UNIT 7 MANAGEMENT OF WORKING
CAPITAL

Objectives
The objectives of this unit are to:

e Familiarise with the concepts and components of working capital.
e Explain the significance and need for working capital.
e Discuss the determinants of the size of working capital.

e Describe the criteria for efficiency in managing working capital.
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7.1 INTRODUCTION

Effective financial management includes, among other things, the proper
management of cash invested in a business. These funds can be used for a
variety of purposes, including the purchase of fixed assets, business
diversification and expansion, plant and machinery renovation or
modernization, and research and development. Further, finances are also
required for short-term purposes, i.e., for running the day to day business
activities. For example, if you are a manufacturer, you will need to plan for
the purchase of raw materials, the payment of workers' wages, and meeting
day-to-day expenses. It is possible that not all the things produced during
each time will be sold immediately. As a result, some commodities, such as
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raw materials, semi-finished (manufacturing-in-process) goods, and finished
goods, remain in stock. As a result, the monies are held in various types of
inventory. Again, not all the finished goods stock may be sold for cash; part
of it may be sold on credit. Credit sales also entail holding monies with
debtors until payment is obtained or the bills are collected.

Working capital is defined as a company's investment in short-term assets
such as cash, short-term securities, accounts receivable (debtors), and raw
materials, work-in-progress, and finished goods inventories. It can also refer
to the portion of a company's total capital that is used for short-term
activities. Working capital, in simple terms, is the investment required to
continue the business's day-to-day operations without interruption. Therefore,
working capital management is just as vital as long-term financial investment
management.

7.2  SIGNIFICANCE OF WORKING CAPITAL

You will be hard pressed to find a business that does not require some form
of operating capital. Even a properly equipped manufacturing company will
fail if it lacks (a) enough raw material to process, (b) enough cash to pay
bills, (c) the ability to wait for a market for its finished goods, and (d) the
ability to extend credit to its clients. Similarly, a business would be worthless
if it did not have items with which to sell its goods. As a result, the working
capital of a company is its lifeblood. In fact, without appropriate working
capital, any organisation, profit-oriented or otherwise, will be unable to carry
out day-to-day company activities.

7.3 OPERATING CYCLE

The operating cycle/working capital cycle is the period of time between the
procurement of raw materials or product and their conversion into cash.
Figure-7.1 depicts the sequence of events that generally occur throughout an
operating cycle. The monies invested in activities are re-cycled back into
cash, as per the operating cycle. The longer the conversion period is, the
longer the operating cycle is. Obviously, the shorter the operating cycle, the
lesser the amount of money that is invested for various intermediate
activities.
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Figure-7.1: Operating Cycle



Current assets are investment types which can be made using short-term
sources such as bills payable, creditors, trade credit, bank overdrafts, ongoing
expenses, and so on, all of which are referred to as current liabilities. The
available funds may be greater than the requirements for investing in various
types of assets at times, e.g., inventory, receivables, and essential cash
balance.

74 CONCEPTS OF WORKING CAPITAL

There are two concepts of working capital, viz., Gross concept and Net
concept.

(a) Gross Working Capital:

Working capital, according to the gross definition, is the firm's investment in
current assets. Working capital and the total of current assets are viewed as
interchangeable terms in this idea. This notion is also known as circulating
capital or current capital. The proponents of the gross working capital
concept advocate for the following reasons:

1) Profits are generated from assets that are partially fixed and partially
current. Fixed and current assets have certain similarities, as both of
them are partly financed with borrowed funds, and are intended to
provide earnings over and above the interest costs. The logic thus
dictates that the total of current assets be interpreted as working capital.

i1) The total current assets are more important to the management than the
sources of funds since they represent the entire money available for
operating purposes. An increase in overall investment in the business
also results in an increase in working capital.

b) Net Working Capital:

The difference between current assets and current liabilities is referred to as
net working capital. Current liabilities are external claims that are projected
to mature for payment during an accounting year, such as creditors, bills
payable, trade credit, bank overdraft, and outstanding expenses, as discussed
before. It is possible for net working capital to be positive or negative.A
negative net working capital arises when current obligations exceed current
assets, while a positive net working capital arises when the opposite is true.

Current assets should be sufficient to cover current liabilities, forming a
margin or buffer for commitments due during a business's normal operating
cycle period. A company's solvency is jeopardized by a lack of liquidity,
which makes it risky. Excessive liquidity, on the other hand, is not beneficial
for business, and may be related to mismanagement of current assets. As a
result, management should take immediate and timely action to correct the
firm's liquidity position.

The concept of net working capital also encompasses the issue of a well-
balanced mix of long- and short-term finances for financing current assets.
Every business has to have a fixed portion of net working capital. As a result,
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permanent sources of money such as owners' stock, preference capital,
debentures, long-term debt, and retained earnings should also be used to pay
a portion of working capital. Managements can determine whether current
assets should be supported with equity or debt capital.

The experts in finance uphold the net working capital concept in support of
their stand and they state that:

e In the long run what matters is the surplus of current assets over current
liabilities.

e This concept helps the creditors and investors to judge the financial
soundness of the enterprise.

e It is the excess of current assets over current liabilities, which can be
relied upon to meet contingencies since this amount is not liable to be
returned.

e [t ascertains the correct comparative financial position of companies
having the same amount of current assets.

The gross and net conceptions of working capital can be considered two
fundamental aspects of working capital management. Both notions are
operationally important to management, thus neither should be overlooked.
The gross idea of working capital stresses the quantitative aspect while the
net notion emphasizes the qualitative.

