inc. Balance Sheet: June 2

Cash $400 Accounts Payable $300
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Inventory 300 Long-term Debt 500

Fixed Assets 600 Equity  500

Total $1,300 Total $1,300

Note that KB’s total assets increased by $300, due to the purchase of inventory. This purchase is 
funded by the supplier, as evidenced by the creation of the $300 accounts payable balance.

During June, revenues of $700 are earned. These revenues occur through credit sales, as KB 
offers its customers trade credit terms of net 60 days. In addition, various operating expenses are 
incurred (e.g., salaries, utilities, and advertising). The balance sheet and the income statement for 
the month of June appear below.

KB, inc. Balance Sheet: June 30

Cash $325 Accounts Payable $300

Accounts Receivable 700 Accruals 200

Inventory 0 Long-term Debt 500

Fixed assets 600 Common Stock 500

Acc. Depreciation
Net Fixed Assets 

(100)
500

Retained Earnings  25 

Total $1,525 Total $1,525

KB, inc. income Statement: June 1–June 30

Sales $700

COGS (300)

Gross profit 400

Operating Expenses (200)

Depreciation (100)

EBIT 100

Interest Expense (50)

EBT 50

Taxes (25)

NI 25

Dividends 0

ΔRE 25

The income statement shows $200 of operating expenses (labeled as accruals on the balance 
sheet). In general, accruals are expensed on the income statement, although cash has not yet been 
paid. These expenses will be paid on the first day of July. The cash balance is now $325 (calculated 
as the cash level of $400 on June 2 minus a $75 payment for interest and taxes). Notice that a profit 
of $25 was earned in June, but cash dropped by $675 ($1,000 on June 1 versus $325 on June 30). 
That is, despite having a profitable month, the firm burned through a great deal of cash. The balance 
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sheet on July 1 shows that the cash burn continues as time rolls forward. Below, note that accruals 
equal $0 and the cash balance drops to $125 ($325 minus a $200 payment for the accrued operating 
expenses), yet operations remain profitable.

KB, inc. 
Balance Sheet: July 1

Cash $125 Accounts Payable $300

Accounts Receivable 700 Accruals 0

Inventory 0 Long-term Debt 500

Fixed assets 600 Common Stock 500

Acc. Depreciation
Net Fixed Assets

(100)
500

Retained Earnings  25

Total $1,325 Total $1,325

Moving forward to July 15, assume that no new business transactions occurred during July. 
Suppliers are owed $300 for the inventory purchased in June. The balance sheet below reflects 
the payment of this debt, as both the cash balance and accounts payable are reduced. The 
resulting cash balance is −$175, indicating that cash outflows have exceeded the cash level. 
How can the firm be short of cash when the income statement reported a profit? The answer is 
that expenses were paid with cash but cash has not been collected from sales. In the absence of 
external financing, the firm would be unable to repay its supplier and would need to renegoti-
ate payment terms.

KB, inc. 
Balance Sheet: July 15

Cash ($175) Accounts Payable $0

Accounts Receivable 700 Accruals 0

Inventory 0 Long-term Debt 500

Fixed assets 600 Common Stock 500

Acc. Depreciation
Net Fixed Assets

(100)
500

Retained Earnings 25

Total $1,025 Total $1,025

Now assume that KB’s customers pay for services received in June on July 31. The following bal-
ance sheet reflects the cash receipts of $700 and the corresponding reduction of accounts receivable 
by $700. The firm completes the first cash conversion cycle with earnings of $25 (see the income 
statement for June) reflected in the retained earnings account and a cash balance of $525. This 
new cash balance equals the cash balance on July 15 plus the sales collected from credit customers, 
previously classified as accounts receivable.
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KB, inc. 
Balance Sheet: July 31

Cash $525 Accounts Payable $0

Accounts Receivable 0 Accruals 0

Inventory 0

Long-Term Debt 500

Fixed assets 600 Common Stock 500

Acc. Depreciation
Net Fixed Assets

(100)
500

Retained Earnings
25

Total $1,025 Total $1,025

This example raises two questions. First, why did the firm end up with $525 in cash when 
earnings only equaled $25? Second, why did the firm run out of cash during the cash conversion 
cycle?

The answer to the first question is that not all of the expenses deducted from earnings are actual 
cash disbursements. For example, wages and utility expenses result in actual cash disbursements, 
whereas depreciation is not a true cash outflow. Depreciation simply allows the firm to lower its tax 
liability and is reflective of the utilization of fixed assets. Thus, while the $100 depreciation expense 
charged off on the income statement reduces profit, it does not reduce cash flow.

