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Working Capital management
Meaning and Definition
Working capital indicates revolving a circular flow of cash starting with cash paid for purchase of
material and ending with cash receipt after the sale of finished goods. This is how working capital is a
circular cash flow from cash to inventories and back to cash.
According to Shubin, “working capital is the amount of funds necessary to cover the cost of operating
the enterprise. Working capital in a going concern is a revolving fund, it consists of cash receipts from

sales which are used to cover the cost of current operations”.
Working capital is the part of total capital. It is used for carrying out regular business operations. In

other words, it is the amount of funds used for financing the day to day operations or activities.
C. W. Gerstenberg, “Working capital is the excess of current assets over current liabilities.”

Annual survey of Industries (1961), Working capital is defined to include “stocks of materials, fuels,
semi-finished goods including work- in-progress and finished goods and by-products; cash in hand and
at bank and the algebraic sum of sundry creditors as represented by –
(a) outstanding factory payments i.e., rent, wages, interest and dividend;

(b) purchase of goods and services;
(c)short term loans and advances and sundry debtors comprising amounts due to the factory on account
of sale of goods and services and advances towards tax payments.

What is Working Capital – Introduction
Every industrial or commercial unit requires working capital along with fixed capital. It is that part of
total capital which is required for purchased current assets, i.e., for meeting regular day to day needs of
a business unit. Working capital or circulating capital is required for purchasing raw materials, spare
parts, components, and payment of wages, rent and other recurring expenses of a business unit.

Working capital indicates revolving a circular flow of cash starting with cash paid for purchase of
material and ending with cash receipt after the sale of finished goods. This is how working capital is a
circular cash flow from cash to inventories and back to cash.
A business unit requires adequate working capital for its regular and smooth working. Adequate
working capital creates goodwill and prestige for the company. It enables a company to make all
payments on due dates. It also raises efficiency and general morale of employees. Working capital is
required only for a short period as it is recovered from the purchasers out of the price paid.

Thus, working capital is of short duration but is recurring in character. In addition, a part of the
working capital is treated as regular as fixed working capital and the remaining part is known as
variable or fluctuating working capital. Working capital is defined as excess of current asses over
current liabilities. Distinction is also made between the gross and net working capital.

Thus, working capital is of short duration but is recurring in character. In addition, a part of the
working capital is treated as regular as fixed working capital and the remaining part is known as
variable or fluctuating working capital. Working capital is defined as excess of current asses over
current liabilities. Distinction is also made between the gross and net working capital.
According to Shubin, “working capital is the amount of funds necessary to cover the cost of operating
the enterprise. Working capital in a going concern is a revolving fund, it consists of cash receipts from
sales which are used to cover the cost of current operations”.

The company promoters have to make an estimate of working capital requirements of the company
and collect the same from convenient sources. It is treated as the controlling nerve centre of a business
unit.
Working capital is also called circulating capital. In modern business, production is conducted in
anticipation of demand and hence, payment has to be made in advance for purchasing raw materials,
stores, etc.

Working capital is needed for meeting such financial needs in order to preserve the continuity of
production. It is also needed in order to meet all normal as well as abnormal cash needs of the
company.

Objectives of working capital management
One of the two key objectives of working capital management is to ensure liquidity. A business with
insufficient working capital will be unable to meet obligations as they fall due, leading to late payments
to employees, suppliers and other providers of credit. Late payments can result in lost employee
loyalty, lost supplier discounts and a damaged credit rating. Non-payment (default) can lead to the
compulsory liquidation of assets to repay creditors.
The other key objective is profitability. Funds tied up in working capital tend to earn little, or no,
return. Hence, a company with a high level of working capital may fail to achieve the return on capital
employed (Operating profit ÷ (Total equity and long-term liabilities)) expected by its investors.
Therefore, when determining the appropriate level of working capital there is a trade-off between
liquidity and profitability:

The trade-off is perhaps most obvious with regards to the holding of cash. Although cash obviously
provides liquidity it generates little return, even if held in the form of cash equivalents such as treasury
bills. This is particularly true in an era of low interest rates (for example, in November 2016 the
annualized yield on three-month US dollar treasury bills was approximately 0.4%).
Although an optimal level of working capital may exist it may not be achievable due to factors beyond
management’s control, such as an unreliable supply chain influencing inventory levels. However
businesses must at least avoid the extremes:



Overtrading – insufficient working capital to support the level of business activities. This can also be
described as under-capitalisation and is characterised by a high and rising proportion of short-term
finance to long-term finance



Over-capitalisation – an excessive level of working capital, leading to inefficiency.

Liquidity ratios

If the current ratio falls below 1 this may indicate problems in meeting obligations as they fall due.
Even if the current ratio is above 1 this does not guarantee liquidity, particularly if inventory is slow
moving. On the other hand a very high current ratio is not to be encouraged as it may indicate
inefficient use of resources (for example, excessive cash balances).
The level of a firm’s current ratio is heavily influenced by the nature if its business for example:


Traditional manufacturing industries require significant working capital investment in inventory
(comprising raw materials, work in progress and finished goods) and trade receivables (as their
business customers expect to be offered generous credit terms). Therefore companies operating in such
industries may reasonably be expected to have current ratios of 2 or more.



Modern manufacturing companies may use just-in-time management techniques to reduce the level of
buffer inventory and hence reduce their current ratios to some extent.



In some industries, a current ratio of less than 1 might be considered acceptable. This is especially true
of the retail sector which is often dominated by ‘giants’ such as Wal-Mart (in the US) and Tesco (in the
UK). Such retailers are able to negotiate long credit periods with suppliers while offering little credit to
customers leading to higher trade payables as compared with trade receivables. These retailers are also
able to keep their inventory levels to a minimum through efficient supply chain management.

The quick ratio is particularly relevant where inventory is slow moving.
Efficiency ratios

This shows how quickly inventory is sold; higher turnover reflects faster-moving inventory.
However, working capital ratios are often easier to interpret if they are expressed in ‘days’ as opposed
to ‘turnover’:

Note that exam questions may tell you to assume there are 360 days in the year. Furthermore, many
exam questions only provide information about inventory as at the year-end, in which case this must
be used as a proxy for the average inventory level.
Inventory days estimates the time taken for inventory to be sold. Everything else being equal a
business would prefer lower inventory days.

In exam questions you may have to assume that:
(i)
year-end
receivables
(ii) all sales are made on credit.

are

representative

of

the

average

figure;

and

Receivables days estimates the time taken for customers to pay. Everything else being equal a business
would prefer lower receivables days.

In exam questions you may have to assume that:



Year-end payables are representative of the average figure



Cost of sales approximates annual credit purchases



All purchases are made on credit.

Payables days estimate the time taken to pay suppliers. A business would prefer to increase its
payables days, unless this proves expensive in terms of lost settlement discounts or leads to other
problems such as a damaged reputation – a ‘good corporate citizen’ is expected to pay promptly.

In this ratio working capital is defined as the level of investment in inventory and receivables less
payables. In exam questions you may have to assume that year-end working capital is representative of
the average figure over the year.
The sales to working capital ratio indicate how efficiently working capital is being used to generate
sales. Everything else being equal the business would prefer this ratio to rise.

Cash operating cycle
The cash operating cycle (also known as the working capital cycle or the cash conversion cycle) is the
number of days between paying suppliers and receiving cash from sales.
Cash operating cycle = Inventory days + Receivables days – Payables days.
In the manufacturing sector inventory days has three components:
i.Raw materials days
ii work-in-progress days (the length of the production process), and
iii finished goods days.
However, exam questions tend to be based in the retail sector where no such sub-analysis is required.
The longer the operating cycle the greater the level of resources ‘tied up’ in working capital. Although
it is desirable to have as short a cycle as possible, there may be external factors which restrict
management’s ability to achieve this:


Nature of the business – a supermarket chain may have low inventory days (fresh food), low
receivables days (perhaps just one to two days to receive settlement from credit card companies) and
significant payables days (taking credit from farmers). In this case the operating cycle could

be negative (ie cash is received from sales before suppliers are paid). On the other hand a construction
company may have a very long operating cycle due to the high levels of work-in-progress.