7.5 KINDS OF WORKING CAPITAL

The working capital is classified ordinarily into two categories as follows:
a) Fixed, Regular or Permanent Working Capital; and

b) Variable, Fluctuating, Seasonal, Temporary or Special Working Capital
a) Fixed Working Capital:

The operating cycle, which is a continuous process for creating items, is
linked to the need for existing assets. However, the amount of money
invested in current assets may not always be the same. Depending on the
quantity of production, the demand for current asset investment may increase
or decrease over time. Regardless of the number of operations, a certain
minimum level of current assets is always required for the company to
operate. Since this level of current asset investment is permanently tied up in
the business, it is referred to as permanent, fixed, or regular working capital.
It is permanent in the same way as investment in the firm's fixed assets.

b) Fluctuating Working Capital:

The need for working capital over and above the permanent working capital
will vary depending on changes in production and sales. Seasonal
fluctuations, as well as unusual or expected circumstances, might affect the
requirement for working capital. Additional operating capital may be
required to deal with fierce market rivalry or other unforeseen events such as



strikes and lockouts. Additional operating capital may be required to fund
any special advertising campaigns aimed at raising sales or other promotional
activities. This additional working capital is called fluctuating (variable,
seasonal, temporary, or special) working capital because it is required to
support changing business activities.

Fixed working capital remains stable throughout time, as seen in figure-7.2,
whereas variable working capital fluctuates, sometimes increasing and
sometimes reducing. However, the permanent working capital line is not
necessarily horizontal. As demonstrated in figure-7.3, the permanent working
capital of a growing company may continue to rise over time.Permanent and
temporary working capital are both necessary to support production and sales
throughout the operational cycle, but temporary working capital is arranged
by the company to address liquidity requirements that are only intended to
last a short time.Figures-7.2 and 7.3 give an idea about the fixed and
fluctuating working capital.
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7.6 COMPONENTS OF WORKING CAPITAL

You have already noted that working capital has two components: Current
assets and Current liabilities. The current assets comprise of several items
and the typical ones are:

i) Cash to meet the expenses as and when they occur.
ii) Accounts receivables or sundry trade debtors arise due to credit sales.
iii) Inventory of:

a) Raw materials, stores, supplies and spares,
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b) Work-in-process, and
c) Finished goods.

iv) Advance payments towards expenses or purchases, and other short-term
advances which are recoverable.

v) Temporary investment of surplus funds, which could be converted into
cash whenever needed.

A portion of the funds needed to finance current assets could come from
credit purchases and deferred payments due to custom, usage, or payment
arrangements. The remainder of the working capital requirement may be
supplied through short-term borrowings from financiers such as banks.
Current obligations refer to all of these items. The typical items of current
liabilities are:

i)  Goods purchased on credit.

ii) Expenses incurred in the course of the business (e.g., wages, rent,
electricity bills, interest, etc.) which are not yet paid.

iii) Temporary or short-term borrowings from banks, financial institutions,
or other financiers.

iv) Advances received from the parties against goods to be sold or delivered,
or as short-term deposits.

v) Other current liabilities, such as tax and dividends payable.
Current Assets:

Now, some of the major components of current assets are explained here in
brief:

a) Cash:

We all know that money is the most important factor in starting a business.
As a result, capital is necessary to purchase fixed assets such as equipment
and machinery, which enable a company to make items and generate revenue
by selling them. Further, cash is necessary and invested in working capital.
Enterprises need to spend on working capital as they must hold a certain
quantity of raw materials and finished goods, as well as provide credit terms
to their consumers.

Capital invested at the beginning of the operational cycle is freed at the end
to finance new investments. However, the company will need more cash if it
wants to purchase more fixed assets, expand its operations, or make a change
in its working capital cycle, such as extending credit terms to consumers. The
demand for cash is influenced by a number of factors, some of which are
under the control of financial managers and others which are not. It is
impossible to run a business without cash. Keeping the cash without a
purpose costs the company, either directly in the form of interest or indirectly
in the form of income that could have been earned with the cash.

Cash management, in the context of working capital management, refers to



maximising the benefit and minimising the expense of storing cash. The ideal
way to achieve the cash management goal is to shorten the working capital
cycle, particularly the cash or bill collecting process, and invest the surplus
cash in the most profitable short-term assets.

b) Accounts Receivable:

Firms prefer to sell for cash rather than on credit, but in today's competitive
market, they are compelled to do so. Credit is now so widespread in the
purchase of goods and services that it is taken for granted. ‘Accounts
receivables’ arise as a result of the sale of products or the provision of
services on credit. Business units demand credit from their suppliers to match
their investment in credit supplied to consumers as consumers demand credit.
Trade credit is the extension of credit from one business to another for the
purchase of products and services.

Though commercial banks meet a considerable portion of working capital
needs, trade credit remains a substantial source of financing for businesses,
and the accounts receivable generated by trade credit represent important
investments. Carrying receivables includes both direct and indirect costs, but
it has a significant value in terms of growing sales.Excessive amounts of
accounts receivable cause a drop in cash flows and may result in bad debts,
lowering the firm's profit margin. Therefore, it is critical to keep track of and
manage receivables on a regular basis.

¢) Inventory:

Inventory makes up a large portion of a manufacturing company's working
capital or current assets. Inventory control (physical/quantity control and
value control) is critical since inventories are important components of the
costing process and can account for more than 60% of current assets.
Inventory holding is beneficial since it satisfies a variety of aims and
purposes, but too much inventory is undesirable because it costs businesses a
lot of money.

Inventory, which includes raw materials and other consumables, as well as
work-in-progress and finished commodities, is a significant part of current
assets.The extent of inventory holding is determined by a number of factors,
including the nature of the industry, material availability, technology,
business practices, price fluctuation, and so on. Holding inventory supports a
smooth manufacturing process, price stability, and prompt client delivery.
Inventory, like every other sort of asset, has a cost associated with it.This cost
comprises the potential cost of monies held in inventory, storage costs, and
stock-out fees, among other things. To justify a certain quantity of inventory,
the advantages of maintaining inventory must outweigh the costs.

d) Marketable Securities:

Although cash and marketable securities are not the same, they can be
converted to cash at a moment's notice. Holding funds for longer than
necessary indicates the company is losing out on potential revenue.

