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1.40 Further Readings

• Notes

1.1 Learning Objectives
After studying the chapter, students will be able to:

’ • Know the concept of working capital;

• Discuss the importance of working capital;

• Identify the factors affecting working capital requirements;

• Explain the levels of working capital investment;

• Describe the overall working capital policy;

• Know the meaning and significance of operating cycle;

• Discuss the meaning and significance of cash cycle;

• Explain the estimation of working capital requirements;

• To know the hedging (maturity matching) strategy of working capital investment;

• To describe the concepts of profitability;

• To discuss the measures of liquidity;

• To deliberate the measures of profitability;

• To explain the tradeoff between profitability and liquidity.

1.2 Introduction
Working capital can be understood as a measure of both a company's efficiency and its short
term financial health. For a layman, it simply means the difference between the current assets 

and current liabilities. It is the firm's holdings of current, or short-term, assets (such as cash)

Working capital is generally divided in two types, viz. gross working capital and net working; 
capital. Gross Working Capital (GWQ is nothing but the total current or circulating assets. 1 "Jet 
working capital, NWC (current assets minus current liabilities), provides an accurate assessm ent 
of the liquidity position of firm with the liquidity-profitability dilemma solidly authenticatec. in 
the financial scheme of obligations which mature within a twelve-month period.

2 Self Learning Material



As we have seen, the two main components of the working capital are assets and liabilities. . Introduction to Working
Capital ManagementFirst, short-term, or current liabilities constitute the portion of funds which have been planned 

for and raised. Since management must be concerned with proper financial structure, these and 
other funds must be raised judiciously. Short-term or current assets constitute a part of the asset- 
investment decision and require diligent review by the firm's executives.

Further, since there exists a close correlation between sales fluctuations and invested amounts 
in current assets, a careful maintenance of the proper asset and funds should be ensured.

Notes

Cash is the lifeline of a company. If this lifeline deteriorates, so does the company's ability 
to fund operations, reinvest and meet capital requirements and payments. Understanding a 
company's cash flow health is essential to making investment decisions.

Working capital is of major importance to internal and external analysis because of its close 
relationship with the current day-to-day operations of a business. Every business needs funds 
for two purposes.

1. Long-term funds are required to create production facilities through purchase of fixed assets 
such as plants, machineries, lands, buildings, etc.

2. Short-term funds are required for the purchase of raw materials, payment of wages, and 
other day-to-day expenses. It is otherwise known as revolving or circulating capital.

A business firm must maintain an adequate level of working capital in order to run its 
business smoothly. It is worthy to note that both excessive and inadequate working capital 
positions are harmful. Working capital is just like the heart of business. If it becomes weak, the 
business can hardly prosper and survive. No business can run successfully without an adequate 
amount of working capital. ~

Working capital is a term of liquidation as per the accountants. For them it is more important 
to ascertain if the company would be in a position to pay off its liabilities using its cash flows 
than to what level of current and non-current resources it holds. The disparity between current 
assets and current liabilities is therefore considered to be more important than the volume of 
the investment either in current assets or current liabilities. The success of the management of 
working capital ultimately depends on the optimal level of liquidity held by the organization. 
Higher level of liquidity has a bearing on the profitability of the firm whereas lower liquidity 
level can affect the operations of the firm. There-are many factors that contribute to the changes 
in the level of liquidity but the changes in the composition of the working capital elements is 
probably the most significant among them all which leads to fluctuations in the cash flows. The 
fluctuations in the cash flows create uncertainty in the minds of the managers and prompt them 
to maintain higher levels of liquidity to tie over the difficult times.If cash flows were certain, less 
working capital would be required, usually, the problem stems from the difficulty in forecasting 
inflows, vis-4-vis outflows.

In the previous chapter we have learnt that the determination of appropriate level of working 
capital is the first and foremost step in the management of working capital. Beside this investment 
in current assets, the type of current assets to be held is equally important decision variable. In this 
chapter will shall see that the composition which may be a combination of spontaneous, short
term and'long-term credit and source of the working capital does have important consideration 
for a finance manager because of several reasons like cost consideration'of sources of funds, 
business fluctuations, timeliness in availability of funds and inter- relatedness of many variables 
like inventory, sales, quality of account receivables etc.

Self Learning Material 3



Every company has its own perspective towards financing of the working capital w; lie la 
is built upon their inherent strengths and appetites to assimilate their profitability versus rislc 
tradeoffs for smooth working. They develop their own policies, operational standards and 

• strategies to tie over various stable and variable issues pertaining to the financing of worlcing 
capital. Apart from investment in current assets, the investment in receivables and marketable 
securities also pose a huge challenge for the finance managers and that should not be dealt in 
isolation to the former decisions.

Management of Working Capital

Notes

In the previous chapter, we have already leamt about the crucial issues affecting the worfecing 
capital decisions. We already know that the Working capital management is all about managing 

a firm's current assets and current liabilities to a level that is most beneficial for the firm's daily 
operations. Working capital management is indeed a primary function that ensures firm's optin i 
liquidity in day-to-day operations to meet its obligations such as funding of stock, credit sales,, 
and credit purchases, while conducting the business operations smoothly. The goal of tine 
working capital is to maintain an optimum amount of working capital since Working capital

ntrart

management involves a trade-off between two conflicting objectives liquidity and profitabijity.

Holding too much working capital means firm is either operating on lower volumje of 
business activities than desired or increased financing costs of the firm. Either way, higher worthing 
capital means low profitability. Alternatively, low levels of working capital increases the rislc of 
defaults and disruptions due to unhealthy liquidity. Therefore, businesses must a<rolcl 
either extreme. Having too much working capital will lower its profitability, and having too 
low working capital will increase the risk o( ill-liquidity. Now that determines the level of 
optimum liquidity and profitability is and difficult task for a manager. This chapter would deal 
with the factors and determination methodologies and statutory provisions that would help 
the firm to decide their optimal level of working capital given the differences in their 
risk, external environment and operational attributes.

1.3 Concept of Working Capital
Capital typically means the firm's holdings of current, or short-term, assets such as cash, receiva! 
inventory, and marketable securities. Working capital refers to that part of firm's capital which, is 
required for financing short-term or current assets such as cash, marketable securities, deb roxs, 
and inventories. In other words working capital is the amount of funds necessary to covei the 
cost of operating the enterprise.

Working capital means the funds (i.e.; capital) available and used for day-to-day operations (i.e.; 
working) of an enterprise. It consists broadly of that portion of assets of a business which are used 
in or related to its current operations. It refers to funds which are used during an accounting period 
to generate a current income of a type which is consistent with major purpose of a firm existerice.

Working Capital is the money used to make goods and attract sales. The less Worlcing 
Capital used to attract sales, the higher is likely to be the return on investment. Working Capitral 
management is about the commercial and financial aspects of Inventory, credit, purchas ing, 
marketing, and royalty and investment policy. The higher the profit margin, the lower is like y to 
be the level of Working Capital tied up in creating and selling titles. The faster that we create and 
sell the books the higher is likely to be the return on investment. Thus, when we have been us ing.

It goes without saying that the pattern of management will be very largely influenced by tHe 
approach taken in defining it. Therefore, the two concepts are discussed separately in a nuts nell.
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Balance Sheet Concept

There are two interpretations of working capital under the balance sheet concept. It is represented 
by the excess of current assets over current liabilities and is the amount normally available to 
finance current operations. But, sometimes working capital is also used as a synonym for gross 
or total current assets. In that case, the excess of current assets over current liabilities is called the 
net working capital or net current assets. Economists like Mead, Malott, Baket and Field support. 
the latter view of working capital. They feel that current assets should be considered as working 
capital as the whole of it helps to earn profits; and the management is more concerned with the 
total current assets as they constitute the total funds available for operational purposes. On the 
other hand, economists like Lincoln and Salvers uphold the former view. They argue that

1. In the long run what matters is the surplus of current asserts over current liabilities;

2. It is this concept which helps creditors and investors to judge the financial, soundness of 
the enterprise;

3. What can always be relied upon to meet the contingencies, is the excess of current assets 
over the current liabilities since this amount is not to be returned; and

4. This definition helps to find out the correct financial position of companies having the same 
amount of current assets.

Institute of Chartered Accountants of India, while suggesting a Vertical form of balance 
sheet, also endorsed the former view of working capital when it described net current assets as 
the difference between current assets and current liabilities.

The conventional definition of working capital .in terms of the difference between the 
current assets and the current liabilities is somewhat confusing. Working capital is really what a 
part of long-term finance is locked in and used for supporting current activities. Consequently, 
the larger the amount of working capital so derived, greater the proportion of long-term capital 
sources siphoned off to short-term activities. It is about tight working capital situation, the logic 
of the above definition would perhaps indicate diversion to bring in' cash, under the conventional 
method, working capital would evidently remain unchanged. Liquidation of debtors and inventory 
into cash would also keep the level of working capital unchanged. A relatively large amount of 
yrorking capital according to this definition may produce a false sense of security at a time when 
cash resources may be negligible, or when these may be provided increasingly by long-term fund 
sources in the absence of adequate profits. Again, under the conventional method, cash enters 
into the computation of working capital. But it may have been more appropriate to exclude cash 
from such calculations because one compares cash requirements with current assets less current 
liabilities. The implication of this in conventional working capital computations is that during 
the financial period current assets get converted into cash which, after paying off the current 
liabilities, can be used to meet cither operational expenses. The paradox, however, is that such 
current assets as are relied upon to yield cash must themselves to be supported by long-term' 
funds until are converted into cash.

At least, three points seem to emerge from the above. First, the balance sheet definition 
of working capital is perhaps not so meaningful, except as an indication of the firm's current 
solvency in repaying its creditors. Secondly, when firms speak of shortage of working capital, 
they in fact possible imply scarcity of cash resources. Thirdly, in fund flow analysis an increase 
in working capital, as conventionally defined, represents employment or application of funds.

Introduction to Working 
Capital Management

Notes
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Management of WorkingCapital Operating Cycle Concept •

A company's operating cycle typically consists of three primary activities; purchasing resources, 
producing the product, and distributing (selling) the product. These activities create funds floivs 
that are both unsynchronized because cash disbursements usually take place before cash receipts. 

Example: Payments for resource purchases takes place before the collection of receivables. 
They are uncertain because future sales and costs, which generate the respective receipts 

-and disbursements, cannot be forecasted with complete accuracy. If the firm is to maintain a cals Tv 
.balance to pay the bills as they come due. In addition, the company must invest in inventories to 
fill customer orders promptly. And, finally, the company invests in accounts receivable to exte "id 
credit to its customers. .

Notes

Purchase resources ’ Pay for resource purchase Receive cash

Receivables 
^ conversion period

Inventory 
conversion period ♦

i ,

Cash conversion 
cycle

Payables deferral 
period * ♦ >

i .

Operating cycle

Figure 1.1. Operating Cycle of Typical Company

:TieFigure 1.1 shows the operating cycle of a typical firm. The operating cycle is equal to 
length of the inventory and receivables conversion periods:

Operating cyde‘= Inventory conversion period + Receivables conversion period.
The inventory conversion period is the length of time required to produce and sell :Tie 

product. It is defined as follows: '
• Average inventory . 

Inventory conversion period = Cost o{ .

The payables deferral period is the length of time the firm is able to defer payment 
its various resource purchases (for example, materials, wages, and taxes). Equation is usee 
calculate the payables deferral period:

on
to

Accounts payable + Salaries, benefits, and Payroll taxes payable 
(Cost of sales + Selling, general and Administrative expehse)/3<35

Payables deferral period

Finally, the cash conversion cycle represents the net time interval between the collect ion 
of cash receipts from product sales ,and the cash payments for the company's various resoi rce 
purchases. It is calculated as follows:

Cash conversion cycle = Operating cycle - Payable deferral period 
The most liquid asset is cash in hand and .cash at bank. The time required to .complete 

following cycle of events in case of a manufacturing firm is called the cash conversion cycle or- 
the operating cycle:

1. Conversion of cash into raw materials - •

' 2. Conversion of raw materials into work in process '

5 Self Learning Material
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Capital Management

3. Conversion of work in process into finished goods

4. Conversion of finished goods into debtors and bills receivables through sales
%

■ 5. Conversion of debtors and bills receivables into cash

The cash conversion cycle shows the time interval over which additional no spontaneous 
sources of working capital financing must be obtained to carry out the firm's activities. An increase 
in the length of the operating cycle, without a corresponding increase in the payables deferral 
period, lengthens the cash conversion cycle and creates further working capital financing needs 
for the company.

Operating cycle in case of a trading firm consists of the following events:

1. Cash into inventories

2. Inventories into accounts receivable • •

3. Accounts receivable into cash

Notes

1.4 Importance of 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 marinating life, working capital is very essential to maintain the smooth 
running of a business. No business can run successfully without an adequate amount of working 
capital. The main advantages of maintaining adequate amount of working capital are as follows:

1. Solvency of the business: Adequate working capital helps in'maintaining solvency of die 
business by providing uninterrupted flow of production.

2. Goodwill: Sufficient working capital enables a business concern to make prompt payments 
and hence helps in creating and maintaining goodwill.

3. Easy Loans: A concern having adequate working capital, high solvency and good credit 
1 standing can arrange loans from banks and other on easy and favourable terms.

4. Cash discounts: Adequate working capital also enables a concern to avail cash discounts 
on the purchases and hence it reduces costs.

5. Regular supply of raw materials: Sufficient working capital ensures regular supply of raw 
materials and continuous production.

6. Regular payment of salaries, wages and other dayrto-day commitments: A company 
which has ample working capital can make regular payment of salaries, wages and other 
day-to-day commitments which raises the morale of its employees, increases their efficiency, 
reduces wastages and costs and enhances production and profits.

7. Exploitation of favourable market condition: Only concern with adequate working capital 
can exploit favourable market conditions such as purchasing its requirements in bulk when 
the prices are lower and by holding its inventories for higher prices.

8. Ability to face crisis: Adequate working capital enables a concern to face business crisis 
in emergencies such as depression because during such periods, generally, there is much t 
pressure on working capital.

9. Quick and regular return on investments: Every investor wants a quick and regular 
return on his investments. Sufficiency of working capital enables a concern to pay quick 
and regular dividends to its investors as there may not be much pressure to plough back

’ profits. This gains the confidence of its investors and creates a favourable market to raise 
additional funds ion the future.
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Management of Working Capital 10. High morale: Adequacy of working capital creates an environment of security, confidence,
and high morale and creates overall efficiency in a business.

CASELET: Serbian Entrepreneur Revives Family Business
Pedrag Todorovic's company produces wheels for all sorts of containers, including medical 
containers and garbage containers, in Northern Serbia. Todorovic has worked in the family 
business since it was founded by his father twenty years ago.

Originally, the company depended heavily upon exporting goods. But sales evaporated 
after the war broke out and sanctions were imposed. Businesses, dependant upon domestic sales, 
struggled through the early V&Qf s and became crippled in 1997 by Milosevic's tax police, who took 
money unfairly from businesses. Todorovic had no choice - he was forced to shrink his Company.

While struggling to maintain his business, Todorovic learned through a friend about 
a USAID-funded small business loan program in Serbia and Montenegro implemented by 
Opportunity International (Ol). Todorovic had never borrowed money before. Through the 
program, Todorovic was able to obtain 5000€ in working capital to expand production and 
re-establish export links. This way he gained the adequacy in capital management and was 
able to face crisis.

Notes

Source: www.usaid.gbv

1.5 Factors Affecting Working Capital Requirements
The working capital requirement of a concern depends upon a large numbers of factors such as 
nature and size of business, the character of their operations, the length of production cycles, the 
rate of stock turnover and the state of economic situation. It is not possible to rank them because 
all such factors of different importance and the influence of individual factors changes for a firm 
overtime. However the following are important factors generally influencing the working capital 
requirement:

1. Nature or Character of Business: The working capital requirement of a firm basically 
depends upon the nature of this business. Public utility undertakings like electricity water 
supply and railways need very limited working capital because they offer cash sales only and 
supply services, not products and as such no funds are tied up in inventories and receivables. 
Generally speaking it may be said that publicutility undertakings require small amount of 
working capital, trading and financial firms require relatively very large amount, whereas 
manufacturing undertakings require sizable working capital between these two extremes.

2. Size of BusinesyScale of Operations: The working capital requirement of a concern is 
directly influenced by the size of its business which may be measured in terms of scale of 
operations.

3. Production Policy: In certain industries the demand is subject to wide fluctuations due to 
•seasonal variations. The requirements of working capital in such cases depend upon the 
production policy.

• 4. Manufacturing Process/Length of Production Cycle: In manufacturing business the 
requirement of working capital increases in direct proportion of length of manufacturing 
proce’ss. Longer the process period of manufacture, larger is the amount of working capital 
required.

5. Seasonal Variation: In certain.industries raw material is not available through out the year. 
They have to buy raw materials in bulk during the season to ensure and uninterrupted flow 
and process them during the entire year.

Self Learning Material8
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6. Rate of Stock Turnover .There is a high degree of inverse co-relationship between the Introduction to Working 
quantum of working capital; and the velocity or speed with which the sales are affected. . Capital Management 
A firm having a high rate of stock turnover will need lower ampunt of working capital as 
compared to affirm, having a low rate of turnover.

7. Credit Policy: The credit policy of a concern in its dealing with debtors and creditors influence 
considerably the requirement of working capital. A concern that purchases its requirement 
on credit and sell its products/services on cash require lesser amount of working capital.

8. Business Cycle: Business cycle refers to alternate expansion and contraction in general 
business activity. In a period of boom i.e., when the business is prosperous, there is a need of 
larger amount of working capital due to increase in sales, rise in prices, optimistic expansion 
of business contracts sales decline, difficulties are faced in collection from debtors and firms

• may have a large amount of working capital lying idle.

9. Rate of Growth of Business: The working capital requirement of a concern increase with the 
growth and expansion of its business activities. Although it is difficulties to determine the 
relationship between the growth in the volume of business and the growth in the working 
capital of a business, yet it may be concluded that of normal rate of expansion in the.volume' 
of business, we may have retained profits to provide for more working capital but in fast 
growth in concern, we shall require larger amount of working capital.

10. Price Level Changes: Changes in the price level also effect the working capital requirement.

Generally the rising prices will require the firm to maintain larger amount of working 
capital as more funds will be required to maintain the same current assets.'

Notes

CASE STUDY: Mysore Lamps Limited
Mysore Lamps Limited is a company specializing in the production of fluorescent lamps. The 
company has been maintaining the quality of its products and due to the efforts of its marketing 
manager; the company has been able to capture a sizeable share of the product market in the 
recent past. The company is planning to expand in the same product line. Mr. Mysore, the 
Managing Director of the company, is confronted with the problem of increasing working 
capital due to the expansion plans of the company.

Mysore Lamps Limited was set up in 1991 with an authorized capital of ? 110 crore and 
faced heavy competition in the initial years of commencement of business. During 2006, the 
company could make a dent in the fluorescent lamps market and its position as on December 
31, 2006, was as shown in Exhibit 1.1.

Exhibit 1.1. Balance Sheet

(? in lakh)

**Liabilities Assets

1500 Fixed assets 1000Capital

Current assets 1862762Reserves

Raw materials 200Long-term loan 400

Work-in-progress •287Current liabilities 200

450 Accounts receivables 675Finished goods

Bank overdraft 962 Cash 250

Total 4274Total • 4274
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!
Management of Working Capital During the year 2006, the company was able to sell 50 lakh pieces of fluorescent lan ip*s 

a ? 60 with a profit margin of 10 per cent. The raw material comprised about 50 per centj; of 
the selling price; while wages and overheads accounted for 12 and 18 per cent, respectively . .

As a policy, the company keeps raw material stock for two months of its requiremei its.
In order to make prompt supply to customers on orders received, finished goods stock for t .yo * 
months requirements is maintained, and sales credit of three months is given to customers. 
Due to the standing of the company in the market, the company is able to enjoy 2 months fr urn, . 
its suppliers. The production process is of 30 days duration.

Mr. Mysore is seriously considering the proposal for expansion by installing an autoiru itic 
plant costing f 30 crore. The expansion will bring in an additional capacity of 100 lakh units ia-tex* 
annum. Mr. Mysore is not worried about the financing of this plant as the same would be done for 
the retained earnings supplemented by finances from Mr. Mysore's personal sources. He expects 
that the company would be able to increase its sale from 50 lakh pieces after the expansion schetne. 
Questions

1. As a manager, what steps would you take to effectively manage the working capita p in * 
an inflationary situation?

2. What additional informations are required while evaluating the additional working 
capital requirement and expansion plans?

3. What steps must be taken to manage the working capital effectively under inflation rry 
situation? What would be the effect of expansion plan on working capital requirement? ■

Notes

Source: Sudhindra Bhat Financial Management - Principles and Practice, Excel Books.

1.6 Levels of Working Capital Investment
In a "perfect" world, there would be no necessity for working capital assets and liabilities. In 
such a world, there would be no uncertainty, no transaction costs, information search costs, 
scheduling costs, or production and technology constraints. The unit cost of producing g >ods 
would not vary with the amount produced. Firms would borrow and lend at the same int srest 
rate. Capital, labor, and product markets would reflect all available information and would t>e 
perfectly competitive. In such a world, it can be shown that there would be no advantag 2 for 
invest or finance in the short-term.

But the world in which real firms function is not perfect. It is characterized by the firm's 
considerable uncertainty regarding the demand, market price, quality, and availability df its 
own products and those of suppliers. There are transaction costs for purchasing or selling goods 
or securities. Information is faced with limits on the production capacity and technology.tHat it 
can employ. There are spreads between the borrowing and lending rates for investments and 
financing of equal risk. Information is not equally distributed and may not be fully reflected in 
the prices in product and labor markets, and these markets may not be perfectly competitive.

These real-world circumstances introduce problems with which the firm must deal. VVTrile 
the firm has many strategies available to address these circumstances, strategies that utilize 
investment or financing with working capital accounts often offer a substantial advantage over 
other techniques.

Example: Assume that the firm is faced with uncertainty regarding the level of its future casli 
flows and will incur substantial costs if it has insufficient cash to meet expenses. Several strat agies 
may be formulated to address this,uncertainty and the costs that it may engender. Among i tiese 
strategies are some that involve working capital investment or financing such as holding addit onal
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cash balances beyond expected needs, holding a reserve of short-term borrowing capacity. One of Introduction to Working
Capital Managementthese strategies (or a combination of them) may well be the least costly approach to the problem.

-*■ Similarly, the existence of fixed set-up costs in the production of goods may be addressed
in several ways, but one possible alternative is hold inventory.

* By these examples, we see that strategies using working capital accounts are some of the
possible ways firms can respond to many of the problems engendered by the imperfect and 
constrained world in which they deal. One of the major features of this world is uncertainty (risk), 
and it is this feature that gives rise to many of the strategies involving working capital accounts. 
Moreover,- a firm's net working capital position not only is important from an internal standpoint; 
it also is widely used as one measure of the firm's risk. Risk, as used in.this context, deals with 
the probability that a firm will encounter financial difficulties, such as the inability to pay bills 
on time. All other things being equal, the more net working capital a firm has, the more likely 
that it will be able to meet current financial obligations. Because net working capital is one debt 
financing. Many loan agreements with commercial banks and other lending institutions contain 
provision requiring the firm on maintain a minimum net working capital position. Likewise, 
bond indentures also often contain such provisions. The overall policy considers both the level 
of working capital investment and its financing. In practice, the firm has to determine the joint 
impact of these two decisions upon its profitability and risk.

Notes

The size and nature of a firm's investment in current assets is a function of a number of 
different factors, including the following:

1. The type of products manufactured.

2. The length of the operating cycle.

3. The sales level (because higher sales require more investment in inventories and receivables).

4. Inventory policies (for example, the amount of safety stocks maintained; that is, inventories - 
needed to meet higher than expected demand or unanticipated delays in obtaining new

• inventories).

5. Credit policies.

6. How efficiently the firm manages current assets. (Obviously, the more effectively 
management economizes on the amount of cash, marketable securities, inventories, and 
receivables employed, the smaller the working capital requirements).

For the purposes of discussion and analysis, these factors are held constant in the rest of 
our analysis. =

1.7 Optimal Level of Working Capital Investment
The optimal level of working capital investment, is the level expected to maximize shareholder 
wealth. It is a function of several factors, including the variability of sales and cash flows and the 
degree of operating and financial leverage employed by the firm. Therefore no single working 
capital investment policy is necessarily optimal for all firms.

Proportions of Short-term Financing
Not only a firm have to be concerned about the level of current assets; it also has to determine 
the proportions of short-and long-term debt to use in financing use in these assets. The decision 
also involves trade-offs between profitability and risk.

Sources of debt financing are classified according to their maturities. Specifically, they can 
be categorized as being either short-term or long-term, with short-term sources having maturities 
of one year or less-and long-term sources having maturities of greater than one year.
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Management of Working Capital Cost of Short-term versus Long-term Debt

Historically long-term interest rates normally exceeds short-term rate because of the n duce 
flexibility of long-term borrowing relative to short-term borrowing. In fact, the effective c >s± of 
long-term debt, even went short-term interest rates are equal to or greater than long-term L-ates. 

With longterm debt, a firm incurs the interest expense even during times went it has no immediate 
need for the funds, such as during seasonal or cyclical downturns. With short-term debt, in contrast, 
the firm can avoid the interest costs on unneeded funds by playing of (or not renewing) thetdelot. 
Therefore, the long-term debt generally is higher than the cost of short-term debt. I

Risk of Long-term versus Short-term Debt -I

Borrowing companies have different attitudes toward the relative risk of long-term versus sTiort- 
term debt then lenders. Whereas lenders normally feel that risk increases with maturity, borrowers 
feel that there is more risk associated with short-term debt. The reasons for this are two fold.

Notes

First, there is always the chance that a firm will not be able to refund its short-termf debt.
When a firm's debt matures, it either pays off the debt as part of a debt reduction prograxn or

however, the firm could faced with finkrtcialarranges new financing. At the time of maturity, 
problems resulting from such events as strikes, natural disasters, or recessions that cause' sales 
and cash inflows to decline. Under these circumstances the firm may find it very difficult or even 
impossible to obtain the needed funds. This could lead to operating and financial difficulties.

Second, short-term interest rates tend to fluctuate more over time than long-term interest 
rates. As a result, a firm's interest expenses and expected earnings after interest and tax »s are 
subject to more variation (risk) over time with short-term debt than with long-term debt.

1.8 Overall Working Capital Policy
The goal of a company is to create value for its shareholders. In order to create this value, tine 

pany has to create a competitive advantage to exploit inconsistencies in the market in tvlniclicom
it operates; both its trading and financial environments. As such, Lawrence needs to devklop> a 
comprehensive strategic, financial, and implementation plan to facilitate a successful Wc rlcing 
Capital Policy, while fully leveraging existing resources and making their bottom line more 
profitable while managing risks and events that would threaten the success of the endeav or.

Working capital management involves decisions with regard to levels of cash, receivables, 
and inventory. Too much working capital is costly/reducing profitability and return on capital. 
However, too little can also be costly in terms of lost opportunities and the company may suffer 
increases in cost of capital due to too little cash if it cannot pay bills on time.

A business firm can adapt any of the following working capital policies:

1. Conservative working capital policy

2. Aggressive working capital policy

3. Moderate working capital policy

Let us understand each ofithem one by one.

1. Under conservative approach, the firm carries high investment in current assets such a > casb, 
marketable securities and carries large amount of inventories and grants generous te rms of 
credit to'customers resulting in a high level of debtors. The consequences of consei vative 
working capital policy are quick deliveries to customers and more sales due to generous 
credit terms.
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2. Under aggressive working capital policy, investment in current assets is very low. The firm 
keeps less amount of cash and marketable securities, manages with less inventories and tight 
credit terms resulting in low level of debtors. The consequences of aggressive working capital 
policy are frequent production stoppages, delayed deliveries to customers and loss of sales.

3. Moderate approach is always maintaining required amount of current assets depending upon . 
sales. A trade off between two costs namely carrying cost and shortage cost determines the 
optimal level of current assets. Costs that rise with current assets i.e. that cost of financing a 
higher level of current assets form carrying costs. Shortage costs are in the form of disruption 
in production schedule, loss of Sales and loss' of goodwill.

The optimum level of current assets is denoted by the total costs {= carrying costs + shortage 
costs) minimized at that level. , '

Introduction to Working 
Capital Management

. Notes

1.9 Types of Working Capital

The concept of Working Capital includes current assets and current liabilities both. There are two 
concepts of working capital. They are Gross and Net Working Capital.

Gross Working Capital

Gross Working Capital refers to the firm's investment in Current Assets. Current assets are the 
assets, which can be converted into cash within an accounting year or operating cycle. It includes 
cash, short-term securities, debtors (account receivables or book debts), bills receivables-and 

, stock (inventory). .

The concept of Gross Working Capital focuses attention on two aspects of current assets' 
management. They are: .

1. Way of optimizing investment in Current Assets.

2. Way of financing current assets.

1. ’ Optimizing Investment in Current Assets: Investment in Current Assets should be just
adequate i.e., neither in excess nor deficit because excess-investment increases liquidity but 
reduces profitability as idle investment earns nothing and inadequate amount of working 
capital can threaten the solvency of the firm because of its inability to meet its obligation. It 
is taken into consideration that the Working Capital needs of the firm may be fluctuating 
with changing business activities which may cause excess or shortage of Working Capital 
frequently and prompt management can control the imbalances.

2. Way of Financing Current Assets: This aspect points to the need of arranging funds to 
finance Country Assets. It says whenever a need for working Capital arises; financing 
arrangement should be made quickly. The financial manager should have the knowledge 
of sources of the working capital funds as wheel as investment avenues where idle funds 
can be temporarily invested.

Net Working Capital

Net Working Capital refers to the difference between Current Assets and Current Liabilities are 
those-claims of outsiders, which are expected to mature for payment within an accounting year. 
It includes creditors or accounts payables, bills payables and outstanding expenses.

Net Working Capital can be positive or negative. A positive net working capital will arise 
when current assets exceed current liabilities and vice versa.
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Management of Working Capital As compared with the gross working capital, net is a qualitative concept. It indicates the
liquidity position of and suggests the extent to which working Capital needs may be financed by!
permanent sources of funds. Current Assets should be optimally more than Current Liabilities. It 
also covers the point of right cbmbination of long-term and short-term funds for financing current?

ets. For every firm a particular amount of net Working Capital is permanent. Therefore it canl 

be financed with long-term funds.

• Thus both concepts. Gross and Net Working Capital, are equally important for the efficient 
management of Working Capital. There are no specific rules to determine a firm's Gross and Net 

. Working Capital but it depends on the business activity of the firm.

Every business concern should have neither redundant nor cause excess'WC nor it should 
be short of WC. Both conditions are harmful and unprofitable for any business. But out of these 
two, the shortage of WC is more dangerous for the well being of the firms.

Working capital may be of many types, but the most important of them all are equity capital, 
debt capital, speciality capital and sweat equity. Each of these is a separate category of financial 
and has its own benefits and characteristics.

Notes ass

Equity Capital
Equity capital can be understood as the invested money that is not repaid to the investors in the 
normal course of business. It represents the risk capital staked by the owners through purchase 
of the firm's common stock (ordinary shares). Its value is computed by estimating the current 
market value of everything owned by the firm from which the total of all liabilities is subtracted. 
On the balance sheet of the firm, equity capital is listed as stockholders' equity or owners' equity. 
Equity Capital is also known as equity financing, share capital, net worth and book value.

There are some businesses that are funded entirely with equity capital (cash written by the 
shareholders or owners into the company that have no offsetting liabilities.) Although it is the 
favored form for most people because you cannot go bankrupt, it can be extraordinarily expensive - 
and require massive amounts of work to grow your enterprise.

Example: Microsoft is an example of such an operation because it generates high enough 
returns to justify a pure equity capital structure.

1

Debt Capital

Debt capital is the capital that a business raises.by taking out a loan. It is a loan made to a company 
that is normally repaid at some future date.

Debt capital ranks higher than equity capital for the repayment of annual returns. This 
means that legally, the interest on debt capital must be repaid in full before any dividends are 
paid to any suppliers of equity.

. Debt capital is that type of capital which is infused into a business with the understanding 
that it must be paid back at a predetermined future date. In the meantime, the owner of the capital 
(typically a bank, bondholders, or a wealthy individual), agree to accept interest in exchange for 
you using their money.

Think of interest expense as the cost of "renting" the capital to expand your business; it is 
often known as the cost of capital. For many young businesses, debt can be the easiest way to 
expand because it is relatively easy to access. The profits for the owners is the difference between 
the return on capital and the cost of capital. ' . ' »
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Example: If you borrow ? 1,00,000 and pay 10% interest yet earn 15% after taxes, the profit 
of 5%, or ? 5,000, would not have existed without the debt capital infused into the business.

Introduction to Working 
Capital Management

Specialty Capital

This is the gold standard. There are a few sources of capital that have almost no economic cost 
and can take the limits off of growth. They include things such as a negative cash conversion 
cycle (vendor financing), insurance, float, etc.

Negative Cash Conversion Cycle (Vendor Financing)

Imagine you own a retail store. To expand your business, you need ? 1 crore in capital to open a 
new location. Most of this is the result of needing to go out, buy your inventory, and stock your . 
shelves with merchandise. You wait and hope that one day customers come in and pay you. In 
the meantime, you have capital (either debt or equity capital) tied up in the business in the form 
of inventory.

Now, imagihe if you could get your customers to pay you before you had to pay for your 
merchandise. This would allow you to carry far more merchandise than your capitalization 
structure would otherwise allow.

Typically, vendor financing can be measured in part by looking at the percentage of 
inventories to accounts payable (the higher the percentage, the better), and analyzing the cash 
conversion cycle; the more days "negative", the better. Dell Computer was famous for its nearly 
two or three week negative cash conversion cycle which allowed it to grow from a college dorm 
room to the largest computer company in the world with little or no debt in less than a single 
generation.

Notes

CASE STUDY: Vendor Financing at AutoZone
AutoZone Inc. is the largest U.S. retailer of automotive parts and accessories to do- it-yourself 
(DIY) customers by number of stores. The company began operations in 1979 and at August 
30,2008, operated 4,092 stores in the United States and Puerto Rico, and 148 in Mexico. Each of 
its stores carries an extensive product line for cars, sport utility vehicles, vans and light trucks, 
including new and remanufactured automotive hard parts, maintenance items, accessories and 
non-automotive products. In many of our stores we also have a commercial sales program that 
provides commercial credit and prompt delivery of parts and other products to local, regional 
and national repair garages, dealers and service stations.

The number-one retailer of automotive parts and accessories has seen net income increase 
from $245 million in 1999 to $642 million in 2008. Gross profit for fiscal 2008 was $3,268 billion, 
or 50.1% of net sales, compared with $3,064 billion, or 49.7% of net sales, for fiscal 2007. The 
increase in gross profit as a percent of net sales was due to the positive impact of category 
management efforts, partially offset by increased distribution expense relating to higher fuel 
costs. At the same time, earnings per share have risen from $1.63 to $6.40. Common equity, on 
the other hand, has fallen from $1.3 billion to $171 million while the debt to equity ratio has 
skyrocketed from around 40% to over 90%. There are two primary reasons:

1. AZO has repurchased nearly half of its outstanding shares over the past five to ten years, 
decimating common equity while providing a nice boost to EPS.

2. The management team has successfully migrated over 90% of vendors to a pay-on- 
demand arrangement, increasing the accounts payable balance substantially while 
reducing the investment in working capital.

o
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Management of Working Capital Vendor funding is primarily recorded as a reduction to inventories and recognized as a reduction 
to cost of sales as the inventories are sold; however, vendor funding for specific selling-activities 
is recorded as a reduction to operating, selling, general and administrative expenses. Auto Zone 
has since long convinced its vendors to put their products on its shelves and retain ownerslnij? 
until the moment that a customer walks up to the front of one of AutoZone's stores and pays 
for the goods. At that precise second, the vendor sells it to AutoZone which in turn s< fils it 
to the customer. This allows them to expand far more rapidly and return more money t 3 tlie 
owners of the business in the form of share repurchases or cash dividends because they a.orV't 
have to tie up hundreds of millions of dollars in inventory. In the meantime, the increased 

cash in the business as a result of more favorable vendor terms and/or getting AutoZone's 
customers to pay it sooner allows the company to generate more income than its equity or 
debt alone would permit.

AutoZone classified the majority of its funding as a reduction to inventory; however, 
during the current year it began to transition to more specific promotions and selling activities 
as it increased its efforts with vendors to develop tactics to allow them to drive sale* and 
showcase their product, which affect selling, general and administrative expenses.

Questions

1. What is your main finding by the analysis of the case above?

2. What modifications did AutoZone made in its strategy for vendor financing and lio'w 
did it benefit the organization?

Notes

Sourer, www.wikinvest.com

Insurance Float

Insurance companies that collect money and can generate income by investing the funds before 
paying it them out in the future in the form of policyholder payouts when a car is damaged, or 
replacing a hbme when destroyed in a tornado, are in a very good place.

As Buffett describes it, float is money that a company holds but does not own. It ha 
the benefits of debt but none of the drawbacks; the most important consideration is thef|zost of 
capital - that is, how much money it costs the owners of a business to generate float. In exceptional 
cases, the cost can actually be negative; that is, you are paid to invest other people's mom y f>lta s 
you get to keep the income from the investments. Other businesses can develop forms < >f float 
.but it can be very difficult.

all of
\a

Sweat Equity

There is also a form of capital known as sweat equity which can be explained as equity acqu ired 
by a company's executives on favorable terms, to reflect the value the executives have added 
and will continue to add to the company. This type of equity results when an owner boo tstrajos 
operations by'putting in long hours at a low rate of pay per hour making up for the lackcf cajoital 
necessary to hire sufficient employees to do the job well and let'them work an ordinarily forty 
hour workweek.

Although it is largely intangible and does not count as financial capital, it can be estimated 
as the cost of payroll saved as a result of excess hours worked by the owners. The hope is that 
the business will grow fast enough to compensate the owner for the low-pay, long-houi 
equity infused into the enterprise.

sweat
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1.10 Operating Cycle . Introduction to Working 
Capital Management

The extent to which profits can be earned will naturally depend, among other things, upon the 
magnitude of the sales. A successful sales programme is, in other words, necessary for earning 
profits by any business enterprise. However, sales do not convert into cash instantly: there is 
invariably, a time-lag between the sale of goods and the receipt of cash. There is, therefore, a 
need for working capital in the form of current assets to deal with the problem arising out of the 
lack of immediate realisation of cash against goods sold. Therefore, sufficient working capital is 
necessary to sustain sales activity. Technically, this is referred to as the operating or cash cycle.

Notes

Meaning of Operating Cycle
The simplest definition of the term operating cycle is, "The average time between purchasing or 
acquiring inventory and receiving cash proceeds from its sale."

• The operating cycle can be said to be at the heart of the need for working capital. The 
continuing flow from cash to suppliers, to inventory, to accounts receivable and back into cash 
is what is called the operating cycle. In other words, the term cash cycle refers to the length.of 
time necessary to complete the following cycle of events:

1. Conversion of cash into inventory

2. Conversion of inventory into receivables

3. Conversion of receivables into cash.

The operating cycle, which is a continuous process, is shown in Figure 1.2.

Phase 3
Receivables .

Cash

Phase 2
Inventory

Phase 1

Figure 1.2. Operating Cycle

If it were possible to complete the sequences instantaneously, there would be no need for 
current assets (working capital). But since it is not possible, the firm is forced to have current 
assets. Since cash inflows and outflows do not match', firms have to necessarily keep cash or 
invest in short-term liquid securities, so that they will be in a position to meet obligations when 
they become due. Similarly, firms must have adequate inventory to guard against the possibility 
of not being able to meet demand for their products. Adequate inventory, therefore, provides a 
cushion against being out of stock. If firms have to be competitive; they must sell goods to their 
customers on credit which necessitates the holding of accounts receivable. It is in these ways that 
an adequate level of working capital is absolutely necessary for smooth activity which, in turn, 
enhances the owner's wealth.
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The operating cycle consists of three phases.Management of Working Capital

Phase I

In phase I, cash gets converted into inventory. This includes purchase of raw materials, conversio n. 
of raw materials into work-in-progress finished goods and finally the transfer of goods to stock* it 
the end of the manufacturing process. In the case of trading organizations, this.phase is shorter 
as there would be no manufacturing activity and cash is directly converted into inventory. T1 e 
phase is, of course, totally absent in the case of service organisations.

Notes

Phase II
In phase II of the cycle, the inventory is converted into receivables as credit sales are made to 
customers. Firms which do not sell on credit obviously do not have phase IT of the operating cycl 2.

Phase III
The last phase, phase III, represents the stage when receivables are collected. This phase completes 
the operating cycle. Thus, the firm has moved from cash to inventory, to receivable’s and to cas h 
again.

Significance of Operating Cycle

The operating cycle is conceptually simple but critically important.

Example: Let's take the example of a greengrocer, who is "cashing up" one evening. What 
does he find? First, he sees how much he spent in cash at the wholesale market in the momirfg 
and then the cash proceeds from fruit and vegetable sales during the day. If we assume that the 
greengrocer sold all the produce he bought in the morning at a mark-up, the balance of receipts 
and payments for the day will deliver a cash surplus.

Unfortunately, things are usually more complicated in practice. Rarely is all the produce 
bought in the morning sold by the evening, especially in the cas£ of a manufacturing businesJ.

A company processes raw materials as part of an operating cycle, the length of which varies 
tremendously, from a day in the newspaper sector to 7 years in the cognac sector. There is thijis 
a time lag between purchases of raw materials and the sale of the corresponding finished goods.

And this time lag is not the only complicating factor. It is unusual for companies to buy • 
'and sell in cash. Usually, their suppliers grant them extended payment periods, and they in turn, 
grant their customers extended payment periods. The money received during the day does not: 
necessarily come from sales made on the same day .

As a result of customer credit, supplier credit and the time it takes to manufacture ar d 
sell products or services, the operating cycle of each and every company spans a certain perio i, 
leading to timing differences between operating outflows and the corresponding operating inflows.

Each business has its own operating cycle of a certain length that from a cash flow standpoir t, 
may lead to positive or negative cash flows at different times. Operating outflows'and inflow’s * 
from different cycles are analysed by period, e.g., by month or by year. The balance of these flop's 
is called operating cash flow. Operating cash flow reflects the cash flows generated by operatiorts 
during a given period.

In concrete terms, operating cash flow represents the cash flow generated by the company'' s 
day-to-day operation's. Returning to our initial example of an individual looking at his bar ilc 
statement, it represents the difference between thfe receipts and normal outgoings, such as < *n 
food, electricity and car maintenance costs.
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Naturally, unless there is a major timing difference caused by some unusual circumstances Introduction to Working 
(start-up period of a business, very strong growth, very strong seasonal fluctuations), the balance Capital Management 
of operating receipts and payments should be positive.

1.11 Cash Cycle
• Notes

Cash conversion cycle expresses in days how long it takes a company to convert the materials it 
purchases into cash. By checking how many days inventory it holds, how long it takes to collect 
cash from customers and also considering how many days it can take to pay suppliers, it is possible 
to get an idea of how comfortable a company's cash flow position is.

Meaning of Cash Cycle
The cash cycle, also called the Cash Conversion Cycle (CCC), is a measure of the length of time 
it takes to get from paying cash for stock to getting cash after selling it. It is equal to:

* Stock days + Debtor days - Creditor days
In other terms it may also be said that the Cash Cycle (CC) is a metric that expresses the 

length of time, in days, that it takes for a company to convert resource inputs into cash flows. The 
cash conversion cycle attempts to measure the amount of time each net input dollar is tied up 
in the production and sales process before it is converted into cash through sales to customers. 
This metric looks at the amount of time needed to .sell inventory, the amount of time needed 
to collect receivables and the length of time the company is afforded to pay its bills without 
incurring penalties.

Cash Conversion Cycle is calculated as:

CCC = DIO + DSO - DPO

Where:
DIO represents days inventory outstanding 
DSO represents days sales outstanding 
DPO represents days payable outstanding 
Let us understand each of these terms one by one.
DSO: It also represents accounts receivable turnover in days and measures the average 

number of days from the sale of goods to collection of resulting receivables. It is obtained by the 
following formula:

(Accounts Receivable/Sales * 365). ,

Example: A manufacturer of .widgets: "Hilal Widget Co." with annual sales of ? 50,00,000 
and with accounts receivable outstanding of ? 5,00,000 at the end of the year is said to have a 

‘36.5 DIO. .
= (T 5,00,000/? 50,00,000) * 365 = 36.5 days

DIO: It also represents inventory turnover and measures the length of time on average 
between acquisition and sale of merchandise. For a manufacturer it covers the amount .of time 
between purchase of raw material and sale of the completed product. It is obtained by the . 
following formula:

(Inventory/COGS x 365)

Example: Going back to Our example of widget manufacturer "Hilal Widget Co.", let's 
suppose that the company had a COGS of ? 30,00,000 with inventory of f 4,11,000 at the end of 
the year. It would be said that Hilal Widget Co. has inventory turnover days of 50:
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{? 4,11/000/? 30,00,000) x 365 = 50 days 
DPO: It also represents payables turnover in days and measures the average length or 

time between purchase of goods and payment for them. It is obtained by the following formula!

(Accounts Payable/COGS * 365)

Example: Continuing the same example, this time "Hilal Widgets Co." has an account! 
payable balance of ? 4,56,000 at the end of the year. The result is an accounts payable days of 55.! ■

(? 4,56,000 / ? 30,00,000 ) x 365 = 55.5 days

In the case of Hilal Widget Co. the Cash Conversion Cycle is 31 days. (36.5 + 50 - 55.5)

Significance of Cash Cycle *

This cycle is extremely important for retailers and similar businesses. This measure illustrates hov - 
quickly a company can convert its prodi cts into cash through sales. The shorter the cycle, the les 5 
time capital is tied up in the business process, and thus the better for the company's bottom line.

Cash Cycle is an important analysis tool that allows the credit analyst to determine mor s 
easily why and when the business needs more cash to operate, and when and how it will be able 
to repay the cash. It is also used to distinguish between the customer's stated loan purpose and the • 
borrowing cause. Once the cash conversion cycle for the borrower is mapped, the analyst is abl a 
to judge whether the purpose, repayment source and structure of the loan are the adequate ones. 
Managing asset conversion in favor of the business owner is the ultimate goal of transportatio t 
logistics and techniques such as just in time inventory. •

The length of the cash cycle dictates the amount of money that needs to be tied up i n • 
working capital proportionate to sales.

A shorter cash conversion cycle is better, other things being equal. It is possible for the cas ti 
conversion cycle to be negative, this is most likely for certain retailers who buy on credit, sell /< r 
cash and have a high stock turnover.

Example: Below is a numerical example of this calculation:.

Year!

Inventory Processing Period (in Days)

Receivables Processing Period (in Days)

Payables Processing Period (in Days)

Management of Working Capital

Notes

Firm A
90+

'60+

72

78Cash Conversion Cycle

Firm AYear 2
Inventory Processing Period (in Days) 
Receivables Processing Period (in Days) 
Payables Processing Period (in Days)

82+

55+

72

65Cash Conversion Cycle

Firm AYear 3
82Inventory Processing Period (in Days) • 

Receivables Processing Period (in Days), 
Payables Processing Period (in Days)

+

45+

72

55Cash Conversion Cycle
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For demonstration purposes, we have steadily held the payables processing period at 72 
days. It is clear from the above example that the firm's financial condition, from.the perspective of 
the cash conversion cycle, has improved. Inventory processing and accounts receivable turnover 
has improved for firm A from year one to year three, implying that the processing period of each ' 
has declined. Notes
1.12 Estimation of Working Capital Requirements
Working capital plays a very important role in day-to-day working of the business! If mistake 
is committed in estimating the working capital, it can create considerable difficulty for the 
management, In spite of having enough long-term capital, there are instances when companies 
have gone into liquidation due to non-availability of working capital. The finance manager has 
to be extra careful while estimating requirement of working capital for various time periods.

Thus the question of estimation of working capital requirement assumes great importance. 
The level of activity and the time period of production cycle are important. The credit allowed to 
debtors and credit available from creditors have also to be taken into account.

Determinants of Working Capital
A firm should plan its operations in such a way that it should have neither too much nor too 
little working capital! The total working capital requirement is determined by a wide variety of 
factors. These factors, however, affect different enterprises differently. They also vary from time 
to time. In general, the following factors are involved in a proper assessment of the quantum of 
working capital required.

General.Nature of Business

The working capital requirements of an enterprise are basically related to the conduct of business. 
Enterprises fall into some broad categories depending on the nature of their business. For instance, 
public utilities have certain features which have a bearing on their working capital needs. The 
two relevant features are:

T The cash nature of business, that is, cash sale, and

2. Sale of service rather than commodities.

In view of these features, they do not maintain big inventories and have, therefore, 
probably the least requirement of working capital. At the other extreme are trading and financial 
enterprises. The nature of their business is such that they have to maintain a sufficient amount of 
cash, inventories and book debts. They have necessarily to invest proportionately large amounts 
in working capital. The manufacturing enterprises fall, in a sense, between these two extremes. 
The industrial concerns require fairly large amounts of working capital though it varies from 
industry to industry depending on their asset structure. The proportion of current assets to total 
assets measures the relative requirements of working capital of various industries. Available data 
in respect of companies in India confirm the wide variations in the use of working capital by 
different enterprises. The percentage of current assets to total assets was found to be the lowest 
in hotels, restaurants and eating houses (10-20 per cent range), while in electricity generation 
and supply it was in the range of 20-30 per cent. The enterprises in the tobacco, construction 
and trading groups had, as is to be expected, the highest component of. working capital (80-90 
per cent range). The other industrial groups fall between these limits though there are very wide 
inter-industry variatiQis. • •
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Management of Working Capital Production Cycle

Another factor which has a bearing on the quantum of working capital is the production c ycle. 
The term 'production or manufacturing cycle' refers to the time involved in the manufacture of 
goods. It covers the time-span between the procurement of raw materials and the completion c >£ trine 
manufacturing process leading to the production of finished goods. Funds have to be necessaril y 
tied up during the process of manufacture, necessitating enhanced working capital. In other w Drcls, 
there is some time gap before raw materials become finished goods. To sustain such activities 
the need for working capital is obvious. The longer the time-span (i.e. the production cycle), tine 
larger will be the tied-up funds and, therefore, the larger is the working capital needed and vice- 
versa. There are enterprises which, due to the nature of business, have a short operating eye le. 
distillery, which has an ageing process, has generally to make a relatively heavy investment in 
inventory. The other extreme is provided by a bakery. The bakeries sell their products in slnort 
intervals and have a very high inventory turnover. The investment in inventory and, consequ< • intly , 
working capital is not very large.

Further, even within the same group of industries, the operating cycle may be different due 
to technological considerations. For economy in working capital, that process should be selected 
which has a shorter manufacturing process. Having selected a particular process of manufat rture, 
steps should be taken to ensure that the cycle is completed in the expected time. This unde: ‘lines 
the need for effective organisation and coordination at all levels of the enterprise. Appropriate 
policies concerning terms of credit for raw materials and other supplies can help in reducing 
working capital requirements. Often, companies manufacturing heavy machinery and equip| 
minimise the investment in inventory or working capital by requiring advance payment (from 
customers as work proceeds against orders. Thus, a part of the financial burden relating to die 
manufacturing cycle time is passed on to others.

Notes

ient

Business Cycle ‘

The working capital requirements are also determined by the nature of the business cycle. Business 
fluctuations lead to cyclical and seasonal changes which, in turn, cause a shift in the w or Icing 
capita! position, particularly for temporary working capital requirements. The variatic ns in 
business conditions may be in two'directions:

1. Upward phase when boom conditions prevail, and

2. - Downswing phase when the economic activity is marked by a decline.

During the upswing of business activity, the need for working capital is likely to gro-w 
to cover the lag Between increased sales and receipt of cash as well as to finance purcha ses of 
additional material to cater to the expansion of the level of activity. .Additional funds may lie 
required to invest in plant and machinery to meet the increased demand. The downswing plrtase 
of the business cycle has exactly an opposite effect on the level of working capital requirement. 
The decline in the economy is associated with a fall in the volume of sales which, in turn, leads 
to a fall in the level of inventories and book debts. The need for working capital in recessi i^nary 
conditions is bound to decline. In brief, business fluctuations influence the size of working c ajpital 
mainly through the effect on inventories. The response of inventory to business cycles is rr il d or 
violent according to nature of the business cycle.

Production Policy

The quantum of working capital is also determined by production policy. In case of c ertairv 
lines of business, the demand for products is seasonal, that is, they are purchased during c ertain
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months of the year. What kind of production policy should be followed in such cases? There Introduction to Working 
are two options open to such enterprises: either they confine.their'production only to periods 
when goods are purchased .or they follow a steady production policy throughout the year 
and produce goods at a level to meet the peak demand. In the former case, there are serious 
production problems. During the slack season, the firms have to maintain their working force' 
and physical facilities without adequate production and sale. When the peak period arrives, the 
firms have to operate at./ull capacity to meet the demand. This kind of arrangement would not 
only be expensive but also inconvenient. Thus, serious difficulties will be encountered in trying 
to match production to the ebb and flow of the seasonal demand pattern. A better alternative is 
a steady production policy independent of shifts in demand for the finished goods. This means 
a large accumulation of finished goods (inventories) during the off-season and their abrupt sale 
during the peak season. The progressive accumulation of stock naturally requires an increasing 
amount of working capital which remains tied up for some months. Working capital planning 
has to incorporate this pattern of requirement of funds when production and seasonal sales are 
steady. This strategy (steady production policy) is, however, not necessarily adopted by everyone.
It may be possible, for instance, for some to follow a policy of diversification which enables them 
to engage the working force and the physical facilities in some other activity. If this is possible, 
there will be no major working capital problem. Moreover, the' nature of some products may 
be such that accumulation of inventories may create special risk and cost problems. For them, a 
production policy in tune with the changing demands may be preferable. Therefore, production 
policies have to be'formulated on the basis of the individual setting of each enterprise and the 
magnitude and dimension of the working capital problems will accordingly vary.

Capital Management

. Notes

CASELET: Toyota's Global Competitive Advantage
Toyota's global competitive advantage is base'd on a corporate philosophy known as theToyota 
Production System. This system is nothing but a very well defined production policy which 
covers not only the human resource but also its suppliers and components manufacturers.

Toyota Production System (TPS) includes principles like reduced setup times, small- 
lot production, employee involvement and empowerment, quality.at the source, equipment 
maintenance, pull production, just-in-time production and supplies, supplier involvement, etc.

TPS in Toyota is mainly concerned with making a profit, and satisfying the customer 
with the highest possible quality at the lowest cost in the shortest lead-time, while developing 
the talents and skills of its workforce through rigorous improvement routines and problem 
solving disciplines. This results in higher and better production every year, and increased 
working capital to reinvest for the production-planned for the next year.

Credit Policy

The credit policy relating to sales and purchases also affects the working capital. The credit policy 
influences the requirement of working capital in two ways:

1. Through credit terms granted by the firm to its customers/buyers of goods;

’ 2. Credit terms available to the firm from its creditors.

The credit terms granted to customers have a bearing on the magnitude of working capital 
by determining the level of book debts. The credit sales result in higher book debts (receivables). 
Higher book debts mean more working capital. On the other hand, if liberal credit terms are 
available from the suppliers of goods (trade creditors), the need for working capital is less. The 
working capital requirements of a business are, thus, affected by the terms of purchase and sale, 
and the role given to credit by a company in its dealings with creditors and debtors.
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The prevailing trade practices as well as changing economic conditions affect credit term; . 
fixed by an enterprise. If, for example, competition is keen, there would be pressure to gran : 
generous credit terms. Nevertheless, there is wide scope for managerial discretion in working: 
out a suitable credit policy relevant to each customer based on the merits of each, case. Fo: 
instance, liberal credit facilities can be extended on the basis of credit rating. This will avoid the 
problem of having excess working capital. Similarly, the collection procedure can be so framec. 
that funds, which would otherwise be available for meeting operating needs are not locked up 
Thus, adoption of rationalised credit policies would be a significant factor in determining the; 
working capital needs of an enterprise. I

Such discretion may, however, not be available to a company which operates in a highly 
competitive market. To win and retain customers, it may be forced, among other things, to offe: • 
generous credit terms to them. The investment in book debts will consequently be of a higher order. 
necessitating large working capital in another way. To be able to enjoy consumer patronage or. 
a continuous basis, a firm will have to offer a variety of products quite unlike a firm which has . 
hold on the market and, hence, does not need special efforts to satisfy customer requirements. Th<; 
consequence of a higher level of inventories would be an additional need for working capital. Th<: 
degree of competition is, therefore, an important factor influencing "working capital requirements"

Management of Working Capital

Notes

Growth and Expansion
As a company grows, it is logical to expect that a larger amount of working capital is required. I: 
is, of course, difficult to determine precisely the relationship between the growth in the volume o :. 
business of a company and the increase in its working capital. The composition of working capita . 
in a growing company also shifts with economic circumstances and corporate practices. Other thing ; 
being equal, growth industries require more working capital than those that are static. The critica 
fact, however, is that the need for increased working capital funds does not follow the growth ir. 
business activities but precedes it. Advance planning of working capital is, therefore, a continuing: 
necessity for a growing concern. Or else, the company may have substantial earnings but little cash

Vagaries in the Availability of Raw Material .

The availability or otherwise of certain raw materials on a continuous basis without interruptior 
would sometimes affect the requirement of working capital. There may be some materials, whicl i 
cannot be procured easily either because of their sources, are few or they are irregular. To sustair i 

'smooth production, therefore, the firm might be compelled to purchase and stock them far ir. 
excess of genuine production needs. This will result in an excessive inventory of such materials 
The procurement of some essential raw materials is difficult because of their sporadic supply. Thi:; 
happens very often with raw materials which are in short supply and are controlled to ensure 
equitable distribution. The buyer has in such cases very limited-options as to the quantum anc. 
timing of procurement. It may so happen that a bulk consignment may be available but the fim. 
may be short of funds, while when surplus funds are available the commodities may be in shor : 
supply. This element of uncertainty would lead to a relatively high level of working capital. 
Finally, some raw materials may be available only during certain seasons. They .would have tc > 
be necessarily obtained when available, to provide for a period when supplies are lean. This wil 
cause seasonal fluctuations in working capital requirements.

