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Unit – I        
Introduction to Working Capital 

Learning Objectives : After studying this lesson, you will be able to know: 

Meaning of working capital, features of working capital, objectives of working capital, 
different types of working capital, essential classification of working capital, advantages 
and importance of working capital, components of working capital, factors determine 
working capital and etc. 

Structure:  

1.1 Introduction  

1.2 Meaning & Concept of Working Capital  

1.3 Nature of Working Capital 

1.4 Need of Working Capital 

1.5 Importance of Working Capital 

1.6 Classification of Working Capital 

1.7 Components of Working Capital 

1.8 Features of Working Capital 

1.9 Objectives of Working Capital 

1.10 Need of Adequate Working Capit    

1.11 Danger of Excessive Working Capital 

1.12 Danger of Inadequate Working Capital 

1.13 Operating Cycle 

1.14 Factors Determining Working Capital 

1.15 Sum Up 

1.16 Key Words 

1.17 Self Assessment Question 

1.18 Model Question  

1.19 Further Readings  

1.1 Introduction   

For every company finance is considered as the back bone, In case of a startup company 
finance is required by the company from survey of the need of the company to set up of 
the company. In case of existing, they require finance for smooth working of the 
company. Broadly, the need of Finance can be divided into 2: Fixed & Working Capital. 
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Fixed fulfills the need of purchasing of fixed assets, doing capital expenditure. This 
Finance satisfies the middle & long term needs of the company. Working Capital helps 
out the company in fulfilling the day today & short term needs such as purchasing of 
raw materials, payment to employees, payment of monthly bills etc. 

A successful commercial organization needs two types of assets, viz., fixed assets and 
current assets. Fixed assets include—land, building, plant, machinery, furniture, etc. 
These are not only purchased for the purpose of sale, but also for the purpose of 
earning profit for many years. Current assets include, raw materials, work-in-progress, 
finished goods, sundry debtors, bills receivables, cash, bank balance, etc. These are 
purchased for the purpose of production and sales, like raw material into semi finished 
products, semi finished products into finished products, finished products into debtors 
and debtors transferred into cash or bills receivables. The fixed assets are used in 
increasing production of an organization and the current assets are used in using the 
fixed assets for day to day working. The management of this working capital is known 
as working capital management. The term working capital refers to the amount of 
capital which is readily available to an organization. Management of working capital 
deals... 

1.2 Meaning and Concept of Working Capital  

Meaning: 

In an ordinary sense, working capital denotes the amount of funds needed for meeting 
day-to-day operations of a concern. This is related to short-term assets and short-term 
sources of financing. Hence it deals with both, assets and liabilities—in the sense of 
managing working capital it is the excess of current assets over current liabilities. In this 
article we will discuss about the various aspects of working capital. 

Concept of Working Capital:  

The funds invested in current assets are termed as working capital. It is the fund that is 
needed to run the day-to-day operations. It circulates in the business like the blood 
circulates in a living body. Generally, working capital refers to the current assets of a 
company that are changed from one form to another in the ordinary course of business, 
i.e. from cash to inventory, inventory to work in progress (WIP), WIP to finished goods, 
finished goods to receivables and from receivables to cash. 

There are two concepts in respect of working capital: 

(i) Gross working capital and 

(ii) Networking capital. 

Gross Working Capital:  

The sum total of all current assets of a business concern is termed as gross working 
capital. So, 

Gross working capital = Stock + Debtors + Receivables + Cash. 
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Net Working Capital:  

The difference between current assets and current liabilities of a business concern is 
termed as the Net working capital. 

Hence, 

Net Working Capital = Stock + Debtors + Receivables + Cash – Creditors – Payables. 

1.3 Nature of Working Capital 

The nature of working capital is as discussed below: 

i. It is used for purchase of raw materials, payment of wages and expenses. 

ii. It changes form constantly to keep the wheels of business moving. 

iii. Working capital enhances liquidity, solvency, creditworthiness and reputation of the 
enterprise. 

iv. It generates the elements of cost namely: Materials, wages and expenses. 

v. It enables the enterprise to avail the cash discount facilities offered by its suppliers. 

vi. It helps improve the morale of business executives and their efficiency reaches at the 
highest climax. 

vii. It facilitates expansion programmes of the enterprise and helps in maintaining 
operational efficiency of fixed assets. 

1.4 Need for Working Capital  

Working capital plays a vital role in business. This capital remains blocked in raw 
materials, work in progress, finished products and with customers. 

The needs for working capital are as given below:  

i. Adequate working capital is needed to maintain a regular supply of raw materials, 
which in turn facilitates smoother running of production process. 

ii. Working capital ensures the regular and timely payment of wages and salaries, 
thereby improving the morale and efficiency of employees. 

iii. Working capital is needed for the efficient use of fixed assets. 

iv. In order to enhance goodwill a healthy level of working capital is needed. It is 
necessary to build a good reputation and to make payments to creditors in time. 

v. Working capital helps avoid the possibility of under-capitalization. 

vi. It is needed to pick up stock of raw materials even during economic depression. 

vii. Working capital is needed in order to pay fair rate of dividend and interest in time, 
which increases the confidence of the investors in the firm. 
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1.5 Importance of Working Capital  

It is said that working capital is the lifeblood of a business. Every business needs funds 
in order to run its day-to-day activities. 

The importance of working capital can be better understood by the following:  

i. It helps measure profitability of an enterprise. In its absence, there would be neither 
production nor profit. 

ii. Without adequate working capital an entity cannot meet its short-term liabilities in 
time. 

iii. A firm having a healthy working capital position can get loans easily from the 
market due to its high reputation or goodwill. 

iv. Sufficient working capital helps maintain an uninterrupted flow of production by 
supplying raw materials and payment of wages. 

v. Sound working capital helps maintain optimum level of investment in current assets. 

vi. It enhances liquidity, solvency, credit worthiness and reputation of enterprise. 

vii. It provides necessary funds to meet unforeseen contingencies and thus helps the 
enterprise run successfully during periods of crisis. 

1.6 Classification of Working Capital 

Working capital may be of different types as follows:  

(a) Gross Working Capital : Gross working capital refers to the amount of funds 
invested in various components of current assets. It consists of raw materials, work in 
progress, debtors, finished goods, etc. 

(b) Net Working Capital : The excess of current assets over current liabilities is known 
as Net working capital. The principal objective here is to learn the composition and 
magnitude of current assets required to meet current liabilities. 

(c) Positive Working Capital :This refers to the surplus of current assets over current 
liabilities. 

(d) Negative Working Capital :Negative working capital refers to the excess of current 
liabilities over current assets. 

(e) Permanent Working Capital :The minimum amount of working capital which 
even required during the dullest season of the year is known as Permanent working 
capital. 

(f) Temporary or Variable Working Capital : It represents the additional current 
assets required at different times during the operating year to meet additional inventory, 
extra cash, etc. 

It can be said that Permanent working capital represents minimum amount of the current 
assets required throughout the year for normal production whereas Temporary working 
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capital is the additional capital required at different time of the year to finance the 
fluctuations in production due to seasonal change. A firm having constant annual 
production will also have constant Permanent working capital and only Variable 
working capital changes due to change in production caused by seasonal changes.  

Similarly, a growth firm is the firm having unutilized capacity, however, production and 
operation continues to grow naturally. As its volume of production rises with the 
passage of time so also does the quantum of the Permanent working capital.  

1.7 Components of Working Capital  

Working capital is composed of various current assets and current liabilities, 
which are as follows:  

(A) Current Assets:  

These assets are generally realized within a short period of time, i.e. within one year. 

Current assets include:  

(a) Inventories or Stocks 

(i) Raw materials 

(ii) Work in progress 

(iii) Consumable Stores 

(iv) Finished goods 

(b) Sundry Debtors 

(c) Bills Receivable 

(d) Pre-payments 

(e) Short-term Investments 

(f) Accrued Income and 

(g) Cash and Bank Balances 

(B) Current Liabilities:  

Current liabilities are those which are generally paid in the ordinary course of business 
within a short period of time, i.e. one year. 

Current liabilities include:  

(a) Sundry Creditors 

(b) Bills Payable 

(c) Accrued Expenses 

(d) Bank Overdrafts 

(e) Bank Loans (short-term) 
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(f) Proposed Dividends 

(g) Short-term Loans 

(h) Tax Payments Due 

1.8 Features of Working Capital  

The features of working capital distinguishing it from the fixed capital are as follows:  

(1) Short term Needs: Working capital is used to acquire current assets which get 
converted into cash in a short period. In this respect it differs from fixed capital which 
represents funds locked in long term assets. The duration of the working capital depends 
on the length of production process, the time that elapses in the sale and the waiting 
period of the cash receipt.  

(2) Circular Movement: Working capital is constantly converted into cash which again 
turns into working capital. This process of conversion goes on continuously. The cash is 
used to purchase current assets and when the goods are produced and sold out; those 
current assets are transformed into cash. Thus it moves in a circular away. That is why 
working capital is also described as circulating capital.  

(3) An Element of Permanency: Though working capital is a short term capital, it is 
required always and forever. As stated before, working capital is necessary to continue 
the productive activity of the enterprise. Hence so long as production continues, the 
enterprise will constantly remain in need of working capital. The working capital that is 
required permanently is called permanent or regular working capital.  

(4) An Element of Fluctuation: Though the requirement of working capital is felt 
permanently, its requirement fluctuates more widely than that of fixed capital. The 
requirement of working capital varies directly with the level of production. It varies 
with the variation of the purchase and sale policy; price level and the level of demand 
also. The portion of working capital that changes with production, sale, price etc. is 
called variable working capital.  

(5) Liquidity: Working capital is more liquid than fixed capital. If need arises, working 
capital can be converted into cash within a short period and without much loss. A 
company in need of cash can get it through the conversion of its working capital by 
insisting on quick recovery of its bills receivable and by expediting sales of its product. 
It is due to this trait of working capital that the companies with a larger amount of 
working capital feel more secure.'  

(6) Less Risky: Funds invested in fixed assets get locked up for a long period of time 
cannot be recovered easily. There is also a danger of fixed assets like machinery getting 
obsolete due to technological innovations. Hence investment in fixed capital is 
comparatively more risky. As against this, investment in current assets is less risky as it 
is a short term investment. Working capital involves more of physical risk only, and that 
too is limited. Working capital involves financial or economic risk to a much less extent 
because the variations of product prices are less severe generally. Moreover, working 
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capital gets converted into cash again and again; therefore, it is free from the risk arising 
out of technological changes.  

(7) Special Accounting System not needed: Since fixed capital is invested in long 
term assets, it becomes necessary to adopt various systems of estimating depreciation. 
On the other hand working capital is invested in short term assets which last for one 
year only. Hence it is not necessary to adopt special accounting system for them 

1.9 Objectives of Working Capital 

• Meet day-to-day cash flow needs; 

• Pay wages and salaries when they fall due; 

• Pay creditors to ensure continued supplies of goods and services; 

• Pay government taxation and providers of capital dividends; and 

• Ensure the long term survival of the business entity 

1.1 0 Need of Adequate Working Capital 

It is always said that excess or inadequate of anything is not good. Everything should be 
in adequate amount. Similar is the case of working capital. Though it is the life blood of 
any organization but even excess of it is not good for the company. The reason why 
adequacy is required is the following: 

 Solvency of the business – Solvency means financial soundness. A company to 
exist in the market should always be having sufficient fund to meet its 
obligations, to fulfill its requirements & to utilize the opportunities coming on its 
way. Adequate working capital will help in fulfilling all its objectives. 

 Satisfied creditors – Companies have creditors in the form of loan lenders, 
sundry creditors. Loan lenders will have to be paid interest in equal installments 
at equal interval where as creditors will have to be paid their dues on time. 
Adequate working capital will help out company in abiding with its obligations. 

 Easy loan – If a company is having a good track record in regard to fulfilling its 
responsibilities & dues on time. Even timely payment to its other stake holders 
will create a goodwill of the organization which will please the loan lenders & 
even boosting their confidence in granting of loan to the companies. 

 Exploitation of favorable market conditions – The companies having 
sufficient working capital can make use of all the opportunities & new ideas 
coming in their front. 

 High morale – Satisfying the stakeholders by timely payment always boost the 
morale of a company. 