The second question can be explained by the existence of receivables, payables, and accruals. 
Receivables represent the dollar amount of sales that have yet to be collected. Thus, the $700 of 
receivables on the balance sheet reflects $700 of sales that remain uncollected from customers. 
It is assumed that the customers pay for the goods on July 31. Payables reflect resources that can 
be utilized but have not been paid for. Recall that $300 of inventory was purchased on June 2 and 
payment was delayed by 45 days. By July 15, $200 in operating expenses was paid, but no cash 
was collected from sales. While operations were profitable, the firm still experienced a cash flow 
problem due to the difference in timing of cash disbursements and cash receipts.

This example illustrates the importance of managing current assets and liabilities that spontane-
ously arise from daily operations. Without active management, the composition of these accounts 
may impair liquidity, even for profitable firms.

A REViEW OF FinAnCiAL-StAtEMEnt AnALYSiS

The preceding example illustrated the liquidity problems faced by KB, Inc. using continuously 
updated financial information. Access to frequently updated financial data is an advantage of being 
a corporate “insider” (i.e., a company employee). However, corporate “outsiders” must typically 
rely on audited, publicly available financial statements to assess firms’ liquidity levels. With this 
in mind, the following section reviews the balance sheet, income statement, and statement of cash 
flows, with a focus on the accounts that are most pertinent to short-term financial management. 
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For illustration purposes, we will examine Mas-Con, Inc.’s financial statements for the fiscal years 
2015 and 2016. We will use these financial statements for illustration purposes throughout this text.

E X H I B I T  1.2:  M A S - C O N , I N C .:  I N C O M E  S T A T E M E N T

2016 2015

Revenues $ 4,620.00 $4,049.76

COGS ($ 3,400.00) ($3,239.81)

Gross Profit $1,220.00 $809.95

Operating Expenses ($462.00) ($392.70)

Depreciation Expense ($21.40) ($20.22)

EBIT $736.60 $397.03

Interest Expense ($25.00) ($25.00)

EBT $711.60 $372.03

Taxes ($284.64) ($148.81)

NI $426.96 $223.22

Dividends ($100.00) ($93.82)

Change in Retained Earnings $326.96 $129.40

The values shown in the income statement above are in $1,000s. The fundamental components of 
the income statement are summarized below.

• Revenues represent the total amount of goods or services sold by the firm throughout the 
period in question. Mas-Con’s revenues increased from $4,049.76 to $4,620, representing a 
14.08% gain. We will always assume that revenues are net of any early-payment or trade credit 
discounts. Early-payment discounts are discussed in later chapters.

• Costs of goods sold (COGS) comprises the variable costs required to produce the goods or 
services sold during the period. Examples of variable costs include raw materials and direct 
labor. COGS is often proportional to revenues. That is, higher revenue is associated with 
higher COGS, and vice versa. Mas-Con generated substantially greater revenues with only a 
minor increase in COGS because of a change in suppliers that lowered direct material costs 
and previous investments in technology that lowered labor costs.

• Gross profit is revenues minus COGS. In fiscal year 2016, Mas-Con earned a gross profit of 
$1,220, which is a substantial increase over the previous year.

• Operating expenses consist of selling, general, and administrative expenses; advertising 
expenditures; research and development expenditures; and leases, etc. Operating expenses 
increased from $392.70 to $462 in the year-over-year comparison.

• Although depreciation expense is expensed on the income statement, it is not an economic 
cost. Depreciation expense simply represents the reduction in the value of assets and serves as 
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a tax shelter for firms that make capital investments. Since most capital investments wear out 
over time, the Internal Revenue Service allows firms to write off a portion of the capital invest-
ment’s book value over the period in which the investment is held. Depreciation expense of 
$21.40 was recorded in the fiscal year.

• Earnings Before Interest and Taxes (EBIT) or operating income represents the earnings 
available to pay creditors, taxes, and shareholders. Healthier firms tend to have higher levels 
of EBIT. In fiscal year 2016, EBIT was $736.60.

• Interest expense shows the annual borrowing cost. Sources of debt that contribute to bor-
rowing costs including lines of credit, mortgage loans, and bonds. Mas-Con’s interest expense 
remained flat at $25 in both years.

