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Finance

Cash flow exercise


cash flow exercise

A: The story

In this exercise, participants simulate the cash operations of a business, recording all transactions and stating cash balance over some operational periods. 

It starts with a lecturette, stating the basic concepts of cash flow.

Participants are then separated into four groups through a grouping exercise. These four groups will be the four companies operating in this market. They will be produc​ing Routing Slips, according to detailed product description.

The companies will have 45 minutes to plan production and sales to effectively meet their bills as they fall due. If any of these bills are not paid in due time, penalties will be levied.

After the simulation, the trainer buys all production and pays cash at delivery. Then each company must prepare the actual cash flow. 

Another round occurs, only this time 50% of production bought will be paid cash and the balance “on-credit”.

Processing should highlight the variances between projected and actual cash flows. Each cause of variation must be commented. 

Some of the answers given by participants to key questions, written on metaplan cards, will be arranged to build some “strategies for managing cash”

This is a very useful exercise to easily instruct on cash flow management.

It is used in the finance part of a business plan course.

B: Basic information

Objectives of learning


Basic objectives to be achieved by participants


The participants

· appreciate the importance of cash flows in assessing the viability of their proposed enterprises;

· apply the easy steps in preparing cash flow projections;

· are stimulated to use the cash flow methodology in preparing their business plans.

Additional objectives of a higher level depending on the situation and the current conditions of the target group


Uses
Financial management, business plan preparation and development

C: Further Information

Time
4h

Preparation of rooms
· Initially, participants are seated in U-shaped formation 

· During the exercise, they will work in four groups and will be scattered within the room

· For processing, they get back into U-shape 

Requirements

Trainers/assistants
One leader trainer, two co-trainers

Didactic aids to prepare
· Transparencies for the lecturette, as suggested in annex 1

· Handout “Cash flow exercise instructions” (annex 2)

· Flip chart “List of equipment and materials” (annex 3)

· 4 sets of “List of bills” (annex 4)

· Bills prepared according to annex 4

· Handout “Cash flow method” (annex 5)

· Handout “Guidelines for observers” (annex 6)

Materials for the trainers (during the exercise)
· Metaplan cards

· Flip chart

· Soft board

· Overhead projector

· Guidelines for discussion

Materials for the partici​pants (during the exer​cise)
· A-4 size paper 

· Stapler

· 4 sets of routing slip maker (i.e., consisting of stamp with routing sheet format – see product specifications in annex 2 – stamp pad and stamping ink)

· Scissors

· Bills

· 4 cash books

Important conditions of the room


· Spacy enough for the four groups to work apart

· Chairs enough for all participants

· Four tables (one per group)

D: Learning Process Overview

Step
Time
Most important contents

Lecturette
20’
Explaining the basic cash flow definition using trans​parencies as suggested in annex 1.

Groups separa​tion and instruc​tions
15’


Forming four groups (enterprises), describing the situation according to annex 2.

Planning stage
45’
Each company plan their operations

1st simulation stage
40’
Buying and selling activities take place. 

1st accounting stage
20’
Trainer, acting as sponsoring organisation, buy all the production, and pay cash as each company delivers.

Each company must prepare actual cash flow.

2nd simulation stage
40’
Again, buying and selling activities take place.

2nd accounting stage
20’
Trainer, acting as sponsoring organisation, buy all the production, but at this time payment becomes 50% cash and the balance “on-credit’. 

Again, each company must prepare the actual cash flow.

Processing 

Generalising
40’
Highlight the variances between projected and actual cash flows. Comment on each cause of variation. 

Building the “Strategies for managing cash” with an​swers given to key questions.

E: Integrated Learning Process Organisation (ILPO)

Step
Time
Most Important Contents
Activities of Trainer
Range of Possible 
Activities of Participants
Required Materials
Hints

Introduction
5'
To motivate participants


explaining
listening

Introduce the exercise as an op​portunity to practise cash flow and improve their business projects.

