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LEARNING OBJECTIVES

11.11

After going through this unit, you will be able to:






11.1

Define concepts of working capital
Explain need and importance of working capital
Describe permanent and variable working capital
Explain the various sources of raising working capital
Explain the various modes of financing working capital by Banks

INTRODUCTION

This unit will present some basic concepts and an overview of working capital management
and its policy. It introduces working capital management or short-term financial
management that is concerned with decisions relating to current assets and current liabilities.
The capital requirements of a business enterprise can be broadly classified under two
categories:

1

(i)
(ii)

Fixed Capital Requirements
Working Capital Requirements

Fixed capital refers to the capital that meets the permanent or long term needs of the
business. Working capital, on the other hand, refers to the capital required for day-to-day
operations of a business enterprise.
Thus, working capital invested in current assets keeps revolving fast and are constantly
converted into cash and this cash flows out again in exchange for some other current assets.
Hence, it is also known as revolving or circulating capital or short-term capital.
11.2

MEANING OF WORKING CAPITAL

Working capital refers to the capital required for day-to-day operations of a business
enterprise. Thus, working capital invested in current assets keeps revolving fast and are
constantly converted into cash and this cash flows out again in exchange for some other
current assets. Hence, it is also known as revolving or circulating capital or short-term
capital.
In the words of Shubin, “Working Capital is the amount of funds necessary to cover the cost
of operating the enterprise.”
11.3

CONCEPT OF WORKING CAPITAL

There are two concepts of working capital:
(i) Gross Working Capital: It refers to the capital invested in the total current or circulating
assets of the enterprise. Current assets are those assets which in the ordinary course of
business can be converted into cash within a short period of normally one accounting year.
Examples of current assets include: cash in hand, bills receivable, prepaid expenses, sundry
debtors(less provision for bad debts), and inventories (raw materials, work-in-process and
finished goods), accrued incomes etc.
(ii) Net Working Capital: The term ‘Net working capital’ has been defined in two different
ways:
(a) It is the excess of current assets over current liabilities i.e, Net Working Capital= Current
Assets – Current Liabilities
This is the most commonly accepted definition. This net working capital can be both positive
(when current assets> current liabilities) or negative (when current liabilities> current
assets). Current liabilities are those liabilities that are to be paid in the ordinary course of
business within a short period of normally one accounting year out of the current assets or
the income of the business. Examples of current liabilities include sundry creditors, bills
payable, bank overdraft, outstanding expenses, short-term loans, etc.
(b) It is that portion of a firm’s current assets which is financed by long-term funds. For
example: A business requires investment in current assets such as cash, bills receivable,
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short-term investment etc. to an extent of Rs.20, 000. A part of this requirement can be
financed by the firm by purchasing on credit or postponing certain payments or, in other
words, by creation of current liabilities such as outstanding expenses, accounts payable. If
the amount of current liabilities comes to Rs.15, 000, the business will still need Rs.5, 000
for its working purposes. This amount may then have to be financed from long-term sources
of funds.
11.4

IMPORTANCE OF WORKING CAPITAL

Working capital is the life blood and the nerve centre of a business. The circulation of blood
is essential in the human body and as such working capital is also very essential to maintain
smooth running of a business. The various importance of working capital are as follows:
a) Solvency of the business: Adequate working capital helps in maintaining solvency of the
business by providing the flow of production uninterruptedly.
b) Easy loans: A concern having adequate working capital, high solvency can arrange loans
from banks and others on easy and favourable terms.
c) Goodwill: Sufficient working capital enables a business concern to make prompt
payments and helps in creating and maintaining goodwill.
d) Cash discounts: Adequate working capital also enables concern to avail cash discounts
on the purchases and hence it reduces costs.
e) The regular supply of raw materials is possible due to sufficient working capital.
f) Ability to face crisis: The Adequate working capital enables a concern to face business
crisis in emergencies because during such periods there is much requirement of working
capital.
g) Regular payment of salaries wages and other day to day commitments: Enough
working capital enables regular payment of salaries wages and other day to day expenses
which also raises the morale of its employees also increases their efficiency, and enhances
production and profits.
h) High Morale: An environment of security, confidence, high morale and overall efficiency
in a business can be created through adequacy of working capital.
i) Exploitation of favourable market condition: Only concerns with adequate working
capital can exploit this condition such as purchasing its requirement in bulk when the prices
are lower. Finally, sufficiency of working capital enables a concern to pay quick and regular
dividend to its investors as they are not under much pressure to plough back profits.
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11.5

NEED FOR WORKING CAPITAL

The need for working capital cannot be overemphasised. The need for working capital arises
due to the time gap between production and realisation of cash from sales. There is an
operating cycle involved in the sales and realisation of cash. There are time gaps in purchase
of raw materials and production, production and sales and sales and realisation of cash.
Working capital is needed for the following purposes:







To pay wages and salaries
To incur day to day expenses and overhead costs such as fuel, power and office
expenses etc.
For the purchase of raw materials components and spares.
To meet the selling costs as packaging, advertising etc.
To provide credit facilities to the customers.
To maintain the inventories of raw materials, work in progress finished stock.

For need of working capital in a business, one has to study the business from various
concerns. The amount needed as working capital in a new concern depends primarily upon
its size. Greater the size of the business unit generally larger will be the requirements of
working capital and keeps on increasing with the growth and expansion of business.
11.6

ESTIMATION OF WORKING CAPITAL

Working capital is the life blood of a business. No business can be successfully run without
an adequate working capital. To avoid any shortage of working capital at once an estimate
of working capital requirements is very necessary in advance so that arrangements can be
made to procure the adequate working capital. A large number of factors have to be
considered while estimating the working capital requirements. The following factors have
to be taken into consideration while making an estimate of working capital requirements:










Total costs incurred on material wages and overheads.
The length of the production cycle i.e. the time taken for conversion of raw material
into finished goods.
The length of time for which raw materials are to remain in stores before they are
issued to production.
The length of sales cycle during which finished goods are to be kept waiting for
sales.
The amount of cash required to pay day to day expenses of the business.
The average period of credit allowed to customers.
The average credit period expected to be allowed by suppliers
The average amount of cash required to make advance payments if any;
Time-lag in the payments of wages and other expenses.
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11.7

DETERMINANTS OF WORKING CAPITAL

A firm must have adequate working capital; it should be neither excessive nor inadequate.
Schall and Haley have rightly said, “Managing current assets require more attention than
managing plant and equipment expenditure. Mismanagement of current assets can be
costly.”
It is therefore, essential that proper estimates of working capital requirements be made to
run the business efficiently and profitably. There are several factors that determine the
requirements of working capital.
These determinants are briefly explained below:
(i) Nature of Business: The working capital requirements essentially depend on the nature
of business undertaken. Public utility concerns like railways, electricity have limited need
for working capital since most of their transactions are on cash basis and they do not require
large inventories. On the other hand, trading and financial concerns have a very less
investment in fixed assets but have a considerable need for working capital since they have
to make substantial investment in current assets like inventories and debtors/receivables.
Some manufacturing businesses like construction firms also have to invest substantially in
working capital and a nominal amount in the fixed assets. In fact, the working capital needs
of most of the manufacturing concerns fall between the two extreme requirements of trading
concerns and public utilities. Such concerns are required to make appropriate investment in
current assets depending upon the total assets structure and other relevant variables.
(ii) Scale of Operations: Generally, greater the size of the business unit, larger will be the
working capital requirements. However, in certain cases, even a smaller concern may need
for working capital due to high overhead charges, inefficient use of available resources etc.
(iii) Length of Production cycle: The manufacturing cycle begins with the purchase and
use of raw materials and completes with the production of finished goods. Longer the
manufacturing process, the higher will be the working capital requirements and vice-versa.
An extended manufacturing time span means a greater deal of funds being tied-up in
inventories.
(iv) Rapidity of turnover: There is a high degree of correlation between the amount of
working capital and the speed with which sales are effected. A company with a high rate of
stock turnover will need lower amount of working capital as compared to a firm having a
low rate of turnover. For instance, in case of jewellers, the turnover is quite slow. They have
to maintain a high inventory of jewellery of different types, and keeping in mind that the
movement of inventory too is slow, their working capital needs will definitely be high.
(v) Credit Policy: The credit policies maintained by the concern with its debtors and
creditors have a significant influence on the working capital requirements. A company
allowing liberal credits to its customers may have higher sales but will require more working
capital when compared to a company which has an efficient debt collection policy with strict
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credit terms. This is so since in case of the former, a substantial amount of its funds will get
tied up in its sundry debtors. Similarly, a company enjoying liberal credit terms from its
suppliers will need lower amount of working capital when compared with a company with
no access to such liberal credit facilities.
(vi) Business fluctuations: Most firms experience seasonal and cyclical fluctuations in the
demand for their products and services. These business fluctuations affect the working
capital requirements, especially the temporary working capital component. For instance, a
boom in the economy will boost sales which in turn will necessitate an increase of the firm’s
investment in inventories and book debts. Under boom, additional investment in fixed assets
may be made by some firms to increase their productive capacity; this will definitely require
additions of working capital.
(vii) Production Policy: A steady production policy will cause inventories to accumulate
during the slack seasons, exposing the firm to increased inventory costs and risks. Such a
policy will require higher working capital. The production schedule may also be adjusted by
curtailing the production in the slack seasons and increasing it in the peak seasons.
(viii) Growth and expansion activities: It is difficult to precisely state the relationship
between the growth in the volume of business and the growth in the working capital of the
business. Generally, the working capital needs of the firm increase as it grows in terms of
sales or fixed assets. In fact, for normal expansion in the volume of business, profit retention
may suffice; however for fast growing concerns, larger amounts of working capital will be
needed.
(ix) Earning capacity and Dividend policy: A firm with higher earning capacity may
generate cash profits from operations and contribute to their working capital. Again, the
firm’s policy to retain or distribute profits also has a bearing on working capital. Payment
of dividend consumes cash resources and thus reduces the firm’s working capital to that
extent.
(x) Price level changes: Generally, rising price levels require a firm to maintain a higher
amount of working capital since the same level of current assets will now require increased
investment. Of course, immediate revision in product prices can help companies to counter
the rising price levels. However, the effects of rising prices will be different for different
companies; some will face no working capital problem while the working capital problem
of some may aggravate.
(xi) Operating Efficiency: The operating efficiency of the firm relates to the optimum
utilisation of resources at minimum costs. The use of working capital is improved and pace
of the cash cycle is accelerated with operating efficiency. Better utilisation of resources
improves profitability and thus, helps release pressure on the working capital.
(xii) Other factors: There are several other factors that impact the working capital
requirements of a firm. They include factors like, management ability, asset structure, credit
availability etc.
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11.8