1.11 Danger of Excessive Working Capital  

 Idle funds have no value. Capital lying idle without being use in any activity 
gives no return & is useless. 
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 When anyone is having excess of money than required unnecessary 
purchasing is done. Similar is the case of company. When they are having 
excess money company also purchase more inventories than required & 
inventories not being used get obsolete. 

 Employees & shareholders if they see more of the money laying with the 
company their expectation increases. Employees start demanding more 
bonus & share holders dividend. If their demand is not fulfilled turnover 
increases which is not a good sign for smooth functioning of a company. 

 Companies having their own fund do not have good relations with banks & 
financial institutions. 

1.12 Danger of Inadequate Working Capital  

 Companies can’t pay its dues on time. Thus it affects reputation of a company. 
 They can’t avail cash discount as cash discount is given in bulk purchases only. 

With inadequate capital company can’t go for bulk purchases. 
 It becomes difficult for companies to exploit favorable market conditions. 
 Sometimes the inadequacy also affects the smooth functioning of the company. 

 

1.13 Operating Cycle 

 

Operating cycle starts with purchasing of raw material to conversion of raw material 
into finished goods & selling of those goods in cash or on credit. After receiving cash 
again the raw materials are purchased, converted to finished goods & sold. So the 
process continues & is also referred as Revolving or Circulating cycle. As soon as 
goods are purchased it is not sold or cash is received, time is required for it. Longer the 
time required for conversion, longer will be the operating cycle. Shorter the time 
required for conversion of raw material into cash, shorter will be the operating cycle. 

WIPCP 

FGCP RCP 

RMCP 
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Operating cycle is the combination of RMCP, WIPCP, FGCP & RCP where, 

RMCP – Raw material conversion cycle: 

It is the time required by a company for converting its cash into raw materials.  The 
purchased raw materials either on cash or on credit is introduced for processing. 

WIPCP – Work in progress conversion cycle: 

It is the time required by a company for introducing its raw material into processing for 
converting into finished goods but the conversion doesn’t complete. It is half way 
processed which is known as work in process. So time required for converting raw 
materials into work in progress or process. 

FGCP – Finished goods conversion period: 

The time required for conversion of work in process into finished goods.  

RCP – Receivables conversion period: 

The finished goods are either sold for cash or on credit. If the finished goods are sold on 
credit there is time required for collecting that cash. The time required for converting 
finished goods into cash is receivables conversion period. 

The operating cycle can categorize into 2: 

Gross Operating Cycle -  

Gross operating cycle is the total of operating cycle. That is  

GROSS OPERATING CYCLE = RMCP + WIPCP + FGCP + RCP 

In formula: 

RMCP =    Average stock of raw material  

                   Raw material consumption per day 

WIPCP =   Average stock of work in progress 

    Total cost of production per day 

FGCP =   Average stock of finished goods 

 Total cost of goods sold per day 

RCP =    Average accounts receivables 

 Net credit sales per day 

Net Operating Cycle –  

If the company sales the goods on credit then definitely they must also be purchasing on 
credit. On the due date payment has to be done. 

Net operating cycle takes into consideration the time availed by the company in 
payment to sundry creditors which is known as Payable Deferral Period (PDP) 
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In formula: 

NET OPERATING CYCLE = GROSS OPERATING CYCLE – PAYABLE 
DEFERRAL PERIOD 

Where,  

PDP =    Average Payables 

 Net credit purchases per day 

Illustration 1: 

From the following data, calculate the duration of operating cycle of X Company 

ITEM AMOUNT in Rs 

Opening stock of raw material 40000 

Opening stock of work in progress 30000 

Opening stock of finished goods 25000 

Closing stock of raw material 10000 

Closing stock of work in progress 20000 

Closing stock of finished goods 5000 

Purchases / Consumption of raw material 160000 

Cost of goods produced / sold 300000 

Sale (all credit) 360000 

Debtors 72000 

Creditors 20000 

Assume 360 days per year for computational purposes. 

RMCP =  40000 + 10000 / 2  =   25000  =       56.25  =   56 days 

  160000/ 360      444.44 

WIPCP =  30000 + 20000 / 2 =       250000                      =       30days 

   300000/ 360   833.33 

FGCP =   25000 + 5000 / 2 =  15000             =      18 days 

 300000 / 360   833.33 

RCP  =   72000  = 72000             =      72 days 
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 360000 / 360   1000 

PDP = 20000   = 20000             =      45 days 

 160000 / 360   444.44 

GROSS OPERATING CYCLE = 56 + 30 + 18 + 72 = 176 Days 

NET OPERATING CYCLE      = 176 – 45 = 131 days 

 

1.14 Factors Determining Working Capital Needs of a Company 

 Nature of business: 

For determining the amount of working capital requirement of a company it is 
important to understand the nature of business. If a company is a public utility 
company where most the transactions are carried on cash basis the requirement of 
working capital need is less. In case of a trading company day today expenditure are 
more than the fixed assets & the transactions are also basically done on credit basis 
so the requirement of working capital in those companies are more. In case of 
manufacturing companies’ sizeable working capital with fixed capital are required. 

 Size of business: 

The requirement of working capital also depends on the size of a company. If the 
company is a larger company where large number of goods are produced, large 
numbers of employees are to be paid, most of the day today expenditures are also 
large, the need of working capital requirement in those companies will be large. 
Where as in small companies the amount of expenditure are small so the 
requirement of working capital is also small. 

 Production policy: 

Some of the products are seasonal in nature that is there requirement by the 
customer is not throughout the year. For example- rain coats are required only in 
rainy days. It depends the company’s policy whither they want to produce rain coat 
throughout the year steadily or only during the peak season.  

If the company decides to produce rain coat throughout the year even in slack 
season the requirement of working capital will be more where as if production will 
take place only in peak season the requirement of working capital will be less.  

 Length of production cycle: 

The time required for conversion of raw material to cash if it is long the requirement 
of working capital for meeting the day today expenditure such as payment of wages, 
salaries, electricity bill etc will be more.  

A company where the length of the production cycle is small the requirement of the 
amount of working capital is also small.  
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 Seasonal variation: 

Some of the raw materials required for production is not always available but is 
available only during a particular season. The need for working capital requirement 
for that particular season will always be higher than the other seasons. If the 
company purchases the raw material in bulk the working capital needed will also be 
higher for that particular season. 

 Rate of stock turnover: 

The company’s whose demand for the product is more in the market; production 
definitely in that company will also be more need of working capital. On the other 
hand, companies whose products are not in demand or less, the working capital need 
will also be less. 

 Credit policy: 

Most of the business transactions are now a days on credit. Even the requirement of 
the working capital will also vary accordingly. If the company has a policy of 
selling goods more on cash or allowing less time for credit, the working capital 
requirement will be less. On the other hand, if the company is lenient in its credit 
policy the requirement of working capital will be more. 

If the company is getting more time by the creditors for paying of the dues, the 
working capital needed by the company will be less as unused money can be utilized 
for meeting day today expenses. In case, creditors are stringent on credit policy, the 
need for working capital will be more. 

 Business cycle: 

 In a period of boom, when the business is prosperous, there is a need for large    
amount of working capital due to increase in sales, rise in prices, and optimistic 
expansion of business. On the contrary, in the times of depression, when there is a 
down swing of the cycle the business contracts, sales decline, difficulties are faced 
in collections from debtors & firms may have a large amount of working capital 
lying idle. 

 Rate of growth of business: 

If the business is having a high growth rate the working capital are more in demand 
but when the growth rate has become stagnant there is less demand, less of 
production, less of expenditure working capital needed is also less.  

 Dividend policy: 

If company has made a habit of distributing its profit as dividend, working capital 
requirement will be more. But if part of profit is distributed & other part is kept for 
business processing the requirement of working capital will be less. 

 Working capital Formulas: 

1. Gross working capital= Current Assets 
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2. Net working capital = Current Assets - Current Liabilities 

3. Adjusted working capital =Accounts Receivable + Inventory - Accounts Payable - 
Accrued Operating Liabilities 

4. Working capital change = Previous Working Capital- Current Working Capital 

5. Net Operating Working Capital= Operating Current Assets − Operating Current 
Liabilities 

6. Working capital ratio= Current Assets ÷ Current Liabilities 

7. Positive Working Capital= Current Assets> Current Liabilities 

8. Negative working Capital= Current Assets< Current Liabilities 

9 Zero Working Capital= Current Assets= Current Liabilities 

10. Working Capital Turnover= Net Sales ÷ Working Capital  

11.Working Capital Leverage= % change in ROI ÷ % change in CA 

 
Example-1 

Let’s look at Paula’s Retail store as an example. Paula owns and operates a women’s 
clothing and apparel store that has the following current assets and liabilities: 

 Cash:  Rs10,000 

 Accounts Receivable: Rs 5,000 

 Inventory: Rs 15,000 

 Accounts Payable: Rs  7,500 

 Accrued Expenses: Rs  2,500 

 Other Trade Debt: Rs 5,000 

Paula’s   

Gross working capital (CA) is Rs 30000. 

Net working capital (CA- CL) is Rs 15000. 

Working capital ratio (CA/CL) is 2:1. 

Example 2 

Let us calculate net operating working capital for IBM for financial year 2016. 

 
Total Operating Non-operating 

CURRENT ASSETS 
   

Cash and cash equivalents 10,412   10,412 
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Marketable securities      717      —              717 

Notes and accounts receivable-trade 10,667 10,667 
 

Short-term financing receivables 18,038       —         18,038 

Other accounts receivable 1,873 1,873 
 

Inventories 2,287 2,287 
 

Deferred taxes 1,415    1,415 
 

Prepaid expenses and other current assets 4,024    4,024 
 

Subtotal 49,433  30,678         18,755 

CURRENT LIABILITIES 
   

Taxes 4,948   4,948 
 

Short-term debt 9,181     —          9,181 

Accounts payable 7,952    7,952 
 

Compensation and benefits 4,745    4,745 
 

Deferred income 11,952   11,952 
 

Other accrued expenses and liabilities 4,847 4,847 
 

Subtotal 43,625 34,444 9,181 

1. Net Working Capital 
= Current Assets − Current Liabilities 
= 49,433 − 43,625 
= 5,808 

2. Net Operating Working Capital 
= Operating Current Assets − Operating Current Liabilities 
= 30,678 − 34,444 
= -3,766. 

Example 3. From the following information, prepare a statement in column form 
showing · the working capital requirements. (i) In total and  (ii) as regards each 
constituent part of working capital. 
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Budgeted sales (Rs10 per unit)  Rs2, 60,000 p.a. 

Analysis of Costs                        Rs 

Raw Materials                            3.00 

Direct Lab our                          4.00 

Overheads                               2.00 

Total Cost                               9.00 

Profit                                      1.00 

Sales                                     10.00 

It is estimated that 

(i) Raw materials are carried in stock for three weeks and finished goods for two weeks. 

(ii) Factory processing will take three weeks. 

(iii) Suppliers will give full five weeks credit. 

(iv) Customers will require eight weeks credit. 

It may be assumed that production and overheads accrue evenly throughout the year. 

Solution: Statement of Working Capital Requirement 

Current Assets                                                 Rs 

Raw Materials 78,000 x 3/52                 =       4,500 

Work in Progress (Note)                          =       9,000 

Finished Goods 2,34,000 x 2/52               =       9,000 

Debtors 2,60,000 x 8/52                          =       40,000 

Less : Current Liabilities                         =       62,000 

Trade Creditors (5 weeks) 5/52 x 78,000  =       7,500 

Working Capital Required                       =       55,000 

Working Notes: 

(i) Number of Units                                 =      26,000 

(ii) Finished Goods 

Raw Materials 26,000 x 3                        =      78,000 

Direct Labour 26,000 x 4                         =      1,04,000 

Overheads 26,000 x 2                              =      52,000 

Finished Goods                                       =      2,34,000 

(iii) Work in Progress 

Raw Material 78,000 x 3/52                     =      4,500 
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Labour 1,04,000 x 3/52 x 112                  =      3,000 

Overhead 52,000 x 3/52 x 112                 =      1,500 

Work in Progress                                    =      9,000  

(NOTE : (i) Normally finished goods and work in progress are taken as same value. 
Suppose wages and overheads accrue evenly throughout the year given in the problem, 
we have to find out the work in progress value separately. At that time of computing 
work in progress labour, overhead value is reduced to half. 

(ii) At the time of calculating working capital, debtor value will be taken as either 
including profit element or excluding profit element. 