Lecturette
15’
explaining the basic cash flow definition
explaining
listening, asking questions
transparecies (annex 1)
Terms like “cash” and “non-cash” transactions must be explained and clarified. The “non-cashness” of depreciation is also revealed to participants.

Cash flow format is presented via a transparency. An example may also be briefly presented.

Finally, discuss the difference and relationship between the P&L and the cash flow statements.

Groups’ separation
5’
Participants are separated into four groups to form enterprises. Request participants to invest on their companies. They should name their enterprises and wait for further instructions.
co-ordinating grouping exercise
forming groups; naming enterprises

The separation may be done via a grouping exercise.

Description of situation and general instructions
15’
Trainer describes the situation according to annex 2 and clari​fies any doubts that participants may still have.

Trainer shows routing slips’ material stores (annex 3, mate​rial prices should be as visible as possible) to the companies and describe the cash book (i.e., given “free” to the competing companies by the government).
explaining; showing stores; clarifying doubts
listening; ob​serving; ask​ing questions
annex 2; annex 3; A-4 size paper; staplers; scissors; stamps; stamp pads; rul​ers; ink 


Planning stage
45’
Announce the beginning of the exercise. Inform participants that they will start with planning. Dis​tribute the following materials: 

· condition of loans;

· write-up when expenses fall due and

· guide questions.

Each company should prepare a planned cash balance at the be​ginning of each round; and then compare it with an actual cash flow at the end of the round.

The following items must be clearly stated: anticipated (and actual) cash sales, payments and loans.
observing
discussing; planning

The trainer controls the time. However, it is possible to give some extra time if needed.

1st simula​tion stage
40’
After finishing the planning stage, trainer give loans and sells materials and equipments to all companies. Let production and selling activities go on under observation by co-trainer act​ing as an observer.

Distribute bills (see annex 4) and collect from each company as expenses fall due. Meanwhile, one of co-trainers acting as data manager should start re​cording on a large flip chart the financial data from each com​pany (i.e., the beginning and ending cash balances, antici​pated sales, total expenses, and loans using the cash flow format, as in annex 5).
give loans; sell materi​als; distrib​ute bills;

co-trainer records fi​nancial data; 

guiding ob​servers
producing; selling; ob​serving 
materials and equip​ments; “Guide​lines for observers” (annex 6); bills (annex 4); flip chart with cash flow format, (as in annex 5) 
In case there are participants with accounting background, these may act as observers, instead of the second co-trainer. Their observations should follow the guidelines on annex 6.

1st ac​counting stage
20’
After simulation stage, lead trainer, representing the spon​soring organisation, buy the pro​duction and pay cash as com​pany delivers.

Each company should now pre​pare the actual cash flow.
buying pro​duction and paying on delivery
selling pro​duction; pre​paring actual cash flow



2nd simula​tion stage
40’
Simulation period is repeated.

In the middle of this stage, an​nounce that the government has issued a promulgation increasing the minimum wage of small busi​ness workers by 50%.
see first simulation stage
see first simulation stage



2nd ac​counting stage
20’


Accounting stage is repeated, only this time payment is 50% cash and the balance “on credit”. Again, actual cash flow must be prepared by each company.
see first ac​counting stage
see first ac​counting stage



Processing 


30’
Key questions:

· How did each company do the cash planning activity? Was the task assigned to only one or many individuals? Did you encounter any difficulties? What were they? How did you overcome these difficulties?

· How did each company man​age it`s cash? Were all transactions recorded? How were they recorded? Can the recorded transactions be un​derstood by everyone in the company? 

· Did the companies meet all their cash obligations 
asking the key-ques​tions;

taking notes on soft board
answering and discuss​ing


flip charts, soft board, metaplan-cards
Compare variances between the projected and actual cash flows. Probe the causes of such devia​tions. Comment on each cause. Draw out relevant points and put them in the cash flow planning context. 