OPERATING CYCLE

Working capital refers to that part of firm’s capital which is required for financing short term
or current assets such as cash, marketable securities debtors and inventories. Funds which
are invested in current assets keep revolving fast and are easily converted to cash and this
cash flow out again in exchange for other current assets. Therefore, it is known as revolving
or circulating capital. The circular flow concept of working capital is based upon this
operating or working capital cycle. The cycle starts with the purchase of raw material and
other resources and ends with the realisation of cash from the sale of finished goods. It
involves purchase of raw materials and stores, its conversion into stock of finished goods
through work- in-progress progressive increment of labour and service costs, debtors and
receivables and finally realisation of cash and the cycle continues again from purchase of
raw materials and so on. The speed or time required to complete one cycle determines the
requirements of working capital. The longer the period of cycle, larger is the requirement of
working capital and vice-versa. Working capital cycle is one of the essential parameters to
be recorded in working capital management.
Length of Operating or working capital Cycle
In case of a manufacturing concern, the operating cycle is the length of time necessary to
complete the following cycle of events:






Conversion of cash into raw materials;
Conversion of raw materials into work-in-progress;
Conversion of work-in-progress into finished goods;
Conversion of finished goods into accounts receivable; and
Conversion of debtors and receivables into cash.

The speed and span of one operating cycle determines the requirements of working capitallonger the period of the cycle, the larger is the requirement of working capital.
In case of a trading firm, the operating cycle will include the length of time required to
convert (a) Cash into inventories, (b) inventories into account receivables, and (c) accounts
receivables into cash.
In case of a financing firm, the operating cycle includes the length of time required for (a)
conversion of cash into debtors, and (ii) conversion of debtors into cash.
11.9

TYPES OF WORKING CAPITAL

A constant flow of working capital is an intrinsic component of a successful business. This
is especially true considering the outflow that is a part and parcel of every cycle: salaries
and wages need to be paid; raw materials need to be purchased and equipment needs to be
serviced; funds are needed for marketing, advertising, and other general overhead costs;
reserves are required till the customers make their payment. Working capital is truly the
lifeline for any company.
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On the basis of time, working capital can be divided into two categories viz:
(i) Permanent or Fixed Working capital: This is the minimum level of current assets
required on a continuous basis over the entire year. So, fixed working capital is the minimum
amount of investment in all current assets which is required at all times to carry out the
minimum level of business activities. For example: every firm has to maintain a minimum
level of raw materials, work-in-progress, finished goods and cash balance. Tandon
Committee has referred to this type of working capital as “core current assets”.
The main features of permanent working capital are:
(a) Permanent working capital remains in the business in one form or other.
(b) There is a positive correlation between the amount of permanent working capital and the
size of the business.
(c) Permanent working capital is permanently needed; therefore, it should be financed
through long-term funds.
ii. Temporary Working Capital: This capital refers to the additional current assets required
at different times during the operating year, for example to meet seasonal demands and some
special exigencies. The amount of such working capital fluctuates from time to time, on the
basis of business activities. Temporary working capital is generally financed from shortterm sources of finance such as bank credit. Suppliers of temporary working capital can
expect its return during the off-season when it is not required by the firm. Banks can be an
invaluable source of short term working capital finance.
11.10 VARIOUS SOURCES OF RAISING WORKING CAPITAL
11.10.1 Sources of raising Long Term Working Capital
1. Long-Term Loan from a Bank
These are long-term loans taken directly from banks or financial institutions. These loans
come with the maturity period of more than one year. They are also called project financing
as in India, they are mainly used for the purpose of financing expansion, modernization or
diversification projects. The advantages of term-loans are that, they provide ease of
negotiation and can be raised at low cost. However, the companies get legal obligations to
pay fixed interest charges together with principal. Companies are also required to keep their
assets as security with the bank. Banks also impose a number of restrictions on the working
of company with a view to protect their interest.
Many companies opt for a full-fledged long term loan from a bank that allows them to meet
all their working capital needs for two, three, or more years.
2. Retain Profits
Rather than making dividend payments to shareholders or investing in new ventures, many
businesses retain a portion of their profits so that they may use it for working capital. This
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way they do not have to take loans, pay interest, incur losses on discounted bills, and they
can be self-sufficient in their financing.
3. Shares
Shares may be classified into two parts – ordinary/equity shares and preference shares.
Equity shares show the ownership position in a business. This is also known as owners’
capital as a company issuing equity shares need not be compelled to repay to its equity
shareholders. Company has the discretion of paying dividend once other claims like interest
on debentures, dividend to preference shareholders, etc. have been contended. In case of
liquidation, the claims of equity shareholders arise only if something is left. Despite of its
benefits, there are few limitations also. It is a costly source of finance because dividends are
not tax deductible and company will incur high floatation costs on issue of equity shares.
The right gets diluted with the shareholders. Preference share is also called as hybrid security
since it has many common features of debentures and equity shares. It is called as preference
because of two reasons:
(a) Company will pay dividend on preference shares before payment of equity dividend, and
(b) Preference shareholders have hold on income and assets prior to equity shareholders on
maturity. Dividend on these shares is generally fixed. These shareholders do not share in
residual earnings. They do not have any voting rights.
4. Debentures
A debenture is a long-term loan on the part of company. The company may issue various
types of debentures like secured and unsecured, convertible and non-convertible, etc.
Company generally pays fixed interest payments which is tax deductible. Hence, it is a
cheaper source of finance available for raising capital. However, it has some disadvantages
as well. The company has to repay the amount on maturity period which is fixed at the time
of issue, non-payment of which can lead to liquidation of a company. Certain clauses in the
debenture indenture also restrict the operating flexibility of the company.
8.10.2 Sources of Raising Short Term Working Capital
The two most important short-term sources of finance for working capital are: trade credit
and bank borrowing. The use of trade credit has been rapidly increasing over years in India.
Almost 40% of current assets are financed by trade credit only. For financing working
capital bank borrowing is the next important source of short-term finance. Before 70s, bank
borrowing used to be the main source because bank credit was easily available to firms. It
became restricted source in 80s and 90s because of government restrictions and changes in
government policy. Now, there are no government rules or regulations and banks are free to
give funds for financing working capital. The two other short-term sources which have
recently developed are: commercial papers and factoring of receivables. The various short
term sources are discussed below.
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1. Trade credit
It is a credit that firms get from suppliers when they buy raw material on credit and defer
the payment. It arises in the course of business that is normal in nature. In India, more than
one-third of short-term financing is done through trade credit. It is mainly important for
firms that are small as it is difficult for small firms to get loans from banks.
There are three forms of trade credit:
(a)Sundry Creditors: When credit is received informally on an open account basis, it is
shown as sundry creditors (Accounts payables in USA) in balance sheet. No legal document
is signed for debt recognition but continuous deferred payments are made by the firm on
suppliers’ faith.
(b)Bills Payable: It is a formal arrangement where buyer firm signs a bill to get credit from
the supplier, which appears as bills payable in the balance sheet of the buyer. It is used by
supplier when he lacks faith on buyer. The bill specifies the maturity date before which the
payment has to be made.
(c)Promissory Note: It is also a formal arrangement where the buyer firm makes a written
promise to make payment at a specified future date. They are shown as notes payables in the
buyer’s balance sheet.
Benefits of Trade Credit
The main benefits of trade credit are as follows:
1. Easy availability: It is a spontaneous source of finance which is very easily available. It
is of special importance for small firms who face difficulty in raising funds through other
sources.
2. Flexibility: It is perfectly flexible with the sales of a company. As the sales increases,
purchases from suppliers also increases which automatically increases the credit amount and
vice-a-versa.
3. Informality: Trade credit does not involve any legal formalities and negotiations which
makes it an attractive source of finance as compared to others.
Costs of Trade Credit
The cost of trade credit is not explicitly paid by the firm as it does not include any interest
payment. But trade credit does have some implicit costs which arise out of the “credit terms”.
Credit terms mainly specify the due date before which the payment has to be made and no
cash discount is offered. For example, if credit terms say, 45 days net, then payment can be
made before expiry of 45 days within which the amount payable remains same.
But, in some cases credit terms also specify cash discount which is given to the buyer if
payment is made within a specified time. For example, if the credit terms say, 4/15 net 45,
it means that if payment is made within 15 days then a cash discount of 4% would be given,