• Earnings before tax (EBT) is EBIT minus interest expense. EBT represents taxable income. Mas-
Con’s relatively small interest expense results in only a small difference between EBIT and EBT.

• Taxes equal EBT multiplied by 40% (Mas-Con’s assumed tax rate). The year-over-year increase 
in profitability leads to a substantially higher tax liability in 2016.

• Net Income (NI) is EBT minus taxes. NI grew from $223.22 to $426.96. While NI is one of 
the most widely tracked measures of earnings, cash flow is even more crucial to corporate 
financial stability and liquidity. This point will be reemphasized in our review of Mas-Con’s 
statement of cash flow.

• Dividends represent distributions of capital to shareholders. Mas-Con’s increase in NI allowed 
dividends to increase from $93.82 to $100. It should be noted that not all firms pay dividends. 
In fact, younger firms in growth industries are unlikely to pay dividends. Such firms require 
internally generated funds to pursue growth strategies.

• Change in retained earnings equals NI minus dividends. Increases in retained earnings result 
in an increase in equity financing available to the firm for the purchase of fixed assets or the 
accumulation of cash holdings. The firm plowed back $326.96 in retained earnings in 2016.

Overall, a comparison of the income statements indicates positive growth in year-to-year 
revenues and each earnings measure. Despite Mas-Con’s profitability, we know that the firm may 
nonetheless experience liquidity problems. Consequently, a review of the balance sheet is required 
to identify potential liquidity problems.
Mas-Con’s balance sheets appear below. As you will recall from previous accounting and finance 
courses, the balance sheet is dictated by the fundamental accounting identity that stipulates that 
assets equal liabilities plus equity. This identity shows that assets are financed with either debt or 
equity. For this reason, the balance sheet is broken into three components: assets, liabilities, and 
equity. Note that the final column of the balance sheet shows the change in each account balance 
(ΔValue).
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E X H I B I T  1.3:  M A S - C O N , I N C .:  B A L A N C E  S H E E T

2016 2015 ΔVALUE

Cash and Equivalents $373.36 $75.00 $298.36

Accounts Receivable $450.00 $380.00 $70.00

Inventory $780.00 $760.00 $20.00

Total Current Assets $1,603.36 $1,215.00 $388.36

Fixed Assets $660.00 $620.00 $40.00 

Accumulated Depreciation ($201.40) ($180.00)  ($21.40) 

Net Fixed Assets $458.60 $ 440.00  $18.60 

Total Assets $2,061.96 $1,655.00  $406.96 

Accruals $60.00 $50.00  $10.00 

Accounts Payable  $220.00 $190.00  $30.00 

Short-Term Notes Payable  $110.00 $90.00  $20.00 

Total Current Liabilities  $390.00 $330.00  $60.00 

Long-Term Debt  $690.00  $670.00  $20.00 

Total Liabilities  $1,080.00  $1,000.00  $80.00 

Common Stock  $530.00  $530.00  $0.00 

Retained Earnings  $451.96  $125.00  $326.96 

Total Shareholders’ Equity  $981.96  $655.00  $326.96 

 Liabilities and Shareholders’ Equity  $2,061.96  $1,655.00  $406.96 

The assets section is organized with the most liquid assets listed first. Since the key current asset 
and liability accounts were described earlier, the following summary simply describes the levels and 
changes in the balance sheet accounts.

• During the fiscal year, cash and equivalents increased from $75.00 to $373.36. This is usually a 
positive development. Our examination of the statement of cash flows will show that the increase 
in cash and equivalents is primarily due to the profitability of ongoing operations. In some cases, 
however, an increase in cash and equivalents may result from the disposition of assets, which 
might harm the firm’s long-term viability. This is certainly not the case for Mas-Con.

• Receivables increased from $380 to $450. This increase might result from Mas-Con (a) offer-
ing more generous trade credit terms to existing customers, (b) offering trade credit to new 
customers, or (c) not collecting on existing accounts. Given that revenues increased dramati-
cally in fiscal year 2016, scenarios (a) and (b) are likely.

• Inventory increased from $760 to $780. This slight increase might be attributable to manage-
ment anticipating higher sales orders in the future.
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• Fixed assets consist of property, plant, equipment, and other capital-intensive assets held by 
the firm. Fixed assets increased by only $40.

Overall, current assets and total assets increased by $406.96 during 2016. The column labeled 
ΔValue indicates that the majority of this increase was due to the change in cash and equivalents.

