WORKING CAPITAL MANAGEMENT AND FINANCE-I
MEANING OF WORKING CAPITAL


Capital required for a business can be classified under two main categories viz., (i) Fixed Capital, and (ii) Working Capital.


Every business needs funds for two purposes—for its establishment and to carry out its day-to-day operations.  Long-term funds are required to create production facilities through purchase of fixed assets such as plant and machinery, land, building, furniture, etc.  Investments in these assets represent that part of firm’s capital which is blocked on a permanent or fixed basis and is called fixed capital.  Funds are also needed for short-term purposes for the purchase of raw materials, payment of wages and other day-to-day expenses, etc.  These funds are known as working capital.  


Thus, working capital refers to that part of the firm’s capital which is required for financing short term or current assets such as cash, marketable securities, debtors and inventories.  Funds, thus, invested in current assets keep revolving fast and are being constantly converted into cash and these cash flows out again in exchange for other current assets.  Hence, it is also known as revolving or circulating capital or short term capital.

According to Gersternberg, “Circulating capital means current assets of a company that are changed in the ordinary course of business from one form to another, as for example, from cash to inventories, inventories to receivables, receivables into cash”.

CONCEPTS OF WORKING CAPITAL 

There are two concepts of working capital:

(i) Gross Working Capital.

(ii) Net Working Capital.
             In the broad sense, the term working capital refers to the gross working capital and represents the amount of funds invested in current assets.  Current assets are those assets which in the ordinary course of business can be converted into cash within a short period of normally one accounting year.  Examples of current assets are: Cash in hand and bank, Bills Receivables, Sundry Debtors less provision for bad debts, Short term loans and advances, Inventories of stock, as: Raw materials, Work in process, Stores and spares, and Finished goods, Temporary Investments of surplus funds, Prepaid Expenses, and Accrued Incomes. 


In a narrow sense, the term working capital refers to the net working capital.  Net working capital is the excess of current assets over current liabilities, or say:

Net Working Capital = Current Assets – Current Liabilities.

Current liabilities are those liabilities which are intended to be paid in the ordinary course of business within a short period of normally one accounting year out of the current assets or the income of the business. Examples of current liabilities are: Bill Payable, Sundry Creditors, Accrued or Outstanding Expenses, Short-term loans, advances and deposits, Dividends Payable, Bank Overdraft, Provision for taxation, if it does not amount to appropriation of profits.
However, it may be made clear that as per the general practice, net working capital is referred to simply as working capital.
CLASSIFICATION OR KINDS OF WORKING CAPITAL


Working capital may be classified in two ways:

(a) On the basis of concept.

(b) On the basis of time.

            On the basis of concept, working capital is classified as gross working capital and net working capital as discussed earlier. On the basis of time, working capital may be classified as:

1. Permanent or fixed working capital.

2. Temporary or variable working capital.

1.  Permanent Working Capital:  It is the minimum amount which is required to ensure effective utilization of fixed facilities and for maintaining the circulation of current assets.  For example, every firm has to maintain a minimum level of raw materials, work-in-process, finished goods and cash balance.  This minimum level of current assets is called permanent or fixed working capital.  
The permanent working capital can further be classified as regular working capital and reserve working capital.  Regular working capital is required to ensure circulation of current assets from cash to inventories, from inventories to receivables and from receivables to cash and so on.  Reserve working capital is the excess amount over the requirements for regular working capital which may be provided for contingencies that may arise at unstated periods such as strikes, rise in prices, depression, etc.

2.  Temporary or Variable Working Capital: It is that amount of working capital which is required to meet the seasonal demands and some special exigencies.  Variable working capital can be further classified as seasonal working capital and special working capital.   The capital required to meet the seasonal needs of the enterprise is called seasonal working capital.  Special working capital is that part of working capital which is required to meet special exigencies such as launching of extensive marketing campaigns for conducting research, etc. 