Example 4. Prepare a working capital forecast from the following information : 

 Issued share capital                 4,00,000 

12% Debentures                      1,50,000 

 The fixed assets are valued at Rs 3. 00 lakhs. Production during the previous year 
is1.00 lakh units. The same level of activity is intended to be maintained during the 
current year. 

The expected ratios of cost to selling price are 

Raw materials                              50% 

Direct Wages                               10% 

Overheads                                    25% 

 The raw materials ordinarily remain in stores for 2 months before production. Every 
unit of production remains in process for 2 months. Finished goods remain in the 
warehouse for 4 months. Credit allowed by creditors is 3 months from the date of 
delivery of raw materials and credit given to debtors is 3 months from the date of 
dispatch. 

 Selling price is Rs 6 per unit. Both the production and sales are in a regular cycle. 

Solution:                              Working Capital Statement 

                                                                              Rs 

Raw Materials                                                   50,000 

Work in Progress                                              67,500 

Finished Goods                                                1,70,000 

Debtors                                                             1,27,500 

                                                                         4,15,000 

Less : Creditors                                                   75,000 

Working capital required                                 3,40,000 
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Working Notes : 

 Number of units               = 

Sales Value = 1,00,00      = 

Material = 6,00,000 x 50/100   = 

Labour= 6,00,000 x 10 /100 = 

Overheads = 6,00,000 x 25 /100   = 

 (i) Finished Goods 

Raw Materials        = 

Direct Labour      = 

 

Overheads =i.e., 5,10,000 x 4/12   = 

 (ii) Work in Progress 

Raw Materials    = 3,00,000 x 2/12  = 

Direct Labour= 60,000 x2/12 x 1/2  = 

Overheads = 1,50,000 x 2  / 12x 1/2 = 

 (iii) Debtors = 5,10,000 x 3/12 = 

(iv) Creditors = 3,00,000 x 3/12 = 

 1,00,000 

6,00,000 

3,00,000 

60,000 

1,50,000 

3,00,000 

60,000 

1,50,000 

5,10,000 

1,70,000 

 50,000 

5,000 

12,500 

 67,500 

 1,27,500 

75,000 

Example 5. The management of G Ltd has called for a statement showing the working 
capital needed to finance a level of 3,00,000 units of output for the year. The cost 
structure for the company’s product, for the above mentioned activity level is detailed 
below. 

Cost Element                                                  Cost per unit  

Raw Materials                                                         20 

Direct Labour                                                           5 

Overheads                                                                15 

Total Cost                                                              40 

Profit                                                                      10 

Selling Price                                                            50 

Past trends indicate that raw materials are held in stock on an average for two months. 

Work in progress will approximate to half a month’s production. 

Finished goods remain in warehouse on an average for a month. 

Suppliers of materials extend a month’s credit. 
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Two months’ credit is normally allowed to debtors. 

A minimum. cash balance of  $  25,000 is expected to be maintained. 

The production pattern is assumed to be even during the year. Prepare the statement of 
working capital determination. 

Solution : Statement of Working Capital Requirement 

Current Assets 

Raw Materials60,00,000  x  2/12            = 

Work in Progress                                     = 

Finished goods  1,20,00,000 x 1/12        = 

Debtors          1,50,00,000 x 2/12            = 

Less : Current Liabilities 

Sundry Creditors 60,00,000 x 1/ 2 

Add : Minimum Cash Balance 

Working Capital 

Workings : 

(i) Finished Goods 

Raw Materials     3,00,000 x 20 

Direct Labour      3,00,000 x 5 

Overheads           3,00,000 x 15 

Finished Goods 

  

10,00,000 

3,75,000 

10,00,000 

25,00,000 

48,75,000 

  

5,00,000 

43,75,000 

25,000 

44,00,000 

 60,00,000 

15,00,000 

45,00,000 

1,20,00,000 

Solution:  Statement of Working Capital  requirement 
Current Assets 
Finished products and work in progress  = 
Stores, Material etc.                                = 
 Account Receivable 
Local Sales 78,000 X 2/  52 
Outside the state  3,12,000 X 6  / 52 = 36,000          = 
Total Current Assets 
Less : Current Liabilities 
 Account Payable 96,000 x  4/52                 = 
Outstanding wages 2,60,000 x 2 /52            = 
Total Current Liabilities 
Working Capital 
Add : 10% Contingencies (34,615 x 10/100) 
Working Capital required 
 
 

  
 Rs 
5,000 
8,000 
13,000 
 3,000 
36,000 
52,000 
 7,385 
10,000 
17,385 
34,615 
3,462 
38,077 
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1.15 Sum Up 

 It is the fund that is needed to run the day-to-day operations. It circulates in the 
business like the blood circulates in a living body. Generally, working capital refers to 
the current assets of a company that are changed from one form to another in the 
ordinary course of business, i.e. from cash to inventory, inventory to work in progress 
(WIP), WIP to finished goods, finished goods to receivables and from receivables to 
cash. successful commercial organization needs two types of assets, viz., fixed assets 
and current assets. Fixed assets include—land, building, plant, machinery, furniture, etc. 
These are not only purchased for the purpose of sale, but also for the purpose of 
earning profit for many years. Current assets include, raw materials, work-in-progress, 
finished goods, sundry debtors, bills receivables, cash, bank balance, etc. These are 
purchased for the purpose of production and sales, like raw material into semi finished 
products, semi finished products into finished products, finished products into debtors 
and debtors transferred into cash or bills receivables. The fixed assets are used in 
increasing production of an organization and the current assets are used in using the 
fixed assets for day to day working. The management of this working capital is known 
as working capital management. The term working capital refers to the amount of 
capital which is readily available to an organization. Management of working capital 
deals... 

1.16 Key Words   

Working capital: The funds invested in current assets are termed as working capital. It 
is the fund that is needed to run the day-to-day operations. 

Gross working capital: The sum total of all current assets of a business concern is 
termed as gross working capital.  

Net Working Capital: The difference between current assets and current liabilities of a 
business concern is termed as the Net working capital. 

 Raw material conversion cycle: 

It is the time required by a company for converting its cash into raw materials.   

Work in progress conversion cycle: It is the time required by a company for 
introducing its raw material into processing for converting into finished goods but the 
conversion doesn’t complete. It is half way processed which is known as work in 
process.  

Finished goods conversion period: The time required for conversion of work in 
process into finished goods.  

Receivables conversion period: The time required for converting finished goods into 
cash is receivables conversion period. 

Gross Operating Cycle; Gross operating cycle is the total of operating cycle 
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1.17 Self Assessment Questions 

1. What is the concept of working capital 

Ans : 

  

 

 

 

 
2. What is operating cycle? Explain also gross & net operating cycle. 

Ans : 
 

  

 

 

 

 
3. Explain the different determinants of the working capital requirements. 

Ans : 
 

  

 

 

 

 
4. 4.classify the working capital on different point of view. 

Ans : 
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1.18 Model Questions 

1.Discuss the importance of working capital. 

2. State the features of working capital. 

3. Describe the danger of excessive working capital. 

4. What is working capital? What are the components of it? 

5.what is operating cycle? How do you calculate it? 

1.19 Further Readings 

1. Financial Accounting, Ashis Bhattacharya, Prentice hall of India Pvt. Ltd, New Delhi. 
2. Financial Accounting, S. N. Maheshwari, Vikash Publishing House Pvt. Ltd., New 
Delhi. 
3. Theory and Practice of Financial Accounting, B. B Dam and H C Gautam, Capital 
Publishing Company, Guwahati  
4. Advance Accountancy, R. L. Gupta and M. Radhaswamy, Sultan Chand & Sons,New 
Delhi. 
5. Jain & Narang, Accounting Theory and Management Accounting, Kalayani 
Publishers. 
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Unit –II 
Working Capital Management 

Learning Objectives: After studying this lesson, you will be able to know : 

Meaning of working capital management, principles of working capital management, 
objectives of working capital management, different components of working capital 
management, essential strategies of working capital management, advantages and 
importance of working capital management, estimation of working capital management, 
different techniques of working capital management and etc. 

Structure:  

2.1 Introduction 

2.2 Concept of Working Capital Management  

2.3 Importance of Working Capital Management 

2.4 Objectives of Working Capital Management 

2.5 Techniques of Working Capital Management 

2.6 Components of Working Capital Management 

2.7 Principles Working Capital Management 

2.8 Strategies of Working Capital Management 

2.9 Estimation of Working Capital Management 

2.10 Approaches to Working Capital Management 

2.11 Sum Up 

2.12 Key Words 

2.13 Self Assessment Question 

2.14 Model Question  

2.15 Further Readings  

 

2.1  Introduction  

Working capital is a measure of firm’s efficiency and its current financial health. 
Managing the operational capital is called as working capital management. Every firm 
has short term assets and short term liabilities, they are also known as current assets and 
liabilities. It is calculated by subtracting short term liabilities from short term assets. 
The working capital ratio determines if the firm is financially stable, and has enough 
short term assets to cover its short term debts. If the ratio is less than 1, it implies that 
working capital is negative. And if the ratio is more than 2 then the company is not 



                                                                                                         Diploma in Accounting 
  

Odisha State Open University 25 

 

 

investing in excess assets. Experts are of the view that ratio ranging 1.2 – 2.0 is 
sufficient. Working capital is one type reflection of company’s efficiency. Amongst 
every other thing an investor analyzes, working capital is surely one of them. Money 
owed by customers or money utilized in inventory is almost negligible because that 
can’t be used to pay for company’s obligations. If this is the case and problem of slow 
collection arises, then the company might face some problem in its operations. To 
understand what working capital management is we need to know the case scenarios 
where it is needed. Let’s say a company’s short term assets are less than its short term 
liabilities, which means that it doesn’t have enough assets to cover its debts. This may 
lead to bankruptcy. A declining working capital ratio over a longer time period could 
also be a red flag that warrants further analysis.  

2.2. Concept of Working Capital Management 

Working Capital Management (WCM) refers to all the strategies adopted by the 
company to manage the relationship between its short term assets and short term 
liabilities with the objective to ensure that it continues with its operations and meet its 
debt obligations when they fall due. In other words, it refers to all aspects of 
administration of current assets and current liabilities. Efficient management of working 
capital is a fundamental part of the overall corporate strategy. The WC policies of 
different companies have an impact on the profitability, liquidity and structural health of 
the organization. Although investing in good long-term capital projects receives more 
emphasis than the day-to-day work associated with managing working capital, 
companies that do not handle this financial aspect (working capital) well will not attract 
the capital necessary to fund those highly visible ventures; in other words, you must get 
through the short run to get to the long run. 

2.3 Importance of Working Capital Management  

Efficiently maintaining a balanced ratio between current assets and current liabilities is 
called working capital management. Working capital management ensures that that the 
company has enough monetary liquidity to meet short term debts. Structuring an 
effective working capital management is a great way to enhance the income. Ratio 
analysis and management of individual components of working capital are two primary 
importance of working capital management.  

1.Ratio analysis : Process of determining and analyzing numerical relationships in 
accordance to financial statements like balance sheets, income statements and cash 
inflow statements is known as ratio analysis. The primary purpose of ratio analysis is to 
appraise the operating and financial performance of an economic activity and determine 
its efficiency, profitability, liquidity and solvency. It also helps in getting a brief idea 
about comparative valuation by comparing ratios of different companies in the same 
sector.  

2.Inventory Management: Inventory management involves overseeing the purchase of 
new items and managing the existing ones. It aims to create such a purchase plan that 
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will ensure effective delivery of materials. Two most used inventory management 
strategies are ‘the just-in-time method’ and ‘material required planning.’ In former one 
the firm plans to receive items at the time of need rather than maintaining high 
inventory levels, and the latter one is based sales forecasts.  

3.Cash Management: Cash management is process of collecting, managing and 
utilizing the cash inflow to optimize the short term financial stability. The key 
component in accomplishing this task is solvency. Successful cash management is 
useful when any unexpected demand for cash occurs out of the blue.  

