
A Cash Manager’s Perspective 
on Company Financials

Chapter Goals

This chapter covers the following topics, and includes illustrations and worked examples of all the key
metrics:

• Interrelation of the operating, cash, and accounting cycles
• Important metrics

– Liquidity
– Leverage
– Capital structure
– Performance
– Efficiency
– Risk-adjusted performance measures
– Risk management

Introduction

Financial managers and cash managers frequently work from the same information, such as a com-
pany’s financial statements, but view the statements from different perspectives and interpret them dif-
ferently. A company’s balance sheet allows the cash manager to compare his company’s performance
with that of the industry, it provides key indicators as to how efficiently cash is being managed, and it
is most importantly a measure of the company’s liquidity. The balance sheet is a very important metric
for cash managers.

Even if the accounting and cash positions are combined, as in smaller companies, each function will never-
theless require a very different analysis of the information. Accountants analyze ratios and make compar-
isons with industry averages over the long term, whereas cash managers, and the bankers who serve them,
look for indications that in the short term a company can pay its bills and stay in business. This chapter
examines how cash managers analyze financial statements and how they use many important accounting
concepts to measure performance and manage cash. 
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2 Optimizing Company Cash
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Interrelationship of the Operating, Cash, and Accounting Cycles

A company has many different cycles:

• The business, or operating, cycle looks at the production flow from the purchase of raw materials to
the sale of finished goods.

• The cash flow cycle concerns actual cash inflows and outflows, paying for materials, paying for ongo-
ing expenses, and the eventual receipt of proceeds from the sale.

• The accounting cycle records the events in the operating cycle and anticipates the events of the cash
flow cycle. 

How these three cycles interrelate in an ongoing operation is illustrated in Exhibit 1.1. 
Depending on your position in the company, you will have more interest in one cycle than another.

Senior management is interested in the details of the business cycle. At what price are the goods being
manufactured and at what price are they being sold, within what time frame? The perspective of the senior
manager is the long-term viability of the business. The cash manager is watching when payments need to
be made and when payments can be expected to be received. Timing is also important for the cash manager
because the outflows must be financed until the inflows begin. The cash flow cycle does not end until avail-
able funds are in the bank. A cash management perspective is short-term. The accountant, on the other
hand, needs to record the events. Most companies produce their financial statements on the accrual

EXHIBIT 1.1
Interrelationship of Operating, Cash, and Accounting Cycles
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method, that is, expenses and income are recognized as soon as they are contracted, and thus their account-
ants follow an accounting accrual cycle. What is important to the accountant is the date on which a
purchase has been made and the date at which a sale has been recorded. An accountant’s perspective is the
length of the accounting cycle—usually one year.

It is possible for these three different perspectives of a company to produce widely varying impressions of
the company’s financial position. The senior manager may believe that because the raw materials are being
purchased at a low price and being sold at a high price, the business has long-term viability. The accountant,
seeing that raw materials are being purchased at a low price and that a sale of the goods has been recorded,
judges the company to be profitable. The cash manager, on the other hand, sees that raw materials have
been paid for but the proceeds for the sale are slow in coming. In the meantime, operating and ongoing
expenses continue to drain the cash reserves. The cash manager is concerned that the company could
become insolvent if the cash doesn’t start flowing in soon. It is important not to confuse solvency with
liquidity. Solvency is an accounting term that refers to the net position of a company’s assets minus liabil-
ities. Liquidity, however, is a cash management term for being able to pay obligations when due. It is pos-
sible for a solvent company to go bankrupt. It is equally possible for an insolvent company, once protected
by bankruptcy laws, to remain liquid through ongoing operations and disposition of assets.

Important Metrics

The stakeholders in a company (the creditors, the investors, the customers, and the employees) analyze
financial statements to determine past performance (as a predictor of future performance) and to assess
current liquidity and leverage. The statements can also be used as the basis for cash flow and financial fore-
casting. Finance professionals can make the greatest impact on shareholder value by understanding the
impact of strategic decisions on the company’s financial statements. We next describe and illustrate some
of the key metrics that allow stakeholders to analyze a company’s financial health. Ratio analysis is one of
the basic tools that allows managers and investors to state meaningful relationships between the compo-
nents of a company’s financial statements. Ratios are useful in evaluating a company’s financial position
and operations and in making comparisons not only with results in previous years to identify trends but
also with other companies in the industry to analyze competitive position. 