Involve observers by asking them to report their remarks.

Write down the answers to key questions on metaplan cards.



as they fall due? Did someone in the company pay cash from his own pocket? Were there any difficulties encountered? How were these difficulties overcome?

· What did each company do to avoid serious cash shortages?





Generali​sing
10’
Highlight the main answers given to key question and build a chart consisting of the metaplan cards with these answers, marking it as “Strategies for Managing Cash”.
putting to​gether an​swers given by partici​pants


Trainer may lead participants to complement the chart “Strategies for managing cash” with some important aspects that might have been left behind, but he should avoid a lecture at this stage.

Synthesis

See list of articles referring to this subject





F: Hints for preparation, typical situations and dangers

Actual bills should be used and not metaplan cards. Bills should be numbered and dated. 

If cash books are not available in the area, use the format suggested in annex 5.

For all periods, require each company to prepare the projected and actual cash flows. Presentations will generally be optional, except when accounting skills of par​ticipants are found to be relatively weak.

G: Variations

1) Alternative uses and objectives 

None

2) Minimising/Maximising

If time limit allows, it is possible to add new simulation and accounting stages in order to reinforce acquired knowledge by making government announcements, such as: 

· government has agreed to the demands of small business labour union for trans​portation allowance amounting to $ 2.00 per worker per period;

· social security has been increased by 5%.

3) Substitutions

· It is possible to use the jot pad as the main product.

· Another variation is to use a case study. The case used by Kenya Institute of Management is shown in annex 7.

H: Annexes

Transparency

Annex 1  Cash flow exercise 
Transparencies for lecturette
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Handout

Annex 2  Cash flow exercise

Cash flow exercise instructions

Your company has just signed a contract to supply routing slips for ..... (Sponsoring Organisation). The detailed product description is as follows:

1. Product Description: (Sponsoring Organisation) Routing Slip

Specifications:

pages....................
white and clean

size.......................
¼ A-4 size paper

binding..................
2 staples on side (not shown in drawing)

edges....................
equally trimmed

pages/set...............
10

Printing and design (not drawn to scale):

(Name of Sponsoring Organisation)

ROUTING SLIP

Date:

Route to:

Initials




Action Needed


Signature

CROSS YOUR NAME AND PASS ON WHEN FINISHED

Price: $10.00 per accepted routing slip.

2. The Task: The (Sponsoring Organisation) will buy all routing slip sets that meet its specifications and can dispense loans which deems justifiable. The amount of loan cannot exceed the capital registered by the company prior to the start of the opera​tion. A 50% interest per period will be levied. Other than raw materials and equip​ment costs, each company will have to meet the following expenses for each period: Electricity, Telephone, Licenses, Wages, Salaries, Insurance, Rent, Social Security, Interest, Water, Postage and Communications, as well as Auditor’s Fees.
The task for each company is to plan their production and sales to effectively meet their bills as they fall due. Failure to meet certain bills in due time will lead to penal​ties that could put the company in jeopardy.

3. Production Runs: The exercise will allow 45 minutes for planning and 40 minutes for operation. After operation step, there will be a 20 minutes period for recording cash transactions. Operation and accounting period will be repeated one more time.

4. Planning Guide: The following questions may be helpful in planning each com​pany’s cash position and strategies: 

a) How many Routing Slip sets do you plan to produce and sell for each period? How much cash will this estimate require?

b) What are the expenses for each round and when will each expense item fall due?

c) Will your sales estimate sufficiently meet all the company’s expenses as they fall due?

d) How much will you need to borrow? When will each borrowing occur?

e) How much cash will you have at the beginning and at the end of each period?

