WORKING CAPITAL MANAGEMENT

Working capital management is concerned with the problems that arise while managing current assets, current liabilities, and inter-relationship that exists between them.
Current assets are those assets that, in ordinary course of business, can be converted into cash within one year without undergoing any diminution in value. The major current assets are cash, marketable securities, accounts receivable, and inventory.
In contrast to this, fixed assets are those assets that are permanent in nature and are held for use in business activities. For example, land, building, machinery etc.
Current liabilities are those liabilities that are obligations that have to be paid in a single accounting period. Examples of current liabilities are: accounts payable, bills receivable, bank over-draft and outstanding expenses. Long-term liabilities, on the other hand, are obligations that can be repaid over a period greater than a single accounting period. Examples of long-term liabilities are: share capital, debentures, long-term loans etc. 

CONCEPTS OF WORKING CAPITAL

There are two concepts of working capital:
a. Gross working capital: It is equal to the total investment in current assets. 

b. Net working capital: It is the difference between current assets and current liabilities. It can be described as that part of a firm’s current assets which is financed with the help of long-term funds. 

Both the concepts have equal significance in working capital management.
Gross working capital helps in analyzing:
a. Ways to optimize investment in current assets and 

b. Methods for financing current assets. 

Net working capital indicates the liquidity position of the firm. It also reflects the extent to which the working capital needs should be financed by long-term sources of funds
OBJECTIVES OF WORKING CAPITAL MANAGEMENT

	The goal of working capital management is to manage the current assets and liabilities in such a way that an acceptable level of net working capital is maintained. There are two issues that are dealt under working capital. They are:
1. Determining the level of working capital to be maintained: 

The exact amount of working capital that should be maintained varies from firm to firm and depends on various factors like nature of business, degree of competition etc. Keeping in view the uncertainty associated with the dynamic environment in which a firm operates, the amount of investments in current assets should be made in such a manner that it not only meets the needs of the forecasted sales but also provides a built-in cushion in the form of safety stocks to meet unforeseen contingencies arising out of factors such as delays in the arrival of raw materials, sudden spurts in sales demand etc.
If a firm follows a conservative approach, then it will make a higher level of investment in current assets. But this would also mean that the company will not have sufficient amount to invest in profitable avenues. On the other hand, if the finance manager opts for an aggressive approach, the firm will have lesser investment in current assets thus leaving more amounts for investing in profitable alternatives. Thus, conservative approach provides more liquidity but less profitability and aggressive approach provides more profitability and less liquidity.
2. Decision regarding financing of current assets: 

Once the appropriate level of working capital is chosen, the next decision pertains to determining the finance-mix for current assets. Some of the sources that are used to finance current assets are:
a. Spontaneous liabilities: Short-term liabilities such as sundry creditors, accrued expenses, etc. and provisions that arise during the normal course of business serve as non-interest bearing source of financing current assets. 

b. Bank borrowings, Public deposits and long-term sources of finance 

The difference between the amounts of current assets and liabilities is usually financed through a combination of bank borrowings by way of cash credit/overdraft arrangement and long-term sources of finance such as debentures and equity capital. Companies can also opt for fixed deposits (obtained for a period of one to three years) for financing current assets.
The decision regarding the financing of current assets using the above sources of finance depends on the attitude of the company towards risk.  The financing policy opted by the firm can be classified into two categories based on its risk attitude:
a. Conservative financing policy: A firm following a conservative financing policy will use long-term sources like equity and debentures, for financing current assets. Consequently, these firms will have a lower risk as there is a reduced probability of “technical insolvency” that arises when a company is not in a position to honor its current liabilities. But following a conservative policy would imply a higher cost of financing since: 

i. Equity has the highest cost of capital and it does not have the advantage of tax-deductibility that exists in the case of debt capital. 

ii. The interest on debentures has to be paid irrespective of the fluctuating needs for financing current assets. 

b. Aggressive financing policy:  A firm following an aggressive financing policy will use more of bank borrowings and public deposits and less of long-term sources of finance for financing its current assets. Such a policy will be useful for companies that have a fluctuating need for current assets because usually the bank borrowings are geared to move in tandem with the fluctuating level of current assets so that the total interest charge for the company is likely to be low. But an aggressive financing policy involves higher risk of “technical insolvency.” 
Hence, depending upon the attitude of management towards risk and keeping in view the constraints imposed by banking sector with respect to short-term credit, the firm should choose the appropriate financing policy. 