Liquidity Ratios
Liquidity ratios (Exhibit 1.2) measure a company’s ability to meet current obligations. Note that they are
only meaningful to the extent that they are viewed in the context of what is usual for an industry. The
ratios, therefore, are not an absolute benchmark but are indicative of performance vis-à-vis the industry
as a whole.

Treasury Tip: Reconciling the Balance Sheet to the Statement of Cash Flows 

Although the balance sheet and income statement provide an indication of a com-
pany’s financial health and performance, the company’s cash position is what is impor-
tant in indicating whether debt, bills, and investors can be paid. The accountant or
financial manager concentrates on the balance sheet, and the cash manager concen-
trates on the statement of cash flows. The statement of cash flows shows the sources and
uses of cash using the profit and loss statement and the balance sheet, and explains the
net increase or decrease in a company’s cash position between the two periods. 

Chapter 1: A Cash Manager’s Perspective on Company Financials 3

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



E
X

H
IB

IT
 1

.2
L

iq
ui

di
ty

 R
at

io
s

R
at

io
Fo

rm
ul

a
D

ef
in

iti
on

C
om

m
en

ts

C
ur

re
nt

 r
at

io
In

di
ca

te
s c

ur
re

nt
 a

bi
lit

y 
to

 
•

T
he

 c
ur

re
nt

 ra
ti

o 
in

cl
ud

es
 c

ur
re

nt
pa

y 
cu

rr
en

t 
ob

lig
at

io
ns

.
as

se
ts

 th
at

 a
re

 n
ot

 v
er

y 
liq

ui
d,

 su
ch

as
 

in
ve

nt
or

y 
an

d 
pr

ep
ai

d 
ex

pe
ns

es
.

•
D

oe
s 

no
t 

ta
ke

 a
ss

et
 q

ua
lit

y 
in

to
ac

co
un

t.
•

A
ss

um
es

 a
ll 

cu
rr

en
t a

ss
et

s c
an

 b
e 

co
n-

ve
rt

ed
 in

to
 c

as
h.

•
Sn

ap
sh

ot
 a

t 
on

e 
po

in
t 

in
 t

im
e.

Q
ui

ck
 r

at
io

 
A

 m
or

e 
co

ns
er

va
ti

ve
 

•
T

he
 q

ui
ck

 ra
ti

o 
pr

ov
id

es
 a

 m
or

e 
st

ri
n-

(a
ci

d 
te

st
)

m
ea

su
re

 o
f l

iq
ui

di
ty

 t
ha

n 
ge

nt
 t

es
t 

of
 li

qu
id

it
y 

by
 m

ea
su

ri
ng

th
e 

cu
rr

en
t 

ra
ti

o,
 t

he
 q

ui
ck

 
on

ly
 t

ho
se

 it
em

s 
th

at
 c

an
 b

e 
qu

ic
kl

y
ra

ti
o 

in
di

ca
te

s 
th

e 
ex

te
nt

 t
o

co
nv

er
te

d 
in

to
 c

as
h.

w
hi

ch
 c

ur
re

nt
 li

ab
ili

ti
es

 a
re

 
•

T
he

 r
at

io
 d

oe
s 

no
t 

ta
ke

 c
ol

le
c-

co
ve

re
d 

by
 t

he
 m

os
t l

iq
ui

d 
ti

bi
lit

y 
or

 t
im

in
g 

of
 a

cc
ou

nt
s 

cu
rr

en
t 

as
se

ts
.

re
ce

iv
ab

le
 in

to
 a

cc
ou

nt
.