Chart

Annex 3 Cash flow exercise

List of equipment and materials

1. Equipment:

· staplers
$ 10.00 each

· scissors
$   5.00 each

· stamps
$ 15.00 each

· stamp pads
$ 15.00 each

· rulers
$   5.00 each

Only one per item is allowed for each company

2. Materials

· white paper (A-4)
$   0.50 each

· staples
$   5.00 per stapler loaded

· ink 
free refills

Note: Only companies with appropriate projected cash flows will be honoured by the store.

Session

Document

Annex 4 Cash flow exercise

List of bills

1. Electricity: $ 15.00 per period. Due any time towards the end of each period.

2. Telephone: $ 30.00 per period. May come during beginning or end of each period.

3. License: $ 50.00 per period. License collection is very irregular.

4. Postage: $ 5.00 per period. Collected at the end of each period.

5. Salaries: $ 20.00 per period. Bank (owned by Sponsoring Organisation) collects this for each company’s executive staff, all of whom are account holders. Collec​tion is always near the end of each period.

6. Social Security: $ 15.00 per person per period. Comes regularly with the start of each period.

7. Insurance: $ 10.00 per period. Comes in the middle of the period.

8. Rent: $ 50.00 per period. Comes after the company begins operation. Payable in advance covering all periods.

9. Water: $ 5.00 per period. Comes near the end of the last Cleaning period.

10. Interest: on amount borrowed from (Sponsoring Organisation) at 50% per period. Payable at the end of third period.

11. Auditor’s Fees: $ 50.00 per period. Collectible at the end of each period.

12. Wages: $ 3.00 per period per worker. Payable at the end of each period.

Note: All expenses are payable as they fall due and on demand. A penalty amounting to one set of Routing Slip (or its equivalent in raw materials) will be levied every time an expense is not paid.
Handout

Annex 5  Cash flow exercise

Cash flow method

Cash in business can be compared to water that flows in a river. Cash flows in from sales, loans, and equity. This puts the business highly dependent on its customers, financiers and stakeholders.

But in the process of producing goods and services, cash flows out to pay for materi​als, salaries (including the entrepreneur's), rent, electricity, water, interest, supply, transport, etc. 

If there is more water coming out than coming in to the river, then it will soon dry out. Similarly, businesses having more cash outflows than cash inflows will soon get into trouble. They will not be able to pay for their expenses as they fall due. A difficult situation that every prospective entrepreneur should avoid. Hence, the importance of cash flow planning.

But many entrepreneurs fail to realise this. They constantly run the risk of being un​able to settle most of their bills. Poor cash planning practice is a major cause of many small business failures. 

The cash planning process begins with figuring out how much cash is generated from sales receipts as well as other sources like loans, etc. for a certain time period. This figure represents cash inflows. Obviously, credit sales are excluded since they are not cash until they are fully paid for. Then, figure out how much cash is needed to settle all expenses for materials, rent, salaries, and others. This figure represents cash outflows. Credit purchases are excluded since they are not cash transactions until they are fully paid for.

The difference between cash inflows and cash outflows represents the ending cash balance. This cash balance within a period, say for a month, will automatically be​come the beginning balance for the next month. 

Preparing cash flow projection is easy and fun. It will consist of: cash inflows (or cash receipts) and cash outflows (or cash payments). Likewise, it will have spaces for be​ginning and ending cash balance. The aim is to ensure that the available cash will be sufficient to meet the needs and obligations of the proposed business. If there are more cash outflows than inflows, then measure, such as selling more products, con​verting personal assets to cash, borrowing some money, etc., must be initiated. The format of a cash flow statement is shown on the next page.

The profit figure generated by the P&L is not the cash in the business. In fact, some businesses can have very high profits but cash-less. Why?

Recall that profit consists of cash and non-cash items. Cash, on the other hand, re​fers only to coins, bank deposits, notes and cheques. The non-cash items in profits consist of: credit sales, credit purchases, unpaid expenses, stocks, and depreciation.

