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/worki“g cap.ital management is an important a5

iness, money is required for fixed assets and wor
il and bu1ldmg,_ plaqt and machinery, fumnityre
quired 0 be retained in the business for 3 long pe

of such assets. Working capital, on the other hand, is required for the efficient and

offective USE of ﬁ_xed assets. The main objective of working capital management is to
jetermine the optimum amount of working capital required,

pect of financial management. In
king capital. Fixed assets include
E.lnd fittings etc. Fixed assets are
riod and yield returns over the life

Meaning and Concepts of Working Capital
There are two concepts of working capital ;
(i) Gross Working Capital Concept
(i) Net Working Capital Concept
(i) Gross Working Capital Concept : According to this concept, working capital
means Gross Working Capital which is the total of all the current assets of a business.
Gross Working Capital = Total Current Assets
Definitions favouring this concept are :
1. “Working Capital means total of Current Assets.”—Mead, Mallott and Field
2. “‘Any acquisition of funds which increases the Current Assets increases
Working Capital, for they are one and the same.”’ — Bonneville and Dewey
Persons acknowledging the total of current assets as working capital give the
following arguments in their favour :
() Just as fixed assets are considered as the symbol of ﬁxed capital, current assets
must also be considered as symbol of working capital.
(i) Any acquisition of funds increases the working capital. This statement proves
true according to this concept whereas it does not hold true according to the
second concept.

(iif) Most of the managers plan
assets concept because the
operations.

() Utility of current assets remains
loans or short-term loans. Hence,
treated as working capital.

(2) Net Working Capital Concept :
s ne working capital which is the exce

their business operations according to the cu}'rent
se are the assets used in day-to-day business

the same whether financed from long-term
the total amount of current assets must be

According to this concept, working cza.p.ita]
ss of current assets Over current liabilities.
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Net Working Capital = Current Assets — Current Liabilities
Definitions favouring this concept are :

1. ““It has ordinarily been defined as the excess of current assets over Current
liabilities.”’ —CW. Gestenbergh ;

2. ““The most common definition of net working capital is the difference of-f
firm’s current assets and current liabilities.”’ —Lawrence. J. Gitmep,

Persons favouring this concept give the following arguments in their favour :

(1) This concept gives the true information about the liquidity of a concern,
According to first concept, the working capital appears to be increased merely
by taking a short-term loan whereas in the second concept working capita]
remains unchanged by doing so. Thus, the second concept looks more logical,

In actual sense, working capital increases only by ploughing back of profits o -
when a long-term loan is obtained. g

(i1) Excess of current assets over current liabilities will indicate whether or not the
concern will be able to meet its current liabilities when they fall due. First
concept does not disclose this fact.

(iif) 1t is on the basis of this concept that the short-term lenders, bankers etc.
calculate the safety margin regarding the timely payment of their debt. '

(iv) Excess of current assets over current liabilities will determine whether or not

the concern will be able to face the depression or any other contingent need
the business.

position of two firms whose current assets are equal.
As discussed, net working capital is the excess of current assets over current
liabilities. If current assets are equal to current liabilities, net working capital will be"

zero and if current liabilities are more than current assets, net working capital will b
negative. |

Current assets mean those assets which are converted into cash within a short
period of time not exceeding one year, e.g., cash, bank balance, debtors, bills
receivable, stock, accrued income etc. :

Current liabilities mean those liabilities which have to be paid within a short

period oftime in no case exceeding one year, e.g., creditors, bills payable, outstanding
expenses, short-term loans etc. 2

W W W TArwiwn 4 P e— o= =
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% r
eed for Working Capital

Alongwith the fixed capita] almost
: : Every busines i : :
f wo . S réquires working capital thou
the extent of working capital requirement giffes in different busin%ss?;l. Workir%hg

‘tal is needed for runni
cap tal ng the day-to-day business activities. When a business is

started, working capital is needed for purchac : -
then €O nverted into finished aodsil p Chasmg raw materials. The raw material is

Y incurring so iti :
re sold. Sales do not convert int 8 some additional costs on it. Now goods

0 cash instantly because there is invariabl
. . : y some
credit sales. Thus, there exists a time lag between sales of goods and receipt of cash.

ing this period : o ;
During tiD e &g:ﬁe fIS€S are to be incurred for continuing the business operations.
For this P‘fr% S Dg capital is needed. Therefore, sufficient working capital is
needed Whlf" S 'be m“_)l"e_d frﬂm.the purchase of raw materials to the realisation of
cash. The time penf)d which is required to convert raw materials into finished goods
and then into cash is kno_wn as operating cycle or cash cycle. The need for working
capital can_also be expl_amed with the help of operating cycle. Operating cycle of a
manufacturing concern involves five phases : .
(i) Conversion of cash into raw material
(i) Conversion of raw material into work-in-progress
(iif) Conversion of work-in-progress into finished goods
(iv) Conversion of finished goods into debtors by credit sales

(v) Conversion of debtors into cash by realising cash from them.