C
as

h 
flo

w
 to

 
M

ea
su

re
s 

th
e 

ex
te

nt
 t

o 
w

hi
ch

 
•

T
he

 m
os

t 
co

ns
er

va
ti

ve
 v

ie
w

 o
f 

to
ta

l d
eb

t r
at

io
ca

sh
 fl

ow
s

co
ve

r 
to

ta
l d

eb
t.

liq
ui

di
ty

.
•

D
ep

re
ci

at
io

n 
is 

ad
de

d 
ba

ck
 in

to
 n

et
in

co
m

e 
be

ca
us

e 
it

 is
 n

ot
 a

 c
as

h 
ou

t-
flo

w
 b

ut
 a

n 
ac

co
un

ti
ng

 c
on

ve
nt

io
n.

•
A

 lo
w

 r
at

io
 s

ig
na

ls
 a

n 
in

ab
ili

ty
 t

o
re

pa
y 

de
bt

 a
nd

 h
as

 p
ro

ve
n 

to
 b

e 
a 

go
od

 p
re

di
ct

or
 o

f c
om

pa
ni

es
ex

pe
ri

en
ci

ng
 fi

na
nc

ia
l d

iff
ic

ul
ti

es
.

N
et

In
co

m
e

D
ep

re
ci

at
io

n
Sh

or
t-

T
er

m
D

eb
t

Lo
ng

-T
+ +

eer
m

D
eb

t

C
as

h
M

ar
ke

ta
bl

eS
ec

ur
it

ie
s

A
cc

ou
nt

sR
ec

ei
va

bl
+

+
ee

C
ur

re
nt

Li
ab

ili
ti

es

C
ur

re
nt

A
ss

et
s

C
ur

re
nt

Li
ab

ili
ti

es

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Chapter 1: A Cash Manager’s Perspective on Company Financials 5

Leverage Ratios
Leverage ratios (Exhibit 1.3) compare the funds supplied by the business owners with financing supplied
from other sources. These ratios are often employed in debt management, and they measure a com-
pany’s creditworthiness. They are also used as covenants in loan agreements to prevent a company from
becoming overleveraged. 

Capital Structure—Weighted Average Cost of Capital
One of the key tools in assessing capital and capital structure is the weighted average cost of capital
(WACC). The WACC (Exhibit 1.4) is the tool most often used to calculate a company’s overall cost of
debt. Although the objective is to minimize the cost of capital, using too much debt (which is typically
less expensive than the rate of return expected or demanded on equity) can cause a company to become
highly leveraged and less attractive to a lender or investor. Very often a bank’s loan documents stipulate
restrictions on the amount of debt a company can raise, to ensure that its ability to repay the debt is not
impaired by a heavy burden of interest payments. The WACC averages the cost of equity and debt in
relation to their proportionate weighting in the overall capital structure. 

Debt is typically lower in cost because the interest paid is usually tax deductible (preferential) and it is
repaid before equity should the company be liquidated. The WACC tells the company how much each
dollar it uses to support its business assets will cost, and is often used as the discount rate for evaluating
investing in internal projects.

EXHIBIT 1.3
Leverage Ratios

Ratio Formula Definition Comments

Times interest Determines a company’s • The higher the TIE ratio, 
earned ratio ability to repay debt from the better the company’s 
(TIE) earnings. ability to pay off debt.

• This does not consider leased
assets or other obligations
under lease contracts.

Long-term debt Measures the degree to • A high ratio indicates a 
to capital ratio which a company is lever- highly leveraged company

aged and what percentage and greater risk.
of its capital is provided 
by long-term debt.

Debt to assets Indicates what percent- • The lower the ratio, the 
ratio age of the assets are more creditors are protected

funded by external sources. against losses in the event of 
liquidation.

• Higher-risk activities should
have a larger equity cushion.

Total Liabilities
Total Assets

Long-Term Debt
Long-Term Debt Equity+

Operating Profit
Interest Expense
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In this example, the weighted average cost of capital is 9.28%. The calculation is shown on page 11.

Performance Measures
Performance measures are ratios that measure management’s ongoing performance and its ability to
control expenses and generate a return on investment. Performance ratios look at a company’s income-
generating capability in relation to other important company financials. Because managers are usually
given performance objectives, defined in terms of performance ratios, it is important that these mea-
sures be framed in such a way as to motivate managers to take actions that are in the best interest of
the owners of the business (see Exhibit 1.5).