IMPORTANCE OR ADVANTAGES OF ADEQUATE WORKING CAPITAL

Working capital is the life blood and nerve centre of a business.  Just as circulation of blood is essential in the human body for maintaining life, working capital is very essential to maintain the smooth running of a business.  The main advantages of maintaining adequate amount of working capital are as follows:

1.  Solvency of the business.

2.  Goodwill.

3.  Easy loans.

4.  Cash discounts.

5.  Regular supply of raw materials.

6.  Regular payment of salaries, wages and other day to day commitments.

7.  Exploitation of favourable market conditions.

8.  Ability to face crisis. 

9.  Quick and regular return on investments.

10. High morale.
EXCESS OR INADEQUATE WORKING CAPITAL

Every business should have either redundant or excess working capital nor inadequate or shortage of working capital.  However, out of the two, it is the inadequate working capital is more dangerous from the point of view of the firm.

Disadvantages of Redundant or Excessive Working Capital
1. Idle funds earn no profits for the business.

2. It results in unnecessary purchasing and accumulation of inventories 
 causing more chances of theft, waste and losses.
3. It implies excessive debtors and defective credit policy which may        

cause higher incidence of bad debts.

4. It may result in over all inefficiency.

5. The relation with the financial institutions gets affected adversely.

6. The value of shares may fall due to low rate of return.

7. It gives rise to speculative transactions.

Disadvantages or Dangers of Inadequate Working Capital
1. It cannot pay its short term liabilities and lose its reputation.

2. It cannot buy its requirements in bulk and cannot avail discounts.

3. It cannot exploit the favourable opportunities in the market.

4. The non payment of day to day expenses results in inefficiency.

5. It becomes impossible to utilize efficiently the fixed assets.

6. The rate of return on investments falls.
THE NEED OR OBJECTS OF WORKING CAPITAL
1. For the purchase of raw materials, components and spares.

2. To pay wages and salaries.

3. To incur day to day expenses and overhead costs such as fuel, power, etc.

4. To meet the selling costs as packing, advertising, etc.

5. To provide credit facilities to the customers. 

6. To maintain the inventories of raw material, work-in-progress, stores and spares and finished stock.

FACTORS DETERMINING WORKING CAPITAL REQUIREMENTS
1. Nature or Character of business.

2. Size of business or scale of operations.

3. Production Policy

4. Manufacturing process or length of production cycle.

5. Seasonal variations.

6. Working capital cycle.

7. Rate of stock turnover.

8. Credit Policy.

9. Business Cycles.

10. Rate of growth of business. 

11. Earning capacity and dividend policy.

12. Price level changes.

13. Other factors.

MANAGEMENT OF WORKING CAPITAL


The basic goal of working capital management is to manage the current assets and current liabilities of a firm in such a way that a satisfactory level of working capital is maintained.  Working capital management policies of a firm have a great effect on its profitability, liquidity and structural health of the organisation.  In this context, working capital management is three dimensional in nature:

(i) Dimension I is concerned with formulation of policies with regard to profitability, risk and liquidity.

(ii) Dimension II is concerned with the decisions about the composition and level of current assets.

(iii) Dimension III is concerned with the decisions about the composition and level of current liabilities.
Therefore, the management of the firm has to follow the general principles of a sound working capital management policy:

1. Principle of Risk Variation.

2. Principle of Cost of Capital.

3. Principles of Equity Position.

4. Principles of Maturity of Payment. 
ESTIMATION OF DIFFERENT COMPONENTS OF WORKING CAPITAL


Since the working capital is excess of current assets over current liabilities, the procedure for estimating each of the constituents of working capital are as follows:

(1)  Inventories:

The term inventories include stock of raw material, work-in-progress and finished goods.  The estimation of each of them will be made as follows:

(a)  Stock of raw materials:  The average amount of raw materials to be kept in stock will depend upon the quantity of raw materials required for production during a particular period and average time taken in obtaining a fresh delivery. 

e.g., total quantity of raw materials required in a year-1200kgs. And one month is taken in obtaining a fresh delivery, it means minimum stock of 100 kgs., must kept.  Therefore, the quantity of stock multiplied by the price will give the amount of working capital required for holding stock of raw materials.