Thus the operating cycle starts from cash, finishes at cash and then again restarts
from cash. Need for working capital depends upon period F'f operating c.:ycle. Grefater
the period, more will be the need for working capital. _Penod of operating cycleina
manufacturing concern is greater than period of operating cycle in a trading concern
because in trading units cash is directly converted into finished goods.

——» (Cash

Y

Raw Materials

L‘l‘rade Receivables

v
I Work-in-Progress
Einished Goods }'

Operating Cycle (Nafire

of Working Capital)
Diagram :
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Because of the time involved in a operating cycle, there is a need of wep;
capital in the form of current assets. Firms have to keep adequate gy o
raw-materials to avoid risk of non-availability of raw materials. Similarly, COHCcr:r
must have adequate stock of finished goods to meet the demand in markg 03
continuous basis and to avoid being out of stock. Concerns also 'havc l(-) sell ﬁnishcd §
goods on credit due to competition which necessiates the money tu.rd up in debtorg ang
bills receivables. In addition to all these, concerns have to necessarily keep cash ¢, pay

the manufacturing expenses etc. and to meet the contingencies.

Types of Temporary Working Capital .

Working capital in a business is needed because of operating cycle. But the neeq -
for working capital does not come to an end after the cycle is completed. Since the
operating cycle is a continuous process, there remains a need for continuous supply of -
working capital. However, the amount of working capital required is not constant
throughout the year, but keeps fluctuating. On the basis of this concept, Wworking 3

capital is classified into two types:

(a) Permanent Working Capital : The need for working capital or current assets
fluctuates from time to time. However, to carry on day-to-day operations of the
business without any obstacles, a certain minimum level of raw-materials, -
work-in-progress, finished goods and cash must be maintained on a continuous basis, -
The amount needed to maintain current assets on this minimum level is called
permanent or regular working capital. The amount involved as permanent working
capital has to be met from long-term sources of finance, e.g., capital, debentures,

long-term loans etc. i

(b) Temporary or Variable Working Capital : Any amount over and above the
permanent level of working capital is called temporary, fluctuating or variable
working capital. Due to seasonal changes, level of business activities is higher than .
normal during some months of year and therefore, additional working capital will be’
required alongwith the permanent working capital. It is so because during peak season,
demand rises and more stock is to be maintained to meet the demand. Similarly, the
amount of debtors increases due to excessive sales. Additional working capital thus
needed is known as temporary working capital because once the season is oVver, the.
additional demand will be no more. Need for temporary working capital should be met
from short term sources of finance, e.g., short-term loans etc. so that it can be refunded’
when it is not required. 3

Both types of working capital is necessary to run the business smoothly. The
distinction between permanent and temporary working capital is illustrated in the
following diagram :
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Temporary !
Working Capital |

Permanent
Working Capital

Amount of working capital (7

4 > X

Time

Diagram : Showing Permanent and Temporary Working Capital

Above diagram shows that permanent working capital remains the same
aroughout the year, while temporary working capital is fluctuating in accordance with
wasonal demand. .

However, in case of an expanding concern, the need for permanent working
capital may not be constant and it would be increasing . Therefore, the permanent
working capital line also may not be horizontal and it will go on rising as illustrated in

the following diagram :

Y
4

Temporéry
Working Capital

Permanent
Working Capital

R ; i
i Time
&ram Showing Permanent and Temporary Working Capital in a Growing Concern

Amount of working capital (T)
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3. Traditional Approach

The traditional approach establishes a compromise or a midway between the Net
Income Approach and the Net Operating Income Approach. It resembles Net Income
(NI) Approach in arguing that overall cost of capital and the value of the firm are both
affected by capital structure decision. But it does not subscribe to the view of NI
Approach that use of debt in capital structure to any extent will necessarily decrease
the overall cost of capital and increase the value of the firm. It resembles Net Operating
Income (NOI) Approach that beyond a certain degree of leverage, the cost of equity
(Ke) increases. But it differs from the NOI Approach that overall cost of capital (Ko)
and the value of the firm are constant for all degrees of leverage.

The Crux of the traditional approach is that through judicious use of debt, a firm
can reduce its overall cost of capital (Ko) and can increase the value of the firm. The
rationale behind this view is that debt is a relatively cheaper source of funds as
compared to equity shares. A change in the leverage, that is, using more debt in place
of equity causes a decline in overall cost of capital. However, it occurs within a
resonable limit of debt. If the proportion of debt is increased beyond a certain point the
overall cost of capital starts increasing and firm’s market value begins to decline. Thus,
an optimum capital structure exists, and it occurs at that degree of financial leverage
where overall cost of capital is minimum and the value of the firm is maximum.

According to the traditional approach, the manner in which the overall cost of
“apital and the value of the firm reacts to changes in the degree of financial leverage
“an be divided into three stages :
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[n the first stage, I e figreaséin the Overall Cost of Capital (Ko) ang ;
cture results 1 .~ because,

Firm. This iy Al
e i 01; ltlilvtfcly costlier source of funds equity g it :
replaces a rela : e
rcf:mins constant or riscs negli e
negligibly since the market O

stage.

