WORKING CAPITAL PLANNING AND ESTIMATION	                                                  By: ACMA RAVI MONGA
(INTRODUCTION )
· Working Capital ,also called net current assets , is the excess of current assets over current liabilities .
· The efficient management of working capital is important from the point of view of both liquidity and profitability .
· Poor management of working capital means that funds are unnecessarily tied up in idle assets hence reducing liquidity and also reducing the ability to invest in produce assets such as plant ,so affecting the profitability.
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       Note :- The net Working Capital Measures the firms liquidity .
  1: THE OPERATING CYCLE
· The working capital requirement of a firm depends , to a great extent upon the operating cycle of the firm .
· The operating cycle may be defined as the time duration starting from the procurement of goods or raw materials and ending with the sales realization .
· Sequential order of activities in an operating cycle :-
a) Procurement of raw materials and services .
b) Conversion of RM into WIP.
c) Conversion of WIP into FG.
d) Sale of finished goods (Cash / Credit ).
e) Conversion of receivable into Cash .
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                                          Fig. :-  The Operating Cycle 

· Calculation of TO  CP and NOC  

           Particulars                                                                             No. of Days 

            RMCP                                                                                         XXX Days
           + WPCP                                                                                       XXX Days
           + FGCP                                                                                        XXX Days
           + RCP                                                                                          XXX  Days
                     TO CP                                                                                XXX Days
         (-) DP                                                                                             XXX Days
              NOC                                                                                          XXX Days
      

Where ,
          RMCP =     Average RM Stock            X 365 
                          Total RM Consumption 
          WPCP =           Average WIP                 X 365
                           Total Cost of Production 
          FGCP =           Average FG                     X 356
                           Total Cost of Goods Sold
          RCP  =       Average Receivable            X 365 
                         Total Credit Sales
           DP =       Average Creditors                 X 365 
                          Total Credit Purchase 
            (Useful Points regarding above calculations )
       (i). The ` Average ` Value in the numerator is the average of operating Balance and Closing Balance 
             of the respective item . However , if only the closing balance is available , the even the closing
             balance may be taken as the `Average ` .
      (ii). `365` represents number of days in a year. We can assume 1 Year = 360 days for ease of
              calculations.
      (iii). The ` Total `  figure in the denominator refers to the total value of the item in a particular year,
              and 
      (iv). In the calculation of RMCP, WPCP , FGCP , the denominator is calculated at cost – basis and the 
             profit margin has been excluded.
2. FACTORS DETERMINING WC REQUIREMENT
The working , capital needed at one point of time may not be good enough for some other situation. The determination of working  capital requirement is a continues process and must be undertaken on a regular basis in the light of the changing situations .
        Factors:-
1. Basic Nature of Business :- 
	Nature
	Type of OC
	WC Required

	a) Retail / Trading Firm 

b) Manufacturing Firms
	 Small


 Large 
	Small

 
Large/ Huge



 
2. Business Cycle Fluctuations :- 
	Situations
	WC Required

	a) Boom 
b) Depression
	More
Less




3. Seasonal Operations :- 
	Goods
	Demand
	WC Required

	a) Seasonal
b) Out of season or Noun Seasonal
	High
Low
	High
Low


4. Market Competitiveness :-
	Competition
	Requirement of Debtors & Inventory
	WC Required

	High
Low
	High
Low
	High
Low



5. Credit Policy : Collection Period And Payment Period –
	Collection Period
	Payment Period
	WC Required

	Allowed
Not Allowed
	Not Allowed
Allowed
	High
Low

	Allowed                                             Allowed
       
     a).   CP                       >                  PP
     b).   CP                       <                  PP                

	

High 
Low





3. ADEQUATE WORKING CAPITAL : NEED  
   Every  firm must maintain a sound working capital position otherwise, its business activities may be
   adversely affected . The financial manage must see that the firm has sufficient working capital as and   
   when required so that the fixed assets of the firm are option used. A firm should have neither the 
   excessive working capital nor inadequate working capital. Both are risky and may have dangerous 
   outcome .
     Problem due to Excessive working Capital :-
a) Unnecessary accumulative of Inventories resulting in waste , theft , damage  etc.
b) Delays in condition of receivable resulting in more liberal credit terms to  customers then warranted be the market conditions .
c) Adverse influence on the performance of management .

     Consequences of having Inadequate working capital :-
a) The fixed assets may not be optimally used .
b) Firms Ignore may stagnate .
c) Interruption in production schedule may occur ultimately resulting in lowering of the profit of the firm.
d) Firms goodwill in the market is affected if it is not in a position to meet its liabilities on time .