Industry norms – if key competitors offer long periods of credit to their customers it may be difficult to
reduce receivables days without losing business.



Power of suppliers – an attempt to delay payments could lead to the supplier demanding ‘cash on
delivery’ in future (ie causing payables days to actually fall to zero rather than rising).
Interpretation of ratios
For a meaningful evaluation to be made of a firm’s working capital management it is necessary to
identify:



Trends – the change in a ratio over time. If an exam question provides two, or more, years of financial
statements then appropriate ratios should be calculated for each year.



External benchmarks – industry average (sector) ratios are commonly published by business schools or
consultancies. If an exam question provides industry average data then you are expected to use this to
benchmark the performance of the firm in the scenario. However do not assume that the only relevant
ratios are those for which industry average data is available.

Concepts of Working Capital –
There are two concepts of working capital:
1. Net working.

2. Gross working.
Concept # 1. Net Working:
(This was supported by distinguished authorities like Lincolors, Boris, Stevens, Salaries).
Working capital is the excess of current assets over current liabilities.

It is explained in the form of equation as follows:
Working Capital = Current Assets – Current Liabilities
Components of Working Capital:
According to net concept working capital has two components viz:
i) Current Assets.
ii) Current Liabilities.

i) Current Assets:

Those assets which are converted into cash within a period not exceeding one year normally,
such assets are called Current Assets.
Examples of Current Assets:
a. Cash in hand
b. Cash at Bank
c. Bills receivable
d. Sundry debtors
e. Prepaid expenses

f. Outstanding incomes.
ii) Current Liabilities:
Those liabilities are to be paid within a period of one year, such liabilities are called current
liabilities. Generally current liabilities are paid out of current assets or the Income from the
business.

So the Net Working capital is an accounting concept. Net working capital may be positive or
negative.
Examples of Current Liabilities:
a. Trade creditors

b. Outstanding expenses
c. Short-term borrowings
d. Taxes and dividend payable
e. Bank Overdraft
f. Outstanding liability currently payable

g. Advance received from parties against goods to be sold.
Concept # 2. Gross Working Capital:
(This concept is supported by the authorities like Mean Banker, Mallot and Field)

According to them the working capital represents only current assets. So the gross working
capital concept is a financial or going concern concept.
From the above two concepts, as per the general practice, Net working capital is preferred to
simply as working capital.

Purposes for Working Capital
Every business requires some amount of working capital. The necessity of working capital
arises because of the time gap between the production and realisation of cash from sales.
Working capital is required for the following purposes:

1. for the purchase of raw materials, components and spares.
2. To pay wages and salaries.
3. To incur day-to-day expenses.
4. To provide credit facilities to the customers.
5. To maintain the inventories of raw materials work-in-progress and finished stock.

Factors Determining the Amount of Working Capital:
The following factors determine the amount of working capital:
Factor # 1. Nature of Industry:
The composition of an asset is a function of the size of a business and the industry to which it
belongs. Small companies have smaller proportions of cash, receivables and inventory than
large corporations.
This difference becomes more marked in large corporations. A public utility, for example,
mostly employs fixed assets in its operations, while the merchandising department depends
generally on inventory and receivables. Needs for working capital are thus determined by the
nature of an enterprise.

Factor # 2. Demand of Industry:
Creditors are interested in the security of loans. They want their obligations to be sufficiently
covered. They want the amount of security in assets which are greater than the liability.
Factor # 3. Cash Requirements:
Cash is one of the current assets which is essential for successful operations of the production
cycle. Cash should be adequate and properly utilised. It would be wasteful to hold excessive
cash.