The liabilities and shareholders’-equity sections are listed below the assets section. The liabilities 
are listed by maturity.

• Accruals consist of wages payable, taxes payable, etc. In 2016, accruals were $60.
• Payables increased from $190 to $220. The spontaneous nature of payables likely explains this 

increase. As sales increase, more purchases of goods and services are made on trade credit, if 
available.

• During the fiscal year, Mas-Con increased their reliance on short-term notes payable by 
$20. The increase in short-term notes payable may have been used to fund the increase in 
receivables or inventory.

• With a book value of $690, long-term debt represents a major source of financing for Mas-
Con. Specifically, 33.46% ($690/$2,061.96) of total assets are currently financed by long-term 
debt. Long-term debt was relatively unchanged over the fiscal year.

• Common stock represents the market value of the firm’s common equity. The value of com-
mon stock is stable over the period in question.

• Retained earnings (RE) represents the cumulative earnings retained by Mas-Con. RE 
increased from $125 to $451.96 over the fiscal year. This increase of $326.96 is identical to the 
ΔRE reported on the income statement in fiscal year 2016.

Overall, the combination of the income statement and balance sheet suggests that Mas-Con is 
increasingly profitable and has a growing asset base. Further, the firm uses a relatively balanced 
capital structure; 52.38% of assets are financed with debt ($1,080/$2,061.96) and 47.62% of assets 
are financed with equity ($981.96/$2,061.96).

We next examine the statement of cash flows, which combines aspects of the income statement 
and balance sheet to describe the end-of-period change in cash. Specifically, the statement of cash 
flow shows the way in which the cash position is linked to earnings, investments, and financing 
decisions. For this reason, the statement of cash flow is vitally important to the treasury department 
when assessing liquidity. Mas-Con’s statement of cash flow appears below.
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E X H I B I T  1.4:  M A S - C O N , I N C .:  S T A T E M E N T  O F  C A S H  F L O W  ( 2016 )

Operations

NI  $426.96 

+Depreciation  $21.40 

-ΔAccounts Receivable  $70.00

-ΔInventory  $20.00 

+ΔAccruals  $10.00

+ΔAccounts Payable  $30.00 

Cash Flow from Operations  $398.36 

Investing

-ΔFixed Assets $40.00

Cash Flow from Investing ($40.00)

Financing

+ΔShort-Term Notes Payable  $20.00 

+ΔLong-Term Debt  $20.00 

-Dividends  $100.00

Cash Flow from Financing  ($60.00)

The statement of cash flows is comprised of three sections: Operations, Investing, and Financing. 
A description of each section is below.

The operating section captures the effects of day-to-day operating activities. The operating sec-
tion opens with NI to reflect overall profitability. NI is then adjusted for depreciation and changes in 
short-term operating assets and liabilities. Depreciation has a positive effect on operating cash flow 
because it is a noncash charge. Special attention should be given to the following rules that govern 
the impact of changes in the short-term operating accounts.

• An increase (decrease) in a short-term operating asset decreases (increases) operating 
cash flow. For example, Mas-Con’s balance sheet shows that receivables increased by $70 
and inventory increased by $20. This means that investments in receivables and inven-
tory restrict operating cash flow and reduce liquidity, as these funds cannot be deployed 
elsewhere.

• An increase (decrease) in a short-term operating liability increases (decreases) operating cash 
flow. Mas-Con’s balance sheet shows that accruals increased by $10 and payables increased by 
$30. Increases in these accounts increased operating cash flow and liquidity.

Overall, operations generated $398.36 in cash flow—a substantial portion of which is attribut-
able to the robust NI earned over the fiscal year.
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The investing section shows changes in cash flow that are attributable to the periodic changes in 
capital investment. It is especially important to monitor the investing section for firms in capital-
intensive industries. In terms of Mas-Con, capital investment is measured solely with fixed assets. 
Over the fiscal year, fixed assets increased by $40, which reduced cash flow.

Lastly, the financing section reflects changes in financing choices made by management. This 
section shows an increase in debt financing as short-term notes payable increased by $20 and 
long-term debt increased by $20. Due to the $100 payment of dividends, the financing activities 
consumed $60 in cash flow.