Efficiency Ratios
Efficiency ratios look at management’s ability to effectively manage and control the use of cash and assets
(see Exhibit 1.6). In the following chapter, we discuss how cash managers use the cash conversion cycle to
determine working capital needs and how the cycle can be made more efficient.

Risk-Adjusted Performance Measures
Risk-adjusted performance measures take performance ratios one step further by adjusting the returns for
risk. These ratios are based on the principle that shareholder value is created when earnings on invested
capital exceed the cost of capital when adjusted for the risks of the business and the time frame within
which results are expected. Some businesses are riskier than others, and the degree of risk is an important
factor to consider. Associated with the risk of the business is the aspect of timing. Results must be achieved
within an acceptable time frame. Sophisticated proprietary models, such as risk-adjusted return on risk-
adjusted capital (RARORAC), have had a limited appeal until now due to their complexity. The combined
impact of improved technology, increased market volatility, and new regulations, however, may result in
growing popularity of these techniques.

6 Optimizing Company Cash

60%
Equity
@ 12%

40%
Debt

@ 5.2%
after tax

EXHIBIT 1.4
Weighted Average Cost of Capital
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Chapter 1: A Cash Manager’s Perspective on Company Financials 9

Risk Management
Value-at-Risk 
There are a number of techniques available to assess how the value of a company can be affected by financial
risks, such as interest rate, foreign exchange, and commodity price risk. One of the more common current
techniques is value-at-risk (VaR), which calculates the risk exposure in a portfolio of financial assets using his-
torical data. Proprietary models, such as Monte Carlo simulations, measure risk covariance to a selected degree
of statistical confidence. The result is a single measure that summarizes over a wide range of factors the risk
as a function of the probability, and monetary impact, of adverse events over a period of time.

Enterprise Risk Management 
Enterprise risk management (ERM) reaches further than VaR by attempting to evaluate potential business
risks across all business lines and political situations. ERM considers risk as all encompassing and thus ana-
lyzes, for example, the impact of a significant product defect, and assigns probabilities to specific situations
that could adversely affect a company. 

Following the enactment of the Sarbanes-Oxley Act in 2002 (see Chapter 4 for more details), which requires
companies to make full and complete disclosure of known risks, in 2004, the Committee of Sponsoring
Organizations of the Treadway Commission, known as COSO, released the publication “Enterprise Risk
Management—Integrated Framework,” which was authored by PricewaterhouseCoopers. This principles-
based framework provides direction and criteria for improving an organization’s ability to manage risk. More
information can be obtained at the following Web site: www.coso.org.

Worked Examples of Company Metrics
For the purposes of illustration, the examples that follow are based on the abbreviated financial statements
shown in Exhibit 1.7. 

Treasury Tip: Comparative Industry Ratios

The Risk Management Association’s (RMA) eCompare2 product provides comparative
industry ratios available online. Web site: www.rmahq.org.

EXHIBIT 1.7
Sample Financial Statements

A. Income Statement (000s)

Revenues $53,786
Cost of Goods Sold 33,245
Gross Profit 20,541
General Operating Expenses 8,972
Depreciation 2,554
Operating Profit 9,015
Interest Expense 4,228
Net Profit before Taxes 4,787
Income Tax (35%) 1,675
Net Income 3,112
Dividends 120

Retained Earnings $ 2,992
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10 Optimizing Company Cash

Worked Examples: Liquidity Ratios

Worked Examples: Leverage Ratios

Operating Profit
Interest Expense

9,015
4,228

= == 2.13 times

Long-Term Debt
Long-Term Debt + EEquity

28,000
28,000 27,992

50%=
+

=

Total Liabiilities
Total Assets

34,094
62,086

= = 55%

Times interest earned ratio (TIE)

Long-term debt to capital ratio

Debt to assets ratio

Current Assets
Current Liabilities

15,090
6,

=
0094

2.48

Cash Marketable Securities Account

=

+ + ss Receivable
Current Liabilities

75 5,873
6

= +
,,094

5,948
6,094

Net Income Depreciat

= =

+

.98

iion
Short-Term Debt Long-Term Debt

3,112
+

= ++
+

= =2,554
2,541 28,000

5,666
30,541

.19

Current ratio

Quick ratio

Cash flow to total debt ratio

EXHIBIT 1.7 (continued)

