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[image: image1.jpg]INTRODUCTION
« Firm needs to survive short term, in order to make
profitin long term.
Meaning of Working capital:

« Amount of funds required for meeting day to day
expenses of the business.

« Part of firm’s capital which is required for financing

short term or current assets such as cash,
marketable securities, debtors and inventories





[image: image2.jpg]DEFINITION OF WORKING CAPITAL

= Shubin : Working Capital is a part of capital
which is required to purchase of raw
materials and for meeting day to day
expenditure on salaries, wages, rent and
advertisement etc.,

« C.W. Gerstenberg: Working Capital is the
excess of current assets over current

linhilitinea





[image: image3.jpg]CONCEPT OF WORKING CAPITAL

1. Gross concept: amount of funds invested in current
assets that are employed in the firm.

Current assets and working capital both used
interchangeably

Current assets: refers to those assets which can be
converted into cash in hand within a short period (one
accounting year)

Contd...





[image: image4.jpg]Current assets

»includes cash in hand, with banks, stock
finished, work in progress, receivables, sale
merchandise, marketable securities, prepaid
expenses and accrued income

Contd...





[image: image5.jpg]2. Net concept: Working capital is the excess of
current assets over current liabilities.

Net working capital = current assets — current
liabilities

Current liabilities includes: claims of outsiders
expected to mature within one accounting

period Contd...





[image: image6.jpg]TYPES QF WORKING CAPITAL

Working capital

Permanent or
fixed

0}

Temporary or variable/
fluctuating





[image: image7.jpg]1. REGULAR WORKING CAPITAL

Regular working capital is the
minimum amount of liquid capital
needed to keep up the circulation of the
capital from cash to inventories to

receivable and again to cash.





[image: image8.jpg]FEATURES OF PERMANENT WORKING CAPITAL

Classified on the basis of time factor

« Constantly changes from one asset to

another asset
Size increases with the growth of business

Should be financed out of long term funds





[image: image9.jpg]TEMPORARY WORKING CAPITAL

Working capital over and above
permanent working capital and is

dependent on factors like peak season,

trade cycle, boom and etc,.





[image: image10.jpg]1. SEASONAL WORKING CAPITAL

»Additional amount of capital asset
(cash, receivables and inventory)
required during the most active

business seasons of the year.





[image: image11.jpg]ADVANTAGES OF ADEQUATE WORKING CAPITAL

Cash discount

Sense of security and confidence
Credit worthiness

Continuous supply of raw materials
Exploitation of good opportunities
Increase in productivity

Attractive dividend

Meeting unforeseen contingencies




[image: image12.jpg]DETERMINANTS OF WORKING CAPITAL

REQUIREMENTS

Nature of business
Length of production
cycle

Rate of stock turnover
Business cycle
Earning capacity and
dividend policy

Operating cycle
Operating efficiencies
Price level changes

Degree of
mechanization

Growth and expansion

of business
Contd...





[image: image13.jpg]11. Seasonal variations

12. Capital structure of
firm

13. Credit policy

14. Size of the business

15. Production policy

16. Profit margin

17. Liquidity Vs
profitability

18. Capacity to repay

19. Value of current
assets

20. Means of transport
and communication





[image: image14.jpg]Two functions of finance manager in
working capital management:
Forecasting the working capital

requirements

Finding the sources of working capital
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Contd...





[image: image16.jpg]COMPUTATION OF OPERATING CYCLE - FORMAT

Days
Raw materials storage period  xx
Add: WIP holding period XX
Finished goods holding period  xx
Debtors collected period XX
Less : creditors payment period xx

Net operating cycle period XX





[image: image17.jpg]FORMULA FOR VARIOUS COMPONENTS OF
OPERATING CYCLE
Raw material storage period = (Average stock of raw materials / cost
of raw materials consumed) * 365
Work in progress holding period = (Average stock of work in
progress/ Cost of Work in progress consumed)” 365
Finished holding period = (Average stock of finished goods/ cost of
goods sold) * 365
Debtors collection period = (Average accounts receivable/ credit
sales) * 365

Creditors payment period = (Average accounts payable/credit

purchases) * 365
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« Computation of components of operating cycle period:
Raw material holding period = (Average stock of raw materials / Raw material
consumption) * 365
= (3,20,000/44,00,000) 365 = 27 days
Work in progress holding period = (Average WIP stock/WIP consumption) “365
= (3,50,000/1,00,00,000) *365 = 13 days
Finished goods holding period = (Average finished goods/ Finished goods
consumption ) * 365
= (2,60,000/1,05,00,000) * 365 = 9 days
Debtors collection period = (Average debtors/sales) * 365
=(4,80,000/1,60,00,000) * 365 = 11 days
Creditors payment period = 16 days




[image: image19.jpg]EXAMPLE PROBLEM 1

Compute the operating cycle in days from the following
information extracted from the books of a manufacturing
company.