Management of
Working Capital

151



Cost of Capital
and Investment
Decisions

152

Normally, extra cash is placed in marketable securities, which serves two
purposes, viz., provide liquidity and earn a return.

Activity-7.1

a) List some main items of working capital in an organisation, e.g.,
inventory of raw material supplies, stores, etc.

b) List some of the major items of operating expenses such as; wages and
salaries of staff.

7.7 IMPORTANCE OF WORKING CAPITAL
MANAGEMENT

Working capital and its management are of great importance to both internal
and external analysts because of their direct association with a company's
day-to-day operations. Working capital deficiency or mismanagement is
becoming widely recognised as the major cause of most business failures. We
must not forget that working capital management is an important aspect of
total financial management and, eventually, total business management. As a
result, working capital management is both a task and an opportunity for a
financial manager who wishes to play a key role in his company.

Working capital management failure can lead to technical insolvency and
possibly the dissolution of a company. Managers must acquire a long-term
view for managing working capital as receivables and inventory tend to
expand, as well as increased demand for bank credit as a result of the Central
Bank's rigorous control of credit in India. Inefficient working capital
management can result in either insufficient or excessive working capital
which is not in the interest of the company.

The inadequate working capital may result in the following negative
repercussions for a company. Due to a lack of cash, it may be difficult for the
company to execute profitable ventures. Operating strategies may become
difficult to implement, resulting in the firm's profit goals not being met.

1)  Operating inefficiencies may creep in due to difficulties in meeting even
day to day commitments.



i1) Fixed assets may not be efficiently utilized due to lack of working funds,
thus lowering the rate of return on investments in the process.

iil) Attractive credit opportunities may have to be lost due to paucity of
working capital.

iv) The firm loses its reputation when it is not able to honor its short-term
obligations. As a result, the firm is likely to face tight credit terms.

On the other hand, the excessive working capital may pose the following
dangers:

i) Excess of working capital may result in unnecessary accumulation of
inventories, increasing chances of inventory mishandling, waste, and
theft.

ii) It may provide an undue incentive for adopting too liberal a credit policy
and slackening of collection of receivables, causing a higher incidence of
bad debts. This has an adverse effect on profits.

iii) Excessive working capital may make management complacent, leading
eventually to managerial inefficiency.

iv) It may encourage the tendency to accumulate inventories for making
speculative profits, causing a liberal dividend policy, which becomes
difficult to maintain when the firm is unable to make speculative profits.

An enlightened management, therefore, should maintain the right amount of
working capital on a continuous basis. The financial and statistical techniques
can be helpful in predicting the quantum of working capital needed at
different points of time.

7.8 DETERMINANTS OF WORKING CAPITAL

There is no formulae or criteria for calculating a company's working capital
requirements. While determining the level of working capital, the
Management must consider a number of factors. The amount of working
capital required by a company is influenced not only by the company's
internal characteristics, but also by the economic, monetary, and general
business environment. Among the various factors, the following are the
important ones:

a) Nature of Business:

The nature of a company's business has a significant impact on its
working capital requirements. Trading and financial enterprises often
have a modest fixed asset investment but a high working capital
requirement. To meet the different demands of its customers, retail
businesses, for example, must keep enormous quantities of a range of
items. Some manufacturing enterprises, such as tobacco and
construction, must invest a significant amount in working capital but just
a small amount in fixed assets. Public utilities, on the other hand, have a
limited demand for operating capital and must spend heavily in fixed
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b)

d)

assets. Because they primarily sell cash and provide services rather than
things, their working capital requirements are minimal. As a result, the
amount of money invested in debtors or stocks is either null or
negligible. Most manufacturing companies' working capital requirements
are in the middle of the two extremes of trading corporations and public
utilities.

Size of Business:

The size of a company has an impact on its working capital
requirements. The scale of processes can be used to gauge size. A
company with a bigger scale of operations will require more working
capital than a company with a smaller scale of operations. The risks and
contingencies that come with a particular type of business also play a
role in determining the amount of working capital required to maintain
liquid resources.

Manufacturing Cycle:

The purchasing of raw materials begins the manufacturing cycle, which
ends with the fabrication of finished goods. Working capital will be
required more if the manufacturing cycle is longer, because a longer
manufacturing time span indicates a higher tie-up of funds in inventory.
Any delay in the production process will result in an increase in the
amount of work-in-process and the need for working capital. You may
have noticed that companies that manufacture heavy machinery or other
products with long manufacturing cycles try to reduce their inventory
investment (and thus their working capital) by requesting advance or
recurring payments from consumers.

Business Fluctuations:

Seasonal and cyclical fluctuations in product demand have a significant
impact on the firm's working capital requirements, particularly its
temporary working capital requirements. Increased sales arise from an
upswing in the economy, which leads to an increase in the firm's
inventory and receivables, or book debts. A drop in the economy, on the
other hand, may result in a drop in sales and, as a result, a drop in stock
and book debt levels. The seasonal fluctuations may also cause
production issues, as an increase in production output during peak
seasons may be costly. To fully utilize its resources, a company may
maintain a policy of consistent production throughout the year. This will
imply stockpiling inventory during the off-season and quickly disposing
of them during the peak season. As a result, financial plans for seasonal
working capital needs should be developed ahead of time. The financial
plan should be adaptable enough to account for seasonal changes.