Second Stage . . .
of financial lev .
Once the firm has reached a certain degree €Trage, incregg, il

leverage does not affect the Overall Cost of Capital and the Value of th.e Firm, Thg i |
because the increase in the cost of equity (Ke) due to added financial risk complete, |
offsets the advantage of using cheaper debt capital. Within that range or at 5 Partiy| ; }
level of leverage the overall cost of capital will be minimum and the value of th, fitm |
will be maximum. This range or level represents optimum capital structure,

Third Stage

In the third stage, the further increase in debt will lead to increase in Overg| Cost
of Capital and will reduce the Value of the Firm. This happens due to two factors : |
(1) Owing to increased financial risk, K¢ will rise sharply and (ii) Kq would |

because the lenders will also raise the rate of intere
compensation for higher risk. -

The behaviour of K - ’
fioure r 0t Rd, Ke and Ko has been graphically shown in the following |

N, i"lhe
: —
a relatively cheaper source of ﬁjnrea&& o |

S doty |
o
!

capital stru

bt (Kd) also remains “itY(
gibly. Cost of debt (Kd Constant o, ¢
he use of debt as a reasonable Policy atnt;e.‘ |
iy 8§
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is also low in comparison to small s CAPITA

various sources of finance and has ﬂéi;e; li;":i dtizgfi}, Z i&:srg; compapy T:UETlmE
T . 1

sales(?ngt:::it:g: fmf';arnlngs : The companies, which have rz;i i, Y
capital structure. This i: breesort e il deb%’ e high degree ofi - inc’e&s' f
St infevediarsd ;iebts s ;ausg such companies will not face any diﬁ‘lze;ag? in ";:g |
fluctuations in sales and i~ P cOmpanies, Whichul i Payi :
. ; earnings should not employ higher debt b face fy * "8
risk of being unable to pay the interest and the principal on time Efl;uie ey “glulel?[
c e

financial distress, Houlg Cag |

in th(i).l);gree of Competition : If there is keen competition in an in i
- hm ustry should use relatively a ‘greater proportion of equity mantgzi}theﬁ
?enzg and,fthe I::111.dusltr1es which do not have high degree of competition Wih Enlhe
ncy of stable sales and therefore, the firm engaged in such t . "Whaye
afford to use more debt, gag ype of industry b

‘ 4) lStage of Life Cycle of the Firm : If a firm is in its initial stages, the ch
of its failure would be high. Hence it should put more emphasis on the L’ISE of e&nc_eg
f:apital. It should avoid the use of long-term loans which require fixed payme?ltmy
interest. When the firm grows and reaches maturity it may resort to long-term dethOf

@ Interest Coverage Ratio : This ratio measures the ratio of fixed interey
payments in relation to the profitability of the business. It determines whether (h,
company has the capacity to meet its fixed interest obligations or not. The higher the

coverage ratio, the greater will be the capacity of the firm to meet its obligations of
interest payment and hence more amount can be used as debt. The ratio is calculateg

g

as under :
Profit before Interest and Income Tax

Interest Coverage Ratio = Fixed Interest Charges

(6) Cash Flow Ability of the Firm : Sometimes, the interest coverage ratio ofa
firm is quite high but it does not have sufficient cash to pay its fixed charges in time
which include payment of interest, principal and preference dividends. This may be
due to the reason that the firm’s income is blocked within the firm in the form of high |
debtors and sometimes purchase of fixed assets. Hence, whenever
company thinks of raising additional debt, it must analyse its future cash flows 10 meet |
its fixed charges. The companies which expect larger and regular cash inflows in farwre |
can use larger amount of debt in their capital structure. The capacity of the company 0
generate cash flows to meet its fixed charges can be examined by using the ratio of !
cash inflows to fixed charges. The greater the ratio, the greater will be the capacity of

company to use the debt.
(7) Cost of Capital : The cost of different sources of capital has a vital ?ﬁeﬂ ":
the capital structure of a firm. Different sources of capital must be combined I 51{‘;:,!]1 1
proportion that the cost of capital is minimum and the degree of risk I Wi o3
manageable limits. Debt is a cheaper source of finance in comparison to equﬂ)f_c_adf; nd
due to two reasons : ,(.B"l"he rate of interest on debt is lower than the_ rate of dl‘”ro -
expected by equity shareholders, and G#rTnterest on debt is deductible frOff:: g’ e
while computing tax whereas the dividend is paid out of post tax profits. Hence,

inventory,
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Alternative I | Alternative I
11% 11%
Debentures Preference
Share Capital
< z
i« outlay 10,00,000 10,00,000
__ efore Interest & Tax
quppose 25% 07 Project Outlay) 2,50,000]  2,50,000
( [ntel'eﬂ on Debentures @ 11% 1,10,000 -
o famings Before Tax 1,40,000 2,50,000
_ Taxes (Suppose @ 45%) 63,000 1,12,500
Less
pamings After Tax : 77,000 1,37,500
preference Dividend @ 11% — 1,10,000
1 ws S
Earnings available to Equity Shareholders 77,000 27,500

m that by using 1 I%IDebemures, the earning ava'{lable to equ'ity
holders is 77,000 whereas by using 11% P_reference Shz}re Capital, this earning
< only £27,500. Hence, additional income available to equity shareholders due to
: Luie ax is £49,500 (i.e., T77,000 — ¥27,500).