A minimum level of cash is always required to keep the operations going. Adequate cash is
also required to maintain good credit relations. Richards Osborn has pointed out that cash has
universal liquidity and acceptability. Unlike illiquid assets, its value is clear-cut and definite.

Factor # 4. Nature of Business:
The nature of a business is an important determinant of the level of the working capital.
Working capital requirements depend upon the general nature or type of business. They are
relatively low in public utility concerns, in which inventories and receivables relatively low in
public utility concerns, are rapidly converted into cash. Manufacturing organisations, however,
face problems of slow turnovers of inventories and receivables, and invest large amounts in
working capital.
Factor # 5. Time:
The level of working capital depends upon the time required to manufacture goods. If the time
is longer, the size of working capital is great. Moreover, the amount of working capital depends
upon inventory turnover and the unit cost of the goods that are sold. The greater this cost, the
bigger is the amount of working capital.
Factor # 6. Volume of Sales:
This is the most important factor affecting the size and components of working capital. A firm
maintains current assets because they are needed to support the operational activities which
result in sales.

The volume of sales and size of the working capital are directly related to each other. As the
volume of sales increases, there is an increase in the investment of working capital- in the cost
of operations, in inventories and in receivables.

Factor # 7. Terms of Purchases and Sales:
If the credit terms of purchases are more favourable and those of sales less liberal, less cash
will be invested in inventory. With more favourable credit terms, working capital requirements
can be reduced. A firm gets more time for payment to creditors or suppliers. A firm which
enjoys greater credit with banks needs less working capital.
Factor # 8. Inventory Turnover:
If the inventory turnover is high, the working capital requirements will be low. With a better
inventory control, a firm is able to reduce its working capital requirements. While attempting
this, it should determine the minimum level of stock which it will have to maintain throughout
the period of its operations.
Factor # 9. Receivable Turnover:
It is necessary to have an effective control of receivables. A prompt collection of receivables
and good facilities for settling payables result into low working capital requirements.

Factor # 10. Business Turnover:
The business turnover of the organisation directly calls for systematic planning for production.
The exploitation of the available business can be achieved only when sufficient raw materials
are stored and supplied. Hence business turnover will also influence the working capital.
Factor # 11. Business Cycle:
Business expands during periods of prosperity and declines during the period of depression.
Consequently, more working capital is required during periods of prosperity and less during the
periods of depression.

During marked upswings of activity, there is usually a need for larger amounts of capital to
cover the lag between collection and increased sales and to finance purchases of additional
materials to support growing business activity.
Moreover, during the recovery and prosperity phase of the business cycle, prices of raw
materials and wages tend to rise and the business will require additional funds to carry even the
same physical volume of business.
In the downswing of the cycle, there may be a brief period when collection difficulties and
declining sales together cause embarrassment by the resulting means to replenish cash. Later, as
the depression runs its course, the concern may find that it has a larger amount of working
capital on hand that the current business volume may justify.

Factor # 12. Value of Current Assets:
A decrease in the real value of current assets as compared to their book value reduces the size
of the working capital. If the real value of current assets increases, there is an increase in the
working capital.
Factor # 13. Variations in Sales:
A seasonal business requires the maximum amount of working capital for a relatively short
period of time.
Factor # 14. Production Cycle:
The time taken to convert raw materials into finished products is referred to as the production
cycle or operating cycle. The longer the production cycle, the greater is the requirement of
working capital. Utmost care should be taken to shorten the period of the production cycle in
order to minimize working capital requirements.
Factor # 15. Credit Control:
Credit control includes such factors as the volume of credit sales, the terms of credit sales, the
collection policy etc. With a sound credit control policy, it is possible for a firm to improve its
cash inflow.