Consider a situation in which all sales are given on credit in a month. Using the for​mula: Sales minus Costs equals Profit, and if the situation yields more sales than costs, then a profit figure will be registered. But since all sales are on credit (i.e., customers have not paid yet), then there is profit but no cash. 

Handout

Annex 6  Cash flow exercise

Cash flow statement 


Months


Jan
Feb
Mar
Apr
May

BEGINNING CASH BALANCE (A)













CASH RECEIPTS:






Sales






Equity






Loans






Collection from Credit Sales













TOTAL RECEIPTS (B)













CASH AVAILABLE FOR USE (A+B)













CASH PAYMENTS:













Materials






Wages/Salaries






Rent






Stationery






Transport






Other expenses













TOTAL PAYMENTS ( C )













MINIMUM BALANCE (D)













TOTAL CASH NEEDED (C+D)













CASH SURPLUS/DEFICIT

(A+B) – (C+D)













FINANCING (E)













ENDING CASH BALANCE (A+B+E-C)






Adapted from the Kenya Institute of Management

Handout

Annex 7  Cash flow exercise

Guidelines for observers

As you observe the development of this exercise, we suggest some questions to be specially recorded:

a) At the beginning of each period, what was the actual cash-on-hand for each com​pany?

b) At the end of each period, what was the actual sales and cash-on-hand for each company?

What were the total payments made by each company?

Handout

Annex 8  Cash flow exercise

Cash flow exercise

Case: Fred's sandal workshop

As of December 31st, Fred had a cash amounting to $ 100 plus some tools worth $1,000. He decided to open a business to produce and sell various types of wooden sandals.

He vigorously maintained the practice of selling 80% on cash basis and the balance of 20% on credit to reliable customers. On the average, he sells 100 pairs of sandals per month at LC20 per unit. Likewise, he incurs the following costs per month: 

Raw Materials
$700

Labour
$300

Rent
$200

Transportation
$  50

Stationery
$  20 

Depreciation
$  10



Rent is paid three months in advance starting from January. Labour is paid for on the first day of each month. All other costs are paid for immediately when they are in​curred. Fred does not intend to withdraw any money up to March. From then on​wards, he plans to withdraw $700 per month. Also Fred feels that he should have in his cash box a minimum of $200 per month to handle any emergency. 

Prepare a cash flow for Fred's Sandal Workshop from first January to 31st March of the year.

Adapted from Kenya Institute of Management.

CASH FLOW EXERCISE

Solution to the case

 (To be distributed separately from Case Problem)







MONTHS

BEGINNING CASH BALANCE: (A)
100
330
1260






CASH RECEIPTS:




Sales
1600
2000
2000

Other
- 
-
-






TOTAL RECEIPTS (B)
1600
2000
2000






CASH AVAILABLE FOR USE (A+B)
1700
2330
3260






CASH PAYMENTS:




Materials
700
700
700

Wages/Salaries
-
300
1000

Rent
600
-
-

Stationery
20
20
20

Transport
50
50
50

Other Expenses
-
-
-






TOTAL PAYMENTS (C)
1370
1070
1770






MINIMUM BALANCE (D)
200
200
200






TOTAL CASH NEEDED (C + D)
1570
1270
1970






CASH SURPLUS/(DEFICIT)

(A + B) - (C + D)
130
1060
1270






FINANCING (E)
-
-
-






ENDING CASH BALANCE

(A + B + E - C)
330
1260
1470

Note: Cash Flow of Ongoing Business.

Business





$$$


(Sales, Loans, Equity)





$$$


Payments (Materials, Salaries, Rent, Electricity, Water, Interest, Supply, Transport, etc)








Cash Flow is important to help predict cash needed – how much money will be needed and when it will be needed – or to predict cash surplus and plan investments.











Fixed assets are DEPRECIATED over time to reflect the decline in value of these assets. Depreciation is a tax-deductible, but non-cash, expense for the company. The higher the company’s depreciation, the lower its taxes and the higher its cash flows, other things held constant.
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