(9) Retaining Control : The existing mz_magement of the company does not want
0 lose their control over the company. Equity shareholdex:s have a right to vote gnd
appoint directors in the meeting of the company fmd' hence, in case the complaxg raises
finds through issue of new equity shares, there is risk of dilution of cont;o . g;ror:lp
| of shareholders can purchase all or most of the new shares and control the company.
Toavoid the risk of loss of control, the companies prefer to 1ssuelpreference shares or
debentures because they do not have voting rights and elect the directors.

However, it should be remembered that if the company borrows more th:;\ 1tt{s)
interest and debt repaying capacity, the lenders may seize the assets of the c;oEgncjef o
- Slsfy their claims. In such a case the management would lose ‘511_1 GOMZON.: hal,'es.
might be better to sacrifice some control by issuing some additional equity s

rather : : by raising too much debt.
than run the risk of losing all control by raising e., the firm should

(10) Flexibility : Capital structure of a firm should be flexible, i

: rection i.e., 1 e or decrease
) “pable of changing its sources of funds in either direction .€. increas :

isi itional
ﬁm?smr}se to changes in the needs for funds. It should be (:ap'abh;:l Ofll:l:;:f ggd;b 1(:: to
' Without undue delay and cost, whenever needed and it shou
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e
N
Case

are not Neede Ictls by I'EdEeming the
n "+ Should alsg pg g Pl'efereﬂ‘fe capital and debentures when the g,
Present] omy. For instance. i € 10 substitute one source of finance for “"‘"hctd.
Intereg € compan }ilce, if the funds are available at 1476 F¢ OF ingr
oo S8t i it can re ) 1 outstanding debt st 18% of EreH B ctn g
ntures offer g place the old debt by the new debt. Ir.t:Icer.c Shareg ,
can be redeemeg ¢ highest flexibility in the capital struct™® ol Er et o
ay Capitala;;he lihscrf:tiun of the firm.
: , arket Conditions : Capita i
OIE;:)me to tm.n?. Sometimes there may be dl:t::pression while at }(()l.f:cirsug.cs Ehcre Mg
companm conditions in the capital market. l.f e :—r:;rb;cauqctti:ﬁscd’ 'he
ki :: t:Ehcnuld not issue equity shares, but 158U de?: I:tllt boom pel:iOd m:;:'u;
prefer safety than profitability. On the ComrAa d hence at such times, i: \:,r;

market, the investors want t Jative incomes, an
o earn speculative i :

be appropriate to raise funds by issu¢ of equity shares ev'en at _h'gh P ::m'“m' '
(12) Credit Standing of th . Firms which enjoy high credit standing frop,

- - < an
the viewpoint of investors and the capital marke;;re_ “::h _ ad&éam?gmm
position to raise finance on €asy 1 the sources of their choice. Butin cq,

the firm’s credit standing is poor; be able to get finance from the

source of its choice.
(13) Trading on Equity : The use of
ital is termed as

| market conditions g0 on chany

e Firm
lenders in
terms and fro
the firm will not

fixed cost sources of finance, such as defys
trading on equity or financial leverage. Iy

hare capl
and preference share cap debt funds yield a return lg;reatcr than the cost of
ity shareholders or the earning per share (EPS) will

increase. EPS will also increase by the use of preferenf:e share t?apital but it wil]
increase more in case of use of debt because the interest paid on debt is deductible from
profits while calculating the tax. Hence, the alternative methods f’f financing must be

analysed by the management 0 examine their effect on EPS. To illustrate :
Suppose that a firm has an all-equity capital structure consisting of 2,00,000
rm now desires to raise ¥5,00,000 to acquire

equity shares of 710 each. The fi

additional assets and is considering three alternative methods of financing : (i) to issue
50,000 equity shares of Z10 each, or (i) to raise a debt of ¥5,00,000 at 12% rate of
interest, or (i) to issue 5,000 preference shares of T100 each at 12% rate of dividend.
If the firm’s earnings before interest and taxes after additional assets are acquired are
%8,00,000 and the tax rate is 40%, the effect on the earning per share under the three

debts, the profits avai

alternatives will be as follows :
, Preference
fS'qmt;v D ebr‘ Capital
Financing | Financing | co..ncing
? 3 ?