Production Policy:

Even if demand is seasonal, if a company pursues a consistent
production program, inventory will accumulate during off-season
months, resulting in higher inventory costs and hazards. If the costs and



g)

h)

1))

dangers of maintaining a consistent production schedule are too high, the
company may opt for a policy of altering production schedules in
response to demand variations. Firms with physical facilities that can be
used to manufacture a number of products can benefit from a number of
activities. As a result, such businesses produce their primary items
during the season and secondary products during the off-season.
Accordingly, depending on the conditions, production policies may
range from one firm to the other and the need for working capital will
also vary.

Turnover of Circulating Capital:

Working capital requirements are influenced by the pace with which the
operating cycle completes its circle (i.e., cash, raw materials, finished
product, accounts receivables, cash).

Credit Terms:

The level of working capital is influenced by the firm's credit policy,
which influences the size of book debts. Though credit terms are offered
to consumers to a large extent, they are constrained by the norms and
practices of the industry or trade to which the firm belongs. Nonetheless,
it may attempt to develop its credit policy within these limits. In most
cases, a lengthier collection period means locking up more money in
book debts. The sloppy collection process may actually raise the risk of
bad debts. As a result, a company's working capital requirements are
influenced by the credit terms offered by its creditors. A company with
favourable credit terms will require less working capital.

Growth and Expansion Activities:

Although it is difficult to specify any solid rules on the relationship
between increase in the volume of a firm's business and its working
capital needs as the company expands, a logically higher quantity of
working capital will be required as the company grows. It is important to
remember that the need for more working capital funds may come
before, the expansion of business activities. Changes in economic
conditions and corporate policies can cause a shift in the composition of
a company's working capital. Growing industries necessitate more
working capital than stagnant businesses.

Operating Efficiency:

A company's operating efficiency refers to how well its resources are
used. By effectively reducing its operating costs, the company can
reduce its requirement for working capital. The usage of working capital
is enhanced, and the cash cycle is expedited, as a result of higher
operating efficiency. Thus, the better utilization of resources improves
profitability and helps in relieving the pressure on working capital.

Price Level Changes:

In general, rising price levels necessitate increased working capital
investment. With rising prices, current assets require increased
investment at the same level. Firms that can promptly modify their
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product pricing upwards, may not have a major working capital difficulty
during periods of rising levels. Due to differences in individual prices,
the impacts of changing the price level may be perceived differently by
different enterprises. Some businesses may be unaffected by increased
pricing, while others may be severely impacted.

Other Factors:

There are a few more variables that influence the size of working capital.
A company's strong net profit margin contributes to its working capital
pool. The net profit obtained in cash represents a source of working
capital. Adjusting non-cash elements such as depreciation, outstanding
expenses, and losses written off, the cash inflow can be estimated from
the net profit.

Working capital is influenced by the firm's appropriation policy, or the
decision to keep or disperse profits. Dividend payments deplete financial
resources, reducing the firm's working capital to that level. The firm's
working capital situation will be strengthened if profits are retained in
the business. In general, working capital requirements are influenced by
modes of transportation and communication. If they are not sufficiently
established, industries will be forced to retain massive stocks of raw
materials, spare parts, finished goods, and other items at both production
and delivery locations.

7.9

APPROACHES TO MANAGING WORKING
CAPITAL

In general, there are two ways to working capital management in a business:
(1) the traditional approach, and (ii) the operational cycle method.

a)

b)

Conventional Approach:

This strategy entails properly and economically managing the various
components of working capital (i.e., inventory, receivables, payables,
and so on) so that neither idle funds nor a scarcity of funds exist.In India,
a greater emphasis is placed on debtor management because debtors
account for majority of working capital investment. Inventory control,
has not yet been widely implemented, maybe due to the scarcity of
commodities and ever-increasing prices.

Operating Cycle Approach:

Working capital, as defined by the volume of operational expenditure, is
a result of this strategy. Working capital is determined using this method
by the length of the operating cycle and the operating expenditure
required to complete it. The number of days engaged in each stage of the
operating cycle, from the acquisition of raw materials through the
realization of proceeds from debtors, is measured in days. The required
operating expenses for an operational cycle, computed based on
operating expenses required for a year, will be the optimum amount of
working capital.



Most organisations in India used to utilize the traditional strategy, but
this is changing as the operational cycle approach becomes more
popular. This strategy is commonly used by banks when extending credit
to their customers.

7.10 MEASURING WORKING CAPITAL

The factors outlined in the earlier section have an impact on the size of a
company's working capital. How to identify or estimate the amount of
working capital that an enterprise would require is a difficult question. Let us
go through the following example to understand how the quantum of working
capital required is calculated.

Illustration-7.1

Determine the size of working capital for M/s Sriram Tricycles Ltd., a newly
established business, using the following information:

a) The cost sheet shows that the various elements of cost bear the under
mentioned relationship to the selling price:

=  Materials, parts, and components 40%
= Labour 30%
= Overhead 10%
b) Production in 2022 is estimated to be 60,000 tricycles.

¢) Raw material, parts and components are expected to remain in the stores
for an average period of one month before issue to production.

d) Finished goods are likely to stay in the warehouse for two months on an
average before being sold and delivered to customers.

¢) Each unit of production will be in-process for half a month on an
average.

f) Half of the sales are likely to be on credit. The debtors will be allowed
two months credit from the date of sale.

g) Credit period allowed by suppliers of raw material, parts and components
is one month.

h) The lag of payment to labour is one month and 50% of the overhead
consists of salaries of non-production staff.

i)  Selling price is Rs. 2000 per tricycle.
j)  Assume that sales and production follow a consistent pattern.

k) Allow 20% to your computed figure for buffer cash and contingencies.

