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business face no surplus or deficit 
as it pursues its growth target. 
Three cash flow drivers essentially 
funnel this equilibrium point.

1. The level of current assets 
needed to achieve the target 
sales.

2. The amount of money retained 
or ploughed back with respect 
to sales.

3. The growth element in sales.

These powerful cash flow drivers 
needless to say are not limiting 
the growth. For a firm would 
necessarily need changes in its 
assets other than the current. 
Further a firm may be able to 
identify funds other than 
borrowings. The question, 
however, would continue to exist,  
as to how long could the business 
continue to source funds 
externally?
Thus, taking the same illustration 
with the Current Assets to Sales at 
0.25 and the Retained profits to 
Sales at 0.025, and if the growth 
in sales is at 15%, the existing 
position for the firm would be:

Retained Profit/Sales = 0.025  =   0.66
Growth Times          0.15 x 0.25
Current Assets to Sales

This ratio indicates that  66% of 
the existing growth is funded by 
the company's ploughed back 
profits or retained earnings.
If the value of this ratio is brought 
to unity, then an equilibrium is 
available to determine what could 
be  a simplistic sustainable growth 
or more appropriately a self 
sustained growth model. This 
mathematically would imply 
altering the numerator or the 
denominator; and this would be 
possible in three distinct ways or 
in a more pragmatic combination 
of all three.
If the ploughed back profits is 
increased by 50% or the sales 
growth reduced to 10% or the 

able to increase its dividends, 
build more liquid assets and 
reduce the financial leverage. 

A discussion on what growth 
should a firm target, would be 
incomplete, without the impact of 
inflation on growth. If the target 
firms nominal growth rate as seen 
in the illustration is 15%, and with 
inflation at 5%, the real 
sustainable growth rate would be 
9%. Inflationary growth consumes 
firm's resources as much as a real 
growth neither benefitting the firm 
or the economy. 

A model 

Many model varieties have been 
espoused by financial thinkers to 
explore the growth - financial 
policy nexus. Higgins R.C (1977), 
in his paper “How much growth 
can a firm afford?”, postulates a 
model that demonstrates the 
interdependencies between 
growth an a financial policies.

Inflation and Growth

Inflation adversely affects business 
in multiple ways. One important 
factor to be considered relates to 
depreciation computed, primarily 
on historical costs rather than on 
their current replacement cost. In 
inflationary periods, the 
depreciation considered is often 
well below the replacement cost, 
and that portion of cash from 

Current Assets to Sales ratio is 
reduced to 16%. If the three 
strategies are examined 
impartially, a reduction in the 
growth rate appears more 
manageable to achieve the target 
equilibrium. 

Growth - a paradigm shift ?

Growth is probably the second 
only to profits, in assessing a 
business' performance. It is, 
therefore, not possible for 
managements to realize the fact 
that unbridled growth may not be 
consistent with established 
financial policies. Growth, as we 
have earlier seen, is determined 
by an interplay of many factors. 
For instance, the company's 
dividend payout may determine 
the Retained earnings, as much as 
the Capital structure constraints 
may restrict external financing, 
raising the relevance of 
considering  a self sustaining 
growth path for businesses.

Increasing revenues consistent 
with a firm's established financial 
policies, could determine the 
growth a business could target. If 
revenues are increased at any 
greater rate, a compromise in the 
financial objectives may be 
needed, which may be 
detrimental to the financial health 
of the firm. Thus, if a firm grew at 
a lower rate, the firm would be 

rowth is therefore akin toG
what a medicine would be 

to a patient; 
beneficial in sustainable doses, 

but dangerous and sometimes fatal 
when the dosage exceeds 

the required level.
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Starting a business and sustaining 
its growth requires cash. Cash is 
required for working capital, 
facilities, property and equipment. 
The importance exists for every 
business even the profitable one's 
to recognize, that if they try to 
grow too fast they can run out of 
cash, even if their product 
portfolio is a great success. This 
necessitates balancing between 
generation and consumption of 
cash. A failure in recognizing this, 
could render any business, a 
victim of its own success. 