Period covered: 365 days

Average total of debtors = Rs. 4,80,000
Average cost of raw materials = Rs. 44,00,000
Average WIP consumed = Rs. 1,00,00,000
Average cost of goods sold = Rs. 1,05,00,000
Average raw material stock = Rs. 3,20,000
Average WIP stock = Rs. 3,50,000

Average Finished goods in stock = Rs. 2,60,000
Total sales of the year = 1,60,00,000

Credit allowed by suppliers = 16 days





[image: image20.jpg]COMPUTATION OF NET OPERATING CYCLE

Raw material holding period = 27

Add: WIP holding period =13
Add: Finished goods holding = 9
period
4. Add: Debtors collection =1
5. Less: creditors payment =16

Net operating cycle period = 44 days





[image: image21.jpg]FORMULA FOR ESTIVIATING CURRENT ASSETS

Stock of raw materials = [ estimated production
* estimated cost of RM/unit]*Average RM
holding period/365

Stock of finished goods = [estimated
production * estimated cost of production/unit] *
average holding period of finished goods/365

Contd....




[image: image22.jpg]= Stock of Work in progress calculation is
different 50% labor and 50% overheads
consumed

[estimated production * estimated cost of Work in
progress]* average WIP holding period/365 =
XXX

Add: Labor

[estimated production * estimated cost of labor in
progress]* average WIP holding period/365 * 1/2 =
XXX

Add: overheads

[estimated production * estimated cost of overheads]*
average WIP holding period/365*1/2 Contd...

XXX





[image: image23.jpg]C, stock of finished goods = [estimated
production*cost of
production/unit]*Average holding period of
finished goods/365

D, Trade debtors = [estimated credit
sales*cost of sales/units]* debt collection
period





[image: image24.jpg]FORMULA FOR ESTIMATING CURRENT
LIABILITIES

Trade creditors = [estimated production (units)* cost of raw

material/ unit] * average payment period/ 365
Outstanding expenses:
Outstanding wages = [estimated production(units) * Direct labor] *
average time lag in payment of wages/365
Outstanding overheads = [estimated production (units)*
overheads/unit] * average time lag of payment of OH/365
Note: In case of selling overheads, the relevant item would be
sales volume instead of production volume





[image: image25.jpg]COMPUTATION OF REQUIRED WORKING CAPITAL

« Working capital = current assets — current
liabilities + contingencies

Current assets Rs.
Stock :
Raw materials XXX

WIP: RM (100%)  xxx

WIP (50%) XXX

Overheads (50%) xxx

Finished goods ~ xxx

2. Trade debtors XXX
3. Cash balance XXX
Total current assets xxx

Contd...




[image: image26.jpg]Less : current liabilities
1. trade creditors XXX
2. outstanding wages  xxx
3. outstanding OH XXX
Net working capital (CA-CL)
Add: provision for
contingencies XXX

Working capital required ~ xxx




[image: image27.jpg]SOURCES OF WORKING CAPITAL

Long term sources
Issue of equity shares
Issue of preference shares
Issue of bonds / debentures

Retained earnings

Loans from financial institutions
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Internal sources: Trade credit
Depreciation fund Commercial paper
Provision for taxation Advances from
Outstanding expenses customers

Bank credit

External sources:





[image: image29.jpg]WORKING CAPITAL RATIOS

« Ratio analysis — tool of financial analysis of working capital
Current ratio = current assets/ current liabilities

Current assets = stocks + debtors + cash in hand + cash in
bank + bills receivable + prepaid expenses + accrued
income

Current liabilities = creditors + bills payable + bank OD +
outstanding expenses + income received in advance

- Also called as “working capital ratio” Contd...





[image: image30.jpg]PERFORMA FOR CASH BUDGET USING RECEIPTS
AND PAYMENTS METHOD

Particulars
month
(Rs.)
Estimated cash opening balance Xx
Add: Estimated cash receipts: Xxx
1. Cash sales
2. Collection from debtors Xxx
3. Sale of assets Xxx
4. Dividends Xx
5. Interest on bonds Xx'
6. Other receipts Xx
Total receipts (A) Xxx





[image: image31.jpg]Less: Estimated cash payments
1. Cash purchases

2. Payment to creditors

3. Payment to expenses

4. Purchase of fixed assets

5. Other payments

Total payments (B)

Estimated cash balance (A-B)





[image: image32.jpg]CASH MANAGEMENT CONTROL

« Receipts of cash speed up and the cash
receipts ensured by two collection process:

Concentration banking — make bank to
accept payment

Lock box system - nearest company

location (box)





[image: image33.jpg]CASH MANAGEMENT MORELS

Objective to maintain optimum cash balance

2 categories of estimating optimal cash

balance
Inventory type model

Stochastic model




[image: image34.jpg]INVENTORY TYPE MIODEL - EOQ VMODEL

Developed by William J. Baumol

Formula, C = root of (2.A.F)/O

Here, C= Optimum cash balance; A=Annual
cash requirement; F=Fixed conversion

cost/transaction; O=Opportunity cost of
holding cash





[image: image35.jpg]CASH TURNOQVYER

Refers to no. of times between the payment of
raw materials and the receipt of sales

revenue
Completion of cash cycle

Cash turnover = no. of days in operating period

/ Duration of cash cycle (in days)