It will be helpful to sort out the following essential data before attempting to
determine working capital:

a) The yearly production is 60,000 tricycles. Hence, monthly production
will be 5,000 tricycles.
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b) The tricycles are sold for Rs. 2,000 each. The various cost aspects (i.e.,
raw material, parts and components, labour, and overheads) account for
80 percent of the selling price (40 percent +30 percent +10 percent). As a

result, the production cost is:

PV p— ] = Rs. 1,600/-

M/s Sriram Tricycles Ltd., Statement of working capital requirements

(Rs.in lakhs)
Current Assets:
(1) | Costs of raw material, parts, and components (1
Month) 5,000 x Rs.800 x 1 40
(i1)) | Cost of finished goods (2 Months) 160
Rs.5,000 x Rs.1600 x 2
(ii1)) | Work- in-Process (1/2 Month)
5,000 x Rs.1,600 x Y5 40
(iv) | Debtors (50% of sales) 2 months credit)
5.000 x 2 x Rs.1600 x 2 80 320
Less: current liabilities:
(v) | Creditors (one month) 40
5000 x Rs.800 x 1
(vi) | Wages and Salaries:
(a) Wages: 5000 x Rs.600 x 1 30
(b) Salaries (Overheads): 5000 x Rs.200 x %2 x 1 05 75
245
Add 20% for buffer cash and contingencies 49 49
Average working capital required per month 294
The above figures have been worked out as follows:
(i) Cost of raw material, etc.:
Monthly production 5000 units
Cost of material, etc. per unit Rs. 800
Period for which stock Required. 1 month
Hence, amount locked up 5,000 x 800 x 1 Rs. 40,00,000
(ii) Cost of finished goods:
Monthly Production 5000 units
Cost of production per unit Rs. 1,600
Period for which stock required. (800+600+200)
Hence, amount locked up 5,000 x 1,600 x 2 2 months
Rs. 160,00,000




(iii) Work-in-Process Stock:

Monthly Production 5,000 units
Cost of production per unit Rs. 1,600
Period for which stock required. 1/2 Month
Hence amount locked up 5,000 % 1,600 x 1/2 Rs. 40,00,000
(iv) Debtors:

Sales per month 5000 Units
Proportion of credit sales 50 per cent
Cost of Production per unit Rs. 1,600
Period of credit 2 months
Hence amount locked up 5,000 x %2 x 1,600 x 2 Rs, 80,00,000
i) Creditors:

Monthly production 5,000 Units
Cost of production per unit Rs. 1,600
Cost of raw material etc. being one half. Rs. 800
Period for which credit available. 1 month
Hence, Working Capital unlocked Rs. 40,00,000
5,000 x 800 x 1

(vi) Wages and Salaries:

a) Wages:

Monthly production 5,000 Units
Labour cost per unit Rs. 600
Lag period for payment 1 Month
Hence, Working Capital unlocked 5,000 % 600 x 1 Rs. 30,00,000
b) Salaries:

Monthly production 5,000 units
Portion of Salaries in overheads Ve
Overhead cost per unit Rs. 200
Lag period for payment 1 Month
Hence, working capital unlocked 5,000 x 200 x %2 x 1 Rs. 5,00,000

7.11 WORKING CAPITAL MANAGEMENT
UNDER INFLATION

To maintain the current level of activity, it is necessary to keep an eye on the
rising need for capital. In times of inflation, this becomes even more
important. The following strategies can be used to keep working capital
needs under control during inflationary periods.

Greater disciplines on all segments of the production front may be attempted
as under:
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b)

d)

The use of substitute raw materials without compromising quality may
be considered. Further, research activities in this area may be undertaken
with financial assistance from the government and the private sector.

Appropriate motivational tactics must be used to boost labour
productivity. Before implementing any incentive program, the cost must
be balanced against the expected benefit. Despite the fact that wages are
regarded a variable expense in accounting, they have tended to become
somewhat fixed in character as a result of the influence of various
legislative actions enacted by the governments over years. Increased
productivity leads to an increase in value added, which lowers labour
costs per unit.

The controlled costs, such as office decorating charges, advertising,
managerial wages, and payments, should be thoroughly examined in
terms of their costs and advantages. These costs are more or less set, and
it is difficult to back out after they have been committed. As a result, in
order to reduce the cost impact of such products, the best possible use of
facilities currently in place must be ensured. Further, management should
exercise caution when authorising any new expenditure related to this
expense.

The increasing need to increase working capital will be mitigated to
some extent if the operational cycle can be shortened. Increased turnover
with shorter intervals and faster debtor realisation will help to alleviate
the situation.Only when working capital is under strain the management
become aware of the presence of slow-moving and outmoded inventory.
The management has a habit of implementing haphazard remedies that
are inadequate. As a result, a clear policy for the disposal of slow-
moving and old stocks must be developed and followed. In addition, an
effective management information system that reflects the stock status
from diverse perspectives is required.

The payment to creditors on time builds a positive reputation, which
strengthens the firm's bargaining power in terms of credit terms and
other circumstances. Cash flow projections should be established to
ensure that cash inflows and outflows are in sync. If they don't, either
some payments will have to be postponed or some avoidable products
will have to be purchased.

7.12 EFFICIENCY CRITERIA

To a greater extent, a company's profitability is determined by how well it
manages its working capital. In a dynamic domain like working capital, a
single criterion would not be sufficient to judge or evaluate efficiency. The
following are some of the criteria used to assess the efficiency of working
capital management:

a)

Whether creditors have enough confidence in the company's capacity to
repay its short-term obligations on schedule. As a result, a reliable
indicator is whether a corporation can pay its debts on time. The finance



b)

d)

e)

department must prepare to keep enough cash on hand to cover the
maturing liabilities.

Whether or not the highest potential inventory turnover is attained. Even
the most efficient management of other components of working capital
may not be enough to offset the negative effects of inefficient inventory
management.

Whether customers are given reasonable credit. This potent tool for
increasing sales should not be abused. Receiving credit is the flip side of
the same coin. Both factors are dependent on a company's strength as a
seller and a buyer in this case.