Earnings Before Interest & Tax 8,00,000| 8,00,000 8,00,000
Less : Interest T 60,000 ——
Earnings Before Tax 8,00,000 7,40,000 8,00000

0

| 320000] 29600 32085

Less - Taxes @ 40%
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2" pamings After Tax TS
_ preference Dividenq

[ Number of Equity Shape G holderg “s 4,80,000

. \“\ —_

| 2.50,009 ‘&E‘ﬂ& 4.20,000
.. clear from the abg, 200,000 3 o0~

Jris € 100Ve examp) 1.92 2,00,000
if uses debt ﬁnancmg. But Ple thy

W 1S not ab] :
" o company Cloe N i
lf:tl: im debt. Marate Of re iw}u have

. ts rse
¢ (14) Legal Requiremeng . 1, - 35S greater gy
shares and d.ebentures fror'n time to i \;;Tmam iSSues gy,
ould consider these guidelineg S le designin :

 the Gove i also g 8 1ts capitg|
ﬁ.amed by the mment. Ip a4 : € rele : strue

oys di Vant -
ed by Securities and Exchange%(:)n’ 1t shoylg al Provisions of g; £
JormS set by financial institutiong frou g ;f India (SEBJ

; £ to %
(15) Flotation Costs : Flotag, ime,
finance- These include underwritin

, the ;tock exchanges ang the

. about th
flotation (fosts as a percentage of funds rajseq will declin.i,e SPﬂ'-:rce qf ﬁnancg because
the share issue. With the increase in size of

(16) Leverage Ratios for other Firms

equity ratios of other firms belonging to the same industry, having a simi i
L] i i 1 | l
risk. If the debt equity ratio of a particular firm is different than thg ind]un;x;r sbﬁzir;erfls

it acts as a warning to the management and the management should ascertain the
reasons for the deviation.

(17) Nature of Investors : Investors may be classified in different categories on
the basis of their outlook towards risk and return. Some investors are of enterprising
nature. They prefer to take higher risk to earn higher return and hence equity shares
should be issued to meet their requirements. On the other hand, some investors are of
conservative nature. They do not want to take higher risk and are satisfied with lower
return and hence debentures of preference shares should be issued to meet their
requirements. '

(18) Consultation with Investment Bankers and Lende::s : While deselrmmmlg(
the proportion of various securities in a firm’s capital structure, it Is very %skftu to :;:SS
the opinion of institutional investors, investment bankers and len(.iers. ; ﬁop":as s
information about the capital structure of large number of companies an

H F be ve
the demand of various securities in the capital rngrket. tlr{s;cl:;;thglil;;lll';ﬁl;? ;f:spgctig
Useful while taking a decision about the capital $ hey who will ultimately

lenders and inestors should also be consulted because it 1S they W
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7.8 CAPITAL STRUCTypg
. __________,_._.--——'—"‘—"—' g,

: ek . i1l prefer to inv
provide finances to the company. The type of securities which they Wil Pr eat

is very important information for the company.

(19) Attitude of Management : Lastly, the attit
all the factors discussed above will finally determin€
Management of various firms differ in skills, ] udgemeh_ gher risk to reduce the cost of
gements are enterprising and they are prepared t0 take ]f debt in their capital structure,
capital. Such managements do not hesitate to S more 0 and they do not want to take
On the other hand, some managements are i‘:'f::li?t;ecapital in comparison to debt.
high risk. They prefer the use of more amou _ o RS

e e s 1 corisd e S, G G
se et

sl !?f fh::?mrs?l)z:: 'belizgs?zgne eof these factors are conﬂlctmghm lr::lalture For

Stt'l-lcmfe tlf debt is a cheaper source of finance and hence a company should use more

et e’f cf bt to reduce the cost of capital but the enlarged use of debt JECERAES the

glfauﬁgienze the company cannot use more amount of debt. Moreover, it should be

remembered that : '
‘Financial theory has not developed to the point where data related to these

considerations are fed at one end of a computer and an ideal financial structure pops
out of the other. Consequently, human judgement must be used to resolve the many

conflicting forces in laying plans for the types of funds to be sought.”
' — R.W. Johnson

ude of the management towardy
e capital structure of the firm,

nt and experience. Some manga-

Bl Cdmne ndnnman Mt
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10.8

JANAGEMENT OF WORKING CAPTTAL ‘5

Factors affecting Working Capital ‘R

Or o

Determinants of Working Capital ?'

'A firm ghould have neither too much nor too little working capital. The w s
capital requirement is determined by a large number of factors but, in general, the

following factors influence the working capital needs of an enterprise : g
(1) Nature of Business : Working Capital requirements of an enterprise are
largely influenced by the nature of its business. For instance, public utilities suchas ¥
railways, transport, water, electricity etc. have a very limited need for working capital =
because they have to invest fairly large amounts in fixed assets. Their working capital =
need is minimal because they get immediate payment for their services and do not have
to maintain big inventories. On the other extreme are the trading and ""-“‘?'__ ;
enterPrises which have to invest less amount in fixed assets and a large amount m
working capital. This is so because the nature of their business is such that they have
to maintain a sufficient amount of cash, inventories and debtors. Working capital o ceds
of most of the manufacturing enterprises fall between these two extremes, iilil_t‘1 '
between public utilities and trading concerns. o

(2) Size of Business : Larger the size of the business enterprise, greater would b .

the need for working capital. The size of a business may be measured in terms of sc
of its business operations: .