E X H I B I T  1.5:  C A S H  H O L D I N G S  A N D  T H E  S T A T E M E N T  O F  C A S H  F L O W S

Beginning Cash and Equivalents $75

+Cash Flow from Operations $398.36

+Cash Flow from Investing ($40)

+Cash Flow from Financing ($60)

Ending Cash and Equivalents $373.36

Exhibit 1.5 shows the net effect of the individual components of cash flow on Mas-Con’s cur-
rent period cash equivalents. The firm started 2016 with $75 in cash and equivalents and then 
recorded the operating, investing, and financing cash flows described earlier. Consequently, cash 
and equivalents increase to $373.36, as shown on the balance sheet. The implication is that Mas-Con 
has become even more liquid over the fiscal year. Overall, this example illustrates that managers can 
improve cash flows and liquidity by:

• growing sales while controlling costs;
• prudent investment in capital assets; and
• maintaining access to external financing.

SHORt-tERM FinAnCiAL PLAnninG

The previous section showed that changes in current assets and liabilities can cause cash flow to 
diverge from earnings. For this reason, a brief review of short-term financing planning is instruc-
tive. This section focuses on changes in receivables, inventory, and payables. We assume that these 
accounts vary directly with revenues. This is a plausible assumption because higher revenues gener-
ally imply:

• increased receivables due to increased extension of trade credit:
• increased inventory as more raw materials are purchased to facilitate future sales growth; and
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• increased payables due to the increased purchases made on trade credit extended by the sup-
plier.

Due to their spontaneous creation, receivables and inventory are commonly referred to as 
spontaneously generated assets, while payables comprise spontaneously generated financing. 
Consequently, when revenues are forecasted to increase, managers should plan on increases in 
receivables, inventory, and payables as well. While an increase in the latter will partially offset the 
cash flow impact of increased receivables and inventory, it is unlikely that the match will be perfect. 
Thus, growth in sales will result in a need for increased external financing.

We illustrate short-term financial planning using the following assumptions regarding next 
year’s values for Mas-Con’s financial statements.

• Revenues will increase from $4,620 to $4,800.
• Receivables are usually about 10% of revenues, which leads to a receivables forecast of $480 

($4,800 * 0.1). This forecast suggests a $30 increase from the current receivables level of $450.
• Inventory historically equals about 17% of revenues, leading to an inventory forecast of $816 

($4,800 * 0.17). This forecast suggests a $36 increase from the current inventory level of $780.
• Payables usually equal 5% of revenues, leading to a payables forecast of $240 ($4,800 * 0.05). 

This forecast suggests a $20 increase from the current payables level of $220.

These calculations indicate that the increase in revenues will necessitate an increase in external 
financing to support additional receivables and inventory. The additional funds needed for working 
capital (AFNWC) is calculated via the following:

 = + −AFNWC Receivables Inventory Payables ∆ ∆ ∆  (1.2)

= + − =AFNWC  $30 $36 $20 $46  

The calculation suggests that an additional $46 in external financing will be required to cover the 
increase in net operating working capital spurred by the growth in revenues. Note that the increase 
in payables helps offset the increases in receivables and inventory. Without this spontaneous source 
of financing, an additional $66 in financing would be required.

Although this scenario involved a positive AFNWC, a negative value is possible as well. A nega-
tive AFNWC would indicate a reduced need for external financing and would suggest that funds 
were freed up from working capital and could be used to finance other assets.

It should be emphasized that the AFNWC is a projection based on a forecast. If the realized revenues 
differ dramatically from the forecast, then the projected AFNWC will not match the realized AFNWC.

Closely related to AFNWC is the sustainable-growth-rate concept. The sustainable growth rate 
is the maximum growth in revenues that a firm can achieve without enduring liquidity problems, 
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absent a change in overall financial policy.9 Why might higher revenues lead to liquidity problems? 
Because an increased asset base is commonly required to support higher revenues, and additional 
funding is needed to finance a larger asset base.

If cash flow is insufficient to support the higher level of assets, then certain financial policies 
must be altered. These financial policies include asset turnover, net profit margin, dividend policy, 
and capital structure. When management targets values for these variables, revenue growth is an 
interdependent variable in the operating system. If management desires for the firm to grow at a 
rate faster than its sustainable growth rate, then financial policies should be revised that will allow 
the sustainable growth rate to approach or exceed the desired growth rate. It may be difficult to alter 
capital structure and/or dividend policies to meet growth objectives, as (a) creditors often impose 
external restrictions on operations through financial covenants stipulated in loan contracts, and (b) 
shareholders generally frown upon dividend cuts.