Profit Level

The level of profits earned differs from enterprise to enterprise. In general,'the nature of th<: 
product, hold on the market, quality of management and monopoly power would by and largt:
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determine the profit earned by a firm. A priori, it can be generalised that a firm dealing in a high Introduction to Working 
quality product, having a good marketing arrangement and enjoying monopoly power in the Capital Management 
market, is likely to earn high profits and vice-versa. Higher profit margin would improve the 
prospects of generating more intemal funds thereby contributing to the working capital pool.
The net profit is a source of working capital to the extent that it has been earned in cash. The cash 
profit can be found by adjusting non-cash items such as depreciation, outstanding expenses and 
losses written off, in the net profit. But, in practice, the net cash inflows from operations cannot 
be considered as cash available/or use at the end of cash cycle. Even as the company's operations 
are in progress, cash is used for augmenting stock, book debts and fixed assets. It must, therefore, 
be seen that cash generation has been used for furthering the- interest of the enterprise. It is in 
this context that elaborate planning and projections of expected activities and the resulting cash 
inflows on a day-to-day, week-to-week and month-to-month basis assume importance because 
steps can then be taken to deal with surplus and deficit cash.

The availability of internal funds for working capital requirements is determined not merely 
by the profit margin but also by the manner of appropriating profits. The availability of such funds 
would depend upon the profit appropriations for taxation, dividend, reserves and depreciations.

Notes

Level of Taxes

The first appropriation out of profits is payment or provision for tax. The amount of taxes to be 
. paid is determined by the prevailing tax regulations. The management has no discretion in this 

respect. Very often, taxes have to be paid in advance on the basis of the profit of the preceding 
year. Tax liability is, in a sense. Short-term liability payable in cash. An adequate provision for tax 
payments is, therefore, an important aspect of working capital planning. If tax liability increases, 
it leads to an increase in the requirement of working capital and vice-versa.

Dividend Policy

Another appropriation of profits which has a bearing on working capital is dividend payment.
t.

The payment of dividend consumes cash resources and, thereby, affects working capital to that 
extent. Conversely, if the firm does not pay. dividend but retains the. profits, working capital 
increases. In planning working capital requirements, therefore, a basic question to be decided is 
whether profits will be retained or paid out to shareholders. In theory, a firm should retain profits 
to preserve cash resources and at the same time, it must pay dividends to satisfy the expectations 
of investors. When profits are relatively small, the choice is between retention and payment. The 
choice must be made after taking into account all the relevant factors.

There are wide variations in industry practices as regards the interrelationship between 
working capital requirements and dividend payment. In some cases, shortage of working capital 
has been a powerful reason for reducing or even skipping dividends in cash. There are occasions, 
on the other hand, when dividend payments are continued in spite of inadequate earnings in a 
particular year because of sound liquidity. Sometimes, the dilemma is resolved by the payment 
of bonus shares. This enables the payment of dividend without draining away the cash resources 
and, thus, without reducing working capital. Dividend policy, is thus, a significant element in 
determining the level of working capital in an organisation.

Price Level Changes

Changes in the price level also affect the requirements of working capital. Rising prices necessitate 
the use of funds for maintaining an existing level of activity. For the same level of current assets,
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Management of Working Capital higher cash outlays are required. The effect of rising prices is that a higher amount of worki ng
capital is needed. However, in the case of companies which can raise their prices proportionate Ly, • 
there is no serious problem working capital. Moreover, the price rise does not have a uniform effect 
on all commodities. It is likely'that some firms may not be affected at all. In brief, the implicatic ns 
of changing price level on working capital position vary from company to company depending . 
on the nature of its operations, its standing in the market and other relevant considerations'. •

Notes

Operating Efficiency

The operating of the management is also an important determinant of the level of working capi al. 
The management can contribute to a sound working capital position through operating effiden zy. 
Although the management cannot control the rise in prices, it can ensure the efficient utilisation 
of resources by eliminating waste, improving coordination, and a fuller utilisation of existing 
resources, and so on. Efficiency of operations accelerates the pace of cash cycle and improves ttie 

working capital turnover. It releases the pressure on working capital by improving profitability 
and improving the internal generation of funds.

To conclude, the level of working capital is determined by a wide variety of factors wh cti 
are partly internal to the firm and partly external (environmental) to it. Effident working cap tal 
management requires efficient planning and a constant review of the needs for an appropri ate 
working capital strategy. * .

Computation of Working Capital

The two components of Working Capital (WQ are Current Assets (CA) and Current Liabilities (C L). 
They have a bearing on the cash operating cycle. In order to calculate the working capital neejcls, 
what is required is the holding period of various types of inventories, the credit collection period 
and the credit payment period. Working capital also depends on the budgeted level of activit) in. 
terms of production/sales. The calculation of WC is based on the assumption that the productic n/ 
sales is carried on evenly throughout the year and all costs accrue similarly. As the working cap tal 
requirements are related to the cost excluding depredation and not to the sale price, WC is compu ted 
with reference to cash cost. The cash cost approach is comprehensive and superior to the operating 
cycle approach based on holding period of debtors and inventories and payment period of creditors.

• Some problems have been solved, however, using the operating cycle approach also.

The steps involved in estimating the different items of CA and CL are as follows:

Estimation of Current Assets
Raw Materials Inventory: The investment in raw materials inventory is estimated on the

Budgeted production 
(in units)

Average inventory 
holding period 
(months/days)

x Cost of raw materials x 
per unit

12 months/365 days

Work-in-Process (W/P) Inventory: The relevant costs to determine work-in-proc ess 
inventory are the proportionate share of cost of raw materials and conversion costs (labour < xid 
manufacturing overhead costs excluding depreciation). In case, full unit of raw material is requi red 
in the beginning, the unit cost of work-in-process would be higher, that is, cost of full unit + 50 
per cent of conversion cost, compared to the raw material requirement throughout the product ion 
cycle; W/P is normally equivalent to 50 per cent of total cost of production. Symbolically,

26 Self Learning Material



\

1

Introduction to Working 
Capital Management

Estimated work-in- 
x process cost per unit x 

inventory

Budgeted production 
(in units)

Average time span or 
work-in-progress 
(months/days)

Notes12 months/365 days

Finished Goods Inventory: Wprking capital required to finance the finished goods inventory 
is given by factors summed up in 12 months/365 days

Debtors: The WC tied up in debtors should be estimated in relation to total cost price

Cost of sales per unit 
(excluding 

depreciation)
Budgeted Credit 
sales (in units)

Average debt 
collection period 
(months/days)

x

2 months/365 days

Cash and Bank Balances: Apart from WC needs for financing inventories and debtors, firms 
also find it useful to have some minimum cash balances with them. It is difficult to lay down the 
exact procedure of determining such an amount. This would primarily be based on the motives 
for holding cash balances of the business firm, attitude of management toward risk, the access 
to the borrowing sources in times of need and past experience, and so on.

Estimation of Current Liabilities

The working capital needs of business firms are lower to the extent where such needs are met 
through the current liabilities (other than bank credit) arising in the ordinary course of business. 
The important current liabilities, in this context are, trade-creditors, wages and overheads:

Credit period 
x allowed by creditors 

(months/days)

/■*

Trade Creditors 
Budgeted yearly 

production/in units)

Raw material cost 
per unit

x

l ,

12 months/365 days

Direct Wages Budgeted 
yearly production 

(in units)

Average time-lag in 
payment of wages 

(months/days)

Direct labour cost 
per unit

X '

12 months/365’days
The average credit period for the payment of wages approximates to a half-a-month in 

the case of monthly wage payment. The first day's monthly wages are paid on the 30th day of 
the month, extending credit for 29 days, the second day's wages are, again, paid on the 30th, 
extending credit for 28 days, and so on. Average credit period approximates to half-a-month.

Overheads (Other than Depreciation and Amortisation)

Budgeted yearly 
production (in units) x

Average time-lag in 
payment of 
overheads

Overhead cost per x 
unit

12 months/365 days
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Management of Working CapitalThe amount of overheads may be separately calculated for different types of overheads. Ii. tine
case of selling overheads, the relevant item would be sales volume instead of production voh Lxme. 

The computation of working capital is summarized in format.

1. Estimation of Current Asset: Amount

(a) Minimum desired cash and bank balances

(b) Inventories •

Raw material " . • •

Work-in-process • '

Finished Goods

(c) Debtors '
Total Current Assets

2. Estimation of Current Liabilities:

(a) Creditors

' (b) Wages 
(c) Overheads 

Total Current Liabilities
3. Net Working Capital:

Add: Margin for contingency

4. Net Working Capital Required 
If payment is received in advance, the item would be listed in CL.

• • , r
If advance payment is to be made to creditors, the item would appear under CA. The i ame 

would be the treatment for advance payment of wages and overheads.

Notes

i

1.13 Liquidity and Profitability
There is a trade-off between liquidity and profitability; gaining more of one ordinarily rr eai*»s ' 
giving up some of the other.

Liquidity means'having enough money in the form of cash, or near-cash assets, to meet jy oiarr 
financial obligations. Alternatively, it also signifies the ease with which assets can be converted, 
into cash. Whereas profitability is a measure of the amount by which a company's reve cm.es 
exceed its relevant expenses.’

Profitabilitv • ✓Liquidity
{> '

Figure 1.3. Liquidity and Profitability .

Let us see picture "liquidity" as being on one end of a straight line and "profitability" o 
other end of the line as in Figure 1.3. If we are on the line and move toward one, weautomati 
move away from the other. In other Words, there is the trade-off between liquidity and profitat

This is easy to illustrate with a simple example.

Example: The items on the asset side of a company's balance sheet are listed in order o£ 
liquidity) i.e., the ease with which they can be converted into cash, in order, the most impor 
of these assets are:

■» the 
=a.llyr 
ilitry.

tarvt
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1. Cash

2. Marketable Securities - ■

3. Accounts Receivable

4. Inventory • 7 .

. 5. Fixed Assets

In other words, the most profitable investment for company is normally in its fixed assets;' 
the least profitable investment is cash.

Introduction to Working 
Capital Management

Notes

1.14 Theories and Approaches of Working Capital Management
Working capital is said to be the life blood of a business. Working capital signifies funds required 
for day-to-day operation of the firm. In financial literature, there exist two concepts of working 
capital namely: gross and net. Accordingly, gross concept working capital refers to current assets 
viz: cash, marketable securities, inventories of raw materials, work- in process, finished goods and 
receivables. According to net concept, working capital refers to the difference between current 
assets and current liabilities. Ordinarily, working capital can be classified into fixed or permanent 
and variable or fluctuating parts.

The minimum level of investment in current assets regularly employed in business is called 
fixed or permanent working capital and the extra working capital needed to support the changing 
business activities is called variable or fluctuating working capital. There are broadly 3 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 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.

1.15 Hedging (Maturity Matching) Strategy of Working Capital 
Investment

The term 'hedging' usually refers to two off-selling transactions of a simultaneous but opposite' 
nature which counterbalance the effect of each other. With reference to financing mix, the term 
hedging refers to 'a process of matching maturities of debt with the maturities of financial needs'. 
According to this strategy, the maturity of sources of funds should match the nature of assets 
to be financed. This approach is, therefore, also known as 'matching strategy'. This approach 
classifies the requirements of total working capital into two categories:

1. Permanent or fixed working capital which is the minimum amount required to carry out 
the normal business operations. It does not vary over time. ‘

2. Temporary or seasonal working capital which is required to meet special exigencies. It 
fluctuates over time.

The hedging strategy suggests that the permanent working capital requirements should 
be financed with funds from long-term sources while the temporary or seasonal working capital 
requirements should be financed with short-term funds. This is a meticulous strategy'of financing 
the working capital with moderate risk and profitability. In this strategy, each of the assets would
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Management of Working Capitalbe, financed by a debt instrument of almost the same maturity. It means if the asset is maturii ig
after 30 days, the payment of the debt which has financed it will also have its due date of payment 
after almost 30 days. Hedging strategy works on the cardinal principle of financing i.e. utilizing; 
long-term sources for financing long-term assets i.e. fixed assets and a part of permanent working; 
capital and temporary working capital are financed by short-term sources of finance.

In case of a growth firm, the amount of fixed assets and permanent current assets go >n 
increasing with the passage of time but the volume of fluctuating current assets change with t tie 
change in production level. In Figure 1.4, According to this approach, noncurrent assets shoi Id 
be financed by long-term financing and current assets by short-term financing. Therefore, unc er 
a moderate approach, businesses should use long-term financing to finance noncurrent assets 
and permanent working capital. The need for temporary working capital should be met oy 
short- term financing.

Notes

\
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Figure 1.4. Moderate Approach 

Short-term financing = Temporary Working Capital

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 the time t tat: 
goods are parked as inventories. To shorten the receivables period without necessarilyreduc: ng 
the credit period, corporate Can offer trade discounts for prompt payment. This strategy is a Iso 
called as hedging approach.

Rationale Behind Maturity Matching or Hedging Approach

Knowing why to apply maturity matching strategy is very important. It suggests financ: rkg 
permanent assets with long-term financing and temporary with short-term financing. Now let 
us suppose opposite situations and see, There can two such situations.

1. Permanent Assets Financed With Short Term Financing: In.this situation, the borrov 
■ has to renew or refinance the short term loan every time simply because the duration for 

which money is required is higher, say 3 years, than the available loan is of, say’6 monrlts 
only; The firm needs to renew the loan 6 times. This firm is exposed to refinancing risl . If
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the lender for any reason denies for renewal, what will the firm do? In such a situation for 
paying off the loan, either the firm will sell the permanent assets which effectively means 
closing the business or file for bankruptcy.

2. Temporary Assets Financed With Long Term Financing: In this situation, firstly, the 
borrower has to pay interest on long term loans for that period also when the loan is not 
getting utilized. Secondly, the interest fate of long-term loans is normally dearer to short term 
loans due to the concept of term premium. These tw;o additional costs hit the profitability 
of the firm. After all the discussion, in situation A, we' learned that costs may be low but the 
risk .is too high and situation B concludes high with low risk.‘Situation A is not acceptable 
because of such a high risk and situation B hits the profitability which is the primary goal of 
doing business and basis of survival. Therefore, the hedging or matching maturity approach 
to finance is ideal for effective working capital management.

Advantages of Matching Maturity Approach
1. Optimum Level of Funds [(Liquidity): The funds remain on the balance sheet only till they 

are in use. As soon as they are not needed, they are paid.-Advantages and Disadvantages 
of Maturity Matching or Hedging Approach to Working Capital Financing This is how the

. interest cost is optimized in this strategy. Interest is paid only for the amount and time for 
which money is used. There is no unutilized cash lying idle with the business.

2. Savings on Interest Costs: When short-term requirements are not funded with long-term
finances, the firm saves interest rate difference between long term and short term interest 
rates. It is already known that long-term interest rates are comparatively higher due to the 
concept of risk premium. • ’ ; .

3. No Risk of Refinancing and Interest Rate Fluctuations During Refinancing: Since the 
fundamental principle of finance is followed here i.e. long term asset to long-term finance 
and short term assets to short term finance, there are no risk of refinancing and the interest 
rate fluctuations during refinancing. This means that while renewing a loan if the market 
scenario changes, the rate of interest may also adversely change. Here, there is no problem, 
of frequent refinancing.

Disadvantages of Matching Maturity Approach
1. Difficult to Implement: It is one of the best strategies or ideal strategy but it is .very difficult to 

implement. Exactly matching the maturity of assets with their source of finance is practically 
not possible. There is quite a lot of uncertainty on current asset's side. One cannot exactly 
predict at what time, the debtor will payor what time the sales will occur. Once the credit • 
is extended, the ball goes in the court of the debtor.

2. Risks Still Persist: After adopting this strategy and planning everything in accordance with 
it, if the assets are not realized on time, it will not be possible to extend the loan due dates 
unreasonably .In that situation, the strategy moves either towards conservative or aggressive 
approach. Once that happens, the analytics and risks of those strategies will apply. The risks 
which are avoided with this strategy again come into play.

Notes

1.16 Conservative Strategy of Working Capital Investment
As the name suggests, it is a conservative strategy of financing the working capital with low risk 
and low profitability. In this strategy, apart from the fixed assets and permanent current assets,
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Management of Working Capital a part of temporary working capital is also financed by long-term financing sources. It h« s ttie
lowest liquidity risk at the cost of higher interest outlay. This is the lowest risk working c ijoitral 
strategy and fails to ensure optimum utilization of funds. Hence it cuts down the expected re tdxrrxs 
of the shareholders. This strategy is illustrated in Figure 1.5. Under a conservative approach, even 
a portion of temporary working capital is covered by long-term financing, and only an erne rgingNotes

Conservative Approach
1 financing' short-tennj. I ✓*y

y

Permanent Working Capital
Long-term Financing

Non-current Assets

1
Time

Figure 1.5. Conservative Approach

need for funds is met by short-term financing. It also happens that businesses have an exc< ssive 
cash balance, which should be invested in marketable securities. Such investments are able to t>e» 
sold at any time to cover the emerging need for working capital.

Formula

Long-term financing = Noncurrent Assets + Permanent Working Capital + Part of Temporary- 
Working Capital

Short-term financing = Part of Temporary Working Capital

This-strategy suggests that the entire estimated investments in current assets shoi l<d t>e 
financed from long-term sources and the short-term sources should be used only for emergency 
requirements. The distinct features of this strategy are:

(i) Liquidity is severally greater; (ii) Risk is minimized; and (iii) The cost of financ Lng is 
relatively more as interest has to be paid even on seasonal requirements for the entire per od.

.Advantages and Disadvantages

The advantages of a conservative strategy are the lowest reinvestment and interest rate risk a nong; 
the other working capital financing strategies. Moreover, it results in a higher level of liqcxicli-ty 
and solvency, so such businesses can easily access short-term borrowing to cover erne rging 
needs in working capital. Lowest risk, however, also results in lowest profitability because long
term financing usually has a higher cost than short-term financing. Funding temporary wc rIcing 
capital by long-term financing also leads to the fact that businesses have interest expenses even 
when they do not have any need for temporary working capital. Under this strategy som a p>e.irt 
of fluctuating current assets is financed through short-term sources.

1.17 Aggressive Strategy of Working Capital Investment
• This strategy is the most aggressive strategy out of all the three. The complete focus of thestiategy 
| is in profitability. It is a high-risk high profitability strategy. Fluctuating as well .as perm an<ent
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current assets under this strategy will be financed through short-term debt. In this strategy debt is 
collected on time and payments to the creditors are made as late as possible. It saves the interest 
cost at the cost of high risk.

Introduction to Working' 
Capital Management

Aggressive Approach</>
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Figure 1.6. Aggressive Approach

This strategy has been illustrated in Figure 1.6. It doesn't assume to hold any reserves 
to cover spontaneous needs in working capital. It means that only some portion of permanent 
working capital is financed by’long-term financing. The rest and the temporary working capital, 
including seasonal fluctuations, are met by short-term borrowing. Adopting this approach makes 
it possible to reduce interest expense and increase profitability of a business, but it also carries 
the greatest risk.

Formula

Long-term Financing = Noncurrent Assets + Portion of Permanent Working Capital i

Short-term Financing = Portion of Permanent Working Capital + Temporary Working Capital 
Under this strategy 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 companies working capital is financed by long-term source of capital and seasonal 
variation are met through short-term borrowing. Adoption of this strategy will minimize the 
investment in net working capital and ultimately it lowers the cost of financing working capital 
needs. The main drawback of this strategy is that it necessitates frequent financing and also 
increase, as the firm is variable to sudden shocks.

Advantages and Disadvantages
■ The main drawbacks of this strategy are that it necessitates frequent financing and also increases 
the 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. Another drawback of an aggressive strategy is that businesses need to access 
short-term borrowing frequently to recover both-the portion of permanent working capital and 
temporary working capital. As a result, the exposure to .refinancing risk increases sharply and 
businesses become vulnerable to any interruption in accessing short-term borrowing.
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The price of this strategy is higher financing costs since long-term rates will normally exceed 
shortterm rates. But when aggressive strategy is adopted, sometimes the firm runs into mismatc les 
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. This strategy 
makes the finance-mix more risky, less costly and more profitable. The advantage of this working 
capital financing strategy is that short-term financing is mostly cheaper compared with long-te rm 
financing, which allows a reduction in interest expense. Such an approach, however, violates tine 
matching principle, which states that noncurrent assets and permanent .working capital sho aid 
be financed by long-term financing. Risk preferences of management shall decide the approacln 
to be adopted. The risk neutral will adopt the hedging approach, the risk averse will adopt tine 
conservative strategy and risk seekers will adopt the aggressive strategy.

Following table gives a summary of the relative costs and benefits of the three different

Management of Working Capital

Notes

strategies:

HedgingFactors Conservative Aggressive

Liquidity More . Less Moderate .« -.j

Profitability Less More Moderate ii

reV MCost More Less Moderate

::Risk Less ModerateMore k\
Ti'-'Asset Utilization Less. More Moderate . 'jI

Working Capital More Less Moderate r-
Thus management of working capital is concerned with determining the investment neec led 

and deciding the financing pattern. You would now know that deciding the financing patt am 
is essentially determining the size and composition of current liabilities in relation to thos«; t>£ 
current assets.

Cost of different types of funds (the long-term and short-term funds), the return on differ snt 
type of current assets, ability to bear risk, desired liquidity levels, etc. has to be considerec to 
decide working capital management related issues.

1.18 Zero Strategy of Working Capital Investment
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 investmen : 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 liquid ity, 
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 casln. 
credit limits are linked to the inventory levels/interest costs are also saved. There would be a 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. j

Zero working capital also ensure a smooth and uninterrupted working capital cycle, ani 
would pressure the Finance Managers to improve the quality of the current assets at all timesto 
keep them 100% realizable. There would also be a constant displacement in the current liabili :ies 
and the possibility of having over-dues may diminish. The tendency to postpone current liability

it
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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

Introduction to Working 
Capital Management

Notes

1.19 Policies of Working Capital Investment
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.

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. 
The relationship of sales and corresponding levels of investment in current assets is shown in 
figure 4.4. 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 strategy; 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 
level of sales (S) as in restricted policy. . ' •
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Figure 1.7. Policies of Working Capital Investment
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Management of Working Capital This policy represents conservative strategy. It allows the company to have sufficient cushic n
• for uncertainties, contingencies, seasonal fluctuations, and changes in activity.levels, changes n 

sales etc. The level of investment in current assets is high, which results in lesser return, but tl te 
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, n 
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 currer ts 
is dependent on risk-return perception of the management.

Notes

1.20 Conservative Approach to Working Capital Financing
A conservative strategy suggests not to take any risk in workingcapital management and tocartry 
high levels of current asset's in relation to sales. Surplus current assets enable the firm to absorfc> 
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-teijm 

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 fior- 

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 currentassets lead to high er 
interest and carrying costs and encouragement for inefficiency. But conservative policy will enable 
the firm to absorb day to day business risks and assures continuous flow of operations. Und er 
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

Advantages of Conservative Strategy of Working Capital Financing

1. Smooth Operations with No Stoppages: In this strategy, the level of working capital a id 
current assets (inventory, accounts receivables and most importantly liquid cash or ba nl< 
balance) is high. A Higher level of inventory absorbs the sudden spurt in product sal ss, 
production plans, any abnormal delay in procurement time etc. This achieves the higher level 
of customer satisfaction and smooth operations of the company. Higher levels of accourvtrs 
receivables are due to relaxed credit terms which in turn attract more customer and thereby 
higher sales and higher sales mean higher profits in normal circumstances.

2. No Insolvency Risk: Most important part and highly relevant to financing strategy are 
the higher levels of cash and working capital. Higher working capital avoids the risk of 
refinancing which exists in case it financed by short-term sources of finance. Not only 
the risk of refinancing but also the risk of adverse change in the interest rate while getting 
the short term loans renewed are avoided. This is how the insolvency risk is avoided a« at 
any time company has sufficient capital to pay off any liability.
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Disadvantages of Conservative Strategy of Working Capital Financing

1. Higher interest Cost: This strategy employs long-term sources of finance and hence there 
are all the chances that the rate of interest will be high. The theory of term premium says 
that the long-term funds have higher interest rat^ compared to short-term funds as risk 
perception and uncertainty is high in case of longer terms.

2. Idle Funds: Long term loans cannot be paid off when wished and if paid cannot be easily 
availed back. As we noted in the diagram/the long-term funds remain unutilised in the 
times when seasonal spurt in activity is not there. Idle funds have' an opportunity cost of

• interest attached to it.
3. Higher Carrying Cost: A Higher level of inventory and debtors implies higher carrying 

and holding cost which has a direct impact on profitability.

4. Inefficient Working Capital Management: If the margins of the firm are low for a particular 
year, a reasonable part of it will be attributed to working capital management. In such 
a situation, the conservative approach of financing may be called with another name of 
'inefficient working capital management'.

In traduction to Working 
Capital Management

Notes

1.21 Profitability Versus Risk Tradeoff for Alternative Levels of 
Working Capital Investment

Profitability Standpoint
Short-term interest rates are mostly lower than long-term rates. Therefore, using short-term 
financing helps reduce interest payments. Using long-term borrowing in financing working capital 
leads to higher interest payments compared with short-term borrowing. 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.

Risk Standpoint
There are two risks involved in short-term financing.

• Refinancing risk

• Interest rate risk

Refinancing risk refers to the probability that a business will fail to replace an existing short
term loan with a new one, which can lead, for example, to a disruption in supplies, interruption 
of production, or a decrease in sales. 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 interest rate risk refers to the chance that a new loan will have a higher interest rate 
than a previous one, resulting in increased interest expense and reduced profitability. The risk . 
of adverse change in interest fate, while refinancing may increase the cost of financing and this 
risk,-leads to low profitability.

On the contrary, long-term financing neither has to refinance neither risk nor the change 
of interest rate frequently. Here, the long-term financing wins the race.
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Management of Working Capital Alternative Levels of Working Capital Investment

Before deciding on an appropriate level of working capital investment, a firm's management Iras 
to evaluate the trade-off between expected profitability and the risk that it may be unable to itieet 
its financial obligations. Profitability is measured by the rate of (operating) return on total assets; 
that is, EBIT/total assets. As mentioned earlier in this chapter, the risk that a firm will encounter N 
financial difficulties is related to the firm's net working capita! position. |

Suppose Burlington Resources has forecasted sales next year to be $100 million and fe"BIT 
to be $10 million. The company has fixed assets of $30 million and current liabilities tptaling $20 
million. Burlington Resources is considering three alternative working capital investment policies:

• An aggressive policy consisting of $35 million in current assets

• A moderate policy consisting of $40 million in current assets

• A conservative policy consisting of $45 million in current assets •

Assume that sales and EBIT remain constant under each policy contains the results or tine
three proposed policies. The aggressive policy would yield the highest expected rate of return on 
total assets, 15.38 percent, whereas the conservative policy would yield the lowest rate of rernm, 
13.33 percent. The aggressive policy would also result in a lower net working capital position 
($15 million) than would the conservative policy ($25 million). Using net working capitall as a 
measure of risk, the aggressive policy is the riskiest and the conservative policy is the least ijl.slcy. 
The current ratio is another measure of a firm's ability to meet financial obligations as they come 
due. The aggressive policy would yield the lowest current ratio, and the conservative policy 
would yield the highest current ratio. I '

Notes

1.22 Tradeoff between the Hedging and Conservative Approaches
The hedging approach implies low cost, high profit and high risk while the conservative approacH. 
leads to high cost, low profits and low risk. Both the approaches are the two extremes and neitlier 
of them serves the purpose of efficient working capital management.

A trade-off between the two will then be an acceptable approach. The level of trac e off 
may differ from case to case depending upon the perception of risk by the persons involv ad in 
financial decision-making.

However, one way of determining the tradeoff is by finding the average of maxirnuim 
and the minimum requirements of current assets or working capital. The average requirements 
so calculated may be financed out of long-term funds and the excess over the average frorn 
short-term funds. Thus, in the above given example the average requirements of ? 48,500,455,
+ 52,000/2 i.e., may be financed from long-term while the excess capital required during vanoxJ-S 
months from short-term sources.

ttie
,000

Analysis of Conservative and Aggressive Financing Approaches

The moderate policy stands in between two extremes of conservative and aggressive fina icing 
approaches. Majority of the corporates are followed the moderate policy of working capital, 
financing, which enables to avoid higher risk and to earn moderate.profit margin on addi ional 
investments in current assets. •

Overall working capital policy considers both a firm's level of working capital inves :ment 
and it's financing. In practice, the firm has to determine the joint impact of these two decisions 
upon its profitability and risk. However, to permit a better understanding of working capital

38 Self Learning Material



policy, the working capital investment decision is discussed in this section, and the working capital Introduction to Working
financing decision is discussed in the following section. The two decisions are then considered Capital Management 
together. The size and nature of a firm's investment in current assets is a function of a number 
of different factors, including the following:

• • The type of products manufactured

• The length of the operating cycle

• The sales level (because higher sales require more investment in inventories and 
receivables)

• Inventory policies (for example, the amount of safety stocks maintained; that is, 
inventories needed to meet higher than expected demand or unanticipated delays in 
obtaining new inventories)

• Credit policies

• How efficiently the firm manages current assets (Obviously, the more effectively 
management economizes on the amount of cash, marketable securities, inventories, and 
receivables employed, the smaller the working capital requirements.}

Notes

1.23 Optimal Level of Working Capital Investment
The optimal level of working capital investment is the level expected to maximize shareholder • 
wealth. It is a function of several factors, including the variability of sales and cash flows and the 
degree of operating and financial leverage employed by the firm. Therefore, no single working 
capital investment policy is necessarily optimal for all firms.

Risks and Opportunity Costs
The risk of default and bankruptcy increases as you adopt more aggressive working capital policies. 
For example, a sudden emergency can leave you unable to make a bond interest payment. Tight 
inventories can lead to shortages and lost sales. Vendors might balk at extending your further 
credit if you stretch out payments beyond 90 days. Investors might be less willing to buy your 
bonds and may force you to offer higher interest rates on newly issued long-term debt. Themajor 
risk of a conservative working capital policy is the opportunity costs of "lazy" assets that you 
could put to work.

Business Working Capital
A small business's working capital represents its current assets minus current liabilities. Current 
assets are cash or items that can convert to cash in less than a year, such as accounts receivable, 
negotiable securities and inventory. Current liabilities include the short-term payables: accounts, 
payroll, taxes and interest, as well as any debt coming due within a year. . i

1.24 Concept of Liquidity
By the term 'liquidity' it is meant the debt-repaying capacity of an undertaking. It refers to the 
firm's ability to meet the claims of suppliers of goods, services and capital. According to Archer 
and D'Ambrosio, liquidity means cash and cash availability, and it is from current operations 
and previous accumulations that cash is available, to take cafe of the claims of both the short
term suppliers of capital and the long-term ones. It has two dimensions; the short-term and the 
long-term liquidity. Short-term liquidity implies the capacity of the undertaking, to repay the 
short-term debt, which means the same as the ability of the firm in meeting the currently maturing
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Management of Working Capi tal obi iga Hons form out of .the current assets. The purpose of the short-term analysis is to derive a
picture of the capacity of the firm to meet its short-term obligations out of its short-term resoure es„ 
that is, to estimate the risk of supplying short-term capital to the firm.

Analysis of the firm's long-term position has for its rationale, the delineation of the ability 
of a firm to meet its long-term financial obligations such as interest and dividend payment aErxcl 

repayment of principal. Long-term liquidity refers to the ability of the firm to retire long-teSrrr* 
debt and interest and other long-run obligations. When relationships are established along thpse 
lines, it is assumed that in the long-run assets could be liquidated to meet the financial claiiarts 
of the firm. Quite often the expression 'liquidity' is used to mean short-term liquidity of ttie 
companies. In the present study, liquidity is taken to mean the short-term liquidity which ref 
to the ability of the undertakings to pay-of current liabilities. This is chosen because the stud; /■ is 
related to the management of short-term assets and liabilities. Further, the concept of short-tf arm 
liquidity is more suited to enterprises that have a remote possibility of becoming insolvent In 
other words, the long-run success of an undertaking lies in its ability to survive in the immediate 
future. Further, a company may have tremendous potential for profitability in the long-nuLn, 
but may languish due to inadequate liquidity. It is, therefore, short-term liquidity that has been 
considered crucial to the very existence of an enterprise. I

Notes

ears

1.25 Measurement of Liquidity
Liquidity refers to the ability of a firm to meet its short-term financial obligations when andl as 
they fall due. The main concern of liquidity ratio is to measure the ability of the firms to nleet 
their short-term maturing obligations. The greater the coverage of liquid assets to short- t^rm
liabilities the better as it is a dear signal that a company can pay its debts that are coming elute 
in the near future and still fund its ongoing operations. On the other hand, a company wii JK a. 
low coverage rate should raise a red flag for investors as it may be a sign that the company *vill 
have difficulty meeting running its operations, as well as meeting its obligations. The following 
are liquidity ratios:

1. Current Ratio: The number of times that the short term assets can cover the short tertai de tots. 
In other words, it indicates an ability to meet the short term obligations as & when they fall 
due. It may be defined as the ratio of current assets to current liabilities. It is expressec. as: 

Current Assets
Current Ratio = —-------—* Current Liabilities

Current assets normally includes cash in hand and at bank, marketable securities, toills 
receivable, Book debts excluding provision, inventories, prepaid expenses, current liabilities 

include items such as outstanding expenses, sundiy creditors, bills payable, bank overdraft, 
provision for taxation, proposed dividend, income tax payable, unclaimed dividend etc. A. 
current asset means cash or those assets convertible or expected to be converted into 
within the accounting year and current liabilities are those liabilities to be paid withir ttoe 
same time.

Interpretation: It specifies how much current assets are available to meet current liabilities. 
Hence these ratios depict the payment capacity of the concern. Thus, it is a measure of 
margin of safety for creditors. Higher the ratio, the better it is, however but too high 
reflects an in-efficient use of resources, & too low ratio leads to insolvency. The ideal ratio 
is considered to be 2:1.

2. Liquidity Ratio, Quick Ratio or Acid-Test Ratio: It indicates the ability to meet short emn 
payments using the most liquid assets. This ratio is more conservative than the current ratio
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because it excludes inventory and other current assets, which are more difficult to turn into Introduction to Working 
cash. It is a measure of liquidity of a firm, how speedy it is able to repay its current liabilities. Capital Management

Current Assets 
Current Liabilities

Quick assets include all current assets excluding inventories, prepaid expenses, advance 
tax and advance payments, current liabilities means as it defined in current ratio. It is a 
more rigorous test of liquidity .than the current ratio and, used together with current ratio, 
it gives a better picture of the short term financial position of the firm.

Interpretation: The ideal ratio is 1:1. Another beneficial use is to compare the quick ratio 
with the current ratio. If the current ratio is significantly higher, it is a clear indication that 
the company's current assets are dependent on inventory.

3. Super Quick Ratio or Absolute Liquidity Ratio: This ratio is calculated to assess the quick 
ability to pay liquid liabilities. It is the ratio between absolute liquid assets and liquid 
liabilities. - •

Current Ratio or Liquidity Ratio =

Notes

Cash in hand. Cash at Bank and Marketable.Securities
Super Quick Ratio = Current Liabilities - Bank Overdraft

This ratio is the most rigorous and conservative test of a firms liquidity position.

Example 1: Calculate liquid ratio, current ratio and super quick ratio from the following data:

? .50000Current Assets 
Stock.

Prepaid expenses 
Working Capital 
Bank overdraft

?10000 
? 5000

\
? 30000
? 5000

Cash balance' ? 10000
___________________50,000
Current Liabilities 20,000 

Current Assets 35,000

Current Assets
= 1.5:1Current Ratio =

= 1.75:1Liquidity Ratio = Current Liabilities 20,000
Cash in hand. Cash at Bank and Securities 15,000

■ 1:1Super Quick Ratio * Current Liabilities -Bank Overdraft 15,000V

1.26 Fundamentals of Liquidity
The measurement of liquidity was accomplished by comparing current assets with current 
liabilities. But, focus has not been thrown on the factors that determine liquidity. Several factors 
influence the liquidity position of an undertaking. Significant among them are:

1. The nature and volume of business;

2. The size and composition of current assets and current liabilities:

' 3.' The method of financing current assets;

4. The level of investment in fixed assets in relation to the total long- term funds; and

5. The control over current assets and current liabilities.

Firstly, the nature and volume of business influence the liquidity of an enterprise. Depending 
upon the nature of the units, some fiims require more working capital than others. For some.
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Management ofWorking Capital of the concerns like public utilities, less proportion of working capital is needed, vis-^-vis
manufacturing organisations. Besides, an increasing volume of business also enhances the fund;. 
needed to finance current assets. In these situations, if the firm does not divert some funds font i 
the long-term sources, the liquidity ratios would be adversely affected.

Secondly, the size and the composition of current assets and current liabilities were the 
basic factors that determine the liquidity of an enterprise. If a higher investment is made in the 
current assets in relation to current liabilities, there would be a corresponding rise in the current 
ratio. While quickly and other ratios depend on the composition of current assets. Thirdly, th ? 
method of financing current assets causes changes in the liquidity ratios. If greater part of ths 
current assets are financed form long-term sources, greater also would be the current ratio. On. 
the other hand, if the concern depends much on the outside sources for financing current assets , 
the ratio would fall. Fourthly, the absorption of funds by fixed assets is one of the major causes 
of low liquidity. As more and more of the firm's total funds are absorbed in this process, there 
will be little left to finance short-term needs and therefore liquidity ratios fall. Hence, the degree 
of liquidity is determined by the attitude of the management in the allocation of permanent fund,s 
between fixed and current assets.

Finally, stringent control over the current items causes fluctuations in the liquidity ratio^. 
If investment in current assets is not taken care of properly, the firm may accumulate exceis 

liquidity, which may adversely affect the profitability. On the contrary, unduly strict control t>£ 
the investment in all types of current assets may eventually endanger the existence of the fi:
owing to noncompliance of claims because of the shortage of funds. Similarly, control over curre__
liabilities also plays an important role in determining liquidity of an enterprise by requiring the 
firm to contribute necessary funds from long-term sources to keep up the liquidity position.

Notes

mi;

•eAt

1.27 Effects of Liquidity
Liquidity of a business is one of the key factors determining its propensity to succeed or fa ,1. 
Both excess and shortage of liquidity affect the interests of the firm. By excess liquidity in 
business enterprise, it is meant that' it is carrying higher current assets than are warranted by the 
requirements of production. Hence, it indicates the blocking up of funds in currentassets witho j t 
any return. Besides, the firm has to incur costs to carry them overtime. Further, the value of sucln 
assets would depreciate in times of inflation, if they are left idle. Owing to the cornering of capit< il, 
the firm may have to resort to additional borrowing even at a fancy price.

On the other hand, the impact of inadequate liquidity is more severe. The losses due to 
. insufficient liquidity would be many. Production may have to be curtailed or stopped for want of 

necessary funds. As the firm will not be in a position to pay- off the debts, the credit worthiness 
of the firm is badly affected. In general, the smaller the amount of default, the higher would z>e 
the damage done to the image of the unit. In addition, the firm will not be able to secure fun ids 
from outside sources, and the existing creditors may even force the firm into bankruptcy. Further, 
insufficient funds will not allow the concern to launch any profitable project or earn attract! se 
rates of return on existing investment.

Between the excess and inadequate liquidity, the latter is considered to be more detriment al, 
since the lack of liquidity may endanger the very existence of the business enterprise. Besid es, 
both the excess and inadequate liquidity adversely affect the profitability. If the firm is eami ng 
very low rates of return or incurring losses, there would be no funds generated by the operatiejn s 

of the company, which are essential to retire the debts. In fact, there is a tangle between liquid

a
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and profitability, which eventually determines the optimum level of investment in current assets. 
Of the liquidity and profitability, the former assumes further importance since profits could be 
earned with ease in subsequent periods, once the image of the unit is maintained.

Introduction to Working 
. Capital Management

1.28 Concept of Profit
Notes

' Profits are essential for the working of a private free-enterprise economy. Unfortunately, there 
is no general agreement about the meaning of the term "corporate profits' and this has led to 
diversity of opinions on the subject of profits. The controversy seems to be prevailing in respect 
of what constitutes "profit'; how profit should be measured and how profit contributes towards 
a healthy and vigorous economy. As such it is not surprising to find people coming up with 
different interpretations of profits while analyzing the same set of financial data. These differences 
may arise simply because people apply different values to the data or bring different insights 
into their interpretations. One of the examples of this problem is the difference'in the concept of 
the profits as per economists and accountants.

The differences get manifested in their concern for future and the past while viewing the 
profits. Likewise, the business manager and the trade union leader quite obviously emphasize 
interpretations of profits that represent their best interests. Academicians differ among themselves 
about theoretical co'ncepts of profits and the process of decision-making. The term "profits' can 
also be used by any of these people with respect to a single firm and the aggregate of many 
firms. The meaning attributed to the word 'profit' ranges from the view point that it is the entire 
return received by the business to the view that "pure' profit is residual in nature as it is arrived 
at after deductions art made from total income for wages, interest and rent. Clark argued that 
profit results exclusively from dynamic change e.g., inventions, which yield temporary profit to 
entrepreneurs. Hawley holds that risk bearing is the essential function of the entrepreneur and 
is the basis for profit. - , •

The relationship between business, profit and economic growth is basically very simple. 
Profit determines investment and investment is essential to growth. Thus, a steep and continuing 
decline in .profit is likely to mean a serious drop in the investment stances; higher profit would 
mean higher investment and faster growth. Further, it is by no accident that business profits, • 

. business investment, and unemployment form three important economic indicators that depict 
the level of economic activity. More business investment is needed to provide more jobs for the 
rapidly growing labour force and one of the very dependable ways to get more investment is to 
plough back adequately from the profits.

The decline in profits during the postwar period has in fact been accompanied by a short 
decline in business investment in many countries in the world. The idea that profit is good' is 

. unacceptable to many people. The idea that higher profits are even better is still unpalatable. What 
the critics of profit erroneously perceive is that businessmen aim not at developing economic 
activities but on profiteering and fleecing the consumers. Probably their intention tells them 
that one man's profit is another man's loss and, as such, the obvious conclusion is that profit 
means exploitation. But experience is a better guide than instinct and experience teaches that in 
a competitive economy business profit must accrue to those ventures that best serve the general- 
economic welfare. The targets of private business are private profits. The great virtue of a free 
and competitive economy is that it stabilizes organic link between profits and economic welfare 
and therefore undermining one result in the undermining of both.

Profits may be increased by reducing corporate taxes. But tax cut is not a panacea and does # 
• not guarantee that profit will rise of the investment will continue to rise, its benefits could be lost
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Management of Working Capital if rising business costs lead either to inflation or to the reduction of profits or both. Converselytjlrie
benefit of tax reduction can be greatly enhanced if business costs can be reduced. The responsibility 
for controlling the increase in the business costs rests on various agencies. It rests in part w itrli 
the business management; in part with government, state arid local; in part with employees arid • 
their unions and in part with the public. Thus it must certainly be recognized that the profits ire 
one of the principal engines of economic growth, and it must be seen that the prospect for pro its 
is bright enough in this country to assure continued economic expansion.

The profitability of an industry has obviously a direct bearing on its growth. This is principJ Uy 
due to the psychological incentives and the financial resources that the profitability provides. H gin. 
profitability makes possible to plough back substantial resources, helps to raise equity cap tal 
in.the investment market; and make it possible to raiseloans. Thus, it is business confidena in 
the level of profitability which is the primary determinant of the decision to invest. Despite tJKe 
vilification of profit by forces on the extreme left, a mixed economy will not undertake product rve 
investment in plant and machinery unless management in reasonably assured of earning a rate 
of return at least commensurate with the risks involved.

Notes

1.29 Measurement of Profitability
Profitability is the ability of a business to earn profit over a period of time. The profitabi ity 
ratios show the combined effects of liquidity, asset management (activity) and debt management" 
(gearing) on operating results. The overall measure of success of a business is the profitabi lity 
which results from the effective use of its resources. Profitability depends on quantum of sj lies 
and use of financial resources. Profit is considered an indicator of operational efficiency of tHe 
firm. Profitability of a firm is measured on the following two bases:

1. Based on Sales 
.2. Based on Investment

Profitability Ratios Based on Sales

Basing on sales, the following three ratios can be considered important in judging the profitabi 
of an enterprise.

1. Gross profit ratio

2. Operating profit ratio

3. Net profit ratio

Lity

1. Gross Profit Ratio: A company's cost of goods sold represents the expense related to labor, 
raw materials and manufacturing overhead involved in its production process. This expense 
is deducted from the company's net sales/revenue, which results in a company's gross
profit. The gross profit margin is used to analyze how efficiently a company is using its ra-w 
materials, labor and manufacturing-related fixed assets to generate profits.

Gross Profit
x 100Gross Profit Ratio «=

Net Sales
Interpretation: The higher the ratio; the greater will be the margin and lower the ratio -tire 
profit is declining in comparison to sales. It means higher the ratio, the higher is the profit
earned on sales.

2. Operating Ratio: By subtracting selling, general and administrative expenses fro rv a 
company's gross profit number, we get operating income. Management has much more 
control over operating expenses than its cost of sales outlays. It Measures the relative'im >act
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of operating expenses. Introduction to Working 

Capital ManagementOperating RaHo= 0pe;,alicg,Fr°flt
F & Net Sales x 100

Interpretation: Lower the ratio, lower the expense related to the sales.

3. Operating costs = Cost of goods sold + operating expenses It indicates the operational 
efficiency and profit earning capacity of the firm.

4. ' Expenses Ratios:

(a) Material consumed Ratio =

Notes

Operating Profit 
'Net Sales

x 100

Operating Profit
(b) Finance expenses Ratio =

(c) Manufacturing /Administration /Selling expenses Ratio

x 100
Net Sales

Manufacturing /Administration /Selling expenses
x 100 ..

Net Sales

It reveals the managerial efficiency by comparing these ratios over a period of time. 
Net Profit (After Tax or Before Tax)

x 1005. Net Profit Ratio = t Net Sales

It reveals overall profitability and efficiency of the business. A high ratio means adequate 
return to the owners and firms capacity to stand in a competitive market. If the ratio is calculated 
on before tax profit it measure the managerial efficiency and if it is calculated by taking after tax 
then it is used for comparing two firms or for the owner's purpose.

Interpretation: Higher the ratio, the more profitable are the sales.

Profitability Ratio Based on Investment

Efficiency of enterprises can be judged by capital employed also because sometimes conclusions 
drawn on the basis of net profit to sales may be misleading. Such important ratios are:

1. Return on capital Employed (ROCE) (Return on Investment):

2. Return on Net Worth:

3. Return on Equity Shareholders Funds:

4. Return on Total Assets:

1. Return on capital Employed (ROCE) (Return on Investment): This ratio complements the 
return on equity ratio by adding a company's debt liabilities, or funded debt, to equity to 
reflect a company's total "capital employed". This measure narrows the focus to gain a better, 
understanding of a company's ability to generate returns from its available capital base. 

Net Profit Before Tax 
Capital Employed

(or) Assets Turnover x Profit Margin 
Net Profit 

Sales

Capital Employed means: Gross Capital Employed = Fixed and current Assets (excluding 
fictitious Assets and intangible assets if it has no realizable value)

Net Capital Employed ■ Total Assets (excluding fictitious assets and intangible assets which 
has no.value) - current liabilities.

, i

X 100ROCE =

Sales
x 100(or)

Total Assets
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Average Capital Employed = Opening and Closing Capital employed/2 (or) Ca; >i tal 
Employedat the end -1/2 of Current year's profit

It is barometer of the overall performance of the enterprise. It is a measure of the ear ling; 
power of the net assets of the business. It is beneficial for inter firm and intra-firm compar son. 
Interpretation: It is a more comprehensive profitability indicator because it ga iges 
management's ability to generate earnings from a company's total pool of capital.

2. ■ Return on Net Worth:

Return or Net Worth -

Management of Working Capital

Notes

Net Profit After Tax & Interest x 100
Net Worth

Net worth or shareholders fund or owners' equity or Proprietors funds E. S Capi :aX *+■ 
P.S. Capital + Securities Premium + reserves and surplus (after adjusting fictitious a ssets 
and losses) . '

This ratio reveals that amount of earnings for each rupee that the shareholders have invested 
‘ in the company. It is useful for inter-firm and intra-firm, comparison.

3. Return on Equity Shareholders Funds:

Return on Equity Shareholders Funds = Net Profit After 1 ax - Preference Dividend
x XOO

Equity Shareholders Funds

The ratio provides adequate test to evaluate whether a company has earned satisfactory . 
return for its equity holders or not. Investor can compare the normal rate of return in m irlcet 
with this rate to reach on investment decision.

4. Return on Total Assets:

Return or Total Assets ■ Net Profit After Tax
x 100

Total Assets Excluding Fictitious Assets

Example 3: From the following balance sheet calculate N.P. Ratio, ROCE, Return on equity 
shareholders fund.

\

Liabilities Assetsj.

Net Fixed 
Assets

7000004000 Equity share Capital of ? 
100 each

400000

100000. ‘ Current Assets 23000010% P.S. Capital
20000Reserves 50000 Vrelirmnary ■, 

. Expenses

Current year's profit (tax rate 
50%) 

150000

10000012% Debentures

150000.Current Liabilities
950000950000

' Sales 15,00,000

Solution:
Net Profit After Tax xioo'Net Profit Ratio =

Net Sales

150000 x 100 = 10%
1500000•
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Net Profit Before Tax Introduction to Working 
Capital Management

ROCE = X 100
Capita] Employed-

300000 
9300000

Net Profit before Tax =®Net Profit after Tax + Tax = 150000+150000 - ? 30000

x 100 = 32.36%

Notes
Capital Employed (Total) = Fixed Assets + Current Assets = 700000+230000 = ? 930000

Net Profit After Tax - Preference Dividend 
Equity Shareholders Funds *

150000 -10000

Return on Equity Shareholders Funds = X 100

X 100 = 23.33% '
600000

1.30 Trade off Between Profitability and Liquidity
Ah impo: lant aspect of a working capital policy is to maintain and provide sufficient liquidity 
to the firm. Like most corporate financing decisions, the decision on how much working capital 
should be maintained involves a trade-off. Having a large net working capital may reduce the 
liquidity-risk faced by the firm, but it can have a negative effect on-the cash flows. Therefore, the 
net effect on the value of the firm should be used to determine the optimal amount of working 
capital. A firm must'maintain enough cash balance or other liquid assets so that it never faces 
problems of payment to liabilities.

• Does it mean that a firm should maintain unnecessarily large liquidity to pay the 
creditors?

• Can a firm adopt such a policy?
Certainly not; "there is also another side for.a coin". Greater liquidity makes it easy for a 

firm to meet its payment commitments, but simultaneously greater liquidity involves cost also.

The risk-return trade-off involved in managing the firm's working capital is a trade-off 
between the'firm's liquidity and its profitability. By maintaining a large investment in current 
assets like cash, inventory etc., and the firm reduces the chance of (1) production stoppages and 
the loss from sales due to inventory shortage and (2) the inability to pay the creditors on time. 
However, as the firm increases its investment in working capital, there is not a corresponding 
increase in its expected returns. As a result the firm's return on investment drops because the 
profit is unchanged while the investment in current assets increases.

In addition to the above, the firm's use of current liability versus long-term debt also 
involves a risk-return trade-off. Other things being equal, the greater the” firm's reliance is on the 
short-term debts or current liability in financing its current investment, the greater the risk of 
illiquidity. Oh the other hand, the use of current liability can be advantageous as it is less costly 
and is a flexible means of financing. A firm can reduce its risk of illiquidity through the use of 
long-term debts at the cost of reduction in its return on investment. The risk-return trade-off thus 
involves an increased risk of illiquidity and profitability.

So, there exists a trade-off between profitability and liquidity or a trade-off between risk 
(liquidity) and return (profitability) with reference to working capital. The risk in this context 
is measured by the profitability .that the firm will become technically insolvent by not paying 
current liability as they occur; and profitability here means the reduction of cost of maintaining 
current assets. The greater the amount of liquid resets a firm has, the less risky the firm is. In 
other words, the more liquid is the firm, the less likely it is to become insolvent. Conversely, lower 
levels o( liquidity are associated with increasing levels of risk. So, the relationship of working

Self Learning Material 47



Management of Working Capital capital, liquidity and risk of the firm is that the liquidity and risk move in opposite direction. So,
every firm, in order to reduce the risk will tend to increase the liquidity. But, increased liquidity 
has a cost. If a firm wants to increase profit by reducing the cost of maintaining liquidity, ttien 
it must also increase the risk. If it wants to decrease risk, the profitability is also decreased. S<d, a. 
trade-off between risk and return is required. |

From the above discussion, it is clear that, in order to increase the profitability, the firm 
reduces the current assets (and thereby increases fixed assets). Consequently, the profitability of 
the firm will increase but the liquidity will be reduced. The firm is now exposed to a greater ris < of 
insolvency. The risk return syndrome can be summed up as follows: when liquidity increases, tfve 
risk of insolvency is reduced. However, when the liquidity is reduced, the profitability incre« ses 
but the risks of insolvency also increase. So, profitability and risk move in the same direction.. 
What is required on the part of the financial manager is to maintain a balance between risk and 
profitability. Neither too much of risk nor too much of profitability is good.

There has been an attempt made to highlight the nexus between liquidity, profitability j tnd 
working capital. A further examination can be thought of with the following indicators.

1. Net Working Capital: As a general rule, current obligations or current liabilities are p aid 
off by reducing current assets, which are assets that can be converted into cash on short: 
notice. The arithmetic difference between current assets and current liabilities is called net 
working capital and it represents a cushion for creditors. Although this measure is not a 
ratio, it is commonly included in the liquidity ratios while analyzing companies. It is wic .ely 
used by creditors and credit rating agencies as a measure of liquidity. More working cap ital 
is preferred to less. In other words, creditors like a 'big' cushion to protect their interest. 
However, too much working capital can act to the detriment of the company because t n^ey 
may not be utilizing the funds effectively.

2. Working Capital Turnover The turnover of working capital, which indicates the freque ncy 
at which they were rotating, is another measure of the efficiency of working capital 
management. Like any other turnover or activity ratio> a low ratio reflects a slow moverr ent 
of the current assets, thereby implying a suboptimum utilization of working capital.

3. Rate of Return on Current Assets: The return on current assets is yet another use£ul 
economic indicator of the profitability of the enterprises and thus indicates the efficiency 
or otherwise with which.the current assets are put to use. The rate of net profit to current: 
assets is calculated to underline the efficiency. In case where current assets form more £ lan 
half, this ratio becomes significant.

4. . PAT as Percentage of Sales: One of the important profitability ratios calculated for 'the 
purpose of measuring management's efficiency is the profits after tax as percentage of sales. 
This is the overall measure of firm's ability to tum each rupee of sales into profit. If the net 
margin is inadequate, the firm will fail to achieve satisfactory return on owners' equity. TTnis 
ratio also indicates the firm's capacity to withstand adverse economic conditions. A fx 
with a high net margin ratio would be in an advantageous position to survive in the facie of 
falling sales, prices, rising cost of production, or declining demand for the product. It wo uil ci 
really be difficult for a low net margin firm to withstand these adversities.

5. Assets Turnover Usually the turnover ratios are employed to determine the efficiency vvitbi 
which a particular asset is managed and also to consider the relationship between s lies 
and various items of assets for this purpose. These ratios which are called activity ra tios 
indicate the speed with which the investment in the assets is getting rotated or converted.: rvto^ 
sales. A proper balance between sales and assets generally reflects that assets are managed

Notes

r*m
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well. Although fixed assets may not maintain close relation with sales, they are taken as 
important because of their contribution to production. Hence total assets turnover is taken 
as an indicator to measure the extent of sales generated for one rupee investment in assets.

6. Collection Period: Another indicator which is considered to be important in judging the 
working capital efficiency is the collection period. This ratio indicates the total number of 
days that was taken by the firms in'collecting their debts. A comparison of the norms fixed 
with the results obtained would show the positive or negative tendencies.

7. Interest as Percentage of Profits before Interest and Tax: One of the ratios that are used 
to determine the debt capacity of a firm is this coverage ratio. This ratio reveals the ability 
of the company in servicing the debt undertaken. A high ratio speaks about the interest 
burden of the company and consequently the adverse impact of the same on profitability. 
In the same way, a high ratio enhances the financial risk of the firm.

Introduction to Working . 
Capital Management

Notes

1.31 Difference between Profitability and Liquidity
The liquidity is the ability of a firm to pay its short term obligation for the continuous operation. 
A firm is considered normally financially solid and low risky which has huge cash in its balance 
sheet. The liquidity is not only measured by the cash balance but also by all kind of assets which 
can be converted to cash within one year without losing their value. It has primary importance 
for the survival of a firm both in short term and long term whereas the profitability has secondary 
important. The profitability measures the economic success of the firm irrespective to cash flow 
in the firm. It is often observed that a firm is very profitable in its books but it does not have 
sufficient cash and cash equivalent to pay its daily bills and due obligations. That is an illustration 
of classical poor liquidity management. The empirical studies have proved it that a large number of 
the firms are bankrupt not because they are not profitable but they do not have sufficient liquidity.

The liquidity of a firm is measured primarily by current ratio and net working capital whereas 
the profitability is measured by return on assets and return on equity. The liquidity focuses on 
short term assets which generate low profit and contain low risk. The current ratio is considered 
acceptable if current assets to current liabilities are equal to 1. In this case the net working capital 
is zero which is current assets minus current liability. The acceptable rule of thumb of current 

- ratio equal to 1 is dangerous to some extent. The current assets of a firm should be at least at the 
level which covers the current liability with some extra margin of safety of current assets. The 
negative working capital generally is a sign of short term financing requirement which is normally 
expensive and considered an extra burden to reduce the profit. It is an important determinant 

• for corporate loan business to evaluate the working capital, current assets and current liability 
of borrower firm before providing any credit facility. The liquidity measures also include the 
quality of current assets. The assets which can be converted in cash within a year without losing 
their value are considered qualitative current assets.

Profitability and liquidity are the two terms which are most widely watched by both the 
investors and owners in order to gauge whether the business is doing good or not. Given below 
are the differences between profitability and liquidity:

1. Profitability refers to profits which the company has made during the year which is calculated 
as difference between revenue and expense done by the company, whereas liquidity refers 
to availability of cash with the company at any point of time.

2. A profitable company may not have enough liquidity because most of the funds of the 
company are invested into projects and a company which has lot of cash or liquidity may 
not be profitable because of lack of opportunities for putting idle cash.
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Management of Working Capital 3. Gross profit, net profit, operating profit, return on capital employed are some of the ratios
which are used to calculate profitability of the firm while current ratio, liquid ratio and casln 
debt coverage ratio are some of the ratios which are used to calculate liquidity of the firm. 