4 Others Importance of Working Capital: Working capital is a vital part of a 
business and can provide the following importance to a business: 

a. Higher Return on Capital 

Firms with lower working capital will post a higher return on capital so shareholders 
will benefit from a higher return for every dollar invested in the business. 

b. Improved Credit Profile and Solvency 

The ability to meet short-term obligations is a pre-requisite to long-term solvency and 
often a good indication of counterparty’s credit risk. Adequate working capital 
management will allow a business to pay on time its short-term obligations which could 
include raw materials, salaries, and other operating expenses. 

c. Higher Profitability 

According to a research conducted by Tauringana and Adjapong Afrifa, the 
management of account payables and receivables is an important driver of small 
businesses’ profitability. 

d. Higher Liquidity 

A large amount of cash can be tied up in working capital, so a company managing it 
efficiently could benefit from additional liquidity and be less dependent on external 
financing. This is especially important for smaller businesses as they typically have a 
limited access to external funding sources. Also, small businesses often pay their bills in 
cash from earnings so an efficient working capital management will allow a business to 
better allocate its resources and improve its cash management. 

e. Increased Business Value 

Firms with more efficient working capital management will generate more free cash 
flows which will result in a higher business valuation and enterprise value. 

f. Favorable Financing Conditions 

A firm with a good relationship with its trade partners and paying its suppliers on time 
will benefit from favorable financing terms such as discount payments from its suppliers 
and banking partners. 
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g. Uninterrupted Production 

A firm paying its suppliers on time will also benefit from a regular flow of raw 
materials, ensuring that the production remains uninterrupted and clients receive their 
goods on time. 

h. Ability to Face Shocks and Peak Demand 

An efficient working capital management will help a firm to survive through a crisis or 
ramp up production in case of an unexpectedly large order. 

i. Competitive Advantage 

Firms with an efficient supply chain will often be able to sell their products at a discount 
versus similar firms with inefficient sourcing.  

2.4 Objectives of Working Capital Management  

Few of the importance objectives of working capital management are listed below:  

1. Optimization of working capital operating cycle – In simple terms, working capital 
cycle starts from the day raw materials are acquired and completes when the finished 
products are sold. The major objective of working capital management is to ensure that 
there is no hindrance during the above mentioned process. It includes collecting and 
processing raw materials and other initial investment in time, placing all the essentials 
for production beforehand, selling finished products as soon as possible, collecting 
account receivables on time and clearing all the account payable’s in time.  

2. Balance Working Capital – The net working capital mentioned above is required to 
stay in a stable equilibrium. The ratio of current assets and current liabilities should be 
optimized. Because the lower value of this ratio implies that company is not financially 
stable to clear its current debts, higher value is also not an indication of prosperity, it 
suggests that company has too many inventories and they are not investing in excess 
cash.  

3. Minimize cost of capital – Working capital management focuses on minimizing cost 
of capital, rate of interest per say in some special cases. It is only when the cost of 
capital will be lesser than revenue, one can earn profit. Utilization of long-term funds 
(in proper mix) is one way of minimizing capital cost. The fundamental principle of 
financial management should be followed sincerely while deciding the finance mix, 
always. The principle states that long term sources should finance fixed assets and 
permanent assets. Also, the short-term or temporary assets should be financed by short-
term sources of finance.  

4. Optimal Return on Current Asset Investment – The return on the investment 
infused on short term assets must exceed the average cost of capital to ensure wealth 
maximization. In other words, the rate of return earned from the investment in short 
term assets should exceed the rate of interest or cost of capital. Working capital 



                                                                                                         Diploma in Accounting 
  

Odisha State Open University 28 

 

 

management aims to extract maximum from an investment in current assets to ensure 
higher profitability.  

5. Smooth Working Capital Operating Cycle -This implies that the operating cycle 
i.e. the cycle starting from the acquisition of raw material to its conversion to cash 
should be smooth. It is not easy; it is as good as circulating 5 balls with two hands 
without dropping a single one. If following 6 points can be managed, this operating 
cycle can be management well. 

1. It means raw material should be present on the requirement and it should not be 
a cause to stoppages of production. 

2. All other requirements of production should be in place before time. 

3. The finished goods should be sold as early as possible once they are produced 
and inventoried. 

4. The accounts receivable should be collected on time. 

5. Accounts payable should be paid when due without any delay. 

6. Cash should be available as and when required along with some cushion. 

6. Minimize Rate of Interest or Cost of Capital 

The cost of capital utilized on working capital should be minimized so as to achieve 
higher profitability. If the investment in working capital involves bank finance, interest 
rates should be negotiated with the bank. 

Cost can be minimized by utilizing long-term funds but in a proper mix. While deciding 
the mix of working capital, the fundamental principle of financial management should 
be kept in mind that fixed assets and permanent assets should be financed by long term 
sources of finance of approximately same maturity and short-term or temporary assets 
should be financed by short-term sources of finance. 

2.5 Techniques of Management of Working Capital 

Guided by the above criteria, management will use a combination of policies and 
techniques for the management of working capital. The policies aim at managing the 
current assets (generally cash and cash equivalents, inventories and debtors) and the 
short-term financing, such that cash flows and returns are acceptable. 

 Cash management. Identify the cash balance which allows for the business to 
meet day to day expenses, but reduces cash holding costs. 

 Inventory management. Identify the level of inventory which allows for 
uninterrupted production but reduces the investment in raw materials—and 
minimizes reordering costs—and hence increases cash flow. Besides this, the 
lead times in production should be lowered to reduce Work in Process (WIP) 
and similarly, the Finished Goods should be kept on as low level as possible to 
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avoid over production—see Supply chain management; Just In Time (JIT); 
Economic order quantity (EOQ); Economic quantity 

 Debtors management. Identify the appropriate credit policy, i.e. credit terms 
which will attract customers, such that any impact on cash flows and the cash 
conversion cycle will be offset by increased revenue and hence Return on 
Capital (or vice versa); see Discounts and allowances. 

 Short-term financing. Identify the appropriate source of financing, given the 
cash conversion cycle: the inventory is ideally financed by credit granted by the 
supplier; however, it may be necessary to utilize a bank loan (or overdraft), or to 
"convert debtors to cash" through "factoring" 

2.6 Components Associated With Wcm 

Often the interrelationships among the working capital components create real 
challenges for the financial managers. Inventory is purchased from suppliers, sale of 
which generates accounts receivable and collected in cash from customers to pay off 
those suppliers. Working capital has to be managed because the firm cannot always 
control how quickly the customers will buy, and once they have made purchases, 
exactly when they will pay. That is why; controlling the “cash-to-cash” cycle is 
paramount. 

The different components of working capital management of any organization are: 

• Cash and Cash equivalents 

• Inventory  

• Debtors / accounts receivables 

• Creditors / accounts payable 

A) Cash and Cash equivalents: 

One of the most important working capital components to be managed by all 
organizations is cash and cash equivalents. Cash management helps in determining the 
optimal size of the firm’s liquid asset balance. It indicates the appropriate types and 
amounts of short-term investments alongwith efficient ways of controlling collection 
and payout of cash. Good cash management implies the co-relation between 
maintaining adequate liquidity with minimum cash in bank. All companies strongly 
emphasize on cash management as it is the key to maintain the firm’s credit rating, 
minimize interest cost and avoid insolvency. 

B) Management of inventories: 

Inventories include raw material, WIP (work in progress) and finished goods. Where 
excessive stocks can place a heavy burden on the cash resources of a business, 
insufficient stocks can result in reduced sales, delays for customers etc. Inventory 
management involves the control of assets that are produced to be sold in the normal 
course of business. 
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For better stock/inventory control: 

o Regularly review the effectiveness of existing purchase and inventory systems 

o Keep a track of stocks for all major items of inventory 

o Slow moving stock needs to be disposed as it becomes difficult to sell if kept for long 

o Outsourcing should also be a part of the strategy where part of the production can be 
done through another manufacturer 

o A close check needs to be kept on the security procedures as well 

C) Management of receivables: 

Receivables contribute to a significant portion of the current assets. For investments into 
receivables there are certain costs (opportunity cost and time value) that any company 
has to bear, alongwith the risk of bad debts associated to it. It is, therefore necessary to 
have a proper control and management of receivables which helps in taking sound 
investment decisions in debtors. Thereby, for effective receivables management one 
needs to have control of the credits and make sure clear credit practices are a part of the 
company policy, which is adopted by all others associated with the organization. One 
has to be vigilant enough when accepting new accounts, especially larger ones. 
Thereby, the principle lies in establishing appropriate credit limits for every customer 
and stick to them. 

Effectively managing accounts receivables: 

o Process and maintain records efficiently by regularly coordinating and communicating 
with credit managers’ and treasury in-charges 

o Prepare performance measurement reports 

o Control accuracy and security of accounts receivable records. 

o Captive finance subsidiary can be used to centralize accounts receivable functions and 
provide financing for company’s sales 

D) Management of accounts payable: 

Creditors are a vital part of effective cash management and have to be managed 
carefully to enhance the cash position of the business. One has to keep in mind that 
purchasing initiates cash outflows and an undefined purchasing function can create 
liquidity problems for the company. The trade credit terms are to be defined by 
companies as they vary across industries and also among companies. 

2.7 Principles of Working Capital Management 

1. Principle of Optimization:The level of working capital must be so kept that the 
rate of return on investment is optimized. In other words, the working capital 
should be maintained at an optimum level. This is the point at which the increase 
in cost due to decline in working capital is equal to the increase in the gain 
associated with it. According to the principle of optimization, the magnitude of 
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working capital should be such that each rupee invested adds to its net value. In 
other words capital should be invested in each component of working capital as 
long as the equity position of firm increases.” 

2. Principle of Risk Variation: This principle is based on the assumption that the 
rate of return on investment is linked with degree of risk in the business. Risk 
here refers to the inability of firm to maintain sufficient current assets to pay its 
obligations. If working capital is varied relative to sales, the amount of risk that 
a firm assumes is also varied and the opportunity for gain or loss is increased. In 
other words, there is a definite relationship between the degree of risk and the 
rate of return. As a firm assumes more risk, the opportunity for gain or loss 
increases. As the level of working capital relative to sales decreases, the degree 
of risk increases. When the degree of risk increases, the opportunity for gain and 
loss also increases. Thus, if the level of working capital goes up, amount of risk 
goes down, and vice-versa, the opportunity for gain is like-wise adversely 
affected. 

3. Principle of Cost of Capital: Each source of working capital has different cost 
of capital. The degree of risk also differs from one source to another. The type of 
capital used to finance working capital directly affects the amount of risk that a 
firm assumes as well as the opportunity for gain or loss and cost of capital. A 
firm should raise capital in such a manner that a balance is maintained between 
risk and profit. 

4. Principle of Maturity of Payment: This principle states that the working 
capital should be so raised from different sources that the firm is able to repay 
them on maturity out of its inflows of funds.  Otherwise the firm would fail to 
repay on maturity and ultimately, it would find itself into liquidation though it is 
earning huge profits. This implies that the firm’s ability to repay its short-term 
debts depends not on its earnings but on the flow of cash into it. 

5. Principle of Equity Position: According to this principle, the amount of 
working capital invested in each component should be adequately justified by a 
firm’s equity position. Every rupee invested in the working capital should 
contribute to the net worth of the firm. 

2.8 Working Capital Management Strategies  

There are broadly 5 working capital management strategies/ approaches to choose the 
mix of long and short term funds for financing the net working capital of a firm viz. 
Conservative, Aggressive, Hedging (Or Maturity Matching) approach. These strategies 
are different because of their different trade-off between risk and profitability. Another 
remarkable difference is the extent or proportion of application of long and short term 
fund to finance the working capital.The terms ‘methods of working capital 
management’, ‘strategies and approaches to working capital management’ are 
interchangeably used in general parlance. But, ultimately the concept and achievement 
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of the objective of working capital management are important. We need to understand 
the following relationship in depth for understanding the concept in its true sense. 

Profitability Standpoint 

In general, short-term interest rates are cheaper to long-term interest rates because of the 
term premium. That means short term has lower interest cost and higher profitability 
whereas long term has higher interest cost and lower profitability. Especially, when the 
long term funds are utilized to finance the working capital, unnecessary interest is paid 
for the periods when the funds are not utilized. In essence, the short-term financing wins 
the race if profitability is the concern. Let’s now look at the risk concern. 

Risk Standpoint 

There are two risks involved in short-term financing viz. Refinancing Risk and Risk of 
Interest Rate Fluctuations with Refinancing. Refinancing is very uncertain and if the 
lender denies it for any reason, the options left to the borrower for making payment is 
either to sell off the assets and pay or file for liquidation if failed to realize the assets. 
The risk of adverse change in interest rate, while refinancing may increase the cost of 
financing and this risk, leads to low profitability. On the contrary, long-term financing 
neither have refinancing risk nor the risk of change of interest rate frequently. Here, the 
long-term financing wins the race. 