I. Static view of working capital 

As per the static view, working capital can be defined in two ways:
Gross working capital: It is equal to the total current assets (including loans and advances).
Net working capital: It is the difference between current assets and current liabilities (including provisions). It can be also described as that part of a firm’s current assets which is financed with the help of long-term funds. The net working capital of a firm helps in comparing the liquidity of the same firm over a period of time. The liquidity of a firm can be defined as the ability of the firm to satisfy short-term obligations as they become due.
The static view of working capital lays more emphasis on the level of current assets compared to the level of current liabilities.
Drawbacks of static view of working capital:
The static view of working capital has the following drawbacks:
1. The working capital under this view is computed using the data given in the balance sheet that is static in nature and fails to reflect the dynamic nature of working capital that is crucial in decision making. 

2.  The net working capital which is computed as the difference between current assets and current liabilities does not reflect the correct amount of working capital due to the following reasons: 

-Short-term bank borrowings that are used for financing current assets are shown separately under the heading of secured loans and not as a part of current liabilities.
-Short-term Public deposits utilized for financing current assets are shown under the category of unsecured loans and are not included in current liabilities.
-Short-term marketable securities that are held for the purpose of providing liquidity to the firm are shown under the heading of investments and are not included in the current assets.
      The reasons mentioned above lead to a miscalculation of the amount of   working capital.
II. Dynamic view of working capital 

The dynamic view defines working capital as the amount of capital required for the smooth and uninterrupted functioning of the normal business operations of the firm encompassing various activities commencing with the procurement of raw materials, conversion of raw materials into finished product for sale, creation of accounts receivable on account of goods sold on credit and finally realization of profits from sales and cash from accounts receivable. As per this definition of working capital, the following activities would come under the purview of working capital management. 
1. Determination of the appropriate level of raw material inventory: 

A firm needs to decide the appropriate level of working capital by keeping in view the following factors:
-         Existence of raw materials in the domestic market.
-         Need for importing the raw materials if not available indigenously.
-         Existence of restrictions imposed by government.
-         The time lag between ordering and receiving of raw materials
-         Discounts offered by suppliers.
-         Price movements of raw materials in a period of high inflation.
2. Determination of appropriate level of  work-in-process inventory: 

Depending on the nature of process technology used, the firm should decide the required level of work-in-process inventory. The level of work-in-process inventory will be higher in case of firms where the raw material has to pass through several stages during the process of production. 
3. Determination of appropriate level of finished goods inventory:  

Following are some factors that help in determination of the required amount of finished goods inventory:
-Degree of accuracy in forecasting sales demand.
-Ability to meet sudden spurt in demand.
-Seasonality of demand.
-Nature of finished goods: For example, if it is a perishable good then lower inventory should be maintained.
4. Determination of credit policies and credit period to be extended to customers: 

The degree of competition in the industry and the general attitude of the competitors towards credit sales are two major factors that determine the credit policies of the firm. Apart from these factors, the credibility of the customer is also crucial in deciding the credit policy.
5. Determination of the level of cash to be maintained by the firm: 


The required level of cash should be decided keeping in view the following factors:
-         Ability to meet cash payments.
-         Ability to avail sudden cash discounts offered by the suppliers.
-         Credit period extended to customers.
-         Credit period extended by suppliers.
-         Degree of synchronization between cash inflows and cash outflows.
-         Minimum amount of cash to be maintained.
WORKING CAPITAL/OPERATING CYCLE
The time period between the purchase of raw materials and the collection of cash for sales is referred to as operating cycle. It consists of the following components:
1. Raw Material Storage Period: The raw material storage period is computed as: 

      
where,
Average stock of raw materials =
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and Average daily consumption of raw materials =
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2. Conversion Period: The average work-in-process inventory period can be computed as:  [image: image3.png]Average Stock of work -in -process
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where,   
Average stock of work-in-process =
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and Annual cost of production = Opening  stock of work-in-process + Annual consumption of raw materials + Manufacturing costs such as wages and salaries, power and fuel etc. + Depreciation –Closing work-in-process.
Average Daily cost of production =  
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3. Finished Goods Storage Period: 