- T -
R -

A
(3) Growth and Expansion : As a business enterprise grows, it is logical to expee
that a larger amount of working capital will be required. Growing industries require
more working capital than those that are static. .
(4) Production Cycle : Production cycle means the time-span betwee:
purchase of raw materials and its conversion into finished goods. The long
production cycle, the larger will be the need for working capital because the fund
be tied up for a longer period in work in process. If the production cycle is sma
need for working capital will also be small. :

(5) Business Fluctuations : Business fluctuations may be in the direction of bog
and depression. During boom period the firm will have to operate at full
meet the increased demand which in turn, leads to increase in the level of im
and book debts. Hence, the need for working capital in boom conditions is
increase. The depression phase of business fluctuations has exactly an opposi
on the level of working capital requirement.

(6) Production Policy : The need for working capial is also determineg
production policy. The demand for certain products (such as woolen gam
seasonal. Two types of production policies may be adopted for such products. ]
the goods may be produced in the months of demand and secondly, the goods n
produced throughout the year. If the second alternative is adopted, the stock of"
goods will accumulate progressively upto the season of demand which reg
increasing amount of working capital that remains tied up in the stock of
goods for some months. _ ]

(7) Credit Policy Relating to Sales : If a firm adopts liberal credit ,
respect of sales, the amount tied up in debtors will also be higher. Obviously, hig
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il Also, SOME TaW materiglg gy, available aop. . eSUltin high level of working
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L.II seeds, cotton, ete. They woyq have A particular season such ag
ﬂl, L W " A o " lr-h-.,l' o '

c kept in stock for a pey : : Chased in that scason and
jave 10 be k‘thl Or a periog when Supplies gre lean, "Thig wil| require more
qurking capital. . |

(10) Availability of Creqij from
pelity in case of need, it will opera(e w
quh facility s not available, it wil] haye ¢, keep large amoun of working capital.,

) ® T - .

(11) Volume of 'l rofit ; h}: het profit is a souree of working capital (o the extent
i been eamed in cash, Higher net profi Would generate more internal funds
hereby contributing the working capita] pool,

(12) Level of Taxes : Full amoun( of cash profit is not availabje for working
apial purposes. Taxes have to be paid oy of profits. Higher the amount of taxes less
vill be the profits available for working capital,

(13) Dividend Policy : Dividend policy is a signifi
Iwel of working capital in an enterprise. The payme
ud, thereby, affects the working capital to that extent.

tesnot pay dividend but retains the profits, more wo
{ vards working capital pool.

ired by the firm i
cep a larpe inventory

Bankg I a firm c

; an get casy bank credit
ith lesg workin

& capital. On the other hand, if

cant element in determining the
nt of dividend reduces the cash
On the contrary, if the company
uld be the contribution of profits

1 (14) Depreciation Policy : Although depreciation does not result in outflow of
Wh, it affects the working capital indirectly. In the first place, since depreciation is
towable expenditure in calculating net profits, it affects the tax liability. Higher rates

*Preciation reduce the profits and, therefore reduce the tax liability. In the second

plaF'e, higher depreciation also means lower disposable profits and, in turn, a lower

"iend payment. Thus, outgo of cash is restricted to that extent.
(15) Price

\ Level Changes : Changes in price level also affects the working capital
Uirementg,

If the price level is rising, more funds will be required to maintain the

1 ling leve] of production.

| &q(lﬁ) Eﬂiciency of Management : Efficiency of management is also a significant
“‘3:1?; 0 Getermine the level of working capital. Management can reduce the need for

“Sh 8 Capita] by the efficient utilisation of resources. It can accelerate the pace of
- Cyele and th :
.Wﬂkly_

ereby use the same amount working capital again and again very
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Two Major Issues in Formulating Working
Capital Policy | Financial Management
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' ~ 1. Current assets in relation to sales:

=B the firm can forecast accurately its level and pattern of sales, inventory procurement timé,' !
inventory usage rates, level and pattern of production, production cycle time, split between i
| cash sales and credit sales, collection period, and other factors which impinge on working .
capital components, the investment in current assets can be defined uniquely.

=== l  ADVERTISEMENTS:

=7
= -
i

| Tn case of uncertainty, the outlay on current assets would consist of a basic component

- meant to meet normal requirements and a safety component meant to cope with unusual - i
~ demandsand requirements. The safety component depends on how conservative or ' il
~aggressive is the current * asset policy of the firm. If the firm pursues very conservative i

. current asset policy it would carry a high level of current assets in relation t@' sales. (This

— happens because the safety Component is substantial).
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A conservative current asset policy tends to reduce risk. The surplus current assets under
this policy enable the firm to cope rather easily with variations in sales, production plans,
and procurement time. Further, the higher liquidity associated with this policy diminishes
the chances of technical insolvency. The reduction of risk, however, is also accompanied by

lower expected profitability.

An aggressive current asset policy, seeking to minimise the investment in current assets
exposes the firm to greater risk. The firm may be unable to cope with unanticipated changes
in the market place and operating conditions. Further, the risk of technical insolvency '
becomes greater. The compensation for higher risk, of course, is higher expected

profitability.