4. A company which is profitable can go bankrupt in the short term if it does not have liquidity 
whereas a company which has liquidity but is not profitable cannot go bankrupt in tire 
short term. I

Hence as one can see from the above that profitability and liquidity are not same arid tire 
company has to maintain a fine balance between the two because if company focuses on too mnclr 
profitability then it runs the risk of not able to pay its creditors, employees and other parties wlL 

on the other hand if company focuses on liquidity and then it runs the risk of going into lt»ss.

Notes

ereas

1.32 Significance of Liquidity and Profitability in Working Capilta.1 
Decisions

All decisions of the financial manager are assumed to be geared to maximization of shareholders
wealth, and working capital decisions are no exception. Accordingly, risk-return trade-off:

of risks inherent 'incharacterizes each of the working capital decision. There are two types 
working capital management, namely, liquidity risk and opportunity loss risk. Liquidity i^islc is

the non-availability of cash to pay a liability that falls due. It may happen only on certain! days. 
Even so, it can cause not only a loss of reputation but also make the work condition unfavorable 
for getting the best terms on transaction with the trade creditors. The other risk involved ir*
working capital management is the risk of opportunity loss i.e. risk of having too little inventory 
to maintain production and sales, or the risk of not granting adequate credit for realizing tbe 
achievable level of sales. In other words, it is the risk of not being able to produce more L>r soil 
more or both, and, therefore, not being able to earn the potential profit, because there weir 

enough funds to support higher inventory and book debts. Thus, it would not be out of pi
g not 

acG to
mention that it is only theoretical that the current assets could all take zero values. Indeed, it is 
neither practicable nor advisable. In practice, all current assets take positive values because firms 
seek to reduce working capital risks. However, if more funds are deployed in current assents, tine 
higher would be the cost of funds employed, and therefore, lesser the profit.

If liquidity goes up, profitability goes down. The risk-return trade- off involved in mar i a ging 
the firm's liquidity via investing in marketable securities is illustrated in the following ex< imjnle. 
Firms A and B are identical in every respect but one Firm B has invested ? 5,000 in mark etable 
securities, which has been financed with equity.

That is, the firm-sold equity shares and raised ? 5,000. Note that Firm A has a currer t ratio 
of 2.5 (reflecting net working capital of ? 15,000) and earns a 10 percent return on its total assets. 
Firm B, with its larger investment in marketable securities has a current ratio of 3 and Has net 
working capital of ? 20,000. Since the marketable securities earn a return of only 9 per cent before 
taxes (4.5 per cent after taxes with a 50 per cent tax rate). Firm B earns only 9.7 per cent on its 
total investment. Thus, investing in current assets and in particular in marketable securities does 
have a favorable effect on firms liquidity but it also has an unfavorable effect on the firm' 
of return earned on invested funds. The risk return trade-off involved in holding more ca^b and 
marketable securities, therefore. Is one of added liquidity versus reduced profitability.

In the use of current versus long-term debt for financing working capital needs al so tbe 
firm faces a risk-return trade-off. Other things remaining the same, the greater its reliance n.p»on 
short-term debt or current liabilities in financing its current asset investments, the lower

s rate

A^ill t>e
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its liquidity. On the other hand., the use of current liabilities offers some very real advantages to .Introduction to Working 
the user in that they can be less costly than long-term financing as they provide the firm with a 
flexible means of financing its fluctuating needs for current assets.

■ If for example, a firm needs funds for a three-month period during each year to finance a 
seasonal expansion in inventories, then a three- .month loan can provide substantial cost saving 
over a long-term loan (even if the interest rate on short-term financing should be higher). This 
results from the fact that the use of long term debt in this situation involves borrowing for the 
entire year rather than for the three month period when the funds are needed; this increases the 
interest cost for the firm. There exists a possibility for further savings because in general, interest 
rates on short-term debt are lower than on long-term debt for a given borrower. Thus, a firm can 
reduce its risk of illiquidity through the use of long-term debt at the expense of a reduction of its 
return on invested funds. Once again we see that the risk-return trade-off involves an increased 
risk of illiquidity versus increased profitability.

* Capital Management

Notes

1.33 Determination of Working Capital Requirements for small Scale 
Enterprise

In case of a small-scale enterprise, the important factors determining the requirements 
of working capital are as follows:

Nature of Business '

The requirement of working capital also varies among the enterprises depending upon the nature 
of the business..For instance, trading companies require more working capital than manufacturing 
companies. This is because that the trading business requires large quantities of goods to be held 
in stock and also carry large amounts of working capital than manufacturing concerns.

In both these types of businesses, the value of current assets is 80% to 90% of the value 
of total assets. The investment in current assets is relatively smaller in the case of hotels and 
restaurants because they mostly have cash sales, and only small amounts of debtors' balances.

Nature of Production Technology

In case of labour intensive technology, the unit will need more amount to pay the wages and, 
therefore, will require more working capital. On the other hand, if the production technology is 
capital- intensive, the enterprise will have to make less payment for expenses like wages. As a 
result, enterprise will require less working capital.

Seasonal Variations

The seasonal enterprises, i.e., the enterprise whose operations pick up seasonally may require 
more working capital to meet their increased operations during the particular season. A popular 
example of seasonal enterprise may be sugar factory whose operations are highly seasonal.

Turnover of Inventories

If inventories are large in size but turnover is slow, the small-scale enterprise will heed more 
• working capital. On the contrary, if-inventories are small but their turnover is quick, the enterprise 

will need a small amount of working capital. '

Contingencies
If the demand and price of the products of small- scale enterprises are subject to wide variations, 
or fluctuations, the contingency provisions will have to be made for meeting the fluctuations. This
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Management of Working Capital will obviously increase the requirements for working capital of the small enterprises. While :>ne
can add certain other factors to this list, the said factors appear to be the major ones in determir ing 
the requirement of working capital of a small-scale enterprise.

Terms of Credit

Another important factor that determines the amount of working capital. requirements relate > to 
the terms of credit allowed to thecustomers. For instance, an enterprise may allow only 15 c ays 
credit, while another may allow 90 days credit to its customers. Besides, an enterprise may extend 
credit facilities to its customers, while another enterprise in the same business may extend credit 
only to select and those too reliable customers only. Then, the requirements for working capital will 
naturally be more if the credit period is longer and credit facilities are extended to all customers, 
no matter how reliable or non-reliable they are. This is because there will be longer balance of 
debtors and that too for a relatively longer period which will obviously demand for more capital.

On the contrary, if supplies of raw materials are available on favourable conditions or terms 
of credit i.e., the payment will be made after a relatively longer period of time, the requirement 
for working capital will be correspondingly smaller.

•Notes

Length of Operating Cycle
. Conversion of cash through various stages viz., raw material, semiprocessed goods, finished go :>ds, 
sales, debtors and bills receivables into cash takes a certain period of time that is known as Ter igtH 
of operating cycle'. Longer the operating cycle time, the more is the working capital require

For example, heavy engineering needs relatively more working capital than a rice mi LI or 
cotton spinning mill or a steel rolling mill. Thus, it follows that depending upon the lei igtTi 
of working cycle, the requirement for working capital varies from enterprise to enterprise.

Sales

d.

Among the various factors, size of the sales is one of the Important factors in determining tlxe\
amount of working capital. In order to increase sales volume, the enterprise needs to maintaun its 
current assets. In the course of period, the enterprise comes in the position to keep a steady ^ 
of its current assets to annual sales. As a result, the turnover ratio, i.e., current assets to him Aver
in creases reducing the length of operating cycle. Thus, lesser the operating cycle period, k sser 
will be requirements for working capital and vice versa.

atio

1.34 Determination Methodologies of Working Capital Requiremexvtrs
The amount of working capital required depends upon a large number of other factors like political 
stability, means of transport, co-ordination of activities, rate of industrial development, speed 
of circulation of working capital, profit margin etc. Though a definite criterion does not exi^t to 

determine the amount of working capital needs that may be applied to all firms alike; still 
there are following methods for estimation of working capital that may prove worth conside -Log:

Percentage of Sales Method
Relationship between sales and working capital is calculated over the year; if it is found stable 
then it is taken as a base for determining working capital. In this method, percentage of eacli 
item of working capital is determined. On the basis of this relationship value of each compo rv 
of working capital is calculated and then this estimated amount is sum up for final results We 
can leam it from following example.

en*
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I
Example 1: Suppose sales for the year 2015-2016 is ? 20Lakh, and anticipated sales for the Introduction to Working 

year 2016-2017 is ? 30 Lakh. The Balance Sheet of the company as on 31st March 2016 is as follows: Capital Management ■

Liabilities Amount AmountAssets
■

NotesCapital'

Reserves & Surplus 
Creditors

3,00,000

2,00,000

1,00,000

Fixed Assets Stock Receivables 3,50,000

1,00,000

1,00,000

50,000

Cash in hand and at Bank

6,00,000 6,00,000

Calculate estimated working capital requirement for 2016-2017 adding 
10% per annum for contingencies.

Solution:

Actual % of Sales Estimates for

2016-172015-16 2015-16

*
30,00,00020,00,000 100Sales *

5%1,00,000

1,00,000

50,000

1,50,000 
1,50,000 

75,000 .

(A) Current Assets Stock 

Receivables

Cash in hand and At Bank

5%

2.5%

2,50,000 3,75,000
(B) Current Liabilities 

Sundry Creditors •

(C) Net Working Capital (A-B) 

Add: 10% for contingencies

5% ,1,50,0001,00,000

2,25,0001,00,000

' 22,500

2,47,500

Regression Analysis Method

It is a statistical technique in which working capital requirements is calculated by using least square 
method. The relationship between sales and working capital is expressed by the following equation:

“ a + bx
= Sales (Independent variable) 

y = Working Capital (Dependent variable)

y
x

a • = Intercept
b = Slop of the time

We can leam it from following example:

Example 2: The sales and working Capital for a period of seven years are given below: (t
in crores)

Working Capital (?)Year Sales (?)
'S. 352009-10 100

2010-11 39120
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■ Management of Working Capital 50• 1302011-12

581502012-13 ' '
180 652013-14
210 802014-15Notes
240 852015-16

Estimate the working capital requirement by using regression analysis for the year 2016-1 
if anticipated sales are f 275 crores.'

Solution: - ' •

7,

Working Capital (y) X2Sales (x) XYYear
3500 100002009-10 100 35

14400120 39 . 46802010-11
2011-12 130 50- 6500 16900

58. 8700 225002012-13 150
11700 32400180 652013-14

80 16800 441002014-15 210
20400 576002015-16 240 . 85

412 . 72280 1979001130

a + bxy
na + b£xxy
a£x + b£x2exy

0)412 7a +1130 b

’ 72280 =
Multiplying (i) equation by 1130 & second by 7 
465560,

505960

1130a +197900 b 00 V

’ = 7910 a + 1276900 b
= 7910 a + 1385300 b 

(-) (-)(-)(-) 40400 =-108400 b 
b = .3727

Finding the value of a by multiplying value of b in equation (i) 
412 = 7a+ 421.14 
-7a, = 9.1439

a = 9.1439 / 7 a = (-) 1.3062 
Hence y = a + bx

« -1.3062*+0.3727xy.
y - r1.3062 +0.3727x275 or = -1.30692-+102.4925 .
or = 101.4563
y = Working Capital = Ans. ? 101.4563 crores 

When sales in ? 275 crores the working capital ? 101.4563 crores.

■ §4 Self Learning Material



\

Introduction to Working ■ 
Capital Management

Operating Cycle Method

In this method following steps are for computation of working capital: 
1. Calculation of Operating Expenses :
Value of Raw Material Consumed 
Opening Stock of Raw Material 
(+) Purchases

Notes

. (+) Closing stock of Raw Material - -

Direct Wages • -.

Prime Cost • -
Add: Manufacturing overhead - .

Add: Opening stock of work in progress

Less: Closing stock of working Progress

Cost of Production -

Add: Administrative Overhead

Add: Opening Stock of finished goods r .

Less: Closing stock of finished goods - • '

Cost of Goods sold
Add: Selling & Distribution expenses

Total operating expenses ' - '

Note:

1. Depreciation, non-cash items and amortization of intangible assets should not include. 
Similarly capital expenses and appropriation of profits and tax payments should not include. 

■'* 2. Calculation of Operating Cycle Period': Total number of days involved in the different
stages of operation as materials storage period, conversion period, finished goods storage 

■ period, debtors collection period and creditors payments period. It is a total period involved
in different.stages of operations, which may be calculated as follows:

Operating Cycle Period : Material storage period + conversion period + finished goods 
storage period + debtor's collection period - creditor's payment period. The calculations of each 
are as follows: , ■

(a) Material Storage Period: It is the period for which raw material will remain in stores 
before they are issued for production. It is calculated by,following formula:

(Opening stock Closing stock)/2 
Material consumed for the year/365 

Note: Raw material consumed = Opening stock of raw material + Purchases - closing 
stock of raw material •

(b) Conversion Period (Work-in-Progress Period): The time which is taken in converting 
the raw material into finished goods. It is calculated by following formula:

Material Storage Period = •-

(Opening WIP Closing WIP)/2
Conversion Period -

Total Oroduction Cost/365

Total production cost - value of R.M. consumed + Direct Wages+ Manufacturing 
expenses (excluding depreciation) + Op. stock of WIP - closing stock of WIP /
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(c) Finished Goods Storage Period : It is the period for which goods have to remair in 
• the go-down before sale taken place. It is calculated as follows :

(Opening WIP Closing WlP)/2 
Total Ordductiori Cost/365

titenagement of Working Capital

Conversion Period =

Notes Note : Total cost of goods sold: Cost of Production (excluding depreciation) + opening st >clc 
of finished goods - closing stock of finished goods. It does not include adm. exper ses

. and selling and distribution expenses.

(d) Debtors Collection Period: It is the time lag in payments by debtors. It is calc'ula 
as follows: . •

ted

. . (Opening Debtors & B/R + Closing Debtors & B/R)/2
Total credit sales/365

(e) Creditors Payment Period: It is the length of credit period available from tr i de 
creditors. It is calculated as follows:

(Opening Debtors & B/R + Closing Debtors & B/R)/2
Total credit purchases/365

Note :
(1) In the absence of any information, total purchases and total sales are treated as cn dit.

(2) There is no hard and fast rule and for taking 365 days as number of days in a y ear, 
however, sometimes even 360 days may be considered.

(3) If, opening values of stock, debtors or creditors are not available then closing balances •
of these items should be taken. • . )

3. Number of Operating Cycles: The numbers of operating cycles in a year are determined 
by the following formula: • .

365/360
No. Operating cycles =

Operating cycle period

4. Calculation of amount of Working Capital: The amount of actual Working Ca :>ital 
required is calculated by dividing the total operating expenses for the period by tine 
number of operating cycles in that period. It is expressed as follows:

No Operating cycle
• Working Capital =

Operating expenses

Alternatively working capital may be calculated as follows:

Working capital

Cash Balance required

* Estimated cost of good sold

5. Provision for Contingencies: The above calculation of working capital is based on estiiAates 
hence it may not be more accurate, Therefore, a provision for contingencies as required 5 % 
or 10% may be added while ascertaining the final amount of estimated working capitlal. 

Through, the-following illustration above calculation can be understandable:

Example 3: From the following information calculate the working capital requirement irnder- 
operating cycle method taking 5% reserve for contingencies:

Operating cycle period . 
365/360
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• Introduction to Working 
■ Capital Management

Particulars Amount ?

Opening Stock : Raw Material:

Work-in-progress .

Finished goods .

Purchases (credit)

Wages & manufacturing Exp. 
Administrative expenses (excluding Dep.) 
Selling and distribution expenses 
Sales (credit) Closing Stock 

Raw Materials 
Work-in-progress 
Finished goods 
Opening Receivables 
Qosing Receivables 

, Opening payables

Closing Payables

'9,000 
■ 9,000 

4,000 
36,000 
15,000 
12,000 
13,000 

1,05,000 
. 10,000 

. 9,500 
4,500 
6,000 

10,000 
‘ 5,000

•10,000

Notes

Calculation of operating cycle Period
, (Opening stock + Closing stock of Raw Material)/?

Raw Material Consumed/365

Raw Materials consumed = Opening'- stock of R.M. + Purchases - Qosing stock of 
Raw Materials -

? 9000 + 36000 -10000 = ? 35000 
(9000 +10000)/2 . 9500 

•" 35000/365 97 = 95.87 
(B) Conversion Period

j

=99 days

(Opening stock + Closing stock of Raw Material)/2
Raw Material Cohsumed/365

. (9000'+10000)/2 9500
35000/365 97 =; 95.87 “ 

Production cost:

Material consumed (as above)

Add: -Wages & Manufacturing Exp. 
Add: Opening Stock of WIP 

, 59,000 .

Less: Closing Stock of WIP

99 days

? .

35,000

15,000

9,000

•s .

9.500

49.500 y

(C) Finished goods storage period

(Opening stock + closing stock of Finished goods)\2 •
Cost of goods sold/365
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(4000 + 4500)\2 4250
49000\365

Management of Working Capital = 32 days
134.246

7Cost of goods sold:

Production cost (as above)

Add: Opening Stock of Finished goods - 
Less: Qosing Stock of Finished goods .

49,500

4,000

4,500-

49,000

Notes

(D) Debtors Collection Period
(Opening Receivables + closing Receivables)\2

sales^365
'' (6000 + l'0000)\2 80

105000\365 " 287.67

(E) Creditors Payment period

= 28days

(Opening Payables + closing Payables)\2
Purchase/365 •

(5000 •f.l0000)\2 _ 7500 
• 3'6000\365, “98.63

(F) Net operating cycle Period = A + B + C + D- E 
99 + 72 + 32 + 28 - 76 = 155 Days

(G) Computation of working Capital required

= 76days

365
(i) No. of operating cycle per year =

Net operating cycle period

365
— = 2.3548
155

7■ (ii) Total operating expenses.

Cost of goods sold (as above) .

Add: Adm. expenses

Add: Selling & distribution expenses .

49,000 
12,000,

13,000 
. 74,000 

Total operating expenses 
No. of operating cycles in a year

(iii) Working Capitan required =

(iv) Working Capital required

? 31,425 
? 1,571 ’ 
? 32,996

+ 5% Reserve for Contingencies

Forecasting Net Current Assets Method

It's a method which.is also recommended by Tandon Committee for computing working cap ital 
requirements. In this method of forecasting first of all, estimate of stock of raw materials, estimated 
value of work-in- process, estimated value of stock of finished goods, amount receivable from 
debtors and others and estimate minimum cash balance required to meet day today payments 

required. Then also estimate outstanding payment for material, wages, and other administrative 
expenses. Now, difference between forecasted amount of current assets and current liabil ties
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gives net workingfcapital requirements of the firm. A flat percentage may be added in this 
amount of provision for contingencies.

A' specimen of calculating working capital requirements in given below:

Statement Showing Estimated Working Capital Requirements

Introduction to Working 
Capital Management

Notes
Amount

(A) Current Assets:

(i) Stock of Raw Materials (for......months consumption)

(ii) Work-in-process (for........months)

(A) Raw-materials

(B) Direct wages 
(Q Overheads

(iii) Stock of finished goods (for..... . months)

(A) Raw Materials

(B) Direct Wages 
(Q Overheads

(iv) Receivables (for.......month's sales)

(A) Raw Materials •

(B) Direct wages

(C) Overheads

(v) Payment in advance (if any)

(vi) Cash'- balance required

(vii) others (if any)

(B) Current Liabilities :

(i) Creditors (for......months purchase of Raw Material)

(ii) Lag in payment of expenses (outstanding Exp.....months)

(iii) others (if any)

Net working Capital (A-B)

Add : Provision for contingencies

Working Capital required

Notes:
1. While preparing above statement there are two approaches: (A) Total approach: In this 

method all cost including depreciation and profit margin are included (B) Cash cost approach: 
under this approach depreciation is excluded from cost of production. The profit margin is 
also not considered while calculating investment in receivables, i.e. debtors are valued at 
cash cost of sales, which includes adrhinistrative expenses, selling and distribution expenses.

2. Investment in work-in-process is calculated on the assumption that material is input in the 
beginning of the process, where labour and overhead should be introduced for half the 
process rime, hence on the assumption that wages and overhead should be evenly spread 
during the production.
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Management of Working Capital 3. . Students are advised to write specific assumpHon which student usecl while solving the
problem.

4. Normally, debtors are calculated on cash cost basis. We can leam this method from tl e 
following example:

Example 4: X Ltd. plans to sell 60000 units next year. The expected cost of goods sold LsNotes
as follows:

TPer unit
TOORaw Material

Manufacturing expenses (including wages) 
Selling, Administration Expenses

30 .
25
200 .

The duration of various stages of the operating cycle is expected to be as follows:

2 Months'.

1 Months 
1 Months 
1 Months

Selling Price

Raw Material

Work-in-progress 
Finished goods 
Debtors
Assuming sales are evenly spread over throughout the year, wages and overhead aare 

evenly incurred. It is also assumed that a minimum ?.

50000 cash balance is desired. The company enjoys a credit of 1/2 month on its purchases. 
Workout net working capital requirement for next year. • ‘ ’ ,

Solution: Statement of Working Capital requirements

1(?) Amount

(A) Current Assets:

(i) . Raw Materials (2 months) (5000 * 100 x 2)

(ii) WIP (1 month)

' Raw Material (SOCK) x 100 * 1) 
Manufacturing Expenses (5000 x,30 x 1/2)

(iii) Finished goods (1 month)

Raw Material (5000 x 100 x 1) 
Manufacturing Expenses (5000 x 30 x 1)

(iv) Debtors (1 Month) (5000 x 155 x 1)

(v) Cash balance 
(A) Current 
Assets

10,00,00 
5,75,00b 

6,50,000 
7,75,000;

In ;

50,000

o5,00,000
75,000

i-H

.
5,00,000

1,50,000

(6) Current Liabilities 
Creditors (1/2 months) (5000 x 100 x 1/2) 

Net Working Capital required 30,50,000 
• 2,50,000(A-B)

28,00,000-
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Working notes:

1. It is assumed that all sales and purchases are on credit.

2. Debtors are calculated on the basis of cash cost of sales.

Introduction to Working 
Capital Management

Projected Balance Sheet Method Notes
' In this method, estimates of different assets (excluding cash) and liabilities are made, with taking 

into consideration the transactions in the ensuing period. After that, a "Projected Balance Sheet 
is prepared on the basis of .these forecasts. If the total of assets side is more than the total of 
liabilities side, then it indicates the deficiency of working capital which is to be collected by the 
management either taking bank loan or from other sources. On the contrary, if total of liabilities 
side is more than total of assets side than it represents cash balance available to the firm: Such 
surplus cash may invest outside the business or as management plans for it. This method is not 
a popular method and calculations made through this method are not more scientific.

1.35 Approaches Influencing Determination of Working Capital
• The working capital requirements of a firm depend on a number of factors. It is a common 

proposition that the size of working capital is a function of sales. Sales alone will not determine 
the size of the working capital, but instead it is constantly affected by the crises-crdssing. 
economic currents flowing in a business. The nature of the firm's activities, the industrial 
health of the country, the availability of materials, the ease or tightness of the money market, 
are all parts Approaches of these shifting forces. Of them, the influence of operating cycle is 
considered paramount. Some of the approaches are as follows :

Matching or Hedging Approach
This approach matches assets and liabilities to maturities. Basically, a company uses 
long term sources to finance fixed assets and permanent current assets and short term financing 
to finance temporary current assets. Example: A fixed asset which is expected to provide cash' 
flow for 5 years should be financed by approx. 5 years long-term debts. Assuming the company 
needs to have additional inventories for 2 months, it will then seek short term 2 months bank 
credit to match it.

Conservative Approach
It is conservative because the company prefers to have more cash on hand. That is why, fixed and 
part of current assets are financed by long- term or permanent funds. As permanent or long-term 
sources are more expensive, this leads to "lower risk lower return".

Aggressive Approach
The Company wants to take high risk where short term funds are used to a very high degree to 
finance current and even fixed assets.

1.36 Tandon Committee Report on Working Capital: Norms and 
Recommendations

In 1974, a study group under the chairmanship of Mr. P. L. Tandon was constituted for.framing 
guidelines for commercial banks for follow-up & supervision of bank credit for ensuring proper 
end-iise of funds. The group submitted its report in August 1975, which came to be popularly 
known as Tandon Committee Report on Working Capital. Its main recommendations related
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Managemait of Working Capital to norms for inventor)' and receivables, the approach to lending, style of credit, follow ups
information system. I

It was a landmark in the history of bank lending in India. With, acceptance of majo . 
recommendations by Reserve Bank of India, a new era of lending began in India.

Committee's Norms .
Notes

Tandon committee had initially suggested norms for holding various current assets for fiftee i 
different industries. Many of these norms were revised and the least extended to cover almo: t 
all major industries of the country.

i , ‘ •

• The norms for holding different current assets were expressed as follows:

1. Raw materials as so many months' consumption.They include stores and other items use d
in the process of manufacture. . • .

2. Stock-in-process, as so many months'cost of production.

3. Finished goods and’accounts receivable as so many months' cost of sales and salt s 
respectively. These figures represent only the average levels. Individual items of finishecl 
goods and receivables could be for different periods which could exceed the indicated nom s 
so long as the overall average level of finished goods and receivables does not exceed t? e 
amounts as determined in terms of the norm.

4. Stock of spares was not included in the norms. In financial terms, these were considered to 
be a small part of total operating expenditure. Banks were expected to assess the requiremeij»t

. of spares on case-by-case basis. However, they should keep a watchful eye if spares 
exceed 5% of total inventories. ‘ ,

The norms were based on average level of holding of a particular current asset, not on tl e 
individual items of a group. For example, if receivables holding norms of an industry was two 
months and an unit had satisfied this norm, calculated by dividing annual sales with average 
receivables, then the unit would not be asked to delete some of the accounts receivable, 
which were being held for more than two months.

The Tandon committee while laying down the norms for holding various‘current assets 
made it very clear that it was against any rigidity and straight jacketing. On one hand, tUe 
committee said that norms were to be regarded as the outer limits for holding different curre it 
assets, but these were not to be considered to be entitlements to hold current assets upto this 
level. If a borrower had managed with less in the past, he should continue to do so. On the oth ax- 
hand, the committee held that allowance must be made for some flexibility under circumstances 
justifying a need for re-examinatiori. ,|-

The committee itself visualized that there might be deviations of norms in the following 
circumstances.

1. Bunched receipt of raw materials including imports.

2. Interruption of production due to power cuts, strikes or otherunavoidablecircumstances.

3. Transport delays or bottlenecks. ' •

4. Accumulation of finished goods due to non-availability of shipping space for exports 
other disruption in sales.

5. Building up of stocks of finished goods, such as machinery, due to failure on the part of 
the purchaser for whom these were specifically designed and manufactured.
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6. Need to cover full or substantial requirement of raw materials for specific export contract 
.of short duration. ‘

While allowing the above exceptions, the committee observed that the deviations should be 
for known and specific circumstances and situation, and allowed.only for a limited period to tide 
over the temporary difficulty of a borrowing Unit. Returns to norms would be aut'omatic 
when conditions return to normal.

Introduction to Working 
Capital Management

Notes

Tandon Committee's Recommendations
Breaking away from traditional methods of security oriented lending; the committee enjoined- 
upon the banks to move towards need based lending. The committee pointed out that the best 
security of bank loan is a well-functioning business enterprise, not the collateral.

Major recommendations of the.Tandon committee were as follows:

1. Assessment of need based credit of the borrower on a rational basis on the basis, of their
business plans! ‘ ' .

2. Bank credit would only be supplementary to the borrower's resources and not replace 
them, i.e. banks would not finance one hundred percent of borrower's working capital 
requirement.

3. Bankshouldensureproperenduseofbahkcreditby keeping a closer watchon the borrower's
business, and impose financial discipline on them. •

4. Working capital finance would be available to the borrowers on the basis of industry wise 
norms (prescribe first by the Tandon Committee and then by Reserve Bank of India) 
for holding different current assets, viz.

•• Raw materials including stores and others items used in manufacturing 
. process. •

• Stock in Process.

• Finished goods.

• Accounts receivables.
5. Credit would be made available to the borrowers in different components like cash 

credit; bills purchased and discounted working capital, term loan, etc., depending upon 
nature of holding of various current assets.

6. In order to facilitate a close watch under operation of borrowers, bank would require them 
to submit at regular intervals, data regarding their business and financial operations, for 
both the past and the future periods.

1.37 Guidelines Provided by RBI for Working Capital Assessments
After the implementation of a phased, liberation programme since 1991, the RBI decided to 
allow full operational freedom to the banks in assessing the worldng capital requirements of 
the borrowers. All the instructions relating to Maximum Permissible Bank Finance (MPBF) have 
been withdrawn. As an alternative, a revised system of assessing working capital limits has been 
evolved. Accordingly, one of the following three methods has been suggested for adoption by 
the commercial banks.

Working Capital Requirements Upto ? 1 Crore
1. The assessment of working capital requirement of borrowers, other than SSI units, requiring 

fund based working capital limits upto ? 1.00 crore and SSI units requiring fund based
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working capital limits upto to ? 5.00 crore from the banking system may be made on tlte 
basis of their projected annual turnover. ' . .

. Z In accordance with these guidelines, the working capital requirement is to be assessed at 
25% of the projected turnover to be shared between the borrower and the bank, viz. borrow sr 
contributing 5% of the turnover as net working capital (NWQ and bank providing finance a a 
minimum of'20% of the turnover.

3. The banks may, at their discretion, carryout the assessment based on projected turnov ex* 
basis or the traditional method. If the credit requirement based on traditional production./ 
processing cycle is higher than the one assessed on projected turnover basis, the same m ay 
be sanctioned, as borrower must be financed upto the extent of minimum 20 per cent o£ 
their projected'annual turnover.

Mnrujgemcn t of Working Capita!

Notes

4. The banks may satisfy themselves about the reasonableness of the projected annual tumovex*
of the applicants, both for new as well as existing units, on the basis of annual statements of . 
accounts or any other documents such as returns filed with sales-taix/revenue authorit los 
and also ensure that the estimated growth during the year is realistic.

5. The borrowers would be required to bring in 5 per cent of their annual turnover as margin 
money. In other words, 25 per cent of the output-value should be computed as working 

■ capital requirement, of which at least four-fifth should be provided by the banking sector,
tliethe balance one-fifth representing the borrower's contribution towards margin for 

working capital. In cases, where output exceeds the projections or where the initial
lassessment of working capital is found inadequate, suitable enhancement in the working

and when deeiAedcapital limits should be considered, by the competent authority as 
necessary. For example, in case, annual turnover of a borrower is projected at ? 60.00 lajldT, '
the working capital requirement will be computed at ? 15.00 lakh (i.e. 25%) of which t 12. 
lakh (i.e. 20%) may be provided by the banking system, while ? 3.00 lakh (i.e. 5 %) sho ixld 
be borrower's contribution towards margin money.

6. Withdrawals against the limits should, however, be allowed against the usual safegua rds 
so as to ensure that the same are used for the purpose intended. Banks will have to ensure • 
regular and timely submission of monthly statements of stocks, receivables, etc., by the 
borrowers and also periodical verification of such statements vis-S-vis physical stocks t>y ‘ 
their officials.

7. - In regard to the above, few clarifications to some of the issues raised by banks are given 
in Annexure I.

. Working Capital Requirements Above ?. 1 Crore

1. The revised guidelines in respect of borrowers other than SSI units, requiring working ca >i tal 
limits above ? 1 crore and for SSI units M.B.A.-3.23/59 requiring fund based wor cing 
capital limits above? 5 crore, from the .banking system bestow greater level of flexibility 
to the primary (urban) co-operative banks in their day-to-day operations without diluting 
the prudential norms for lending as prescribed by Reserve Bank of India.

2. The earlier prescription regarding Maximum Permissible Bank Finance (MPBF), based 
on a minimum current ratio of 1.33:1, recommended by Tandon Working Group has ?een 
withdrawn. Banks are now free to decide on the minimum current ratio and deterrnine 
the working capital requirements according to their perception of the borrowers and :heix* 
credit needs.
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3. Banks may evolve an appropriate system for assessing the working capital credit needs of Introduction to Working
Capital Managementborrowers whose requirement are above Rs.l crore. Banks may adopt any of the under-noted 

methods for arriving at the working capital requirement of such borrowers.

(a) The turnover method, as prevalent for small borrowers may be used as a tool of 
assessment for this segment as well,

(b) Since major corporates have adopted cash budgeting as a tool of funds management, 
banks may follow cash budget system for assessing the working capital finance in 
respect of large borrowers.

(c) The banks may even retain the concept of the MPBF with necessary modifications.

As is evident, this calls for a change in the approach of the RBI in assessing working capital
needs of the industrial units. The industry norm approach followed so far yields a place to the 
simple turnover method and norms have no role to play. Higher the turnover, higher would be 
the credit facility available. In the earlier system, (industry norm approach), maintenance of a 
high level of current assets or any other assets has no significance to the computation of working 
capital needs, excepting the industry norms fixed on some practical basis. On the contrary, 
units having higher turnover are permitted to hold higher current assets, though as per norms it 
is excess. Moreover, this type of a practice encourages firms to stock materials and finished goods 
with lax inventory control. Small firms lag in competition to large firms, as there is an inherent 
advantage to the latter.

• Notes

1.38 Summary
Working capital is a financial metric which represents operating liquidity available to a business. 
Along with fixed assets such as plant and equipment, working capital is considered a part of 
operating capital. It is calculated as current assets minus current liabilities. If current assets are 
less than current liabilities, an entity has a working capital deficiency, also called a working 
capital deficit. Working capital represents, the funds available with the company for day-to- 
day operations. Working capital finances the cash conversion cycle. Company cannot survive 
with negative working capital which represents that the company has no funds for day-to-day 
operations. Some of the factors that can affect a firm's working capital level.are type/nature of 
business, volume of sales, seasonality and lengths of operating and cash cycle.

The need for working capital (WC) arises from the cash/operating cycle of a firm. It refers 
to the length of time required to complete the following sequence of events:

• Conversion of cash into, inventory, inventory into receivables and receivables into 
cash.

• The operating cycle creates the need for working capital and its length in terms of 
time-span required to complete the cycle is the major determinant of the firm's working

’ capital needs.

• Working capital requirements are determined by a variety of factors.

• These factors, however, affect different enterprises differently.

• In general, the factors relevant for proper assessment of the quantum of working capital 
required are: general nature of business; production cycle, business cycle, production 
policy, credit policy, growth and expansion, availability of raw materials, profit-level, 
level of taxes, dividend policy, depreciation policy, price level changes and operating

- efficiency.
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Management of Working Capital Manufacturing and trading enterprises require fairly large amounts of working capital to 
maintain a sufficient amount of cash, inventories and book debts to support their product! 
and sales activity.

Service enterprises and hotels, restaurants and eating houses need to carry less WC. T tie 
longer is the production cycle, the larger is the WC needed or vice versa. While the liberal creciit 

■ policy offered to customers would necessitate more working capital tight credit terms woiild 
reduce its requirement. The liberal credit terms available from creditors/suppliers of materiluls 

would be an offsetting factor. The payment of dividend consumes cash resources and therefore, 
decreases WC of a firm. Conversely, the non-payment of dividend increases WC. I

• Working capital requirements are to be computed with reference to cash costs and not 
the sale price as depreciation is a non-cash cost and, hence, does not need WC. I

• The investment required to finance debtors are at cost price. !

Working capital financing strategy basically deals with the sources and the amount o£
working capital that a company should maintain. A firm is not only concerned about the amount 
of current assets but also about the proportions of short-term and long-term sources for financing; 
the current assets. There are several working capital investment strategies a firm may addjDt 

after taking into account the variability of its cash inflows and outflows and the level of rislc. 
Broadly speaking there are three strategies Conservative, Aggressive and the Hedging strategy. 
Conservative strategy is on the side of lower profitability and lower risk. On the contrary, an 
aggressive strategy is on the side of higher profitability and higher risk.

The hedging strategy is somewhere between the two it involves matching of the timings 
of maturation of dues with the inflows but given the uncertainty in the business environment 
execution of the hedging strategy in its true sense is practically not possible. The management's 
attitude towards risk and other factors would decide their place on this number line.

If all current assets are performing (kept 100% realizable at all times) and are accounted at 
‘their realizable values it is possible to keep the current assets at par with the current liabiliti srs. 
This strategy can be said as Zero strategy of investing in working capital. As the bank cash creciit 
limits are linked to the inventory levels, the' firm saves opportunity cost on excess investmentsjin 
current assets and interest costs are also saved. To allow for such

/

Notes

a strategy there would be a se^ 
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.

In practice, the business concerns follow three forms of working capital policies namely the 
Restricted, Relaxed and Moderate strategies. The Restricted policy does not allow provisions i or 
contingencies and the estimate of working capital is also very rigid whereas the relaxed strate >y 
is on the other extreme where most of the things are flexible. The Moderate strategy is an attempt • 
to balance the advantages and disadvantages in earlier.two approaches. The management miist - 
bear in mind that there is no common master key or generalized approach for all the firmsjto 
arrive at an optimal working capital. Before deciding on an appropriate level of working capital 
investment, a firm's management has to evaluate the trade-off between expected profitability a^id 
the risk in various'alternative approaches.

The debt-repaying capacity of the firm is frequently referred to as the liquidity of that firm It 
can be the short-term and the long-term liquidity depending on the use of current assets to pay- o£ 
currently impending obligations or the capacity of the firm to retire long-term debt and inten rst 
and other long-run obligations. It is easy to appreciate that both excess and shortage of liquidity 
affect the interests of a firm. The main concern of liquidity ratio is to measure the ability of t tie
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firms to meet their short-term maturing obligations. A ratio of current assets to current liabilities 
is an established indicator of liquidity of a firm. Some degree of variations in this measure is 
possible when different qualities of current assets are pitched against the current liabilities. The 
resultant ratios are often called current ratio, quick'ratio and super current ratio.

There are several factors that influence the liquidity position of an undertaking. Significant 
among them are the nature and volume of business, the size and composition of current assets and 
current liabilities, the method of financing current assets, the level of investment in fixed assets 
in relation to the total long-term funds and the control over current assets and current liabilities. 
Effective use of the resources of the firm yields profit. Profitability of a firm is measured on the 
basis of either Sales or Investment. Gross profit ratio. Operating profit ratio and Net profit ratio are 
the measures based on the net sales. Return on Capital Employed (ROCE) (Return on Investment),

. Return "on Net Worth, Return on Equity Shareholders Funds, Return on Total Assets are some 
of the measures that profitability level of a firm based on different aspects of investments.Net 
Working Capital, Working Capital Turnover, Rate of return on current assets. Profits after Tax 
as a percentage of sales. Assets Turnover or activity ratios, Collection Period and the Interest 
as a percentage of profits before Interest and Tax are some of the indicators that indicate the 
operational health of the firm and helps understand its significance of trade-off decisions between 
•firm's profitability and level of liquidity.

Determination of adequate'amount of working capital required for a business is of great 
significance in its prudent management. At the same time it is one of the most daunting 
tasks. It depends upon various functions. Say for instance in the case of small enterprises the 
requirement of working capital varies among the enterprises as it depends upon the nature of 
the business, Nature of Production Technology, Seasonal Variations, Turnover of Inventories,. 
Contingencies, Terms of Credit, Length of Operating Cycles as well as volume of Sales. There 
are several methods available in the literature to determine the level of the working capital still a 
definite yard stick cannot be said to exist that can help determine the amount of working capital 
needs to all firms alike. Some methods for estimation of working capital that that are helpful are 

• Percentage of sales method. Regression analysis. Operating cycle method. Forecasting net current 
assets as well as projected Balance sheet method.

The working capital requirements of a firm also depend on a number of . other factors 
that are basically related to the kind of environment the firm is operating in. These factors 
are beyond the direct influence of the firm. It is the approach of the firm with which it deals with 
these factors that add to the determination methodologies of working capital some of these are 
matching or hedging approach, conservative approach and Aggressive approach. These approaches 
determine the composition, risk appetite and cost structure of the Working Capital thus different 
firms operating in similar environment can have different levels of working capitals depending 
upon their approaches.

Tandon Committee Report on Working Capital was setup in India which came up with 
norms for holding various current assets, inventory and receivables and recommendations related 
to specific approach to lending, style of credit, follow ups & information system in the country. 
RBI too came up with its recommendations and decided to allow full operational freedom to 
the banks in assessing the working capital .requirements of the borrowers. All the instructions 
relating to Maximum Permissible Bank Finance (MPBF) have been withdrawn. As • an 
alternative, a revised system of assessing'working capital limits has been evolved for adoption 
by the commercial banks for financing and extending credits to the firms in India.

Introduction to Working 
Capital Management 0

Notes
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Management of Working 0?pifa/l>39‘ Glossary

• Cost of Sates: Cost of sales is equal to the difference between the sales and the gpross
profit.' . • ^

• Current Liabilities: A company's debts or obligations due within one year.

• Working Capital: It means the firm's holdings of current or short-term asset.

• Bond: An instrument for long-term debt.

• Circulating Capital: Working capital is also known as circulating capital.

• Current Assets: Current assets are the assets, which can be converted into cash v 
an accounting year or operating cycle.

• Debt Capital: Debt capital is the capital that a business raises by taking out a loe rv.

• DIO: Days Inventory Outstanding DPO: Days Payable Outstanding DSO: Days Sales 
Outstanding

• Gross Working Capital: It refers to the firm's investment in Current Assets.

• Net Working Capital: This is the excess of Current Asset over Current liabilities

Notes

1.40 . Review Questions
1. Which portion of funds would the current liabilities constitute in a firm?

2. What might happen if the current liabilities of a firm are larger than the current assets it 
has? What will be its effect on the working of the firm?

3. Under Aggressive working capital policy, investment in current assets is very low. Comment.

4. What will be the consequences of conservative.working capital policy?

5. . In your opinion, what does the risk increases with - maturity or short-term debt and wlay ?.

6. According to you, which would be larger - long-term interest rates or short-term in tere'st 
rates and why?

7. Why does every company vying to create competitive advantages in the market?

8. A firm's net working capital position not only is important from an internal standpc int; it 
also is widely used as one measure of the firm's risk. Justify this statement.

9. What do you think as the reason for the public utility undertakings needing very li nited 
working capital?

10. Do you think that an adequate working capital enables a firm to exploit of favourable n .arlcet 
conditions? Support your answer with proper reasons.

11. A firm's net working capital is sometimes defined as the portion of current assets fin inced 
with long-term funds, can you show diagrammatically why this definition is valid?

12. How can the differences between the returns on current and fixed assets and the c Dst of 
current liabilities and long-term funds be used to determine how best to change a arm's 
net working capital?

13. Whyisnosingleworkingcapitalinvestmentandfinancingpolicynecessarilyopfimal For all 
firms? What additional factors need to be considered in establishing a working capital p :>licy ?

14. X & Y Ltd. is desirous to purchase a business and has consulted you, and one po 
which you are asked to advise them, is the average amount of working capital whic 
be required in the first year's working.

on
K will
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You are given the following estimates and are instructed to add 10 per cent to your computed Introduction toWorking
Capital Managementfigure to allow for contingencies.

Amount for the yearParticulars

Average amount backed up for stocks:

Stocks of finished product 

Stocks of stores and materials 

Average credit given:

Inland sales, 6 weeks' credit 

Export sales, 1.5 weeks' credit 

Average time lag in payment of wages and other outgoings: 
. Wages 1.5 weeks

Stocks and materials, 1.5 months 
Rent and royalties, 6 months 
Clerical staff, 0.5 month 
Manager, 0.5 month . , .

Miscellaneous expenses, ...
1.5 months

Notes
5,000

8,000
i’

3,12,000

78,000

2,60,000 
48,000 

■ 10,000
62,000
4,800

48,000

Payment in advance:
Sundry expenses (paid quarterly in advance) 
Undrawn profits on an average . 8,000 

’ 11,000through out the year
Pro forma cost sheet of a company provides the following particulars:

x
Amount for the yearParticulars

Elements of cost 
Raw materials

i

Direct labour

80

30

60Overhead
170Total cost

30Profit
.200Selling price

The following further particulars are available:

Raw materials in stock, on average, one month; Materials in process (completion stage, 
50 per cent), on average, half a month; Finished goods in stock, on average, one month. 
Credit allowed by suppliers is one month; Credit allowed to debtors is two months; Average 
time-lag in payment of wages is 1.5 weeks and one month in overhead expenses; one-fourth 
of the output is sold against cash; cash in hand and at bank is desired to be maintained at 
t 3,65,000.

You are required to prepare a statement showing the working capital needed to finance a 
levels of activity of 1,04,000 units of production. You may assume that production is carried 
on evenly throughout the year, and wages and overheads accrue similarly . For calculation 
purposes, 4 weeks may be taken as equivalent to a month.
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Management of Working Capital 15. How that it is possible for a company to go bankrupt if it has a lot of cash but is not profitable?

16. How would you analyze a firm's liquidity, profitability, long-term solvency, cash flo-vv 
adequacy and market strength? List the ratio name and the related computing formi la.

17. Do you think that liquidity more important than profitability in the short-term of a mew
business? Why/why not? * I

18. As a financial manager, what factors would you consider while estimating working capital
requirements of a firm? • ‘ ' I

19. • What methods do you suggest for estimating working capital needs? I

. 20. Company A is having operating cycle of 15 days, B is having an operating cycle of 10 days
which company is having better position and why?

21. What recommendations would you make to improve the operating cycle of a compaany ?
22. • In your opinion, what would decrease the length of the cash cycle?

23. What is the role of liquidity in the working capital decision? Clarify the concepts of liqi idi ty.

24. Describe the concepts of profitability in the working capital management.

* 25. What is the profitability ratios based on sales? Explain it.
26. Elaborate the profitability ratios based'on investments. Illustrate it. ■

27. What are the measures of liquidity in working capital management? Explain it. •

28. How can we measure the profitability of working capital management?

29. Illustrate with examples the tradeoff between liquidity and profitability.

30. What are’the differences between profitability and liquidity in the working capital decisions?
31. Critically examine the significance of liquidity and profitability in taking working daqpital 

decisions.

32. What do you understand by theories and approaches of working capital manageme it?
33. Distinguish matching, conservative and aggressive working capital financing strategies.

34. Discuss hedging (maturity matching) strategy of working capita! investment. Explain its 
• advantages and disadvantages.

35. Elaborate conservative strategy of working capital investment with suitable exampl ?s.

36. -What is aggressive strategy of working capital-investment? Explain its advantage s and 
• disadvantages.

37. What do you understand by zero strategy of working capita! investment? Explain it
38. Explain policies of working capital investment.

39. Discuss about conservative approach to working capital financing.

40. Elaborate profitability versus risk tradeofffor alternative levels of working capital inves xnent.

41. What is the tradeoff between the hedging and conservative approaches? ■

42. Define optimal level of working capital investment. Explain it.
43. Discuss the determination of working capital requirements to small scale enterprise s. .

44. Explain the percentage of sales method with examples.

45. What are the five steps of operating cycle method to determine working capital requirement?

46. What do you understand by regression analysis method ofworking capital? Explain * witli 
suitable examples.

Notes
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47. Explain forecasting net current asset method to determine working capital requirements.

48. 'Elaborate approaches influencing determination of working capital.

49. , What is the methodology formulated by the Tandon Committee useful in determining
working capital requirements?

50. What are the guidelines of working capital requirements upto one crore suggested by RBI 
to all commercial banks?

, 51. Discuss the guidelines of working capital requirements above one crore suggested by RBI.

Introduction to Working 
Capital Management

Notes

1.41 Further Readings
• Bajaj, Tuli and Srivastava, Retail Management, New Delhi: Oxford University Press

• Gibson G. Vedamani, Retail Management, Mumbai: Jaico Publishing House

• Lewison, D. M. and Delozier, W. M., Retailing, Columbus: Merrill Publishing Co.

• http://www.iilm.edu/iilm-online/retail-management.html http://books.google.co.in/ 
books?isbn=8174465480

• http://www.prenhall.eom/marketlng/armstrong/38187_01_pl-33.p
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Management of Working Capital UNIT-2

MANAGEMENT OF CASH AND 

MARKETABLE SECURITIESNotes

(Structure)
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2.3 .Aspects of Cash Management

2.4 Motives for Holding Cash and Marketable Securities '

2.5 Factors Determining the Optimum Cash Balance

2.6 Approaches to Determine an Optimal Cash Balance

2.7 Objectives of Cash Planning • •

2.8 Cash Budget Simulation

2.9 Cash Balance Uncertainties

2.10 Hedging ys Interest Rate

2.11 Future and Options

2.12 Objectives of Cash Forecasting

2.13 Cash Forecasting Horizons '

2.14 Methods of Financial Forecasting

2.15 Forecasting Daily Cash Flows

2.16 Hedging Cash Balance Uncertainties

2.17 Reasons for Cash Flow Problems

•2.18 Treasury Management

2.19 Difference Between Cash Management and Working Capital Management

2.20 Requirement For Investments In Securities
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2.23 Market for Short-Term Securities

2.24 Shortcomings of Indian Money Market

2.25 Policies for Managing Securities

2.26 Summary'

2.27 Glossary

2.28 Review Questions

2.29 • Further Readings
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Management of Cash and 
Marketable Securities

2.1 Learning Objectives
After studying the chapter, students will be able to:

• Know the aspects of cash management;

• Discuss the motives for holding cash and marketable securities;

• Explain the cash management models of Baumol, Miller-Ofr, Stone and Beranek;

• Discuss the cash budget simulation;

• Discuss the hedging vs interest rate;

• Know the objectives of cash forecasting;

• Discuss the cash forecasting horizons;

• Identify the methods of financial forecasting;

• .Explain the forecasting daily cash flows;

• Identify the reasons for cash flow problems;

• To determine types of marketable securities;

• To know the market for short-term securities;

• To discuss the features of marketable securities.'

. Notes

2.2 Introduction
. Cash is the lifeblood of a business firm; it is needed to acquire supplies, resources, equipment, 
and other assets used in generating the products and services provided by the firm. It is also 

• needed to pay wages and salaries to workers and managers, taxes to governments, interest and 
principal to creditors, and dividends to shareholders. More fundamentally, cash is the medium 
of exchange^ which allows management to carry on the various activities of the business firm 
from day to day. As long as the firm has the cash to meet these obligations, financial failure is 
improbable. Without cash, or at least access to it, bankruptcy becomes a grim possibility. Such 
is the emerging view of modem corporate cash management. On the other hand, marketable 
securities come in many forms and will be discussed later, but their main characteristic is that 
they represent "near cash" in that they may be readily sold. Hence marketable securities serve 
as a back up pool of liquidity that provides cash quickly when needed. Marketable security also 
provides a short-term investment outlet for excess cash and is also useful for meeting planned 
outflows of funds. .

In the previous units we introduced the general concepts associated with managing the firm's 
current assets and liability positions. In this unit, we look in more detail at the problem involved 
with managing two very important components of current assets; cash and marketable securities.

Cash flow planning refers to the process of identifying the major expenditures in future 
(both short-term and long-term) and making planned investments so that the required amount 
is accumulated within the required time frame.

Cash flow planning is the first thing that should be done prior to starting an investment 
exercise, because only then .will a firm be in a position to know how its finances' look- like, and 
what is it that it can invest without causing a strain on the working capital. It will also enable the 
firm to understand if a particular investment matches with its flow requirement.

The cash forecast is an estimation of the flows in and out of the firm's cash account over a 
particular period of time, usually a quarter, month, week, or day. The cash forecast is primarily
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Management of Working Capital intended to produce a very useful piece of information: an estimation of the firm's borre wing
and lending needs and the uncertainties regarding these needs during various future peri >ds.

Cash forecasting is extremely important to most firms. It enables them to anticipate periods 
of surplus cash and periods where financing will be necessary. This anticipation is the reason 
that cash forecasts are generated. Anticipation enables the firm to plan much more effectively for 
investment and financing, and via this planning, produce superior return.

The cash forecast is an estimation of the flows in and out of the firm's cash account < ►ver a 
particular period of time, usually a quarter, month, week, or day. The cash forecast is prir tarily 
intended to produce a very useful piece of information: an estimation of the firm's borro'wing 
and lending needs and the uncertainties regarding these needs during various future periods.

Cash forecasting is extremely important to most firms. It enables them to anticipate periods . 
, of surplus cash and periods where financing will be necessary. This anticipation is the ijeason 

that cash forecasts are generated. Anticipation enables the firm to plan much more effectively for 
investment and financing, and via these planning, produce superior returns. J

Treasury Management function has changed dramafically during the last decade. From a mere 
facilitator of transactions, with few analytical tools, the task of treasury management has become a 
dynamic, quantitative function, providing service and often additional profits to the entire organisation.

• Treasury management is central to corporate finance in practice. Even in smaller businesses, 
where no formalized treasury function exists, the main treasury activities of managing corporate 
funding, risk, banking relationships,,liquidity and working capital will still be conducted. 
Government Bonds are also known as 'Treasuries'. The reference is to all bonds with no o r*tiorvs 
such as call. Usually, government bonds do not have any options.

The terms like 'bonds', 'treasuries' or 'securities' are interchangeably used. We will cover 
some of the basic concepts and' then look at the different techniques that allow the bar Jeers/ 
investors to measure the risks. By knowing the risks and the returns, one can make a proper 
decision about buying or selling the security. Banks over the years have invested very h eavily 
in government treasuries. • ’ '
‘ The notion that money has a time value is one of the basic concepts in the analysis r»f any 
financial instruments. Money has a time value because of the opportunities of investing i r\oney 
at some interest rate. The three basic concepts those-relate to the time value of money are

• Future value of an investment
• Present value of an investment
• Internal rate of return or yield on an investment
Understand this concept will help the banks in making better investments and pricing tJie 

products and services of the banks.
The short term money market instruments are readily encashable therefore th ;y are 

called liquid assets. The marketable securities are one such asset. Investment in marketratxLe 
securities is an integral part of management of cash as this may. serve both the purpe ses o£ 
liquidity as well as cash. As the working capital needs fluctuate over a period of tim 2, it is 
advisable to park excess funds in some short term securities, which can be liquidated as and 
when the need for cash arises.

Allied Lyons (UK), Orange County (US), British Councils (UK), etc., have lost rr illions 
of dollars by entering into financial transactions of wrong types. In the domestic marlcets 
too, several firms have incurred huge loss during the last few.years'and many of then Irvave 
taken a public stand in the company's annual general body meeting that they will not excessively 
deal in the securities market. In 1992, securities scam hurt many companies; particula -ly tine

Notes
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public sector companies had incurred huge losses in their dealings in government securities. Management of Cash and 
Nevertheless, as an old saying goes "No risk no gain", many companies are still willing to 
deal with marketable securities at different levels. While some of them have active treasury 
management and willing to take a risk; others have restricted themselves in investing their 
short-term surplus money for a limited period.

There is both inherent risk and advantages of investing the surplus money in the short term.
On one hand, the idle surplus money is put to profitable use, on the other, it is still reasonably 
liquid. To mitigate the risk and enhance the profitability from investing into marketable securities 
the managers need to acquire some basic knowledge on the nature of marketable securities, 
operation of markets where such securities are traded and finally the models used in recognizing 
short-term surplus and managing such surplus to improve the overall.profitabiliry of the firm.

Marketable Securities ■

Notes

2.3 Aspects of Cash Management

Business analysts report that poor management is the main reason for business failure. Poor cash 
management is probably the most frequent stumbling block for entrepreneurs. Understanding 
the basic aspects of cash management will help you plan for the unforeseen eventualities that 
nearly every business faces.

Cash vs. Cash Flow
Cash is ready money in the bank or in the business. It is not inventory, it is not accounts receivable 
(what you are owed), and it is not property. These can potentially be converted to cash, but can't 
be used to pay suppliers, rent, or employees. •

Cash flow refers to the movement of cash into and out of a business. Watching the cash 
inflows and outflows is one of the most pressing management tasks for any business. The outflow 
of cash includes those checks you write each month to pay salaries, suppliers, and creditors. The 
inflow includes the cash you receive from customers, lenders, and investors.

1. Positive Cash Flow: If its cash inflow exceeds the outflow, a company has a positive cash 
flow. A positive cash flow is a good sign of financial health, but is by no means the only one.

2. Negative Cash Flow: If its cash outflow exceeds the inflow, a company has a negative cash 
flow. Reasons for negative cash flow include too much or obsolete inventory and poor 
collections on accounts receivable (what your customers owe you). If the company can't 
borrow additional cash at this point, it may be in serious trouble..

Components of Cash Flow
A "Cash Flow Statement" shows the sources and uses of cash and is typically divided into three 
components;

1. Operating Cash Flow: Operating cash flow, often referred to as working capital, is the cash 
flow generated from internal operations. It comes from sales of the product or service of 
your business, and because it is generated internally, it is under your control.

2. Investing Cash Flow: Investing cash flow is generated internally from non-operating 
activities. This includes investments in plant and equipment or other fixed assets,, non-

• recurring gains or losses; or other sources and uses of cash outside of normal operations.

3. Financing Cash Flow: Financing cash flow is the cash to and from external sources, such
as lenders, investors and shareholders. A new loan, the repayment of a loan, the issuance 
of stock, and the payment of dividend are some of the activities that would be included in 
this section of the cash flow statement. ‘
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. Management of Working Capital Managing the Cash

Cash management has assumed importance because it is the most significant of all current assets. 
It is required to meet business obligations and it is unproductive when not used.

Cash management deals with the following: \

1. ■ Cash inflows and outflows

2. Cash flows within the firm
3. Cash balances held by the firm at a point of time. - .

Notes

Managing Cash Flows

After estimating the cash flows, efforts should be made to adhere to the estimates of receipt 5 arid 
payments of cash. Cash management will be successful only if cash collections a‘re accelerate* I a nd 
cash disbursement, as far as possible, are delayed. The following methods of cash managernent 
will help:

Methods of Accelerating Cash Inflows

1. Prompt Payment by Customer. ’

2. Quick Conversion of Payment into Cash.

3. Decentralized Collection.
• 4. Lock Box System.

Methods of Slowing Cash Outflows

1. Paying on Last Date.
2. Payment through Drafts.

3. Adjusting Payroll Funds.

4. Centralization of Payments.
5. • Interbank Transfer. '

6. Making use of Float.

2.4 Motives for Holding Cash and Marketable Securities
Cash and short-term, interest-bearing investments, (marketable securities) are the firm's [least 
productive assets. They are not required in producing goods or services, unlike the firm's fixed 
assets, they are not part of the process of selling as are inventory and accounts receivable,

. firms hold cash in currency or in non-interest-bearing accounts, they obtain no direct return on. 
their investment. Even if the cash is temporarily-invested in marketable securities, its retum, 
is much less than the return on other assets held by the firm. So why hold cash or marketali>le 
securities at all? Couldn't the firm's resources be better deployed elsewhere? I

Despite the seemingly low returns, there are several good reasons why firms hold cash, and 
marketable securities. It is useful to think of the firm's portfolio of cash and marketable securities 
as comprised of three parts with each part addressing a'particular reason for holding these assets. 

