7 Cash Flow Tips
Restaurant Owners Need to Know
to Improve Their Financial Health

Welcome Restaurateurs!
Are you ready to get a better handle on your cash flow to ensure your restaurant
avoids the same mistakes that have caused countless others to fail? Instead of worrying
about where you’ll find the money to pay the bills to keep your establishment afloat,
your time and focus could be better spent creating high quality meals, and building
relationships with your customers.
You might think you’re saving money by doing all of the bookkeeping yourself, but is
your data organized to provide you with key indicators of your restaurant’s financial
health? Are you leveraging these indicators to make more informed decisions? If not,
your efforts might merely be eating away at your time, energy, and potential profits.
I find honesty is the best policy: I’m not a CPA, nor do I charge CPA rates; I do,
however, have a business degree and a solid understanding of bookkeeping and
financial statements. I’ve also studied the financial metrics restaurant owners need to
understand to survive and thrive in the industry.
In addition to having a background in business, I had been a math teacher as well —
numbers come easily to me. When I became a teacher, I didn’t even have a math
degree! Instead, I passed the three required subject matter tests, all on the first try. This
allowed me to teach the highest level of math as a first-year teacher because none of
my colleagues were qualified to do so. I share this only to provide you with some level
of confidence in my abilities.
But I digress. You’re reading this because you want a better understanding of cash
flow and your financial health, so let’s jump into it.
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Working Capital:

Insurance for The Unexpected
I’ll get into some of the key metrics that will help you identify your profitability and
viability, but before I delve into those, I want to stress the importance of having sufficient
working capital.
Working capital can be thought of as the cash used for a restaurant’s daily operation.
More specifically, however, it takes into account more than just cash: it is the difference
between current assets and current liabilities. A lack of working capital is one of the main
reasons a restaurant is forced to close its doors. This was made clear during the pandemic
when restaurant-goers were barred from entering restaurants, causing sales to halt for
months, and forcing thousands of restaurants to close their doors because they didn’t have
the cash on hand to pay their bills for such an extended period of time.
Sufficient working capital can provide restaurateurs with some peace of mind if things
go wrong. In the restaurant industry, it is recommended to have enough cash on hand to
cover at least six months to a year of operating expenses. With such a cushion, monthly
fluctuations in sales or expenses become more of a nuisance than a stressor. By having
enough set aside, some large expenses such as equipment repair or replacement can be
covered using the cash on hand without the need to take out additional loans.
So, before you buy the latest equipment, beautify your space, or otherwise spend your
hard-earned profits, make sure you’re prepared to weather any unexpected expenses,
drop in sales, or both.
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Cash Flow:

The Bloodline of Your
Restaurant
Your total cash flow for a period equals your
cash inflows minus your cash outflows. The cash
flow statement represents a combination of
activities from daily operations represented on
the profit and loss statement as well as your
overall financial standing represented on the
balance sheet. With this statement in hand, you’ll
be able to answer the questions: where did my
money come from and where did it all go?
A restaurant’s cash inflows can include cash
from selling food and beverage, money from
catering a party, proceeds from disposing of a
refrigerator, and money received from a smallbusiness loan. Cash outflows for a restaurant
can include money used to buy assets, and pay
down loans as well as the day to day operating
costs like the food and beverages you supply,
rent, electricity, insurance, and payroll.
Ideally, you want cash inflows to be greater than
outflows, so you’re not depleting your working
capital, but instead, increasing your business’s
liquidity. To effectively manage cash flow, at
the very least, you should be recording all cash
related transactions to see if your cash position is
increasing or decreasing week to week. Ideally,
however, you’re using accounting software that
can produce a cash flow statement.
Not only does a cash flow statement help you
understand the inner workings of your business,
but it’s also used by banks to determine your
credit worthiness when considering whether or
not to loan you money. Finally, having a clear
picture of your cash flow will allow you to make
predictions of future cash fluctuations, and use
these to your advantage, as I’ll discuss next.
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Cash Flow Forecast:

Make Informed Decisions Based
on Repeated Patterns
Tracking cash flow allows you to create a cash flow forecast; this is especially true
if you have a year or two worth of past data. With a forecast of your cash ins and
outs, there’s less uncertainty, and you’re able to make better decisions.
With forecasting, you'll plan for cash shortages. Maybe you’ll notice there’s always a
drop in revenue during certain months as people are less likely to dine out, so you might
offer deals or discounts during that period to entice customers, or alter staff schedules to
mitigate costs.
By tracking your cash flow, you’ll be better able to identify and plan for cash
surpluses. For example, you’ll know when your peak months for sales are. During this
time, maybe you can purchase that extra piece of equipment to make cooking prep
more efficient, or perhaps you can afford to make extra payments on a loan thereby
reducing the amount of interest, saving you money in the long run.
With a cash flow forecast, you’ll no longer be reacting to immediate cash fluctuations,
but rather proactively planning to capitalize on or minimize the effects of such
fluctuations. Next, we’ll take a closer look at how to minimize some of the largest costs
associated with operating a restaurant to increase cash flow.
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Prime Cost Ratio
The success of your restaurant depends on many factors including sales, of course, but the
clearest indicators of your restaurant’s financial health are the costs relative to sales. I’ll
get into these metrics later, but before you can even calculate them, you’ll need to start
with an accurate recording of your revenue and expenses. Typically, restaurateurs are
concerned with the following expense categories:

Cost of Goods Sold (CoGS): These
are your food costs which include all food
and beverage ingredients your restaurant
used during a specific time period.

Labor cost: This includes not only hourly
wages and salaries, but also associated
costs such as payroll taxes, overtime,
bonuses, vacation pay, sick days, and
employee benefits.
Occupancy expenses: fixed costs

such as rent, property taxes and property
insurance.

Operating expenses: everything
else it takes to run your restaurant,
including laundry, equipment repairs,
marketing costs, and professional fees.

When you add the first two expense categories together, you get what’s called the
Prime Cost—the sum total of the CoGS and labor costs. This leads us to the first metric
to consider: The Prime Cost Ratio. To determine this ratio for any given period,
divide the prime cost by the sales (see page 9 for an example).
Generally, the prime cost of a successful restaurant business is roughly 60% of total
sales, but this differs by industry sector. A quick service restaurant will have a slightly
lower prime cost ratio (55-60%) than a full-service restaurant (60-65%).
I’ll break down the prime cost ratio in more detail in the next two sections; however,
at this point, what should be clear is the importance of having a properly set-up
chart of accounts and expense categories to capture this data for analysis.
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Labor Cost Ratio
One of the largest variable costs for restaurants is labor. The second most important metric to
track is the Labor Cost Ratio. This ratio is calculated similarly to the Prime Cost Ratio: divide
the labor cost by the sales for a given period (see page 9 for an example). Hopefully, you’re
keeping accurate books and payroll to identify this ratio. For most restaurants, a healthy
labor cost to sales ratio is about 30%, but this percentage varies by industry segment:

25% for quick service restaurants with less specialized labor and faster customer
transactions
25 to 30% for casual dining, depending on the menu and methods of service
30 to 35% for fine dining, depending on in-house food production and service components
If you’re operating above the range for your industry segment, you might consider the tips listed
below to increase efficiency and reduce labor costs, none of which involve eliminating staff.
One way to increase efficiency is to mix your novice and veteran staff each shift to ensure you
don’t end up with all rookies during a high traffic lunch, or all veterans during a slow dinner. To
minimize costs, you could schedule fewer staff members for setup and cleanup than during
service hours. To further reduce labor costs on slow nights, consider releasing some staff early;
they will still be paid for their time, but you’ll pay less than if they had stayed for a full shift. Be
sure to check the labor laws in your state; in CA, for instance, there is a 4 hour minimum shift law.
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Food Cost
Ratio
Another important accounting metric
for restaurant owners to track is the
Food Cost Ratio: the ratio of total
food costs to sales for a given period
(see page 9 for an example). A survey
found that 58% of restaurateurs
struggle to properly manage their
inventory and order too much food
which then spoils, causing hard-earned
money to convert into literal waste.
Just like the previous two ratios, to calculate
the food cost ratio, divide your cost of goods
sold by your total sales for a given period.
Though this percentage varies by industry
sector, on average, the period cost for food is
between 28 and 35% of sales.