10

after which discount is not provided and payment becomes due on 45th day. In such a case,
taking credit does not allow firms to avail the cash discount which acts as an implicit cost
of trade credit. However, firms should keep this thing in mind that if they are taking the
credit and not availing discount, should defer the payment till last day.
2. Bank Credit
After trade credit, bank credit is the one of the very important source of financing working
capital requirements. Banks are the main institutional source for financing working capital
in India. Banks generally state the credit limit which specifies the maximum amount that a
firm can borrow for financing working capital. There are various forms in which firms can
borrow funds from banks:
1. Overdraft: The facility of Overdraft facility is provided in case of current accounts where
an organization can withdraw funds from the bank more than the balance in the account up
to a limit which is specified and a specified time, within which it is supposed to be repaid.
The borrower has to pay interest on daily balance of the amount withdrawn from the bank.
It is a very adaptable mode as funds can be raised anytime and can be paid back within time
limits easily through cheques.
2. Cash Credit: It is same as overdraft facility. A cash credit account is maintained from
the borrower from which he can make periodical withdrawals up to a specified limit and
repay it in the account itself within a specified time. The borrower has to pay interest on his
actual withdrawal and the credit limit is granted against security of current assets. It is also
a very flexible mode of bank credit for borrowers.
3. Purchase/Discounting of bills: Reserve Bank of India (RBI), in 1970 introduced the new
bill market scheme in which bills can be discounted with banks to get credit. RBI introduced
this scheme to reduce the reliance of firms on cash credit to raise funds. It was also predicted
that this scheme will assist banks to deploy their surpluses or deficits by rediscounting or
selling the bills purchased or discounted by them. If bank is suffering with the problem of
short of funds and wants to sell its bills in the market to get the funds, then, RBI will play
the role of lender of last resort in this scheme. So far this scheme has not worked successfully
in India. When a bill is discounted from the bank, the drawer of the bill (borrower) gets the
discounted value and bank will collect the full amount from drawee on maturity of the bill.
4. Loans: Under this form, the current account of borrower is credited with the full amount
of borrowing. Since whole amount is credited, so borrower has to pay interest on the whole
amount. The amount of loan is repayable in periodic instalments and they can be renewed
from time to time.
5. Working capital loan: A borrower may sometimes require additional funds over and
above the sanctioned credit limit for contingencies. Banks provide loans for such additional
funds and borrower has to pay higher interest over and above the normal rate of interest on
such loan. The amount will be repayable in half-yearly or yearly instalments.
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6. Letter of Credit: The above sources are direct sources in which bank provides funds as
well as bear the risk of default, but letter of credit is an indirect source of bank credit in
which bank only assumes the risk of default because the credit being provided by the supplier
himself. The purchaser of goods gets the letter of credit from his bank and bank undertakes
to make payment only when the purchaser of the goods defaults in making payment within
the specified time.
Security Required in Bank Credit
Banks generally do not provide any credit without adequate security. The following are the
modes of security which is required by the banks.
1. Hypothecation: Under this mode, borrower gives the security of movable property,
generally inventories to the banks for raising credit. The goods hypothecated, remains with
the borrower himself i.e. he does not transfer the property to the bank. Although the bank
does not have any possession of goods but it has the legal right to sell the goods if the
borrower defaults in making payments. This facility is generally available for known/old
borrowers only not for new ones.
2. Pledge: This mode is same as hypothecation. But the major difference is that, when
borrower raises the short-term credit from banks, he transfers the physical possession of
goods as hypothecated to the banks. The bank has the right of lien and can retain possession
of goods pledged until the payment of principal, interest and other charges are made. If the
borrower defaults in making payments, the bank will have three options:
(a) Sue the borrower for the outstanding amount,
(b) Sue for the sale of goods pledged, and
(c) Sell the goods after giving due notice.
3. Lien: It refers to the right of lender to retain possession of goods until the borrower repays
the amount due. Lien is of two types:
(a) Particular lien, and (b) general lien.
Particular lien means right to retain the goods until the dues related to that goods have been
paid. On the other hand, genera l lien means right to retain the possession of goods until the
all dues of lenders have been paid. Banks generally enjoy general lien when they give credit.
4. Mortgage: Transferability of legal or equitable interest in a specific immovable property
for the payment of a loan is called mortgage. These are taken as collateral security for
financing of working capital by banks. The borrower is called mortgagor, the lender is called
mortgagee and the transfer instrument is called mortgage deed.
5. Charge: When immovable property of one person is transferred to another person, by the
ac t of parties or by the operation of law, as a security for payment of money to other, and
the transaction does not amount to mortgage, the latter person is said to have a charge on the
property and all the provisions of simple mortgage will apply on such charge.
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3. Commercial Paper
Commercial paper is an important money market instrument in developed countries to raise
short-term credit. On the recommendations of Vaghul Working Group, the Reserve Bank of
India (RBI) introduced the scheme of commercial paper in 1989. Commercial paper is an
unsecured promissory notes issued by the borrower to raise short-term credit. In USA, only
the financially sound and highest rated companies are able to issue commercial paper for
raising short-term finance in the commercial paper market i.e. blue chip market. The
customers of commercial paper are: banks, insurance companies, mutual funds, other
financial institutions and companies with surplus funds. The funds in this market are
generally invested for a short period with minimum risk.
The main elements of present framework are given below:


In India, RBI is the sole regulator of commercial paper market. Only those
companies are allowed to issue commercial papers which have a net tangible worth
of Rs 5 core or more, the fund based working capital limit of not less than 5 crore,
the firm should be listed and it is required to get necessary credit rating from credit
rating agencies and the minimum current ratio should be 1.33:1.



Borrower can issue commercial papers to the extent of 75% of allowable bank credit.



The minimum issue size is Rs 25 lakh and the minimum subscription unit is Rs 5
lakh.



Commercial papers can be issued for a period ranging between 15 days and one year.



Commercial papers are generally issued at discount on face value, which is freely
determined by the issuer. Along with rate of discount, there is cost of stamp duty,
rating charges, issuing and paying agent charges.



The holder of commercial papers will present them to issuer for payment on maturity.

Advantages
The following are the advantages of issuing commercial paper:
1. It is an additional short-term source of finance for raising credit and it is very useful source
if bank credit is not easily available.
2. From the issuing point of view, it is a cheaper source of finance as interest yield on
commercial paper is less than the lending rate of banks.
3. From an investor’s point of view, it is a safer instrument for investment because of short
maturity period and low risk.
Disadvantages
The following are the limitations of issuing commercial paper:
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1. If the issuing company is not able to redeem its commercial paper on time, it may not be
possible for it to get the maturity extended.
2. It can be issued by financially sound companies only. If a firm is facing liquidity problems
in it business, then it may not be possible to raise finance using this source.
3. The funds raised through this source can be repaid only on maturity. It means, if a firm
does not need funds any more, it cannot repay it before maturity and will have to bear interest
costs.
4. Factoring
Factoring provides resources to finance receivables as well as facilitates the collection of
receivables. It is an agreement in which receivables arising out of sale of goods/services are
sold by a firm to the factor (a financial intermediary) as a result of which the title of
goods/services represented by receivables passes on to the factor. Hence, factor becomes
responsible for all types of losses in the value of receivables. So, factor is a financial
institution which is specialized in purchasing receivables from firms and assumes the risk
of default. The two bank sponsored organizations which provide the services of factoring
are: (1) SBI Factors and Commercial services Ltd., and (2) Canbank Factors Ltd. The first
private factoring company was launched in 1997 with the name of Foremost Factors Ltd.
Spontaneous Sources of Finance
These sources are not specifically taken up by firms but eventually arise during the course
of business. There are two spontaneous sources of finance – accrued expenses and deferred
income. Accrued expenses are more relevant since the firm receives goods/services before
paying for them.
(a)Accrued Expenses
It is a liability that a firm has to pay for goods/services which it has already received. It is
an interest-free source of finance. It is also known as outstanding expenses. The two
important components of accrued expenses are: wages and salaries, taxes and interest.
Accrued wages and salaries represent the liability that a firm has to pay to its employees.
Obligation of the firm arises at the moment employees have rendered services. However,
they are paid afterwards at fixed interval, usually at the end of month. The longer the interval,
the greater are the amount of funds to be paid to its employees. However, a firm cannot
lengthen the interval period due to legal aspects.
Accrued taxes and interest are another source of accrued expenses. Generally, firm pays
taxes on its income after the firm has earned that income. Therefore, this is a deferred
payment of the firm’s obligation and thus, is a source of finance. Accordingly, interest on
borrowed funds is paid periodically while the firm continuously uses the borrowed funds for
the whole year. One thing must be kept in mind that the firm cannot postpone these expenses
for long and the firm does not have much control on the frequency and amount of these
expenses.
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(b)Deferred Income
It is the amount which the firm has received in advance for supply of goods/services in
future. These receipts increases the cash balance available with the company, and hence
increases liquidity. In accounting terminology, it is also known as Income received in
advance. Generally, these payments are made for expensive products like boilers, turkey
projects, large contracts and where the product is in short supply. The firm cannot show
these receipts as revenues until the goods have been delivered to customers. So, firm will
show these receipts as liabilities in balance sheet until the goods have been delivered.
11.11 VARIOUS MODES OF FINANCING WORKING CAPITAL BY BANKS
Banks provide working capital finance mainly in two ways:
(1) Fund Based Finance: Fund based financing are those types of financing by banks which
involve direct outflow of funds from bank to borrower.
(2) Non–Fund Based Finance: Non–Fund based financing are those types of financing by
banks, which do not involve direct outflow of funds from bank to borrower.
11.11.1 FUND BASED FINANCING
Fund based financing are types of financing in which banks directly pays funds to borrowers.
Borrower then can withdraw these funds from bank as per their need. The various modes of
Fund based financing are discussed as follows:
Loan: In Loan, bank credit the whole proceeds of loan in the borrower account. Thereafter
bank charges interest on the amount of whole loan as reduced by any principal repayment.
The loan is sanctioned against security. It is prominent method of financing working capital
and different banks have kept different limits as to how much of working capital finance
should contain loan and cash–credit component. Major part of working capital finance
contains loan element.
Repayment of these loans are structured in a way to suit borrower’s need. These loans can
be repayable at fixed periodic interval or at demand together with interest. However banks
strictly observe frequency of repayment so loan do not fall in the category of non–
performing asset.
Expected duration of Loan is longer than cash–credit since interest rate on these loan are
lesser than interest on cash–credit. Due to lesser interest rate these loan are more attractive
to borrower than cash–credit. However one of the major disadvantages of these loans is that
interest is charged on whole amount of sanctioned loans, which make these loans sometime
costlier than cash–credit.
Cash Credit
In cash–credit, banks do not give whole amount of loan to the borrower. Instead of crediting
whole amount of loan in borrower’s account, bank sanctioned certain limit in a borrower’s
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account. The limit is sanctioned against security. Thereafter borrower can withdraw any
amount within sanctioned limit from the account. Interest is charged not on sanctioned limit
but the amount withdrawn by the borrower.
There is no fixed repayment schedule as in loan. Borrower can repay as per their
convenience. However interest should be paid regularly so as not to render these cash–
credits under the category of non–performing asset.
Irrespective of the fact that cash–credit is repaid by borrowers at their convenience, expected
duration of cash–credit is shorter than loan since interest rate on cash–credit is high.
However one of the main advantages of cash– credit is that interest is charged only on
amount utilized and not on total sanctioned limit.
Bank Overdraft
Bank Overdraft is a facility in which borrower having current account in bank is allowed to
withdraw from bank more than amount lying in the credit of the account but up to certain
limit.
This limit is as in case of cash – credit is sanctioned against security. Interest is charged on
amount actually withdrawn and not on limit sanctioned. Bank overdrafts are very similar to
cash–credits. Borrowers remit the excess amount withdrawn at their convenience. However
due to bank strict adherence to standard asset norms, borrowers have to regularly pay interest
on overdraft.
Bank overdraft like cash–credit carries high interest rate. Due to high rate of interest, the
expected duration of bank overdraft is short and one of its pros is that interest is charged
only on amount withdrawn by the borrower.
Discounting of Bills
Bills (including promissory notes) are negotiable instruments for fixed sum that are
maturable after the end of maturity period. These bills have common usage in business and
are used when persons (debtors) to whom good and services are delivered instead of paying
immediately agree to pay in future. At maturity, debtors pay the amount. From the date of
inception of till maturity these bills are negotiable instrument. Creditors usually hold these
bills till maturity and upon maturity they receive payment from debtors.
If persons who are holding bills are in need of fund then they can get bills discounted by any
third party. Third party can also be a bank. Bank discounts bill by deducting some amount
from amount finally payable on bill at maturity. This deduction depends upon the three
factors that is:

Amount of bill

Prevailing Interest Rate

Time remaining to maturity
Discounting of bill is one of the prominent methods for working capital fiancé. However it
comes under the category of cash–credit and for this reason it carries higher rate of interest.
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Bank before discounting bill also verify financial stability of debtor along with genuineness
of transaction.
11.11.2 Non – Fund Based Financing
Non–Fund based financing are those types of financing in which banks do not directly pays
funds to borrowers. Help is given to borrower not in form of fund but in form of guarantees.
The various mode of non – fund based financing are as follows:
Letter of Credit
Letter of credit is a guarantee given by bank to seller of good and services on behalf of buyer
assuring seller that in case of default in payment of good and services by buyer, bank shall
make payment to seller to the extent of amount remaining unpaid. Thus in letter of credit,
seller gives finance to the buyer but on the responsibility assumed by bank on behalf of
buyer. Thus letter of credit is indirect form of finance by banks, which becomes enforceable
only if seller fulfils conditions of delivery of good and services.
Letter of credit are predominantly used in international business since both buyers and
sellers are unknown to each other. In international business, sellers are exposed to number
of risks and for this reason they are reluctant to supply good and services in foreign country.
However seller is willing to subsume these risks if guarantee is provided by bank in form of
letter of credit.
Bank Guarantee
Bank guarantee is also a guarantee provided to lender on behalf of borrower assuring that in
the event of default by borrower, bank shall take over responsibility and duly fulfill
commitment towards lender for payment. In this case also, lender and not bank provide
finance. However bank only provide funds in case of borrower’s default. Bank guarantee is
similar to letter of credit except with the difference that bank guarantee is enforceable from
its initiation whereas letter of credit become enforceable when seller satisfies conditions as
to delivery of goods and services.
Thus banks are major source for financing working capital whether by fund based method
or non–fund based method. Reserve Bank of India has almost removed all restrictions
regarding working capital finance and has given autonomy to Banks to decide the norms for
working capital finance for its borrowers.
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11.12 KEY TERMS
 Maturity: termination of the period that an obligation has to run
 Inception: an act, process, or instance of beginning
 Morale: the mental and emotional condition (as of enthusiasm, confidence, or
loyalty) of an individual or group with regard to the function or tasks at hand.
 Solvency: the state or ability to pay all legal debts.
 Public utilities: equipment or a piece of equipment to provide such service or a
comparable service
 Efficiency: effective operation as measured by a comparison of production with cost
(as in energy, time, and money)
 Accrued: received or accumulated in regular or increasing amounts over time.
 Sue: institute legal proceedings against (a person or institution), typically for redress.
 Negotiation: the action or process of transferring legal ownership of a document.
 Fluctuation: an irregular rising and falling in number or amount; a variation.

11.13 LET US SUM UP
The following aspects have been discussed in this unit:
 Working capital refers to the capital required for day-to-day operations of a business
enterprise.
 There are two concepts of working capital: Gross Working Capital &Net Working
Capital.
 The operating cycle of a firm begins with the acquisition of raw materials and ends
with the collection of receivables. Information about the operating cycle is useful in
forecasting working capital and control of working capital.
 There are two types of Working Capital: Permanent Working Capital & Temporary
Working Capital.
 The working capital needs of a firm are influenced by several factors such as nature
of business, production policy, operating cycle, market condition etc.

11.14 MODEL QUESTIONS
Q 01 What do you understand by the term Working Capital?
Q 02 What are the two concept of working Capital?
Q 03 State the importance of working capital?
Q 04 Discuss the need of working capital?
Q 05 Explain the working capital cycle?

18

Q 06 Highlight the determinants of working capital.
Q 07 Discuss the various sources of sources of raising long term working capital?
Q 08 What is meant by Trade Credit? What are its pros and cons?
Q 09 State the various forms of Bank credit.
Q 10 Discuss the security required in Bank credit.
Q 11 Explain the spontaneous sources of Finance
Q 12 Discuss the Non-Fund based financing.

11.15 FURTHER READINGS




Financial Management – M.Y Khan & P.K Jain
Financial Management Theory and Practice – Prasanna Chandra
Financial Management – I.M Pandey
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12.0

LEARNING OBJECTIVES

After going through this unit learners will be able to:





12.1

Explain the meaning of Working capital management.
State the importance, its dimension and its components.
Outline the principles of Working Capital Policy.
Explain the role of Finance Manager and policies relating to appropriate Financing
Mix.
Understand the various methods of estimating working capital.
INTRODUCTION

In this unit, we will discuss the concept of Working capital management, its importance and
its dimension. And, some methods of estimating working capital needs of the firm. The most
appropriate method of estimating working capital needs of the firm is operating cycle.
However, there are some other methods as well for estimating the working capital needs of
the firm. First of all, we shall discuss other three methods of estimating working capital then
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we will discuss how operating cycle concept for estimating the working capital is being used
by the firms.
12.2

WORKING CAPITAL MANAGEMENT

Working capital management basically refers to the management of current assets and
current liabilities .The basic goal of working capital management is to manage the current
assets and current liabilities of a firm in such a way that a satisfactory level of working
capital is maintained.
A business concern should have neither redundant working capital nor inadequate working
capital. Both excess as well as shortage of working capital situations are bad for any
business.
12.3

ADVANTAGES OF WORKING CAPITAL MANAGEMENT

1.
Ensures Liquidity: Businesses often get in trouble due to lack of cash needed for
operations and to repay short-term debts. It happens because of an ineffective or no working
capital management policy in the enterprise. Working capital management ensures liquidity
by monitoring of account receivables, account payable, stock management and debt
management. It assists in keeping sufficient liquid cash in the business at any point of time
to pay operational costs and short-term debts. Thus, it helps in allocating the resources in an
optimum manner.
2.
Evades Interruptions in Operations: Working capital management involves the
use of ratio analysis. Ratios like working capital ratio, quick ratio, accounts receivables
turnover ratio, etc. are calculated and interpreted so as to provide information to
management. Such information helps managers in planning and executing business
operations in the most efficient way. Optimum use of working capital management evades
any future hindrances in business operations.
3.
Enhance Profitability: Proper application of working capital management strategy
would enhance the company’s profitability in the long run. The policy properly manages
inventory so as to avoid any operational failures. Collection from trade receivables would
be on time as receivables management is a key part of working capital management. There
would be no cases of default in paying the trade payable on due date because of proper
management and allocation of cash.
4.
Improves Financial Health: Working capital management basically deals with the
management of cash in an enterprise. It assesses the sources of cash inflows and determines
the outflow of cash in best possible manner. Proper allocation of cash makes a scope for the
investment of remaining cash or in repaying short-term debts. It allows the business to be
financially solvent at most of the times and thus evading any legal troubles that could have
arisen due to lack of working capital. Higher profitability would imply higher return on
capital employed. This, in turn, would attract more capital from prospective investors
leading to the unlocking of further capacities.
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5.
Value Addition: As explained earlier, working capital enhances company’s
financial health and operational success. It makes the company a standout amongst its peers.
A sense of respect emerges in the market for the business. This all, in turn, leads to value
addition for the entity.
12.4

