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action. If your inventory levels tend to be higher than those of 
your competitors, understand why and then take appropriate 
action. A good source for comparative financial statistics for most 
industries can be found in studies published by Risk Management 
Association (formerly Robert Morris Associates). These studies 
are available for purchase and download at www.rmahq.org. 
	 A traditional financial ratio analysis can help you identify 
potential solvency, liquidity, and working capital issues. Low 
solvency, often identified by a low current ratio (current assets 
divided by current liabilities), can be caused by current liabilities 
being too high or using short-term funds (current liabilities) to 
fund long-term assets. Possible solutions include moving some 
short-term liabilities to long-term liabilities or sale/leaseback of 
some fixed assets.
	 Low liquidity, often identified by a low quick ratio (cash plus 
accounts receivable plus marketable securities divided by current 
liabilities), can be caused by the same issues for low solvency with 
the possible addition of high inventory levels. In addition to the 
solutions for low solvency, inventory can be reduced to a target 
level. Appropriate inventory can be derived by dividing cost of 
goods sold by the industry average inventory turnover rate.
	 Working capital requirements involve understanding the 
timing of cash inflows and outflows. When faced with low 
working capital, work inside out and focus on the things that 
can be controlled first. Convert excess inventory to cash, lower 
operating expenses, and convert fixed assets to cash to buy 
time. To speed money inflows, offer discounts for people who 
buy regularly, invoice immediately, and negotiate upfront incen-
tives. Slow down money going out by negotiating extended 
terms with suppliers in advance based on the business situation. 
Consider requesting seasonal payments or flexible terms with 
a blanket purchase order.
	 Cash is critical to the success of any business. Cash is re-
quired to purchase inventory, pay wages, and maintain your 
equipment. Income, revenue, or profits can’t pay immediate 

bills. The goods that you manufacture or inventory that you 
purchase may not be sold for weeks or months. Additionally, 
it may take weeks or months to receive payment. Understand 
your internal financing requirements and focus on available cash 
to meet the daily needs of the business.
	 Avoid common mistakes. Being focused on solving a 
customer problem or developing new solutions to meeting 
emerging market needs is the essence of business. Similarly, 
understanding how to steer the financial engine is critical to 
business success. Common mistakes that many small busi-
ness owners make include poor initial planning, improper 
monitoring of financial position, little understanding of 
costs and the pricing of products, failure to plan cash flow 
needs, failure to manage growth, improper debt structure, 
failure to monitor and control fixed costs, and poor banking 
relationships.
	 By tracking your financial performance on a monthly ba-
sis, benchmarking your results versus similar companies in 

your industry, and taking corrective 
action, you can effectively navigate 
the financial jungle. n
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