The following points highlight the top approaches of working capital management 
strategies.  

They are:-  

1. Conservative Approach  
2. Aggressive Approach 
 3. Matching Approach  
4. Zero Working Capital Approach  
5. Working Capital Policies 
 
1. Conservative Approach: A conservative strategy suggests not to take any risk in 
working capital management and to carry high levels of current assets in relation to 
sales. Surplus current assets enable the firm to absorb sudden variations in sales, 
production plans, and procurement time without disrupting production plans. It requires 
to maintain a high level of working capital and it should be financed by long-term funds 
like share capital or long-term debt. 

Availability of sufficient working capital will enable the smooth operational activities of 
the firm and there would be no stoppages of production for want of raw materials, 
consumables. Sufficient stocks of finished goods are maintained to meet the market 
fluctuations. The higher liquidity levels reduce the risk of insolvency. 

But lower risk translates into lower return. Large investments in current assets lead to 
higher interest and carrying costs and encouragement for inefficiency. But conservative 
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policy will enable the firm to absorb day to day business risks and assures continuous 
flow of operations. 

Under this strategy, long-term financing covers more than the total requirement for 
working capital. The excess cash is invested in short-term marketable securities and in 
need, these securities are sold-off in the market to meet the urgent requirements of 
working capital. 

Financing Strategy 

Long-term funds = Fixed assets + Total permanent current assets + Part of temporary 
current assets 

Short-term funds = Part of temporary current assets 

2. Aggressive Approach: Under this approach current assets are maintained just to meet 
the current liabilities without keeping any cushion for the variations in working capital 
needs. The core working capital is financed by long-term sources of capital, and 
seasonal variations are met through short-term borrowings. Adoption of this strategy 
will minimize the investment in net working capital and ultimately it lowers the cost of 
financing working capital. 

The main drawbacks of this strategy are that it necessitates frequent financing and also 
increases risk as the firm is vulnerable to sudden shocks. A conservative current asset 
financing strategy would go for more long-term finance which reduces the risk of 
uncertainty associated with frequent refinancing. 

The price of this strategy is higher financing costs since long-term rates will normally 
exceed short term rates. But when aggressive strategy is adopted, sometimes the firm 
runs into mismatches and defaults. It is the cardinal principle of corporate finance that 
long-term assets should be financed by long-term sources and short-term assets by a 
mix of long and short-term sources. 

Financing Strategy 

Long-term funds = Fixed assets + Part of permanent current assets 

Short-term funds = Part of permanent current assets + Total temporary current assets 

3. Matching Approach: Under matching approach to financing working capital 
requirements of a firm, each asset in the balance sheet assets side would be offset with a 
financing instrument of the same approximate maturity.The basic objective of this 
method of financing is that the permanent component of current assets, and fixed assets 
would be met with long-term funds and the short-term or seasonal variations in current 
assets would be financed with short-term debt. 

If the long-term funds are used for short-term needs of the firm, it can identify and take 
steps to correct the mismatch in financing. Efficient working capital management 
techniques are those that compress the operating cycle. The length of the operating 
cycle is equal to the sum of the lengths of the inventory period and the receivables 
period.Just-in-time inventory management technique reduces carrying costs by slashing 
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the time that goods are parked as inventories. To shorten the receivables period without 
necessarily reducing the credit period, corporate can offer trade discounts for prompt 
payment. This strategy is also called as hedging approach. 

Financing Strategy: 

Long-term funds = Fixed assets + Total permanent current assets 

Short-term funds = Total temporary current assets 

4. Zero Working Capital Approach: This is one of the latest trends in working capital 
management. The idea is to have zero working capital i.e., at all times the current assets 
shall equal the current liabilities. 

Excess investment in current assets is avoided and firm meets its current liabilities out 
of the matching current assets. As current ratio is 1 and the quick ratio below 1, there 
may be apprehensions about the liquidity, but if all current assets are performing and are 
accounted at their realizable values, these fears are misplaced.The firm saves 
opportunity cost on excess investments in current assets and as bank cash credit limits 
are linked to the inventory levels, interest costs are also saved. There would bea self-
imposed financial discipline on the firm to manage their activities within their current 
liabilities and current assets and there may not be a tendency to over borrow or divert 
funds. 

Zero working capital also ensure a smooth and uninterrupted working capital cycle, and 
it would pressure the Finance Managers to improve the quality of the current assets at 
all times, to keep them 100% realizable. There would also be a constant displacement in 
the current liabilities and the possibility of having over-dues may diminish.The 
tendency to postpone current liability payments has to be curbed and working capital 
always maintained at zero. Zero working capital would call for a fine balancing act in 
Financial Management, and the success in this endeavour would get reflected in 
healthier bottom lines. 

Total Current Assets = Total Current Liabilities 

or Total Current Assets – Total Current Liabilities = Zero 

5. Working Capital Policies: The degree of current assets that a company employs for 
achieving a desired level of sales is manifested in working capital policy. 

In practice, the business concerns follow three forms of working capital policies 
which are discussed in brief as follows:  

Restricted Policy:  

It involves the rigid estimation of working capital to the requirements of the concern 
and then forcing it to adhere to the estimate. Deviations from the estimate are not 
allowed and the estimate will not provide for any contingencies or for any unexpected 
events. 
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Relaxed Policy:  

It involves the allowing of sufficient cushion for fluctuations in funds requirement for 
financing various items of working capital. The estimate is made after taking into 
account the provision for contingencies and unexpected events. 

Moderate Policy:  

The working capital level estimated in between the two extremes i.e. restricted and 
relaxed policies. When the company adopts ‘restricted policy’, for a sales level of ‘S’ it 
maintains the current assets level of ‘C’. Under this policy the company maintains lower 
investments in current assets represent aggressive approach, intend to yield high return 
and accepting higher risk.The management is ready to counter any financial difficulties 
arising out of restricted policy. Under relaxed policy, the company maintains current 
assets upto the level of ‘C2‘ for the same level of sales (S) as in restricted policy. 

This policy represents conservative approach. It allows the company to have sufficient 
cushion for uncertainties, contingencies, seasonal fluctuations, changes in activity 
levels, changes in sales etc. The level of investment in current assets is high, which 
results in lesser return, but the risk level is also reduced. 

In moderate policy, the investment in currents lies in between ‘C’ and ‘C2‘. With this 
policy, the expected profitability and risk levels fall between relaxed policy and 
restricted policy. The higher the level of investment in current assets represents the 
liberal working capital policy, in which the risk level is less and also the marginal return 
is also lesser. 

In restricted policy the level of investment in current assets is lesser and high risk is 
perceived for increase of marginal return on investment. The determination of level of 
investment in currents is dependent on risk-return perception of the management. 

2.9 Estimation of Working Capital Requirement  

The following points highlight the top five methods for estimating working capital 
requirements, i.e.,  

1. Percentage of Sales Method  

2. Regression Analysis Method  

3. Cash Forecasting Method  

4. Operating Cycle Method  

5. Projected Balance Sheet Method.  

# 1. Percentage of Sales Method: 

This method of estimating working capital requirements is based on the assumption that 
the level of working capital for any firm is directly related to its sales value. If past 
experience indicates a stable relationship between the amount of sales and working 
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capital, then this basis may be used to determine the requirements of working capital for 
future period. 

Thus, if sales for the year 2007 amounted to Rs 30,00,000 and working capital required 
was Rs 6,00,000; the requirement of working capital for the year 2008 on an estimated 
sales of Rs 40,00,000 shall be Rs 8,00,000; i.e. 20% of Rs 40,00,000. 

The individual items of current assets and current liabilities can also be estimated on the 
basis of the past experience as a percentage of sales. This method is simple to 
understand and easy to operate but it cannot be applied in all cases because the direct 
relationship between sales and working capital may not be established.  

# 2. Regression Analysis Method (Average Relationship between Sales and Working 
Capital): 

This method of forecasting working capital requirements is based upon the statistical 
technique of estimating or predicting the unknown value of a dependent variable from 
the known value of an independent variable. It is the measure of the average 
relationship between two or more variables, i.e.; sales and working capital, in terms of 
the original units of the data. 

# 3. Cash Forecasting Method: 

This method of estimating working capital requirements involves forecasting of cash 
receipts and disbursements during a future period of time. Cash forecast will include all 
possible sources from which cash will be received and the channels in which payments 
are to be made so that a consolidated cash position is determined. 

This method is similar to the preparation of a cash budget. The excess of receipts over 
payments represents surplus of cash and the excess of payments over receipts causes 
deficit of cash or the amount of working capital required. 

# 4. Operating Cycle Method:  

This method of estimating working capital requirements is based upon the operating 
cycle concept of working capital. The cycle starts with the purchase of raw material and 
other resources and ends with the realization 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-process with progressive increment of labour and service costs, 
conversion of finished stock into sales, debtors and receivables, realization of cash and 
this cycle continues again from cash to purchase of raw material and so on. The 
speed/time duration required to complete one cycle determines the requirement of 
working capital – longer the period of cycle, larger is the requirement of working capital 
and vice-versa.The value of each individual item of current assets and current liabilities 
is determined on the basis of estimated sales or budgeted production or activity level as 
follows:  
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(a) Stock of Raw Material: 

The amount of working capital funds to be invested in holding stock of raw material can 
be estimated on the basis of budgeted units of production, estimated cost of raw material 
per unit and the average duration for which the raw material is held in stock.  

(b) Stock of Work-in-Process: 

In manufacturing/processing industries the production is carried on continuous basis. At 
the end of the period, some work remains incomplete even though all or some expenses 
have been incurred, this work is known as work-in-progress or partly completed or 
semi-finished goods. The work-in-process consists of direct material, direct labour and 
production overheads locked up in these semi-finished goods. 

(c) Stock of Finished Goods: 

The amount of funds to be invested in holding stock of finished goods can be estimated 
on the basis of annual budgeted units of production, estimated cost of production per 
unit and the average holding period of finished goods stock.  

(d) Cash and Bank Balance: 

Cash is one of the current assets of a business. It is needed at all times to keep the 
business going. A business firm has to always keep sufficient cash to meet its 
obligations. Thus, a minimum desired cash and bank balance to be maintained by a firm 
should be considered as an important component of current assets while estimating the 
working capital requirements. 

(e) Prepaid Expenses: 

Some of the expenses like wages, manufacturing overheads, office and administrative 
expenses and selling and distribution expenses etc. may have to be paid in advance. 
Such prepayment of expenses should also be estimated while computing working 
capital requirements of a firm. 

(f) Trade Creditors: 

The term trade creditor refers to the creditors for purchase of raw material, 
consumables, stores etc. The suppliers of goods, generally, extend some period of credit 
in the normal course of business. The trade credit arrangement of a firm with its 
suppliers is an important source of short-term finance. It reduces the amount of net 
working capital required by a firm. 

The amount of funds to be provided by creditors can be estimated as follows:  

Wages and salaries are usually paid on monthly, fortnightly or weekly basis for the 
services already rendered by employees. The longer the payment – period, the greater is 
the amount of current liability towards employees or the funds provided by them. In the 
same manner, other expenses may also have to be paid after the lag of a certain period. 
The amount of such accrued or outstanding expenses reduces the level of net working 
capital requirements of a firm. 
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# 5. Projected Balance Sheet Method: 

Under this method, projected balance sheet for future date is prepared by forecasting of 
assets and liabilities by following any of the methods stated above. The excess of 
estimated total current assets over estimated current liabilities, as shown in the projected 
balance sheet, is computed to indicate the estimated amount of working capital required. 

2.10 Approaches to Estimation of Working Capital Requirements  

While studying the valuation of each individual item of current assets or current 
liabilities under the operating cycle method, that there are two approaches which are 
followed in the estimation of working capital requirements:  

(a) Total Approach 

(b) Cash Cost Approach 

(a) Total Approach: 

Under this approach of estimation of working capital requirements, all costs including 
depreciation and profit margin are included. Thus, production overhead inclusive of 
depreciation is considered for calculation of the cost of work-in-progress. In the same 
manner, cost of goods produced includes depreciation. Further, the computation of 
funds invested in debtors is done on the basis of selling price including profit margin. 

(b) Cash Cost Approach: 

Under this approach, the amount of working capital is estimated on the basis of only 
cash costs incurred. Thus, depreciation being non-cash is excluded while calculating the 
cost of work-in-process, cost of goods produced and cost of goods sold. In the same 
manner, debtors are computed on the basis of cash cost of sales excluding profit margin. 