DISADVANTAGES OF WORKING CAPITAL MANAGEMENT

1. Only Monetary Factors: This strategy takes only monetary factors into account.
Monetary items like the value of debts receivables, the value of finished goods etc. are the
basic determinants while implementing the strategy. Non-monetary factors like recession,
unsatisfied workers, change in government’s policy towards the industry etc. are not
considered or hold no relevance in this policy.
2. Non-Situational: Another disadvantage of working capital management policy is that it’s
not situational in nature. The strategy does not acknowledge sudden changes in the market
conditions as it is based on past events and figures. The time taken to respond to certain
recent events is significant to impact business operations and profitability.
3. Based on Data: Working capital management operates around data. It is the key soul of
any working capital management strategy. Data would include every minute detail about the
components of working capital. For example, in trade receivables, it would require the date
of sale, the period of credit, number of grace days allowed, a penalty in case of nonfulfilment of payment etc. Without data, this strategy holds no relevance in the practical
world.
4. Problem in Interpretation: Working capital management involves techniques of ratio
analysis. Ratios are just a number which allows a user to interpret the result. In most cases,
it is unclear to a user whether a particular ratio is favourable to the company or not. For
example, in case of currents assets ratio, it is advisable that a ratio which is higher than 1:1
is favourable. But on the other hand, it is also advisable that ratios bigger than 2:1 are
unfavourable, keeping the business conditions and trade cycle in mind. Now, if a business
has a bigger trade receivables cycle than the industry’s average, the business would not be
able to interpret the ratio accurately.

12.5

IMPORTANCE OF WORKING CAPITAL MANAGEMENT

Disadvantages of Excess Working Capital:
Excessive working capital means idle funds which earns no profits for the firm. Paucity
of working capital impairs the firm’s profitability and results in production interruptions
and inefficiencies.
a) Excess working capital implies idle funds which is non-profitable for the business and
will bring about a low return on its investments.
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b) Unnecessary purchasing & accumulation of inventories over required level.
c) Excessive debtors and defective credit policy leading to higher incidence of bad debts.
d) Overall inefficiency in the organization.
e) Due to low rate of return on investments, the market value of shares may fall.
Disadvantages of Inadequate Working Capital:
a) Inability to meet short-term liabilities in time, resulting in loss of credit worthiness.
b) The advantages of economies of scale(e.g.: bulk quantity discounts) are not possible.
c) Difficult for the firm to implement operating plans and achieve the firm’s profit targets.
d) The firm’s liquidity worsens, leading to increased operating inefficiencies and hence, low
profits.
e) Improper utilization of the fixed assets and therefore, ROA/ROI falls sharply.

12.6

DIMENSION OF WORKING CAPITAL MANAGEMENT

Working capital management therefore, means the administration of all aspects of current
assets (cash, marketable securities, debtors and stock) and current liabilities. The financial
manager must determine the levels and composition of current assets and ensure that the
right sources are tapped to finance these current assets and that the current liabilities are paid
in time.
Working capital management policies of a firm in fact, have a significant impact on the
profitability, liquidity and structural health of an organization.
Thus, working capital management is three-dimensional in nature:




Dimension I: Formulation of policies regarding profitability, risk and liquidity
Dimension II: Decisions regarding composition and level of current assets
Dimension III: Decisions regarding composition and level of current liabilities

The finance manager should chalk out appropriate policies in respect of each of the
components of working capital to ensure higher profitability, proper liquidity, and sound
structural strength. To ensure solvency, the firm should be very liquid, which implies larger
current assets holdings. If the firm maintains a relatively large investment in current assets,
it will have no difficulty in paying the claims of the creditors when they become due and
will be able to fill all sales orders and ensure smooth production. Thus, a liquid firm faces
less risk of insolvency and should generally not experience cash shortages or stock outs.
However, there is cost associated with maintaining a sound liquidity position since a
significant amount of the firm’s funds will be tied up in current assets, and to the extent this
investment is idle, the firm’s profitability will suffer.
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On the other hand, in order to have higher profitability, a firm may choose to sacrifice
solvency and maintain a relatively low level of current assets. In this case, the firm’s
profitability will improve as less funds are tied up in idle current assets, but its solvency
would be threatened and thereby, the firm would be exposed to greater risk of cash shortages
and stock-outs.
12.7

COMPONENTS OF WORKING CAPITAL MANAGEMENT

Working capital in common parlance is the difference between current assets and current
liabilities. Current assets usually consist of cash, marketable securities, receivables and
inventory. A major component of current liabilities, on the other hand, is the payables.
Management of working capital refers to the practices and techniques designed to control
all the items of current assets and current liabilities. In the ordinary sense, working capital
management is the function that involves effective and efficient use of all the components
of current assets and current liabilities in order to minimize total cost.
12.7.1. Cash Management:
Cash is one of the important components of current assets. It is needed for performing all
the activities of a firm, i.e. from acquisition of raw materials to marketing of finished goods.
Therefore it is essential for a firm to maintain an adequate cash balance. One of the important
functions of a finance manager is to match the inflows and outflows of cash so as to maintain
adequate cash.
i. Meaning of Cash:
With reference to cash management cash has two meanings—ready cash and near cash.
Currency notes, coins, bank balances are the examples of ready cash where as marketable
securities, treasury bills, etc. are the examples of near cash. Management of cash means
management of both ready cash as well as near cash.
ii. Reasons for Holding Cash:
John Maynard Keynes identified the following three reasons for holding cash:
(a)Transaction Motive: This refers to holding of cash to meet routine payments such as
purchases, wages, operating expenses, etc.
(b)Precautionary Motive: This refers to holding of cash to meet unexpected demands for
cash such as to meet the extra cash payment for purchase of raw materials due to increase in
cost of raw materials.
(c)Speculative Motive: This refers to holding of cash to take advantage of favourable
market conditions such as to purchase excess quantity of raw materials for getting a
handsome discount.
iii. Models of Cash Management:
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A fund manager is responsible for maintaining adequate cash balances so that the liquidity
position of the firm remains strong. It is necessary for him/her to know what should be the
optimum cash balance and in what quantity marketable securities should be purchased or
sold. There are several models of cash management to determine the optimum level of cash
balances.
These are described below:
(A)Baumol Model:
This Model, also known as Inventory Model was developed by William J. Baumol, and is
based on the combination of Inventory Theory and Monetary Theory. According to this
model, the optimum level of cash is that level of cash where the cost of carrying and
transaction cost are minimum. Here, carrying cost means the interest foregone on marketable
securities and transaction cost refers to cost of liquidating marketable securities.
The optimum cash balance according to this model is:

Where, C = Optimum cash balance,
D = Annual cash disbursement,
F = Fixed cost per transaction, and
O = Opportunity cost of one rupee per annum.
Example 1:
A firm maintains a separate account for cash disbursement. Total disbursements are Rs 2,
10,000. Administration and transaction cost of transferring cash to disbursement account is
Rs 25 per transfer Marketable securities’ yield is 5% p.a. Determine the optimum cash
balance as per the Baumol Model.

25

(B)Miller-Orr Cash Management Model: This model sets two levels for cash—an upper
limit h and a lower limit z. Upper limit is three times the lower limit. As per this model, if
the cash balance reaches the upper limit, excess cash balance, i.e. h-z should be invested in
marketable securities and in the reverse case, marketable securities should be liquidated.
The lower limit of cash balance, i.e. z is calculated by using the following formula:

Where, z is the lower limit,
b is the fixed cost per order,
σ2 is the variance of daily changes in expected cash balance,
LL is the lower control limit, and
i is the interest rate per day.
12.7.2. Receivables Management:
The term receivable is defined as any claim for money owed to the firm from customers
arising from sale of goods or services in normal course of business. The term account
receivable represents sundry debtors of a firm. It is one of the significant components of
working capital next to cash and inventories.
The total volume of accounts receivable depends on its credit sale and debt collection
policy—these two significantly influence the requirement of working capital. Liberal credit
policy increases the volume of sales but at the same time it also increases the investment in
receivables. Therefore, examination of costs and benefits associated with credit policy is one
of the important tasks of a finance manager.
i. Cost of Maintaining Accounts Receivables:
The following are costs associated with maintaining accounts receivables:
There is a time gap between the sale of goods and payment by debtors during which time
the firm has to arrange funds for meeting their obligations like payment for raw materials,
wages, etc. This additional financing involves some cost, known as capital cost.
Collection Cost: Collection costs are the administrative costs incurred by the firm for
collecting money from the debtors.
Default Cost: Default cost is the cost that arises from bad debt losses.
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Delinquency Cost: These costs arise for extending credit to defaulting customers. Such
costs are legal charges, costs involved in putting extra effort for collection, costs associated
with sending reminders, etc.
Formulation of Credit Policies: Credit policy has significant impact on the profitability of
a concern but it should be ensured that the profit on additional sales arising out of liberal
credit policy is sufficiently higher than the cost involved for maintaining additional
receivables.
The effects on profits arising from liberal credit policy are explained in the following
illustrations:
Example 1:
The following are the details regarding the operation of a firm for the year ended 31
December 2011:
Sales

Rs 6, 00, 000

Selling price

Rs 5 per unit

Variable cost

Rs 3.5 per unit

Total cost

Rs 4.5 per unit

The existing debtor collection period is one month.
From next accounting year, there is a proposal to extend debtors collection period from one
month to two months. This relaxation is expected to increase the sales by 25% from its
existing level.
You are required to advice, whether to accept or reject the new credit policy assuming the
firm’s return on investment is 25%.
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Example 2:
Swastika Ltd. has a present annual sales level of 5,000 units at Rs 150 per unit. The Variable
cost per unit is Rs 100 and the annual fixed cost is Rs 1, 50,000. The company presently
grants a credit for one month to the debtors. The company is now considering two proposals
to increase the credit period to 2 months or 3 months and made the following estimates.