Obtaining appropriate credit from suppliers is contingent on the
company's position with respect to its suppliers and the nature of the
supply market, i.e., whether there is a single provider, an oligarchy, or a
large number of suppliers. Even if there is only one supplier and his
ability to control the market, buyers can negotiate competitive loan
conditions if their efforts are coordinated. At times, the supplier imposes
the credit terms as 100% advance, i.e., negative trade credit.

Whether there are adequate safeguards to ensure that neither overtrading
nor under trading takes place.

The following indices can be used for measuring the efficiency in managing
working capital

(a) Current Ratio (CR):

CR = Current Assets/Current Liabilities

It demonstrates a company's capacity to manage day-to-day business
operations. It's beneficial to look at the working capital trend over time.
Though the current 2:1 ratio is regarded optimum, it may need to be adjusted
depending on the unique circumstances of a specific sector or industry. It is
not only the quantum of current ratio that is important but also its quality, i.e.,
extent to which assets and liabilities are really current.

(b) Quick Ratio (QR):

c)

QR = Liquid Assets/Current Liabilities

Current assets minus non-quickly realizable assets are referred to as
liquid assets. In most cases, inventory and sticky debts are classified as
non-quick assets. The optimum relationship between fast assets and
current liabilities is 1:1, however it varies from industry to industry,
depending on the conditions of that industry.

Cash to Current Assets:

Cash

Cash to Current Assets =
Current Assets
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d)

g)

h)

i)

Because cash does not earn any profit on its own, if cash is a substantial
item of current assets, it may be a good sign of the organization's
profitability. However, because cash does not earn any profit on its own,
the proportion should normally be maintained low.

Sales to Cash Ratio:
Sales to Cash Ratio = Sales/Average cash balance during the period.

The purpose of this ratio is to turn the cash as many times as possible in
order to make maximum sales with the least amount of cash in hand.

Average Collection Period
(Debtors/Credit Sales) x 365

This ratio explains how many days of credit a company is allowing its
customers to settle their bills.

Average Payment Period
Average payment period = (Creditors/Credit purchases) x 365

It indicates how many days of credit is being enjoyed by the company
from its suppliers.

Inventory Turnover Ratio (ITR)
ITR = Sales/Average Inventory

It indicates how many times inventory has cycled over in order to reach
the sales goal. Inventory should be kept at a level that balances
production capacity with sales demand.

Working Capital to Sales

Usually represented as a percentage, it denotes that a certain amount of
working capital is necessary for a given amount of sales. If a sales
growth is planned, it must be ensured that working capital is sufficient.
As a result, this ratio aids management in preserving appropriate working
capital for anticipated sales growth.

Working Capital to Net Worth:

The relationship between working capital and the funds owned by the owners
is explained by this ratio. When this ratio is not closely monitored, it can lead

to:

a)

b)

Overtrading when market conditions are favourable. The symptoms
include:

1)  a high Inventory Turnover Ratio, and
i1) alow Current Ratio;

When trading and the market conditions are not favourable. The
following are the main symptoms:



1) low inventory turnover ratio;
i1) (i1) high current ratio.

As a result, effective working capital management should avoid both surplus
and deficit working capital scenarios. Hence, an effective working capital
management necessitates good management of current assets, as excess
current assets provide no returns. Further, since cash and marketable
securities are the least productive, they must be managed with greater
caution.

Cash is a term that refers to a company's liquidity, and it plays a significant
part in a company's growth and profitability. To avoid technical or legal
insolvency, it is critical to create an accurate assessment of the financial
requirement and plan accordingly. As a result, good cash management is
required to provide enough liquidity.

Activity-7.2

Meet any financial executive of a corporate and speak with him about the
management of working capital in his or her company, and then gather data
on the following questions:

a) What methods does the enterprise employ for efficient management of
working capital?

b) Do the methods under (a) above include Ratio Analysis? What ratios are
being computed and why?

c) What steps the organisation has taken in the recent past to improve the
management of working capital?

d) What are the major problems faced by the enterprise regarding
management of working capital?
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7.13 DETERMINING THE OPTIMAL CASH
BALANCE

The excess cash is a non-profitable investment since idle cash does not
generate any income. On the other hand, a cash shortfall may prevent a
business from taking advantage of cash discounts and other advantageous
opportunities. It may also result in the loss of creditworthiness as a result of
failure to pay liabilities when they are due. As a result, every business,
regardless of its size or industry, must identify the right or optimal cash
balance.

a) In general, a company's cash balance may fluctuate over time, so it is a
good idea to look into the maximum, minimum, and average cash
requirements during a given time period.

b) You are aware that cash is required for a variety of business activities.
Maintaining a cash balance, on the other hand, bears an opportunity cost
in the following ways:

1) Cash can be used to purchase assets such as inventories or securities. If a
specified minimum cash balance is not maintained, investment
opportunities may be lost.

1) Having cash on hand means it can't be utilised to mitigate financial risks
associated with short-term borrowing.

iii) An over-reliance on domestically generated cash might isolate a
company from the short-term financial markets.

The financial manager should now be aware of the advantages and
disadvantages of having cash. After that, he must devise a model for
calculating the optimal quantity of cash. To begin, a key minimum cash level
should be established below which the company will face specific and
measurable costs. Institutional requirements, like; credit ratings, checking
accounts, lines of credit, and so on, justify the presence of the minimum
amount in addition to risk aversion.

The failure to maintain a minimum cash balance will result in shortage costs,
which will be defined by creditors' actions, such as deferring payments or
failing to take advantage of cash discounts or other incentives.