2. Ratio of Short-Term Financing to Long- Term Financingi

Current assets of a firm are supported by spontaneous current liabilities (Trade creditors and
provisions), short- term bank financing, and long-term sources of finance (debentures and
equity, in the main). Assuming that the level of spontaneous current liabilities is determined
by extraneous factors (trade practice, income-tax payment schedule, etc.) the relevant -
question in current asset financing is what should be the relative proportions of short- term

bank financing on the one hand, and long-term sources of finance, on the other?
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The two broad policy alternatives in this respect are:

ADVERTISEMENTS:

(i) a conservative current asset financing policy, and

(ii) an aggressive current asset financing policy.

A conservative current asset financing policy relies less on short-term bank finaneing 'aﬁd-“
more on long-term sources like debentures. Indeed, a highly conservative current asset

financing policy would seek to replace even long-term debt by equity. An aggressive cmrent :

asset financing policy, on the other hand, relies heavily on short- term bank finance and

seeks to reduce dependence on long-term financing.

A conservative current asset financing policy reduces the risk that the firm will be unablé'.t_
or replace its short-term debt periodically. It, however, enhances the cost of ﬁnancm

repay
term sources of finance, debt and equity, have a higher cost—assoezated w1th

because the long-

them.
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An aggressive current asset policy, relying more on short-term bank financing, tends to have

the opposite effects. It exposes the firm to a hinder degree of risk, but reduces the average
cost of financing,.

!
Choosing the working capital policy: {

The overall working capital policy adopted by the firm may broadly be conservative, |
moderate or aggressive. A conservative overall working capital policy means that the firm

chooses a conservative current asset policy along with a conservative current asset financing
policy.

A moderate overall working capital policy reflects a combination of a conservative current
asset policy and an aggressive current asset financing policy or a combination of an

aggressive current asset policy and a conservative current asset financing pélicy.

An aggressive overall working capital policy consists of an aggressive current asset policy and
an aggressive current asset financing policy. The following figure shows visually the various

ways of combining individual policies. with respect to current assets and current assets
financing, into an overall working capital policy.
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Working capital policies

Moderate

_Aggressive

Current Asset
Financing Policy

Conservative

Conservalive Aggressive

Moderate

Conservative

Aggressive

An overall conservative working capital policy reduces risk and offers low return. An overall
moderate working capital policy offers moderate return accompanied with moderate risk. An

overall aggressive working capital policy provides a package of high risk and high return. The
choice of an overall working capital policy would depend on the risk dISpOSl%OH of
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11

Management of Cash

!

ﬂe .mal'r] Ohjt.‘(:l-i\'c of Working Capital management, as discussed in the previous

~ chapter, 18 the Ff’ﬁcncnt management of each component of current assets. For this
se the opt‘lmum level of lm'csu.ncnt in each of the current assets is determined.

Efﬁﬂﬂgemﬂ‘nt of Cash has been explained in Ihis_chaph:r whereas the management of

eccivablcs and management of Inventory will be explained in the succeeding

hapter™ "
; he most liquid current asset. All other current assets such as receivables

' Cash ist ; :
~_j jnventory ultimately get converted into cash. Therefore. business should keep
:mal cash balance at every point of time. It should neither be in excess nor short of
opt™™.

jsreguIre : :
" rhe term Management of Cash includes :

) Determination of optimum amount of cash required in the business.
| (; Keep the cash balance at optimum level and investment of surplus cash in
L profitable manner.
tion of cash from receivables (ie. from debtors and bills

t collec
(¢) Promp d efficient disbursement of cash.

receivables) an
Meaning of Cash

of cash management, the term cash not only includes coins,
e 38 DR bank drafts, demand deposits with banks but also the

| otes, cheques, e, : g e

“““”"y_h[;ssets’ Jike marketable securities and time deposits with banks because they
wb:arza dily converted into cash. For the purpose of cash management, near-cash
@

els are also included under cash because surplus cash is required to be invested in

 ercash assets for the time being.

Motives of Holding Cash

hevery business assets are kept because they generate profit. But cash is an asset
' Mithdoes not generate any profit itself, yet in every business sufficient cash balance

ices:

- Weintzined, There are four primary motives or causes for maintaining cash balances

- () Transaction Motive
i Ff') Precautionary Motive
{I.H] Speculative Motive; and
% Compensating Mogi
; g .Oll_V_c o
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11.2

(i) Transaction Motive : A number of transactions take plac
Some transactions result in cash outflow such as payment for Usinesg
operating expenses, financial charges like interest, taxes, di\‘idenpdfcmes‘. Wages,
some transactions result in cash inflow such as receipt from salesem' S}milar]}.,
investments, other incomes etc. But the cash outlfows and inflows dc’; ;tham from
match with each other. At times, inflows exceed outflows while. at omperf?cﬂ}_
outflows exceed inflows. To meet the shortage of cash in situatig ? ST timeg

. . n “hen th o
exceed cash inflows, the business must have an adequate cash balance utflows

(i) Precautionary Motive : In every business, some cash balance js k
percautionary measure to meet any unexpected contingency. These contingen
include the following : =

Cptasa
CIES may

(a) Floods, strikes and failure of important customers.
(b) Unexpected slow down in collection from debtors.
(¢) Cancellation of orders by customers.

(d) Sharp increase in cost of raw-materials.

(e) Increase in operating costs etc.