The company plans a return of 20% on investment in receivables. You are required to
calculate the most profitable credit policy.
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12.7.3. Inventory Management:
Inventory constitutes a major part of total working capital. Efficient management of
inventory results in maximization of earnings of the shareholders. Efficient inventory
management consists of managing two conflicting objectives: Minimization of investment
in inventory on the one hand; and maintenance of the smooth flow of raw materials for
production and sales on the other.
Therefore the objective of a finance manager is to calculate the level of inventory where
these conflicting interests are reconciled. Like cash, a firm holds inventory for transaction,
precautionary and speculative motives.
i. Inventory Costs: Besides purchase costs, inventory costs are of two types: Ordering costs
and carrying costs.
Ordering Cost: These costs include variable costs associated with acquisition of materials,
like transportation costs, inspection costs, etc. This cost is also known as set-up cost.
Carrying Costs: These costs include costs associated with holding the inventory such as
storage charges, interest on capital, etc.
ii. Inventory Control Techniques: It refers to the techniques for efficiently maintaining the
flow of materials.
The following are the important inventory control techniques:
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a) Economic order quantity
b) Fixation of stock levels
c) ABC Analysis
d) Just in Time (JIT)
(a)Economic Order Quantity (EOQ): Economic Order Quantity (EOQ) is one of the
important techniques of inventory management. EOQ represents that level of inventory
which minimizes the total inventory cost.
The formula for calculating EOQ is given below:
EOQ = √2QA / K
Where, Q = Annual requirement or Production,
A = Ordering Cost per order, and
K = Carrying Cost per unit per Year.
Example 3:
The estimated annual production is 2, 00,000 units. The set-up cost per production run is Rs
200 and carrying cost per unit per year is Rs 5. Calculate the optimum production size by
applying EOQ formula.

(b)Stock Levels: Efficient inventory management requires an effective stock control
system. One of the important aspects of inventory control is stock level. Level of stock has
a significant bearing on the profitability. Over-stocking requires large capital investments
whereas under-stocking affects flow of the production process. The following are the levels
of stock fixed for efficient management of inventory.
Re-order Level: It is the level which indicates when to place an order for purchase of raw
materials. This is also termed as the ordering level. Following formula is used for calculating
Re-order level:
Reorder Level = Lead time x Average usage
Or = Minimum stock level + (Average consumption x normal delivery period)
Or = Safety stock + Lead time consumption
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= Maximum consumption x Maximum reorder period
Minimum Stock Level: It indicates the minimum level of stock below which the quantity
of an item should not be allowed to fall. This level is also called safety stock or buffer stock
level. It is calculated by using following formula:
Minimum Stock Level = Re-order Level – [Normal consumption x Normal re-order period]
Maximum Stock Level: The maximum stock level indicates the maximum level of
inventory beyond which the quantity of any item is not allowed to increase in order to ensure
that unnecessary working capital is not blocked.
It is calculated by using following formula:
Maximum Stock Level = Reorder level + Reorder quantity – (Minimum consumption X
Minimum reorder period)
Or = Economic Order Quantity + Safety Stock
Average Stock Level: Average stock level is fixed by taking the average of maximum stock
level and minimum stock level.
Average Stock Level = 1/2 (Maximum Stock Level + Minimum Stock Level)
Example 4:
The following information is available in respect of a particular material:
Reorder Quantity: 3,600 units
Maximum Consumption: 900 units per week
Minimum Consumption: 300 units per week
Normal Consumption: 600 units per week
Re-order period: 3 to 5 weeks
Calculate:
(i) Re-order level
(ii) Maximum stock level
(iii)Minimum stock level
(iv) Average stock level
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(c)ABC Analysis:
ABC Analysis is one of the important inventory control techniques. In a big manufacturing
concern it is not always possible to pay equal attention to each and every raw material. In
such cases raw materials are classified according to their value so that proper control may
be exercised on materials having high value. ABC Analysis is an analytical technique that
tries to group materials into three categories on the basis of cost involved.
The categories are:
A – High value materials
B – Medium value materials
C – Low value materials
Items that are high value and less than 10% of the total consumption of inventory are
grouped under Category A. This category requires most attention. Category C consists of
low cost items but having large number of units. Category B lies between Category A and
Category C. ABC analysis can be represented as:

The following steps are to be adopted for computation of ABC analysis:
i. Compute the consumption value of each item of material.
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ii. Rank them as per their consumption values.
iii. Classify them in A. B and C categories as per their consumption values.
Example 5:
From the information given below, prepare an ABC Analysis chart:

(d) Just in Time:
Just in time (JIT) inventory control system was developed by Taiichi Okno of Japan and was
first introduced in Toyata Manufacturing Company of Japan. So it is also known as Toyata
Production Method. The basic idea behind this system is that a firm should keep minimum
level of inventory on the assumption that suppliers will deliver the raw materials as and
when required. This system tries to make inventory carrying cost as zero.
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Three important elements of JIT are Just in time purchasing, just in time production and just
in time supply. Just in time purchasing, just in time production and just in time delivery can
be effectively applied through adoption of advanced manufacturing technology.
In USA similar inventory control systems are in practice—this being known as Zero
Inventory System. There is no doubt about the fact that adoption of JIT may lead to reduction
of inventory costs as well as reduction of wastages, spoilage, etc. However in practice, it is
not possible to maintain zero level of inventory, because a firm must maintain a safety stock.
12.7.4 Accounts Payable Management
Payables or creditors are one of the important components of working capital. Payables
provide a spontaneous source of financing of working capital. Payable management is very
closely related with the cash management. Effective payable management leads to steady
supply of materials to a firm as well as enhances its reputation.
It is generally considered as a relatively cheap source of finance as suppliers rarely charge
any interest on the amount owed. However, trade creditors will have a cost as a result of loss
of enjoying cash discount on cash purchases.
12.8

PRINCIPLES OF WORKING CAPITAL POLICY

The principles of a sound working capital policy are outlined below:
(i) Principle of Risk variation: There exists a definite relation between the degree of
risk the management assumes and the rate of return: the higher risk that firm
assumes, the greater is the opportunity for gain or loss. Risk here implies the inability
of a firm to meet its obligations as and when they become due for payment.
Generally, if the level of working capital is decreased, the amount of risk is increased
and the opportunity for gain or loss is also increased. On the other hand, if the level
of working capital is increased, the amount of risk is decreased and the opportunity
for gain or loss is also decreased the effect of working capital policies on the
profitability of a firm is illustrated below.
The firm has the following data:
Sales
Earnings before interest & taxes (EBIT)
Fixed Assets

Rs.15, 00,000
Rs.1, 50,000
Rs.5, 00,000

The three possible current assets holdings of the firm are: Rs.5, 00,000; Rs.4, 00,000 and
Rs.3, 00,000. It is assumed that the fixed assets level is constant and profits do not vary with
current assets levels.
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The different risk-return alternatives in the table above indicates that policy A is the most
conservative and provides the greatest liquidity (solvency) to the firm but also has the lowest
return on total assets. On the other hand, alternative C which happens to be the most
aggressive policy, offers the highest return but provides the firm with the lowest liquidity
and therefore, is very risky to the firm. Alternative B is relatively moderate since it provides
a return, apparently less than that the return yielded by alternative C but higher than that by
alternative A. On the risk side, alternative B is less risky than alternative C but more risky
than alternative A. However, it is to be noted that risk and return are affected by different
assets differently and therefore, generalizations are not easy to make.
(ii) Principle of cost of capital: The type of working capital finance used directly affects
the cost of capital, the amount of risk that a firm assumes and the opportunity for
gain or loss. Current assets can be financed either by debt or equity or by a
combination of both debt and equity. Generally, the cost of equity is greater than the
cost of debt. Financing through debt involves more risk but at the same time,
provides an opportunity to increase rate of return on equity [Refer to the chapter on
Leverage]. For instance, a firm that wants to minimize risk will employ more equity
but by doing so, the firm will lose the scope for higher returns.
(iii)Principle of Equity Position: This principle concerns with the determination of the
‘ideal level ‘of working capital. It posits that capital should be invested in each
component of working capital as long as the equity position of the firm increases i.e.,
every rupee invested in the current assets should contribute to the net worth of the
firm.
(iv) Principle of Maturity of Payment: This principle is concerned with planning the
sources of finance for working capital. It states that a firm should try to relate
maturities of payment to its flow of internally generated funds. The greater the
disparity between the maturities of a firm’s short-term debt instruments and its flow
of internally generated funds, the greater the risk and vice-versa. Further, it is
difficult to accurately predict a firm’s cash flow due to a variety of reasons. Sufficient
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time should therefore be allowed between the time the funds are generated and the
date of maturity of a debt.
12.8 ROLE OF THE FINANCE MANAGER IN THE WORKING CAPITAL
MANAGEMENT
In the light of the above discussion, the Finance manager is concerned with:
(A) Forecasting the amount of Working Capital
(B) Financing of Working Capital
(C) Analysis & Control of Working Capital
(A) Forecasting the amount of Working Capital: Estimation of working capital
requirements is not an easy task and requires consideration of several factors. For instance,
in case of a manufacturing concern, the following factors need to be kept in mind while
forecasting the working capital requirements: Working Capital Management










Total costs incurred on materials, wages and overheads
The length of time for which raw materials remain in stores before they are issued to
production.
The length of the production cycle
The length of the sales cycle during which finished goods are to be kept waiting for
sales.
The average period of credit allowed to customers
The amount of cash required to pay day-to-day business expenses
The amount of cash required for advance payments, if any
The average period of credit to be allowed by suppliers
Time – lag in the payment of wages and other overheads.