The equation for the sustainable growth rate appears below:
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where
 NPM (net profit margin) = NI/Revenues
 DPO (dividend payout ratio) = Dividends/NI
 D/E (debt-to-equity ratio) = Total Liabilities/Equity
 A/R (assets-to-revenues ratio) = Total Assets/Revenues

It should be emphasized that g* represents the revenue growth rate that the firm can afford to 
finance with internal funds. Can managers raise capital through the issuance of debt or equity? 
Absolutely; however, uncertainties in financial markets make it difficult to determine whether capi-
tal markets will be conducive when funds are needed. Consequently, a critical component of the 
sustainable-growth equation is the term NPM * (1 − DPO), which represents the additional internal 
financing provided by retained earnings.

To further illustrate the sustainable-growth concept, we use Mas-Con’s financial statements to 
calculate the sustainable growth rate. To begin, note that NPM is 9.20% ($426.96/$4,620), DPO is 
23.4% ($100/$426.96), D/E ratio is 110% ($1,080/$981.96), and A/R is 44.6% ($2,061.96/$4,620). 
The calculation for g* appears below.

[ ]
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− +
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=
−

=g* 0.092*(1 0.234)*(1 1.100)
0.446 0.092*(1 0.234)*(1 1.100)

0.148
0.446 0.148

0.497.

9  The sustainable-growth concept was developed by Higgins (1977).
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This calculation indicates that Mas-Con can increase revenues by a whopping 49.66% without 
altering its financial policies. With all else constant, the firm can grow at a rapid clip without expe-
riencing liquidity problems. The magnitude of the calculated sustainable growth rate is attributable 
to the robustness of the firm’s retained earnings.10

A useful next step involves a comparison of the sustainable growth rate to recent revenue growth. 
Between 2015 and 2016, revenues grew by 14.08%.11 The sustainable growth rate of 49.66% is more 
than 3.5 times greater than the most recent revenue growth rate. If revenues grow at this rate or 
lower in future years, then Mas-Con should be able to plow back substantial cash resources.

10  This statement is supported by the fact that NPM*(1-DPO) equals 7.05%. This indicates that 7.05% of revenues are 
reinvested in the firm via retained earnings. 
11  The percentage change in revenues is calculated as ($4,620−$4,049.76)/$4,049.76.

A firm’s board of directors has voted to support the CEO’s desire for an expansion plan. This expansion is 
expected to increase future annual revenues by 20%. Will the firm be able to internally finance this growth? 
Assume the following financial values for the most recent fiscal year: net profit margin = 3%; assets = 
$25,000,000; revenues = $50,000,000; debt = $15,000,000; and equity = $10,000,000. The firm does not 
pay dividends.

SOLUtiOn

Step 1: Calculate and interpret g*

g*
0.030 *(1 0.000) *(1 1.500)

0.500 0.030 *(1 0.000) *(1 1.500
=

− +
− − + ))

0.075
0.500 0.075

  0.176.
[ ]

=
−

=

Based on the current financial policies, revenues can grow by 17.6% per year without the firm experiencing 
illiquidity.

Step 2: Compare the target sales growth rate to g*

Since the target growth rate exceeds the sustainable growth rate (20% > 17.6%), then we conclude that 
the firm will be unable to internally finance the growth in revenues. Management will need to acquire 
external financing.

SUMMinG UP

Based on the assumptions provided, the targeted growth rate is inconsistent with the firm’s financial policies. Still, 
note that g* is conditional on the existing financial policies remaining fixed. If a single aspect changes, then g* will 
likewise change.

T E S T Y O U R U N D E R S T A N D I N G
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S U M M A R Y

Short-term financial management involves careful monitoring of current assets and liabilities. With 
too many short-term operating assets, operating cash flow will shrink and the firm may become 
illiquid. A measure used to assess a firm’s ability to turn inventory into cash flow is the cash conver-
sion cycle. Indeed, the cash conversion cycle will be a recurrent theme throughout this textbook. 
This chapter also described the role of the treasury department in monitoring firm liquidity.

The second half of the chapter provided a review of financial-statement analysis and the additional 
funds needed for working capital investment and the sustainable-growth concepts. The examples 
showed that even profitable firms must be concerned with short-term financial management.