2.11 Sum Up 

Efficient management of working capital is a fundamental part of the overall corporate 
strategy. The WC policies of different companies have an impact on the profitability, 
liquidity and structural health of the organization. Although investing in good long-term 
capital projects receives more emphasis than the day-to-day work associated with 
managing working capital, companies that do not handle this financial aspect (working 
capital) well will not attract the capital necessary to fund those highly visible ventures; 
in other words, you must get through the short run to get to the long run. Working 
capital is one type reflection of company’s efficiency. Amongst every other thing an 
investor analyzes, working capital is surely one of them. Money owed by customers or 
money utilized in inventory is almost negligible because that can’t be used to pay for 
company’s obligations. If this is the case and problem of slow collection arises, then the 
company might face some problem in its operations. 
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2.12 Key Words 

Working Capital Management: (WCM) refers to all the strategies adopted by the 
company to manage the relationship between its short term assets and short term 
liabilities with the objective to ensure that it continues with its operations and meet its 
debt obligations when they fall due.  

Ratio analysis: Process of determining and analyzing numerical relationships in 
accordance to financial statements like balance sheets, income statements and cash 
inflow statements is known as ratio analysis..  

Inventory Management: Inventory management involves overseeing the purchase of 
new items and managing the existing ones. It aims to create such a purchase plan that 
will ensure effective delivery of materials.  

Cash Management: Cash management is process of collecting, managing and utilizing 
the cash inflow to optimize the short term financial stability.  

Restricted Policy: It involves the rigid estimation of working capital to the 
requirements of the concern and then forcing it to adhere to the estimate.. 

Relaxed Policy: It involves the allowing of sufficient cushion for fluctuations in funds 
requirement for financing various items of working capital.  

Moderate Policy: The working capital level estimated in between the two extremes i.e. 
restricted and relaxed policies.  

2.13 Self Assessment Questions 

1. What do you mean by working capital management? What are the objectives of it? 

Ans : 

  

 

 

 

2. Discuss the different techniques of working capital management. 

Ans : 
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3. State the importance of working capital management. 

Ans : 

  

 

 

 

4. Write the different components of corking capital management. 

Ans : 

  

 

 

 

 

 2.14 Model Questions 

1. Describe the multiple strategies of working capital management. 
2. What is estimation of working capital? How do you estimate? 
3. Elucidate the principle of working capital management. 
4. Write short note on approaches of estimation of working capital. 

2.15 Further Readings 

1. Financial Accounting, Ashis Bhattacharya, Prentice hall of India Pvt. Ltd, New Delhi. 
2. Financial Accounting, S. N. Maheshwari, Vikash Publishing House Pvt. Ltd., New 
Delhi. 
 
3. Theory and Practice of Financial Accounting, B. B Dam and H C Gautam, Capital 
Publishing Company, Guwahati  

4. Advance Accountancy, R. L. Gupta and M. Radhaswamy, Sultan Chand & Sons, 
New Delhi. 

5. Jain & Narang, Accounting Theory and Management Accounting, Kalayani 
Publishers. 
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Unit – III       
Working Capital Financing 

Learning Objectives: After studying this lesson, you will be able to know : 

How working capital is financed from different sources, what are the ways available 
from bank to meet the working capital needs, maximum permissible bank finance, 
approaches to bank financing, factoring and its advantages, disadvantages.  

Structure:  

3.1 Sources of Working Capital Finance 

3.2 Working Capital Financing From Bank 

3.3 Maximum Permissible Bank Finance 

3.4 Approaches to Bank Finance 

3.5 Non Conventional Sources Working Capital  

3.6 Factoring and its Features 

3.7 Advantages of Factoring 

3.8 Disadvantages of Factoring 

3.9 Different Types of Factoring 

3.10 Steps Involved in Factoring 

3.11 Sum Up 

3.12 Key Words 

3.13 Self Assessment Question 

3.14 Model Question  

3.15 Further Readings  

 

3.1 Source of Working Capital Finance 

The two segments of working capital viz., regular or fixed or permanent and variable 
are financed by the long-term and the short-term sources of funds respectively. The 
main sources of long-term funds are shares, debentures, term- loans, retained earnings 
etc. 

The sources of short-term funds used for financing variable part of working 
capital mainly include the following: 

1. Loans from commercial banks 

2. Public deposits 
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3. Trade credit 

4. Factoring 

5. Discounting bills of exchange 

6. Bank overdraft and cash credit 

7. Advances from customers 

8. Accrual accounts 

These are discussed in turn. 

1. Loans from Commercial Banks: 

Small-scale enterprises can raise loans from the commercial banks with or without 
security. This method of financing does not require any legal formality except that of 
creating a mortgage on the assets. Loan can be paid in lump sum or in parts. The short-
term loans can also be obtained from banks on the personal security of the directors of a 
country.Such loans are known as clean advances. Bank finance is made available to 
small- scale enterprises at concessional rate of interest. Hence, it is generally a cheaper 
source of financing working capital requirements of enterprise. However, this method of 
raising funds for working capital is a time-consuming process. 

2. Public Deposits: 

Often companies find it easy and convenient to raise short- term funds by inviting 
shareholders, employees and the general public to deposit their savings with the 
company. It is a simple method of raising funds from public for which the company has 
only to advertise and inform the public that it is authorised by the Companies Act 1956, 
to accept public deposits.Public deposits can be invited by offering a higher rate of 
interest than the interest allowed on bank deposits. However, the companies can raise 
funds through public deposits subject to a maximum of 25% of their paid up capital and 
free reserves. 

But, the small-scale enterprises are exempted from the restrictions of the 
maximum limit of public deposits if they satisfy the following conditions: 

The amount of deposit does not exceed Rs. 8 lakhs or the amount of paid up capital 
whichever is less. 

(i) The paid up capital does not exceed Rs. 12 lakhs. 

(ii) The number of depositors is not more than 50%. 

(iii) There is no invitation to the public for deposits. 

The main merit of this source of raising funds is that it is simple as well as cheaper. But, 
the biggest disadvantage associated with this source is that it is not available to the 
entrepreneurs during depression and financial stringency. 
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3. Trade Credit:  

Just as the companies sell goods on credit, they also buy raw materials, components and 
other goods on credit from their suppliers. Thus, outstanding amounts payable to the 
suppliers i.e., trade creditors for credit purchases are regarded as sources of finance. 
Generally, suppliers grant credit to their clients for a period of 3 to 6 months. 

Thus, they provide, in a way, short- term finance to the purchasing company. As a 
matter of fact, availability of this type of finance largely depends upon the volume of 
business. More the volume of business more will be the availability of this type of 
finance and vice versa. 

Yes, the volume of trade credit available also depends upon the reputation of the buyer 
company, its financial position, degree of competition in the market, etc. However, 
availing of trade credit involves loss of cash discount which could be earned if 
payments were made within 7 to 10 days from the date of purchase of goods. This loss 
of cash discount is regarded as implicit cost of trade credit. 

4. Factoring: 

Factoring is a financial service designed to help firms in managing their book debts and 
receivables in a better manner. The book debts and receivables are assigned to a bank 
called the 'factor' and cash is realised in advance from the bank. For rendering these 
services, the fee or commission charged is usually a percentage of the value of the book 
debts/receivables factored.This is a method of raising short-term capital and known as 
'factoring'. On the one hand, it helps the supplier companies to secure finance against 
their book debts and receivables, and on the other, it also helps in saving the effort of 
collecting the book debts.The disadvantage of factoring is that customers who are really 
in genuine difficulty do not get the opportunity of delaying payment which they might 
have otherwise got from the supplier company.In the present context where industrial 
sickness is spreading like an epidemic, the reason for which particularly in SSI sector 
being delayed payments from their suppliers; there is a clear-cut rationale for 
introduction of factoring system. There has been some progress also on this front.The 
recommendations of the Study Group (RBI 1996) to examine the feasibility of setting 
up of factoring organisations in the country, under the Chairmanship of Shri C. S. 
Kalyanasundaram have been accepted by the Government of India. The Group is of the 
view that factoring for SSI units could prove to be mutually beneficial to both Factors 
and SSI units and Factors should make every effort to orient their strategy to crystallize 
the potential demand from the sector. 

5. Discounting Bills of Exchange:  

When goods are sold on credit, bills of exchange are generally drawn for acceptance by 
the buyers of goods. The bills are generally drawn for a period of 3 to 6 months. In 
practice, the writer of the bill, instead of holding the bill till the date of maturity, prefers 
to discount them with commercial banks on payment of a charge known as discount. 
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The term 'discounting of bills' is used in case of time bills whereas the term, 'purchasing 
of bills' is used in respect of demand bills. The rate of discount to be charged by the 
bank is prescribed by the Reserve Bank of India (RBI) from time to time. It generally 
amounts to the interest for the period from the date of discounting to the date of 
maturity of bills. 

If a bill is dishonoured on maturity, the bank returns the dishonoured bill to the 
company who then becomes liable to pay the amount to the bank. The cost of raising 
finance by this method is the amount of discount charged by the bank. This method is 
widely used by companies for raising short-term finance. 

6. Bank Overdraft and Cash Credit: 

Overdraft is a facility extended by the banks to their current account holders for a short-
period generally a week. A current account holder is allowed to withdraw from its 
current deposit account upto a certain limit over the balance with the bank. The interest 
is charged only on the amount actually overdrawn. The overdraft facility is also granted 
against securities. 

Cash credit is an arrangement whereby the commercial banks allow borrowing money 
up to a specified-limit known as 'cash credit limit.' The cash credit facility is allowed 
against the security. The cash credit limit can be revised from time to time according to 
the value of securities. The money so drawn can be repaid as and when possible. 

The interest is charged on the actual amount drawn during the period rather on limit 
sanctioned. The rate of interest charged on both overdraft and cash credit is relatively 
higher than the rate of interest given on bank deposits. Arranging overdraft and cash 
credit with the commercial banks has become a common method adopted by companies 
for meeting their short- term financial, or say, working capital requirements. 

7. Advances from Customers: 

One way of raising funds for short-term requirement is to demand for advance from 
one's own customers. Examples of advances from the customers are advance paid at the 
time of booking a car, a telephone connection, a flat, etc. This has become an 
increasingly popular source of short-term finance among the small business enterprises 
mainly due to two reasons.First, the enterprises do not pay any interest on advances 
from their customers. Second, if any company pays interest on advances, that too at a 
nominal rate. Thus, advances from customers become one of the cheapest sources of 
raising funds for meeting working capital requirements of companies. 

8. Accrual Accounts: 

Generally, there is a certain amount of time gap between incomes is earned and is 
actually received or expenditure becomes due and is actually paid. Salaries, wages and 
taxes, for example, become due at the end of the month but are usually paid in the first 
week of the next month. Thus, the outstanding salaries and wages as expenses for a 
week help the enterprise in meeting their working capital requirements. This source of 
raising funds does not involve any cost. 
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3.2 Working Capital Financing From Bank 

Working capital financing is done by various modes such as trade credit, cash credit / 
bank overdraft, working capital loan, purchase of bills / discount of bills, bank 
guarantee, letter of credit, factoring, commercial paper, inter-corporate deposits etc.The 
arrangement of working capital financing forms a major part of the day to day activities 
of a finance manager. It is a very crucial activity and requires continuous attention 
because working capital is the money which keeps the day to day business operations 
smooth. Without appropriate and sufficient working capital financing, a firm may get 
into troubles. Insufficient working capital may result into nonpayment of certain dues 
on time. Inappropriate mode of financing would result in loss of interest which directly 
hits the profits of the firm. 

Types of Working Capital Financing / Loans 

Trade Credit 

This is simply the credit period which is extended by the creditor of the business. Trade 
credit is extended based on the creditworthiness of the firm which is reflected by its 
earning records, liquidity position and records of payment. Just like other sources of 
working capital financing, trade credit also comes with a cost after the free credit 
period. Normally, it is a costly source as a means of financing business working capital. 

Cash Credit / Bank Overdraft 

Cash credit or bank overdraft is the most useful and appropriate type of working capital 
financing extensively used by all small and big businesses. It is a facility offered by 
commercial banks whereby the borrower is sanctioned a particular amount which can be 
utilized for making his business payments. The borrower has to make sure that he does 
not cross the sanctioned limit. The best part is that the interest is charged to the extent 
the money is used and not on the sanctioned amount which motivates him to keep 
depositing the amount as soon as possible to save on interest cost. Without a doubt, this 
is a cost effective working capital financing. 