1. Cash for Transactions: One very important reason for holding cash in the form of [non-
k via

en

interest-bearing currency and deposits is transactions demand. Since debts are settle 
the exchange of cash, the firm must hold some cash in the bank to pay suppliers and $o.rr»<2 •
currency to make change if it makes sales for cash.

2. Cash and Near-cash Assets as Hedges: Unfortunately, the firm's future cash need 
transactions purposes are often quite uncertain; emergencies may arise for which the

s for 
firm
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needs immediate cash. The firm must hedge against the possibility of these unexpected 
needs. Several types df hedges are possible. For example, the firm can arrange to be able to 
borrow from its bank on short notice should funds suddenly be needed. Another approach 
is to hold extra cash and near-cash assets beyond what would be needed for transactions 
purposes. By "near-cash assets," we mean interest-earning marketable assets that have very 
short maturities (a few days or less), and thus can be liquidated to provide funds on short 
notice with very little risk of loss.

Clearly, the more of. this total hedging reserve held in near-cash assets and the less held 
in cash, the greater the interest earned. However, there is a trade-off between this interest 
revenue and the transactions costs involved in purchasing and selling such near-cash assets. 
These transactions costs have a fixed cost component; the firm tears these fixed costs when it 
buys or sells these assets regardless of the size of investment. Thus, whether it is economical 
to invest part or all of the hedging reserve in near-cash assets depends on the amount of 
the reserve. Firms.that keep smaller reserves (because their transactions needs are either 
smaller or more certain) are more likely to hold these reserves in cash, while firms with 
larger reserves keep them in near-cash assets.

3.. Temporary Investments: Many firms experience some seasonality in sales. Often, there will 
be times during the year when such firms have excess cash that will be needed later in the 
year. Firms in this situation have several choices. One alternative is to.pay out the excess 
cash to its security holders when this cash is available, and then issue new securities, later 
in the year when funding is needed.

All of these are valid reasons for holding cash and marketable securities in response to the 
needs and uncertainties faced by the firm. In fact, firms generally hold a surprisingly large portion 
of their assets in these forms, despite the disadvantage of low returns.

Management of Cash and 
Marketable Securities ,

Notes

2.5 Factors Determining the Optimum Cash Balance
A firm has to maintain a minimum amount of cash for settling the dues in time. The cash is needed 
to purchase raw materials, creditors, day to day expenses, dividend, etc. The test of liquidity of 
the firm is that it is able to meet various obligations in time.

Some cash will be needed for transaction needs an amount may be kept as a safety stock. 
An appropriate amount of cash balance to be maintained should be determined on the basis of 
past experience and future expectations. If a firm maintains less cash balance then its liquidity 
position will be weak. If higher cash balance is. maintained then an opportunity to earn is lost. 
Thus a firm' should maintain an optimum cash balance, neither a small nor a large cash balance. 
For this purpose the transaction costs and risk of too small a balance should be matched with the 
opportunity cdsts of too large a balance.

The factors that determine the optimum cash balances are:

1. Synchronization of cash flows

2. Short costs ‘ .

3. Excess cash balance

4. Procurement and management

5. Uncertainty.
1. Synchronization of cash flows: The need for maintaining cash balances arises from the 

non synchronization of the inflows and outflows of cash: if the receipts and payment of 
. cash perfectly coincide with each other, there would be no heed for cash balances. The first 
consideration in determining the cash balances is hence the extent of synchronization of cash
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receipts and disbursements. For this purpose, the inflows and outflows have to be foreca: it 
over a period of time depending upon the planning horizon which is typically a one yez r 
period with each of 12 months being a sub-period. The technique adopted is a cash perioc L. 
A properly prepared budget will pinpoint the month/periods when the firm will have an 
excess or a shortage of cash.

2. Short Costs: The other most important factor in determining the optimum cash is th e 
shortfall in cash needs. The cash forecast as presented in the cash budget would reveal casbi 
shortage periods. Despite this, there may be some additional shortfall. Every shortage of casli 
whether expected or unexpected involves a cost depending upon the severity, duration an d 
frequency of the shortfall and how the shortage is covered. Expenses incurred as a result o£ 
shortfall are called short costs.

, Example: Transaction costs. Borrowing costs. Loss of cash discount, Cost associated with 
deterioration of credit rating, and Penalty rates.

3. Excess cash balance: If a affirm is having large funds lying as idle, it shows that the firrn
has missed opportunities to invest those funds and has thereby lost interest which it would 
otherwise have earned. This loss of interest is primarily the excess cost. |

Managettient of Working Capital

Notes

5

CASELET: Purple Software Solutions: Missed Opportunities
In Shahadara, Delhi, Mr Gulab Kohli starts a business in the name of Purple Software Solution^ 
by the capital he inherited after his father sold his toy manufacturing business and died later 
in the year 1999. Since the money he invested initially was more than his business needed, Mi 
Gulab Kohli spent it in maintaining his office lavishly and when questioned about the same 
by his wife, he replied that it was all to attract customers. Obviously, he concentrated more 
on office maintenance that was required. Also he had this a habit of maintaining some 25 lac 
rupees in cash at home so that if and when required, he could spend it. ON his also, his wife 
questioned him once, to which he said that they may require cash anytime, and since he has 
a lot of it, there is no harm in keeping it safely at home.

Later on, when he needed funds for following up his prospective clients, he started 
falling short of cash. Reason is for anybody to guess. He spent the money on wrong heads 
And sooner or later, the cash he kept at home had to deplete. As a result of this, he incurred 
huge losses and to close his business.

1. Procurement and management: Procurement and management costs are associated wiiJn 
establishing and operating cash management staff and activities. They are usually fixed ar d 
are mainly accounted for by salary, storage, handling of securities, etc.

2. Uncertainty: Finally, the impact of uncertainty on cash management strategy is also 
relevant as cash flows cannot be predicted with complete accuracy. The first requirement 
is a precautionary cushion to cope with irregularities in cash flows, unexpected delays r\ 
collection and disbursements, defaults and unexpected cash needs.
A firm has to maintain a minimum of cash for settling the dues in time. The cash is needt d 

to purchase raw materials, Creditor's day to day expenses, dividend, etc. The test of liquidity 
the firm is that it is to meet various obligations in time.

Some cash will be needed for transaction needs and amount may be kept as a safety stoc be. 
An appropriate amount of cash balance to be maintained should be determined on the basis :>£ 
past experience and future expectations. If a firm maintains less cash balance then its liquidi ry 
position will be weak. If higher cash balance is maintained then an opportunity to earn is list. 
Thus a firm should maintain an optimum cash balance neither a small nor a large cash balance. 
For this purpose the transaction costs and risk of too small a balance should be matched with the 
opportunity costs of too large a balance.
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Management of Cash and 
Marketabk SecuritiesCASE STUDY: Bhatt Enterprises Case: Cash Forecasting and Investing

Sushma is the Treasurer of Bhatt Enterprises, a poorly organized collection of financial services 
companies. The composition of Bhatt's activities can best be seen in a statement of forecasted 
cash flow by each major business line, namely: Notes

Annual Cash Flow

$ 85,000,000Insurance policies

55,000,000Insurance underwriting

200,000,000Assets based lending

355,000,000Consumer paper

80,000,000Auto dealer paper

$575,000,000

Sushma has inherited a concentration banking system, as shown in Figure 2.1. After 
examining its features, he felt satisfied that it meets the needs of Bhatt Enterprises. The 
hometown bank in San Francisco. California is not a member of any clearinghouse; all cheques 
are processed through a correspondent relationship with'security. The lockboxes in Phoenix 
and Seattle are efficiently managed by security and thus, average only one day float. This is the 
same as for funds deposited directly as security. Excess funds are wired daily to New Jersey 
for same day investment.

i

CUSTOMERS 
Check smallcdNEW YORK BANK 

Backup Lines 
Investing funds

LOCK BOXBANK 
Seattle

«

> t

CONCENTRATION
BANK

Security
Pally

Removal
LOCK BOXBANK 

Phoenix
<■

<r/«,
^ t

and InformationInstructions
> t

CORPORATE 
TREASURER 
Check Drawn

RECEIVING AND 
DISBURSING BANK 
San Leonardo Dally 
Funding of Clearings

> t
Vendors.

Etc.
Banking 
System .Mall

Float

Figure 2.1. Bhatt Enterprises Concentration Banking System
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Management of Working Capital On Septembers, Sushma is preparing his monthly report on funds invested during At gpms t. 
Table 1 shows the deposits each day during the month. It also shows the book disburserr ervts: 
that is, checks written but not clearing each day. This information comes directly frorV tJHe 
ledger accounts of Bhatt Enterprises.

Table 2.1. Daily Deposits and Cheques Drawn, Bhatt EnterprisesNotes

For the Month of August 

Starting Balance

Daily

Deposit

- Cheques 

Drawn

Books
*

Balance
3,20,000

1 2,150,000 1,740,000 7,30,000
2 1340,000 1,765,000 3,05,000

3 0 0 3,05,000

• 4 0 0 3,05,000

5 2330,000 1,292,000 1,343,000

6 1,475,000 1,628,000 1,191,000

7 2,567,000 1355,000 1,202,000

8 2300,000 1,432,000 3,070,000
9 1,278,000 1,606,000 2,742,000

10 0 0 2,742,000

11 0 0 2,742,000

12 2379,000 1,666,000 3,955,000

13 2,075,000 2,925,000 3,105,000

14 1,444,000 • 2,450,000 2,099,000

15 2,316,000 2,650,000 1,765,000

16 978,000 1,605,000 1,138,000
17 0 0 1,138,000

■ 18 0 0 1,138,000
19 3,015,000 1,777,000 2,376,000 •
20 1366, 000 2,355,000 1,887,000

21 1,924,000 2,202,000 1,791,000

22 2,416,000 2,330,000 1,877, 000

23 1355, 000 1,270, 000 1,162, 000

24 0 0 1,162, 000

25 00 1,162, 000

26 2,650, 000 1348, 000 2,464, 000

27 1,145, 000 2,603, 000 1,006, 000

28 3,065, 000 2,588, 000 1,483, 000

29 2,205, 000 2,346,000 \ 1,342, 000

1,758, 00030 2,488, 000 ‘ 2,072, 000

31 0 0 2,072, 000
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Managemen t of Cash and 
Marketable Securities

Table 2.2'New Goods Funds Credited Daily, Bhatt Enterprises

BooksNew Goods Cheques

Cleared

For the Month of August 
Starting Balance BalanceFunds

Notes700.000

1,069,4001,832,000 1,460,6001

1,292,1501,832,2502,055,0002

1,292,1500 03

. 1,292,150004

808,980. 1,352,6508,69,4805

628,6302,123,400 2,303,7506

2,292,950 (197,020)1,467,300• 7

723,4801,524,9008 2,454,400

1,880,9002,300,120 1,142,7009

1,880,9000010

1,880,9000011

576,3501,645,1603,40,600 -12
\1,855,0802,790,680 1,511,95013

2,402,4201,492,9002,040,24014

2340,2001,043,9001,481,68015

1337,4703,072,8502,070,12016

1,837,4700017

1,837,4700018

2,758,750 253,5541,174,83419

1,065,4943366,940 2,555,00020

576,5442349,2501360,30021

1,043,250 1,437,1541,903,86022

736,4143,100,7402,400,00023

736,4140 024

•0 736,414025

1983442,237,7501,699,68026

1,056,0442,128,5002,986,20027

(57,456)1,195,500 2,309,00028

1,475300 1349,2442,882,20029

3,088,744506,8002,246,30030

3,088,7440 031

41,385,85044,917,294Total

Self Learning Material 81

i



Management of Working Capital Separately, Table 2.2 shows the new good funds credits to Bhatt account each day in. 
August. It also shows the cheques that cleared, as reported by the bank. '

Questions -

1. Draw the monthly report giving the real picture about:

(a) Total Cheques Written

(b) Average Cash Balance . . '

2. For how many days, the firm have negative cash balance and also mention the day or 
week, which has highest level of deposit and highest level of cheques written?

Notes

Source: Sudhindra Bhat, Financial Management - Fttnciples and Practice, Excel Books ,

2.6 Approaches to Determine an Optimal Cash Balance
There are basically two approaches to determine an optimal cash balance namely,

1. Preparing cash-bud get

2. Minimizing cost models. '

Cash Budget
Cash budget is the most important tool in cash management. A cash budget is an estimate of casli 
receipt and disbursements of cash during a future period of time. In the work of Soloman Ezra, a, 
cash budget is an analysis of flow of cash in a business over a future, short or long period of tin te. 
It is.a forecast of expected cash intake and outlay. It is a device to plan and control and use of 
cash. This cash budget pin points the period when there is likely to be excess or shortage of caslr. 
Thus a firm by preparing a cash budget can plan the use of excess cash and make arrangemer its 
for the necessary cash as and when required.

The cash receipts from various sources are anticipated. The-estimated cash collectiopns 
for sales, debts, bill receivables, interests, dividends and other incomes and sale of investments 
and other assets will be taken into account. The amounts to be spent on purchase of materials, 
payment to creditors and meeting various other revenue and capital expenditure need should t>e 
considered. Cash forecasts will include all possible sources from which cash will be received a: tc! 
the channels in which payments are to be made so that a consolidated cash position is determine d.

« .

Models
Different analysts.have developed and presented are different models to determine the qptimi m 
cash balance with a firm. Let us see a few of them.

The Baumol Model

The Baumol model of cash management is one of many by which cash is managed by compani es. 
It is extensively used and highly useful for the purpose of cash management. The model enab es 
companies to find out their desirable level of cash balance under certainty.

At present many companies make an effort to reduce the costs incurred by owning ca: In. 
They also strive to spend less money on changing marketable securities to cash. The Baumol 
model of cash management is useful in this regard.

Assumptions ' .

There are certain assumptions or ideas that are critical with respect to the Baumol model of cash 
management:
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1. The particular company should be able to change the securities that they own into cash. Management of Cash and
Marketable Securitieskeeping the cost of transaction the same. Under normal circumstances, all such deals have

variable costs and fixed costs.

2. The company is capable of predicting its cash necessities. They should be able to do this with
a level of certainty. The company should also get a fixed amount of money. They should be 
getting this money at regular intervals. '

3. The company is aware of the opportunity cost required for holding cash. It should stay the 
same for a considerable length of time.

4. The company should be making its cash payments at a consistent rate over a certain period 
of time. In other words, the rate of cash outflow should be regular.

Notes

Equational Representations in Baumol Model of Cash Management
1. Holding Cost = k(C/2’)

2. Total Cost = k(C/2)+c(T/C) ' ■

3. Transaction Cost = c(T/C) .

Limitations

1. Cash flows may not be very predictable, much less constant

2. Treasurers may want a 'safety stock' of cash 
For example, let us assume that the firm sells securities and starts with a cash balance of

C rupees. VVhen the firm spends cash, its cash balance starts decreasing and reaches zero. The 
firm again gets back its money by selling marketable securities. As the cash balance decreases 
gradually, the average cash balance will be: C/2. This can be shown in following figure:

• \

C

02 y-Average

TimeIT

The firm incurs a cost known as holding cost for maintaining the cash balance. It is known 
as opportunity cost, the return inevitable on the marketable securities. If the opportunity cost is 
k, then the firm’s holding cost for maintaining an average cash balance is as follows:

Holding Cost - k (02)

Whenever the firm converts its marketable securities to cash, it incurs a cost known as transaction 
cost. Total number of transactions in a particular year will be total funds required (T), divided 
by the cash balance (C) i.e. T/C. The assumption here is that the cost per transaction is constant. 
If the cost per.transaction is c, then the total transaction cost will be: v
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1

Management of Working CapitalTmnsnction Cost - c (T/C)

The total annual cost of the demand for cash will be:

Total Cost= k (C/2) + c (T/C)

Notes Optimum Level of Cash Balance ...
As .the demand for cash, 'C increases, the holding cost will also increase and the transaction cc st 
will reduce because of a decline in the number of transactions. Hence, it can be said that there is 
a relationship between the holding cost and the transaction cost.:

The .optimum cash balance, C* is obtained when the total cost is minimum.

Optimum cash balance (C*) - [2cT/k]v*

Where, C* is the optimum cash balance. • ■

T is the total cash needed during the year, 
k is the opportunity cost of holding cash balances.

With the increase in the cost per transaction and total funds required, the optimum cashv 
balance will increase. However, with an increase in the opportunity cost, it will deaease.

Cost

Total cost

Holding cost '

!
Transaction cost

Cash Balance

Miller-Orr Model

Most firms don't use their cash flows uniformly and also cannot predict their daily cash inflo kr s 
and outflows. Miller-Orr Model helps them by allowing daily cash flow variation. I

Under the model, the firm allows the cash balance to fluctuate between the upper control 
limit and the lower control limit, making a purchase and sale of marketable securities only whjen 

one ofthese limits is reached. The assumption made here is that the net cash flows are normally 
distributed with a zero value of mean and a standard deviation. This model provides two contjrol 

limits - the upper control limit and the lower control limit as well as a return point. When the firncv's 
cash limit fluctuates at random and touches the upper limit, the firm buys sufficient marketable 
securities to'come back to a normal level of cash balance i.e. the return point. Similarly, when 
the firm's cash flows wander and touch the lower limit, it sells sufficient marketable securities to

I

bring the cash balance back to the normal level i.e. the return point.-

The lower limit is set by the firm based on its desired minimum "safety stock" of cash in 
hand The firm should also determine the following factors:

1. An interest rate for marketable securities, (i)
»
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2. A fixed transaction cost for buying and selling marketsble.securities, (c)

3. The standard deviation if its daily cash flows, (s)
Management of Cash and 

Marketable Securities

Upper limit

/ 'Notes...r
Purchase of securities<■

/\ P&hnn. pfti fft
V7 Sale ofsecvitiies

Lower limit

Time

The upper control limits and return path are than calculated by the Miller-Orr Model as
follows:

Distance between the upper limit and lower limit is 3Z.

(Upper limit - Lower limit) = (3/4 C Transaction Cost CCash Flow Variance/Interest Rate)i/3

Z = (3/4 C cs2/ijly'3

If the transaction cost is higher or cash flows shows greater fluctuations, than the upper 
• limit and lower limit will be far off from each other. As the interest rate increases, the limits will 

come closer. There is an inverse relation between the Z and the interest rate. The upper control 
limit is three times above the lower control limits and the return point lies between the upper 
and lo.wer limits. Hence,

• • Upper Limit = Lower Limit + 3Z 
. Return Point = Lower Limit + Z 

So, the firm holds the average cash balance equal to:

Average Cash Balance = Lower Limit + 4/3 Z 
The Miller-Orr Model is more realistic as it allows variation in cash balance within the lower 

and upper limits. The lower limit can be set according to the firm's liquidity requirement. To 
determine the standard deviation of net cash flows the pasty data of the net cash flow behaviour 
can be used. Managerial attention is needed only if the cash balance deviates from the limits.

- Stone Model

The Stone Model is somewhat similar to the Miller-Orr Model insofar as it uses controliimits. 
It incorporates, however, a look-ahead forecast of cash flows when an upper or lower limit is 

■ hit to take into account the possibility that the surplus or deficit of cash may naturally correct 
itself. If the upper control limit is reached, but is to be followed by cash outflow days that would 
bring the cash balance down to ah acceptable level, then nothing is done. If instead the surplus 

. cash would substantially remain that way, then cash is withdrawn to get the cash balance to a 
predetermined return point. Of course, if cash were in short supply and the lower control limit 
was reached, the opposite would apply. In this way the Stone Model takes into consideration 
the cash flow forecast.
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Manngcincnt of Working Capital Beranek Model -

• According to Beranek, companies have short-term assets only because they face uncert linties 
related to their operations.

Example: A firm could incur substantial costs if the labor force of a_vendor suppl a
critical part suddenly went on strike. An inventory of the critical part enables the firm to co ntiniie 
operating while it seeks an alternate supplier or waits out the strike.

, Similarly, a firtn may hold a cash reserve to meet unanticipated demand for cash. Since casln is
an unproductive asset, cash reserves are often held in the form of highly.liquid short-term investments.

A a A(to) the cash out flow depends on the uncertain event w which makes A(w) a sto rlnastic

Notes •

variable.
W,(Wo,ii>) = Wo-A(id)

Beranek assumes there is a critical cash balance W* which triggers increased cost bor owing 
r + A. In t = 0 we have cash of W in t -lois observed and A (a) is paid from W (possibl) ■under 
0 acceptance of penalty interest A). Keep in mind, that W ohere de the cash level that we i litially 
establish in t = 0 with only one cash outflow A( to) occurring. Where as in Baumol's mode l Wo de 
the amount that is withdrawn m times.

The return of the policy Wo is as follows:

■ h(W.,oHK-W„)r-for W'<W')
0 otherwise

fv J(«, + A)(W-W0 + A(o) for A{«)iW,-W*)
- (K. yvt/r-

0 otherwise

Objective function: maxE(h(W0,<!)))
VV*

E(h{Wa<o3)) = (K-W0)r- ( (W - W0+A)(r+a)dF(A)' . 
w,-w'

with F(A) as the distribution function of A(o))

® =J,(W'-W.
To evaluate the expression above we use Leibnitz:

vM vja)

£ Jg(a,x)dx= g(a,x)dx +
U(<.) uta)001

:^^g(a,v{a))-^^g(a,u(a))

with u, v and g continous differentiable functions

= -r-(r + A) I •(-l)dF(A) + 0-l(W" - W# + W0-W‘)
.W

= -r-(r + A)(-l)(i--F(VV0-W)) = 0

.w;=w'+f.”(j-^) • . ' •
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That means the optimal level of cash is the critical level W* phis a risk mark up Management of Cash and 
Marketable Securitiesf 1 'lRMsF"1 ll + tJ

M.<0 aw;5RM „ ------ <0 5RM Notes •>0 >05RM
How does a distribution function that tends to result in higher A(co) affect RM.

d& drdr

probF(A < A0)> probc(A S A0) => l-probF(A S A0)s 1 -probc (A i A0)
cjaTT ”F(A«)

=> probF (A ^ A0) 2 probG (A S: A0)

The .probability to pay out AO with G is at least as high as with F.

Intuitively we say, with G we hold at least as much cash as F. .

This means G is stochastic dominant to F: .

• oG(A)£F(A) VA => G*1 > F'1 => G has greater RM and w;g>w;f

Limitations

1. The model is static ’ •

2. The model usually does not reflect economic realities

The goals of these models are to ensure adequate amounts of cash on hand for bill payments, 
to minimize transaction costs in acquiring cash when deficiencies exist, and to dispose of cash ' 
when a surplus arises. These models assume some cash flow pattern as a given, leaving the task 
of caish collection, concentration, and disbursement to other methods.

2.7 Objectives of Cash Planning
Cash planning has three main objectives:

1. To ensure that expenditures are smoothly financed during the year, so as to minimize 
borrowing costs;

2. To enable the initial budget policy targets, especially the surplus or deficit, to be met; and

3. To contribute to the smooth implementation of the policy as laid by the management.,

An effective cash planning and management system.should:

1. Recognize the time value and the opportunity cost of cash;

2. Enable line ministries to plan expenditure effectively;

3. Be forward-looking - anticipating macroeconomic developments while accommodating 
significant economic changes and minimizing the adverse effects on budget execution;

4. Be responsive to the cash needs of various departments;

5. Be comprehensive, covering all inflows of cash resources; and

6. Plan for the liquidation of both short- and long-term cash liabilities.

Even if a budget is realistic in the sense of having well-prepared and objective aggregate 
revenue and expenditure estimates, this does not mean that budget execution will be smooth. 
Timing problems can be expected between payments coming due and the availability of the cash 
necessary to discharge them. . • •

Ideally, a cash plan for a centralized organization should include, for the month ahead, a 
daily forecast of cash outflows and cash inflows.
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Fast growing organisations should aim to deliver their budget by adopting a montf ly 
cash plan, based on projected aggregate cash inflows and limits on cash outflows. The princif al 
components should be as follows:.

1. The starting point should be an annual cash plan, prepared in advance of the fiscal ye it, 
setting out projected cash inflows and cash outflows month by month.

2. Past patterns can help establishiikely month-to-month inflows of revenue receipts. T 
• likely timing of borrowing is also often partly-known in advance; so that total inflows c an

be projected. Past patterns of expenditures can usually be a guide to the cash outflows ea "ti 
•month.

3. However, factors such as irregular capital expenditure patterns, variations in the timi ag 
of cash receipts and the precise timing of new borrowing (which may have to await a 
conjunction of beneficial market conditions) are likely to mean variation from year to y< arr

' in monthly patterns of cash inflows and outflows. |

4. When it appears from the initial projections that there might not be enough cash available 
within a given month to cover expenditures falling due, a firm can delay the planned- 
commitment of the expenditure; speed up the collection of revenue; or borrow. The choice 
among the three options will depend on feasibility and costs.

Once the annual plan is established, it should become the basis for rolling three-mor tin. 
projections, and within that projection an operational cash management plans for the mor tin 
ahead. These should operate as follows:

1. The three-month projections and monthly plans need to be revised each month on a rolli ng 
basis in the light of actual revenues and expenditures (and often experience in borrowin

2. When the three-month rolling projections indicate there may not be enough cash available
within one or more of the three forward months to cover expenditures, action can be talJen 
to delay expenditure commitments, accelerate revenue collection, or borrow, with the choice 

depending on feasibility, costs, and borrowing constraints. I

3. The operational cash management plan for the firm, for the" month ahead, should ideally,
include a daily (or at least weekly) forecast of cash outflows and inflows. This caWti 
management plan should be prepared and updated at least every week. |

Some organisations have put limits on certain sub aggregates. These cash limits are often
seen as being the way in which a "hard" budget constraint operates. But, as noted, as a means 
of expenditure rather than cash control, cash plans on their own are ineffective when there is no 
separate control over commitments, and often lead to a buildup of (unpaid) liabilities. . I

The cash plan assists in determining the realism of fiscal criteria or benchmarks for eajcln 
month/ quarter. It can engender a sense of confidence among the authorities that they have casln 
control and give them greater confidence that other important monetary targets (e.g., credit ceilings) 
will be respected. Thus, to be viable, the targets included in an adjustment program should always 
be supported by a cash plan that is updated to take into account the latest available information 
on revenues collected, other receipts (including borrowing), and expenditure committed and paid.

The continuous monthly updating of the cash plan should help in ensuring that the initial 
budget targets will be met. When it is clear from the latest forecast available that targets m ay 
not be met in the future or at the end of the year, measures will have to be taken to constr. iin 
expenditure or to increase revenues. The cash plan can contribute to the decisions on the si ce, 
type, and targeting of the measures required.

Management of Working Capital

Notes

5)-
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Management of Cash and--- 
Marketable Securities

CASELET: Coming Out of Financial Pressures
Arjun Ra there was a self employed professional in Jodhpur. While he had only started a business 
of ethnic shoes, the government declared the new policy as a result of which, the credit would 
get squeezed. It went very harsh on Rathore, given the lack of a properly maintained accounting 
system, due to which he was now to face difficulty in borrowing from banks.

This resulted in Rathore’s seeking the support of unregulated lenders, who were charging 
higher interests that would eventually squeeze Rathore's profit margins. The only way out 
was to manage the credit cycle and make proper cash planning.

Rathore met a chartered accountant named Holas Badheja who suggested him to aim at 
reducing the credit period given to the buyer by raising the bill immediately upon delivery and 
follow up meticulously till the payment was received. He suggested Rathore to also attempt to 
collect some margin money upfront. Another way to cut borrowing cost was awarding customers 
for prompt payment by giving competitive rates. This would also help gain repeat orders.

These and many other similar resulting measures of cash planning not only made the 
future path of Rathore's business easy, but also made him withstand the financial pressures 
and sail out of them safely.

Notes

Source! hitchstoricsofsmallbusinesses.co.in

2.8 Cash Budget Simulation
A cash budget is important for a variety of reasons. For one, it allows vou to ma';e management 
decisions regarding your cash position (or cash reserve). Without the type of monitoring imposed 
by the budgeting process, you may be unaware of the cycle of cash through your, business. At 
the end of a'year or a business cycle, a series of monthly cash budgets will show you just how 
much cash is coming into your company and the way it is being used. Seasonal fluctuations will 
be made clear.

N

A cash budget also allows you to evaluate and plan for your capital needs. The cash budget 
will help you assess whether there are periods during your operations cycle when you might need 
short-term borrowing. It will also help you assess any Jong-term borrowing needs. Basically, a 
cash budget is a planning tool for management decisions.

When preparing your cash budget, you remember

1. ‘ To make the ending cash balance the beginning cash balance for the next period

2. To factor any additional material, labor or other expenses for projected sales

3. To keep your sales goal for the period realistic
4. To adjust accounts receivable for possible uncollectible amounts

5. To include taxes in expenditures for payroll

There are three main components necessary for creating a cash budget. They are: '

1. Time period
I •

2. Desired cash position

3. Estimated sales and expenses
1. Time Period: The first decision to make when simulating a cash budget is to decide the 

period of time for which your budget has to apply. That is, are you simulating a budget for 
the next three months, six months, twelve months or some other period? In this chapter, 
we will be discussing the simulation of a 3-months budget. However, the instructions 
given are applicable to any time period you might select.-
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Management of Working Capital 2. Cash Position: The amount of cash you wish to keep on hand will depend on the ha-tior*®
of your business, the predictability of accounts receivable and the probability of" fast- 
happening opportunities (or unfortunate occurrences) that may require you to Kave a 
significant reserve of cash.

You may want to consider your cash reserve in terms of a certain number of days' sales. 
Your budgeting process will help you to determine if, at the end of the period, yoi t liave 
an adequate cash reserve.

‘ 3. Estimated Sales and Expenses: The fundamental concept of a cash budget is estimating all 
future cash receipts and cash expenditures that will take place during the time perio 
most important estimate you will make, however, is an estimate of sales. Once tinis is 
decided, the rest of the cash budget can fall into place.

Example: If an increase in sales of 10 percent is desired and expected, various other accouxits 
must be adjusted in your budget. Raw materials, inventory and the costs of goods sola must 
be revised to reflect the increase in sales. In addition, you must ask yourself if any additions 
need to be made to selling or general and administrative expenses, or can the increased ; 
be handled by current excess capacity? Also, how will the increase in sales affect payrojll 
overtime expenditures?

* Instead of increasing every expense item by 10 percent, serious consideration needs to t>e 
given to certain economies of scale that might develop. In other words, perhaps, a supplier offers 
a discount if you increase the quantities in which you buy a certain item or, perhaps, the increase 
in sales can be easily accommodated by the current sales force, all of these types of consider atioxrs 
must be taken into account before you start budgeting. Each type of expense (as shown oi t your 
income statement) must be evaluated for its potential to increase or decrease. Your esti mates 
should be based on our experience running your business and on your goals for your bu siness 
over the time frame for which the budget is being created.

At a minimum, the following categories of expected cash receipts and expected cash 
payments should be considered:

\
Cash Balance

Notes

d. Tine

sales
and

\1. Expected cash receipts: The cash balance is your cash on hand. This includes what is in 
your checking accounts, savings accounts, petty cash and any other cash accounts that you 
might have.

2. Cash sales: After arriving at a base figure of cash sales, it must be adjusted for any tr< ide or
other discounts and for possible returns. As stated previously, the base level of sales (and 
of accounts receivable) will be determined by the company's projections, goals ana past 
experience. ' I

3. Collections of accounts receivable: After a base level of accounts receivable is establistied 
(based on sales projections), it must be adjusted to reflect the amount that will actually be 
paid during the time period. Typical adjustments for a small business might be to a^: 
that 90 percent of accounts receivable will be collected in the quarter in which the sales <!>
9 percent will be collected in the following quarter, and 1 percent will remain uncollectible. 
Of course, past experience will be the most reliable indicator for making these adjustirxerxts.

4. Other income: Your cash position may be affected positively by income other tharv tbatr 
received from sales. Perhaps there are investments, dividends, or an expected borrowing 
that will be introducing cash to the company during the time period. These types o£ 
sources are referred to as "other income."

sume
ccux’.

casb
/
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Expected Cash Expenses

1. Raw material (inventory): For small business retailers and manufacturers, the largest cash 
expense is usually the amount spent for inventory or raw materials. Again, past experience 
will be your best indicator of future cash outlays. But don't forget to factor in any necessary 
increases to keep up with projected sales. You may also want to consult with your suppliers 
as to whether any pricing changes are expected.

2. Payroll: Salaries are commonly the second largest expense item during an accounting 
period. Don't forget to include estimates for all appropriate local/state, and federal taxes..

Other Direct Expenses

Use this line item for.any additional expense that does not fit conveniently under the other 
headings. If you are making payments on a loan, include it here.

1. Advertising: The role of advertising varies by type of business. If you are projecting an 
increasje in sales, is there an accompanying marketing or advertising campaign? These costs 
must be budgeted. Include any expenses for print (brochures, mailers, and newspaper ads), 
radio, or other advertising services.

Z Selling expenses: Typical selling expenses include salaries and commissions for sales 
personnel and sales office expenses. However, this line item can also include any traveling, 
or other sales-related expense not covered elsewhere.

3. Administrative expense: General office expenses are included here. This will include 
your utilities, telephone, copying and day-to-day office expenses. Unless big changes are 
underway, past experience .will guide you in evaluating future administrative expenses.

4. Plant and equipment expenditures: Cash payments for equipment loans, mortgages, repairs, 
or other upkeep should be included here. Past experience will, again, be your guide.

5. Other payments: If there are any cash payments you expect to make that are not covered 
in the above listing, include them here. (If they are repeatable, you may consider adding a 
separate line item.) However, typically, interest payments and taxes fall here.

Example: Here is an example of a cash budget simulated for a small business:

Small Business Cash Budget 
For the three months ending March 31,200x .

• Management of Cash and 
Marketable Securities

Notes

AJan. Feb. MarchItem

-13,500 20,000Beginning cash balance 15,000

Expected Cash Receipts:

25,000 30,00020,000Cash Sales
55,000 70,000Collection of accounts receivable 45,000

5,000Other income 0 0

' 80,000 125,000Total cash collected 66,500

Expected cash payments:

Raw materials (or inventory) 11,000 5,00050,000
10,400 30,400Payroll 10,400

Other direct expenses 2,000 2,000 2,000

Advertising • 10,000 0 0
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Management of Working Capital 6,00c8,0006,000Selling expenses
4,50C)4,5004,500Administrative expenses

D10,000 10,0010,000Plant and equipment expenditures
600600 • 600Other paymentsNotes

46,500 38,50 093,500Total cash expenses

86,500-13,500* 20,000*Cash surplus (or deficit)

* The ending cash balance becomes the beginning cash balance for the next period.

U,CASE STUDY: Creative Promotion Company
Mr. Bhatt is a young man of bright ideas. Although he is employed as an engineer in one of tlnte 
large engineering concerns in Lahore (Pakistan), he spends all his spare time developing riesw 
products in his private laboratory at home. Currently, he has commercially provided a dom< tstic 
appliance called Lavex, which would be a great convenience kitchen to help housewives 
is not interest in manufacturing and selling his new products; his only interest in developijng 
new products is to make money by way of selling patent rights to some established concerns. 
However, he releases that till he succeeds in selling the patent rights at the price he expi ;c:ts, • 
he has to manufacture and sell the new products on ad hoc basis so as to demonstrate tlae 
commercial superiority of his products and thereby, to induce the parties to buy the patents 
from him. With this objective, he is currently thinking of manufacturing and selling 'Lavex'- 
He will not give up his full-time job; he will supervise and guide 'Lavex' production and sales 
during his spare time.

Bhatt has already spent ? 30,000 in developing the product. He proposes to buy 
component from other parties and keep the production activity to a minimum. The minirr Lum 
equipment required would cost ? 11,000. He would need to rent a small place for ? 1,200 per 
month for production. He proposes to use his residence as office for sales activity.

Bhatt proposes to introduce the product in Chennai city only. His sales projections

tlie

are
as follows:

January 
February 
March 
April 
May 
June

He is not interested in pushing sales beyond 220 units per month as he cannot cope witla- 
the production. He has budgeted ? 20,000 for sales promotion, which will be spent mostlji- for 
demonstration in leading department stores in the city. The promotion budget is scheduled 
as follows:

60

40

110

140

220

180

7,000January 
February 
March 
April

This selling price per units will be f 280 and the dealers will be given 15 percent tfade 
discount. He calculates that about 50 unitwill be needed for "demonstration and display" ir i tHe

7,000

3,000

3,000
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leading sores at his cost. Although the sales to dealers will be made on'one month's credit, he 
knows that the actual-collections will be realized in about 4 week's tirrve. He rules out cash sales.

Assembling is one of the activities in the production process. Components and materials, 
which will be purchased from outside parties strictly on 30 days credit, will cost ? 160 per 
unit, Wages per month will be ?6000. The production capacity per month will be 220 units. 
Wages will be paid weekly. Overhead expenses are estimated at ? 2800 per month. Materials 
and components need to be ordered at least one month in advance. There will be inventory of 
finished goods or goods in process as the production will be strictly.against firm orders. Bhatt 
proposes to employ a full-time production, sales supervisor for ? 880 per month.

Mr Bhatt wants to know how much finance will be needed for his first six months of 
operation and when, so that he may plan accordingly.

Questions

Notes

1. Discuss the nature of the financial problem involved.

2. Prepare the monthly cash budget for the first six months period of the proposed venture.

3. How can the above-mentioned problem’be sorted out?

Source: Sudhindra Bhat, Financial Management - Principles and Practice, Excel Books

2.9 Cash Balance Uncertainties
Given the short-run nature of the cash forecast, with most things occurring in the near future and 
the forecast period typically being a year, one would tend to think that most financial transaction, 
over this period could be forecast very accurately. Unfortunately, this is far from true. Even with 
this short period there are numerous sources of risk. Among the sources are sales uncertainty; 
collection rate uncertainty, production cost uncertainty, and’capital outflow uncertainty. Let us 
look at each one of these in turn.

Sales uncertainty refers to the risk regarding the firm's future levels of sales. Most firms try 
to forecast accurately enough to hold errors in short-run sales forecasts to less than 10 percent, but 
are often unsuccessful in these efforts. Sales-projections are a product of two other projections, 
units to be sold and price per unit. Both are often quite uncertain and depend on economic and 
competitive conditions. Note that any errors in sales forecasts have multiple impacts on the firm's 
cash flows; they impact on receivable levels {and therefore collections) and also on .production 
expenses (and therefore disbursements).

Collection rate uncertainty is the uncertainty regarding the firm's actual future collection 
patterns of receivables. The firm may historical!}' have collected an average of a certain percent 
of its outstanding receivables from a particular period in another particular period, but this 
average contains considerable variability. Further, changing market and economic conditions 
may make for chancy extrapolation of post historic data into future period. Because of this and 
the uncertainties in forecasting sales, forecasts of the collection of future receivables contain at 
least three sources of uncertainty; uncertainly regarding the number of units that will be sold, 
uncertainty regarding the price at which these units will be sold, and uncertainty regarding the 
patterns with which the receivables generated by these sales will be collected.

Production cost uncertainty has to do with the risk of the actual labour and material costs 
that go into the making of a product of service. Labour productivity may be more or less than 

, expected, making labour costs uncertain. The cost of materials used may vary due to unexpected 
changes in price or in the amount of materials necessary to produce products and services.
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Management ofWorkingCapital Capital outflow uncertainty is one of the biggest sources of surprises in cash flow forecasting. 
This is the uncertainty regarding the timing of cash disbursements related to the firm's major 
capital expenditure and construction programmes. The uncertainty arises from the nature ( £ 
payments made for new construction. When the firm undertakes to build a new plant or other 
project of this sort. The total price (subject to specified revisions) is generally agreed upon i t 
advance. The construction firm then starts the project. After a certain percent of the project is 
done, the construction firm submits a "progress report" to the firm and is paid for what has bee 
completed, less a retainage.

Example: Assume that the firm has contracted to have built a ? lO.crore building with a 
10 percent retainage. Once the construction firm completes the first 20 percent of the project, a 
payment of n.8 crore will be due (T 10 croije times 20 percent times 90 percent).

Such payments are subject to at least two uncertainties. First, the weather, a very risky- 
variable, plays a significant part in the rate of construction completion. Second construction firmjs 

notorious for filing late progress reports and then expecting immediate payment. While onl^r 

a small percent of the firm's total bills are from capital construction programmes, the amountfs 
involved are usually very large. One unexpected item of this sort can destroy a carefully planned 
cash flow management strategy. '

Estimating Uncertainty in Cash Forecasts

There are two basic approaches to the assessment of risk in cash forecasting. First, we could 
assess.the effects of individual sources of uncertainty on important individual outcome variables. 
Second, we could assess the effect of all the uncertainties in all the risky estimated variables or* 
all the important outcome variables with all the uncertainties allowed to vary simultaneous!; r 

. Both of these methodologies are very useful. The first requires sensitivity analysis; the seconi I 
requires'simulation. ; •

Notes

are

Sensitivity Analysis of the Cash Forecast 
We know that there are uncertainties in the estimation of sales, collection rates, production ancl

(

other cost amounts, and the timing and amount of capital disbursements, at the least.. Using 
sensitivity analysis. We can assess some of the effects of these individual sources of uncertaintyj. 
For example, recall that the direct labour payments were estimated as 34-percent of sales for the 
last three months because of a new wage scale. If this new wage scale was the result of a nev^-

labour contact that is yet to be negotiated when the forecast is made, the actual wage rate would 
be subject to uncertainty. Let us assess the effects of variation in the direct labour payments a^ 
a percent of sales on the projected surpluses and deficits in October, November, and December!.

This is done by changing the input variable and observing changes in the output variable. The 
first step might be to estimate the surpluses and deficits .with direct labour at 36 percent of salesj.

The results are presented in Table 2.3 The projected surplus in October drops from ? 12,300 
to 7,800, the surplus in November drops from ? 1,01,400 to ? 93,000 and the project deficit ii. 
December increases from ? 3,600 to ? 15,000.

Another uncertain variable is the timing of payments for new construction. The weather 
pays a significant part in the rate of progress of construction. It is possible that the weather majr 
be good and that the firm's constniction company may progress ahead of schedule; instead of T 
54,000 being due in’August. October, and December, this could result in ? 81,000 being due in. 
August and October and nothing due in December. The results are presented in Table 8.2. Other • ' 
variations in the timing of construction payments could also be investigated.
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Table 2.3. Sensitivity Analysis of Cash Forecast (Direct Labour for October through 

December Changed to 36 Percent of Sales)

Management of Cash and 
Marketable Securities

July Oct.May June Aug. Sep. Nov. Dec.

(Act.) (Act.) (Est) (Est.) (Est.) (Est.) (Est.) (Est.)
Notes

3,30,000 3.60,000 4,50,000 3,90,0003,00,000 4,20,000 430,000 3,00,000Sales

Cash Receipts Forecast

Cash Sales 36,000 42,000 45,000 39,00048,000 30,000

Collection 1st Prior Month 1,98,000 2,16,000 232,000 238,000 2,70,000 2,34,000

Collection 2nd Prior Month 87,000 95,700 1,04,400 1,12,800 139,200 130,500

3,21,000 3,53,700 4,04,400 4,54,800 4,48,200 3,94300Total Receipts

Cash Disbursements Forecast

1,62,000 130,400 1,08,000Direct Labour Payments 1,22,400 1,42300 1,63,200

138,600 1,76,400 2,01300 139,000Direct Material Payments 1,26,000 131300

Monthly Material Payments 24,000 24,000 24,000. 24,000 24,000 24,000

132,0001,32,000Tax Payments

54,000 54,00054,000New Construction

3,59,400 4,70,400 4,16,400 3,66,000 5,07,000Total Disbursement 2,72,400

-1,12,500Net Cash Flow 48,000 -5,700 -66,000 38,400 82,200

30,300 1,12300Beginning Cash 15,000 63,600 57,900 -8,100

-30300 1,1230063,600 57,900 -8,100 0Cash

18,000 21,000 22300 19300 15,000Total Desired Cash 24,000
45,600 36,900 -32,100 7,800 93,000 -15,000Surplus or (Borrowings)

This kind of analysis provides very useful information about the amounts of possible 
surpluses and deficits in various future periods. With regard to the construction payments example, 
the expected amounts of surpluses and borrowings in the beginning and ending months are 
unaffected, but the pattern from September to November is significantly altered. The maximum 
amount of the firm's necessary borrowings is now ? 59,100, not? 32,100 in the original calculation. 
If there is a significant chance that this speedup of construction may occur, the firm should make 
far different financing arrangements than were originally anticipated.

Table 2.4: Sensitivity Analysis of Cash Forecast: New Construction 
Payment Accelerates (in ?)

July Oct. Nov. Dec.June Sep..May Aug.

(Est.) (Est.)(Est.) (Est.) (Est.) (Est.)(Act.) (Act.)

3.60,000 4,80,000 430,000 3,90,000 3,00,0003,00,000 330,000 4,20,000Sales

Cash Receipts Forecast

45,000 39,000 30,000Cash Sales 36,000 42,000 48,000

2,16,000 2,88,000 2,70,000 234,000Collection 1st Prior Month 1,98,000 2,52,000

Collection 2nd Prior Month 87,000 95,700 1,04,400 1,12,800 1,39,200 130,500

3,21,000 333,700 434300 4,48,200 3,94300Total Receipts 4,04,400
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Management of Working Capital Cash Disbursements Forecast

1,03,000Direct Labour Payments 1,42,800 1,62,000 1,40,4001,22,400 1,63,200

Direct receipt Payments 1,38,6001,26,000 1,51,200 1,76,400 2,01,600

Notes 24JOOOMonthly Fixed Expenses 24,00024,000 24,000 24,000 24,000

1,3(2,000Tax Payments 1,32,000

New Construction 81,000 81,000

4^0,000Total Disbursement 3,86,400 4,43,4002,72,400 4,70,400 3,66,000

-55,500New Cash Flow 48,000 -32,700 15,900 86,100-66,000

Beginning Cash 63,600 30,900 -35,100 66,90015,000 19,200

11M00Total Cash -19,20063,600 30,900 -35,100 66,900

15,boO
-sjsoo

Desired Cash 21,00018,000 24,000 22,500 19,500

Surplus or (Borrowing) 45,600 9,900 -41,700-59,100 47,400

Simulation Analysis of the Cash Forecast
While sensitivity analysis methodologies give useful information, it is generally the overall 
variation from the means of the monthly cash deficits and surpluses that concerns manage nrrent 
for planning purposes. This information on the probability distributions of cash surpluses and 
deficits is necessary to plan advantageous strategies. To estimate these probability distributions, 
a simulation of the overall uncertainty in the ending cash balances for cash of the period within 
the forecast is needed. To get these, the methods of simulation analysis are used. First, probability 
distributions for each of the major uncertain variables are developed. For cash forecast, the 
variables involved would include sales, collection rates, production costs, and capital expendi tuxes. 
Statistical estimation procedures or management estimates could be used; discrete or contir iuous 
distributions are possible. Then, large number of trials is run. From these trial results, frequency 
histograms of the important outcome variables would be developed and these compared to k no'wn 
probability distributions via goodness-of-fit methods.

To apply simulation analysis in estimating the total uncertainty in cash forecast, one of 
the uncertainties that must be quantified is that of the collection rates oh accounts receivable. 
Uncertainty in the collection rates of receivables is an important component in the oVexall 
uncertainty of the cash forecast. The usual method of estimating these rates is to conijpute 
individual collection rates on various periods' sales using historic data. Another approach 1 :o the 
problem aids a quantifying the multivariate uncertainty in these rates. The approach estimates 
all the collection rates simultaneously by regressing past sales figures against past collec :ions. 
The estimated collection of the sales figures in the regression can be interpreted as the colie ctiorii 
proportions and the standard errors of the estimated regression collection as the uncertainty 
inherent in the estimation of this collection proportion.

2.10 Hedging vs Interest Rate
To understand the mechanics and alternative in holding, it is first necessary to understand a bit 
better why it is of advantage to the firm to hedge. At the end of cash period of the cash foreca st, 
the firm expects to be in either a surplus or a deficit position. Let us examine the risks anc cost 
that the firm would face if it did not hedge in cash of these cases. That is, assume that the firxn
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keeps no cash, near-cash marketable securities, additional borrowing arrangements, or any other Management of Cash and 
possible hedge.

If the firm is in a period of borrowing, at its maximum available borrowing limits (as 
determined by its credit line arrangements), and cash flows turn out to be less than expected (so 
that borrowing needs would be greater than expected), the firm would be faced with a substantial 
problems. All the solutions to this problem are costly.

Example: The firm could raise cash to cover the deficit by obtaining an emergency loan from 
its bank. However, bankers are not very receptive to emergency request of this type, and this 
solution could endanger the firm's relationship with its bank. Alternatively, the firm could delay 
one or more types of outflows, such as payments to trade suppliers. This would, of course; endanger 
relationships with these suppliers. Another strategy the firm might consider would be to sell an 
asset quickly to generate cash: but the rushed sale might net the firm less for the asset than if it 
sold the asset in a more considered fashion. In a time of surplus, where the firm has invested the 
extra funds in longer-maturity securities (to take advantage of yield curve effects), and the firm 
has another alternative: it may sell the investment prior to maturity. But by purchasing longer- 
term securities, the firm has subjected itself to interest rate risk; if interest rates have increased, 
the return on the investment will be reduced.

The point is that, without some kind of hedge against the uncertainties of future cash 
flows, the firm incurs costs that could be avoided by the use of a hedging strategy. Of course, 
there is a trade-off between the cost of the hedge and the expected costs that it avoids. It would 

. not be cost- effective to hedge against all possible future costs if their probability of occurrence 
was very small. Because of this trade-off, it is necessary to understand the relative costs and other 
characteristics of the various methods commonly used to hedge the uncertainty of the firm's cash 
flows. Some of the possible hedging methods and their costs are discussed below:

Marketable Securities

Notes

Holding a Stock of Extra Cash

We refer here to a stock of cash kept by the firm beyond that needed for transactions. Cash is the 
most flexible but the most costly hedge available to the firm. It is the most flexible in that it can 
hedge a shortage in any circumstances, at any time, with no transaction costs. If the firm holds 

_ a stock of extra the temporary investment. Interest rate futures-and options can also be used to 
hedge interest rate risks that do not arise as the result of uncertainties in' the firm's cash flow, 
but instead occur solely because of changing interest rates between the time of the forecast and 
the planned investment of financing.

Basics of Interest Rate Futures Contracts

The discussion of futures can be obscured by the jargon of the futures market. Leaving the 
reader is bewildered and uninformed. If a few basic principles are kept in mind, much of this 
confusion can be avoided. First, we must always remember that the proper name for any future 
is a futures contract, with the emphasis on contract. A futures contract is just a contract between 
one party and another for the future delivery of a commodity. In this contract, the price and 
delivery date are specified. By specifying the price, both the buyer and seller are hedged against 
price fluctuations between the date on which the contract, is sold and the delivery date. Futures 
contracts are commonly made on numerous types of goods.

And, since the futures contract specifies delivery at a fixed price but the market price of the 
commodity fluctuates with supply and demand, the value of the futures contract will fluctuate
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Management of Working Capital with the market price of the commodity. If die price of the commodity rises, so will the value z>£
the futures contract specifying the purchase of the commodity at a lower price. However, o ve 

' . major difference between run-of-the-mill legal contracts for future delivery of goods and the future

contracts discussed here is that these future contracts are traded on exchanges. This enables ttve 
parties to satisfy the contract and to realise gains or lasses before the maturity of the contract oy 
selling the contract to a third party.

In these exchanges, the clearing house (which manages the exchange) guarantees tb.e 
performance of both parties to the contract and offsets opposing transactions. An example of 
this offset procedure is useful. Suppose that a firm purchases a contract for the future delivery 
of a commodity. Later, it decides to take its gain or loss on this contract. It may do so by selling 
a contract for the delivery of the same commodity on the same delivery date at the same pricL. 

In the language of the futures market, the firm is both long in the contract (because it contracted 
to take delivery of the commodity) and short in the contract (because it contracted to.deliver tae 
commodity). In futures markets, the clearinghouse will net out these offsetting transactions, add 
the firms need not be involved thereafter. I

When firm decides to take its gain or loss on a futures contract a large transfer of casli 
between the firm and its futures broker is not required. Most futures contracts are purch ased can 
the margin; the firm givens the futures broker a relatively small deposit toward the total price of 
the contract. In the futures market, the amount of the deposit (the margin) is adjusted every day, 
and the firm gains or loses the difference in value. If the value of its contract goes up, the margi n 
account with the futures broker is credited; if it goes down. The margin account is reduced. .

This process is called marking to market. When the futures transaction is closed, the fin n 
reclaims the balance in its margin account.

A very common mistake regarding futures contracts is to think of the margin requirement 
as an out-of-pocket transaction cost. Like a deposit on any purchase contract,- the margin is 
eventually applied to the purchase pries should the buyer take delivery. If the buyer cancel s 
the.contract by taking an opposing position the margin is returned to the trader (less any losse s 
and plus any gains). Thus, the margin requirement is a partial payment for the final goods, nc tr 
a transaction cost.

Notes

Basics of Options on Interest Rate Futures Contracts 
* *

An option is a contract to purchase or sell something at a fixed price which may be exerrisecjl 
or not at the buyer's discretion. This is distinct from a future contract, which must be exercised., 
unless the futures contract is canceled via an opposing transaction. In the case of a futures contract-, 
once the contract is canceled, the cost or benefit to the trader is the difference in price between thr
original cost of the contract and it cancellation cost, which is the difference in the trading price 
of the contract between when the trader went long and when he or she canceled via the short (ol* 

vice versa). In the case of the option, the cost of the option does not count toward the purchase 
price of the items in the'contract, and the option does not have to be canceled it merely expires!

Thus, for an option, the firm faces an initial out-of-pocket cost. But relative to the future! 
contract, which locks in the future price of the commodity, the option offers greater flexibility! 
Since the option need not be exercised, the firm's costs are limited to the initial price of the option! 
If it is not profitable to exercise the option the firm need not do so. However, if movement in thi 
price of the commodity on which the option is written turns out to be such that exercising thi, 
option is profitable, the firm may make gains by exercising the option or by taking an opposing
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position to the-option and offsetting the positions. An option to sell an item for a fixed price Management of Cash and
over a fixed period is called a put option. An option to buy an item for a fixed price over a fixed 
period is called a call option.

The market prices of futures contracts on financial instruments and options'on these contracts .
v

depend on the market price of the underlying financial instrument. For futures contracts, while 
the cash price of the instrument and the price of the instrument implied in the price future on 
this instrument are always closely related, they may diverge when the futures contract is fat 
from maturity. However, as the futures contract moves closer to maturity, the prices of the cash 
purchase of the good and the price of the good implied by the price of the futures contract for 
the good converge, until just before maturity the cash price of the good and the price implied by 
the futures contract on this good are the same. This occurs because purchasing a futures contract 
with a short time to maturity is virtually the same as purchasing the instrument itself.

For options on these futures contracts, the market price of the option depends on the 
relationship between the market price of the instrument and the exercise price of the option.

The exercise price is the price at which an option is executed. For a put option, it is the. 
price at which the instrument is sold to satisfy the option; for a call option it is the price at which 
the instrument is bought.

If the exercise price of a put option on a financial future is greater than the current market 
-price of the future, then the value of the option must be at least the difference between the prices.
This is necessary because, if it were less, any investor could buy. the future, exercise the option to 
sell the future, and make a gain of the difference. If the current market price of the future is more 
than the exercise price of the put option the only value of the put option is that, over the remaining 
period, the market price might fall below the exercise price, giving file ability to make money.
The reverse case between exercise price, market price, and option value occurs for call option.

Using Future and Options on Future to Liaise the Risk in the Cash Forecast

Interest rate futures contracts, and options on these contracts, can be used in two ways to hedge 
risk in cash forecast: ' • -

1. They can be used to hedge the interest rate risk on future borrowings and investments, or

2. They.can be used to hedge the interest rate risk inherent in investing in longer-term
instruments where an unexpected cash shortage may lead to selling these instruments
before maturity.

Let us first consider the hedging of interest rates on future expected, borrowing and investing.
Futures contracts on risk-free securities or options on these contracts can be used in con junction 
with the cash forecast to lock in future rates on this expected borrowing and investment, and thus 
to hedge interest rate risk from the fluctuation in these rates between the time the cash forecast 
is generated and the time the borrowing or investing is to be executed.

To hedge the risk of changes in interest yields on investments, the firm may purchase a 
financial future in the investment instrument.

Because the use of a futures contract to hedge the interest rate of a future investment 
precludes the firm from investing should rates fall, some firms use options on futures contracts 
(rather than the futures contracts themselves) to hedge future investments even though there is 
an out-of-pocket cost to use the option. If options are used, the exercise of the option is at the 

- discretion of the firm, and it may purchase securities directly in the market rather than through

Marketable Securities

Notes
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Management of Working Capital the option. In this way, it may benefit from rises in rates, though it is protected from their decline.

The process of hedging the interest cost on future needed financing is-parallel to hedging 
the interest yield on future investing. However, with regard to financing, the firm wants to hedge 

. a rate of borrowing (equivalent to selling debt securities), as opposed to lending (equivalent to 
buying debt securities). To hedge future borrowings, the firm may sell a futures contract on tan 
investment instrument for future delivery (go short in the contract). When the firm must bia 
the investments for delivery to fulfill (coyer) the short in the futures contract, the price of thijse 

instruments will have fallen, and the firm will make a gain on the futures transaction between 
the original selling price of the instrument (in the short sale) and the eventual covering pricel If 
interest rates decline, the opposite effect occurs; the firm's borrowings are cheaper, but it takes a 
loss on the futures transaction (since it will now cost more to buy the securities to cover the short 
sale than the original short sale netted to the firm).

Like the purchase of a futures contract in anticipation of investment, the short sale of futu *es 
contract in anticipation of borrowing locks in the rate of borrowing. Similar to the investment 
case, the use of options on futures (rather than futures themselves) enables the firm to profit fr&m 
fortuitous interest rate movements, but at the cost of the option To use an option to hedge future 
borrowing rates, the firm should purchase a put option on in futures contract..