4.  Trade off  b/w Liquidity and Profitability or Risk – Return trade off   :- 
      When liquidity increase the risk of insolvency is reduced but the profitability is also reduced . 
      However when the liquidity is reduced , the profitability increase but the risk of insolvency also 
      increase. So , the profitability and risk more in the same direction . Neither too much if risk nor too 
      much of profitability is good .

5. Strategies in Working Capital MGMT
     1> Heading Approach (or Working Approach )
· The hedging approach to working capital financing is based upon the concept of bifurcation of Total working capital needs into 
                                  Permanent Working Capital And 
                                 
                                  Temporary Working Capital   
·  The hedging approach says that  permanent  requirement should be financed by long- term sources while the temporary requirement should be financed by short term sources of finance

2> Conservative Approach 
· The working capital policy of a firm is called a conservative policy when all or must of the working capital needs are met by the long term sources and thus the firm avoids the risk of Insolvency.  
       
3> Aggressive Approach 
· A working capital policy is called an aggressive policy if the firm decides to finance a part of the permanent working capital by short term sources.

6. Estimation of working capital 
Three methods :- 
1> Percent age of Sales Method
2> Regression Analysis Method 
3> Operating Cycle Method.  
                             <3>           Operating Cycle Methods                   
   
             Step in Determine of Working Capital  
         Step 1 :-  Identify the various items of CA and CL which consist in determine of WC .
         Step 2:-   Estimate   
                                The holding period of each item of stock
                               (i.e.   RM , WIP AND FG  )
                               The collection period of Sundry debtors  
                               The desired cash balance
                               The payment deferral period of Creditors
                               The lag in payment of wages and Expenses .
           Step 3 :- Determine the 
                                RM labour and O/ H Cost per unit .
                                Operating Level .
                                Percentage of conversion Cost incurred on WIP.
                                Cost of Sale and Selling Price per unit .
          Step 4 :-  Ascertain the value of each item of CA and CL in the following manner :- 
                     (i). Raw Materials Stock   
 (
Budgeted Production P.a. (Units )   X  Material Cost per unit  X      RM Holding Period 
                                                                                                                  365 / 52 / 12 D/ W /M    
                                                                              
)                                                            
                 
                      (ii). WIP Stock 

                     
                     Budgeted Production P.a. X   Per Unit Cost of Material      X       WIP Period 
                        (units )                                      + Labour 50% +                                   
                                                                             Overheads 50%                          365 / 52 / 12      

                    (iii) Finished Goods Stock 
 (
                       
)
                          
                        Budgeted Production P.a. X   Cost of goods     X Finished Goods Holding Period 
                                (units )                                Produced Per 
                                                                                 Unit                                365 / 52 / 12                                     

                  (iv ) Receivable / Collection from Debtors Or Debtors 


                        Budgeted Credit        X   Selling Price per unit   X       Debtors Collection Period  
                          Sales  P.a.                    
                               (unit )                                                                                    365 / 52 / 12                             
                
                (v) Cash Balances 
·          The required cash Balance can be determined with the help of preparation of cash budget.

(vi) Prepaid Expenses 

(vii) Sundry Creditors    


   Budgeted Production   X         Raw Materials     X        Creditors Payment Period 
      P.a. (Units )                                 Cost  P.a.                            365 / 52 / 12                               

(viii) Creditors for Wages  and Expenses 

 
    Budgeted Production     X     Wages or Overheads       X       Lag in Payment 
     P.a. (Units  )                                 per units                                  365 / 52 / 12

(ix) Any Advance Received Along With Purchase Order  .
 
Step 5 :- Prepare statement of working capital estimation and ascertain the Net Working Capital. 
                 i.e.  Net Working Capital = CA – CL 

                                              Approach to Working Capital Estimation :



                           Total Approach                                                  Cash Cost Approach   
	Item 
	Total Approach
	Cash Cost Approach

	RM Stock
	Net Purchase Cost incurred (after Discounts )
	Net Purchase Cost Incurred (after Discounts )

	WIP Stock
	100% Cost of RM                       + 50% labour cost                       +  50% production  O / H (including Depreciation )
	100% Cost of RM
+ 50% of labour cost 
+ 50% of production O/ H
(excluding Depreciation )

	FG Stock
	Cost of Production 
( Including Depreciation )
	Cost of Production 
(Excluding Depreciation )

	Debtors 
	Selling Price 
(including Profit margin )
	Selling Price
 Less : Depreciation and Profit      
            Margin

	Creditors
	Net Purchase cost incurred
(after Discounts )
	Net Purchase Cost incurred 
(after Discounts )                             



                                                   Important Note :            
1> While finding out the working capital requirement , the firm should also include a safety margin to take care of the contingencies . The requirement of finished goods and WIP is taken at cash cost only and the amount of depreciation is ignored .
2> The Debtors may be taken at cash cost or selling price . But it is better to take the debtors at cash cost become that shows the funds required for financing of working capital .