B. Balance Sheet (000s)

Assets Liabilities and Equity

Cash and Equivalents $ 75 Accounts Payable $ 2,333
Accounts Receivable 5,873 Notes Payable 2,541
Inventory 7,889 Deferred Taxes 1,220
Prepaid Expenses 1,253

Current Liabilities 6,094
Total Current Assets 15,090 Long-term Debt 28,000

Total Liabilities 34,094

Fixed Assets 46,996 Common Stock 25,000
Retained Earnings 2,992

Total Equity $27,992

Total Liabilities and Equity $62,086Total Assets $62,086
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Chapter 1: A Cash Manager’s Perspective on Company Financials 11

Worked Example: Capital Structure—Weighted Average Cost of Capital 

If a company has a capital structure of 40% debt costing 8% before taxes and 60% equity cost-
ing 12%, and a marginal tax rate of 35%, the WACC is calculated as follows:

WACC = (Aftertax Cost of Debt × % Debt) + (Cost of Equity × % Equity)

Aftertax Cost of Debt = Cost of Debt × (1 − Tax Rate) = .08 × (1 − .35) = 5.2%

WACC = (.052 × .40) + (.12 × .60) 
= .0208 + .072 = .0928 = 9.28%

Worked Examples: Performance Measures

Economic value added (EVA)

Using a WACC of 9.28% and a tax rate of 35%:

EVA = (Operating Profit × (1 − Tax Rate)) – (WACC × Total Capital)
= 9,015,000 × (1 − .35) − (.0928 × (28,000,000 + 27,992,000))
= 5,859,750 − 5,196,058 = 663,692

Worked Examples: Efficiency Ratios 

Net working capital Current Assets − Current Liabilities 
(NWC) = 15,090,000 − 6,094,000 = 8,996,000

Days sales outstanding Accounts Receivable/Annual Sales × 365 
(DSO) = 5,873/53,786 × 365 = 40 days

Days payables Accounts Payable/Cost of Goods Sold × 365 
outstanding (DPO) = 2,333/33,245 × 365 = 26 days

Days inventory Inventory/Cost of Goods Sold × 365 
outstanding (DIO) = 7,889/33,245 × 365 = 87 days

Cash conversion cycle Days Inventory + Days Sales − Days Payables 
(CCC) = 87 + 40 − 26 = 101 days

Practical Applications

Using the annual reports for both your company and a couple of your major competitors (for publicly trad-
ed companies these are widely available on the Internet), calculate the ratios for each company for the past
two years. Comparing the results for your company with those of the competition, what differences do you
notice? What do you surmise about the differences, and what are they telling you about the financial health
of your company compared with your competitors? Are there areas where you would like to see improvements?

Net Income
Equity

3,112
27,992

11.12%

Net Inc

= =

oome
Revenues

3,112
53,786

5.79%

Net Income
To

= =

ttal Assets
3,112

62,086
5.01%= =

Return on equity (ROE)

Return on sales (ROS)

Return on assets (ROA)
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12 Optimizing Company Cash

Summary of Key Points

• Although pursuing different routes, the accountant and the cash manager both end up looking at a
company’s financials, albeit from two different perspectives.

• The business cycle is concerned with the operations of a company, the cash flow cycle looks at the
timing of the cash inflows and outflows and the accounting cycle records the events of the business
cycle in anticipation of the cash flows occurring.

• Ratios are an important way of evaluating a company’s financial position in terms of trends and indus-
try benchmarks.

• The types of ratios a cash manager is interested in analyzing are:
– Liquidity ratios: Can a company meet its obligations?
– Leverage ratios: Who is supplying the funds for operations, the business owners or other sources?
– Capital structure: What is the average cost of capital?
– Performance measurement: How well is management generating a return on investment?
– Efficiency ratios: How efficiently are the company’s cash and assets being used?
– Risk-adjusted performance measures: How well is the company doing when the returns are

adjusted for risk? 
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