Now let us consider the second application of these contracts in hedging the risks from tire 
cash forecast: the risk of funds shortage. We previously discussed how hedges such as keeping a 
stock of cash and near-cash assets, investing temporarily surplus cash in near-cash assets ratlker 
than longer maturities, or arranging for excess borrowing capacity can address this risk. Reqall 
that when the firm has invested temporary cash in investments with maturities matching tine 
expected future times when the cash will be needed (to take advantage of up-sloping yield curve • 
effects), the firm is subject to interest rate risk should actual cash flows be such that the firm miast 
liquidate these investments before maturity. Futures contracts themselves will not work in tfnis 
situation because the firm does not know whether there will be a shortage which will necessitate 
the selling of the investments. The firm needs an instrument it can exercise if the shortage occiirs, 
and it is forced to sell its investments. One possible strategy is to purchase a put option oA a 

futures contract for investment securities.

. Notes
y

2.11 Future and Options
Future contracts are organised/standardised contracts, which are traded on the exchanges. These 
contracts, being standardised and traded on the exchanges are very liquid in nature. In futu :es 
market, clearing corporation/house provides the settlement guarantee.

Options are instruments whereby the right is given by the option seller to the option buy’er 
to buy or sell a specific asset at a specific price on or before a specific date.

Options are of two types - calls and puts. Calls give the buyer the right but not the obligatiort 
to buy a given quantity of the underlying asset, at a given price on or before a given future da te. ’ 
Puts give the buyer the right, but not the obligation to sell a given quantity of the underlying; 
asset at a given price on or before a given date.

Problems in Using Interest Rate Options and Futures for Hedging
There are two factors inhibiting the firm in efforts to construct hedges that completely elimin 
the risk of interest rate fluctuations via futures contracts on options on these futures contradts. 
These problems are thin markets and basis risk.

ate
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In order to close out any position in futures or options on futures, the firm must either.

1. Fulfill the contract by taking delivery of the instrument.

2. Take a position opposite to the original contract by selling a contract (for a long) or buying a 
contract (for a short). Take the loss or gain, and have the clearinghouse offset the transactions.

• The latter strategy is by far the most popular, however, it requires that the firm make at least
one additional transactional in the futures marketplace. In making these market transactions, it 
is very useful for the firm to be able to find a ready buyer of seller without the action of buying 
or selling affecting the market price of the contract. In'this market, there-are so few contracts 

. traded that this may not be possible, the very act of closing out the position may reduce the firm's 
returns via the act's effect on the market price of the contracts. If the basis changes, or if the firm 
is not able to exactly match the principal value of the instrument with the principal value of the 
hedge (as in this case), the changes in the value of the instrument will not be exactly offset with 
changes in the value of the future or option.

While basis risk is a significant consideration in using futures and options to hedge risk, its 
importance should not be overemphasised. When the firm uses these hedges, the prime variable it 
is attempting to hedge is the overall level of interest rates. Compared to changes in these general 
levels, changes in the basis are often rather small. Despite problems of thin markets and basis ' 
risk, the use of futures, and options on these futures, provides results that are significantly safer 
than unhedged strategies.

Management of Cash and 
■ Marketable Securities

Notes

2.12 Objectives of Cash Forecasting
As with the other short-term financial systems, it is helpful to outline an objective function for 
cash forecasting. Such an objective function might include the following factors:

1. Interest costs and Income: One major purpose of forecasting is to increase the firm's 
yield on its investment portfolio or depending on the firm's financial position, to decrease 
interest costs on its borrowing. Lack of an accurate forecast may force management-either 
to invest in very short-term securities (thereby often earning the lowest yields) or to borrow 
unexpectedly at higher than usual interest rates.

2. Excess Balances: This may be considered a corollary to the first factor. Accurate daily cash 
forecasts enable management to reduce balances in disbursement and/or deposit accounts 
and thereby move otherwise non-interest- earning cash into other areas of the firm.

3. Administrative Costs Benefits: Forecasting may require extensive administrative efforts to 
collect and digest data. On the other hand, forecasting may provide administrative benefits 
in the form of better planning and more timely management reports.

4. Control: Daily cash budgets often provide a standard against which deposit reports from 
the field can be compared. If actual deposit varies from project deposits, inquiries may be

• • warranted. ' .
5. Forecast System Costs: There costs are associated directly with developing, maintaining, 

and running the forecasting model and associated data bases. Some forecast systems require 
extensive computer time and information. Others are simple and inexpensive.

' Designing forecasting systems requires that management make trade off among these five 
. cost factors. • .

Example: An extensive, accurate forecasting system may be costly to build and maintain and 
may require strong administrative effort. But such a system may enable the firm to achieve better 
returns on its short-term investments, reduce borrowing costs, and exert better control over cash flows.
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Management of Working Capital 2.13 Cash Forecasting Horizons

Cash forecasting may.be divided into roughly three sub problems. Depending on the horizoni tine 
forecaster wishes to consider. Different techniques and purposes are associated with each horizon.

Long-range Forecasts

Cash forecasts of one or more years into the future are needed primarily to assess the v: ability 
of the firm's long-range financing and operating policies. Long-range forecasts give plam Lers an 
idea of how much cash the firm needs to raise through debt or equity issues, internally ger erated 
cash, or other cash sources. These forecasts also assist managers in establishing dividend p slides, 
determining capital investments, and planning a mergers and acquisitions (or divestitures) 
programme. It is typical for a firm to have a 5 or 10-yeair forecast that is updated annuall f.

Long-range forecasts are generally based on accounting projections and typically involved 
the generation of various scenarios for future economic and technological environment; - Sticli 
forecasts are considered strategic in the sense.that possible major changes are examined.

Medium-range Forecasts
We consider medium-range forecasts to be those that cover cash flows during the next 12 rr ontbs. 
A firm may have, for example, a forecast of quarterly cash flows over the next 4 quarters, witlr 
monthly detail over the next 3 months. Medium-range cash forecasting usually takes the furm's 
existing technology and long-range financing as given. Hence, this kind of forecast is considered 
tactical rather than strategic. Although it can be accounting based, adjustments are made t<!> focus 
on cash flows rather than earnings. It is sometimes called cash budgeting. I

The purpose of medium-range forecasting is to determine the firms need for short-term, 
cash from credit lines, commercial paper sales, or credit and payables policies. It also helps fLrrrvs 
to determining the makeup of their short-term investment portfolio. When a firm perfor ns ttie 
task called budgeting, it generally designates the most likely (or most desirable) scenario of tbe 
medium-range forecasts as the budget. The budget is used to compare actual performance during 
the course of the year.

Daily Cash Forecasts
Daily cash forecasts attempt to project cash inflows and outflows on a daily basis one or more 
days into the future. This is perhaps the most difficult forecasting to perform accurately. Even 
though a firm may know precisely its revenues for the month, it may have difficulty deten nining 
specific cash inflows for given days of the month. For some firms, A daily forecast several r ion tins 
into the future is possible. For most, however, a forecast even 2 days into the future is difficult.

. The purposes of daily forecasting are to assist management in scheduling transfer in oasln 
concentration, funding disbursement accounts, controlling field deposits, and making short—term 
investing and borrowing decisions.

Notes

2.14 Methods of Financial Forecasting

Financial forecasting is the estimation of the future level of a financial variable, often a cash, flow, 
asset level, or liability level. It is usually assumed that the relationship between the fir lancial 
variable and other variables is linear. The general linear model can then be used.

Yt ~ aa + a1Xi +8^....*.

Here, Y is the financial variable (Y) to be forecast in period t. This X's are the expla 
variables, they are assumed to cause the level of Y in period t. The a term represents a cc

---00
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unaffected by the X's. The other terms are the estimated Coefficients of the explanatory X variables. . Management of Cash and
Marketable Securities■ There are n terms with X's in them. This general methodology will be clearer' as examples 

presented. It is understood that any forecast made in this way is subject to some prediction error 
because of uncertainty about the exact relationship between the explanatory variables (the X's) and 
the outcome variable (the V; that is, uncertainty about the a coefficients). There are four common 
approaches to forecasting financial variables, but they are all special cases of the general linear 
model. These four methods are discussed as follows.

are

Notes

Spot Method

Here it is assumed that the variable to be forecast is independent of all other variables, or 
alternatively, is predetermined. The variable is forecast by using its expected or predetermined 
level. All other explanatory variables are presumed to be irrelevant and the formula used is 

Yi=a /

where a is the expected or predetermined level of Y.

Example: If we are doing cash forecast and we know that the level of particular types of 
disbursement (such’ as rental payments) will be ? 12,000 in every month because of the firm's 
lease agreement, it would be reasonable to use the spot method to estimate rental payments as 
? 12,000 per month.

Proportion of another Account

This technique is.used to project financial variables that are expected to vary directly with the 
level of another variable. The formula used is:

• . Yi = aiX •

where Xi is the other variable to which Y is related and a i is the constant of proportionality 
between the two. The "percent of sales" method is a variation of this technique, wherein X iis 
sales for a particular period and a i is the percent. The "proportion of another account" method is 
widely used, when there is a causal link from the explanatory variable to the variable to be forecast.

Example: If sales volume (units sold) increases, it is.natural that more units will have to be 
produced to replenish inventory. It is then reasonable to project certain direct costs of production, 
such as direct materials, as a percent of sales In this circumstance, if costs of direct materials have 
historically been 50 percent of sales, and sales for a particular period have been forecast as 11, 
00,000, the firm would normally project direct material purchases at f 50,000 for that period.

Compounded Growth

This method is used when a particular financial variable is expected to grow at a steady growth 
rate over time. The formula is the same as equation (3), but the explanatory variable X i is the 
prior period's level of Y, and a is one plus the expected growth rate. That is:

Yt = (l+g)Yt-l

Where g is the period's growth rate.

Example: If it is expected that a firm's level of selling expenses will grow at 10 percent 
per year, and this year's selling expenses are ? 10,00,000, we would project next year's selling 
expenses as ? 1,00,000.

Multiple Dependencies .

Here the variable is thought to depend on more than one factor; not just sales or some other 
variable but a combination of several variables. The general linear model as expressed in equation

(2)

(3)

(4)
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Management of Working Capital (1) is used,'and the statistical technique of linear regression is often employed with historic d.ita
to estimate which explanatory variables are significant in determining Y and to estimate tjHe 
coefficients of these variables. A classic example of multiple dependencies is inventory lev el. 
Finns often keep a "base level" or "safety stock" of inventory to hedge uncertainty and vary tine 
remaining portion of inventory in response to demand. In such a system, there are two appropri ate 
variables associated with inventory level:

Y c a +a X
There aoterm represents the base inventory level, the X. the square root of the sales level, arid 

at the proportionality constant. If the firm's base level of inventory is? 50,000, the proportionality 
constant is 15 and sales are expected to be ? 5,00,000, we could estimate inventory as: \

Y, = 50,000 + (15) ((500,000) 1/2) - ? 60,607
In deciding which of these methods to use to forecast a particular variable, a primary 

consideration is the term of the forecast: how far into the future are we projecting? To see ttiis, 
the concepts of the short-run and the long-run from economics can be employed. In the short- 
run, most things ar~ predetermined or preplanned; very little can be changed. In the long-rLin, 
almost everything is. variable. In terms of financial forecasting, this means that in short-term 
forecasts, many things will result from plans and events that are already in place (contracts, 
capital budgets, long-range financing plans, and so forth). But in the long run, most things 4an 

vary and are dependent on outside influences such as the firm's long-term growth rate. Since casli 
forecasts deal mostly with the near future, many of the items on the cash forecast are estimated 
by some variation of the spot method. The bases for these spot estimates are usually the firm's 
other financial plans. Remaining estimates are mostly in a "proportion of another accourit" 
basis, with this "other account" often being a particular period's scales; the other two methods 
are employed less frequently. This is quite unlike longer-term forecasting. Where compounded 
growth and multiple dependency methodologies play a more important role.

Notes

(5>

2.15 Forecasting Daily Cash Flows
Forecasters typically use scheduling for daily cash forecasts, especially for short horizons. Statistical 
tools can be helpful for the recurrent, non-major elements in the forecast, however. Many smailer 
and some medium-sized companies do not even forecast on a daily basis, relying on funding from 
investments or credit lines to cover shortfalls. The uncertainty of cheque clearing is managed vsri tin 
controlled disbursement accounts. As the opportunity cost for suboptimal investing increases due 
to increasing interest rates. More companies find it profitable to do daily forecasts.

For most companies doing daily forecasting, die immediate day's flows are simply gathered from 
balance-reporting systems. For the next day and up to two weeks in the future, historical collection • 
and payment patterns can be used in connection with sales and purchases to project cash flows .

The shorter the horizon, the more detail shown in the cash forecast. Ideally, the format jwill 
include columns for the forecast, the actual amount (as it materialises), the budgeted amount, and 

Typically, actual-versus-forecast and actual-versus-budget variances will be calculated. 

Explanations of likely causes and corrective actions will accompany the numbers.

With the requirement to present a Statement of Cash Flows, some companies are finding 
it fruitful to prepare their cash forecasts with separate subtotals for operating, financing, and 
investing cash flows. While the Statement of Cash Flows format might be more appropriate; for 
a monthly forecast, it can be used for daily forecasts as well. • •

The major differences when it comes to modeling the daily cash flow are a and greater 
reliance on bank-supplied deposit and cleaning data, an emphasis on scheduling the upcoming

variances.
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cash flows via the receipts and disbursements technique, and a lesser reliance on statistical Management of Cash and
forecasting techniques. Scheduling upcoming cash receipts and disbursements requires close ’ Marketable Securities 
contact with any corporate personnel having responsibility for or knowledge of impending cash 
flows. Cash managers who have not yet discovered computers have been known to write these 
flows down on their deslc calendars!

One area where statistics have been instrumental in achieving accuracy is for spreading 
out (distributing) cheque clearing or receivable cash effects throughout the days of the week 
and month. Here regression analysis has been vety useful, in that the day-of-the week and even 
day-of-the month effects can be modeled by assigning each a separate regression coefficient.
The .regression-based distribution method also has been used to model the cash disbursements 
related to how many business days have elapsed since payroll cheque has been issued. In general, 
distribution simply refers to spreading out the month's cash forecast into daily flows, thereby 
showing the intramonth cash flow pattern. We can illustrate this in the disbursements context 
by assuming .that October's total disbursement is forecast to be f 40,00,000. We can forecast the 
disbursements for Friday, October 13, which is the eleventh work day of the month. •

CDn = (dn + ws) x MDF

Notes
-N

where
CDn - cash disbursement forecast for the eleventh work day of the month 
dn = coefficient for eleventh work day (from regression model) 
ws = coefficient for fifth day of work, Friday (from regression model)

MDF = month's disbursement forecast (from cash budget)

If we assume that dnis (.04, wsis .015 and MDF is ? 40,00,000) 
we have: ' .

- (.04 + .015) x (? 40,00,000).

= (.055) x (? 40,00,000)

= ? 2,20,000

One can think of the workday coefficient as the effect of the day-of-the-month effect, holding 
constant the day-of-the-week, and the day-of-week coefficient as to that day's effect holding 
constant the day-of-the-month.

CDn

2.16 Hedging Cash Balance Uncertainties
The point is that, without Some kind of hedge against the uncertainties of future cash flows, the 
firm incurs costs that could be avoided by the use of a hedging strategy. Of course, there is a 
trade-off between the cost of the hedge and the expected costs that it avoids. It would not be cost- 
effective to hedge against all possible future costs if their probability of occurrence was very small. 
Because of this trade-off, it is necessary to understand the relative costs and other characteristics 
of the various methods commonly used to hedge the uncertainty of the firm's cash flows. Some 
of the possible hedging methods and their costs are discussed below: * .

Holding a Stock of Extra Cash
We refer here to a stock of cash kept by the firm beyond that needed for transactions, Cash is the 
most flexible but the most costly hedge available to the firm. It is the most flexible in that it can 
hedge a shortage in any circumstances,-at any time, with no transaction costs. If the firm holds 
a stock of extra the temporary investment. Interest rate futures and options can also be used to 
hedge interest rate risks that do not arise as the result of uncertainties in the firm's cash flow.
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Management of Working Capital but instead occur solely because of changing interest fates between the time of the forecast auric!
the planned investment of financing.

Illustration 1: Global Recreation Centers is attempting to forecast cash receipts from, its 
Eastern Division. Cash is deposited into two field banks on a daily basis. The cash manager [lias 
found that deposits follow a fairly strong day-of-week pattern. She used historical data to detei 
the fraction of each week's total revenues deposited by day-of-week by district. Combined 
weekly revenue estimates the fractions help her estimate daily deposits from Eastern Division. 
The parameters obtained from the past 3 months' deposit data follow: I

Notes Line

itli

District 2 using Deposit
Bank 2 ftl

Day of Week District 1 using Deposit 
Bank 1

IMonday 36.0% 31.0%

Tuesday 13.0 15.0

Wednesday 17.0 17.0

Thursday 15.0 20.0

Friday 19.0 17.0

100.0% 100.0%

Weekly revenue estimates from the sales department were also obtained:

Day of Week District 1 District 2

Week 1 *68,000 * 52,000

Week 2 *39,000 *44,000

Solution:

To forecast daily deposits into each bank, we simply multiply the weekly revenue by the < .ay- 
of- week percentage and sum across the two districts.

Table 2.5
i

T°lal Si!il!District 1 (Bank 1) District 2 (Bank 2)

Day TOT/WeekFraction Daily Fraction TOT/Week Daily' Deposit

* 36,57b

14,690

18,190

18,000

19,550

32.360

13.360 
16,320 
16,600

17.360

Mon 
Tue 
Wed 
Thu Fri 
Mon 
Tue 
Wed 
Thu Fri

*68,000

68,000

68,000

68,000

68,000

52,000

52,000

52,000

52,000

52,000

36.0 * 24,480 31.0% *39,000

39,000

39,000

39,000

39,000

44,000

44,000

44,000

44,000

44,000

*12,090 
5,850 
6,630 '

13.0 15.08,840

17.0 17.011,560 
10,200 
12,920 
18,720 '

15.0 20.0 7,800
19.0 17.0 6,630

13,640

6,600

7,480

8,800

7,480

36.0 31.0

13.0 15.06,760

17.0 8,840 17.0

15.0 20.07,800

19.0 17.09,880

Total * 1,20,000 *1,20,000 * 83,000 * 83,000 *2,03,000
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HP Apples Company has a seasonal pattern of its business. It borrows under a line of credit Management of Cash and
from Central Bank at 1.50 per cent over prime. Its total asset requirements were (at year end) and Marketable Securities 
estimated requirement for the coming year are:

Now Quarter 2nd Quarter 3rd Quarter 4"’Quarter
Notes? 90 cr.Amount ? 96 cr. ? 110 cr. ? 118 cr. ? 100 cr.

The prime rate at present is 10.50 per cent, and the company expects no change in this rate 
for the next year, H.P. Apples Company is also considering issuing intermediate term debt at an 
interest rate of 14.00 per cent. In this regard three alternative amounts are under consideration: 
Zero, ? 10 crore, and ? 20 crore. All additional funds requirements will be borrowed under the 
company's bank line of credit.

1. Determine the total borrowing costs forshort-and intermediate-term debt undereach of the 
three alternatives for the coming year, assuming there are no changes in current liabilities 
other than borrowings. Which is lowest?

2. Are there other consideration in addition to expected cost?

Solution:

i

2nd Quarter 3rd Quarter 4th Quarter1st Quarter Total
Alternative 1: ? 6 crore ?20 crore ?28 crore ?10 crore

incremental borrowings ?18 crore 760 crore ?84 crore X3Q crore ?1.92 crore
Bank loan cost crore 
(10.5%

+ !%)/ 4 = 3% per quarter

Alternative 2:

Term loan cost (?20 crore at 14%) ?1.40 crore
incremental borrowings ? 10 crore ?18 crore

Bank loan cost crore • ?30 crore 754 crore ?84 crore
>? 2.24 crore

Alternative 3:

Term loan cost 
(?20 crore at 14%)

? 2.80 crore

incremental borrowings ?8 crore

Bank loan cost ?24 crore ?24 crore

?3.04 crore

1. Alternative is lowest in cost because the company borrows at a lower rate, 12 per cent 
versus 14 per cent, and because it does not pay interest on funds employed when they are 
not needed.

2. While alternative I is cheapest it entails financing the expected build up in permanent 
funds requirements (?10 crore) on a short-term basis. There is a risk consideration in that if 
things turn bad the company is dependent on its back for continuing support. There is risk 
of renewal and of interest rates changing. Alternative 2 involves borrowing the expected 
increase in permanent funds requirements on a term basis. As a result, only the expected , 
seasonal component of total needs would be financed with short-term debt. Alternative 3, 
the most conservative financing plan of the three, involves financing on a term basis more .

i
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than the expected building-up in permanent hands requirements. In all three cases, thcrre is 
the risk that actual total funds requirements Will differ from those that are expected.

Management of Working Capital

JuneApril MayMonth March

?20,00,000 *0^17,00,000Surplus ?25,00,000
Notes The yield curve is upsloping and has the following rates and maturities:

Uncompounded Yearly RateTime of Maturity

1 month 9.00%

9.60%2 month

10.00%3 month

Generate a bar chart of the surpluses over time. Using this bar chart, formulate an investtneint 
strategy for the investment of surplus funds. In formulating this investment strategy, assume tliat: 
the firm has hedged the cash stockout risk; the surplus amounts can thus be treated as certair*. 
Ignoring transaction costs, calculate the interest income from your investment strategy.

Desai Enterprises

Desai Enterprises currently sells on term of 2/10, net 40, with bad debt losses running at 2 percent 
of gross sales. Of the 98 per cent of the customers who pay, 60 per cent take the discount anct 
on Day 10, while 40 per cent pay on Day 40. The firm's gross sales are currently, ? 10,00,OoSd 

year, with variable costs amounting to 60 per cent of sales. The firm finances its receivables| witti 
10 per cent line of credit, and there are sufficient fixed assets to support the doubling of sales.

The firm finance manager has proposed the credit terms be changed to 2/20, net 60, amcl 
he estimates that this change would increase sales to ?11,00,000, However, bad debt losses jit: tlie 

new sales level would be 3 per cent, compared with only 2 per cent at the old sales leveL It is 
expected that 75 per cent of the paying customers would take the discount under the new t4 

paying on Day 20, while 25 per cent would now pay on Day 60.

1. What are the old and new day's sales outstanding?

2. Find change in investment (A I) in receivables.

3. Find the incremental change in profits before tax (A PBT) if the change in credit temrrs Toe
adopted. • • . .

4. Assume that the firm's competitions immediately react to the change in credit terms by easing 
their own term. This causes Desai to gain no new customers, however, of the existing b tayers 
who pay (2 per cent continue as bad debt losses), 75 per cent now take the discount an<d
on Day 20, with 25 per cent pay on Day 60. What is the effect on the firm's profits before tax?

5. The responsiveness of sales to a proposed change in credit terms is, of course, uncertain. 
Suppose that the firm implemented the finance manager's policy, but the sales may rise 
to ? 10,50,000 or may fall to ? 10,25,000. What change in profits before tax will gen4rate? 
Assuming that all other aspects of his forecast actually occur.

6. Considering the firm's original terms, collection experience, and level of sales, if the ft "lance 
manager decides to shorten the collection period by tightening the credit term to 2/10 
not 30. If bad debt losses remain 2 per cent of gross sales and collection percentages are 
expected to .remain at 60. and 40 per cent but the gross sales decline to ? 9,00,000. V/oulcl 
this decision be advisable?

p>er

rms.
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Management of Cash anci 
Marketable Securities

2.17 Reasons for Cash Flow Problems
A cash flow problem arises when a business struggles to pay its debts as they become due. Business 
has a cash flow problem if any of these in the cash flow statement:

1. Cash outflows are constantly bigger than cash inflows

2. Business keep increasing in bank overdraft (closing balance is minus)'

. 3. Business keeps taking out other kinds of loan or put in more capital to keep the firm going

Example: When making a large payment for raw materials, new equipment or where there 
is a seasonal drop in demand.

Working capital consists of cash, invoices sent by the business which customers have not 
yet paid, and stock. Of these three, only cash can be used to pay outstanding bills.

However, when cash flow is consistently negative and the business uses up its cash balances, 
•then the problem becomes serious. There are a lot of popular phrases used in describing financial 
issues experienced by many businesses. A couple such phrases are "Cash is King" or "Cash is 
the Life Blood of a Business." Both are phrases that become very real at some point in time with 
most businesses.

A few years ago a study was done on the financial status of companies filing bankruptcy. 
The outcome of that research turned up the fact that over 50%,of the companies that filed 
bankruptcy showed a year-end profit. It wasn't profitability that created their problems, it was 
cash flow. They lacked sufficient liquidity (cash) to pay their creditors based on agreed upon 
terms or contracts. Profitability only indicates that your sales;were sufficiently larger than your 
expenses but it doesn't mean that you have yet received the income generated by those sales. 
You may have a lot of those profits tied up in A/Rand other illiquid assets. This is why so many 
find invoice factoring to be a great solution.

Causes of Cash Flow Problems
The causes of poor cash flow can be either external or internal factors..

The external factors are those that occur outside of the business and its control. While we 
may not be able to control external factors we can prepare and reduce the risk and impact of them 

- on our business. Internal factors are those that are within the control of our business.

External factors can have a large and frustrating influence on small business.and its cash 
flow. They can also be overlooked by small business as part of the reason for poor cash flow. If 
overlooked the small business will not be able to effectively improve its cash flow.

The main causes of cash flow problems are:

1. Low profits or (worse) losses: There is a direct link between low profits or losses and cash, 
flow probleiris. Remember - most loss-making businesses eventually run out.of cash.

2. Bad debt: Customers that don't, won't or can't pay their bills. .

3. Slow Paying Accounts: Customers that do not pay as agreed and end up using you for an 
interest free loan.

4. Over-investment in capacity: This happens when a business spends too much on production 
capacity. Factory equipment which is not being used does not generate revenues - so is 
often a waste of cash.

5. Down-turn in Revenue: Loss of some of your accounts creating a sudden decrease in sales.

Notes
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Management of Working Capital 6. Increase in Expenses: A sudden increase in the cost of doing business such as, skyrocketixvg
fuel costs, unexpected equipment repairs, increased insurance premiums, uninsured costs 
from damage claims.

7. Seasonal demand: Predictable changes in seasonal demand create cash flow problems - t>ut
because they are expected, a business should be able to handle them. |

8. Sudden or rapid growth: Rapid growth with an increase in overhead which is due prior to
receipt of revenue, generated from those sales. I

9. Too much stock: Holding too much stock ties up cash and there is an increased risk' ttrat 
stocks become obsolete (i.e. it can't be sold).

10. Under-capitalized: Not having and cash savings or safety net when unusual demands :ot' 
cash occur.

11. Allowing customers too much credit Customers who buy on‘credit are called "trado 
debtors". Offering credit to customers is a.good way to build revenue, but late paymen is 
a common problem and slow-paying customers put a strain on cash flow.

12. Using Cash or Short-term Financing to Purchase Long-term Assets: Using cash or short
term financing to acquire an asset that should have been purchased with long-term det»t 
(resulting in lower payments and therefore a reduced impact on cash reserves).

13. Overtrading: This occurs where a business expands too quickly, putting pressure on short
term finance.

Example: A retail chain might try to open too many stores too quickly before each starts to 
generate profits.

Notes

2.18 Treasury Management
Treasury management is defined as "the corporate handling of all financial matters, the generation 
of external and internal funds for business, the management of currencies and cash flows and tHe 
complex strategies/policies and procedures of corporate finance". .

In today's exceptionally volatile financial markets and complex business environment, 
successful companies are directing their efforts aggressively to strengthen their treasury 
management strategy and tactics for accelerating cash flow, ensuring better management of 
unused cash, enhancing the performance of near cash assets, optimising their capital structure ar id 
financing arrangements, identifying and managing treasury risks and introducing more efficient 
and control oriented processes. The role of the Treasury function is rapidly changing to address 
these challenges in an effort to achieve and support corporate goals.

Cash has often been defined as " King" and it is. However, it is no longer good enough just to 
mobilise and concentrate cash and then invest it overnight with pre-tax returns barely exceeding; 
5% when the cost of short and longer-term debt is significantly greater. The entire treasury cy< le 
needs to be evaluated more closely. Questions such as, how can we harvest our cash resourc as 
better, where can we achieve the most efficient utilisation of our financial resources, and wh at 
are our alternative needs to be answered. Treasures and Chief Financial Officers (CFOs) need to 
get closer to the process of the overall treasury cash and asset conversion cycle (sales/reveni i.e 
generarion/cash flow) to better understand how, when and where cash will flow and then :o 
take steps to enhance its utilisation.

An effective, and efficient treasury management operations predicts, analyses and resolves 
the following questions which arise during business operations.

• • Do and will we have enough cash flow- and funds available?
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• Are our near cash assets effectively utilised?

• Should we pay down debt? Take on more debt?

• Should we hedge our interest and currency risk exposures?

• Where do our risks exist? What is the impact of those risks?

• • How effective is our risk identification and control processes?

• How are these risks being mitigated? Are the methods adopted for mitigating risk 
effective?

• Do we have enough experienced human resources?

• ' Do we have the right tools and technology?\
• Are we actively identifying opportunities to unlock value?

•• Are we implementing effectively and are alternatives properly evaluated?

• Are our Financial Risks managed within a reasonable tolerance level?

By optimising the treasury operations and related risk management.process, the companies 
can reap significant benefits such as:

• Improve cash flows, enhance return or reduce interest expense.

• Put money on the table.

• Reduce excessive and unnecessary costs.

• Introduce more effective technologies.

' • Enhance the utilisation of near cash assets.

• Better control and mitigate operational and financial risks.

• Streamline banking structure. '

• Strengthen controls and procedures.

Treasury Risk Management

A few of the main focus areas of treasury operations are.as follows:

1. Cash Flow-Receipts and Disbursements: Accelerating the collection of cash receipts 
and mobilisation/consolidation of cash, improving effectiveness of lockboxes; cheque 
clearing, credit card payments, wire transfer systems, and electronic commerce initiatives 
to optimise cash utilisation. Design and operate effective and control oriented payment and

■ disbursement systems.

2. Bank and Financial Institution Relations: Assess global banking and financial institutions 
relatidnships'among themselves as well as with domestic ones andidentify ways to maximize 
the value of these relationships. Enhance the value received from banking and financial 
products and implement more efficient processes and account structures to strengthen global 
cash and treasury risk management. Review capital structure and financing arrangements 
to maximise the utilisation of financial resources and minimise their cost..

• 3. Cash Management Controls: Assess and improve controls to minimise exposure to fraud 
and other such risks. This also strengthens and supports internal control initiatives.

4. Cash Forecasting and Information Reporting: Improve the reliability, accuracy and 
timeliness of data from domestic and international cash forecasting models and processes; 
and improve the effectiveness of treasury information reporting.

5. International Cash Management: Optimize global cash and treasury risk Management by 
improving Foreign Exchange (FX) management system.

Management of Cash and 
' Marketable Securities

Notes

4m
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I

Management of Working Capital 6. FX and Interest Rate Management: Evaluate foreign exchange and interest rate practio ?s axiii
strategy to identify measure, manage and monitor these activities. Also; assess opporti uni-ties
for improvement. i* *
The two main focus areas of treasury operations are:

(i) Fund.management, and
t

' (ii) Financial risk management.
The former includes cash management and asset liability mix. Financial risk manag smervt 

includes forex and interest rate management apart from managing equity and commodity prices 
and mitigating risks associated with them.

Functions of the Treasury Department

The important functions of a treasury department are as follows:

1. Setting up corporate financial objectives 
< (a) Financial aim and strategies

(b) Financial and treasury policies

(c) Financial and treasury systems. . »
t

2. Liquidity Management

(a) Working capital management

(b) . Money transmission and collection management

(c) Banking relationships. • •

3. Funding Management

(a) . Funding policies and procedures

(b) Sources of funds (Domestic, International, Private, Public) •

. (c) Types of fund (Debt, equity, hybrid).

4. Currency Management

(a) Exposure policies and procedures

(b) Exchange dealings including, hedging, swaps, future and options

(c) Exchange regulation. ,

5. Corporate Finance

(a) Business acquisitions and sales

(b) Project finance and joint ventures.
The main functions of the treasury department can be broadly classified as follows:

(a) raising of funds
, (b) managing interest rate and foreign exchange exposure, and

- (c) maintenance of liquidity. ...
Raising of funds in not a regular activity. During normal operations the funds which, have 

already been raised are used for operations, but when the firm opts for new projects, or -whein 
the firms go for backward and forward integration, additional amount of funds are requi eci. In 
these oases the treasury department has to look out for different sources of funds and . decide 
upon the source. *

With the growing globalisation of economies all over the world, companies are incre* ^singly 
exporting and importing goods and services. This gives rise to the problem of foreign exchange exj ►osujne.

Notes

j *
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Example: Company A exports goods worth 744,000, as of today which is equivalent to $1000 Management of Cash and
Marketable Securitiesassuming an exchange rate of ?44 = 1$. The payment for this export order will be received after 

3 months. During this intervening period if the Indian rupee appreciates in comparison to dollar ' 
by 5% i.e., ? 41.80 = 1$ the effective receipt after 3 months would be ?41, 800 only. In order to 
avoid this company could take a forward cover through which the unfavourable movement in 
currency prices is evened out.

Notes

The main function of the treasury department is to maintain liquidity. Liquidity here implies 
the ability to pay in cash the obligations that are due. Corporate liquidity has two dimensions 
viz., the quantitative and qualitative aspects. The qualitative aspects refer to the ability to meet all 
present and potential demands on'cash in a manner that minimises costs and maximizes the value 
of the firm. The quantitative aspect refers to quantum, structure and utilisation of liquid assets.

Excess liquidity (idle cash) leads to deterioration in profits and decreases managerial
efficiency.

It may also lead to dysfunctional behaviour among managers such as increased speculation, 
unjustified expansion and extension of credit and liberal dividend. On the other hand a tight 
liquidity position leads to constraints in business operations leading to, reduced rate of return and 

* missing on opportunities. Therefore, the most important challenge before the treasury department 
is to ensure the 'proper' level of cash in a firm.

!2.19 Difference Between Cash Management and Working Capital 
Management

Apart from the fact that it is the most liquid current asset, cash is the common denominator 
to which all current assets can be reduced because the other major current/liquid assets, viz., 
receivables, inventories etc., get eventually converted into cash.

It is the significance of cash management which is the key area of working capital 
management. Cash management is important since it is very difficult to estimate correctly the 
inflow of cash. Practically, it is not so easy to make a proper synchronization of inflows and 
outflows of cash.

As a new small business owner, there are numerous tasks that now have to deal with on a 
daily basis. You have to make sure employees deli ver the right services and products to customers.

.You also need accurate accounting services to manage business revenue, payroll, and expenses. 
So when people start throwing out new terms such as "working capital" and "cash flow," you 
can start to become confused.

Differences between cash management and working capital management

Working Capital ManagementCash ManagementS. No.
Working capital provides a snapshot of 
your company's current financial situation.

Cash flow tells you how much cash your 
business can generate over a specific 
period of time.

1.

If working capital is low but cash flow 
is strong, your company can generate 
sufficient cash, if given enough time. 
However, if creditors aren't willing to give 
you enough time, you may be facing some 
serious financial difficult)', including the 
possibility of bankruptcy.

Your monthly or quarterly cash flow 
will differ from the amount of money 
generated in a year. As a result, working 
capital gives you a good idea about 
how quickly your .company can pay 
immediate liabilities, while cash flow is 
more forward-looking.

2.
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Management of Working Capital if you were to rely on knowing your 
cash flow, you wouldn't know the true 
financial position of your business, as it 
relates to debt.

If your working capital is greater than your ■ 
liabilities, you can be reasonably confidcn t 
that you can pay any debts that are due 
within a year.

3.

Notes Cash flow represents all the money that is 
flowing into and out from your business 
during a specified time frame. Cash 
flow can consist of accounts receivable, 
accounts payable, and inventory. So 
your sales transactions with customers, 
collection processes, invoices you 
have to pay to suppliers, office rent, 
loan payments and merchandise are 
considered cash flow.

Working capital refers to all the current 
assets as well as current liabilities in 
your small business. A current asset isrt' t 
just the cash that you keep in your caisti 

register. It also represents any assets 
such as equipment or inventory that cbm ' , 
be converted into cash, which is calltacl

i

operating liquidity. Current liabilities aare 
all expenses and debts that become.dtit<2 
within a 12-month period.

4.

Lf you have positive working capital, this 
phrase means that your small businessl'is 
bringing in cash flow and current assets tfraLt 
can cover all business liabilities. If you hav'ej * 
negative working capital, it means that yoLa r ^ 

business cannot cover the current liabilities 
as you have more cash flow moving out Seif: 

your business than what you are moviiii 
into it.

If your business has fantastic cash 
flow moving into your operations 
doesn'fmean that you have positive 
working capital. Your business may 
have incurred large, ongoing debts or 
you have invested significant amounts of 
money into the facilities where one slow 
sales season could see your business in 
financial trouble.

5.

Some other aspects should be considerable.

1. The best way to manage working capital and cash flow is to have accurate finan iial 
records throughout the life Of your company so you can make the right financial decisions. 
You need to get back to your accounting basics and optimize your accounts receivable/ 
accounts payable tasks so that you are invoicing your customers correctly and in a timely 
manner to further generate cash flow.

2. You also need to make smarter inventory management decisions.

You want your small business to have the right amount of inventory to satisfy sales orders 
without sinking too much money into buying products that won't move off the shellacs 

fast enough.

Another thing to consider is how you are investing in your company. Are you purchas .r* g; 
equipment and products that are essential to operations and business growth or just throwiir*gj 
money away on the newest innovations that won't have a significant impact on process es? 
Also, consider whether it is the right time to acquire debt from bank loans for business 
expansion, or if you are acquiring too much long-term debt that can make it difficult 
for your business to eventually repay.

4. Having accurate bookkeeping and financial records will always allow you to keep tniolc . 
of your working capital and cash flow for your small business. If you are worried about ^ 
the financial health of your business, hiring outside accounting services can help you auldit- - 
your financial records, spot mistakes, and offer advice on how to get your business- 
back on track when you want to irhprove your working capital and cash flow managemeint.

3.
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2.20 Requirement for Investments in Securities Management of Cash and 
Marketable Securities

Marketable Securities are the financial instruments that one can easily buy or sell in the market. 
The maturities of these financial instruments are usually less than a year. Since they have high 
liquidity, these investments are good for businesses that need quick cash. Some examples of these 
financial instruments are government bonds, common stock or certificates of deposit. Marketable 
securities result from investment decisions that really are not the main part of the firm's business.

• But marketable securities cannot be ignored, as they constitute a part of the value of the firm that 
is entrusted to management.

The firms were chosen1 because of their familiarity and also because of the differences 
between them. There are several reasons for such difference in the investments in marketable 
securities between the firms and between the years. For instance, companies like Lakshmi Machine 
Works Ltd. (LMW) and NEPC Micon, leading manufacturers of textile machinery and windmill 
power equipment's, used to have an order booking for one to three years. Companies, which 

. place the order with LMW and NEPC pay advances along with the order. Most companies in the 
auto-cars segment like Maruti Udyog Ltd (MUL) and. Telco that entered the small car segment 
collects advances when they launch new models. However, they cannot use these short-term 
surplus cash flows for anyTong-term purposes.

Surplus .cash is thus invested in marketable securities primarily to earn an income, which 
otherwise remains idle within the firm. Companies may not always have an opportunity to 
demand advances from the customers. For instance, the recession in textile industry and general 
economic recession has affected the order flow of LMW and NEPC. Intensive competition between 
the car manufacturers forces many of them to sell the cars without demanding any initial amount 
from the customers. Thus, companies, which were flushed with money at one point of time and 
investing heavily in marketable securities, may issue short-term securities to others and borrow 
money at another point of time.

Many companies, which adopted the profit centre concepts, have made the finance 
department as one of the profit centres. It means the finance department has to add revenue to 
the firm. Top management wants financial department to show how they helped the company to 
improve the bottom-line. By dealing with marketable securities in the form of securities and foreign 
exchange derivatives, financial managers' ought to demonstrate their ability to cut down the cost 
or increase the benefit. Investments in marketable securities also depend on the aggressiveness 
of the financial managers' in dealing with such assets..

The task of financial managers, who become involved with marketable securities either 
full-time or part-time, consists of three issues. First, managers must understand the detailed 
characteristics of different short-term investment opportunities. Second, managers must 
understand the markets in which'those investment opportunities are bought and sold. Third, 
managers must develop a strategy for deciding when to buy and sell marketable securities, which 
securities to hold, and how much to buy or sell in each transaction.

Notes

2.21 Features of Marketable Securities
The overriding characteristic of marketable securities is their liquidity, or the ability to convert 
them into cash and use them as an intermediary in other economic transactions. The security 
is further made liquid by its relative supply and demand in the market and the volume of its 
transactions; Because marketable securities have short maturities and can be sold easily with 
price quotes available instantly, they typically have a very low rate of return, paying less interest 
than other instruments. But they are usually perceived as low-risk as well. From a liquidity
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Managetnent of Working Capital standpoint, investments are marketable when they can be bought and sold easily. If an investor
or a business needs some cash in a pinch, it is much easier to enter the market and liquidate 
common stock than, say, a non-negotiable certificate of deposit (CD). I

This introduces the element of intent as a characteristic of "marketability." And in fact, 
many financial experts and accounting marketable securities must satisfy two conditions. iTIne 
first is ready convertibility into cash; the second condition is that those who purchase marketable 
securities must intend to convert them when in need of cash. In other words, a note purchased 
short-term goals in mind is much more marketable than an identical note bought with long-term 
goals in mind. In general, marketable securities are like money market securities which fulfill tire 
requirements of safety and liquidity. Marketable securities types are listed below. I

1. Some money market securities, such as government securities, have no default risk; the ones 
that do have very little default risk.

2. Due to the short maturity of money market securities and the fact that they are generally 
issued by large banks or corporations (who.are not likely to get into deep financial tro able 
in a short time), their default risk is low.

3. Even so, a manager can look at the credit ratings by Moody's, Standard & Poor's, and 
Fitch for an evaluation of the default risk of any particular money market security.

4. Money market securities have relatively little interest rate risk.

Because these securities are short-term, their values are not as affected by changes in interest
rates as, say, a l&-year U.S. Treasury security.

Notes

2.22 Types of Marketable Securities
We will give an overview of these securities below.

Debt Securities

Marketable debt securities are government bonds and corporate bonds. One can trade these 
on the public exchange and their market price is also readily available. In the balance shee all 
marketable debt securities are shown as current at the cost, until a company realizes a gai!r» or 
loss on the sale of the debt instrument.

Marketable debt securities are considered to be any short-term bond issued by a public: 
company held by another company. Marketable debt securities are normally held by a company 
in lieu of cash, so it’s even more important that there is an established secondary market! .All 

marketable debt securities are held at cost on a company's balance sheet as a current asset, until 
a gain or loss is realized upon the sale of the debt instrument. Marketable debt securities are 
held as short-term investments And are expected to be sold within one year. If a debt security 
is expected to be held for longer than one year, it should be classified as a long-term investi nent 
in the company's balance sheet.

Money Market Instruments

Money market securities are short-term bonds, like Treasury bills (T-bills), banker's acceptances 
and commercial paper. Big financial entities purchase these in massive quantities. J

1. Treasury Bills (T-Bills): Treasury Bills, one of the safest money market instrument arershort term borrowing instruments of the Central Government of the Country issued
risk instruments, and hence thethrough the Central Bank (RBI in India). They are zero 

returns are not so attractive. It is available both in the primary market as well aj the
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secondary market. It is a promise to pay a said sum after a specified period. T-bills are Management of Cash and
Marketable Securitiesshort-term securities that mature in one year or less from their issue date. They are 

issued with three-month, six month and one-year maturity periods. The Central Government 
issues T- Bills at a price less than their face value (par value). They are issued with a 
promise to pay full face value on maturity. So, when the T-Bills mature, the government 
pays the holder its face value. The difference between the purchase price and the maturity 
value is the interest income earned by the purchaser of the instrument. T-Bills are issued 
through a bidding process at auctions. The bid can be prepared either competitively,or 
non-competitively. At present, the Government of India issues three types of treasury bills 
through auctions, namely, 91-day, 182-day and 364-day. There are no treasury bills issued 

. by State Governments. Treasury bills are available for a minimum amount of ? 25K and in 
its multiples. While 91-day T-bills are auctioned every week on Wednesdays,

Notes •

182-day and 364- day T-bills are auctioned every alternate week on Wednesdays. The 
Reserve Bank of India issues a quarterly calendar of T-bill auctions which is available at the 
Banks' website. It also announces the exact dates of auction, the amount to be auctioned 
and payment dates by issuing press releases prior to every auction. On the other hand, 
when RBI purchases back these instruments at a specified date mentioned at the time of the 
transaction, liquidity is infused in the.market. This is called Repo (Repurchase) transaction.

2. Agreements: Repurchase transactions, called Repo or Reverse Repo are transactions or 
short term loans in which two parties agree to sell and repurchase the same security. They 
are usually used for overnight borrowing. Repo/Reverse Repo transactions can be done 
only between the parties approved by RBI and in RBI approved securities viz. GOI and 
State Govt. Securities, T-Bills, PSU Bonds, FI Bonds, Corporate Bonds etc. Under repurchase 
agreement the seller sells specified securities with an agreement to repurchase the same 
at a mutually decided future date and price. Similarly, the buyer purchases the securities 
viewed from the perspective of the seller of the securities and Reverse Repo when viewed 
from the perspective of the buyer of the securities. Thus, whether a given agreement is 
termed as -a Repo or Reverse Repo depends on which party initiated the transaction. The 
lender or buyer in a Repo is entitled to receive compensation for use of funds provided to 
the counterparty. Effectively the seller of the security borrows money for a period of time 
(Repo period) at a particular rate of interest mutually agreed with the buyer of-the security 
who has lent the funds to the seller. The rate of interest agreed upon is called the Repo 
rate. The Repo rate is negotiated by the counterparties independently of the coupon rate or 
rates of the underlying securities and is influenced by overall money market conditions.

3. Call money: The call money market is an essential part of the Indian Money Market, 
where the day-to-day surplus funds (mostly of banks) are traded. The money market is a 
market for short-term financial assets that are close substitutes of money. To meet sudden 
demand for funds are arising out of large outflows. Participants in the call money market 
are banks and related entities specified by the RBI. Scheduled commercial banks (excluding 
RRBs), co-operative banks (other than Land Development Banks) and Primary Dealers (PDs), 
are permitted to participate in call/notice money market both as borrowers and lenders. .

4. Commercial Paper: Commercial paper is a low-cost alternative to bank loans. It is a 
short term unsecured promissory note issued by corporates and financial institutions at 
a discounted value on face value. They are usually issued with fixed maturity between 
one to 270 days and for financing of accounts receivables, inventories, and meeting short
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Management of Working Capital term liabilities. Say, for example, a company has receivables of ? 1 lacs with credit period 
6 months. It will not be able to liquidate its receivables before 6 months. The company : s in. 
need of funds. It can issue commercial papers in form of unsecured promissory notes at 
discount' of 10% on face value of ? 1 lacs to be matured after 6 months. The company^ lias 
strong credit rating and finds buyers easily. The company is able to liquidate its receivaol es 
immediately and the buyer is able to earn interest of ? H)K over a period of 6 months. 
yield higher returns as compared to T-Bills as they are less secure in comparison to to 
bills; however chances of default are almost negligible but are not zero risk instrum^nts. 

Commercial paper being an instrument not backed by any collateral, only firms with Kigln 
qualitycfedit ratings will findbuyerseasily without offering any substantial discounts. Ipoey 
are issued by corporates to impart flexibility in raising working capital resources at marlcevt 
determined rates. Commercial Papers are actively traded in the secondary market since 
they are issued in the form of promissory notes and are freely transferable in demat fd

5. Certificates of Deposit: It is a short term borrowing more like a bank term deposit accoLmt.

It is a promissory note issued by a bank in the form of a certificate entitling the bearer to 
receive interest. The certificate bears the maturity date, the fixed rate of interest and the value. ' 
It can be issued in any denomination. They are stamped and transferred by endorsemen j. Its 

term generally ranges from three months to five years and restricts the holders to withdraw 
funds on demand. However, on payment of certain penalty, the money can be withdri. 

on demand also. The returns on a certificate of deposits are higher than T-Bills because it 
assumes a higher level of risk. While buying a Certificate of Deposit, return method should

' be seen. Returns can be based on Annual Percentage Yield (APY) or Annual Percentage 
Rate (APR). In APY, interest earned is based on compounded interest calculation. HoweL'cr, 

in APR method, simple interest calculation is done to generate the return. Accordingly, if 
the interest is paid annually, equal return is generated by both APY and APR methods. 
However, if interest is paid more than once in a year, it is beneficial,to opt APY over Ay R.

6. Bankers Acceptances: It is a short term credit investment created by a non-financial 
and guaranteed by a bank to make payment. It is simply a bill of exchange drawn tfy ei 

person and accepted by a bank. It is a buyer's promise to pay to the seller a certain specified 
amount at certain date. The same is guaranteed by the banker of the buyer in exchange fox

■ a claim on the goods as collateral. The person drawing the bill must have a good credit 
rating otherwise the Banker's Acceptance will not be tradable. The most common t<:i-rxi 
for these instruments is 90 days. However, they can vary from 30 days to 180 days. For 
corporations, it acts as a negotiable time draft for financing imports, exports and other 
transactions in goods and is highly useful when the creditworthiness of the foreign h ide 
party is unknown. The seller need’not hold it until maturity and can sell off the same in tlie 
secondary market at discount from the face value to liquidate its receivables.

For example, someone might write himself a check as a simple means of transferr Lug 
funds from one bank account to another. In this case,'the drawer and payee are the sarne 
person. When a draft guarantees payment for goods in international trade, it is calle J a 
bill of exchange.

Government Securities or Securities Guaranteed by the Government: Governmsnt 
securities traded in the money markets fall within 5 distinct categories.

(a) Treasury Bills

(b) Central Loans

Notes
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(d). Central Guaranteed loans 
' (e) State Guaranteed loans

. Few corporates purchase treasury bills, preferring to deposit funds or buy instruments with 
maturities that match more precisely their own cash flow fdreqasts or to obtain a higher yield 
by investing' in safe but riskier instruments. Securities issued by the U.S. Government that have 
maturities of one month, three months, and six months. These securities are readily marketable 
and considered as default-free.

Management of Cash and 
Marketable Securities

■ Notes

Equity Investments ^
Marketable equity securities are common stock and most preferred stock as well. One can also 
easily trade them on the public exchanges and their market price information is easily available. All 
marketable equity securities are shown in the balance sheet at either cost or market whichever is lower.

1. Common Stock: Common stock is a security that represents ownership in a corporation.
Holders of common stock exercise control by electing a board of .directors and voting on 
corporate policy. So the formula for calculation of common stock is the number of outstanding 
shares is issued stock minus the number of treasury shares of the company. ,

2. Preferred Stock: The term "stock" refers to ownership or equity in a firm. There are two 
types of equity - common stock and preferred stock. Preferred stockholders have a higher 
claim to dividends or asset distribution than common stockholders. The details of each 
preferred stock depend on the issue. Preferred shareholders have priority over common 
stockholders when it comes to dividends, which generally yield more than common stock 
and can be paid monthly or quarterly. These dividends can be fixed or set in terms of a 
benchmark interest rate like the LIBOR (London Inter-Bank Offered Rate) and are often 
quoted as a percentage in the issuing description. Adjustable-rate shares specify certain 
factors that influence the dividend yield, and participating shares can pay additional 
dividends that are reckoned in terms of common stock dividends or the company's profits.

3. Contingent Claim Securities: In finance, a contingent claim is a derivative whose future
. payoff depends oh the value of another "underlying" asset, or more generally, that is

dependent on the realization of some uncertain future event. These are so named since 
there is only a payoff under certain contingencies.

(i) Options Management of Inventory

(ii) Warrants

(iii) Convertible securities ...

(iv) Futures contracts

2.23 Market for Short-Term Securities
}Money Market Funds (Mmfs)

Money market funds are the best option over the traditional overnight bank deposit and offer a 
number of advantages. While there has been tremendous widespread use of money market funds 
in the United States for some time it is only comparatively recently that they have appeared in 
Europe. Money market funds are more flexible. Funds can be deposited and withdrawn from 
MMFs on a daily basis. Money market funds are a better option for higher returns than those 
available on the traditional bank deposit. Most Money market funds have AAA ratings higher 

' ” . than that currently appreciated by virtually all banks and provide better security.

Self Learning Material 119



Management of Working Capital Money market funds are essentially diversified investment vehicles. So they invest in a broad
range of liquid assets, including certificates of deposit, treasury bills, and short-dated commercial 
paper, they offer the advantage of a widely diversified portfolio of investments. Since inve .tors 
redeem their investments at different times, an MMF can invest further along the yield a trve, 
and as a result, achieve higher returns than an overnight deposit.

To achieve a AAA rating, the profile of the MMFs investments needs, among other th ngs, 
to meet the following broad criteria:

• A weighted average maturity not exceeding 60 days.
• No single security has a maturity of more than 13 months + 1 day.
• Exposure any one counterparty cannot exceed 5 percent.
• At least 50 percent of investments must be with AAA-rated securities.

Market For Long-Term Securities

Notes

Marketable equity securities can be either common stock or preferred stock. They are eqtaity 
securities of a public company held by another corporation, and are listed in the balance slnee* 
of the holding company. If the stock is expected to be liquidated or traded within one ylear,

rtoldthe holding company will list it as a current asset. Conversely, if the company expects to 
the stock for longer than one year, it.will list the equity as a non-current asset. All market!ifc>le 
equity securities, both current and non-current, are listed at the lower value of cost or market.

If, however, a company invests in another ‘ company's equity in order to acquire 
control that company, the securities aren't considered marketable equity securities. The comp any 
instead lists them as a long- term investment on its balance sheet.

Z
or

Market For Derivative Securities

Derivatives are the investments that are dependent on another security for their value, ilc-e 
futures, options, and warrants. Derivative securities (also called derivatives) are financial contracts 
whose values are derived from the values of underlying financial assets (such as securities). EiacTi 
derivative security's value tends to be related to the value of the underlying security in a mariner 
that is understood by firms and investors. Consequently, derivative securities allow firms Jtrtcl 
investors to take positions in the securities on the basis of their expectations of movements inttlne 
underlying financial assets. In particular, investors commonly speculate on expected movements 
in the value of the underlying financial asset without having to purchase the financial assetj In 
many cases, a speculative investment in the derivative position can generate a much higher re 
than the same investment in the underlying financial asset. However, such an investment 
also result in a much higher level of risk for the investors.

Derivative securities are used not only to take speculative positions but also to hedge, or 
reduce exposure to risk. For example, firms that are adversely affected by interest rate moveme -its 
can take a' particular position in derivative securities that can offset the effects of interest r ite 
movements. By reducing a firm's exposure to some external force, derivative securities c an 
reduce its risk.

turn
^rill

2.24 Shortcomings of Indian Money Market
Indian money market is relatively underdeveloped when compared with advanced markets lilcc? 
New York and London Money Markets. Its' main features / defects are as follows j

1. Absence of Organized Bill Market: A bill market refers to a mechanism where bills 
of exchange are purchased and discounted by banks in India. A bill market provides short: ’
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term funds to businessmen. The bill market in India is not popular due to overdependence Management of Cash and
of cash transactions, high discounting rates, problem of dishonour of bills etc.

2. Inefficient and Corrupt Management: One of the major problems of Indian Money Market 
is its inefficient and corrupt management. Inefficiency is due to faulty selection, lack of > 
training, poor performance appraisal, faulty promotions etc. For the growth and success 
of money market, there is need for well trained and dedicated workforce in banks. However, 
in India some of the bank official are inefficient and corrupt.

3. . Lack of Co-ordination and Integration: It is difficult for RBI to integrate the organized •
and unorganized sector of money market. RBT is fully effective in organized sector but 
unorganized market is out of RBI's control. Thus there is lack of integration between various 
sub-markets as well as'various institutions and agencies. There is less co-ordination between 
co-operative and commercial banks as well as State and Foreign banks. The indigenous 
bankers have their own ways of doing business.

4. Inadequate Banking Facilities: Though the commercial banks, have been opened on 
a large scale, yet banking facilities are inadequate in our country. The rural areas are not 
covered due to poverty. Their savings are very small and mobilization of small savings is 
difficult. The involvement of banking system in different scams and the failure of RBI to 
prevent these abuses of banking system shows that Indian banking system is not yet a 
well- organized sector.

5. Diversity in Interest Rates: There are different rates of interest existing in different 
. segments of money market. In rural unorganized sectors the rate of interest are high
and they differ with the purpose and borrower. There are differences in the interest rates 

‘ within the organized sector also. Although wide differences have been narrowed down, 
yet the existing differences do hamper the efficiency of money market.

6. Dichotomy: A major feature of Indian Money Market is the existence of dichotomy i.e. 
existence of two iharkets: -Organized Money Market and Unorganized Money Market.
Organized Sector cpnsists of RBI, Commercial Banks, and Financial Institutions etc. The 
Unorganized Sector consists of IBs, MLs, Chit Funds, Nidhis etc. It is difficult for RBI to 
integrate the Organized and Unorganized Money Markets. Several segments are loosely 
connected with each other. Thus there is dichotomy in Indian Money Market.

7. Shortage of Funds: In Indian Money Market demand for funds exceeds the supply. There 
is shortage of funds in Indian Money Market an account of various factors like inadequate 
banking facilities, low savings, lack of banking habits, existence of parallel economy.etc.
There is also vast amount of black money in the country which has caused shortage of 
funds. However, in recent years development of banking has improved, the mobilization 
of funds to some extent.

8. Seasonality of Money Market: Indian agriculture is busy during the period November to 
June resulting in heavy demand for funds. During this period money market suffers from 
Monetary Shortage resulting in high rate of interest. During slack season rate of steps to 
reduce the seasonal fluctuations, but still the variations exist.

.Marketable Securities

Notes

2.25 Policies for Managing Securities
Using this set of information and knowledge, the financial manager has to design a policy in 
managing securities. In developing a policy, the first and foremost issue is an understanding of 
the firm's cash flow behaviour. This is essential because the model, which is useful for managing 
the securities, depends on the cash flow .behaviour. An analysis of historical cash flows and
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Management of Working Cflpifa/volatility measures such as variance or cashout positions will be useful to set control lir.il ts..
In other words, the first set of actions in developing a policy is to come out with a reason able 
.cash management model for the firm.