WORKING CAPITAL ESTIMATION :
Methods 1 : Percent age of Net Sales Methods

· This approach to estimate the working capital requirement is based on the fact that the working capital for any firm is directly related to the sales volume of that firm.
· This approach is based on the assumption that higher the sales level , the greater would be the need for working capital .

· Steps involved in Estimation :-
Step 1 . Estimate total current assets as a % age of estimated net sales .
Step 2.  Estimate Current liabilities as a % age of estimated net sales , and 
Step 3.  Net Working Capital as a % of net sales  = Step 1 – Step 2 .


Methods 2 :- Regression Analysis Methods 

· This  Approach / Methods helps in making working capital projections after establishing the average relationship between sales and working capital and its various components in the past years. The methods of least square is used in his regard .
              Y = a + bX                     

Where,  X = Sales (independent variable )
                Y = Working Capital level (dependent variable )
                a = Intercept of the least square line with vertical axes .
                b = Slope of the line .
The value of a and b  are obtained by the solution of simultaneous linear equations given below :- 
∑y = na + bΣx
∑xy = aΣx + bΣ

                                                 CASH MANAGEMENT 
Introduction :- 
· Cash mgnt . refuse to mgnt. of cash and bank balance or in a broads it is the mgnt. of cash inflows and outflows . 
· The basic objective of cash mgnt. is to optimize liquidity and profitability . 
· Motives for Holding Cash :
(i) Trams action Motive :- Cash for day to day transactions 
(ii) Precantionery Motive :- Cash for contingencies / uncertainties.
(iii) Speculative Motive :- Cash balances over the precantionery level .
(iv) Compensation Motive :- Cash Balance to campmate the banker for the services provided . 

Topic 1 :- Cash Management Models 
<1>  William J. Baumol EOQ Model (1952)
<2>  Miller – Orr cash mgnt. Model (1966)
                   
                                       WJ Baumol`s Model                        Detail 

· According to this model , optimum cash level is that level of cash where the carrying costs and trams actions costs are the minimum .
· The carrying cost refuse to the cost of holding cash, namely , the internal foregone on marketable securities .
· The trams actions costs refuse to the cost involved in getting the marketable securities converted into cash . This happens when the firm falls short of cash and has to sell the securities resulting in clerical , brokerage , registration and other costs .
· The formula for determining optimum cash balance is : 
      

C                  Optimum  Cash Balance
A                  Annual (Monthly ) cash Required  / Disbursement
T                   Transaction Costs (fixed cost per transaction )
C                    Carrying Cost (i.e. Interest on marketable securities or opportunity cost of one 
                       rupee p.a. (or P. M .)
· The limitation of the Baumol`s model is that it does not allow the cash flows to fluctuate . Firms in practice do not use their cash balance uniformly nor they are able to predict daily cash  inflows and outflows.
                             
                                     Miller – Orr cash Management Model      

· According to this model  the net cash flow`s completely stochastic . This model is designed to determine the time and size of transfess between an investment account and cash account.
· In this model control limits are set for cash balances. These limits may consists of `h` as upper limit , `z` as the return point and `o` (zero ) as the lower limit .
· When cash balances reach the upper limit  , the transfer of cash equal to (h-z) is invested in marketable securities account.
· When cash balances touches the lower limit  , a transfer from marketable securities to cash account is made .
· During the period when cash balances stays between (h,z) and  (z, o) i.e. high and low limits no transactions between cash and marketable securities account is made .
· The high and low limits of cash balance are set up on the basis of fixed cost associated with the securities transactions , the opportunity cost of holding cash and the degree of likely fluctuations in cash balances . These limits satisfy the demands for cash at the lowest possible total costs .
· Formula`s 
a) Spread

b) R = Lower limit + rd of spread 
c) U = Lower limit + spread  or Return point + rd of spread
d) Average Cash Balance = lower limit + th of spread
Here , U                  Upper Control limit
            R                  return point
            L                  lower control limit fixed by the firm .
            Spread = U – L 
            T                 Transaction cost 
                          Variance of daily cash flows
            I                 Interest rate i.e. carrying cost per rupee of cash.

           Topic 2. Preparation of Cash Budget
1>  Adjusted Net Income. 
2> Performa Balance Sheet.
3> Cash Receipts and Disbursements.