The finished goods storage period is computed as:
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where, Average stock of finished goods =
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Annual cost of sales = Opening stock of finished goods + Annual cost of production + Excise Duty + Selling and Distribution costs + General administrative costs + Financial costs – Closing stock of finished goods.
Average daily cost of sales = 
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4. Average Collection Period: It is computed as: 
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Average balance of sundry debtors =
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Average daily credit sales of the company = 
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5. Average Payment Period: The average payment period is computed as: 
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Average balance of sundry creditors =
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Average daily credit purchases made by the company =  
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 Computation of Operating Cycle: 
Gross Operating Cycle = Raw material storage period + Conversion period + Finished goods storage period + Average collection period  
Net Operating Cycle = Gross operating cycle – Average payment period
Uses of Operating Cycle: 
1. It helps in comparing each component of working capital cycle with standards and helps in exercising control if any deviations exist. 

2. For implementing better control measures, separate working capital cycles can be prepared for the slack season and the busy season. 

3. It helps in estimating the future requirements needed to support the forecasted sales of the company. 

Example: 
Chenoy Ltd. manufactures 850 carpets per year. It sells each carpet for Rs 1150. Only 15% of its sales are made in cash. The firm incurs a fixed cost of Rs. 1,35,000 per annum and a variable cost of Rs. 500 per carpet. It spends Rs. 30,000 on advertising. This year the firm invested 25% of its total turnover in the purchase of raw materials.
Other information about the firm is given below:
(a)
Opening balance:





(in Rs. ’000)
(i)                  Raw material:






50
(ii)                Work-in process






40
(iii)               Finished goods






95
(iv)              Debtors






          105
(v)                Creditors                     




          120
         (b) Closing balance:
(i)  Raw material:






55
(ii) Work-in process






65
(iii) Finished goods





          105
(iv) Debtors






          120
(v)  Creditors                     




           80
       (c) Depreciation:    






45
       (d) Excise duty







35
       (e) Selling and Administrative expenses




55
Using the above details compute the operating cycle for Excel Ltd.
Solution: 
Total sales= 850 x 1150 = Rs. 9,77,500.
Credit sales= 9,77,500–0.15 x 9,77,500 = Rs. 8,30,875.
Purchase of raw materials: 0.25 x 9,77,500 = Rs. 2,44,375.
Manufacturing expenses = Fixed cost + Variable cost
= Rs. 1,35,000 + 500 x 850 = Rs. 5,60,000.
i. Raw material storage period: 

Average stock of raw material = 
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 = 52,500.
Annual consumption of raw material = 50,000 + 2,44,375 – 55,000 = Rs. 2,39,375.
Average daily consumption =
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=Rs. 665
Raw material storage period =
[image: image17.png]52,500
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=78.9 days
ii. Conversion period: 

Average stock of work-in-process =
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= 52,500.
Annual cost of production= 40,000 + 2,39,375 + 5,60,000 + 45,000–65,000 =Rs. 8,19,375.
Average daily cost of production =
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 =Rs. 2276
Conversion period =
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= 23.1days
  

iii. Finished goods storage period: 

Average stock of finished goods =
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 = 1,00,000.
Annual cost of sales= 95,000 + 8,19,375 + 35,000 + 55,000 – 1,05,000 = Rs.8,99,375. 
Average daily cost of sales =
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=Rs. 2,498
Finished Goods Storage Period =
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 = 40 days.
iv. Average collection period: 


Average debtors =
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= Rs. 1,12,500.

Annual credit sales = Rs. 8,30,875.

Average daily credit sales =
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 = Rs 2,308.

Average collection period =  
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= 48.7 days.
v. Average payment period 

Average balance of trade creditors =
[image: image27.png]1,20,000 480,000
2




= Rs. 1,00,000.

Annual purchases = Rs. 2,44,375.

Average daily purchases =
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 = Rs. 679.

Average payment period =
[image: image29.png]1,00,000
679





= 147.3 days.

Hence operating cycle = 78.9 + 23.1 + 40 + 48.7 -147.3 = 43.4 days.
Example: 
From the following projections of Excel Ltd. for the next year, determine the working capital required by the company:
Annual sales






Rs. 14,40,000
Cost of production





Rs. 12,00,000
(including depreciation of Rs. 1,20,000)
Raw material purchases




Rs.  7,05,000
Monthly expenditure











Rs.     25,000
Estimated opening stock of raw materials





Rs.  1,40,000
Estimated closing stock of raw materials

                 Rs.  1,25,000
Inventory norms:
Raw materials






2 months
Work-in-process





½ month
Finished goods





1 month
The firm enjoys a credit of half-a-month on its purchases and allows one month credit on its supplies. On sales orders the company receives an advance of Rs. 15,000.
Assume that the production is carried out evenly throughout the year and the desired minimum cash balance is Rs. 10,000.
Solution: 
Determination of net working capital:
(A)
CURRENT ASSETS:
Amount (Rs.)