Q U E S T I O N S

1. Describe short-term financial management.
2. Define firm liquidity.
3. What does “illiquidity” mean?
4. Compare and contrast solvency and liquidity.
5. Discuss the cash conversion cycle. Describe its relation with firm liquidity.
6. What causes the difference in cash flow and net profit?
7. List the benefits and costs of:

a. Cash and equivalents
b. Receivables
c. Inventory

8. When will net income equal the change in retained earnings?
9. Identify the effect of the following on operating cash flow:

a. Inventory decreases
b. Receivables increase
c. Payables decrease
d. Accruals decrease
e. Dividends are increased by 20% (from the previous year)
f. New equity is issued

10. Discuss the concept of additional funds needed for working capital (AFNWC).
11. What would a negative value for AFNWC imply?
12. What is the sustainable growth rate?
13. Discuss the implications arising from realized sales growth exceeding the sustainable growth 

rate.
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P R O B L E M S

1. Use the income statement and balance sheet shown below to develop the statement of 
cash flows.

YEAR T+1 

Revenues  $5,700.00 

COGS  $4,560.00 

Gross Profit  $1,140.00 

Operating Expenses  $500.00 

Depreciation  $27.00 

EBIT  $613.00 

Interest Expense  $35.00 

EBT  $578.00 

Taxes  $231.20 

NI  $ 346.80 

Dividends  $ 0.00 

ΔRE  $346.80 

Balance Sheet 
YEAR T+1 YEAR T

Cash and Equivalents  $714.80  $120.00 

Accounts Receivable  $500.00  $500.00 

Inventory  $300.00  $340.00 

Total Current Assets  $1,514.80  $960.00 

Fixed Assets  $660.00  $800.00 

Accumulated Depreciation  $227.00  $200.00 

Net Fixed Assets  $433.00  $600.00 

Total Assets  $1,947.80  $1,560.00 

Accounts Payable  $320.00  $300.00 

Short-Term Notes Payable  $40.00  $50.00 

Accruals  $11.00  $10.00 

Total Current Liabilities  $371.00  $360.00 

Long-Term Debt  $780.00  $750.00 
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Total Liabilities  $1,151.00  $1,110.00 

Common Stock  $120.00  $120.00 

Retained Earnings  $676.80  $330.00 

Total Shareholders’ Equity  $796.80  $450.00 

Total Liabilities & Shareholders’ Equity  $ 1,947.80  $1,560.00 

2. From the financial statements shown in problem 1, calculate the AFNWC.

3. From the financial statements shown in Problem 1, calculate g* (for year T+1). Assuming 
revenues of $5,050 in year t, how does this value compare to the realized growth in revenues 
between the years T and T+1?

4. Use the following incomplete cash flow statement to solve for the change in cash.

STATEMENT OF CASH FLOWS

Operations

NI  $144.00 

Depreciation  $15.00 

ΔAccounts Receivable  $400.00

ΔInventory  $400.00

ΔAccounts Payable  $140.00 

ΔAccruals  $10.00 

Cash Flow from Operations  ? 

Investing

ΔPP&E  $50.00

Cash Flow from Investing  ? 

Financing

ΔShort-Term Notes Payable  $100.00 

ΔLong-Term Debt  $500.00 

Dividends ($20.00)

Cash Flow from Financing  ? 

ΔCash  ? 
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5. Use the following information to solve for the missing values.

STATEMENT OF CASH FLOWS 

Operations 

NI $500.00 

Depreciation $30.00 

ΔAccounts Receivable ? 

ΔInventory $(50.00)

ΔAccounts Payable $100.00 

ΔAccruals $ 0.00

Cash Flow from Operations  $380.00 

Investing 

ΔPP&E  ($300.00)

Cash Flow from Investing  ($300.00)

Financing  

ΔShort-Term Notes Payable  ? 

ΔLong-Term Debt  $300.00 

Dividends  $ - 

Cash Flow from Financing  ? 

Δ Cash and Equivalents  $780.00 

6. Use the following information to solve for the missing values. The firm had retained earnings 
of $240.

STATEMENT OF CASH FLOWS 

Operations  

NI  ?

Depreciation  $50.00 

ΔAccounts Receivable  $400.00 

ΔInventory  ($100.00)

ΔAccounts Payable  $300.00 

ΔAccruals  $10.00 

Cash Flow from Operations  $910.00 
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Investing  

ΔPP&E  ?

Cash Flow from Investing  ? 

Financing  

ΔShort-Term Notes Payable  $0.00 

ΔLong-Term Debt  $100.00 

Dividends  ? 

Cash Flow from Financing  ? 

 ΔCash  $400.00 
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