(iii) Speculative Motive : In business, some cash is kept in reserve to take
advantage of profitable opportunities which may arise from time to time. These
opportunities are :

(a) Opportunity to purchase raw material at low prices on payment of immediate
cash.

(b) Opportunity to purchase securities when their prices are low.

(¢) Opportunity to purchase other assets for the business when their prices are

low.

(iv) Compensating Motive : Banks provide a number of services to the business
such as clearance of cheques, supply of credit information about other Customers,
transfer of funds and so on. Banks charge commission or fee for some of these services.
For other services, banks do not charge commission or fee but they require _l“_d”'e“
compensation. For this purpose, banks require the clients to maintain a minmum
balance in their accounts in the bank. The clients cannot use this bank balance and
banks compensate the cost of providing free services by using this amount to €am 2
~ return. Therefore, cash is also kept at the bank to compensate for free services by banks
to the business.
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5 Major Cash Management Challenges in Business & How tt).;-‘_"
Deal with That? —

S——
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Currently, despite a significant increase in non-cash payment technologies, ¢
business organizations, start-up companies, MNC's and individual business owners. Cash management is one of the main aspects of managing

a company's current business as the availability of sufficient cash in accounts for daily business operations & timely settlement of different

ash remains one of the main means of payments for different

utility bills.
Companies face several problems when they have to manage the cash in and out of the company and maintain strict financial discipline. So,

here a list of the top 5 cash management challenges in business & effective tips to deal with that.

Difficulty to Deal with Cash Flow

If you do not plan the cash flow of your company, then you cannot predict cash gaps. This leads to the fact that at the end of the month you do
not have money to pay the bill. Due to the lack of a cash flow management system, you cannot be sure that the same situation will not happen
next month. As a result, this can ruin relationships, break an established supply chain, and hence deteriorate customer relationships. i

Solution
The solution to this problem is using E-Invoicing Software. E-invoicing offers a transparent work architecture. It makes each and every part of
the financial process visible to the buyers and suppliers. By removing the human error element from the equation, this system offers fastand

safe-to-trust solutions. In this way, the buyers see the opportunity of getting discounts, thus adding more to the cash flow.
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Difficult to Make Settlements in Different Currencies
In many organizations, It is tough to make the settlements or transactions in different currencies. There are many organizations that have their

branches in different countries. But the problems occur when they evaluate the dollars in euros or in other currency. It is a lengthy process inr

making the conversion of one currency into others.

Solution

The invoicing software is one of the best solutions for this. By automating your business transactions through this software, you will always
save time, which engages you in other activities. While making the transactions, the system will easily convert the dollars into euros on any -
other currency without taking the time. This way buyers will easily get to paid without waiting for a long time in the queue. The system is able

to handle the different currencies of different countries. So, this makes the easy process in cash flow management.
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Generation of Poor Planning Management

Days of sales of outstanding measures, how quickly the company collects cash from customers. This metric is calculated by multiplying the

number of days in a period by the ratio of receivables to credit sales for the period. If the volume of sales days issued grows, this indicates .a'-'__
poor collection of receivables. This leads to an increase in current assets, which is the use of cash that reduces cash flows from operating -

activities.

Solution

As you know the business needs planning and methods to stay ahead in competitions. So, for that, you need comprehensive data-on.‘_:.rbii_t
flow, which is possible through management software. This way you can evaluate when and how much money is coming, how mucﬁ youl
to spend, and how much you can spare for new ventures. The system will automate your finances and access important data like payme [

arrival, new order confirmation, and another supp lier information instantly.
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Consolidated Financial Reporting in a Fiscal Year

In the end, every company calculates their net profit and loss of the year by measuring the products price, plus product purchasmg But,
manually, it becomes a little bit tough to manage the balance sheet. There may be an error in the calculation or you may be forgot someﬂ:nng to
include in your balance sheet. And, due to this, where you want to get profit, maybe, you fall in a big loss. So, all these aspects make-agreat .

impact on cash flow management.

Solution

If you want the business to bring money, then constantly look at the bottom line of the balance sheet, conﬁidering the benefits and
disadvantages of any individual costs. After all, every dollar spent is ultimately taken from your profit. In this, e- invoicing automates the
calculation, where it can easily manage all the assets and liabilities of the sheets. This automatically reduces the occurrence of an error in Your

sheet and vou will able to generate the correct financial reporting.
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Inconvenience in Tracking the Business Expenses

In a small and large organization, it is quite tough to track the expenses like payments, transactions, and other expenditures. These thmgs :
make a great impact on your balance sheet. How much you spend, where you used the earning money and how much material you buy?

Avoiding these things means a huge loss in business profits.

Solution

You can easily track your expense records with complete visibility on the invoicing process. The detailed digital reports of this invoice
management system can make information analysis easy. By isolating the components quickly, you can channelize the fund where itis"

needed. This means better management will help to make better business decisions.

Final Words

Managing cash flow correctly means increasing the chances for a small business to succeed. Without any doubt, a lot of business transactions
are made in cash all over the world. Business organizations need to cope with major challenges in cash arrangements to strengthen their T

finances & keep making progress every day. Good Luck!
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