Working Capital Loans 

Working capital loans are as good as term loan for a short period. These loans may be 
repaid in installments or a lump sum at the end. The borrower should take such loans for 
financing permanent working capital needs. The cost of interest would not allow using 
such loans for temporary working capital. 

Purchase / Discount of Bills 

For a business, it is another good service provided by commercial banks for working 
capital financing. Every firm generates bills in the normal course of business while 
selling goods to debtors. Ultimately, that bill acts as a document to receive payment 
from the debtor. The seller who requires money will approach the bank with that bill 
and bank will apply discount on the total amount of the bill based on the prevailing 
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interest rates and pay the remaining amount to the seller. On the date of maturity of that 
bill, the bank will approach the debtor and collect the money from him. 

Bank Guarantee 

It is primarily known as non-fund based working capital financing. Bank guarantee is 
acquired by a buyer or seller to reduce the risk of loss to the opposite party due to non-
performance of agreed task which may be repaying of money or providing of some 
services etc. A buyer ‘B1’ is buying some products from seller ‘S1’. In this case, ‘B1’ 
may acquire bank guarantee from the bank and give it to ‘S1’ to save him from the risk 
of nonpayment. Similarly, if ‘S1’ may acquire bank guarantee and hand it over to ‘B1’ 
to save him from the risk of getting lower quality goods or late delivery of goods etc. In 
essence, a bank guarantee is revoked by the holder only in case of non-performance by 
the other party. Bank charges some commission for same and may also ask for security. 

Letter of Credit 

It is also known as non-fund based working capital financing. Letter of credit and bank 
guarantee has a very thin line of difference. Bank guarantee is revoked and the bank 
makes payment to the holder in case of non-performance of the opposite party whereas, 
in the case of a letter of credit, the bank will pay the opposite party as soon as the party 
performs as per agreed terms. So, a buyer would buy a letter of credit and send it to the 
seller. Once the seller sends the goods as per the agreement, the bank would pay the 
seller and collects that money from the buyer. 

Factoring 

Factoring is an arrangement whereby a business sells all or selected accounts payables 
to a third party at a price lower than the realizable value of those accounts. The third 
party here is known as the ‘factor’ who provides factoring services to business. The 
factor would not only provide financing by purchasing the accounts but also collects the 
amount from the debtors. Factoring is of two types – with recourse and without 
recourse. The credit risk of nonpayment by the debtor is borne by the business in case of 
with recourse and it is borne by the factor in the case of without recourse.Some other 
sources of working capital financing used are inter-corporate deposits, commercial 
paper, public deposits etc. 

3.3 Maximum Permissible Bank Finance 

The Tandon Committee has suggested three methods of working out the maximum 
amount that a unit may expect from the bank, which is termed as ‘maximum permissible 
bank finance (MPBF)’. 

MPBF under three alternatives are ascertained as follows:  

1. First Method: 

MPBF = 75% of (Current assets – Current liabilities other than bank borrowings) 

The borrowing firm should provide the remaining 25% from long-term sources. 
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The minimum current ratio under this method works out to 1: 1. 

2. Second Method: 

MPBF = (75% of Current assets) – (Current liabilities other than bank borrowings) 

The borrowing firm should raise finance to the extent of 25% of current assets from 
long-term sources. 

The minimum current ratio under this method works out to 1.33: 1. 

3. Third Method: 

MPBF = [75% of (Current assets – Core current assets)] – Current liabilities other than 
bank borrowings 

The borrower should contribute 100% core current assets and 25% of balance current 
assets from long-term sources. 

A minimum current ratio under this method works out to above 1.5: 1. 

The current ratio will strengthen and reliance on bank finance reduces under these three 
methods successively. 

3.4 Approaches to Bank Financing 

In order to provide greater freedom in assessing the working capital requirements of 
borrowers, effective from April 15, 1997, all instructions relating to MPBF were 
withdrawn. Banks were instructed to evolve their own method such as turnover method, 
the cash budget system, the MPBF system with necessary modifications or any other 
system of assessing working capital requirements.The loan policy in respect of each 
broad category of industry is, however, required to be laid down by each bank with the 
approval of the respective Board. 

The following approaches are generally followed by the banks in financing 
working capital needs of the business firms:  

i. Maximum Permissible Bank Finance (MPBF):  

Under MPBF approach, the banks will fix the working capital finance limits of a firm at 
either 75 per cent of the company’s current assets or the difference between 75% of 
current assets and non-bank current liabilities. The inherent concept of the approach is 
that scarce credit must be rationed.Under this method, the minimum acceptable current 
ratio was specified, thus fixing the minimum contribution of the corporate to funding 
working capital gap. At the same time, the maximum current assets levels were 
prescribed through a series of inventories and receivables norms. 

ii. Current Ratio Financing:  

The liquidity of the firm is said to be satisfactory if it is able to meet its obligations in 
the short-run. The measure of liquidity is the ratio of current assets to current 
liabilities.Hence current ratio is used by the bankers in estimating and financing the 
working capital needs of the firms. The acceptable current ratio is, therefore, the ratio of 



                                                                                                         Diploma in Accounting 
  

Odisha State Open University 48 

 

 

bank funds to own funds. This ratio is fixed through negotiation between the corporate 
and the banker. 

iii. Cash Flow Financing: 

The need for working capital arises essentially because of uneven and uncertain nature 
of cash flows. This is because cash outflows to meet production expenses do not occur 
at the same time as cash proceeds from sales are realized. They are uncertain because 
sales and costs are not known in advance.By projecting future cash receipts and 
disbursements, the cash budget enables the corporate to determine its cash needs, and 
plan their financing accordingly. Under this approach, bank finance is based on the 
submission of periodic say, quarterly, cash flow statements that would fit smoothly into 
a firms cash cycle.To determine the quantum of bank finance, banks must evaluate 
cash-flow risks, forcing them to be more involved in day to day operations of the 
borrower. Once the bank has appraised the cash budget, ad hoc requests for more funds 
will not be entertained. This will demand sound resource planning, receivable 
management, purchase planning and management of inventory 

Short Term Financing 

Banks can be an invaluable source of short term working capital finance. 

1. Overdraft Agreement: 

By entering into an overdraft agreement with the bank, the bank will allow the business 
to borrow up to a certain limit without the need for further discussion. The bank might 
ask for security in the form of collateral and they might charge daily interest at a 
variable rate on the outstanding debt. However, if the business is confident of making 
the repayments quickly, then an overdraft agreement is a valuable source of financing, 
and one that many companies resort to. 

2. Accounts Receivable Financing: 

Many banks and non-banking financial institutions provide invoice discounting 
facilities. The company takes the commercial bills to the bank which makes the 
payment minus a small fee. Then, on the due date the bank collects the money from the 
customer. This is another popular method of financing especially among small traders. 
Businesses that offer large terms of credit can carry on their operations without having 
to wait for the customers to settle their bills. 

3. Customer Advances: 

There are many companies that insist on the customer making an advance payment 
before selling them goods or providing a service. This is especially true while dealing 
with large orders that take a long time to fulfill. This method also ensures that the 
company has some funds to channelize into its operations for fulfilling those orders. 

4. Selling Goods on Installment: 

Many companies, especially those that sell television sets, fans, radios, refrigerators, 
vehicles and so on, allow customers to make their payments in installments. Since many 
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of these items have become modern day essentials, their customers might not come 
from well-to-do backgrounds or the cost of the product might be too prohibitive for 
immediate payment. In such a case, instead of waiting for a large payment at the end, 
they allow the customers to make regular monthly payments. This ensures that there is a 
constant flow of funds coming into the business that does not choke up the accounts 
receivable numbers. 

Long-Term Financing 

Relying purely on short-term funds to meet working capital needs is not always prudent, 
especially for industries where the manufacture of the product itself takes a long time: 
automobiles, aircraft, refrigerators, and computers. Such companies need their working 
capital to last for a long time, and hence they have to think about long term financing. 

1. Long-Term Loan from a Bank: 

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 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. Issue Equities and Debentures: 

In extreme cases when the business is really short of funds, or when the company is 
investing in a large-scale venture, they might decide to issue debentures or bonds to the 
general public or in some cases even equity stock. Of course, this will be done only by 
conglomerates and only in cases when there is a need for a huge quantum of funds. 

Companies cannot rely only on limited sources for their working capital needs. They 
need to tap multiple avenues. They also need to constantly evaluate what their needs 
are, through analysis of financial statements and financial ratios, and choose their 
working capital channels judiciously. This is an ongoing process, and different routes 
are appropriate at different points in time. The trick is to choose the right alternative as 
per the situation. 

3.5 Non Conventional Sources of Working Capital Finance 

The following points highlight the top ten sources of working capital finance. The 
sources are:  

1. Intercorporate Loans and Deposits 

 2. Commercial Paper (CP)  

3. Funds Generated from Operations  

4. Retained Profit  
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5. Depreciation Provision  

6. Amortisation Provisions  

7. Deferred Tax Payments  

8. Accrued Expenses  

9. Deposits and Advances  

10. Public Deposits. 

Source # 1. Intercorporate Loans and Deposits:  

In present corporate world, it is a common practice that the company with surplus cash 
will lend other companies for short period normally ranging from 60 days to 180 days. 
The rate of interest will be higher than the bank rate of interest and depending on the 
financial soundness of the borrower company. This source of finance reduce 
intermediation of banks in financing. 

Source # 2. Commercial Paper (CP):  

CP is a debt instrument for short-term borrowing, that enables highly-rated corporate 
borrowers to diversify their sources of short-term borrowings, and provides an 
additional financial instrument to investors with a freely negotiable interest rate. The 
maturity period ranges from three months to less than 1 year.Since it is a short-term 
debt, the issuing company is required to meet dealers’ fees, rating agency fees and any 
other relevant charges. Commercial paper is short-term unsecured promissory note 
issued by corporation with high credit ratings. 

Source # 3. Funds Generated from Operations:  

Funds generated from operations, during an accounting period, increase working capital 
by an equivalent amount. The two main components of funds generated from operations 
are retained profit and depreciation. Working capital will increase by the extent of funds 
generated from operations. 

Source # 4. Retained Profit:  

Profit is the accretion of fund which is available for finance internally, to the extent it is 
retained in the organization. Retained profits are an important source of working capital 
finance. 

Source # 5. Depreciation Provision:  

Since there is no cash outflow to the extent of depreciation provided in the accounting, 
it is used for financing the internal operations of a firm. The amount deducted towards 
depreciation on fixed assets is not immediately used in acquisition of fixed assets and 
such amount is retained in business for same time. This is used as a temporary source of 
working capital so long as the capital expenditure is postponed. 
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Source # 6. Amortisation Provisions:  

Any provisions made for meeting the future payments or expenses such as provision for 
dividend, provision for taxation, provision for gratuity etc. provide a source of finance 
so long as they are kept in the business. 

Source # 7. Deferred Tax Payments:  

Another source of short-term funds similar in character to trade credit is the credit 
supplied by the tax authorities. This is created by the interval that elapses between the 
earning of the profits by the company and the payment of the taxes due on 
them.Deferred payment of taxes is also used as a temporary source of working capital 
so long as the amount is deposited with the tax authorities. The taxes deducted at 
sources, collection of sales tax and excise duty, retirement benefits deducted from 
salaries of staff etc. also retained in business for some time and used as a source of 
working capital. 

Source # 8. Accrued Expenses:  

Another source of spontaneous short-term financing is the accrued expenses that arise 
from the normal conduct of business. An accrued expense is an expense that has been 
incurred, but has not yet been paid.For most firms, one of the largest accrued expenses 
is likely to be employees’ accrued wages. For large firms, the accrued wages held by the 
firm constitute an important source of financing. Usually, accrued expenses are not 
subject to much managerial manipulation. 

Source # 9. Deposits and Advances:  

The deposits collected from dealers and advances received from customers will also 
constitute a source of finance. 

Source # 10. Public Deposits:  

Deposits from the public is one of the important source of finance particularly for well 
established big companies with huge capital base. The period of public deposits is 
restricted to a maximum 5 years at a time and hence, this source can provide finance 
only for short-term to medium-term, which could be more useful for meeting working 
capital needs of the company. It is advisable to use the amounts of public deposits for 
acquiring assets of long-term nature unless its pay back is very short. 