At any point of time, a firm's cash balance can be represented as follows:
Closing balance = Beginning Balance + Receipts —Disbursements

There will be no problem if receipts and disbursements are equal for any unit
of time. On the other hand, if the receipts are greater than disbursements or
vice versa, the final balance will fluctuate. Receipts and disbursements do
vary in practice, especially for businesses with seasonal activity.

If revenue and disbursements are not synced but the variance is foreseeable,
the key challenge will be to reduce total expenses. You will face large
transaction costs if you set the balance too low. You will lose interest if you



set the sum too high, which you can earn by investing cash in marketable
securities. Under these conditions of known certainty, determining the
optimal cash balance is similar to the inventory problem. The costs of too
little cash (transaction costs) can be balanced against the costs of too much
cash (opportunity costs). This is depicted in Figure-7.4.
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Figure-7.4: The Optimal Working Cash Balance

The minimum of two costs (opportunity and transaction costs) is shown by
point ‘C' in Figure-7.4. A good manager should aim to find this point while
evaluating the best cash balance. Whereas the ‘M’ represents the ideal
working cash balance.

Receipts and disbursements are almost never totally predictable. Let us
consider an extreme example in which all receipts and disbursements are
fully random: The Control Theory can be used to create a model with
maximum and minimum optimal balances, as shown in Figure-7.5.
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Figure-7.5: Cash Balance Control Limits

Figure-7.5 shows that the shifting cash balance is due to a variety of receipts
and disbursements. The balance reaches the upper control point at time ‘t,'".
The extra cash is put in marketable securities at this time. At time t,, the
balance goes to zero, and marketable securities must be liquidated to
replenish cash holdings. Only the maximum and minimum balances are
shown at these two control points. As a result, in the case of uncertain cash
flows (receipts and disbursements), the idea is that the more the variability,
the higher the minimum cash balance.

Activity-7.3

Contact any financial executive of a company, whether in the public or
private sector, and discuss the management of working capital in his or her
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business with him or her. In this context, try to collect data on the following
topics:

)

What are the main groups of expenditure for which cash is needed in
your firm?

a) on daily basis

¢) atirregular intervals
d) atregular intervals, other than daily or monthly basis

What are the main sources of cash and what arrangements exist for
collection, accounting, and banking of cash receipts?

714 MANAGEMENT OF CASH FLOWS

The cash flows could be properly and effectively managed by following the
techniques/methods mentioned below:

a)

Speeding up Collections

To limit the amount of cash held, the interval between the sale of items
and the cash collection should be as short as feasible, and the flow
should be managed. Normally, certain elements that cause time lag are
outside the management's control. The following elements should be
considered in order to improve efficiency:




b)

)

e All money gathered should be deposited into a single account. If
there are many collection centres, all cash receipts should be
transferred to the primary account as soon as possible using the
technology available. When compared to a single collection center,
the total amount of cash required will be higher when there are
multiple centres. As a result of the concentration of collections in
one location, the company will be able to manage its cash more
efficiently.

e The period between the consumer sending a cheque and it being
credited to our bank account should be minimized. Companies that
have a lot of collection transactions use a lock box system. In this
arrangement, post boxes are rented at various locations where cash
and checks can be dropped off. The local banker can collect the
money from the lockers on a daily basis. Service charges are paid to
the collecting bank. Banks may be asked to create strategies to speed
up cash collection in order to save time.

e The transfer of funds from one account to another has become
simple with the present evolution of digital banking. The customer
may be urged to send the funds via National Electronic Funds
Transfer (NEFT)/Real Time Gross Settlement (RTGS) so that they
are received quickly to the credit of the firm's account from any
bank and location.In fact, for transactions up to Rs.2,00,000, the
Immediate Payment System (IMPS) could be promoted to ensure
that money is received immediately. These developments resulted in
the discontinuation of the practice of issuance of cheques/demand
drafts for making payments, and have lead to efficient management
of cash than in the past.

Recovering Dues

Receivables are generated after products are sold on credit, either as a
convention or to promote sales. It may, however, be beneficial to reduce
the amount of money held in receivables by ensuring that they do not
become over due. Discounts for early payment may be offered as an
incentive.A continual follow-up activity for the recovery of dues is more
crucial than anything else. This will help to enhance the cash balance
situation.

Controlling Disbursements

It goes without saying that increasing collection speed aids in the
conversion of receivables into cash, thereby, lowering the firm's
financing needs. Delaying disbursements can provide a similar type of
benefit. Trade credit is a free source of finances since it allows us to pay
creditors only after the agreed-upon credit period has lapsed. The
payments might be deferred until the deadline. This will lessen the need
to keep a big cash balance on hand. Some businesses may want to take
advantage of cheque book float, which is the time between when a
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cheque is issued and when it is actually presented for payment, either
directly or through the bank.

d) Investment of Idle Cash Balances

How to calculate an acceptable cash balance and how to invest
momentarily idle cash in interest-earning assets or securities are two
other essential areas of cash management. The first portion, which dealt
with the theory of determining an acceptable cash balance, was already
discussed. Now we will talk about how to invest your idle cash balance
on a temporary basis.Cash does not generate income on its own. If we
know that we have more cash than we need for a short period of time, we
must invest it to produce income while maintaining the benefit of fund
liquidity. We must compare the benefits of carrying more cash (i.e., more
than the minimum need) against the drawbacks of not carrying it.
Carrying additional cash may be necessary in the future due to
unpredicted or unanticipated demand. Cash flows cannot be forecasted
with 100% accuracy, according to experience. It is difficult to estimate
cash needs effectively due to competition, technical advancements,
unanticipated product failures, strikes, and changes in economic
conditions.

e) Investment Criteria

When it is understood that the surplus cash will be idle, it should be
invested in a method that will provide income while also ensuring a
speedy re-conversion of the investment into cash. When selecting
channels for investing any idle cash balance for a short period, make sure
that (i) the investment is free of default risk, which is the risk of not
paying interest or repaying the principal on time; (ii) the investment will
mature in a short period of time; and (ii1) the investment will have
adequate marketability. The ease with which an asset can be changed
back into cash is referred to as marketability. It has two interconnected
dimensions: price and time. If an asset can be sold quickly in large
quantities at a price that can be predicted in advance, it is considered
highly marketable and liquid.