The second step in the process of designing the policy is the extent to which the : riarm 
should take risk while investing in securities. In other words, in stage one,, we have identified 
the amount available for investments but we haven't specified the nature of investments. A sef of 
guidelines needs to be developed that will direct the operational managers while taking investnient 
decisions. For instance, many banks have a clearly defined investment policy that lists the kind 
of securities where the surplus cash can be invested. It is advisable to prescribe the proportion of 
investments in different securities like government securities 60%, corporate securities 20%, etc. 
The firm should have a dear mechanism to get the risk of the portfolio and this information sh< »uld 
be made available to chief of treasury operations. If the level of operation is very high, it is wortlrn 
to implement the concepts like Value-at-Risk (VAR) to avoid major Tosses on such transactic »ns.

The last step is to develop systems in continuous monitoring of this activity and improving 
theTeporting system. Many companies during the securities scam period have suffered beef vise 
of lack of monitoring and faulty system.

Notes

2.26 Summary
Cash is the lifeblood of a business firm. It is needed to acquire supplies, resources, equipm ent, 
and other assets used in generating the products and services provided by the firm. It is .also 
needed to pay wages and salaries to workers and managers, taxes to ovemments, interest and 
principal to creditors, and dividends to shareholders. More fundamentally, cash is the med: wm 
of exchange, which allows management to carry on the various activities of the business firm 
from day to day. As long as the firm has the cash to meet these obligations, financial failure is 
improbable. Without cash, or at least access to it, bankruptcy becomes a grim possibility. Sue h is 
the emerging view of modem corporate cash management.

A firm has to maintain a minimum amount of cash for settling the dues in time. The c asb 
is needed to purchase raw materials, a creditors, day to.day expenses, dividend, etc. The tes t of 
liquidity of the firm is that it is able to meet various obligations in time. There are various moclels 
to determine the optimum cash balance with a firm. The goals of these models are to ensure 
adequate amounts of.cash on hand for bill payments, to minimize transaction costs in acquiring 
cash when deficiencies exist, and to dispose of cash when a surplus arises. Cash forecastin] 
extremely important to most firms. It enables them to anticipate periods of surplus cash and 
periods where financing will be necessary. This anticipation is the reason that cash forecasts are 
generate'd. Daily cash forecasts attempt to project cash inflows and outflows on a daily basis one 
or more days into the future. This is perhaps the most difficult forecasting to perform accurately .

Even though a firm may know precisely its revenues for the month, it may have difficiklty 
determining specific cash inflows for given days of the month. Collection rate uncertainty isj-tbe 

uncertainty regarding the firm's actual future collection patterns of receivables. The firm rriay 
historically have collected an average of a certain percent of its outstanding receivables frojn a 

particular period in another particular period, but this average contains considerable variabili ty. 
Further, changing market and economic conditions may make for chancy extrapolation of post 
historic data into future period. A very common mistake regarding futures contracts is to thirilc 
of the margin requirement as an out-of-pocket transaction cost. Like a deposit on any purchase, 
contract, the margin is eventually applied to the purchase pries should the buyer take delivery. 
If the buyer cancels the contract by taking an opposing position the margin is returned to the

is
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trader (less any losses and plus any gains). Thus, the margin requirement is a partial payment Management of Cash and
Marketable Securitiesfor the final goods, not a transaction cost.

The cash forecast is an estimation of the flows in and out of the firm's cash account over 
a particular period of time, usually a quarter, month, week, or day. Long-range forecasts are 
generally based on accounting projections and typically involved the generation of various 
scenarios for future economic and technological environments. The purposes of daily forecasting 
are to assist management in scheduling transfer in cash concentration, funding disbursement 
accounts, controlling field deposits, and making short-term investing and borrowing decisions. 
While sensitivity analysis methodologies give useful information, it is generally the overall 
variation from the means of the monthly cash deficits and surpluses that concerns management 
for planning purposes. This information on the probability distributions of cash surpluses and 
deficits is necessary to plan advantageous strategies. To estimate these probability distributions, 
a simulation of the overall uncertainty in the ending cash balances for cash of the period within 
the forecast is needed. To get these, the methods of simulation analysis are used.

A cash flow problem arises when a business struggles to pay its debts as they become due. 
The more of the working capital is tied up in stock and outstanding invoices, the more likely it is 
that the business has a'cash flow problem. • Treasury management is defined as the corporate 
handling of all financial matters, the generation of external and internal funds for business, the 
management of currencies and cash flows and the complex strategies, policies and procedures 
of corporate finance. The marketable securities are considered to be the part of liquid asset as 
they come handy in churning out cash out of it in Short notices or using them as an intermediary 
in other economic transactions. They typically have a low rate" of return but they are usually 
perceived as low- risk investments. Businesses have been tempted to use idle.working capital 
and put them in profitable use. Some examples of these financial instruments are government 
bonds, common stock or certificates of deposit.

The task of the financial manager is to understand the detailed characteristics of different 
short-term investment opportunities, understand the markets and develop strategies on when 
to buy and sell marketable securities, which securities to hold, and how much to buy of sell 
in each transaction.

Notes

Debt securities are typically government bonds and corporate bonds whereas Money 
market securities are like Treasury bills (T-bills), Repurchase transactions, Banker's acceptances. 
Commercial papers and Certificate of deposit. Treasury Bills, one of the safest money market 
instruments, are short term borrowing instruments of the Central Government issued through 
the Central Bank. They are zero risk instruments, and hence the returns are not so attractive. It is 
available both in the primary market as well as the secondary market. Repurchase transactions 
are short term loans also known as Repo or Reverse Repo in which two parties agree to sell and 
repurchase the same security. The call money is a Money Market where the dayrto-day surplus 
funds (mostly of banks) are traded. Commercial paper is a low-cost alternative to bank loans. 
It is a short term unsecured promissory note issued by corporates and financial institutions at 
a discounted value on face value. Certificates of Deposit: It is a short term borrowing more like 
a bank term deposit account. It'is a promissory note issued by a bank in the form of a certificate 
entitling the bearer to receive interest. Banker's Acceptances is a short term credit investment 
created by a non-financial firm and guaranteed bv a bank to make payment. It is simply a bill of - 
exchange drawn by a person and accepted by a bank. The Government securities are also traded 
in.the money markets which could be simple loaas, guaranteed loan or treasury bills.
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Management of Working Capital At times Marketable equity securities are common stock, most preferred stock or a contingent
claim, a derivative whose future payoff depends on the value of another underlying asset.

There are several issues grappling the Indian money market like miniscule organizled 
bill market due to overdependence of cash transactions, high discounting rates, problem o£ 
dishonour of bills etc., inefficient management in the institutions operating in money mark et, 
lack of integration between various institutions and agencies, inadequate banking facilities, tine 
existence of different rates of interest in different segments of money market, a dichotomy in t Ke 
form of organized Money Market and unorganized Money Market besides issues of seasonal ty 
and frequent shortage of funds.

Notes

2.27 Glossary
• Current Ratio: A liquidity measure defined as current assets divided by curremtr

liabilities.- • '

• EPS: Earning Per Share.

• Financial Risk: The risk which arises from the use of debt capital.

• Operating Cycle: The operating cycle of firm begins with’ the acquisition of raw materials 
and ends with the collection of receivables.

• Opportunity Cost: The rate of return that can be earned on the best alternati rG 
investment.

• Portfolio: A combination of assets.

• Cash forecast The cash forecast is an estimation of the flows in and out of the firm's casli - 
account over a particular period of time, usually a quarter, month, week, or day.

• Compounded growth: This method is used when a particular financial variable is expected'
to grow at a steady growth rate over time. I

• Daily cash fqrecasts: Daily cash forecasts attempt to project cash inflows and outflow's 
on a daily basis 1 or more days into the future.

• Medium-range forecasting: We consider medium-range forecasts to be those that cov sr 
cash flows during the next 12 months.

• i

2.28 Review Questions
1. In your opinion, what are the motives that a company may have for holding liquid asset »? 

Explain the costs and benefits associated with holding liquid assets.

2. What action can a financial manager take to reduce a company's cash requirements?

3. "Liquidity risk is of greater importance than return risk in making decision about investments 
in short-term securities." Discuss.

4. If a firm reduces the average age of its inventories, what effect might this action have (jr» 
the cash cycle and on the firm's total sales?

5. How would you test the liquidity of the firm? What would be the main criterion for that ?
6. . Elucidate upon the Beranek Model only by the help of examples. ;

7. In your opinion, what seems to be the reason behind the Baumol model bein'g the most 
popular model of cash management? .

8. Examine the factors that determine the optimum cash balances in a firm.

9. Why should a financial manager focus on cash flow rather than earnings?
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10. S.B. Mukherjee is considering the acquisition of personal computer and associated software Management of Cash and
Marketable Securitiesto improve the efficiency of its inventory and accounts receivable management. Mukherjee 

estimates that the initiate cash outflow for the computer and software will be ? 1,50,000 and 
the associated net cash savings will be f 30,000 annually. .

(a) If Mukherjee's discount rate for the cash flows associated with the project is 12 per 
cent and ? 30,000 savings will occur for only ten years (at which time the computer 
and software will be valueless), should he buy the computer?

(b) What if the project last ten years but the discount rate is 16 per cent? (c) What if‘the 
project lasts forever and the discount rat is 12 per cent? (d) What if the project last 
forever and the discount is 16 per cent?

11. Why is it useful to separate major cash flows from minor ones in daily cash forecasting?

12. How can a company's cash position be measured for forecasting purposes? Why do manager 
generally prefer using the available bank balance? ‘

13. R.D. Vasu, manager of the Royal Sports Club, is considering lowering the usage fee for 
the play ground. He estimates that this will result in an immediate (one-time) cash flow of

14. ? 18,00,000 from new membership fees. On the other hand, the annual net cash flow from 
usage fees is expected to fall by ? 3,00,000 indefinitely (because of the lower fees).

(a) Should Vasu lower the usage fee if his discount ratio for this project in 20%.?

(b) At what discount rate would he be indifferent to lowering the usage fee?

• 15. "The cash budget is just a glorified name for cash forecast." Comment on this statement, 
indicating whether you agree with it and Why you think the statement was made.

16. What constitutes a useful f orecast? What does usefulness include beyond forecast accuracy?

17. On what variable you would conduct sensitivity analysis for a simple cash budget and why?

18. If you were asked to forecast cash inflows from credit sales, what possible sources of data 
could you use?

. 19. Compare and contrast the scheduling approach with the distribution approach for daily 
cash forecasting. Which is more useful for which types of cash flows?

20. What are the objectives of cash forecasting? .

21. Briefly explain the cash forecasting horizons.

22. What are the methods of financial forecasting?

23. Discuss the forecasting of daily cash flows. Also write down the sources of uncertainty in 
cash forecasting.

24. Explain the hedging cash balance uncertainties.

25. What is meant by a cash flow problem?

26. Write down the reasons for cash flow problem.

27. What is Treasury? Briefly explain the treasury risk management.

28. It is June 30 and the treasurer of the ABC Toy Company is trying to forecast cash inflows. 
for the last 6 months of the year. The following credit sales information (in crore of rupees) 
is available:

Notes ‘

?35 ActualMay Jun ?30Apr ?30

150Aug 70 SepJul 45
ForecastOct 200 Nov 125 Dec 45
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Management of Working Capita] From prior studies, the treasurer has determined that approximately 85% of the sales for 
any month are uncollected at the end of the month of the sale, 60% are still uncollectec.

1 month after the saje, and 10% are uncollected 2 months after the sale. That last 10%, witH 
the exception of bad debts, which average 2% of sales, are collected in the third morvtti 
after the sale.

(a) Forecast the case inflows, by months, for July through December for ABC Toys.

• (b)' Forecast the accounts receivable at the end of each month for July through Decemt er, 
(Assume that bad debts are written off in the third month following the sale rattier 
than through an allowance for doubtful accounts at the time the sale is made.)

29. It is January and the XYZ Company wishes to prepare monthly cash forecast over the n ?>ct 
^four months. Sales for December were 711,00,000. Expected sales for the next four mon :lis 

are: •

Notes

Month March * AprilJanuary February

Expected sales ?6,00,000 ?8,00,000 m,oo,ooo *8,00,000
(a) Thirty percent of the firm's sales are for cash; the remainder is collected in the moi 

following the sale (there are no bad debts). Disbursements consist of payments ror 
raw materials, direct labour, other operating expenses, purchases of fixed assets, and 
taxes. Costs of sales are 75 percent of sales. Of these costs of sales, 38 percent are raw 
material costs and 62 percent are direct labour costs. Direct labour costs are paid in 
the month incurred, while raw materials are purchased on net 30-day terms. OtI er 
operating expenses total * 1, 50,000 per month. Expenditures for fixed assets of * 75^ 
000 are to be made in February and April.and tax payments of * 1,10,000 are to jt>e 
made in January' and March. As of January 1,-there are no surpluses.or deficits and the 
firm's cash balance is * 83,000. The firm keeps a cash balance equal to 10 percent of tlhie 
month's cost of sales. Generate monthly cash forecast for the upcoming four montAs.

30. What characteristics should an investment have to qualify as an acceptable marketable 
security?

31. Discuss the different kinds of instruments in the money market.

32. What is call money market?

33. What are the features of marketable securities? ‘

. 34. What are the options available to a firm for investing surplus cash? ; •

35. Explain the policies available to a firm for investing surplus cash?

-36. What are the shortages of Indian money markets?

37. Explain the objective of management of marketable securities systenv.How do you deal 
with the conflicting nature of the objectives?

2.29 . Further Readings
• Bajaj, Tuli and Srivastava, Retail Management, New Delhi: Oxford University Press.

• Gibson G. Vedamani, Retail Management, Mumbai: Jaico Publishing House

• Lewison, D. M. and Delozier, W. M., Retailing, Columbus: Merrill Publishing Co.

• http://www.iilm.edU/iilm-online/retail-management.htmlhttp://books.google.co.ir
, books?isbn=8174465480. • •

• http://www.prenhall.com/marketing/armstrong/38l87_01_pl-33.pdf

/
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Management of ReceivablesUNIT-3

MANAGEMENT OF RECEIVABLES
Notes

(Structure)

.3.1 Learning Objectives

3.2 Introduction

3.3 Meaning And Nature of Receivables

3.4 Objective of Receivable Management

3.5 Factors Affecting the Size of Receivables

3.6 Optimum Size of Receivables

3.7 . Costs of Maintaining Receivables

3.8 ' Benefits of Maintaining Receivables

3.9 Credit Policy: Nature And Goals

3.10 Credit Evaluation of Customer

3.11 • Determinants of Credit Policy

3.12 Optimum Credit Policy

3.13 Optimum Credit Policy: A Marginal Cost-Benefit Analysis 
3.44 Risk Management'

3.15 Credit Risk

3.16 Managing Credit Risk

3.17 Approaches to Credit Risk Measurement: Intrinsic Risk

3.18 Disbursement and Follow Up of Working Capital Finance by Bank

3.19 Controlling Disbursements

3.20 Finding the Optimal Working Balance

3.21 Role of Factoring in Receivables Management

3.22 Summary

3.23 Glossary

3.24 Review Questions 
. 3.25 Further Readings

3.1 Learning Objectives -

After studying the chapter, students will be able to;

• • To explain the meaning and definition of receivables; 

. • To list the benefits and cost of receivables;
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Management of Working Capital • To identify the factors influencing the size of receivables;

• To describe the optimum credit policy;

• To explain functions of receivables management;

• Explore the definition of credit risk;

• Describe the approaches to credit risk measurement;

• Explain the disbursement and follow up of working capital finance by bank;

• Discuss the controlling disbursements;

• Explain the role of factoring in receivables management.

Notes

3.2 Introduction
A firm should use this information in preparing categories of customers according to thsir 
creditworthiness and default risk. This would be an important input for the financial or ere d.it 
manager in formulating its credit standards. Trade credit happens when a firm sells its produ zts 
or services on credit and does not receive cash immediately. It is an essential marketing tool, 
acting as a bridge for the movement of goods through the production and distribution stages to 
customers. Trade credit creates accounts receivable or trade debtors that the firm is expected to 
collect in the near future. A credit sale involves an element of risk since the cash payments are 
yet to be received. I

Credit risk is the risk that a borrower will not repay a loan according to the terms of One 
loan, either defaulting entirely Or making late payments of interest or principal. Credit rislj is 

most simply defined as the potential that a bank borrower or counterparty will fail to meet its 
obligations in accordance with agreed terms. The goal’of credit risk management is to maximise 
a bank's risk-adjusted rate of return by maintaining credit risk exposure within accepta >le 
parameters. Banks need to manage the credit risk inherent in the entire portfolio as well as t he 
risk in individual credits or transactions. Banks should also consider the relationships-betwe err 
credit risk and other risks.

In recent years, credit risk measurement and management has taken centre stage in 
almost all discussions involving financial institutions. Financial institutions have to look at h< ►•w 
much credit risk they face and how to manage risk. The key questions asked in credit risk a re:

• What are the chances that a borrower will default on its loan obligations?

• What is the value of a risky loan?

Credit risk is the oldest risk among the various types of risks in the financial syste n, 
especially in banks and financial institutions due to the process of intermediation. Managi rig 
credit risk has formed the core of the expertise of these institutions. While the risk is w ell 
known, growth in the markets, disintermediation, and the introduction of a number of innovati ve 
products and practices have changed the way credit risk is measured and managed in toda^r" s 
environment.

Managing working capital means controlling the collection, disbursement, and investmt Tit 
of cash. When it comes tomanaging working capital, time is money. Business managers must 
consider collection time and procedures, disbursement float, positive uses for idle cash includi ig 
holding versus investing, and credit policies. Working capital management is the managerm rvt 
of cash, accounts receivable, inventories, accounts payable and short-term investments. All of 
these items comprise the heart of an organization. Working capital management is a ve iry 
important part of the current business environment. Successful working capital managemt nt 
can reduce costs, utilize inventory, raise profits, and increase shareholder value.
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Receivables constitute. a significant portion of current assets of firm. But, for investment Management of Receivables 

in receivables, a firm has to incur certain 'costs such as costs of financing receivables and costs 
of collection from receivables. Further, there is a risk of bad debts also. It is, therefore, very • 
essential to have a, proper control and management of receivables. In fact, maintaining of 
receivables poses two types of problems;

(i) the problem of raising funds to finance the receivables, and

(ii) the problems relating to collection, delays and defaults of the receivables.

A small firm may handle the problem of receivables management of its own, but it may
not be possible for a large firm to do so efficiently as it may be exposed to the risk of more 
and more bad debts. In such a case, a firm may avail the services of specialised institutions 
engaged in receivables management, called factoring firms.

At the instance of RBI a Committee headed by Shri C. S. Kalyan Sundaram went into 
the aspects of factoring services in India in 1988, which formed the basis for introduction 
of factoring services in India. SBI established, in 1991, a subsidiary-SBI Factors Limited with 
an authorized capital of ? 25 crore to undertake factoring services covering the western zone

Notes

33 Meaning And Nature of Receivables
Receivables mean the book debts or debtors and these arise, if the goods are sold on credit which 
may be converted to cash after the credit period. Debtors form about 30% of current assets in 
India. Debt involves an element of risk and bad debts also. Hence, it calls for careful analysis and 
proper management. The goal of receivables management is to maximize the value of the firm 
by achieving a tradeoff between risk and profitability. For this purpose, a finance manager has:

1. To obtain optimum (non-maximum) value of sales;
2. To control the cost of receivables, cost of collection, administrative expenses, bad debts and 

opportunity cost of funds blocked in the receivables.

3. To maintain the debtors at'minimum according to the credit policy offered to customers.

4. To offer cash discounts suitably depending on the cost of receivables, bank rate of interest • 
and opportunity cost of funds blocked in the receivables.

3.4 Objective of Receivable Management
Accounts receivable management means managing the credit sales of the firm. The basic objective 
of accounts receivable management is to collect the funds due and to help the management in 
meeting their cash flow requirements. An effective accounts receivable management in achieving ' 
the desired cash flow through the timely collection of outstanding debts.

3.5 Factors Affecting the Size of Receivables .
The size of accounts receivable is determined by a number of factors. Some of the important 
factors are as follows

1. Level of credit sales: This is the most important factor in determining the size of accounts' 
receivable. Generally in the same industry, a firm having a large volume of credit sales 
will be having a larger level of receivables as compared to a firm with a small volume of 

Sales level can also be used fxjr forecasting change in accounts receivable. For 
example, if a firm predicts that there will be an increase of 20% in its credit sales for the next 
period, it can be expected that there will also be a 20% increase in the level of receivables.

credit sales.
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Management of Working Capital 2. Credit policies: The term credit policy refers to those decision variables that influerice
the amount of trade credit, i.e., the investment in receivables. These variables include the 
quantity of trade accounts to be accepted, the length of the credit period to be extended, tine 
cash discount to be given and any special terms to be offered depending upon partic -xlar 
circumstances of the firm and the customer. A firm's credit policy, as a matter of isLCt, 
determines the amount of risk the firm is willing to undertake in its sales activities. If a 
firm has a lenient or a relatively liberal credit policy, it will experience a higher leve I of 
receivables as compared to a firm with a more rigid or stringent credit policy. This is 
because of the two reasons:

(i) A lenient credit policy encourages even the financially strong customers to it alee 
delays in payment resulting in increasing the size of the accounts receivables.

(ii Lenient credit policy will result in greater defaults in payments by financially 
customers thus resulting in increasing the size of receivables.

3. Terms of trade-The size of’ the receivables is also affected by terms of trade (or credit 
terms) offered by the firm. The two important components of the credit terms are (i) Credit 
period and (ii) Cash discount.

(i) Credit Period: The term credit period refers to the time duration for which ersdit 
is extended to the customers. It is generally expressed in terms of "Net days". For 
example, if a firm's credit terms are "Net 15", it means the customers are expecte d. to 
pay within 15 days from the date of credit sale.

(ii) Cash Discount: Most firms offer cash discount to their customers for encouraging them 
•to pay their dues before the expiry of the credit period. The terms of cash disccunt 
indicate the rate of discount as well as the period for which the discount has been 
offered: For example, if the terms of cash discount are changed from "Net 30" to "2/ lO 
Net 30", it means the credit period is of 30 days but in case customer pays iik 3LO 
days, he would get 2% discount on the amount due by him. Of course, allowing cjasln 

discount results in a loss to the firm because of recovery of fewer amounts than wpiat 
is due from the customer but it reduces the volume of receivables and puts extra funds 
at the disposal of the firm for alternative profitable investment. The amount of 1 

thus suffered is, therefore, compensated by the income otherwise earned by the fiirm.

Notes

OSS

3.6 Optimum Size of Receivables
The optimum investment in receivables will be at a level where there is a trade-off between costs 
and profitability. When the firm resorts to a liberal credit policy, the profitability of the fir 

account of higher sales. However, such a policy results iri increased investment 
receivables, increased chances of bad debts and more collection costs. The total investmen 
receivables increases and, thus, the problem of liquidity is created. On the other hand, a string 

credit policy reduces the profitability but increases the liquidity of the firm. Thus, optimxxm 
credit policy occurs at a point where there is a "Trade-off" between liquidity and profitabiliSby.

m
increases on in

in1
ent

3.7 Costs of Maintaining Receivables
The costs with respect to maintenance of receivables can be identified as follows 

X. Capital costs: Maintenance of accounts receivable results in blocking of the firm's financial 
resources in them. This is because there is a time lag between the sale of goods to customers 
and the payments by them. The firm has, therefore, to arrange for additional funds to nieet
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its own obligations, such as payment to employees, suppliers of raw materials, etc., while Management.of Receivables 
awaiting for payments from its customers. Additional funds may either be raised from 
outside or out of profits retained in the business. In first'the case, the firm has to pay 
interest to the outsider while in the latter case, there is an opportunity cost to the firm, i.e., 
the money which the firm could have earned otherwise by investing the funds elsewhere.

2. Administrative costs: The firm has to incur additional administrative costs for maintaining
accounts receivable in the form of salaries to the staff kept for maintaining accounting records 
relating to customers, cost of conducting investigation regarding potential credit customers 
to determine their credit worthiness etc. . > .

3. Collection costs: The firm has to incur costs for collecting the payments from its credit 
customers. Sometimes, additional steps may have to be taken to recover.money-from 
defaulting customers.

• 4. Defaulting costs: Sometimes after making all serious efforts to collect money from 
defaulting customers, the firm may not be able to recover the over dues because of the 
inability of the customers. Such debts are treated as bad debts and have to be written off 
since they cannot be realized.

Notes

3.8 Benefits of Maintaining Receivables
1. Increase in Sales: Except a few monopolistic firms, most of the firms are required to sell 

goods on credit, either because of trade customers or other conditions. The sales can further 
be increased by liberalizing the credit terms. This will attract more customers to the firm 
resulting in higher sales and growth of the firm.

2. Increase in Profits: Increase in sales will help the firm (i) to easily recover the fixed 
expenses and attaining the break-even level, arid (ii) increase the operating profit of the firm. 
In a normal situation, there is a positive relation between the sales volume and the profit. ‘

3. Extra Profit: Sometimes, the firms make the credit sales at a price which is higher than 
the usual cash selling price. This brings an opportunity to the firm to make extra profit over 
and -above the norma] profit.

‘ 4. To Face the Competition: The firm may efficiently face the challenges pose by the
competitors.

3.9 Credit Policy: Nature And Goals
The credit policy of a firm affects the working capital by influencing the level of debtors. The firm 
should use discretion in granting credit terms to its customers. Depending upon the individual case, 
different terms may be given to different customers. A liberal credit policy, without rating the credit- 
worthiness of customers, will be detrimental to the firm and will create a problem of collection 
later on. The firm.should be prompt in making collections. A high collection period will,mean 
tie-up of large funds in debtors. Slack collection procedures can increase the chance of bad debts.

In order to ensure that unnecessary funds are not tied up in debtors, the firm should follow a 
rationalized credit policy based on the credit standing of customers and other relevant factors. The 
.firm should evaluate the credit standing of new customers and periodically review the credit- 
worthiness of the existing customers. The case of delayed payments should be thoroughly investigated.

1.' Credit Policy Variables: In establishing an optimum credit policy, the financial manager 
must consider the ’important decision variables which influence the level of receivables. 
The major controllable decision variables include the following:
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• Credit standards and analysis

• Credit terms

Management of Working Capital

• Collection policy and procedures

The financial manager or the credit manager may administer the credit policy of a firm. 
It should, however, be appreciated that credit policy has important implicatioris for 
the firm's production, marketing and finance functions. Therefore, it is advisable that a 
committee that consists of executives of production, marketing and finance departments 
formulates the firm's credit policy. Within the framework of the credit policy, as laid Id 

by this committee, the financial or credit manager should ensure that the firm's valxxe of 
share is maximized. He does so by answering the following questions:

• What will be the change in sales when a decision variable is altered?

• What will be the cost of altering the decision variable?

• How would the level of receivable be affected by changing the decision variable?
• How are expected rate of return and cost of funds related? j

The most difficult part of the analysis of impact of change in the credit policy variables is 
the estimation of sales and costs. Even if sales and costs’can be estimated, it would t>e 
difficult to establish an optimum credit policy, as the best combination of the varialll 

credit policy is quite difficult to obtain. For these reasons, the establishment of credit policy 
is a slow process in practice. A firm will change one or two variables at a time and ol -serve 
the effect. Based on the actual experience, variables may be changed further, or c lange 
may be reversed. It should also be noted that the firm's credit policy is greatly influ snced 
by economic conditions. As economic conditions change, the credit policy of the firm may 
also change. Thus, the credit policy decision is not one time static decision. The imps Ctrs of 
changes in the major decision variables of credit policy are discussed below.

2. Credit Standards: Credit standards are the criteria which a firm follows in selecting 
for the purpose of credit extension. The firm may have tight credit stanckards, 

that is, it may sell mostly on cash basis and may extend credit only to the most relial>l<e 
and financially strong customers. Such standards will result in no bad debt losses and 
less cost of credit administration but the firm may not be able to expand sales. The jprofit 

sacrificed on lost sales may be more than the costs saved by the firm. On the contrary, if 
credit standards are loose, the firm may have larger sales but the firm will have to| carry 

larger receivable. The costs of administering credit and bad-debt losses will also inorease. 
Thus, the choice of optimum credit standards involves a trade-off between incremental

Notes

own

es of

customers

return and incremental costs.

3. Credit Analysis: Credit standards influence the quality of the firm's customers. There are 
two aspects of the quality of customers: (i) the time taken by customers to repay credit 
obligation and (ii) the default rate. The average collection period (ACP) detertmi 
the speed of payment by customers. It measures the number of days for which j^redit 

sales remain outstanding. The longer the average collection period, the higher the firm's 
investment in accounts receivable. Default rate can be measured in terms of bad-debt losses 
ratio the proportion of uncollected receivable. Bad-debt losses ratio indicates default: rislc. 
Default risk is the likelihood that a customer will fail’to repay the credit obligatiori. Ori 
the basis of past practice and experience, the financial or credit manager should be a t>le -to 
form a reasonable judgment regarding the chances of default. To estimate the probability of

xres
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default, the financial or credit manager should consider three C's: (a) character (b) capacity Management of Receivables 
and (c) condition.

(a) Character: It refers to the customer's willingness to pay.

The financial or credit manager should judge whether the customers will make 
honest efforts to honour their credit obligations. The moral factor is of considerable 
importance in credit evaluation in practice.

(b) Capacity: It refers to the customer's ability to pay. Ability to pay can be judged by 
assessing the customer's capital and assets which he may offer as security. Capacity 
is evaluated by the financial position of the firm as indicated by analysis of ratios and

. trends in firm's cash and working capital position. The financial or credit manager 
should determine the real worth of assets offered as coIIaterar(security).

(c) Condition: It refers to the prevailing economic and other conditions which may 
affect the customers' ability to pay. Adverse economic conditions can affect the ability 
or willingness of a customer to pay. An experienced financial or credit manager will 
be able to judge the extent and genuineness to which the customer's ability to pay is 
affected by the economic conditions.

Information on these variables may be collected from the customers themselves, their 
published financial statements and outside agencies which may be keeping credit 
information about customers. A firm should use this information in preparing categories of 
customers according to their creditworthiness and default risk. This would be an important 
input for the financial or credit manager in formulating its credit standards: The firm may 
categorize its customers, at least, in the following three categories:

• Good accounts, that is, financially strong customers.

• Bad accounts, that is, financially very weak, high risk customers.

• Marginal accounts, that is, customers with moderate financial health and risk (falling 
between good and bad accounts).

, The firm will have no difficulty in quickly deciding about the extension of credit to good 
accounts and rejecting the credit request of bad accounts. Most of the firm's time will be 

, taken in evaluating marginal accounts, that is, customers who are not financially very 
strong but are also not so bad to be out rightly rejected. A firm can Expand its sales by 
extending credit to marginal accounts. But the firm's costs and bad-debt losses may also 
increase. Therefore, credit standards should be relaxed upon the point where incremental 
return equals incremental cost.

Notes

3.10 Credit Evaluation of Customer
Credit evaluation of the customer involves the following 5 stages 

1. Gathering credit information of the customer through:

(a) Financial statements of a firm,

(b) Bank references,

(c) References from Trade and Chamber of Commerce,

(d) Reports of credit rating agencies,

(e) Credit bureau reports,

(f) - Firm's own records (Past experience).
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(g) Other sources such as trade journals, Income-tax returns, wealth tax returns, sale s tax 
returns, Court cases. Gazette notifications etc.

2. Credit analysis: After gathering the above information about the customer, ttie^ 
creditworthiness of the applicant is to be analyzed by a detailed study of 5 C's of credit as 
mentioned below in the determinants of credit policy.

3. Credit decision: After the credit analysis, the next step is the decision to extend tine 
credit facility to potential customer. If the analysis of the applicant is not up to tine 
standard, he may be offered cash on delivery (COD) terms even by extending trade 
discount, if necessary, instead of rejecting the credit to the customer.

4. Credit limit: If the decision is to extend the credit facility to the potential customer, a 
may be prescribed by the financial manager, say, ? 25,000 or ? 1,00,000 or so, deper 
upon the credit analysis and credit-worthiness of the customer.

5. Collection procedure: A suitable and dear-cut collection procedure is to be established t>y 
a firm and the same is to be intimated to every customer while granting credit facility. Caslni 
discounts may also be offered for the early payment of dues. This facilitates faster recovery.

Management of Working Capital

Notes

lixrtit
dixig

3.11 Determinants of Credit Policy
The following are the aspects of credit policy:

1. Level of credit sales required to optimize the profit.

2. Credit period i.e. duration of credit, whether it may be 15 days or 30 or 45 days etc.

3. Cash discount, discount period and seasonal offers.

4. Credit standard of a customer: 5 C's of credit:

(a) Character of the customer i.e. willingness to pay.

(b) Capacity-ability to pay.

(c) Capital-financial resources of a customer. ' '

(d) Conditions-special conditions for extension of credit to doubtful customer? and 
prevailing economic and market conditions and;

(e) Collateral security.

5. Profits.

6. Market and economic conditions.

7. Collection policy.

8. Paying habits of customers.

9. Billing efficiency, record-keeping etc.

10. Grant of credit size and age of receivables.

3.12 Optimum Credit Policy
A firm should establish receivables policies after carefully considering both benefits,and costs of 
different policies. These policies relate to: ' ' ’

1. Credit Standards,

2. Credit Terms, and '

3. Collection Procedures.
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Each of these has been explained below:

1. Credit standards: The term credit standards represent the, basic criteria for extension of 
credit to customers. The levels of sales and receivables are likely to be high if the credit 
standards are relatively loose, as compared to a situation when they are relatively tight. 
The firm's credit standards are generally determined by the five "C's". Character, Capacity, 
Capital, Collateral and Conditions. Character denotes the integrity of the customer, i.e. his 
willingness to pay fpr the goods purchased. Capacity denotes his ability to manage the 
business. Capital denotes his financial soundness. Collateral refers to the assets which the ' 
customer can offer by way of security. Conditions refer to the impact of general economic 
trends on the firm or to special developments in certain areas of economy that,may affect 
the customer's ability to meet his obligations.'

Information about the five C's can be collected both from internal as well as external sources. 
Internal sources include the firm's previous experience with the customer supplemented by 
its own well developed information system. External resources include customer's references, 
trade associations and credit rating organisations such as- Don & Brad Street Inc. of USA. 
This Organisation has more than hundred years' experience in the field of credit reporting.
It publishes a reference book six times a year containing information about important 
business firms’region wise. It also supplies credit reports about different firms on request. • 
An individual firm can translate its credit information into risk classes or groups according to 

- the probability of loss associated with each class. On the basis of this information, the firm 
can decide whether it will be advisable for it to extend credit to a particular class of customers.

2. Credit terms: It refers to the terms under which a firm sells goods on credit to its customers. 
As stated earlier, the two components of the credit terms are (a) Credit Period and (b) 
Cash Discount. The approach to be adopted by the firm in respect of each of these 
components is discussed below:

(a) Credit period: Extending the credit period stimulates sales but increases the cost on 
account of more tying up of funds in receivables. Similarly, shortening the credit 
period reduces the profit on account of reduced sales, but also reduces the cost of 
tying up of funds in receivables. Determining the optimal credit period, therefore, 
involves locating the period where the marginal profits on increased sales are exactly 
offset by the cost of carrying the higher amount of accounts receivable.

• . (b) Cash discount: The effect of allowing cash discount can also be analyzed on the same 
pattern as that of the credit period. Attractive cash discount terms reduce the average 
collection period resulting in reduced investment in accounts receivable. Thus, there is a 
saving in capital costs. On the other hand, cash discount itself is a loss to the firm. Optimal 
discount is established at the point where the cost and benefit are exactly offsetting.

3. Collection procedures: A stringent collection procedure is expensive for the firm because 
of high out-of-pocket costs and loss of goodwill of the firm among its customers. However, 
it minimizes the loss on account of bad debts as well as increases savings in terms of lower 
capital costs on account of reduction in the size of receivables. A balance has therefore to be 
stuck between the costs and benefits of different collection procedures dr policies.

Management of Receivables

Notes

3.13 Optimum Credit Policy: A Marginal Cost-Benefit Analysis
The firm's operating profit is maximized when total cost is minimized for a given level of- 
revenue. Credit policy at point A in Figure represents the maximum operating profit (since total ’
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Management of Working Capital cost is minimum). But it is not necessarily the optimum credit policy. Optimum credit polic yr is
one which maximizes the firm's value. The value of the firm is maximized when the increme ita.1 
or marginal rate of return of an investment is equal to the incremental or marginal Cost of fuUncts 
used to finance the investment. The incremental rate of return can be calculated as increme rvtal 
operating profit divided by the incremental investment in receivable. The incremental cost of fu nds 
is the rate of return required by the suppliers of funds, given the risk of investment in accounts 
receivable. Note that the required rate of return is not equal to the borrowing rate. Higher the 
risk of investment, higher the required rate of return. As the firm loosens its credit policy, its 
investment in accounts receivable becomes more risky because of increase in slow-paying and 
defaulting accounts. Thus theTequired rate of return is an upward sloping curve.

In siim, we may state that the goal of-the firm's credit policy is to maximize the v line 
goal, the evaluation of investment in accounts receivable should

Notes

■ of the firm. To achieve this 
involve the following four steps:

Cost of administration and

bad-debit loss
2
isuc
£
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M Opportunity

• A
U

■. cost

•. Tight ’ Credit policy Loose

Figure Costs of Credit Policy

• Estimation of incremental operating profit. .

• Estimation of incremental investment in accounts receivable.

• Estimation of the incremental rate of return of investment.

• Comparison of the incremental rate of return with the required rate of return.

3.14 Risk Management
For the purpose of these guidelines financial risk in banking organization is possibility that: the 
outcome of an action or event could bring up adverse impacts. Such outcomes could either result 

in a direct lossofeamings/capital or may result in imposition of constraints on bank's ability to 
meet its business objectives. Such constraints pose a risk as these could hinder a bank's ability 
.to conduct its ongoing business or to take benefit of opportunities to enhance its business.

Regardless of the sophistication of the measures, banks often distinguish between expt oted 
and unexpected losses.

Expected losses are those that the bank knows with reasonable certainty will occur (e.g., 
.the expected default rate of corporate loan portfolio or credit card portfolio) and are typically 
reserved for in some manner. Unexpected losses are those associated with unforeseen events 
(e.g. losses experienced by banks in the aftermath of nuclear tests, Losses due to a suclden
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down turn in economy or falling interest rates). Banks rely on their capital as a buffer to absorb Management of Receivables 
such losses. • , '

Risks are usually defined by the adverse impact on profitability of several distinct sources 
of uncertainty. While the types and degree of risks an organization may be exposed to 
depend upon a number of factors such as its size, complexity business activities, volume etc, it 
is believed that generally the banks face Credit, Market, Liquidity, Operational, Compliance/ 
legal/- regulatory and reputation risks.

Risk Management is a discipline at the core of every financial institution .and encompasses 
all the activities that affect its risk profile. The acceptance and management p/financial risk is 
inherent to the business of banking and banks' roles as financial intermediaries. Risk management 
as commonly perceived does not mean minimizing risk; rather the goal of risk management is 
to optimize risk-reward trade-off. Notwithstanding the fact that banks are in the business of . 
taking risk, it should be recognized that an institution need not engage in business in a manner 
that unnecessarily imposes risk upon it: nor it should absorb risk that can be transferred to other . 
participants. Rather it should accept those risks that are uniquely part of the array of bank's 
services.

Notes

A risk management framework encompasses the scope of risks to be managed, the 
process/, systems and procedures to manage risk and the roles and responsibilities of individuals 
involved in risk management.

Risk management systems have to fulfill three main functions:

• The collection and processing of indicators in accordance with the information needs 
of the recipients;

• The analysis of changes in the portfolio value depending on changes in defaults in
the credit business and the consolidation of these results into values that are relevant 
for risk controlling; and . ’

Monitoring the risks to be able to detect ahead of time if limits are about to be exceeded. 
As the implementatioh of modem IT-based risk management systems is very costly, special 
attention has to be paid to their integration in existing processes as well as to their acceptance 
oh the part of the employees.

Functions of Risk Management
Risk management contains:

1. Identification,

2. Measurement,

3. Aggregation,

4. Planning and management,

.5. As well as monitoring of the risks arising in a bank's overall business.

Notes: Risk management is thus a continuous process to increase transparency and to 
manage risks.'

Categories of Risk
Banking risks can be broadly categorized as under:

1. Credit Risk
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Management of Working Capital 2. Interest Rate Risk

3. Market Risk

4. Liquidity Risk

5. Operational Risk * .

6. Credit Risk: Credit risk is the oldest risk among the various types of risks in the finan cial 
system, especially in banks and financial institutions due totheprocess bfintermediat on. 
Managing credit risk has formed the core of the expertise of these institutions. While
risk is well known, growth in the markets, disintermediation, and the introduction of a. 

. number of innovative products and practices has changed the way credit risk is measurecl 
and managed in today's environment. Credit risk enters the books of a bank the moment: 
the funds are lent, deployed, invested or committed in any form to counterparty whetfver 
the transaction's on or off the balance sheet.

Notes

7. Interest Rate Risk: Interest Rate Risk (IRR) arises as a result of change in interest rates on 
rate earning assets and rate paying liabilities of a bank. The scope of IRR managemerii: is
to cover the measurement, control and management of IRR in the banking book. With tine 
deregulation of interest rates, the volatility of the interest rates has risen consideraoly. 
This has transformed the'business of banking forever in our country from a mere volil

liabilities to
me

driven business to a business of carefully planning and choosing assets and 
be entered into to achieve targets of profitability.

8. Market Risk: Traditionally, credit risk management was the primary challenge for battles.

With progressive deregulation, market risk arising from adverse changes in ma: *lcet 
variables, such as interest rate, foreign exchange rate, equity price and commodity price 
has become relatively more important. Even a small change in market variables caiises 
substantial changes in income and economic value of banks. Market risk takes the f< >jrm. 
of: (a) Liquidity Risk, (b) Interest Rate Risk, (c) Foreign Exchange Rate (Forex)-Risk, (d) 
Commodity Price Risk, and (e) Equity Price Risk 

9. Liquidity Risk: Liquidity risk is defined as the possibility that the bank would not lie < ifc»le 
to meet the commitments in the form of cash outflows with the available cash inflc ws. 
This risk arises as a result of inadequacy of cash available and near cash item indue ing 
drawing rights to meet current and potential liabilities. Liquidity risk is categorized rvto 
two types; (a) Trading Liquidity Risk; and (b) Funding Liquidity Risk.

Trading liquidity risk arises as a result of illiquidity of securities in the trading portf ^lio 
of the bank. Funding liquidity risk arises as a result of the cash flow mismatch and i: 
outcome of difference in balance sheet strategies pursued by different institutions ini tine 
same industry. It is perfectly possible for a few banks to have excess funding liquidity

i

while other.,banks may suffer shortage of liquidity.

am

dial10. Operational Risk: Operational risk is emerging as one of the important risks finar
institutions worldwide are concerned with. Unlike other categories of risks, such as cr 3ci.it
and market risks, the definition and scope of operational risk is not fully clear. A nun .t>er 
of diverse professions such as internal control and audit, statistical quality control, and 
quality assurance, facilities management and contingency planning, etc., have apprbac tied 
the subject of operational risk thereby bringing in different perspectives to the concept.
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Managetnent of Receivables
CASELET: Financial Risk Management at UBS

Union Bank of Switzerland (UBS) is one of the largest investment managers in the world. 
UBS serves institutional investors and high net-worth individuals by offering a range of 
products and services including mutual funds, asset management, corporate finance, and 
estate planning. UBS also provides securities underwriting services, mergers and acquisitions 
advice and trades in fixed-income products, and foreign exchange. The company faces many 
risks. These include interest rate risks, currency risks, equity risks, credit risks, .liquidity 
risks and capital adequacy risks. UBS was exposed to market risk, primarily due to trading 
activities centered in the Corporate and Institutional Clients business of UBS Warburg. Credit 
risk represented the loss, which UBS would suffer if a client or counterparty-failed to meet 
its contractual obligations. It was inherent not only in traditional banking products but 
also in foreign exchange and derivatives contracts; such as swaps and options. UBS aimed 
at ensuring sufficient liquidity to meet its liabilities when due, without compromising its 
ability to respond quickly to strategic opportunities.

Notes

Sources http://www.icmrindia.org

3.15 Credit Risk
Simon Hills (2004) of the British Bankers Association defines credit risk "is the risk to a bank's 
earnings or capital base arising from a borrower's failure to meet the terms of any contractual 
or other agreement it has with the bank. Credit risk arises from all activities where success 
depends on counterparty, issuer or borrower performance". •

It can be understood from the above that credit risk arises from a whole lot of banking 
. / Credit Risk Management activities apart from traditional lending activity such as trading in 

different markets, investment of funds, provision of portfolio management services, providing 
different type of guarantees and opening of letters of credit in favour of customers etc.

Example: Even though guarantee is viewed as a non-fund based product, the moment a 
guarantee is given, the bank is exposed to the possibility of the non-funded commitment turning 
into a funded position when the guarantee is invoked by the entity in whose favour the guarantee 
was issued by the bank.

This means that credit risk runs across different functions performed by a bank and 
has to be viewed as such. The nature, nomenclature and the quantum of credit risk may vary 
depending on a number of factors. The internal organization of. credit risk management should 
recognize this for effective credit risk management.

Credit risk can be segmented into two major segments viz. intrinsic and portfolio (or 
concentration) credit risks. The focus of the intrinsic risk is measurement of risk at individual 
loan level. This is carried out at lending unit level. Portfolio credit risk arises as a result of 
concentration of the portfolio to a particular sector, geographic area, industry, type of facility, 
type of borrowers, similar rating, etc. Concentration’risk is managed at the bank level as it is 
more relevant at that level.

Credit Risk is the potential that a bank borrower/counter party fails to meet the obligations 
on agreed terms. There is always scope for the borrower to default from his commitments for 
one or the other reason resulting in crystallisation of credit risk to the bank.

These losses could take the form outright default or alternatively, losses from changes in 
portfolio value arising from actual or perceived deterioration in credit quality that is short 

"of default.
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Credit risk is inherent to the business of lending funds to the operations linked closely 
to market risk variables. The objective of credit risk management is to minimize the risk ajnci 
maximize bank's risk adjusted rate of return by assuming and maintaining credit exposure 
within the acceptable parameters. Credit risk consists of primarily two components, viz

Management of Working Capital

• Quantity of risk, which is nothing but the outstanding loan balance as on ttie 
date of default and the quality of risk, viz, the severity of loss defined by botla

£ of

Notes

Probability of Default as reduced by the recoveries that could be made in the even 
default. Thus credit risk is a combined outcome of Default Risk and Exposure Rislc.
The elements of Credit Risk is Portfolio risk comprising Concentration Risk as well as 

* Intrinsic Risk and

• Transaction Risk comprising migration/down gradation risk as well as Default Rislc.
At the transaction level, credit ratings are useful measures of evaluating credit Aslc 

that is prevalent across the entire organization where treasury and credit functions * 
are handled. Portfolio analysis help in identifying concentration of credit risk, default/ 
migration statistics, recovery data, etc. [

.1

In general. Default is not an abrupt process to happen suddenly and past experience dictates
asset quality declines gradually^that, more often than not, borrower's credit worthiness and 

which is otherwise known as migration. Default is an extreme event of credit migration.

Off balance sheet exposures such as foreign exchange forward contracts, swaps optiojns,
sicetc are classified in to three broad categories such as full Risk, Medium Risk and Low 'I*

and then translated into risk weighted assets through a conversion factor and summed tap*. 
The management of credit risk includes (a) measurement through credit rating/scoring j(t>) 
quantification through estimate of expected loan losses, (c) Pricing on a scientific basis and 
•(d) Controlling through effective Loan Review Mechanism and Portfolio Management.

3.16 Managing Credit Risk
Credit Risk Management covers the decision-making process, before the credit decision is ma ie, 
and' the follow-up of credit commitments, plus all monitoring and reporting processes. Crejciit 
risk arises from the potential that an obligor is either unwilling to perform on an obligation 
or its ability to perform such obligation is impaired resulting in economic loss to the bank.!

In a bank's portfolio, losses stem from outright default due to inability or unwillingness 
of a customer or counter party to meet commitments in relation to lending trading settlement 
and other financial transactions. Alternatively losses may result from reduction in portfolio ' 

value due to actual or perceived deterioration in credit quality. Credit risk emanates from, a 
bank's dealing with individuals, corporate, financial institutions or a sovereign. For most ban tes, 
loans are the largest and most obvious source of credit risk; however, credit risk could 
stem from activities both on and off balance sheet.

' In addition to direct accounting loss, credit risk should be viewed in the context ofeconot r*ic 
exposures. This encompasses opportunity costs, transaction costs and expenses associated with 
a non-performing asset over and above the accounting loss.

Credit risk can be further sub-categorized on the basis of reasons of default. For iristarice 
the default could be due to country in which there is exposure or problems in settlement < £ a 
transaction. Credit risk not necessarily occurs in isolation. The same source that endangers 
credit risk for the institution may also expose it to other risk. For instance a bad portfolio n i ay 
attract liquidity problem.

I
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In assessing credit risk from asingle counterparty, an institution must consider three issues: Management of Receivables

• Default probability: What is the likelihood that the counterparty will default on its 
obligation either over the life of the obligation or over some specified horizon, such 
as a year? Calculated for a one-year horizon, this may be called the expected default 
frequency.

• Credit exposure: In the event of a default, how large will the outstanding obligation 
be when the default occurs?

• Recovery rate: In the event of a default, what fraction of the exposure may be recovered 
through bankruptcy proceedings or some other form of settlement?

Example: The effective management of credit risk is a critical component of a 
comprehensive approach to risk management and essential to the long-term success of any 
banking organisation.

Banking is nothing but financial intermediation. There are people in the market with 
surplus capital looking for safe investment opportunities. Simultaneously there are entrepreneurs ' 
desirous of building.up productive assets but with no matching capital resource. Yet the 'savers' 
do not want to directly lend to capital seeking entrepreneurs as they are not certain of safety.
There can be no risk-free or zero risk oriented business. Risk in its pragmatic sense, therefore, 
involves both threats that may be materialized and opportunities which can be exploited.

Notes

CASELET: Credit Risk Management at J P Morgan

JP Morgan Chase (JP), the second largest financial services company in the US, is exposed to credit 
risk through its lending, trading and capital market activities. J P's credit risk management 
practices are designed to preserve the independence and integrity of the risk assessment process. 
JP has taken various steps to ensure that credit risks are adequately assessed, monitored and 
managed. In early 2003, JP has combined its Credit Risk Policy and Global Credit Management 
functions to form Global Credit Risk Management consisting of the five primary functions - 
Credit Risk Management, Credit Portfolio Group, Policy & Strategic Group, Special Credits 
Group and Chase Financial Services (CTS) Consumer Credit Management Risk.

Source; http://www.icmrindia.org

Tools of Credit Risk Management

The instruments and tools, through which credit risk management is carried out, are detailed 
below:

1. Exposure Ceilings: Prudential Limit is linked to Capital Funds - say 15% for individual 
borrower entity, 40% fora group with additional 10% for infrastructure projects undertaken 
by the group. Threshold limit is fixed at a level lower than Prudential Exposure; Substantial 
Exposure, which is the sum total of the exposures beyond threshold limit should not 
exceed 600% to 800% of the Capital Funds of the bank (i.e. six to eight times).

2; Review/Renewal: Multi-tier Credit Approving Authority, constitution wise delegation of 
powers. Higher delegated powers for better-rated customers; discriminatory time schedule 
for review/renewal. Hurdle rates and Bench marks for fresh exposures and periodicity for 
renewal based on risk rating, etc are formulated.

3. Risk Rating Model: Set up comprehensive risk scoring system on a six to nine point scale. 
Clearly define rating thresholds and review the ratings periodically preferably at half 

yearly intervals. Rating migration is to be mapped to estimate the expected loss.
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Management of Working Capital 4. Risk-based scientific pricing: Link loan pricing to expected loss. High-risk categoary
borrowers are to be priced high. Build historical data on default losses. Allocate capital to 
absorb the unexpected loss. Adopt the RAROC framework. '

5. Portfolio Management: The need for credit portfolio management emanates from 
necessity to optimize the benefits associated with diversification and to reduce the poten' ria.1 
adverse impact of concentration of exposures to a particular borrower, sector or industjxy. 
Stipulate quantitative ceiling on aggregate exposure on specific rating categories, 
distribution of borrowers in various industry, business group and conduct rapid portfc lio 
reviews. The existing framework of tracking the non-performing loans around the balartce 
sheet date does not signal the quality of the entire loan book. There should be a proper 
& regular ongoing system for identification of credit weaknesses well in advance. Initi ate 
steps to preserve the desired portfolio quality and integrate portfolio reviews with credit 
decision-making process.

6. Loan Review Mechanism: This should be done independent of credit operations. It is a Iso 
referred as Credit Audit covering review of sanction process, compliance status, review of 
risk rating, pick up of warning signals and recommendation of corrective action with Jtae 
objective of improving credit quality. It should target all loans above certain cut-off limit 
ensuring that at least 30% to 40% of the portfolio is subjected to LRM in a year so as1 to 
ensure that all major credit risks embedded in the balance sheet have been tracked. This is 
done to bring about qualitative improvement in credit administration. Identify loans witfi 
credit weakness. Determine adequacy of loan loss provisions. Ensure adherence to lending 
policies and procedures. The focus of the credit audit needs to be broadened from accou.xvt 
level to overall portfolio level. Regular, proper & prompt reporting to Top Managem ent 
should be ensured. Credit Audit is conducted on site, i.fe. at the branch that has apprai* ed 
the advance and where the main operative limits are made available. However, it is riot 
required to visit borrower's factory/office premises.

Notes

Risk Rating Model

Credit Audit is conduced on site, i.e. at the branch that has appraised the advance and where tie 
main operative limits are made available. However, it is not required to risk borrowers' factory / 
office premises. As observed by RBI, Credit Risk is the major component of risk managemi »rrt 
system and this should receive special attention of the Top Management of the bank. The process of 
credit risk management needs analysis of uncertainty and analysis of the risks inherent in a ere edit 
proposal. The predictable risk should be contained through proper strategy and the unpredicta ole 
ones have to be faced and overcome. Therefore any lending decision should always be preced eel 
by detailed analysis of risks and the outcome of analysis should be taken as a guide for the ere diit 
decision. As there is a significant co-relation between credit ratings and default frequencies, any 
derivation of probability from such historical data can be relied upon. The model may consist of 
minimum of six grades for performing and two grades for non-performing assets. The distribution 
of rating of assets should be such that not more than 30% of the advances are grouped under c ne 
rating. The need for Credit Risk Rating has arisen due dismantling of State control, deregulation, 
globalization and allowing things to shape on the basis of market conditions; Indian Industry and 
Indian Banking face new risks and challenges. Competition results in the survival of the fittest. 11 is 
therefore necessary to identify these risks, measure them, monitor and control them. It provide s a 
basis for Credit Risk Pricing'i.e. fixation of rate of interest on lending to different borrowers baf ed 
on their credit risk rating thereby balancing Risk & Reward for the Bank.
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- The need /or the adoption of the credit risk-rating mode] is on account of the following Management of Receivables 
aspects:

• Disciplined way of looking at Credit Risk.

•. Reasonableestimation of the overall health status of an account captured under Portfolio 
approach as contrasted to stand-alone or asset based credit management.

• Impact of a new loan asset on the portfolio can be assessed. Taking a fresh exposure 
to the sector in which there already exists sizable exposure may • simply increase 
the portfolio risk although specific unit level risk is negligible/minimal. •

• The co-relation or covariance between different sectors of portfolio measures the inter 
relationship between assets. The benefits of diversification will be available so long 
as there is no perfect positive correlation between the assets, otherwise impact on one 
would affect the other..

• Concentration risks are measured in terms of additional portfolio risk arising on 
account of increased exposure to a borrower/group or co-related borrowers.

• Need for Relationship Manager to capture, monitor and control the over all exposure
to high value customers on real time basis to focus attention on vital few so that trivial 
many do not take much of valuable time and efforts. \

• Instead of passive approach of originating the loan and holding it till maturity, Active
approach of credit portfolio management is adopted through securitisation/ credit 
derivatives. ’ '

• Pricing'of credit risk on a scientific basis linking the loan price to the risk involved 
therein.

• Rating can be used for the anticipatory provisioning. Certain level of reasonable 
over- provisioning as best practice.

Given the past experience and assumptions about the future, the credit risk model 
- seeks to determine the present value of a given loan or fixed income security. It also, seeks to 

determine the quantifiable risk that the promised cash flows will not be forthcoming. Thus, 
credit risk models are intended to aid banks in quantifying, aggregating and managing risk 
across geographical and product lines. Credit models are used to flag potential problems in the 
portfolio to facilitate early corrective action.

Notes: The risk-rating model should capture Various types of risks such as Industry/' 
Business Risk, Financial Riskand Mahagement Risk, associated with credit.

Industry/Business risk consists of both systematic and unsystematic risks which are 
market driven. The systematic risk emanates from General political environment, changes in 
economic policies, fiscal policies of the government, infrastructural changes etc! The unsystematic 
risk arises out of internal factors such as machinery breakdown, labour strike, new competitors 
who are quite specific to the activities in which the borrower is engaged.

Assessment of financial risks involves appraisal of the financial strength of a unit based on 
its performance and financial indicators like liquidity, profitability, gearing, leverage, coverage, 
turnover, etc. It is necessary to study the movement of these indicators over a period of time as 

' also its comparison with industry averages wherever possible. A study carried out in the western 
corporate world reveals that 45% of the projects failed to take off simply- because the personnel 
entrusted with the test were found to be.highly wanting in qualitatively managing the project.

The key ingredient of credit risk is the risk of default that is measured by the probability 
7 that default occurs during a given period. Probabilities are estimates of future happenings that are

•/
• Notes
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Management of Working Capital uncertain. We can narrow the margin of uncertainty of a forecast if we have a fair understandixi g
ofof the nature and level of uncertainty regarding the variable in question and availability

quality information at the time of assessment.
The expected loss/unexpected loss methodology forces banks .to adopt new Internal. 

Ratings Based approach to credit risk management as proposed in the Capital Accord II. So rve . 
of the risk rating methodologies used widely is briefed below:

1. Altman's Z score Model involves forecasting the probability of a company entering: 
bankruptcy. It separates defaulting borrower from non-defaulting borrower on the ba sis 
of certain financial ratios converted into simple index.

2. Credit Metrics focuses on estimating the volatility of asset values caused by variatior in 
the quality of assets. The model tracks rating migration which is the probability tha r a

. borrower migrates from one risk rating to another risk rating.

3. Credit Risk +, a statistical method based on the insurance industry, is for measuring ere dit 
' risk. The model is based on actuarial rates and unexpected losses from defaults. It is ba? ed
on insurance industry model of event risk.