Cash balance 
10,000

Inventories:
           Raw materials:    Opening stock       Rs. 1,40,000
                                     Add: Purchases           7,05,000


             Less: Closing stock    -1,25,000
                                     Annual consumption  Rs. 7,20,000
Two months requirement :
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                                      1,20,000
Work-in-process: (yearly cost of production excluding 
depreciation x ½)
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12 =
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                45,000

Finished goods: 
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                90,000
Debtors: 
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90,000
Monthly Expenditure

                25,000
Total current assets


3,80,000
CURRENT LIABILITIES: 

  Trade creditors:
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                      29,375
Advanced received from debtors







 

                      15,000
Total current liabilities








 

                      44,375
c. NET WORKING CAPITAL = (A-B)




                                                               3,35,625 

In the above computations, it is assumed that there is neither opening nor closing stock of finished goods and therefore cost of sales is Rs 10,80,000, excluding depreciation.


        CRITERIA OF EVALUTING WORKING CAPITAL

The factors that are used to evaluate the working capital management in a company are:
1. Liquidity: Liquidity can be defined as the ability of the company to meet its short-term obligations. It can be tested by means of certain ratios like current ratio, quick ratio etc. 

2. Availability of cash: Companies usually keep a minimum level of cash balance to meet unforeseen contingencies. The attitude of management towards risk, lack of synchronization between cash inflows and outflows and uncertainty associated with future cash flows are some factors that affect the proportion of cash in the total current assets. If a company maintains a higher level of cash then its liquidity position will improve but this will adversely affect its profitability, as idle cash will fetch no returns. 

3. Inventory turnover: The cost of inventory can be expressed in terms of the amount of cash locked up in inventory and the carrying costs associated with it. When a firm maintains a higher level of inventory, it ensures more stable production process without any interruption but doing so will imply reduced profitability, as more cash will be locked up in inventory. Similarly, if a firm has a low level of inventory, it will have more profitability but the risk of work being interrupted due to shortage of material will increase. Hence the manager has to decide the appropriate level of inventory such that its risk-return position is optimized. 

4. Credit extended to customers: While framing the credit policy, the firm has to keep in view many factors like: the amount of cash locked up in receivables, incidence of bad debt losses, credibility of the customer etc. Highly stringent credit standards will adversely affect sales and lenient credit standards will lead to increase in bad debts.           

5. Credit obtained from suppliers: Working capital management should provide adequate flexibility to the production department, so that they can analyze the terms offered by different suppliers and choose the most suitable offer. Proper working capital management should also ensure that the payment to the suppliers is made regularly, as this will result in better relationship between the firm and the supplier.   

6. Extent of under-trading and over-trading: Under trading is a situation when the volume of sales is much less than the amount of assets employed. It also indicates that a large amount of funds are locked up in current assets resulting in a low turnover of working capital. On the other hand, overtrading indicates disproportionately high turnover of assets compared to the volume of sales. It also implies that less amount of cash is invested in current assets and this might finally lead to ill-liquidity.   

Working capital management should ensure that there is no under-trading or over-trading.
The precautionary measures that can be taken to encounter the problem of under-trading are:
1. Lowering the debt-equity ratio by altering the capital structure 

2.  Reducing the level of inventory so that it matches with the sales forecast and production plans. 

3. Hastening the collection process 

     The precautionary measures that can be taken to deal with over-trading are:
1. Increasing the asset base through additional finances 

2. Reducing the sales to a level that is proportionate with the amount of current assets. 

7. Ratio Analysis:  There are many ratios that can be used for evaluating the efficiency of working capital management. Current ratio, quick ratio and cash to current ratio help in analyzing the liquidity of current assets. Sales to cash ratio helps in analyzing the turnover of cash. Average payment period helps in reviewing the time taken by the debtors to make the payment. Inventory turnover ratio helps in assessing the level of inventory maintained by the company. Working capital to sales ratio helps in indicating the turnover of working capital with respect to sales. 