To minimize food costs, consider the
following tips: Take the time to do extra prep
work yourself: shred cheese instead of buying it preshredded, or buy whole chickens and debone them yourself
instead of purchasing the deboned variety, for example. To
avoid spoilage, use the First In, First Out (FIFO) method of inventory
management in which the oldest ingredients are used first. Another method
to avoid rancid ingredients is to design a menu that uses the same ingredients across
multiple dishes. If certain ingredients are about to expire, offer a daily special that utilizes those
ingredients. Finally, at least once or twice per week, compare your actual inventory on hand
with that of your accounting software or POS system to identify any shrinkages due to prep
waste, or improper portion sizes before such losses compound.
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Example:

Calculating The Three Ratios
Prime Cost = Labor + CoGS

Labor Cost Ratio =

Prime Cost Ratio =

Labor Cost

Prime Cost

Food Cost Ratio =

Sales

Sales
CoGS
Sales

To make this example simple, lets assume the following costs and sales.
Labor: $28,000

CoGS: $34,000

Sales: $100,000

The Prime Cost is the sum of labor and CoGS.
Prime Cost = $28,000 + $34,000 = $62,000
The Prime Cost Ratio (or prime cost relative to sales) is then calculated as follows:
Prime Cost Ratio =

Prime Cost
Sales

=

$62,000
$100,000

= 0.62 or 62%

The other two ratios, relative to sales, are similarly calculated:
Labor Cost Ratio =

Food Cost Ratio =

Labor Cost
Sales
Food Cost
Sales

=

=

$28,000
$100,000
$34,000
$100,000

= 0.28 or 28%

= 0.34 or 34%

The cost of labor for this restaurant is 28% of sales, and the cost of food is 34% of
sales. Together, these make up the prime cost which is 62% of sales.
Calculate these for your restaurant, and compare your figures with the industry
standard for your sector.
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What’s next?
In this eBook, I've discussed working capital, cash flow, and cash flow forecasting as
well as three important accounting metrics you should track to assess your restaurant’s
financial health. There are also other metrics to consider such as employee turnover
ratio, inventory turnover ratio, table turnover ratio, revenue per seat, customer
acquisition cost, and customer retention ratio, to name but a few. I'll discuss these in
newsletters. Hopefully, you now understand the importance of keeping proper
records to monitor your cash flow, and determine the key indicators mentioned in this
eBook, so you can leverage this knowledge for the benefit of your restaurant and
wallet.
If you allow me to work with you, not only will I take the daily bookkeeping tasks off
your plate, and deliver to you the monthly financial reports—balance sheet, profit
and loss, and cash flow statement—I’ll also include the key metrics discussed in this
eBook (prime cost ratio, labor cost ratio, and food cost ratio), free of charge.
If you’re looking for a bookkeeper who understands your industry, and has a business
degree, but won’t charge CPA rates, then schedule a phone consultation.

Click to Schedule Phone Consult
We’ll talk about your restaurant, your goals, and your challenges to determine a
path towards obtaining a clear picture of your restaurant’s financial health, so you
can make informed decisions.

Get the most out of our call
1 Have a copy of your most recent Balance Sheet, and Profit & Loss statements,

if you have them

2 Be logged into your current accounting software, if possible
3 Make a quick list of any questions or concerns you have

This will help me to better address your most pressing concerns, so we can focus on
getting you the metrics to make more informed decisions for the success of your
restaurant.
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