4. KMV, through its Expected Default Frequency (EDF) methodology derives the actual 
probability of default for each obligor based onfunctionsofcapital structure, the yolatiity 
-of asset returns and the current asset value. It calculates the asset value of a firmfrom :Fie 
market value of its equity using an option pricing based approach that recognizes equity 
as a call option on the underlying asset of the firm. It tries to estimate the asset value p
of the firm over a time horizon.

The default risk is the probability of the estimated asset value falling below a pre-specif ed 
default point.

5. McKinsey's credit portfolio view is a multi factor model which is used to stimulate ilnie 
distribution of default probabilities, as well as migration probabilities conditioned on 
value of macro economic factors like the unemployment rate, GDP growth, forex rates, etc.

In today's parlance, default arises when a scheduled payment obligation is not met wit Tin
180 days from the due date and this cut-off period may undergo downward change. Exposure r Isle 
is the loss of amount outstanding at the time of default as reduced by the recoverable amount. 
The loss in case of default is D* X * (I-R) where D is Default percentage, X is the Exposure Val 
and R is the recover)' rate.

Credit Risk is measured through Probability of Default (POD) and Loss Given Default 
(LGD). Bank should estimate the probability of default associated with borrowers in each of rlre 
rating grades. How much the bank would lose once such event occurs is what is known as L dss 
Given Default. This loss is also dependent upon bank's exposure to the borrower at the time of. 
default commonly known as Exposure at Default (EaD). The extent of provisioning required 
could be estimated from the expected Loss Given Default (which is the product of Probability- of 
Default, Loss Given Default & Exposure & Default). That is ELGD is equal to POD * LGD * E;iO.

Credit Metrics mechanism advocates that the amount of portfolio value should be viewed 
not just in terms of likelihood of default, but. also in terms of credit quality over time of 
which default is just a specific case.

Credit Metrics can be worked out at corporate level, at least on an annual basis to meas lire, 
risk- migration and resultant deterioration in credit portfolio.'

The idea! credit risk management system should throw a single number as to how mi icln 
a bank stands to.lose on credit portfolio and therefore hoVv much capital they ought to he

Notes

XXG

Id.
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Management of ReceivablesCASH STUDY: Credit Risk Management at ABN AMRO

Holland's leading bank, ABN AMRO operates more, than 800 offices at home and another 
2,600 in 75 other countries. In the US, ABN AMRO owns Chicago-based LaSalle Bank and 
Standard Federal Bank, one of Michigan's largest banks. ABN AMRO's comprehensive risk 
management framework aims at combining centralized policy setting with broad oversight, 
supported by risk execution and monitoring in the Group's network. ABN AMRO's goal is to 
identify and analyze risks at an early stage; to set and monitor prudent limits; and to learn 
and evolve continuously to help it face a volatile and rapidly-changing risk environment. 
ABN also had a large presence in Brazil (through its ownership of Banco Real and Paraiban) 
and Malaysia (where it had operated for more than 100 years). The bank was expanding 
its presence in the Philippines, India, Singapore, Taiwan, and Thailand. The case discusses 
in detail how ABN manages credit risk.

ABN had three major business segments; private clients & asset management, consumer 
and commercial clients, and wholesale clients, but its strategic focus was on the.mid- 
market segment Each of ABN's Strategic Business Units (SBUs)was responsible for managing 
a distinct client segment or product segment, while also, sharing expertise and operational 
excellence across the Group. ABN's comprehensive risk management framework aimed at 
combining centralized policy setting with broad oversight, supported by risk execution and 
monitoring in the Group's network.

The Managing Board established the strategic risk philosophy and policies for ABN under 
the oversight of the Supervisory Board. -Responsibility for the overall implementation of risk 
policy lay with the CFO, who was a member of the Managing Board. ABN had established an 
Asset and Liability Committee (ALCO) structure mirroring the bank's organization. Under this 
structure there was a Group ALCO at Group level and an ALCO in its client-facing business 
units, each responsible for mapaging the Asset and Liability Management (ALM) process 
in its own particular area of interest.

The Group Risk Committee (GRQ, who's voting members were drawn mainly from 
GRM, was the most senior committee on policy and exposure approval for credit, country 
and market risk. Despite the creation of the formal GRM organization, ABN viewed more 
broadly as the responsibility of all departments in the bank. So risk was taken into account 
from the inception of a transaction through to its completion.

Question

What is the process of credit risk management by ABN AMRO? Also discuss the 
risk framework of the company. . ____

Notes

Source: http://www.icmrindia.org

Principles for the Management of Credit Risk

While financial institutions have faced difficulties over the years for a multitude of reasons, the 
major cause of serious banking problems continues to be directly related to lax credit standards 
for borrowers and counterparties, poor portfolio risk management, or a lack of attention to 
changes in economic or other circumstances that can lead to a deterioration in the credit standing 

- of a bank's counterparties. This experience is common in both G-10 and nomC-10 countries. 
For most banks, loans are the largest and most obvious source of credit risk; however, other 
sources of credit risk exist throughout the activities of a bank, including in the banking book 
and in the trading book, and both on and off the balance sheet.
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Banks are increasingly facing credit risk (or counterparty risk) in various financial 
instruments other than loans, including acceptances, interbank transactions, trade financi: 
foreign exchange transactions, financial futures, swaps, bonds, equities, options, and in lie 
extension of commitments and guarantees, and the settlement of transactions. Since exposure to 
credit risk continues to be the leading source of problems in banks worldwide, banks and their, 
supervisors should be able to draw useful lessons from past experiences. Banks should n 
have a keen awareness of the need to identify, measure, monitor and control credit risk as well 
as to determine that they hold adequate capital against these risks and that they are adequat sly 
compensated for risks incurred.

The Basel Committee is issuing this document in order to encourage banking supervis >rs 
globally to promote sound practices for managing credit risk. Although the principles contair ed 
in this paper are most clearly applicable to the business of lending, they should be appliec to 
all activities where credit risk is present.

The sound practices set out in this document specifically address the following an as: 
(i) establishing an appropriate credit risk environment; (ii) operating under a sound credit
granting process; (iii) maintaining an appropriate credit administration, measurement and 
monitoring process; and (iv) ensuring adequate controls over credit risk. Although specific 
credit risk management practices may differ • among banks depending upon the nature and 
complexity of their credit activities, a comprehensive credit risk management program vvill 
address these four areas.

Management of Working Capital

Notes

These practices should also be applied in conjunction with sound practices related to tHe 
assessment of asset quality, the adequacy of provisions and reserves, and the disclosure of credit 
risk, all of which have been addressed in other recent Basel Committee documents. While the exact 
approach chosen by individual supervisors will depend on a host of factors, including tlleir

soon-site and off-site supervisory techniques and the degree to which external auditors are 
used in the supervisory function, all members of the Basel Committee agree that the principles 
set out in this paper should be used in evaluating a bank's credit risk management syste 
Supervisory expectations for the credit risk management approach used by individual baiklcs 
should be commensurate with the scope and sophistication of the bank's activities. For smal lex
er less sophisticated banks, supervisors need to determine that the credit risk managem ent 
approach used is sufficient for their activities and that they have instilled sufficient risk-reh irn 
discipline in their credit risk management processes.

A further particular instance of credit risk relates to the process of settling financial 
transactions. If one side of a transaction is settled but the other fails, a loss may be incurred t nat 
is equal to the principal amount of the transaction. Even if one party is simply late in settli: 
then the other party may incur a loss relating to missed investment opportunities.

• Settlement risk (i.e. the risk that the completion or settlement of a financial transaction, 
will fail to take place as expected) thus includes elements of liquidity, market, operational an d 
reputational risk as well as credit risk. The level of risk is determined by theparticular arrangeme r»trs 
for settlement. Factors in such arrangements that have a bearing on credit risk include: tie 
timing of the exchange of value; payment/settlement finality; and the role of intermediaiies 
and clearing houses.

3.17 Approaches to Credit Risk Measurement: Intrinsic Risk
There are three basic approaches to credit risk measurement at individual loan intrinsic le ^el 
that are used for various types of loans such as commercial loans, project and infrastructu re 
finance, consumer and retail loans. They are:
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\• Expert Systems,

• Credit Rating, and

• Credit Scoring.

Management of Receivables

Expert Systems Notes
In an expert system, the decision to lend is taken by the lending officer who is expected to 
possess expert knowledge of assessing the credit worthiness of the customer. Accordingly the 
success or failure very much depends on the expertise, judgment and the ability to consider 
relevant factors in the decision to lend. '

One of the most common expert systems is the five "Cs" of credit. The five 'C are as 
under (Saunders, 1999):

•' Character: Measure of reputation of the firm, its willingness to repay and the repayment 
history. , ■ ■ ,

• Capital: The adequacy of equity capital of the owners so that the owner's interest 
remains in the business. Higher the equity capital betters the creditworthiness. •

• Capacity: The ability to repay is measured by the expected volatility in the sources 
of funds intended to be used by the borrower for the repayment of loan along with

. interest. Higher the volatility of this source, higher the risk and vice versa.

• Collateral: Availability of collateral is important for mitigating creditu risk. Higher the
' value of the collateral, lower would be the risk and vice versa.

• Cycle or (economic) Conditions: The state of the business cycle is ah important element
in determining credit risk exposure. Some industries are highly dependent on the 
economic condition while the others are less dependent or independent. Higher the 
dependence, higher the risk as during recessionary period of the economy, the cyclic 
industries would suffer and vice versa. Industries such as FMCG,.pharmaceuticals, 
etc. are less dependent on economic cycles than industries such' as consumer durable, 
steel, etc. , '

The expert view on the above would finally influence the decision to lend or not. Although 
many banks still use expert systems as part of their credit decision process, these systems 
face two main problems (Saunders, 1999):

• Consistency: There may not be a consistent approach followed for different types of 
borrowers and industries. Thereby the system would be person-dependent.

• .Subjectivity: As weights applied to different factors are subjective, comparability across 
time may not be possible.

Credit Rating

Credit Rating is the most popular method at present among banks. Rating is the process by 
which an alphabetic or numerical rating is assigned to a credit facility extended by a bank to 
a borrower based on a detailed analysis of his character and matching it with the characteristics 

, . of facility that is extended to him.

The rating carried out by a bank is very much similar to the credit rating carried out by 
external rating agencies such as CRISIL, ICRA, etc. The only difference is that while the rating
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Management of Working Capital by the external agency is available in the public domain for any one to use, the internal rat r\gs
carried out by a bank is confidential and is used for specific purpose only. Moreover, the inte mal 

s ' ratings of banks are usually finer than the ratings of rating agencies. This is to facilitate torttfex*
. . - . distinction between credit' qualities and pricing of loan in an accurate manner.

Credit Scoring
A major disadvantage of a rating model is the subjectivity of weight to be applied to different 
segments in the rating exercise. This drawback can be avoided in a scoring model which, is 
based on rigorous statistical techniques. ' J

This approach combines a number of ratios into a single numerical score which is ULsed 
to determine the credit quality or default. The basic assumption of the method is that combinajtion 

of a number of ratios explains the success (no default) or failure (default) of a facility extended to 
a borrower. Starting with the historical data with known outcome of success or failure, a set 
of ratios that differentiate the successful cases from the failed ones along with the weihlnts 
to be applied for each ratio is arrived at by multiple discriminant analysis. The most popular > 
among the models is the one by Altman's (1968) 2-score model, which isaclassificatorymodel 
for corporate borrowers. , I

Notes

13.18. Disbursement and Follow Up of Working Capital Finance by Banlc
To size up our problem of cash management, let us examine the flow of cash through a firm's 
accounts. It is useful to think of the process as cycle in which cash is used to procure inputs, 
from which output is produced, which are then sold to customers, who later pay their bills. 
The firm receives cash from its customers and the cycle repeats. j

Opportunities to improve efficiency in collecting, and disbursing funds centre on flows 
. through the current section of the balance sheet. .

input* tot Cash

R*cotirryo»c**h
Produced

!.of >
.output

'Credit Me*'.'*
V.

Figure 3.1: Cash Cycle

Example: Let us assume that XYZ Corporation orders raw materials at point A and rece ives 
those 14 days later at B. Terms of 2/10, net 30 are offered, so the firm pays the invoice 10 < lays 
later at C. However, it takes 2 days for the cheque to clear, and XYZ's.bank account is not

the 
s 30

debited until point D. XYZ turns over its inventory six times per' year, so 60 days after 
materials are received, the product is sold and the customer is billed, the collection period 
days, 28 for the customer to pay and 2 for the cheque to arrive by mail (G). XYZ processe: ■ the 
payment and deposits'it 2 days later at H. Another 2 days elapse while XYZ'sbarik col ects 
the funds from the customer's bank.
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Figure 3.2: Working Capital Cycle of a Typical Manufacturing Firm •

The firm's total financing requirements are affected by the total time lag from 
point B to point I (from Figure 3.2). The firm itself can control some factors that determine the 
various lags, but some it cannot. Some of the lags affect the cash balance, while others affect 
other components of working capital such as accounts receivable and inventory. In addressing 
ourselves to Cash management, we are concerned with time periods BCD and FGHI. Time period 
AB is beyond the firm's control and does not directly affect its financial statements, although 
it may affect production schedules. Time period BE is determined by the firm's production 
process and inventory policy, and affects the total investment in inventory. Time period EF is 
determined by the firm's credit terms and the payment policies of its customers, and affects the 
total investmenfin accounts receivable.

Our present task is to examine what can . be done to improve the efficiency of a firm's 
cash management. We will focus on three areas: concentrating working balances, speeding 
collections, and controlling disbursements.

Concentrating Banking

Many firms need only a single bank account. Larger firms that operate over wide geographical 
areas usually need more than one, sometimes dozens. Where many accounts are needed, 
concentration accounts can be used to minimise the total requirement for working balances. 
Suppose a company has a number of branch offices,-each‘ with a local bank account. Branches 

. collect accounts receivable and make deposits in their local accounts. Each day, funds above a 
certain predetermined minimum level are transferred to a central concentration account, usually 
at the firm's headquarters.

The funds transferred to the concentration account are'available for disbursements and 
• for other purposes. As we will see later, the more .variable a firm's cash flows, the higher the 

requirement for working cash balances.

Speeding Collections

Another means of conserving cash is to reduce the lag between the time the customer mails the 
cheque and the time the funds become collected, that is, from points F to I in Figure 6.2. Of 
the 6 days lag in Figure 6.2, 2 days are due to mail time, 2 days are due to processing time 

, within XYZ Corporation, and 2 days are due to collection, time required by the bank. We 
will have more to say later about collection within the banking system. Let us now focus on the 
4 days lag from F to H.

K
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Small firms that operate over scattered geographical areas can often do little to re&t-ice 
mail time. However, improvements can be made in processing time within the firm. Supp>
XYZ Corporation has credit'sales of?5 crore per year. With approximately 250 working jlays 
per year, XYZ's collections average ? 2,00,000 per working day. If XYZ could reduce such credit: 
sales even by 7 20,000, (XYZ's borrowing cost was 9 per cent) saving of about ? 1,800 per \y

Management of Working Capital
ose

ear
would be realised. This potential saving could be compared to the cost of faster processing to 
determine whether the change in processing should be made. We can conclude that internal 
processing should be speeded up to the point at which the costs of further improvement exceed 
the savings. • . ' I

Notes

A second step that may be advantageous is to establish a lock-box system, which often
first establishes a number of collectioncan reduce mail and processing time still further. The firm 

points, taking account of customer locations and mail schedules. At each location, the firm rents
a post office box and instructs its customers to remit to the box. The firm's local bank is authorised 
to pick up mail directly from the box. The bank does so, perhaps several times a day and deposits 
the cheques in the firm's account. The bank's computerized system prepares a record of names 
and amounts and other data needed by the firm for internal accounting purpose, even as it en ters 
the cheques for collections/clearing on the respective schedules. [

The lock-box system results in two benefits to the firm. First, the bank performs the clerical 
tasks of handling the remittances prior to deposit, services which the bank may be abl^ to 
perform at lower cost. Second, and often more important, the process of collection thrdixglr 

the banking system begins immediately upon receipt of the remittance arid does not havo to 
wait until the firm completes its processing for internal accounting purpose. In-terms of tlie 
activities in Figure 3.2, the activity represented by HI now takes place simultaneously vvitlrv 
GH. The firm processes remittances for internal accounting purpose using data supplied b$r the 
bank and can schedule this processing at any time without delaying collection. Using l ode- 
box systems, as much as 4 days in mailing and processing time can be reduced.

We see that a major advantage of speeding collections is freeing of blocked cash and 
thereby reduction in the firm's total financing requirements. There are other advantages as 
well. By transferring clerical functions to the bank, the firm may reduce its costs, improve 
internal control, and reduce the possibility of fraud. By getting cheques to banks on the day 
when they are written dropped or soon thereafter, the incidence of cheques getting dishonoured 
for insufficient funds in the drawers' accounts may be reduced.

Collection Time in the Banking System

We have made several references to the time required to collect a cheque through the banllcing 
system (HI in Figure 3.2) but we have made no proposals to shorten it. Let us look at the process 
of cutting down the collection time in the banking system.

Example: Suppose a customer in New Delhi, purchases electronics equipment from a firm 
in Mumbai, and remits a cheque drawn on a New Delhi Bank. TTie seller deposits the cheque in 
a bank in Mumbai, but the funds are not available for use until the cheque has been presented 
physically to the New Delhi bank, a process that depends on mail service between the two (bi ties 

■ and may take several days. A very extensive-clearing network has been established in Indiaj tfiat 

involves the commercial banks and the RBI. In the majority of cases, collection times have fc>een 
reduced to 2 days or less using the facilities of the direct interbank clearing. In the matter of 
cheque clearing the banks are the experts, and firms usually can rely on their banks to minimise 
the time requirements. Time . norms for outstation collections (clearing is basically a Local
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phenomenon) have been laid down by RBI, ranging from ten days from metm-to-metro Management of Receivables 
collections, to about 3 weeks in case of remote branches in the interior. Banks not staying within 
these parameters are likely to face RBI censure, or adverse comments from auditors.

3.19 Controlling Disbursements
Notes

Just as speeding up collections turns accounts receivable into cash as soon as possible, thereby
' reducing the firm's financing requirements, slowmg disbursements also has the same effect., 

1
There, we concluded that the proper policy was to pay within the terms agreed upon, and taking 
cash discounts when offered. We also concluded that there is no point in paying sooner than 
agreed. By waiting as long as possible, the firm maximises the extent to which accounts payable 
are used as a source of funds, a source which requires no interest payment.

Firms with expense-generating activities over, a .wide area often find it advantageous 
to make disbursements from a single central account. In that way, schedules can be tightly 
controlled and disbursements can be made on exactly the right day. An alternate arrangement 
is to disburse from decentralised locations, but to wire transfer the exact amount needed in each 
local account for all disbursements scheduled that day needs to be ascertamed accurately by 
the Finance Department at the Head Office.

Some firms find it advantageous to exploit the "cheque book float", which is the time 
between the writing of a cheque and its presentation for collection, represented by GD in 
Figure 3.2. If this lag can be exploited, it offsets at least partially the lag in the other direction 
in collecting cheques from customers (HI). Because of lag CD, a firm's balance on the bank's 

’'books is higher than in its own chequebook. Knowing this, a firm may be able to reduce 
its working cash requirements. Banks understand cheque book float also, and can be expected 
to set compensating balances and fees based on balances on their (the banks) books. If a firm 
exploits cheque book float too far, it increases the likelihood of cheques being dishonoured for 
insufficient funds and the accompanying displeasure of both bank and payee.

Determining the Appropriate Working Cash Balance
Let us assume the firm is now collecting, and disbursing its cash as efficiently as possible. Given 
its long-term financial structure and fixed assets, its total cash, position at any time is determined 
by its operating plan. If a firm's total cash is more than what it needs for operating purposes, it 
would be faced with a surplus working capital position. The Neptune Company projected a total 
cash balance as high as ? 4,89,000 in November. Should all these funds be kept in Neptune's 
current account? ' ’ . .

Since current accounts earn no interest, it is to Neptune's advantage to leave only the 
amount necessary to operate, and to invest the remainder temporarily in interest-bearing liqiud 
assets uritil needed.

Our problem, then, is to determine how much cash a firm should maintain in its current 
account as a working balance.

The working balance is maintained for transaction purposes like paying bills. If the firm 
maintains too small a working balance, it may run out of cash. It then must. liquidate marketable 

. , securities, if available, or borrow. Liquidating marketable securities and borrowing, both involve
transaction costs.

, If, on the other hand, the firm maintains too high a working balance, it foregoes the 
opportunity to earn interest on marketable securities, that is, it incurs what economists refer to 
as an'opportunity cost'. Thus, the answer we seek is the optimal working balance, rather than
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Management of Working Capital the minimum. Finding the optimum involves a trade-off of transaction costs against opportur ity

costs. If a firm tries to keep its working balances low, it will find itself selling securities (c xv<i 
later repurchasing securities) more often than if it aims at a higher level of working balances, 
that is, transaction costs fall as the working balance level rises. Opportunity costs, on the ot ner 
hand, rise as the level of working balances rises. There is one point where the sum of the t wo 
costs is at a minimum as shown in Figure 3.3. This is the optimal level of working balance t fiat . 
efficient management should try to find.

Notes

otal CoM
Minimum
c«i y \

Opportunity 
’ CmtCmt

Tromartlon Cmt
i
t» ^

Balnncf

Figure 3.3. Optimal Level of Working Balance

Compensating Balance Requirements
If a firm uses bank credit as a source of financing^ the question of the optimal current acco ant 
balance may have a simple answer: it may be dictated by its compensating balance requireme nts 
to compensate for various services such as processing cheques and standby commitments to lend.

In some cases, a firm may determine with very little analysis that its optimal working 
balance is below the bank's compensating balance requirement. In such cases, the latter figlare 

becomes the firm's minimum current account balance. In other cases, where the answer is not 
so clear or where compensating balances are not required, we must put pencil to papei 
determine the appropriate working balance.

to

CASELET: Coca-Cola Working Capital

Coco-Cola is a publicly held company that has reported profits over its lifespan. Althougn ' 
the company has reported losses in some years, this has not prevented the company fronri 
expanding. Every company has room for improvement and advancement within its respective 1 

market. The company has indicated profits over the last two years, 2008 and 2009. Using trite • • 
information provided by Coco-Cola's financial statements, certain recommendations can late 
presented to improve the company's operating cycle. [

Financial decision and operating cycle recommendations need to be considered • 
with great discussion and understanding. It is important to understand the impact theste ' 
recommendations will have on the organizations overall working capital. The working '
capital of a company is defined as the current assets minus liabilities; this "measures hojev; 
much in liquid assets a company has available to build its business" (N.A., 2010). Based < >ii.>' 
the financial statements and the figures calculated for Coca-Cola, the company has a got d 
working capital that allows it to improve operations and expand its business. The increaste 
in the accounts receivable period caused a slight increase on the accounts payable period. rv;
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3.20 Finding the Optimal Working Balance Managemen t of Receivables

Having done all we can to improve our collection and disbursement procedures, let us now take 
the pattern of receipts and disbursements as given. Over any time period, a firm's beginning and 
ending cash balances are related as follows:

Ending balance = Beginning balance + Receipts - Disbursement

If receipts and disbursements were constant each day, we would know with certainty the 
amount of each component daily and our problem would be simple. Since receipt always would 
exceed disbursements by the same amount, we could withdraw the ending balance each day and 
use it for other purposes. In practice, we have two problems: variability and uncertainty. In 
most firms, receipts and disbursements vary both over the month and over the year. Over 
a month, receipts and disbursements for current operating expenses are likely to show some 
variation, perhaps in a regular pattern. In seasonal firm, the amounts also will vary over the 
year. Less frequent outlays such as those for capital expenditure, taxes, and dividends, introduce 
still more variability. Some of this variability may be predictable, but some probably is not. Let 
us examine these two problems of variability and uncertainty separately.

Variability
Suppose both receipts and disbursements vary and are not synchronised, but the variations' 
are completely predictable. Determining the appropriate working balance in the face of non- 
synchronous but predictable cash flows is a problem of minimising total'costs. If we set the balance 
too low, we incur high transaction costs; one might say we make too many trips to the bank.

. If we set the balance too high, we lose too much interest on marketable securities.

The determination of the optimal working balance under conditions of certainty can be 
viewed as an inventory problem in which we balance the costs of too little cash (transaction 
costs) against the costs of too much cash (opportunity costs). If the cash shortage becomes 
severe enough, we may begin to forego cash discounts on purchases, adding another element 
of opportunity cost.

Formal models of the cash balance problem have been developed using inventory theory. 
Inputs to such a model are the total net cash outflow over the period of time in question, the 
transaction costs of replenishing the cash balance by selling securities or borrowing, and the 
interest rate that can be earned on securities. The answer given by the model tells us how often 
and in what amounts funds should be transferred to the checking account from other sources.

Uncertainty
Receipts and disbursements are very seldom completely predictable. If we go to the opposite 
extreme and assume receipts and disbursements, or the difference between them, to be completely 
random^ a different kind of model can be developed using the technique of control theory. In 
addition to information on transaction costs and interest rates on securities, we need a measure 
of the variability of net cash flows. Using these data, ive can determine the optimal maximum 
and minimum balances in the firm's checking account, denoted by levels X and Y in Figure 3.4

In Figure 6.4, the firm's working cash balance fluctuates randomly in response to random 
inflows and outflows. At time t, the balance reaches the lower control limit Y. At that point, 
(Y - b) value of marketable securities is sold . and the proceeds transferred to the working 
balance. Such a transaction brings the firm's working cash balance to the return point (R). The 

' balance continues to fluctuate, gradually rising to the maximum level X at t + 3. At this point.

Notes
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Management of Working Capital (X - a) amount of cash is invested in marketable securities and the firm's working cash bala "ice ,

comesdowntothelevel ofretum point.(R) again. Thecontro! limit model thus gives an ans’ vex*
in terms of maximum and minimum balances and provides a decision rule, rather than afixeci

• schedule of transfers as done in the simple inventory model. One of the important insights of
• the control limit model is that, where cash flows are uncertain, the greater the variability tlie 
higher the minimum balance (X in Figure 3.4).

Notes

Figure 3.4. Control Limits Approach to Determine the Working Cash Balance

Using Mathematical Models

Formal mathematical models such as those mentioned above are useful for increasing :>ur 
understanding of the cash management problem and providing insights and qualitative guidance. 
The models tell us which factors are important and make' the trade-offs explicit.

Are formal mathematical models also useful for quantitative applicafions? In practice, tine 
cashflow patterns of most firms are partly predictable and partly random. Neither the invent nry . 
model nor the control limit model is strictly applicable. By combining the insights from -formal 
models with the'techniques of cash budgeting and proforma analysis, many firms can arrive 
at'reasonable answers by experience and experiment. In deciding how far to go in analysixig 
the problem, we must consider the cost of the analysis. Except in the case of very.large firlms^ 
quantitative solutions to the cash balance problem using formal mathematical models are liliely 
to be uneconomical. Often, the cost of obtaining the necessary input data and operating tine 
model exceeds the savings over solutions that can be attained by experience and experiment. A.s 
always, we must keep an eye on the cost of our ^analytical techniques as well as on the benefits.
Planning Cash Requirement |

in most cases, to search for the optimal working cash balance probably overstates our capabilities; 
■we must be content to get reasonably close. Perhaps we should substitute the word "approprie te" ■ 
for "optimal."

The current account balance that the firm should maintain is the compensating balarice 
requirement or the optimal working balance, whichever is greater. Some firms, especially those 
with seasonal sales patterns, may find that the appropriate working balance varies somew biat 
over the year. As a firm grows, the appropriate working cash balance will also grow, althoi 
probably not proportionally.
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Once we have settled on the appropriate balance to be maintained in the current account, Management of Receivables 
we can integrate cash management into the financial planning process. The projected current 
account balance goes into the pro forma balance sheet. Any excess cash over that figure 
may then be invested in interest-bearing assets.

Investing Idle Cash

Cash in excess of requirements for working balances normally is invested in interest-bearing assets 
that can be converted readily into cash. A firm might hold excess cash for two principal reasons; 
first, the firm's working capital requirement may vary over the year, perhaps in a fairly predictable • 
manner if the variation is due' to recurring seasonal factors. From the pro forma balance sheet, 
it was apparent that excess cash would build up during seasonal lows in accounts receivable and 
inventory, and would be needed later to finance a re-expansion of receivables and inventory during 
the next seasonal high. We can view the excess cash as a part of the firm's transaction balances. Even 
though the cash is temporarily idle, there is a predictable requirement for it later. Second, excess cash 
may be held to cover unpredictable financing requirements. In a world of uncertainty, cash flows 
can never be predicted with complete accuracy. Competitors act, technology changes, products' 
fail, strikes occur, and economic conditions vary. On the positive side, attractive investment 
opportunities may suddenly appear. A firm may choose to hold excess cash to finance such 
needs if and when they occur. We noted earlier that cash held for such purposes is referred to as a 
precautionary balance and is usually invested in interest- bearing assets until needed.

An alternative exists to the holding of excess cash for either of the two purposes 
described-above. The firm can simply borrow short-term to finance variable requirements as 
they arise. Under such a policy, the firm would never hold excess cash. A firm's choice between 
short-term borrowings versus liquid assets as a means of financing variable requirements will 
depend on policy decisions with respect to the firm's long-term financial structure, particularly 

. the mix of short-term and long-term funds. We will discuss overall financial structure and the 
relationship between maturity structure and liquidity later. Here, we take as given the long
term structure and the amount available for investment in interest-bearing assets.

' Investment Criteria

A firm might invest excess cash in many types of interest-bearing assets. To choose among the 
alternatives, we must establish criteria based ,on our reasons for investing excess cash in the first ' 
place. We are investing either temporary transaction balances or precautionary balance or both.
When we need the cash, we want to be able to obtain it - all of it - quickly. Given these 
objectives, we can rule out equity shares and other investments with returns that are not 
contractual and with prices that often vary widely. Debt securities, with a contractual obligation 
to pay, are our best candidates. In selecting among debt securities, there are three principal 
characteristics we should examine: default risk, maturity and marketability.’

Default risk refers to the possibility that interest or principal might not be paid on time 
and in the amount promised. If the financial markets suddenly perceive a significant risk of 
default on a particular security, the price of such a security is likely to fall substantially, even 
though default may not have actually occurred. Investors in general are averse to risk, and the 

• possibility of default i? sufficient to depress the price. Given our purposes in investing excess 
cash, we want to steer clear of securities that stand any significant chance of defaulting. In ah 
uncertain world, although there is no guarantee against the default risk/- still there are securities 

. available with sufficiently low, almost negligible, default risk. In selecting securities, we must

Notes
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Management of Working Capital keep in mind that risk and return are related, and that low-risk securities provide the lowest
returns. We must give up some return in order to purchase safety.

Maturity refers to the time period Over which interest and principal payments are to t>e 
made. A 0-year bond might promise interest semiannually and principal at the end of itie 
twentieth year. A 6-month bank certificate of deposit would prdmise interest and principa 
the end of the sixth month.

The prices of fixed-income securities vary with the interest rates. A rise in market rates 
produces a fall in price, and vice versa. Because of this relationship, in addition to defaxalt 
risk, debt securities are subject to a second type of risk - interest rate risk. A government bo id, 
though free of default risk, is, not immune to interest rate risk. The longer the maturity c £ a 
security, the more sensitive its price is to interest rate changes and the greater its exposure is to 
interest rate risk. For this reason, short maturities are generally best for investing excess casli.

Marketability refers to the ease with which an asset can be converted into cash. Witli 
reference to financial assets, the terms 'marketability' and 'liquidity' are often used interchangeal ►ly. 
Marketability has two principal dimensions-price and time - that are interrelated. If an asset 
can be sold quickly in large amounts at a price that can be determined in advance within narr i-w 
limits, the asset is said to be highly marketable or highly liquid. Perhaps the most liquid of all 
financial assets are Treasury Bills. On the other hand, if the price that can be realised deper ids 
significantly on the time available to sell the asset, the asset is said to have low liquid 
The more independent the price is of time, the more liquid the asset. Besides price and time, a 
third attribute of marketability is low transaction costs.

Notes at

±y.

Yields

All the characteristics we discussed above1 - default risk, maturity, and marketability - affect 
yield. In general, lower the default risk and better the marketability, lower the yield. Securities 
with these desirable characteristics have higher prices, and since price and yield are invers aly 
related lower yields.

The relationship between maturity and yields is more complex and changes over time. 
On an average, short maturity securities yield less, other factors being equal, because tl ey 
are subject to less interest rate risk. Rates oh short maturities, however, are more vola rile 
than those on longer maturities, and at times exceed the latter.

At any point in time, rates on the major types of money-market securities discussed above 
are fairly close to one another. For equal maturities, the differentials usually are small and are 
due" to small differences in default risk and marketability. Over time, the entire structure, of ' 
short-term rates varies significantly.Such variations are related to the business and monetary 
cycles, the demand for funds by individuals and firms, and the credit policies of the RBI.

CASE STUDY: Cytec Industries
Cytec Industries Inc. is a global specialty chemicals and Materials Company focused o 
developing, manufacturing and selling value-added products. Its products serve a diverge 
range of end markets including aerospace, adhesive, automotive and industrial coating 
chemical intermediates, inks, mining and plastics. Headquartered in New Jersey, Cytec ha S 
operations in more than 35 countries. r

n'.

r: '
5,

Funding Future Growth

In the second half of 2008, Cytec foresaw a strong downward trend in the economy and itS' 
business activity. Cytec's businesses tend to be cyclical, although not all fit in the same pai t
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Management of Receivablesof the economic cycle. Senior management knew that focusing on cash would be critical to 
riding out the coming downturn and positioning the company for an eventual recovery. 
The market having reduced its share price; Cytec needed to amend its bank facility covenants 
and wanted to take the proactive step of refinancing senior debt due in 2010 by the end of the 
third quarter of 2009. So the pressure was on to demonstrate to the capital markets that Cytec 
could continue to generate cash through the downturn in the business cycle.

Cytec's working capital levels had been increasing year-over-year as a result of growth 
and acquisitions. The company compared poorly to the industry peer group. Cytec's own 
analysis showed excess working capital of more than $200 million. When markets were 
strong, the focus had been on earnings rather than the balance sheet. Understanding the 
downward trend in the business cycle, the company's management team realized that better 
working capital management would be the most effective lever to boost cash generation.

"We recognized the opportunity to tap excess working capital to invest in the businesses 
that will shape our future," says David DrilJock, Cytec's vice president and Chief Financial 
Officer. "When the economy began to deteriorate in 2008, we decided to accelerate this effort."

Furthermore, to sustain the changes, Cytec would need better metrics and reporting 
capabilities. Importantly, it would need to change its culture, effectively embedding a focus 
on working capital into decision-making throughout the organization. "We want our people
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to understand how their day-to-day activities affect working capital," says Scott Hain, Vice 
President, Global Supply Chain, Cytec Specialty Chemicals. "Anytime an individual makes 
a decision, he or she should ask, 'What impact will this have on working capital?'"Charting 
the Course for Improvement :

To help the company formulate a plan for accelerating working capital improvements 
without negatively affecting customer service, Cytec sought assistance from REL. "Just 
about anyone can take steps to address working capital, but we wanted to make sure our 
results were sustainable," notes Driilock. "We wanted a partner who understands this and 
working capital is REL's business."

Partnering with the Cytec team, REL outlined a clear, detailed, practical path for 
analyzing and addressing several key functional areas that affect working capital, with project 
teams assigned to each area. Over a six-week period, team members examined a sample of
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Management of Working Capital Cytec's operating locations on two continents, conducted in-depth interviews witf\ 
frontline personnel and analyzed transaction-level activities to identify potential drivers 
of increased working capital. A key component of REL's analysis involved a nine-box 
segmentation model, used to differentiate products, suppliers and customers according to ke ^ 
attributes. "The nine-box segmentation model was crucial to the success of this project,jl 
says Cytec Specialty Chemicals Controller Duncan Taylor. "It's a simple model, but it reall; r 
changed the focus for us by providing the quantitative basis for segmentation."

Based on its analysis, REL estimated that Cytec could exceed its working capital 
improvement goal by:

• Standardizing collections processes across geographies and units, developing
differentiated credit and collection policies based on customer characteristics 
and implementing an escalation process to avoid overdue receivables. j

• Updating inventory parameters and creating a tool for making intelligent trade
offs between cost and service levels for different categories of products.

• Negotiating improved payment terms with key suppliers and implementing a 
payment clock to ensure bills were not paid before they were due.

"We knew that we were on the right' track," says Hain, "but the analysi 
provided the evidence and specificity that enabled us to refocus priorities across function^ 
and gain support for moving forward." Together, REL and Cytec used the findings t‘ 
create a comprehensive business case for process changes that helped obtain buy-in fro 
senior leaders as well as operational teams.

Notes

L
1

Building a Cash Culture.

.Just a few months into the implementation process, Cytec executives observed their owrk 
•people "talking" the new concepts and applying them with discipline in their day-to-daj^ 
activities. "We were able to generate some quick wins, particularly in the payables and 
receivables area," says Hain. "Once people saw the successes, everyone wanted to be 
involved." Taylor credits the project with helping the company's culture evolve. "This 
project, for example, brought new exposure to the credit group and emphasized the 
importance of its role in facilitating collections rather than just managing credit risk. In th4 
process, the group became," he comments. j

Guided by REL's project management approach, which included frequent status reviews 
and strong coordination between multinational teams, Cytec initiated a five-month effort 
to implement the recommended process changes in its Specialty Chemicals business unit[ 
Implementation in its Engineered Materials unit began several months later. Cytec teami 
participated actively in the process and in REL-led workshops, in effect becoming subject 
matter experts' who now apply the tools and best practices to accelerate and • sustain the 
benefits. "We were impressed with how REL explained the various concepts involved, witn. 
its emphasis on knowledge transfer, and with its collaborative, team-oriented approach," says 
Taylor. "REL involved Cytec in every aspect of the effort, rather than doing 
with Cytec personnel watching."

REL also helped Cytec define the operational metrics and key performance indicator: 
that it is using to measure these processes going forward, using Cytec's data warehouse 
to produce reports that provide greater performance insight for the three key'process area: 
addressed. "If you change the way you look at things, then those things will change,' 
Drillock notes.' "We had all of this information before, but we weren't able to get to ii 
.efficiently and present it in the right way."

rythin^eve

"158 Self Learning Material



Management of ReceivablesStrong sponsorship and visible leadership support were instrumental in helping Cytec 
move quickly to address its goal. Leaders communicated its progress and successes widely 
and reorganized regular departmental and management meetings to focus on the metrics 
that drive working capital. In addition, the company adapted its incentive compensation 
structure at all levels to reward individuals for achieving company-wide working capital goals.

Before'the analysis, Cytec's management expected that the main working capital benefits 
would come from inventory reduction. In fact, the analysis showed that there were greater 
near-term improvements available in payables and receivables. These quick wins improved 
the overall cash flow of the project and help fund the longer-term inventory work stream.

Notes

Surpassed Expectations, Sustainable Processes
Less than a year after it began incorporating REL's recommendations, Cytec surpassed its 
own working capital reduction goals through a combination of changes to its receivables, 
inventory management and payables processes. This has occurred even as the company 
continues to roll out the changes to other regions of the world. Within each process area, 
Cytec made significant progress against its key metrics. For example, it realized reductions 
in days inventory on hand, day's sales outstanding and days to pay. Most importantly, by 
turning working capital into cash, Cytec remained focused on its future vision for growth 
and was able to continue investing in the businesses that are critical to that vision, even 
through a challenging economic environment. Simply put/ the new management processes 
give the company a .co'mpetitive edge.

Question

Write down the short note on the above case.

Sourer http://www.thehnckettgroup.cofn

3.21 Role of Factoring in Receivables Management

The credit management normally gives rise to two difficult problems:

1. Problem of raising funds to finance and receivables, and

2. Problems relating to collection defaults and delays.
Particularly in case of firms having large number of customers buying on credit, lot of time 

and efforts are to be spent on receivables management. In such cases, the firm can assign its 
credit management and collection to specialized organizations called factoring organizations. 
These agencies manage, finance and collect .the receivables of the firms. They are called 
factoring organizations, which are very popular in advanced countries like USA and U.K.

* Factoring is the purchase of accounts receivables at a discount in order that the supplier/ 
creditor can receive their cash straight away. A business will consider factoring receivables 
when facing a period of cash flow problems. .

The factor purchases the client's debtors and in relation thereto, controls the credit extended 
to the customer and administers the sales ledger. The agreement between the firm and factor 
specifies the factoring procedure. Usually, the firm sends the customer's order to the factor for 
evaluation purpose. The factor evaluates the customer's credit worthiness and if satisfies, agrees 
to buy the receivables. After receiving the approval, the firm sells the goods to the customer. 
The customer is informed that his account is sold to the factor and instructs him to pay the dues. 
When receivables are sold to a factor any bad debts loss should be protected by the factor.

Factoring plays a very important role in receivables management since:
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Management of Working Capital 1. Factoring is one of the quickest way to produce a cash inflow into a business.
2. Administrative costs to the business are reduced as all collections activity is underta <er\ 

by the factoring company.
3. Time costs are reduced in sales transaction and invoice.processing. The invoice is produt ed, 

factored and filed. All other activities are carried out by the factoring company.

4. The business no longer carries the risk of bad debts and defaulting debtors. The factoring 
company carries this burden.

5. The company does not have to fall out with any customers over unpaid bills! As far as tire 
company is concerned, they have been paid. (It is worth noting that a future invoice i nay 
not be considered for factoring if a debtor defaults).

6. Having access to the. factoring company for credit checking of customers enables tine 
supplying company to make good credit decisions on more customers.

7. Factoring does not create any balance sheet liabilities so it does not offend inves rot's 
. and other business stakeholders.

8. It is an inexpensive way of providing working capital to the business without high inte rest 
rates being charged.

9. Many businesses who are unable to raise finance in the normal manner,.because of p oor 
credit history, can still raise money through factoring schemes as the credit rating 
matters is that of their customers.

10. Factoring is a method of financing available to organizations that are considered as high rislc.

Notes

Meaning of Factoring

Factoring may broadly be defined as the relationship, created an agreement, between the seller* 
of goods/services and a financial institution called the factor, whereby the later purchases ‘ 
the receivables of the former and also controls and administers the receivables of the font er*.

Factoring may also be defined as a continuous relationship between financial institution (tlie 
factor) and a business concern selling goods and/or providing service (the client) to a.bade 
customer on an open account basis, whereby the factor purchases the client's book debts (accc -unt 
receivables) with or without recourse to the client - thereby controlling the credit extended to 
the customer and also undertaking to administer the sales ledgers relevant to the transactic n.

The term "factoring" has been defined in various .countries in different ways due to 
non- availability of any uniform codified law. The study group appointed by International 
Institute for the Unification of Private Law (UNIDROIT), Rome during 1988 fecommendet L, in ' 
simple words, the definition of factoring as under:

"Factoring means and arrangement between a factor and his client which includes at 1 east 
two of the following services to be provided by the factor:

• Finance
• Maintenance of accounts
• Collection of debts

• Protection against credit risks".'.
The above definition, however, applies only to factoring in relation to supply of gc ods * * ^ 

and services in respect of the following:
* t

1. To trade or professional debtors . “ . 1
2. Across national boundaries . - '

3. ’ When notice of assignment has been given to the debtors.
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The development of factoring concept in various developed countries of the world has led Management of Receivables 
to some consensus towards defining the term. Factoring can broadly be defined as an arrangement 
in which receivables arising out of sale of goods/services are sold to the "factor" as a result 
of which the title to the goods/services represented by the said receivables passes on to the 
factor. Hence the factor becomes responsible for all credit control, sales accounting and debt 
collection from the buyer(s). .

Banks have been given more freedom of borrowing and lending both internally and 
externally, and facilitated the free functioning of the banks in lending and investment 
operations. From

1994 banks are allowed to enter directly leasing, hire purchasing and factoring services, 
instead through their subsidiaries. In other 'words. Banks are free to enter or exit in any field 
depending on their profitability, but subject to some RBI guidelines. •

Banks provide working capital finance through financing receivables. A "Factor" is a 
financial institution, which renders services relating to the management and financing of sundry 

, debtors that arises from credit sales. Factoring is a popular mechanism of managing, financing 
t and collecting receivables in developed countries like USA and UK, and it has spread over to a 

number of countries in recent past including India. In India, factoring service started in April 
i994, after setting up of subsidiaries. It is yet at the formative stage. In India; there are 

only four public sector banks that offer factoring related service in the respective regions of the 
country (authorized by RBI) viz., State Bank of India {subsidiary State Bank of India Factoring 
and Commercial Services Limited), Canara Bank (Canara Bank Factoring Limited), Allahabad 

• Bank and Punjab National Bank to cater to the needs of the Western, Southern, Eastern and 
Northern regions, respectively.

Factoring is a financial service designed to help firms to arrange their receivable better.
Under a typical factoring arrangement a factor collects the accounts on due dates, effects payments 
to the firm on these dates and also assumes the credit risks associated with the collection of 
the accounts.

Notes

Advantages
The following advantages relating to the facility of factor:

1. Factor ensures certain pattern of cash-in-flows from credit sales.

2. Elimination of debt collection' department, if it is continuous goes factoring.

Limitations

Apart from the services observe by factor, the arrangement suffers from some limitations:

1. Services would be provided on selective accounts basis and not for all accounts (debts). .
2. The cost of factoring is higher and compared to other sources of short-term working
, capital finance. .
3. Factoring of debt may be perceived as an indication of financial weakness.

4. Reduces future sales due to strict collection policy of factor.

Features of Factoring

The following are the salient features of the factoring arrangement:

1. Factor selects the accounts of the receivables of his client and set up a credit limit, for each 
account of receivables depending on safety, financial stability and credit worthiness.

2. The factor takes the responsibility for collecting the accounts receivables selected by it.

Self Learning Material 161'



:edManagement of Working Capital 3. Factor advances money to the client against selected accounts that may be not-yetcollec
and not-yet-due debts. Generally the amount of money as advances to 70 per cent to 80 ^>er 
cent of the amount of the bills (debt). But factor charges interest on advances, that usu« illy 
is equal to or slight higher than the landing rate of commercial banks. .

Factoring differs from a bank loan in three main ways.
1. The emphasis is on the value of the receivables (essentially a financial asset), not the fir art's 

credit worthiness.

Notes

2. Factoring is not a loan - it is the purchase of a financial asset (the receivable).

3. A bank loan involves two parties whereas factoring involves three.
The use of factoring to obtain the cash needed to accommodate the firm's immediate c astt 

needs will allow the firm to maintain a smaller ongoing cash balance. By reducing the size of its 
cash balances, more money is made available for investment in the firm's growth. A company s ells 
its invoices at a discount to their face value when it calculates that it will be better effusing tine 
proceeds to bolster its own growth than it would be by effectively functioning as its "custom ar's 
bank." Accordingly, factoring occurs when the rate of return on the proceeds invested in production 
exceed the costs associated with factoring the receivables. Therefore, the trade off between tine 
return the firm earns on investment in production and the cost of utilizing a factor is crucia L in 
determining both the extent factoring is used and the quantity of cash the firm holds on hanc l.

Many businesses have cash flow that varies. A business might have a relatively large casln 
flow in one period, and might have a relatively small cash flow in another period. Because of 
this, firms find it necessary to both maintain a cash balance on hand, and to use such method s 
as Factoring, in order to enable them to cover their short-term cash needs in those periods in 
which these needs exceed the cash flow. Each business must then decide how much it wc ntrs 
to depend on factoring to cover short falls in cash, and how large a cash balance it want > to 
maintain in order to ensure it has enough cash on hand during periods of low cash flow.

Generally, the variability in the cash flow will determine the size of the .cash balanc e a 
business will tend to hold as well as the extent it may have . to depend on such financial 
mechanisms as factoring.

HiCASE STUDY : Yahoo. Products Limited
5yYahoo. Products Limited manufactures a special variety of industrial which are used 

other manufacturing units to produce shoes and chappals. The market for the company-'s 
product comprises a few large public limited companies and a number of small units na.r* 
as proprietary or partnership concerns. The sales had in the past proved to be seasonal, witfi 
peak sales being recorded in the period January to July (year). j

One year back, the company had expanded its production capacity form 4,000 to 9,000 MT 
per annum. However, the actual production in the financial year just ended was restricted to 6,000 
MT, mainly on account of lack of orders. The cost statement for the year indicated the following;: 

?/MT ■

Raw Materials (V)

Direct Labour and Supervision (F)

Indirect Materials, Fuel, etc. (F)
Depreciation, Insurance, etc. (F)

Factory Cost of Production 
Administration, Selling and Interest Charges (F)

Selling Price per MT 7,000 (exclusive of all discounts, allowance for freight, etc.) --- -

2,500
800
500
2,700
6,500
500
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Management of ReceivablesDr. Bhatt the Director was not satisfied by the under utilization of installed capacity 
and its effect on the profitability of the company. He called his senior managers to discuss 
the situation and means of improving the profitability of the concern. The Sales Manager, on 
whom the pressure was tried to described the limitation of sales to be the stringent credit policy 
pursued by the company. He argued that under the strict norms for grant of credit followed 
by the company, only the larger public limited companies among the customers were on 
the approved credit list of the company and the smaller customers were put on the cash 
and carry list. This, he maintained, led to overdependence on the larger customers and an 
almost complete neglect of a section of the market consisting of the small manufacturers, 
who were cultivated by the competition by offering them attractive discounts. In fact, the 
smaUer manufacturers came to his company, only if, the market was starved of the product. 
The Sales Manager pleaded for a more liberal credit policy which would also help increase 
the sales volume. He ruled out the possibility of procuring additional volume of business 
from the big customers who had already evolved a scheme sharing out their business among 
the 'different suppliers. Any attempt to obtain more business by offering discounts to the 
bigger firms, the sales manager argued, will only lead to a retaliatory action by competitors 
and ultimately escalate into a price war which will only prove disastrous for the company. 
On the other hand, granting credit to the smaller customer will bring the company's policy 
in line with competitors and will actually stimulate growth in the consuming industry with 
beneficial effects to the company.

Dr. Bhatt obviously undecided about the wisdom of extending credit to the smaller 
customers to boost sales volume, called for a detailed note from both the Sales Manager 
and the Credit Manager. He, However, pointed out that any such change of credit policy, 
even if approved, would bring in results only in long run while there was an immediate 
need to boost sales. The Sales Manager, at this point, conveyed to Dr. Bhatt, an offer he had 
just received from the Shoe Manager. An offer he had just received from the Shoe Plast 
Limited, one of the larger public limited company. The controller referred to the substantial 
investment in receivables that this transaction would entail and reckoning interest at 18 
percent per annum which was the rate the company was paying to its bankers; he argued that 
this transaction would involve an interest burden of ? 1,64,250 whereas the profits from the 
transaction would only be 7 90,000. As such the offer was wholly unattractive. Shoe Plast 
Limited would pay for these additional supplies to be effected in the next three months, in 
the seventh month from date. It was, however, unwilling to pay an interest on the extended 
credit term. The Sales Manager pointed out that Shoe Plast Limited ranked high in the 
ratings by the Credit Department and therefore, there should be no hesitation in accepting 
this offer for additional business.

The customer company wads carrying out dn expansion scheme at that time using partly 
its current resources to finance the same and was, therefore, finding itself in a difficult liquid 
situation. It, however, expected this to be only temporary and anticipated that the position 
would improve considerably after six months. Shoe Plast Limited had made an offer to 
take 100 MT additional each month in the next three months over and above the regular 
offtake, if Plastic Products Limited agreed to give special credit terms. The Credit Manager, 
intervening at this stage, pointed to the high rate of mortality among the smaller firms. He 
read out a long list of the smaller firms in the industry which had closed their creditors in 
the last few years. He points out with pride the excellent record of the company in the matter

Notes
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Management of Working Capital of credit management and to the fact that the company has had no incidence of bad debts xit 
the last smaller manufacturers. He further argued that the company would be taking grave 
risk if it chose to adopt such a policy, as it would lead to bad debts. About 6 per cent ea cti 
year, which he was quick to point out, was about the profit margin company appears to have 
from its products.

Questions *

1. What consideration he should take into account, while revising the credit policy oar'a- 
company?

2. Advice Dr. Bhatt how he should deal with the circumstances.

3. Define factoring. Briefly discuss the services provided by a factor.

4. .What are the various types of factoring?

5. Distinguish between factoring and bill financing.

6. Briefly discuss the appraisal technique followed by a factor.

7. What are the benefits, limitations and constraints of factoring in India?

8. Write a short note on international factoring.

Notes

Source: Sudhindra Bhnt, Financial Management - Principles and Practice, Excel Books

3.22 Summary
Receivables mean the book debts or debtors and .these arise, if the goods are sold on credit. 
Debtors form about 30% of current assets in India. Debt involves an element of risk and t>ad 
debts also. Hence, it calls for careful analysis and proper management. The goal of receivables • 
management is to maximize the value of the firm by achieving a tradeoff between risk and 
profitability. The optimum investment in receivables will be at a level where there is a trade-off 
between costs and profitability. When the firm resorts to a liberal credit policy, the profitab ility 
of the firm increases on account of higher sales. However, such a policy results in incre;ised 
investment in receivables, increased chances of bad debts and more collection costs. .

The levels of. three kinds of inventories for a firm depend on the nature of its business. F: rms 
also maintain a fourth kind of inventory, supplies or stores and spares. Supplies include o Pfice 
and plant maintenance materials like soap, brooms, oil, fuel, light bulbs, etc. These materials do 
not directly enter production, but are necessary for production process. Usually, these supplies 
are small part of the total inventory and do not involve significant investment. Because of hxxge 
investment involves in inventory many organizations give special emphasis to the manager ner\t 
of inventory. The finance manager is to maintain the inventory and acquire the benefit of holding 
theinventory. In order to manage the inventory efficiently, a large number of technique are b sing 
employed.

P *

Risks are usually defined by the adverse impact on profitability of several distinct 
sources of uncertainty. Risk Management is a discipline at the core of every financial institc tion 
and encompasses all the activities that affect its risk profile. A risk management framevz-orlc 
encompasses the scope of risks to be managed, the process/ systems and procedures to maria.ge 
risk and the roles and responsibilities of individuals involved in risk management. Credit risi< 
arises from the potential that an obligor is either unwilling to perform on an obligation (>i* its 
ability to perform such obligation is impaired resulting in economic loss to the bank. Credit rislc 
can be segmented into two major segments viz. intrinsic and portfolio (or concentration) credit 
risks. Credit Risk Management covers the decision-making process, before the credit decision is
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made, and the follow-up of credit commitments, plus all monitoring and reporting processes. Management of Receivables

Credit Audit is conduced on site, i.e. at the branch that has appraised the advance and 
where the main operative limits are made available. However, it is not required to risk borrowers' 
factory/office premises. Banks are increasingly facing credit risk (or counterparty risk) in 
various financial instruments other than loans, including acceptances, interbank transactions, trade 
financing, foreign exchange transactions, financial futures, swaps, bonds, equities, options, and 
in the extension of commitments and guarantees, and the settlement of transactions. There are 
three basic approaches to credit risk measurement at individual loan intrinsic level that are 
used for various types of loans such as commercial loans, project and infrastructure finance, 
consumer and retail loans.

Steps to improve the* efficiency of collection and disbursement must focus on the cash 
cycle of the firm. Concentration accounts can be used to reduce the requirement for working 
balances. Collection time can be reduced by the use of a lock-box system. Disbursements should 
be made within credit term but no sooner than required. A working cash balance is required 
for various business purposes so its adequacy is very important for the business.

Determination of the optimal level of working cash balance is a sine qua non for efficient 
business operations. In some cases, bank compensating balance requirements may determine 
the minimum working balance. Where this is not the case, finding the optimal balance involves 
a trade-off between transaction costs (high for low working balances) and opportunity costs 
(high for high working balances). By combining the qualitative insights from theoretical 
models with techniques such as cash budgeting and proforma analysis most firms can arrive 
at reasonable answers with some experimentation. Firms hold liquid assets over and above 

. working-balance requirements for two main reasons: as temporarily idle transaction balances 
to meet the transaction requirements and as precautionary balances. Vehicles for investing 
such cash reserves should be evaluated on the basis of default risk. Maturity, marketability and 
yields on such short-term money-market instruments vary over the business cycle and tend 
to average slightly less than those of longer-maturity issues.

Factoring can broadly be defined as an arrangement in which receivables arising out of 
sale of goods/ services are sold to the "factor" as a result of which the title to the goods/ services 
represented by the said receivables passes on to the factor. Factor selects the accounts of the 
receivables of his client and set up a credit limit, for each account of receivables depending on 
safety, financial stability and credit worthiness. Factoring is the purchase of accounts receivables 
at a discount in order that the supplier/ creditor can receive their cash straight away. A business 
will consider factoring receivables when facing a period of cash flow problems.

Notes

3.23 Glossary
• Expected losses: Expected losses’ are those that the bank knows with reasonable 

certainty will occur and are typically reserved for in some manner.

• Liquidity Risk: Liquidity risk is defined as the possibility that the bank Would not 
be able to meet the commitments in the form of cash outflows with the available 
cash inflows.

• ^Operational Risk: Operational risk is emerging as one of the important risks financial 
institutions worldwide are concerned with.

• Risks: Risks are usually defined by the adverse impact on profitability of several distinct 
sources of uncertainty.
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• Managing working capital: Managing working capital means controlling the collection, 
disbursement, and investment of cash. When it comes to managing working capital, 
time is money.

• Marketability: Marketability refers to the ease with which an asset can be converted 
into cash.

• Maturity: Maturity refers to the time period over which interest and prim ip>al 
payments are to be made.

Management ofWorking Capital

Notes

3.24 Review Questions
1. Explain receivable management.

2. Describe the nature of receivable. .

3. What are the objectives of Receivable Management?
4. Explain the factors affecting the size of receivables.

5. What is the optimum size of receivables?

6. Describe the costs of maintaining receivables.

7. Explain the role played by various credit policy variables.

8. Write short notes on the following:

(i) raw materials (ii) work-in-process (iii) finished goods.
9. Write a note on the cash and benefit associated with receivables management.

10. What are the firms credit standard? ,
11. Discuss the credit evaluation of customer.

12. What are the benefits of receivable management?

13. What is risk? Discuss risk management. . • _

14. Write down the functions of risk management.

15. What are the various categories of risk?

16. Describe credit risk.

17. What are the tools of credit risk management?

18. What are the principles for the management of credit risk?

19. What are the advantages of concentration banking?

20. Suppose a firm's cash inflows and outflows are completely random. What approach r vigjlit: 
. a firm use to set its minimum working balance?