Once the total amount invested in current assets is determined, the total of the current
liabilities will need to be deducted from it to find out the working capital requirements. An
extra amount, generally calculated as a fixed percentage of the working capital may be added
as a margin of safety, to provide for contingencies. Similarly, in case of a trading concern,
all the above items except those directly pertaining to a production concern will have to be
considered.
(B) Financing of Working Capital: An essential ingredient of working capital management
is determining the financing mix, or in other words, how current assets will be financed.
Broadly speaking, there are two sources from which funds can be raised for current asset
financing:
(i) Short-term sources (current liabilities) and
(ii) Long-term sources (such as share capital, long-term borrowings, retained earnings etc.)
There are three basic approaches to determining an appropriate financing mix, which are as
follows:
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1.Hedging approach: According to this approach, also referred to as the matching
approach, long-term financing will be used to fixed assets and permanent current assets
while, short term financing to finance temporary or variable current assets. For eg: a 10-year
loan may be taken to purchase a plant with an expected life of 10 years while stock may be
financed by taking a short- term loan of one month.
For Permanent Working Capital
 Shares: A company can issue various types of shares as equity shares and preference
shares.
 Debentures: It is an instrument issued by the company acknowledging its debt to its holder.
 Public Deposits: They are the fixed deposits accepted by a business enterprise directly
from the public
 Ploughing back of profits: This is an internal source of finance where the business unit
reinvests its surplus earnings in the business.
 Loans from Financial Institutions: Financial Institutions like commercial banks,
developments banks provide a variety of loans to meet the financial needs of a firm.
For Temporary Working Capital
 Commercial Banks: They are the most important source of working capital; they provide
a wide variety of working capital finance in the form of loans, cash credits, overdrafts etc.
as per the specific needs of the concern.
 Indigenous bankers: They include the private money-lenders.
 Trade Credit: It refers to the credit extended by the suppliers of goods in the regular course
of business.
 Instalment Credit: In this method, the assets are purchased and the possession of goods is
taken immediately but the payment is made in instalments over a predetermined period of
time.
 Advances: This is a cheap source of finance wherein business houses get advances form
their customers and agents against orders.
 Accrued Expenses: These simply represent liabilities that a firm has to pay for the services
already received by it.
 Commercial Paper: It can be defined as a short-term money market instrument, issued in
the form of unsecured promissory notes for a maturity period of generally 90 to 365 days.
2. Conservative Approach: This approach suggests that the estimated requirement of total
funds should be met from long-run sources; the use of short-term funds should be restricted
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to only emergency situations or when there is an unexpected outflow of funds. In effect, this
approach is a low-profit, low-risk combination.
3. Aggressive Approach: Under such a policy the firm finances a part of its permanent
current assets with short-term funds and infact, some extremely aggressive firms may even
finance a part of their fixed assets with short-term financing. This is a highly risky financing
mix.
(C) Analysis and Control of Working Capital: The direct approach to working capital
control is to develop effective policies for the control of each of the components of working
capital. Since deviations occur in actual operations, indirect control techniques are needed
by management to reduce its working capital requirements.
Amongst the different techniques for working capital management, some of them are:
 Cash Flow Statements to regulate flow of funds and arrange for fund shortage and invest
surplus cash
 Funds Flow Statements to find changes in assets over a period of time showing the sources
and application of funds
 Ratio Analyses such as current ratio, acid test ratio, inventory turnover, receivable turnover
etc.
 Appropriate credit policy in order to expedite collections and reduce bad debts
12.10 POLICIES RELATING APPROPRIATE FINANCING MIX
Financing of Working Capital: An essential ingredient of working capital management is
determining the financing mix, or in other words, how current assets will be financed. There
are three basic approaches to determining an appropriate financing mix, which are as
follows:
(a)Hedging approach
According to this approach, also referred to as the matching approach, long-term financing
will be used to finance fixed assets and permanent current assets while, short term financing
to finance temporary or variable current assets. For e.g.: a 10-year loan may be taken to
purchase a plant with an expected life of 10 years while stock may be financed by taking a
short- term loan of one month.
(b)Conservative Strategy
As the name suggests, it is a conservative strategy of financing the working capital with low
risk and low profitability. In this strategy, apart from the fixed assets and permanent current
assets, a part of temporary working capital is also financed by long-term financing sources.
It has the lowest liquidity risk at the cost of higher interest outlay.
(c)Aggressive Strategy
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This strategy is the most aggressive strategy out of all the three. The complete focus of the
strategy is in profitability. It is a high-risk high profitability strategy. In this strategy, the
dearer funds i.e. long term funds are utilized only to finance fixed assets and a part of the
permanent working capital. Complete temporary working capital and a part of permanent
working capital also are financed by the short-term funds.
It saves the interest cost at the cost of high risk.
12.11 TRADITIONAL METHOD OF ESTIMATING WORKING CAPITAL
There are three approaches for estimating the working capital needs of the firm which have
been successfully applied in practice.
Current Asset Holding Period: This method is based on the operating cycle concept of
working capital. A firm uses this method to estimate working capital requirements on the
basis of average holding period of current assets and relating them to costs based on the past
experience of the company.
Ratio of Sales: Based on the past experience, some average percentage of sales may be taken
for determining the quantum of working capital on the assumption that current assets change
with sales.
Ratio of Fixed Investment: Working capital may be determined as a percentage of fixed
investment also.
Example:
For illustrating the above methods of estimating working capital, we shall take the example
of two hypothetical firms in the following table.
Table 1: Data for two firms
Firm A

Firm B

Material cost:
Raw material consumed

240000

240000

60000

60000

Net material cost (A)

180000

180000

Manufacturing cost: Labour

168000

168000

Maintenance

174000

174000

60000

60000

Depreciation (Investment/Plant life)

200000

400000

Factory overheads

210000

210000

Less: By product

Power & Fuel
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Total manufacturing cost (B)

812000

1012000

Total cost of production (A+B)

992000

1192000

1592000

1592000

EBIT

600000

400000

Investment

2000000

4000000

Plant life

10 years

10 years

Annual sales

EBDIT

800000

ROI

33.33%

800000
11.1%

Assumptions:
Method 1: Inventory – one month’s supply of each of raw material, work-in-progress (WIP)
and finished goods. Debtors – one month’s sales, Cash – one month’s total cost.
Method 2: 20-30% of annual sales.
Method 3: 15-25% of fixed investment.
Solution:
The following calculations show how the three methods work for firm A. You may calculate
for firm B.
Method 1: Current Assets Holding Period
Firstly we compute inventory requirements.
Raw material: Rs 240000 ÷ 12 = Rs 20000
Work-in-progress: one month’s supply of raw material plus one-half of normal conversion
cost Rs 20000 + ½ (Rs 168000 + Rs 174000 + Rs 60000) ÷ 12 = Rs 36750
Finished goods: Rs 992000 ÷ 12 = Rs 82667
The total inventory requirements are:
Rs 20000 + Rs 36750 + Rs 82667 = Rs139417
After calculating the inventory requirements, the projection for debtors and cash should be
made.
Debtors: Rs 1592000 ÷ 12 = Rs 132667
Cash:Rs 992000 ÷ 12 = Rs 82667
Thus, total working capital required is: Rs 139417 + Rs 132667 + Rs 82667 = Rs 354751

40

Method 2: Ratio of Sales
The average ratio is 25% i.e. average of 20% and 30%. Therefore, working capital required
is: 25% of Rs 1592000 = Rs 398000.
Method 3: Ratio of Fixed Investment
The average ratio is 20% i.e. average of 15% and 25%. Thus, 20% of fixed investment is
required for working capital: 20% of Rs 2000000 = Rs 400000.
Impact of Different Approaches on ROI
The first method gives details of current assets items of working capital. This method is not
appropriate if markets are seasonal. As per this method, required working capital for firm A
is Rs 354751. If this amount is used in calculating ROI, it is reduced from 33.3% to 27.84%.
Rate of return is calculated as follows:
Rate of return = EBIT/ Net Fixed Investment + Working capital
The second method is not much reliable. Its accuracy depends upon the accuracy of sales.
The rate of return is reduced to 27.3% under this method. The third method shows the
relationship of working capital with investment and the accuracy of this method depends
upon the investment. The rate of return is reduced to 27.27% under this method.
12.12 OPERATING CYCLE METHOD OF ESTIMATING WORKING CAPITAL
The working capital estimation as per this method, is the most systematic and logical
approach. In this method, estimation of working capital is made on the basis of each and
every component of working capital individually. As explained earlier, the working capital,
required to sustain the level of planned operations is estimated by calculating each and every
component of current assets and current liabilities.
The calculation of Net Working Capital (NWC) may be shown as follows: Working Capital
= Current Assets – Current Liabilities Current assets include stock of raw materials, stock
of work-in-progress, stock of finished goods, debtors and cash balance. Current liabilities
include creditors, outstanding wages and outstanding overheads.
Where, Raw materials stock = Average cost of materials in stock
WIP stock = Cost of materials + wages + overhead of work-in-progress
Finished goods stock = Cost of materials + wages + overhead of work-in-progress Creditors
for material = Cost of average outstanding creditors
Creditors for wages = Average wages outstanding
Creditors for overhead = Average overheads outstanding
While determining the working capital requirement, following points should be given
due consideration:
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1. Depreciation: Depreciation on fixed assets is an important point that needs to be
considered in the estimation of working capital requirement. The depreciation on the fixed
assets, which are used in the production process or other activities, is not considered in
estimation of working capital. The depreciation is a non-cash expense and there are no funds
blocked in depreciation as such and therefore, it is ignored in the valuation of WIP or in the
valuation of finished goods. If working capital is estimated by including the amount of
depreciation, such estimate is known as total basis working capital. If working capital is
estimated by ignoring depreciation, then such estimate is known as cash basis working
capital.
2. Safety margin: Sometimes, a firm may also like to have a safety margin of working
capital in order to meet any contingency. It may be expressed in terms of percentage of total
current assets or total current liabilities or NWC. It is incorporated in the working capital
estimates to calculate the NWC. There is no hard and fast rule for quantum of margin of
safety and depends upon the nature and characteristics of firm as well as of its current assets
and current liabilities.
Illustration 1
The cost sheet of ABC Ltd. provides the following data:
Cost per unit (Rs.)
Raw materials