3.6 Factoring  

Factoring is defined as “an outright purchase of credit approved accounts receivables, 
with the factor assuming bad debt losses.”The modern factoring involves a continuing 
arrangement under which a financing institution assumes the credit control/protection 
and collection functions for its client, purchases his receivables as they arise (with or 
without recourse to him for credit losses, i.e., customer’s financial inability to pay), 
maintains the sales ledger, attends to other book-keeping duties relates to such accounts 
receivables and performs other auxiliary functions. 
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Factoring is an asset based method of financing as well as specialized service being the 
purchase of book debts of a company by the factor, thus realizing the capital tied up in 
accounts receivables and providing financial accommodation to the company.The book 
debts are assigned to the factor who collects them when due for which he charges an 
amount as discount or rebate deducted from the bills. Thus, the factor is an intermediary 
between the supplier and customers who performs financing and debt collection 
services. 

In a situation where industry is finding it difficult to obtain funds, the need for better 
management of book debts by companies had arisen. In this backdrop, ‘factoring’ 
services assumed an important role in global business and could help Indian industry 
overcome debt collection deficiencies in a big way.The Managing Director of 
International Factors Ltd., of Singapore Mr. Eugem Tan Eu Jin, noted that “factoring 
business had a great potential in India and it was in the best interests of the country to 
develop this financial intermediary. Banks and other financial institutions can as well 
diversify in this area to increase their profitability.”Factoring can be both domestic and 
for exports. In domestic factoring, the client sells goods and services to the customer 
and delivers the invoices, order documents, etc. to the factor and inform the customer of 
the same. 

In return, the factor makes a cash advance and a statement to the client. The factor then 
sends a copy of all the statements of accounts, remittances, receipts, etc. to the 
customer, on receiving them, the customer sends the payment to the factor.In case of 
export factoring two ‘factors’ are involved. The factor in the customer’s country is 
called “Import Factor” while the one in the client’s country is called the “Export 
Factor”. All the transactions remain similar in the case of international factoring, the 
only difference being that the export factor has to send the shipping documents to the 
import factor and the import factor has to pass on the ultimate collection to the export 
factor. 

Salient Features of Factoring: 

(i) Credit Cover: The factor takes over the risk burden of the client and thereby the  
client’s credit is covered through advances. 

(ii) Case advances: The factor makes cash advances to the client within 24 hours of 
receiving the documents. 

(iii) Sales ledgering: As many documents are exchanged, all details pertaining to the 
transaction are automatically computerized and stored. 

(iv) Collection Service: The factor, buys the receivables from the client, they become 
the factor’s debts and the collection of cheques and other follow-up procedures are done 
by the factor in its own interest. 

(v) Provide Valuable advice: The factors also provide valuable advice on country-wise 
and customer-wise risks. This is because the factor is in a position to know the 
companies of its country better than the exporter clients. 
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3.7 The Advantages of Debt Factoring  

 It is help to improve the current ratio. Improvement in the current ratio is an indication 
of improved liquidity. Enables better working capital management. This will enable the 
unit to offer better credit terms to its customers and increase orders. It is increase in the 
turnover of stocks. The turnover of stock into cash is speeded up and this results in 
larger turnover on the same investment. It ensures prompt payment and reduction in 
debt. It helps to reduce the risk. Present risk in bills financing like finance against 
accommodation bills can be reduced to minimum. It is help to avoid collection 
department. The client need not undertake any responsibility of collecting the dues from 
the buyers of the goods. 

Quick infusion of cash - After the initial set-up, you can usually get cash in your bank 
account within 24 to 48 hours after submitting invoices for factoring. That is great if 
you need to buy urgently needed supplies, pay some bills, or repair critical pieces of 
equipment. It is also good if you want to expand your business and take on new clients. 

Improve cash flow - One of the main factors which prevent some businesses from 
growing and thriving is a continual problem with cash flow. They struggle each month 
to pay bills and make payroll. There is no room to take on new customers, expand 
product lines, or take the business to the next level. Factoring can make the cash flow 
easier and alleviate the struggles. 

Shorten the cash cycle - The time between the purchase of goods and the actual receipt 
of payment for the sale of them can be significant. With the help of factoring, that cash 
cycle can be significantly shortened. This makes it possible to buy more goods and sell 
them for additional profit. 

Protection against bad debts - If you choose non-recourse factoring, the factor takes 
on the risk of unpaid invoices. This offers you protection against any bad debts that your 
customers may inflict on your company. 

Cost-effective collections built-in - If you were to hire an agency that deals exclusively 
with debt collections, you can expect to pay 20 to 50 percent of the value of the debt as 
a fee to the collection agency. With factoring, the fees are not nearly as bad. The 
factoring fee does go higher for invoices that remain unpaid for a longer period of time, 
but, on average, it is minimal compared to the rates of a collection agency. 

Lower overhead costs - When you factor invoices, the factor takes over the 
management of your invoices. They handle customer payments and debt collections. 
You don't have to have an employee dedicated to this task, which lowers your overhead 
costs. 
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3.8 The Disadvantages of Debt Factoring  

Factoring is a high risk area, and it may result in over dependence on factoring, 
mismanagement, over trading of even dishonesty on behalf of the clients. It is 
uneconomical for small companies with fewer turnovers. The factoring is not suitable to 
the company’s manufacturing and selling highly specialized items because the factor 
may not have sufficient expertise to assess the credit risk. The developing countries 
such as India are not able to be well verse in factoring. The reason is lack of 
professionalism, non-acceptance of change and developed expertise. 

1. The interest rate is higher than bank financing - If you calculate the annual 
interest rate on invoice factoring and then compare it to what a bank would charge, the 
interest will be higher for factoring. For companies that do not have access to bank 
financing, or have tapped it out, debt factoring is a viable option. 

2.Factors can influence your business - Factoring companies only do business with 
companies that have solid business practices. If the factor finds your company engages 
in risky business practices, they may require a change to the way you do business. They 
can influence the types of customers you take on and the people you hire as managers. 

3.The risk of harming customer relations - When you enter into a factoring 
arrangement, the factor takes over your accounts receivable and collections. If the factor 
is not professional, or the customer becomes aggravated at their collection efforts, there 
is a chance that the relationship with the customer can turn negative. In addition, some 
customers do not like dealing with a third-party when it comes to invoice questions. 

4.Potential bad debt liability - If you enter into a recourse factoring arrangement, any 
invoices that go unpaid are sent back to you for write-off or collections. 

5.Not good for cash-heavy or consumer businesses - Factoring works best in 
companies that issue credit to business customers with due dates between 30 and 90 
days out. 

6.Not good if you have a lot of customers with poor credit ratings - Factors will only 
take on invoices involving companies that they deem creditworthy. If you have a high 
percentage of customers with bad debt, or are very slow paying, the factor may not 
accept your business for factoring. 

7.A slow-paying customer base translates to higher factoring fees - You are charged 
a factoring fee for each day that an invoice remains unpaid. The longer it goes unpaid, 
the higher the factoring fee goes. If your customers are usually slow to pay, factoring 
may not be an affordable financing option. 

3.9 Types of Factoring 

The types of factoring are discussed below: 

(i) Recourse Factoring 

(ii) Non-Recourse Factoring 
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(iii) Advance Factoring 

(iv) Confidential and Undisclosed Factoring 

(v) Maturity Factoring. 

(vi) Supplier Guarantee Factoring 

(vii) Bank Participation Factoring 

The detail about the Types of Factoring is as follows: 

(i) In Recourse factoring the credit risk remains with the client though the debt is 
assigned to the factor, i.e., the factor can have recourse to the client in the event of non-
payment by the customer. 

(ii) The Non-Recourse Factoring also called as ‘Old-line factoring’. It is an arrangement 
whereby he factor has no recourse to the client when the bill remains unpaid by the 
customer. Thus, the risk of bad debt is absorbed by the factor. 

(iii) Where the payment is made by the factor immediately is called Advance Factoring 
Under this type of factoring, the factor provides financial accommodation apart from 
non-financial services rendered by him. 

(IV) In confidential and undisclosed factoring the arrangement between the factor and 
the client are left un-notified to the customers and the client collects the bills from the 
customers without intimating them to the factoring arrangements. 

(v) In maturity factoring method, the factor may agree to pay an amount to the client for 
the bills purchased by him either immediately or on maturity. The later refers to a date 
agreed upon on which the factor pays the client. 

(vi) Supplier Guarantee Factoring is also known as ‘drop shipment factoring’. This 
happens when the client is a mediator between supplier and customer. When the client 
is a distributor, the factor guarantees the supplier against the invoices raised by the 
supplier upon the client and the goods may be delivered to the customer. The client 
thereafter raises bills on the customer and assigns them to the factor. The factor thus 
enables the client to make a gross profit with no financial involvement at all. 

(vii) In bank participation factoring the bank takes a floating charge on the client’s 
equity i.e., the amount payable by the factor to the client in .respect of his receivables. 
On this basis, the bank lends to the client and enables him to have double financing. 

3.10 Steps Involved in Factoring 

The steps involved in factoring are discussed below: 

Step I. The customer places an order with the seller (the client). 

Step II. The factor and the seller enter into a factoring agreement about the various 
terms of factoring. 

Step III. Sale contract is entered into with the buyer and the goods are delivered. The 
invoice with the notice to pay the factor is sent along with. 
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Step IV. The copy of invoice covering the above sale is sent to the factors, who 
maintain the sales ledger. 

Step V. The factor prepays 80% of the invoice value. 

Step VI. Monthly Statements are sent by the factor to the buyer. 

Step VII. If there are any unpaid invoices follow up action is initiated. 

Step VIII. The buyer settles the invoices on expiry of credit period allowed. 

Step IX. The balance 20% less the cost of factoring is paid by the factor to the client. 

3.11 Sum Up 

Working capital financing is done by various modes such as trade credit, cash credit / 
bank overdraft, working capital loan, purchase of bills / discount of bills, bank 
guarantee, letter of credit, factoring, commercial paper, inter-corporate deposits etc.The 
arrangement of working capital financing forms a major part of the day to day activities 
of a finance manager. It is a very crucial activity and requires continuous attention 
because working capital is the money which keeps the day to day business operations 
smooth. Without appropriate and sufficient working capital financing, a firm may get 
into troubles. Insufficient working capital may result into nonpayment of certain dues 
on time. Inappropriate mode of financing would result in loss of interest which directly 
hits the profits of the firm. 

3.12 Key Wards 

Recourse factoring: In Recourse factoring the credit risk remains with the client 
though the debt is assigned to the factor, i.e., the factor can have recourse to the client in 
the event of non-payment by the customer. 

Non-Recourse Factoring: it is also called as ‘Old-line factoring’. It is an arrangement 
whereby he factor has no recourse to the client when the bill remains unpaid by the 
customer. Thus, the risk of bad debt is absorbed by the factor. 

Advance factoring: Where the payment is made by the factor immediately is called 
Advance Factoring Under this type of factoring, the factor provides financial 
accommodation apart from non-financial services rendered by him. 

Confidential factoring: In confidential and undisclosed factoring the arrangement 
between the factor and the client are left un-notified to the customers and the client 
collects the bills from the customers without intimating them to the factoring 
arrangements. 

Maturity factoring:In maturity factoring method, the factor may agree to pay an 
amount to the client for the bills purchased by him either immediately or on maturity. 
The later refers to a date agreed upon on which the factor pays the client. 

Supplier Guarantee Factoring: it is also known as ‘drop shipment factoring’. This 
happens when the client is a mediator between supplier and customer. When the client 
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is a distributor, the factor guarantees the supplier against the invoices raised by the 
supplier upon the client and the goods may be delivered to the customer. The client 
thereafter raises bills on the customer and assigns them to the factor. The factor thus 
enables the client to make a gross profit with no financial involvement at all. 

3.13 Self Assessment Questions 

1. What is factoring? What are the features of it? 

Ans : 
 

  

 

 

 

2. State the advantages and disadvantages of factoring. 

Ans : 
 

  

 

 

 

3. Discuss the different types of factoring. 

Ans : 
 

  

 

 

 

4. Briefly narrate the different steps to available the factoring. 

Ans : 
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3.14 Model Questions 

1. Highlight the different sources of finance available from the bank for working capita.l 

2. Describe in details about the non conventional source of finance for working capital. 

3.What is maximum permissible bank finance ? how do you calculate it? 

4. Discuss the different sources of quick financing. 
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