(b)  Work-in-progress:  The cost of WIP includes raw materials, wages and 


      Overheads.  In determining the amount of WIP, the time period for which 
      the goods will be in the course of production process is most important.

     e.g., Production


12000 units p.a.



Elements of Cost:



Direct Materials
50%



Direct Labour

40%



Overheads

10%



Each unit costs Rs.8 and will be in process for one month on an 
  
     average.


The amount of working capital locked up in the WIP will be:


Production for one month = 12000/12=1000 units.

Cost of Direct materials: Rs.8x50/100 = Rs.4 x 1000 =   Rs.4,000


Cost of Direct labour    : Rs.8x40/100 = Rs.3.20x1000 = Rs.3,200


Cost of overheads
  : Rs.8x10/100 = Rs.0.80x1000 = Rs.   800









    ---------------









       Rs.8,000









   ----------------

(b)  Finished Goods:  The period for which the finished goods have to remain in the warehouse before sales is an important for determining the amount locked up in finished goods.

e.g.,  Units manufactured during the year : 12000


Cost per units



Rs.8


Elements of Cost:


Direct materials:  50%


Direct labour
     40%


Overheads
     10%


Finished goods are to stay in the warehouse for two months on an average.

Working capital requirements:

Production for one month:  1,000 units

Cost of Direct materials:  2000 units x Rs.4.00 = Rs.8,000

Cost of Direct labour    :   2000 units x Rs.3.20 = Rs.6,400

Cost of Overheads        :   2000 units x Rs.0.80 = Rs.1,600








--------







       Rs.16,000

(2)  Sundry Debtors:

The amount of funds locked up in sundry debtors will computed on the basis of credit sales and time lag in collecting payment.

e.g., credit sales for the year Rs.1,20,000

        average credit period enjoyed: 2 months.

        Monthly credit sales = Rs.10,000

Therefore, the amount of S.Debtors:  Rs.10,000 x 2 months = Rs. 20,000

(3)  Cash and Bank Balances:

The amount of money to be kept as cash in hand or cash at bank can be estimated on the basis of past experience.  Every businessman knows the amount that he will require for meeting his day to day payments.

(4)  Sundry Creditors:

The lag in the payment to suppliers of raw materials, goods, etc., and the likely credit purchases to be made during the period will help in estimating the amount creditors.

e.g., credit purchases p.a. Rs.24,000

        credit period enjoyed – 1 month

        This means on an average Rs. 2,000 will remain outstanding on account of creditors.

(5)  Outstanding expenses:

The time lag in payment of wages and other expenses will help in estimating the amount of outstanding expenses. 
e.g., if monthly payments for wages and expenses are estimated at Rs.15,000 and a time lag of 15 days in payment is estimated, the amount of outstanding expenses on an average will amount to Rs. 7,500.

FINANCING OF WORKING CAPITAL


The working capital requirement of a concern can be classified as ;

a) Permanent or Fixed working capital requirements.

b) Temporary or Variable working capital requirements.

There is always a minimum level of current assets which are continuously required by the enterprise to carryout its day to day business operations and this is called permanent working capital.  Similarly, some amount of working capital is needed to meet the seasonal demands which in turn give rise to temporary working capital.

SOURCES OF WORKING CAPITAL



PERMANENT OR FIXED


TEMPORARY OR VARIABLE









1. Shares




      
2. Debentures

3. Debentures

4. Public Deposits

5. Ploughing back of profits

6. Loans from financial institutions.

1. A.Commercial Banks 

2. B. Indigeneous Bankers

3. C. Trade creditors

4. D. Instalment credit

5. E. Advances 

6. F. Accouts Receivable or Credit or Factoring

7. G.Accrued Expenses

8. H. Commercial paper


