Factor # 16. Liquidity and Profitability:
If a firm desires to take a greater risk for bigger gains or losses, it reduces the size of its
working capital in relation to its sales. If it is interested in improving its liquidity, it increases
the level of its working capital.
However, this policy is likely to result in a reduction of the sale volume, and therefore, of
profitability. A firm, therefore, should choose between liquidity and profitability and decide
about its working capital requirements accordingly.
Factor # 17. Inflation:
As a result of inflation, the size of the working capital is increased in order to make it easier for
a firm to achieve a better cash inflow. To some extent, this factor may be compensated by the
rise in the selling price during inflation.
Factor # 18. Seasonal Fluctuations:
Seasonal fluctuations in sales affect the level of variable working capital. Often, the demand for
products may be of a seasonal nature. Yet inventories have got to be purchased during certain
seasons only. The size of the working capital in one period may, therefore, be bigger than that
in another period.

Factor # 19. Profit Planning and Control:
The level of working capital is decided by the management in accordance with its policy of
profit planning and control. Adequate profit assists in substantial generation of cash. It makes it
possible for the management to plough back a part of its earnings in the business and
substantially build up internal financial resources.
A firm has to plan for taxation payments, which are an important part of working capital
management. Often the dividend policy of a corporation may depend upon the amount of cash
available to it.

Factor # 20. Repayment Ability:
A firm’s repayment ability determines the level of its working capital. The usual practice of a
firm is to prepare cash flow projections according to its plans of repayment and to fix working
capital levels accordingly.
Factor # 21. Cash Reserves:
It would be necessary for a firm to maintain some cash reserves to enable it to meet contingent
disbursements. This would provide a buffer against abrupt shortages in cash flows.

Factor # 22. Operational and Financial Efficiency:
Working capital turnover is improved with a better operational and financial efficiency of a
firm. With a greater working capital turnover, it may be able to reduce its working capital
requirements.
Factor # 23. Changes in Technology:
Technological developments related to the production process have a sharp impact on the need
for working capital.
Factor # 24. Firm’s Policies:
These affect the levels of permanent and variable working capital. Changes in credit policy,
production policy etc. are bound to affect the size of the working capital.

Factor # 25. Size of the Firm:
A firm’s size, either in terms of its assets or sales, affects its need for working capital. Bigger
firms, with many sources of funds, may need less working capital as compared to their total
assets or sales.
Factor # 26. Activities of the Firm:
A firm’s stocking on heavy inventory or selling on easy credit terms calls for a higher level of
working capital than for selling services or making cash sales.

Factor # 27. Attitude of Risk:
The greater the amount of working capital, the lower is the risk of liquidity.
Whenever there is current strain, it has to be immediately diagnosed on the basis of the red
signals which manifest themselves in the operations. The cause should be ascertained by
making a thorough study of the components of current assets and current liabilities.

If stock is not moving fast, and if there is an excess inventory build-up, corrective steps should
be taken to sell the stock or bring down its level. If the receivables have become sticky,
effective recovery steps should be taken to reduce the debts and to increase the collections.
Sometimes, short-term funds have been used to finance fixed assets, and this creates the
‘current’ strain. This imbalance in the pattern of financing should be set right by raising longterm funds on the cover of fixed assets so that the current strain may be wiped out.
Similarly, if current funds are diverted outside when they are badly required within the firm
itself, it would be very difficult to run the business. External diversion may be for the purpose
of outside investment, advances to others or allied concerns may be in the form of drawings
from the business or for various other purposes.
The situation can improve only if this external diversion is stopped. If the strain is allowed to
continue because of involvement in any other business or industry, the consequences may be
disastrous.

In such a situation, the ability to meet current demands deteriorates; short-term credits are not
forthcoming; production is affected; sales decline; cash flow dwindles; income may disappear
and the whole enterprise may get into the red over a period of time.

Only a concern which manages its assets and liabilities in a planned and projected way on the
basis of its cash budgets and cash flow estimates to cover short-term as well as long-term
situations can sustain a current strain.
The restrictions expressed as ratios of the elements of current assets and current liabilities are
frequently referred to as current-position constraints and include the current ratio, the acid test
ratio, and so called ‘compensating balance’ ratio (a minimum ratio of a borrower’s balance to
the amount of the loan, as required by some banks). Contracts with fund suppliers frequently
provide for current-position constraints.
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