Growth needs cash, and the faster 
you grow the faster you consume 
cash. Cash is a resource that is 
generated by a business primarily 
from three sources: equity capital, 
loans and retained profits. 
Growth therefore implies a mix of 
these resources, with each of 
these components having  its own 
associated costs. An illustration 
would simplify the impact of this. 
A typical abstracted Balance sheet 
of a company would have the 
following :

What do these ratios reveal ? 

Every rupee sales generated, 
needs 25 paise of current assets 
and other things being equal,
enables a company to retain 2.5 
paise. Thus, if a company is 
unable to raise external sources of 
funds to generate a rupee sales 
next year, it would require Rs.10 
sales this year. This ratio of Re.1 
extra sales for every Rs. 10 current 
sales provides a growth rate of 
10% and this growth rate can be 
funded from its retained earnings. 
If a company targets a growth say 
at a rate of 15%, the additional 
5% needs funds, and the source 
could be borrowings and its 
associated risks. 

Growth is therefore akin to what a 
medicine would be to a patient; 
beneficial in sustainable doses, 
but dangerous and sometimes 
fatal, when the dosage exceeds 
the required level. There is a need 
for organizations to strike an 
effective balance between profits, 
assets and growth. Any imbalance 
between the three factors can 
affect the cash flow. Given the 
uncertainties of business and 
expected opportunities looming 
large and with very high inflation, 
it would be wise for organizations 
to pause and evaluate their 
growth targets and specify what 
level of growth they can safely 
absorb. 

Is there a growth equilibrium ?

A term we could consider for an 
organization to identify the rate of 
growth that a company can 
sustain  from its operating cash 
flow. It simply means identifying a 
cash equilibrium that enables a 

CASH, PROFITS AND GROWTH
HOW FIRMS BITE MORE THAN 

THEY CAN CHEW ?

Liabilities   Assets   

Share Capital 500 Net Fixed Assets 400

Reserves  175 Investments  175

 

Long term Loans  150

 Current Assets  500

Current Liabilities  250

  Total 1075   1075

Income Statement (abstract)

Sales 2000 Retained profits  50

Current Assets   Retained profits

to Sales 0.25 to Sales 0.025
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ASSETS LIABILITIES

rs * t p ( s + rs) (1-d) p ( s + rs) (1-d)(D/E)       

Where
rs   = increase in sales during the year
 t      = the ratio of total assets to net sales for both new & existing.
p      = the profit margin on new & existing sales after taxes.
D/E  = the target Debt to Equity ratio.
s      =  sales at the beginning of the year or existing sales. 
d      =  the target dividend payout ratio- RE = (1-d)

Since Assets = Liabilities

rs * t =   p (s + rs) (1-d)  +  p (s + rs) (1-d)(D/E)    

Rearranging the equation a firm's sustainable growth rate would be equal to  

rs = p(1-d) *    (1 + D/E)          
  s t - p (1-d)  * (1 + D/E)

Where : rs / s     = g = growth

Existing
Total Assets

(Fixed Assets
+ Current
Assets)

Increase in
Current
Assets

Increase in
Liabilities

Increase in
Retained
Earnings

Existing Total 
Liabilities

(Owners Funds
+ LTL +Current
Liabilities
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operations represented by 
depreciation is often insufficient to 
recover the economic value of the 
depreciating assets. Another 
significant factor related to asset 
erosion is that, depreciation on 
historical cost would provide 
higher taxable earnings, than 
replacement cost depreciation, 
and consequently higher tax bills 
as well. 

Growth as a decision variable

Growth is what companies target 
and let other factors revolve 
around this. Most companies think 
of growth as uniformly beneficial, 
must therefore, begin to think of
this as a variable that needs to be 
controlled in a manner that is 
analogous in the way executives 
manage to control their 
inventories, dividend payout or 
even their capital structure. 

It is relatively easy to list the ways 
a firm can reduce its growth rate; 
and limiting growth is not 
something many organisation, 
would be prepared to think or 
more still willing to think about. 
When generations of corporate 
managers have been told that 
growth is good, and now be told 
that excessive growth is bad, 
would be difficult to comprehend. 
The importance lies in its 
recognition, though the fact 
remains that enumerating growth-
limiting strategies would be a lot 
easier, than their implementation.

Thus,  if “g” is to increase, one of the three components namely “p” the 
profit margin should increase, or “d” the payout reduce or more 
appropriately, the capital structure D/E altered.