50

Direct labour

20

Overheads (including depreciation of Rs. 10)

40

Total cost

110

Profit

20

Selling price

130

Average time lag in payment of wages; 10 days; average time lag in payment of overheads;
30 days. 25% of the sales are on cash basis. Cash balance expected to be Rs. 1, 00,000.
Finished goods lie in the warehouse for one month.
You are required to prepare a statement of the working capital needed to finance a level of
the activity of 54,000 units of output. Production is carried on evenly throughout the year
and wages and overheads accrue similarly. State your assumptions, if any, clearly.
Solution
As the annual level of activity is given at 54,000 units, it means that the monthly turnover
would be 54,000/12 = 4,500 units. The working capital requirement for this monthly
turnover can now be estimated as follows:
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Working Notes:
1. The overheads of Rs 40 per unit include a depreciation of Rs 10 per unit, which is a
noncash item. This depreciation cost has been ignored for valuation of WIP, finished goods
and debtors. The overhead cost, therefore, has been taken only at Rs 30 per unit.
2. In the calculation of WIP, the raw materials have been taken at full requirements for 15
days; but the wages and overheads have been taken only at 50% on the assumption that on
an average all units in WIP are 50% complete.
3. Since, the wages are paid with a time lag of 10 days, the working capital provided by
wages has been taken by dividing the monthly wages by 3 (assuming a month to consist of
30 days).
Illustration: 2
PQR Ltd. is presently operating at 60% capacity level, producing 36,000 units per annum.
In view of favourable market conditions, it has been decided that from 1st January 2000, the
company would operate at 90% capacity. The following information is available:
i. Existing cost-price structure per unit is given below:
Raw materials
Wages

Rs 4
Rs 2
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Overheads (Variable)

Rs 2

Overheads (Fixed)

Rs 1

Profit

Rs 1

ii. It is expected that the cost of raw material, wages, other expenses and sales per unit will
remain unchanged in the year 2000.
iii. Raw materials remain in store for 2 months before these are issued to production. These
units remain in production process for one month.
iv. Finished goods remain in godown for 2 months.
v. Credit allowed to debtors is 2 months. Credit allowed by creditors is 3 months.
vi. Lag in wages and overhead payments is one month. It may be assumed that wages and
overhead accrue evenly throughout the production cycle.
You are required to:
(a) Prepare profit statement at 90% capacity level; and
(b) Calculate the working capital requirements on an estimated basis to sustain the increased
production level.
Assumption made if any, should be clearly indicated.
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Statement of Working Capital Requirement
Particulars

Amount (Rs)

Amount (Rs)

I. Current Assets:
Stock of raw materials (4500×Rs 4×2 months)

36,000

Work-in-progress:
Material (4500×Rs 4×1 month)

18,000

Wages [50% of (4500×Rs 2×1 month)]

4,500

Overheads

6,000

Finished goods

78,000

Debtors [(468000/12) × 2 months]

78,000

Gross working capital

2, 20,500

2, 20,500

II. Current Liabiities:
Sundry creditors (4500×Rs 4×3 months)

54,000

Outstanding wages (4500×Rs 2× 1 month)

9,000

Outstanding overhead

12,000

Total current liabilities

75,000

Net working capital

75,000
1, 45,500

Working Notes:
1. The WIP period is one month. So, the overheads included in WIP are on an average for
half month because overheads have been taken only at 50% on the assumption that on an
average all units in WIP are 50% complete.
Overheads = [50% of (4500×Rs 2× 1 month) + 50% of (36000÷12)] = Rs 6000
2. The valuation of finished goods can be arrived at as follows: Finished goods = [(4500×Rs
8× 2 months) + (36000÷12) × 2 months] = Rs 78000
3. Since, the overheads are paid to creditors with a time lag of 1 month. So, valuation of
outstanding overheads can be done in the following way: Outstanding overheads = [(4500×
Rs 2 × 1month) + (36000÷12) × 1 month] = Rs 12000
Illustration 3
XYZ Ltd. sells goods on a gross profit of 25%. Depreciation is considered as a part of cost
of production. The following are the annual figures given to you:

45

Sales (2 months credit)

Rs 18, 00,000

Materials consumed (1 month credit)

Rs 4, 50,000

Wages paid (1 month lag in payment)

Rs 3, 60,000

Cash manufacturing expenses (1 month lag in payment)

Rs 4, 80,000

Administrative expenses (1 month lag in payment)

Rs 1, 20, 000

Sales promotion expenses (paid quarterly in advance)

Rs 60,000

The company keeps one month’s stock each of raw materials and finished goods. It also
keeps Rs.1, 00,000 in cash. You are required to estimate the working capital requirements
of the company on cash cost basis, assuming 15% safety margin.

Solution:
Statement of Working Capital Requirement
Particulars

Amount (Rs)

Amount (Rs)

I. Current Assets:
Minimum cash balance

1, 00,000

Debtors (cost of sales i.e. 14, 70,000× 2/12)

2, 45,000

Prepaid sales promotion expenses

15,000

Inventories:
Raw materials (4, 50,000/12)

37,500

Finished goods (12, 90,000/12)

1, 07,500

Total current assets

5, 05,000

5, 05,000

II. Current Liabilities:
Sundry creditors (4, 50,000/12)

37,500

Outstanding manufacturing expenses (4, 80,000/12)

40,000

Outstanding administrative expenses (1, 20,000/12)

10,000

Outstanding wages (3, 60,000/12)

30,000

Total current liabilities
Excess of CA and CL
Add: 15% for contingencies

1, 17,500

1, 17,500
3, 87,500
58,125
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Net working Capital

4, 45,625

Working Notes:
1. Cost structure
Sales

18, 00,000

Less: Gross profit (25% on sales)

4, 50,000

Cost of production

13, 50,000

Less: Cost of materials

4, 50,000

Less: Wages

3, 60,000

Less: Cash manufacturing expenses

4, 80,000

Depreciation

60,000

2. Total cash cost
Cost of production

13, 50,000

Less: Depreciation

60,000
12, 90,000

Add: Administrative expenses
Add: Sales promotion expenses
Total cash cost

12.13







1, 20,000
60,000
14, 70,000

KEY WORDS
Exigencies: A pressing or urgent situation.
Securities: something given, deposited, or pledged to make certain the fulfilment of
an obligation.
Treasury Bills: These are money market instruments, are short term debt
instruments issued by the Government of India.
Disbursement: It is an act of paying out money and includes the actual delivery of
funds from a bank account or other funds
Receivables: It is the proceeds or payment which the company will receive from its
customers who have purchased its goods & services on credit.
Contingencies: It is a potential negative event that may occur in the future, such as
an economic recession, natural disaster, fraudulent activity, or a terrorist attack.
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Instalment: A sum of money due as one of several equal payments for something,
spread over an agreed period of time.

12.14 LET US SUM UP
The following aspects have been discussed in this unit:
 Working capital management refers to all aspects of administration of both current
assets and current liabilities.
 A business concern should have neither redundant working capital nor inadequate
working capital. The Finance manager is concerned with estimating the amount of
working capital, sources from which these funds have to be raised and analysis &
control of working capital.
 There are three approaches to determining an appropriate financing mix: the hedging
approach, the conservative approach and the aggressive approach.
 The most appropriate method of determining working capital needs of the firm is
operating cycle. However, there are some other methods as well for estimating the
working capital needs of the firm.
 Apart from operating cycle method, there are other three methods namely current
assets holding period, ratio of sales and ratio of fixed investment.
 In the operating cycle method, working capital is calculated as the difference
between current assets and current liabilities.
 If depreciation is included in the cost, then such estimate is known is total basis
working capital.
 If depreciation is excluded from cost, then such estimate is known as cash basis
working capital.
12.15 MODEL QUESTIONS
Q 01: What is working capital Management?
Q 02: Discuss the components of Working capital management?
Q 03 State the importance of depreciation and safety margin as a point of consideration in
the determination of working capital.
Q 04: What are the three basic approaches to determining an appropriate financing mix?
Q 05: Mention the traditional method of estimating Working capital.
Q 06: What are the disadvantages of excess working capital and of inadequate working
capital?
Q 07: Discuss the role of Finance manager in Working capital management.
Q 08. State the principle relating to working capital policy.
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Q 09: Mention the reason for holding cash.
Q 10: Discuss the concept of Receivables management.
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