7.15 SUMMARY

To function properly and economically, every business need finances. The
short-term uses of funds are reflected in a company's working capital. Apart
from long-term assets such as buildings, plant, and equipment, money is also
required to cover day-to-day operational expenses, for which cash kept in
various current assets are used. For example, cash is used to purchase stock,
which when sold results in a cash inflow, either immediately or after a time
lapse in the case of credit sales. The rate of current asset turnover in relation
to overall sales during a given period is essential to the total funds invested in
those assets.

Many factors influence the amount of money that has to be put into current
assets, and it might fluctuate over time. Some of the main aspects impacting



the quantity of working capital are the manufacturing cycle, production
policies, financing conditions, growth and expansion needs, and inventory
turnover. The requirement for operating capital is amplified by inflation. The
steady growth in input costs, if not matched by a comparable rise in output
prices, adds to the management's burden. However, by adopting a number of
steps on the production front, as well as keeping a close eye on managing
expenses and expediting credit sales collection, Management can restrict or at
least reduce the need for additional working capital. Management should
ensure that working capital is used appropriately and efficiently. Various
financial ratios can be computed and compared against the specified rules for
this purpose on a regular basis.

Cash management is just as vital as managing other current assets like
receivables and inventories for effective working capital management. Too
little capital may cause the company to become illiquid, forcing creditors and
other claimants to stop doing business with it. When there is too much cash on
hand, funds sit idle, and decrease the overall return on capital utilised below
an acceptable level. A sufficient amount of cash is required to fulfil any
unforeseen contingencies or liabilities, as well as the business's day-to-day
operational expenses.

7.16 KEY WORDS

Operating Cycle in a manufacturing firm is the time gap between purchase of
raw material and sale of finished products.

Gross Current Assets means the aggregate of all current assets including
cash.

Net Current Assets means the aggregate of all current assets (including cash)
less current liabilities. It is the same as the working capital.

Fixed Working Capital is the amount that remains more or less permanently
invested as working capital in business.

Fluctuating Working Capital is the amount of working capital over and
above the fixed minimum amount of working capital. It may keep on
fluctuating from period to period depending upon several factors.

Inventory Turnover means the number of times the average inventory has
been sold during a period. Inventory turnover ratio is obtained by dividing
cost of goods sold during a period with average inventory for the period.

Current Ratio is explained as the relationship between current assets and
current liabilities.

Quick Ratio is the relationship between quick assets and current liabilities.
Generally, the inventory is not reckoned among quick assets and hence
excluded.

Debtors Turnover is the relationship between average debtors (receivables)
and average turnover.

Average Collection Period is the average period, which elapses between sale
of goods on credit and the collection of cash.
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Average Payment Period is the period, which elapses on the average between
purchase of goods on credit and the payment to the creditors.

Credit Policy is concerned with the norms and guidelines for deciding
whether and to what extent credit can be given to customers in general and to
various categories of customers.

Credit Terms means the terms extended by a firm to its debtors for payment.

7.17 SELF ASSESSMENT QUESTIONS/
EXERCISES

1. Discuss the concept of working capital. Are the gross and net concepts of
working capital exclusive? Explain.

2. Distinguish between fixed and fluctuating working capitals. What is the
significance of such distinction in financing working needs of an
enterprise?

3. Discuss the significance of working capital management in a business
enterprise. What shall be the repercussions if a firm has (a) shortage of
working capital and (b) excess working capital?

4. What factors a financial manager would ordinarily take into
consideration while estimating working capital needs of a firm?

5. What is an operating cycle and how is a close study of the operating
cycle helpful?

6. How would you judge the efficiency of the management of working
capital in a business enterprise? Explain with the help of hypothetical
data.

7. What is optimum cash balance and how can it be arrived at?

8. "In managing cash, the finance manager faces the problem of
compromising the conflicting goals of liquidity and profitability”.
Comment. What strategy should the finance manager develop to solve
this problem?

9. GVK Timber Ltd., a newly founded company, has applied for a short-
term loan to a commercial bank for financing its working capital
requirement. You are requested by the bank to prepare a statement on the
requirement for working capital for that company. You may add 10% to
your estimated figure to cover for unforeseen contingencies. The
projected profit and loss account of the company is as under:

Sales 25,00,000
Cost of goods sold 18.00,000
Gross Profit 7,00,000
Additional expenses 1,80,000

Selling expenses 1,50,000 3.30,000
Profit before tax 3,70,000




Provision for tax 1,20,000

Profit after tax 2,50,000

Cost of goods sold has been derived as

follows:

Material sold 9,60,000

Wages & manufacturing expenses 7,40,000

Depreciation 3.00,000
20,00,000

Less Stock of finished goods

estimated at 10% of production 2.,00.000
18.00,000

The figures above relate to the goods that would be finished (or completed)
and not to work in process. Goods equal to 20% of the year's production in
terms of physical units are expected to be in progress on an average,
requiring full materials but only 50 per cent of other expenses. The company
intends to keep two months' consumption of material in stock.

All the expenses will be paid one month in arrears. Suppliers of material
would extend one-month credit. Sixty per cent of the sales are estimated on a
cash basis while the rest are on two months credit. Seventy per cent of the
income tax must be paid in advance in quarterly installments. The company
will require Rs. 50,000 cash to meet day-to-day needs of business. To the
question, you may ignore profit as a source of working capital.
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