21. Why might a firm have idle cash?
.22. What are the salient features of the factoring arrangement?

23. Briefly explain the role of factoring in receivables management.

3.25 Further Readings
• Bajaj, Tuli and Srivastava, Retail Management, New Delhi: Oxford University Pre: s
• Gibson G. Vedamani, Retail Management, Mumbai: Jaico Publishing House

• Lewisoh, D. M. and Delozier, W. M., Retailing, Columbus: Merrill Publishing Co.

• http://www.iilm.edu/iilm-online/retail-management.html http://books.google.< o.in/
- books?isbn=8174465480

• http://www.prenhall.eom/marketing/armstrong/38187_01_pl-33.p
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Management of InventoryUNIT-4

MANAGEMENT OF INVENTORY
Notes

(Structure)

4.1 Learning Objectives

4.2 Introduction

4.3 Tools and Techniques of Inventory Management -

4.4 Inventory Control Models ,

4.5 Valuation of Inventories

4.6 Inventory Management and Cash Flow Timeline

4.7 Capital Investment Process . ■ '

4.8 Working Capital Decisions vs Capital Investment Decisions
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4.1 Learning Objectives
After studying the chapter, students will be able to:

• Identify the tools and techniques of inventory management;

•' • Discuss the inventory control models;

• Explain the valuation of inventories;

• Discuss the inventory management and cash flow timeline;

• Know the capital investment process;

• Discuss Working capital decisions vs capital investment decisions;
• Identify the role of working capital in the investment process; *

• Explain working capital and marketable securities;

• Discuss working capital and investment: The theoretical perspective.

Iv

4.2 Introduction
Inventory management is concerned with keeping enough product on hand to avoid running out 
while at the same time maintaining a small enough inventory balance to allow for a reasonable 
return on -investment. Proper inventory management is important to the financial health of the 
corporation; being out of stock forces customers to turn to competitors or results in a loss of sales.
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Management of Working Gipita/Excessive level of inventory, however, results in large inventory carrying costs, including the cpst
of the capital tied up in inventory warehouse, fees, insurance etc.

If product demand is greater than expected, inventory can be depleted without losixig 
• sales until production can be stepped up enough to select the unexpected demand. However, 

inventory is difficult to manage because it crosses so many lines of responsibility. The purchasir»g 
manager is responsible for uninterrupted production and wants to have enough raw materials ajnci 
work-in process inventory on hand to avoid disruption in the production process. The marketing 
manager is responsible for selling the product and wants to minimize the chances of running (tixt 
of inventory. The financial mana'ger is concerned about achieving an appropriate overall rate o£ 
return. Funds invested in inventory are idle and do not earn a return.

Poor inventory management results in an illiquid corporation - one that must the tumo’ rer 
of the inventory releases cash in a timely manner, and this cash flow is then used to make paym ;iit 
on payables as they come due.

For investment firms rely to a large extent on internal finance especially those firms Fox 
which external finance is either too expensive or just not available. By retaining cash flows, fir ms 
accumulate the financial funds needed for investment. A considerable share of the financial ass ets 
that firms hold takes the form of so called wbrking capital, which consists of short-term assets 
and short term liabilities. Working capital is needed for the day-ttf-day financial operation of JKe 
firm and as such is an important indicator of the liquidity of the firm.

Notes

4.3 Tools and Techniques of Inventory Management
The responsibility for inventor)' management is not wholly assignable to any one group of people, 
any one department or any one function. In plants with a store department or section, the inventc>xy 
management function is more or less centralized. But the constant flow of material into stores 
and then into production and out again making inventory management a joint responsibility of 
many departments.- Purchasing naturally has a vested interest in inventories, even to the ext amt 
that the purchasing and stores functions are often combined. Production could look after wpxlc 
in progress, no other arrangement would be satisfactory. Quality control is concerned with tlie 
condition of incoming materials, since all purchased items must meet quality specifications. 
Where there are much sections, traffic and receiving play an important inventory control role. Ttie 
economic importance of inventories causes more than a passing interest on the part of accounting 
and finance. The fact that parts and materials must be moved from one plant location to anotixex 

to be properly utilized brings in the material handling function into play, both to exercise control 
and to physically move parts and material.

With so many people from so many different plants areas exercising direct and indii ect 
control over inventories, it is essential that the right hand always know that the left hand is doi ng. 
This requires continuous communication, which, in turn, requires standard procedures forms e nd 
other management devices. All these are essential to inventory management. These problems axe 
eased somewhat in plants that use data processing systems inventory accounting but they are lot 
eliminated. The complexity of any inventory management system is directly proportional to tine 
number of items carried in stock and the number of interdepartmental transactions necessary to 
keep track of material movement and disposition.

The ultimate goal of an inventory management programme is to provide maximum custor nex 
service at a minimum cost
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For determining material requirements,, the methods used are: Management of Inventory

Explosion Process

In many manufacturing organizations, production requirements are based directly on the sales 
forecast. For each of its products, the company prepares a bill of materials - a list of the parts 
needed for various products. To determine overall material requirements, each sub-assembly or 
part on the bill of materials is extended or multiplied by .the planned number of finished products. 
This yields the total requirement for each time listed.

The explosion process is greatly simplified if electronics data-processing equipment is 
available. After the production level is set, cards are punched to initiate a manufacturing order 
for each product. It is possible to obtain,' in very short-order, cards representing each -part or 
sub-assembly •' ' '

Past-usage Methods

The other method used for determining production requirements relies on past usage/rather 
than on the sales forecast. If a certain item, was used at a rate of 100 units per month during the 
past year - or during some other representative period - it is likely to be used at the same rate 
in future. If the production rate is expected to be higher or lower than in the past period, the 
past usage figure may be altered accordingly by an application of a factor that represents the 
anticipated percentage of change.

In general, the past-usage method is not as accurate as the explosion method. Changes 
in product mix or product design may adversely affect the results of the past usage method. In 
addition, it does not sufficient account of shifting production levels:

Value-volume Analysis

Many firms use the value-volume analysis to determine which inventory accounts should be 
controlled by the explosion method and which should be controlled by the past-usage method. 

' In value-volume analysis the number of each item used in the past year is multiplied by its unit 
to find the find the annual activity for the item. In most cases, the volume analysis reveals that 
a relatively small percentage of the items in inventory accounts fona large percentage, of annual 
activity. Typically, most of the cost of inventory is concentrated in a few high activity inventory 
accounts.

Notes

This is an important concept, because those items with a high level of activity must be more 
closely controlled than the ones with relatively low activity levels. Their requirements must be 
determined by the more accurate explosion process while requirements for the low activity items 
can be determined by the less accurate and less costly past-usage method. The high activity items 
are generally few in number but they represent most of the activity; they are the ones, therefore, 
that most directly affect inventory values. These items should be ordered and to increase the 
turnover rate. Since expediting expense, if necessary, is usually justified, lead times should be 
controlled by the most effective recording systems.

ABC Approach

One of the most widely recognized concepts of inventory management is refereed to as ABC 
inventory control. The traditional allocation of large indirect and overhead costs became less 
accurate as the difference in the consumption of resources by products and services increased.
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Management of Working CapitalThe ABC approach rather than allocating costs to individual units, identifies the activities ttia-t
consume resources, matching costs to the level of such activities. The central aspect of the approacl-i 

> is the model development that to represent the logical and quantifiable relationship between the 
utilization of resources, the perfonnance of activities, and the products or services they provide.

Previously, the companies could afford to make mistakes since their global profitability 
• would hide the impact of the incorrect cost allocations. But under the current business scenario, 
the margin of error is much slimmer, making the knowledge of the real cost of the product Jind 

the costs of serving specific channels and customer to be the key company survival.

Example: An item having inventory cost of 710,000 has a much greater potential for saving 
of expenses related to maintaining inventories than an item, into these classes "A", "B" and * C." 
according to the potential amount to be controlled. When item have been classified, appropr ate 
control techniques are develop classified, appropriate control techniques are developed for each 
class of inventory. "A" items justify the use of piece control techniques, where "C" items sho mid 
be controlled by mean of general control techniques.

The primary criterion for classifying items into "A" and "C" categories is the annual rup ees 
usage of each item. This is accomplished by multiplying the annual unit usage of each invento Ties 
item by its unit cost and then listing all items in descending order according to annual rup ees 
usage. This, listing should also include C column to show the cumulative annual rupees us* .ge. 
Such a listing reflects the distribution of annual rupees usage.

- A typical distribution in a manufacturing operation shows that the top 15% of the ine 
items, in terms of annual rupees usage, represent 80% of the total annual rupees usages and 
are designated as "B" items. The "C items represent the remaining 70 percent of the item > in 
inventory and account for only 5% of the total rupees usage. In some cases the ABC classification 
will be developed independently for different types of inventory such as finished goods, f 
materials and service parts.

In addition to annual rupees usage, several other factors' need to be considered in develop mg 
criteria for analyzing items into "A", "B" and "C" categories. In this regard, a 'truth table car l t>e 
used to facilitate the classification process. A typical "truth table" is shown below. The question 
included in such a table, and the parameter associated with the questions, will vary accordin 5 to 

.the specific inventory being analysed.

Notes

/ a'wr

Table 4.1. 'Truth" Table for ABC Classification

Part numbersYes

1 2 3 4AnswerQuestions
oW*

;
0 0 01. Is annual usage more than 710,000?

2. Is annual usage between? 1,000 and 10,000?

3. Is annual usage less than 7 1,000?

4. Is the unit cost over 7100?

5. Does the physical nature of the item cause 
sp>ecial storage problems?

6. Would a stock out result in excessive costs?

A 1

t0 (0 0B 1

c 0 0 1 1 •

0 0 0 (B 1

0 00 0B 4:
0 0 0 1 ■ 0,:. -B
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Classification
In this table six questions are asked regarding each inventoried item. A "yes" answer is indicated 
by a one in the appropriate column under the part number; a "no" answer is reflected by a zero. 
The column next to the question provides the question provides the key to the classification by 
indicating the inventory class.associated with a "yes" answer to each question. When there is 
more than one "yes" answer per item, the highest classification and inventoried sub-assemblies 
are found in the "A" category. Small metal stamping with moderate usage are frequently "B" 
items, "C" items are typically hardware items such as small nuts, bolts, and screws.

ABC inventory classification and related control techniques were developed originally for 
mutual systems prior to the widespread use of automated inventory record keeping. ABC control 
placed emphasis on reducing record-keeping requirements, redirecting clerical and review effort, 
and implementing stratified or varying inventory control techniques. These concepts also are 
generally applicable to automated systems. They can be used in structuring exception reports, 
determining safety stocks, cycling counting programmes, and in numerous other aspects of 
inventory management and control. These are:

Management of Inventory

Notes

HML Classification
The HML (High, Medium, Low) classification is similar to ABC classification, but in' this case 
instead of the assumption value of item, the unit value of the item is considered. The cut off points 
will depend on the individual units.

Example: Kerosene would be a low value item for a jeweler and a high-value item for a' 
small shopkeeper.

The focus here is directed to control the purchase prices.

XYZ Classification
While the ABC classification has the value of the basic, the XYZ classification has the value of 
inventory stored as the basis of differentiation. This study is usually undertaken once a year 
during the annual stock checking exercises. X items are. those whose inventory values are high 
while Z items are those whose values are low. This classification, therefore, helps in identifying 
the items which are being extensively stocked. If the management is not alert, one can accept C. 
items to be in the X category. Therefore, the XYZ and ABC classification are used in conjunctions 
and controls can be affected on the items according to whether they are AX, BY, CZ and so on.

VED Classification
The VED (Vital, Essential, Desirable) classification is applicable largely to spare parts. Stocking of 
space parts is based on strategies different from those of raw materials because their consumption 
pattern in different. While consumption of raw material depends directly on the market demand 
for spare for spares follow the Poisson distribution and therefore, spares are classified as vital, 
essential and desirable. This implies that vital classes of spares have to be stocked adequately 
and so on. Also ABC and VED classifications can be combined to advantage. A combination of 
XYZ and VED methods can give an idea of what are the items that can be disposed off to train 
the inventory.

FSN Glassification
Movement analysis forms the basis for FSN (Fast moving. Slow moving and Non-moving) 
classification and the items are classified according to their assumption pattern. If there is a paid
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t
Management ofWorking Capital change in technology, this classification will have to be up dated more often. FSN analysis is

specially useful to combat obsolete items. Cut-off points in the previous few years.

SDF and GOLF Classifications

It should not be overlooked that inventory levels also dependent on the source a scare item with 
a long lead time will have a higher safety stock for the same consumption level. The SDF (Scarce, 
Difficult, Easy to obtain) classification and the GOLF (Government, Ordinary, Local, Foreign 
sources) classification are systems where classification is done on the basis of general availability 
and the source of suppliers.

Notes

SOS Classification

Raw materials specially agriculture inputs are generally classified by the SOS (Seasonal, Off- 
seasonal) system since the season would generally be lower.

Other management devices are discussed as follows:
1. Control Account The control account is maintained in the general ledger by accounting.

All material purchases are charged against and all insurance are credited to it. The balance 
of the control account should always equal the sum of the balances of stores forms. I 
The control account is frequently maintained by a purchased card system, cards are 
maintained for every transaction that affects the inventory receipts, insurances ana. 
adjustments. The cards are then collected by part number and the information oh each carci 
is mechanically transferred to ledger sheets.

2. Physical Counting: All companies take a periodic inventory at least one each year. Physic, il 
counting of stock on hand necessary for tax and cost accounting functions and as a mear is 
of verifying the balances showed on perpetual inventory records and in the control account t 
maintained by accounting. Physical inventories may betaken periodically (usually annually), 
continuously or by sampling.

3. Visual Review: A highly subjective method of determining when to recorder is a visu al 
reviews of stock in the old time general store, the owner would inspect his inventory aijid 
determine what should be ordered. This techniques still has limited application where the 
cost of the inventory is low and the cost of control needed to be minimised control is basLd 
upon the judgment of the individual ordering and periodic review of the item being ordered.

4. - Two-bin-system: As the name implies, the two-bin system divides each item of inventory
into two groups or bins. In the first, a sufficient supply is kept to meet current demand ol^er

I-
a designed period of time, in the second, enough additional items are available to meet the 
demand during the load time necessary to fill the order. |
The advantages of this form of inventory management and control are minimum control 
expenses and positive physical recognition of reorder points. The principal disadvanta ges 
are the limited information available regarding inventory status of items, lack of mon lily 
usage dates and reliance on storeroom personnel.

5. Minimum-maximum System: The minimum-maximum (min-max) system is freque itly 
used in connection with manual inventory control systems. The minimum quantity is 
established in the same way as any reorder point. The maximum is the minimum quaA tity

. plus the optimum order lot size. In practice, a requisition is initiated when a withdrawal 
. reduces the inventory below the minimum level. The order quantity is the maximum mkxita s
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the inventory status after the withdrawal. If the final withdrawal reduces the stock level Management of Inventory
substantially below the minimum level, the order quantity will be larger than the calculated 
optimum order lot quantity.

The effectiveness of min-max system is determined by the method and precision with which
the minimum and maximum parameters are established. If these parameters are based upon 

% *
arbitrary judgements with a limited factual basis, the system will be limited in its effectiveness.
If the minimums are based on an objective rational basis, the system can be very effective, level.

Example: Determine reorder level, minimum level, maximum level, and average stock 
Normal usage - 100 units per week; Lead-time - 4 to 6 weeks Minimum usage - 50 units 

per week; Maximum usage - 150 per week Reorder quantity - 600 units

Solution: Reorder Level = Maximum usage * Maximum delivery time

* 150 units x 6 weeks = 900 units
\

= Reorder level - (Normal Usage * Average delivery time)

= 900 units - (100 units x 5 weeks) = 400 units 
= Reorder level + Reorder quantity

- (Minimum usage x Minimum delivery time)

• = 900 units + 600 units - (50 units x 4 weeks) = 1,300 units 
= Minimum level + (Reorder quantity + 2) '

= 400 units + (600 units + 2) *

* 700 units.

6. Periodic Order System: Under the periodic order system, the stock levels for. all inventory 
accounts are reviewed at established intervals, and orders are placed to bring all accounts up 
to their maximum levels. The length of review period often varies for different accounts and 
for different classes of items, thereby permitting higher or lower turnover rates as required.
Since, orders are automatically placed, at the end of the review periods, the system greatly 
simplifies the ordering process. The advantage may, however,,sometimes be a disadvantage 
because of the heavy paperwork burden it places periodically on the purchasing department.

Notes

Minimum Level

Maximum Level

Average Stock Level

CASE STUDY: Nordstrom's Perpetual Inventory System
Nordstrom had its origins in a small shoe store 'Wallin & Nordstrom' (US) that began operations 
in 1901 in Seattle (US). The store was set up by Sweden's John W. Nordstrom and his friend 
Carl Wallin from Alaska. The duo had met in the late 1890s while trying to strike it rich in the 
Alaskan gold rush. Later on, they decided to enter into a partnership to put to use the money 
they made in Alaska. Since Carl Wallin was experienced in the business of shoes (he owned a 
shoe repair shop), they decided to open a shoe store.

Due to the duo's focus on offering quality, value-for-money merchandise and superior 
customer service, business flourished despite stiff competition from other local players. As the 
money poured in, the partners kept moving the store to bigger and better locations. The second 
Wallin & Nordstrom store was opened in 1923. In 1928, John W. Nordstrom handed over his 
stake in the business to his sons Elmer and Everett. The following year, Carl Wallin too sold 
his stake in the business to them. In 1933, John W. Nordstrom's third son, Lloyd, joined Elmer 
and Everett. The second generation Nordstrom's decided to expand the selection of shoes sold 
in a major way by adding many new styles, sizes, colors and brands.
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Management of Working Capita] Over the next three decades, the business survived the Great Economic Depression and 
the Second World War, growing at a slow, but healthy pace. By the beginning of the 1960s, the 
number of stores had increased to eight, spread across Washington and Oregon.

Having made its mark in the country's shoe retailing landscape, the company began 
looking for avenues to grow further. A decision was taken to enter the promising apparel 
business and in 1963, Nordstrom purchased a clothing store, Best Apparel. This store was 
refurbished and reopened in February 1965. To reflect the change in its business model (from 
selling only shoes to selling apparel as well), the company renamed the stores 'Nordstrom Best' 
in 1966. In the same year, it began offering men's suits, sportswear and children's clothes as 
well. By 1968, two more stores were added under the Nordstrom Best label, bringing the total , 
to a dozen. Nordstrom was generating $57 million every year in sales by then.

In the early 1990s, the third generation of Nordstroms was ready to retire, but they 
did not feel that the fourth generation (most of them aged below 30) was quite ready to take 
over the company's reins. In a major departure from company norms, a few outsiders (not 
belonging to the Nordstrom family) were brought in to handle the business as Co-Presidents. 
Bruce Nordstrom remained Chairman along with the other two Nordstroms, John and Jim.

Meanwhile, the company got entangled in a series of controversies due to its strained 
relationships with employee unions. The problems did not end here. In the highly competitive 
US retailing industry, efficient supply chain management practices are not considered just a 
tool for deriving competitive advantage. Rather, putting in place a structure to manage the 
entire supply chain as effectively as possible is seen as a key for survival itself. i

Since margins happen to be low for any typical retailer, cost control is considered another 
crucial issue. As costs related to the management of inventories ate in the hands of the retailer I 
to a large extent, inventory management has emerged as one of the key attributes that help) 
derive a competitive advantage in the industry. |
, I

Nordstrom made its first move towards modernizing its inventory management practices 
in the form of a new Windows NT based inventory management system, launched in November 1 
1993. It was a very basic initiative that offered information to buyers as to the items that wer^ I 
to be stocked. Since all the stores were networked using this solution, sellers could find out th^ I 
exact position of a particular item across the Nordstrom system. The effects of this initiative I 
were felt within a year. The company reported an increase in net earnings from $141 million, 
for the financial year 1994 to $202 million for 1995. |

While this could be attributed to the overall improvement in the US economy, company- 
sources agreed that the new system had played a major role in increasing the sales. Nordstrom'js 
CFO, John Goesling said, "It is too early to measure the full impact of the system, but we like 
what we have seen thus far. We are going to continue to invest in merchandising information, 
systems." Industry observers felt that Nordstrom had still not done enough to sustain th^s 

performance in the long run. As compared to the industry norms, its inventory managemejr».t: 
practices left a lot to be desired. J

As a result, Blake Nordstrom withdrew the 'Reinvent Yourself campaign and made 
large- scale changes in the top management cadre. But, like his predecessors, he realized that 
many of the problems could be controlled by setting right the inventory issue. Talking of h<i>w 
inventory management scored over the other strategic options he was pursuing to set thir.gs 
right, Blake Nordstrom said, "The schedule that was on the drawing boards had little chaijvce 
of being successful. I did not think the timeline and resources were realistic."

Notes
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Management of InventoryThe implementation of the system was expected to be completed by 2002. Blake Nordstrom 
said, "We recognize that Nordstrom was founded on the simple Idea of taking care of customers. 
We want to reconnect with them through improved merchandise execution. Our focus is taking 
appropriate steps toward implementation of a perpetual inventor)' system in 2002."

• The above initiatives made many analysts comment that Nordstrom was all set for a 
revival. Therefore, the news of profits for 2001 declining by an astounding 50% over 2000 was 
seen as a very disturbing development. The share price had fallen from a high of 44.81 in 1999 
to just $19 in mid-2001.

What was even more appalling was that Nordstrom had not fared well on what it 
considered to be its core competency, customer service. In 2001, Neiman Marcus was ranked 
the leader among all department-store chains in the US with respect to customer service!

Skeptics reportedly felt that Nordstrom was making yet another round of empty 
promises. Considering that it had been talking of reaping the benefits of the new inventory 
system for quite a few years without any result, the skepticism seemed quite logical. Under 
these circumstances, the company's healthy results for the second quarter of 2002 provided a 
long-awaited respite from a series of negative developments. Profits stood at $65.9 million as 
against $36.3 million for the corresponding period in the previous year.

Notes

Source: www.icmrindia.org

4.4 Inventory Control Models
Given the significance of the benefits and costs associated with holding inventories, it is important 
that the firm efficiently control the level of inventory investments. A number of inventory control 
models are available that can help in determining the optimal inventory level of each item. These 
models range from the relatively simple to the extremely complex. Their degree of complexity 
depends primarily on the assumptions made about the demand or use for the item and the lead 
time required to secure additional stock.

In the "classic" inventory models, which include both the simpler deterministic models 
and the more complex probabilistic models, it is assumed that demand is either uniform or 
dispersed and independent over time. In other words, demand is assumed either to be constant 
or to fluctuate overtime due to random elements. These types of demand situations are common 
in retailing and some services operations.

The simper deterministic inventory control models, such as the Economic Order Quantity 
(EOQ) model, assume that both demand and lead times are constant and known with certainty. 
The more complex probabilistic inventory control models assume that demand, lead time, or both 
are random variables with known probability distributions.

CASELET: Pell's Working Capital
Dell Computer Corporation was founded in 1984 by then nineteen-year-old Michael Dell. The 
company designed, manufactured, sold and serviced high performance personal computers. 
Its Core Strategy was to Sell Directly to customers. It had a low cost sales distribution model 
with production cycle that began after the company received a Customer's order. The Built- 
to-order manufacturing process yielded low finished goods inventory balances. By mid 90's 
finished goods inventory was as low as 10% to 20%. It had low number of suppliers which 
helped Dell to focus on sourcing quality components. The ware houses were located close to 
dell's plants which helped them maintain low level of inventory. This saved both space and 
capital. Supply of inventory lower than its competitors, provided Dell a competitive advantage.

Source: www.findfrcocssays.com
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Management of Working Capital Basic EOQ Model

Inventories serve a number of important functions such as meeting anticipated demand, smoothing 
production requirements, taking advantage of quantity discounts, minimizing the effects of 
production and delivery disruptions, and hedging against price increases. However, inventories 
cost money to obtain and keep around. Therefore, two simultaneous pursuits of inventory control 
are to provide the right material at the right time and to minimize the cost of providing that service.

The Economic Order Quantity (EOQ) is the number of units that a company should add to 
inventory with each order to minimize.the total costs o/inventory- such as holding costs, order 
costs, and shortage costs. The EOQ is used as part of a continuous review inventory system, ii^ 
which the level of inventory is monitored at all times, and a fixed quantity is ordered each time 
the inventory level reaches a specific reorder point. The EOQ provides a model for. calculating 
the appropriate reorder point and the optimal reorder quantity to ensure the instantaneous 
replenishment of inventory with no shortages. It can be a valuable tool for small business ownerL 
who need to make decisions about how much inventory to keep on hand, how many items t^> 

order each time, and how often to reorder to incur the lowest possible costs.
There are several assumptions used in the derivation of the economic order quantity;

1. Knowing the ordering cost and the Cost of holding inventory
2. Instant replenishment of inventory (entire shipment comes in at one time)
3. The item is not allowed to experience shortages (at least in the simple EOQ relationship)
4. • Expressions for the ordering cost and the holding cost as a function of the order quantity

are required I
5. The average inventory level with constant demand and instantaneous replenishment will 

be one-half the order quantity
6. The holding cost is assumed to be directly proportional to the average inventory level
7. • The ordering cost is assumed to be constant for each order
8. The demand rate is level and constant from one time period to the next J
9. The number of orders per year will be the annual demand divided by the order quantity.

Annual Usage

Expressed in units, this is generally the easiest part of the equation. You simply input jroxxx- 
forecasted annual usage.

Order Cost

Notes

• i

Also known as purchase cost or set up cost, this is the sum of the fixed costs that are incurred 
time an item is ordered. These costs are not associated with the quantity ordered but prizr 
with physical activities required to process the order.

eaclrt
arily

For purchased items, these would include the cost to enter the purchase order arid / or 
requisition, any approval steps, the cost to process the receipt, incoming inspection, in voice 
processing and vendor payment, and in some cases a portion of the inbound, freight ma r also 
be included in order cost. It is important to understand that these are costs associated wijtln lire 
frequency of the orders and not the quantities ordered. For example, in your receiving department 
the time spent checking in the receipt, entering the receipt, and doing any other related paperworlc 
would be included, while the time spent repacking materials, unloading trucks, and delivery to 
other departments would likely not be included. If you have inbound quality inspectionrwlrvere
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you inspect a percentage of the quantity received you would include the time to get the specs and Management of Inventory
process the paperwork and not include time spent actually inspecting^ however if you inspect a 
fixed quantity per receipt you would then include the entire time including inspecting, repacking, 
etc. In the purchasing department you would include all time associated with creating the purchase 
order, approval steps, contacting the vendor, expediting, and reviewing order reports, you would 
not include time spent reviewing forecasts, sourcing, getting quotes (unless you get quotes each 
time you order), and setting up new items. All time spent dealing with vendor invoices would 
be included in order cost.

Notes

Carrying Cost
Also called Holding cost, carrying cost is the cost associated with having inventory on hand. . 
It is primarily made up of the costs associated with the inventory investment and storage cost. 
For the purpose of the EOQ calculation, if the cost does not change based upon the quantity of 
inventory on hand it should not be included in carrying cost. In the EOQ formula, carrying cost 
is represented as the annual cost per average on hand inventory unit. Below are the primary 
components of carrying cost.

Interest: If you had to borrow money to pay for your inventory, the interest rate would be 
part of the carrying cost. If you did not borrow on the inventory, but have loans on other capital 

’ items, you can use the interest rate on those loans since a reduction in inventory would free up 
money that could be used to pay these loans. If by some miracle you are debt free you would 

, need to determine how much you could make if the money was invested.

Insurance: Since insurance costs are directly' related to the total value of the inventory, you 
would include this as part of carrying cost.

Taxes: If you are required to pay any taxes on the value of your inventory they would also
be included.

Storage Costs
Mistakes in calculating storage costs are common in EOQ implementations. Generally companies 
take all costs associated with the warehouse and divide it by the average inventory to determine 
a storage cost percentage for the EOQ calculation. This tends to include costs that are not directly 
affected by the inventory levels and does not compensate for storage characteristics. Carrying 
costs for the purpose of the EOQ calculation should only include costs that are variable based 
upon inventory levels. .

\ Avg. inventory = Q/2

. TsTi T2

Time

Figure 4.1. Certainty Case of the Inventory Cycle

The assumption of the EOQ model yields the saw-toothed inventory pattern shown in 
Figure 4.1. The vertical line at the 0, Ti, Ti, and Ts points in time represent the instantaneous 
replenishment of the amount of the order quantity, Q, and the negatively sloped lines betweerf

Self Learning Material 177

M .



Management of Working Capital the replenishment points represent the use of the item. Because the inventory level varies between
0 and the order quantity, average inventory is equal to one-half of the order quantity, or Q/2.

• This model assumes that the costs of placing and receiving an order are the same for each 
order and independent of the number of units ordered. It also assumes that the annual cost of 
carrying 1 unit of the item in inventory is constant regardless of the inventory level. Total annual 
inventory cost, then, are the sum of ordering costs and carrying costs. The primary objective of 
the EOQ model is to find the order quantity Q that minimizes total annual inventory cost.’

Algebraic Solution: In developing the algebraic form of the EOQ model, the following 
variables are defined

Q = The order quantity, in units 
D ■ The annual demand for the item, in units 
S = The Cost of placing and receiving an order, or set-up cost 
C = The annual cost of carrying 1 unit of the item in inventory

Ordering costs are equal to the number of orders per year which is equal to annua . 
demand, D, divided by order quantity, Q. Carrying costs are equal to average inventory, Q/2, 
multiplied by the annual carrying cost per unit, C.

The total annual cost equation is as follows:

Total cost ■ Ordering cost + Carrying cost •

Total costs = (Number of orders per year * Cost per order) + (Average inventory * Annual 
carrying cost per unit)

Or, in algebraic terms, .

Notes

Total cost = (D/Q x S) + (Q/2 x Q
The EOQ is the value of Q that minimizes the total costs given in equation. The standard 

procedure for finding this value of Q involves calculus. The optimal solution, or EOQ, is equial. 
to the following:

Q* = 2^/SD/c

Another item of information that sometimes is useful for planning purposes is the optir nal 
length of one inventory cycle; that is, the time between placements of orders for the item. THe 
optimal length of one inventory cycle, T*, measured in days, is equal to the economic orcler 
quantity, Q‘, divided by the average daily demand, D/365 (assuming 365 days per year), as follt^

T* = QV D/365

■WS *

This equation can be rewritten as follows:
T* = 365 x Q*/D

Example: Let us work out an example to understand the EOQ Model and on fixed order 
quantity policies: I

A company, ABC Ltd., for one of its class ’A’ items, placed 8 orders each for afrlot of 150 
numbers, in a year. Given that the ordering cost is 7 5,400.00, the inventory holding costas 40 
percent, and the cost per unit is ? 40.00. Find out if the company is making a loss in not using; 
the EOQ Model for order quantity policies. f

What are your recommendations for ordering the item in the future? And what should toe 
the reorder level, if the lead time to deliver the item is 6-months?

'D1 - Annual demand = 8 x 150 = 1200 units .
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'P' = Unit purchase cost = ? 40.00 
'S' = Ordering Cost 
'F' = Holding Cost .

Using the Economic Order Equation:

Management of Inventory

= ? 5400.00 
= 40%

NotesQ* =7(2DS7Hj = V2DS7FP = EOQ

= 7(2 * 5400 * 1200) / (0.40 * 40)

Q* = (2DS /H) = 2DS /FP = EOQ 
= (2 * 5400 * 1200)/(0.40 * 40)

Minimum Total Annual Cost: TVC (Q*) = FPQ* '

= 900 x 0.40 x 40 
= ? 14,400.00

The Total Annual Cost under the present system = TVC (Q) = DS/Q + HQ/2 
= ? (1200x 5400/150 + 0.40 * 40 x 150/2)

= ? (43,800 + 1200) = X 45,000.00

The loss to the company = ? 45,000 - ? 14,400 = X 30,600.00'

Reorder Level: Re = L x D = (6/12) x 1200 = 600 units

The company should place orders for economic lot sizes of 900 units' in each order. It should 
have a reorder level at 600 units.

Example: A manufacturer has to supply his customers 600 units of his product per year. 
Shortages are not allowed and the inventory carrying cost amounts to X 0.60 per unit year. The 
set up cost per run is X 80. Find:

1. The Economic order Quantity.

. 2. The minimum.average yearly cost.

3. The’ optimum number of orders per year.

4. The optimum period of supply per optimum order.

5. The increase in the total cost associated with ordering 20 pier cent more than EOQ. 
Solution:

We are given: . • , •
D “ Total number of unit supplied per unit time period = 600 units 
A - Set up cost per run = ? 80
r ■ Inventory carrying cost per unit per year = X 0.60.

1. Economic order quantity is given by:

QEOQ = 7(2DA/r)

= 400 units
2. Minimum average yearly cost is given by:

yEOQ = (D x A)/QEOQ+ (QEQQx r)/2 
’ * (600 x 80)/400 + (400 x 0.60)/2 

=_X 240.
3. The optimum number of orders per year is:

Neoq= D/QE0Q= 600/400 = 3/2
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Management of Working Capital 4. The optimum period of supply per optimum order is:

TEOQ = l/NK)Q=l/(3/2) ■

= 2/3-

5. Ordering 20% higher than EOQ:

Ordering quantity = (120 * 400)/100 =.480 units

V

' A
Notes

With

• Qeoq= 400 and Q = 480,

The ratio k = Q/Qeoo= 480/400 = 1.2 
• Notes We have 

■ Tq/Tkxj = [(1/k + k)/2]

= (1/1.2+ 1.2)/2 
= 61/60

Thus the cost would increase by l/60th 
' Or 240 x 1/60 = 7 4

Graphic Solution |

The order quantity that minimizes .total annual inventory costs can be determined .graphically 
by plotting inventory' costs (vertical axis) as a function of the order quantity (horizontal axis).! A.s 
can be seen in the figure, annual ordering costs, DS/Q, vary inversely with the order quanti 
because the number of orders placed per year, D/Q, decreases as the size of the order quarj-ti-ty 
increases. Carrying costs, CQ/2, vary directly with the order quantity, Q because the average 
inventory, Q/2, increases as the size of the order quantity increases.

Total cost

CarryingCost=CQ/2

Ordering Cost=DS/Q

O Q

Figure 4.2. Graphic Solution of the EOQ Model j

The total inventory cost curve is found by vertically summing the heights of the order-in 
cost and carrying cost functions. The order quantity corresponding to the lowest point 
total cost curve is the optimal solution - that is, the economic order quantity, Q*.

on t:
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Extensions of the Basic EOQ Model

The basic EOQ model just described makes a number of simplifying assumptions, including 
those pertaining to the demand for the item, replenishment lead time, the behavior of ordering 
and carrying costs, and quantity discounts. In practical applications of inventory control models, 
however, some of these assumptions may not be valid. Thus, it is important to understand how 
different assumptions affect the analysis and the optimal order quantity. The following discussion 
examines what occurs when some of these assumptions are altered.

Non-zero Lead Time
The basic EQQ model assumes that orders to replenish the inventory of an item are filled 
instantaneously; that is, the lead time is zero. In practice, however, some time usually elapses 
between when a purchase order is placed and when the item actually is received in inventory. 
This lead time consists of the time it takes to manufacture the item, the time it takes to package 
and ship the item, or both.

If the lead lime is constant and known with certainty, the optimal order quantity, Q*, is not 
affected, although the time when an order should be placed is. Specially, a company should not 
wait to reorder unit the end of the inventory cycle, when the inventory level reaches zero such as 
at points Ti, Tz, and Ta, in Figure 4.3. Instead, it should place an order n days prior to the end of 
each cycle, n being equal to the replenishment lead time measured in days. The reorder point is 

. defined as the inventory level at which an order should be placed for replenishment of an item. 
Assuming that demand is constant over time, the reorder point, Qi, is equal to the lead time, n 
(measured in days), multiplied by daily demand:

Q,= nx D/365

Where D/365 is daily demand (based on 365 days per year)
OrderQuantity Q

Management of Inventory

Notes

/ »

Reorder Point

Qi

Fz T3 n F3 ' Time

Figure 4.‘3. Non-zero Replenishment Lead Case of an Inventory Cycle

Quantity Discounts , .
Large orders often permit a company to realize substantial'per-unit savings (that is, economies 
of scale) in manufacturing, order processing, and transport. Many companies encourage their 

. customers to place large orders by passing on to them a portion of these savings in the form of 
quantity discounts'. With a quantity discount, the cost per unit to the customer is variable and 
depends on the quantity discount on the optimal order quantity.

First, the EOQ is determined, using equation next, the annual net returns when the order 
quantity is increased from the EOQ level up to the size necessary to receive the discount are 
calculated. The annual net returns are eaual to the discount savings on the annual demand less any
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Management of Working Capital increase in annua} inventory costs, as defined in equation, if the annual net returns are positive,
the optimal order quantity is the order size necessary to receive the discount: if they are not, the 
optimal order quantity is the smaller EOQ value.

Probabilistic Inventory Control Models
Notes

So far the analysis has assumed that demand or usage is uniform throughout time and known 
with certainty, as well as the lead time necessary to procure additional inventory is also fixea, 
known value. However, in most practical inventory management problems either (or both) of thes e 
assumptions may not be strictly correct. Typically, demand fluctuates over time due to seasons 1, 
cyclical, and "random" influences, and imprecise forecasts of future demands often are all that can 
be made. Similarly, lead times are subject to uncertainty because of such factors as transportation 
delays, strikes, and natural disasters. Under these conditions, the possibility of stock outs exists. 

To minimize the possibility of stock outs and the associated stock out costs, most companies use 
a standard approach of adding a safety stock to their inventory. A safety stock is maintained to 
meet unexpectedly high demand during the lead, unanticipated delays in the lead time, or bo th.

* • p
Figure 4.3 shows the inventory pattern characterized by these more realistic assumptions. 

During the first inventory cycle (0 - T2), an order to replenish the inventory is placed at Ti, wlVen 
the inventory level reaches the predetermined order point. The order then is received at Tr. Tire 
second (Tz- T«) is similar to the first, except that demand exceeds the normal inventory of tine 
item, and part of the safety stock is consumed during the lead time prior to receipt of the order at: 
T«. During cycle 3(T* - Ts), demand exceeds the normal inventory plus the safety and, as a rei nit, 
a stock out occurs during the lead time prior to receipt of the order at Tt.

Determining the optimal safety stock and order quantities under these more realistic 
conditions is a fairly complex process. However, the factors that have to be considered in tins 
type of analyzing can be identified-briefly. All other things being equal, the optimal safety stocl< 
increases as the uncertainty associated with the demand forecasts and lead times incr^ases.
Likewise, all other things being equal, the optimal safety stock increases as the cost of stock outs 
increases. Determining the optimal safety stock involves balancing the expected costs of stoclc 
outs against the cost of carrying the additional inventory.

4.5 Valuation of Inventories
fDecision about the desired level of inventory is difficult to relate the goal of shareholder wealtlt 

maximization. Presumably maintenance of inadequate inventories could reduce profitability 
and create additional uncertainty about shareholders returns. Whether such added.risk Lar\ be
diversified away is open to question but some tendency to raise risk premiums contained! in. tbe 
cost of capital and to reduce the value of equity shares may be present. ln the other direction, 
excessive inventory levels may reduce risk of production disruptions as well as risk premiums in 
the cost of capita! may also raise carrying costs more than enough to offset such gains. The precise 
optimum point, in a valuation sense is by no means clear. However, in determining valuatior 
method to use, consideration is given to the size and turnover of inventories, the price outlc^olc, ta> 
laws, and prevailing practices in the field. The financial manager's influence will be felt practical!-*

. in establishing underlying policies, while the expert in the different areas play important roles li*
evaluating the implication different procedures from the view point of their specialties.

The evaluation of inventory is significant from the standpoint both the balance sheet: an. 
the income statement. In the former, the inventory valuation influences the current assets, tl~
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total assets, the ratio between current assets and current liabilities and the retained earnings. In Management of Inventory 
the later the inventory evaluation may influence the cost of goods sold and the net profits.

Under the normal circumstances, financial statements reflecting the results of the operation of 
. a business enterprise during a particular period are preferred on a going concern basis. Consistent 
with this concept.of continuing operations, their will always be goods on hand available for sale.

’ The goods owned at the end of an accounting period will seldom be exactly comparable to the 
goods in which the opening inventory, but the purpose of inventory will be the same; to make 
possible uninterrupted realization of income through sales.

Average Cost Method

The exact amount of the computed cost for an individual item is generally of little significance In 
fact, in the determination of cost for inventory purpose no-one prescribed procedure can be usLd.

For. determining the valuation of inventories consistency from year is of prime importance and for 
this using average costs rather than specifically identified costs seems to be more appropriate. The 

• averaging process is in one sense a concept of a flow of costs, but it can also be viewed as merely a 
compilation of the actual cost for a group of similar items under circumstances where the amount 
paid for each item has no significance. The entire group of items is considered as single entity; and 
when particular items are separated, they are treated as merely a proportionate part of the whole.

In this method normally weighted average prices are taken, purchase of each type of material 
in stock are taken together and an average price completed. If the price fluctuates considerably, 
many calculations will be involved. It is usual to calculate a new average after each delivery. The 
pricing book, if issued, and the stored ledger will require frequent amendment.

Since average prices are charged and, therefore whether the charges to production represent 
current replacement costs depends on the turnover of the stocks. In a period of rising prices slow 
turnover will tend to mean that costs which are lower than present day costs will be charged. In 
these statements there is ah over statement of profit. In appropriate circumstances the use of the 
average cost will have a stabilizing effect of price used for issues and therefore profits.

Computations of income which attempt to reflect the actual flow of goods are not necessarily 
the most meaningful to business management, investors or creditors. Each of these group is 
normally more concerned with what the future earning of the business enterprise will be than 
with the amount which could be realized from the inventory if it were liquidated completely 
and the activity discontinued.

Example: A new company purchases four identical units in one month.

•' 1 unit purchased on the 10th of the month at a cost of ? 100 ,

• 1 unit purchased on the 16th of the month at a cost f 120

• 1 unit purchased on the 20th of the month at a cost of ? 130

• 1 unit purchased on the 30th of the month at a cost of ? 140

Using the average cost method, if one item were sold for ? 250, the cost of goods sold would 
be ? 120.25 (? 100 + ? 120 + ? 130 + ? 140/4), profit would be ? 120.75, and ending inventory 
balance would be ? 360.75 (average cost per unit ? 120.25 * 3 remaining units).

First-In First-Out (FIFO) Inventory Method

' Under FIFO method, cost is computed on the assumption that goods sold or consumed are those 
which have been longest on hand and that those remaining the stock present the least purchases 
or production. •

Notes '
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Items received first are assumed to be used first and therefore prices charged are those 
paid for the e’arly purchases. Prices charged are actual prices and therefore there is no question 
of having to recalculate a new price each time a new purchase in received. Care has to be taken 
to ensure that each quantity is issued at the correct prices.

If prices are rising, costs of products will be understood and therefore profit will tend to 
over stand. On the other hand, stock valuations should approximate current replacement values. ■ 

Example: . • • .

1. Working on the same example as discussed in the average cost method, if one item is sold 
for ? 250 using the FIFO method, the cost of goods sold would be 7 100, profit would be 
? 150.(? 250 - ? 100), and ending inventory balance would be 7 390 (?120 + ? 130 + ? 140)

2. Now let us assume that a textile company created 500 tablecloths at a cost of $1.00 per unit 
• and then created another 1000 with a unit cost of $1.25. The revenue from the sale of the first

500 table clothes will be matched up with the tablecloths which have a cost basis of $1.00.

FIFO. First in First Out

Management of Working Capital

Notes

tProduction
** *

1000 
@ 1.25

500 @ 500 @
1.00 1.15

Sales

*
Last 500 

Sales
Next 4000 

Sales
First 500 

Sales

Base Stock Method

Under the base stock method the minimum quantity of raw materials, or other goods without 
which management considers the operation’s cannot be continued, except for limited periods. It 
is treated as being a fixed asset subject to constant renewal. The base quantity is carried forward 
at the cost of the original stock. If a quantity of goods larger than.the base stock owned at the 
end of any period, the excess will be carried at its identified cost or at the cost determined under 
FIFO method. This is considered a temporary condition.

If a quantity of goods less than the base stock is owned at the end of any period, this conditiorj 
is similarly considered temporary. In order not inflate the income of the period during which the 
base stock was deflected a reserve is set up equal to the excess of the replacement cost over th4 
amount at which the goods would have been includes in th# base stock inventory. Even if ther4 

• serve for replacement is not provided for out of income of the year in which the base stock ik 

depleted, the originally established cost is assigned to the replacement goods in the subsequent 
inventories when the base stock quantities are actually on hand.

The quantity of material included in the base stock is actually a somewhat flexible minimum 
amount necessary to permit orderly operations within reasonable limits. The process must be 
able to accept goods tendered by the suppliers with whom he has continuing relations, anci 
similarly his customer's demands must be met, not Only the anticipated demands for which trie 
customer gives order for future delivery but also the orders for immediate delivery resulting 
from unforeseen circumstances. . ’ '
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If base stock quantity is properly established, this method should result in income being Management of Inventory 
fairly reflected. The cost of acquiring an equal volume of goods will be charged againstrevenues 
derived from sales. Earnings will not be affected-by increases or decreases in the cost or market 
value of the base stock.

Income is not realized from merely replacing inventory quantities, and it can be argued 
that these should be deducted from the revenue derived from selling the goods previously 
owned whatever expenditure.are necessary to restore the company to a position of being able 
to continue operations. '

Issues are priced at actual cost but base stock is carried forward at the end of each year at 
the original price paid when the business'"commenced to operate,, which may have been years ago.

Notes

Last-In First-Out (LIFO) Inventory Method
Under LIFO it is assumed that the stocks sold or consumed in any period are those most recently 
acquired or made. As a consequence of this assumption the stocks to be carried forwards as the 
inventories are considered as if they were those earliest acquired or made. The result at the LIFO 
method is to change current revenues with amounts approximating current replacement costs. 
To the goods owned at the end of any period are assigned costs applicable to items purchased' 
or made in earlier periods.

It is more obvious with respect to LIFO to FIFO although true under both inventory methods 
- that the concepts are as to the flow of goods sold.

Reporting on profits by application LIFO under ideal conditions is simple. As here used, 
conditions are 'ideal' when closing inventory equals opening inventory and the goods sold are 
equivalent to the purchases for each accounting period. Since such conditions are rarely found 
in practice, an accounting system must be sufficiently flexible to reflect the facts, whatever they 
may be.

\

If at the end of n interim accounting period, the inventory of any LIFO group is below 
the opening inventory, an estimate should be charged with the cost of goods purchased plus 
an estimated amount to cover the cost to be incurred in making good the temporary decrease 
in inventory, and an account should be established for the differences between the estimated 
replacement cost and the LIFO inventory cost of the quantities to the interim date.

An indication of the extent to which inventory is composed of raw materials, work in 
process, and finished goods may be significant for balance sheet..

The artificiality of paper profits resulting from assigning a larger amount to a closing 
inventory merely because market prices have increased - when from the standpoint of physical 
attributes the opening and the closing inventories are comparable - has particular practical 

• significance when tax rates are high only the income remaining after paying taxes can be used 
to replace inventories, expand the plant, pay dividends and so forth; The higher the taxes the 
lower is the rate of earnings, and the greater is the proportion of the year's earnings needed to 
maintain inventories during a period of rising prices.

Assuming no additional capital is invested for this purchase, the portion of net earnings of 
business needed to maintain the inventory required for continuing operations during a period of 
rising X costs can be expressed as a formula. If ,

I - Cost of inventory at the beginning of the year 
T - Turnover rate for the inventory investment
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\ Management of Working Capital R - Rate of earnings stated as the percentage which the net income after tax is of the; total
cost of goods for the year. * •

Net Earnings«? Q(T)(R)
If 'i' is the percentage increase in the replacement cost of inventory and 'e' represents the 

fraction of the year's earnings needed to maintain same physical volume of inventory. Then 
il = e.I.T.R

e = i/TR ■ ■ -

Income tax rates are significant in the analysis of the consequence of increases in invento 
cost because of their effect on the amount of net earnings. Every increase in income tax rate cau<je 
a reduction in the rate of earnings and results in a larger portion of the net earnings being required 
to maintain the inventory during a period of rising costs. . I

Costing an inventory by references to LIFO assumption to the flow of the costs will not: 
alter the amount required to maintain or the intrinsic value of the inventory, but its use will tervd 
to keep the increase in cost out of the computed income from operations. Also, any reduction 
in the amount of income taxes payable by a business will result in more case being available t:o 
maintain the inventory and for other needs of the enterprise.

Example: Taking the same example.as in the Average Cost and FIFO method, if one it arn 
were sold for ? 250 using the LIFO method, the cost of goods sold would be ? 140, profit would - 
be ?-110 (? 250 - ?140), and ending inventory balance would be ? 350 (7 100 + ? 120 + ?130).

Notes

i

4.6 Inventory Management and Cash Flow Timeline
Cash Flow Timeline can be defined as a line or chart showing a company's cash inflows and casln 
outflows and the business activities that caused them over a given period of time. I

From the financial manager's point of view, inventory represents an idle investmerit of 
corporate resources. If the inventory is purchased with cash, there is an opportunity cost of ttie 
funds expended. If inventory is purchased on credit, the firm incurs additional debt and its untased 
borrowing capacity is diminished. j

Suppose a firm requires a total of 90,000 units of inventory for a production run. Furtliexv 
assume that two orders for inventory are placed for 4,000 units each. Inventory would bej paid 

for with cash and ordering and holding costs would be paid at the end of the production rxxn.. ' 
To depict these transactions, a cash flow timeline is shown in Figure 4.4. I

Inventory ordered 
and received

Inventory ordered 
and received

Inventory ordered 
and received

Inventory held Inventory held —»

Cash paid for holding 
and ordering costs

Cash paid for 
Inventory

Cash paid for 
inventory

Figure 4.4: A Cash Flow Timeline'

Example: The financial manager of the firm wants to make certain that this invento ry ordc 
quantity minimizes the present value cost of managing the inventory process while still irneetir*

\
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the needs of the production process. To calculate the present value of this inventory management Management of Inventory
policy, assume the following data:

Cost of capital, k = 10%

. Inventory cost, I = ? 45 per 
unit Order costs, S = ? 50 per order 
Holding costs, C = ? 5 per average inventory unit

Further, assume that the inventory is consumed at a steady rate and the production run 
period is 80 days. Thus, the average daily usage rate of the inventory is 50 units per day (4,000/80).
Since two orders will be placed, each for 2,000 units, and assuming that the. orders are placed so 
that each inventory shipment arrives at the same time that the current inventory balance is used 
up, there are 40 days separating inventory arrivals. Therefore, the average inventory balance is 
1,000 units.

Notes'

Calculating the net present value cost of the current inventory policy is fairly straightforward. 
We will use simple interest to account for the time value of money.

■ 40 80 Days0

2,000 x ? 52,000 x? 45 2,000*? 45

2*?50 •

PV day 0 cost = 2,000 * ? 45

= ? 90,000 - .

PV day 40 cost = 2,000 * ? 45 

. =? 89,024.39

PV day 80 cost = 1,000 x?5 + 2x?50 

= ? 4,990.62

Total PV cost * PV day 0 cost + PV day 40 cost + PV days 80 cost 
. = ? 90,000 + ? 89,024.39 + ? 4,990.62 

Total PV cost ® ? 1, 84,015.01

What if smallest, but more frequent, orders were placed, resulting in more payments but 
each of a smaller size? The financial manager would pay less money up front for inventory and, 
therefore, would have a smaller opportunity cost for those funds. In addition, the inventory carrying 
costs would decline because less inventory is held. However, order costs would inverse due to 
the increased number of orders placed. With the changing size and timing of the various cash 
flows, the only way to assess if a change in inventory policy will enhance shareholder wealth is 

. to calculate the present value of the cash flows. The policy with the minimum present value cost 
should be the one that results in the greatest enhancement to shareholder wealth.

We can develop a general for formulation for the present-value timeline approach to 
assessing the cost of inventory management, as shown in Equation-1 

Total cost = (S * D/Q) + (C x Q/2)
l + (ixT)

...(1)
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Management of Working Capital Inventory Management <p/jh .
itS l + ix(txQxT/D) 

Where D = number of inventory units required 
T = number of days in the production period 
Q = inventory order quantity 
I = cost of each inventory unit 
S = fixed order cost per order 
C = holding cost per unit of inventory 
i = daily opportunity cost

Qxl

• Notes

To understand Equation-1, first note that the first in the equation is the present value outlie 
ordering costs, (S x D/Q), and the holding costs, (C * Q/2), that are assumed to be paid at the end 
or'the production period. The simple-interest present-value factor is 1/(1 + (i x T). The second 
term is a summation of the present value of the cash flows to pay for cash inventory purchase. 
The cost of inventory purchase is Q * I. The present value factor accounts for the timing of casli 
purchase. The first purchase is at the beginning of the production period and C = 0. ThusJ die 
simple interest faction is 1/(1 + 0) or 1. This second purchase, t =.1, is on day t x Q x T/D\ To 
understand this, first note that the daily usage rate of inventory is D/T. When Q is ordered, it 
takes Q divided by the daily usage rate, or [Q/(D/T)1] days, to use it up. This can beTewijitten 
as Q x T/D. Inventory purchases are made on day t x (Q x T/D) for t = 0,1, 2, 3,.....(D/Qp — X.

An example will illustrate this equation. Calling a treasurer's dilemma to find the trac .e-off 
between placing larger orders-to reduce ordering costs but at increased holding and opportunitry- 
costs of the investment, we can now assess the value of the quantity discount offered thiougli 
the use of the cash flow timeline formulation of the inventory decision.

Example: Assume the following value for the inventory decision variables prior to tlie 
discount offer

D = 1,000 S = ? 5 
T = 100 C = ? 2.50 

• Q = 200 i = .15/365 = .00041 
■ I = ?10

Using these numbers yields the following values. Total.inventory loading costs = ?SO, CZ x 
(Q/2) Total ordering costs = ? 25, S x (D/Q) ■ | -

Cost of each purchase lot « ? 2,000,1 x Q | •

PV InverVt'oxrv^j 
Purchase^

PV factor
I + (1 + i(t x QT/D))

PV Holding 
and ordering

Inventory 
purchase day t x (Q

f®xT/D) j?
? 2,0601,0000 . 0

n,98320 .9918• 1

2 • 40 :9838
.7 l^SX ■

.97593 60 i.? 1^36• 80 .96824 •

? 264 T 9,8X7 •100 .9606

*264
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Total present value cost = ?264 + ? 9,837 = .

Now assume that the supplier is willing to discount the price per unit to 7 9.50 for purchase 
quantities of 500 units.

Total inventory holding costs ■ ? 625, C x. (Q/2) Total ordering costs = ?10, S * (T/Q) * 
Cost of each purchase lot = ?4,750 I * Q

Management of Inventory

Notes
PV Holding and 
ordering

Inventory purchase 
day t * (Q * T/D)

PV factor

I + (1 + i(t * QT/D))

PV Inventory 
Purchase

1,00000 0. t'4,750

.97991 50 ? 4,654

100 .9606 ?610 ? 9,404
?610

Total present value cost = 7609 + ?9,404 .= ?10,014

The present value cost of the inventory can be reduced from 10,101 to ^10,014 by taking 
advantage of the quantity discount. In' the case, the reduced cost of the inventory more than 
offset the additional holding costs and the larger initial payment for the inventory lot ordered.

This approach can be used'to solve for the order quantity, Q, with the least cost similar 
to the approach used by the quantity discount model. A simple solution is not possible, since 
the present value factors for inventory costs, Q x I are'functions of the quantity order, Q, which 

■ determines the timing of the purchases.

. The traditional EOQ model is insensitive to the impact on present value cost of the changes
in the timing of cash flows resulting from different order quantities and different payment terms. In 
other words, if one supplier offered a combination of quantity discounts and payment terms different 
from another supplier. The EOQ model would not be able to adequately assess the differences 
between the present value costs of the. two options. Only the present value timeline approach can 
accurately gauge the true present value cost differences between alternative inventory ordering plans.

4.7 Capital Investment Process
Capital investment decisions are long-term corporate finance decisions relating to fixed assets and 
capital structure. Decisions are based on several interrelated criteria. Corporate management seeks 
to maximize the value of the firm by investing in projects which yield a positive net present value 
when valued using an appropriate discount rate. These projects must also be financed appropriately. 
If no such opportunities exist, maximizing shareholder value dictates that management return 
excess cash to shareholders. Capital investment decisions thus comprise:

1. An investment decision, ; .

2. A financing decision, and

3. A dividend decision. . '

Investment Decision

Management must allocate limited resources between competing opportunities ("projects") in a 
process known as capital budgeting. Making this capital allocation decision requires estimating 
the value of each opportunity or project: A function of the size, timing and predictability of 
future cash flows.
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Management of Working Capital Project Valuation

In general, each project's value is estimated using a Discounted Cash Flow (DCF) valuation, and 1 
the opportunity with the highest value, as measured by the resultant Net Present Value (NPV) is I 
selected. This requires estimating the size and timing of all of the incremental cash flows resulting I 
from the project.-These future cash flows are then discounted to determine their present value, f 
These present values are then summed, and this sum net of the initial investment outlay is the NPV. |.

A valuation method used to estimate the attractiveness of an investment opportunity. | 
Discounted cash flow (DCF) analysis uses future free cash flow projections and discounts them 1 
(most often using the weighted average cost of capital) to arrive at a present value, which is used I 
to evaluate the potential for investment. If the value arrived at through DCF analysis is higher I 
than the current cost of the investment, the opportunity may be a good one. [.

Calculated as:
CF, , CF2

(1 + r)1 (1 + r)2 "" (1 + r)n

CF = Cash Flow- •

r “ discount rate (WACC)

The NPV is- greatly affected by the discount rate. Thus identifying the proper discount 
rate - the project "hurdle.rate" - is critical to making the right decision. The hurdle rate is the

Notes

CFnDCF = ....+

minimum acceptable return on an investment - i.e. the project appropriate discount rate. The 
hurdle rate should reflect the riskiness of the investment, typically measured by volatility of cashj 
flows, and must take into account the financing mix. Managers use models such as the Capital , 
Asset Pricing Model (CAPM) or the Arbitrage Pricing Theory (APT) to estimate a discount rate 
appropriate for a particular project, and^se the Weighted Average Cost of Capital (WACC) to 
reflect the financing mix selected.

A common error in choosing a discount rate for a project is to apply a WACC that applies 
to the entire firm. Such an approach may not be appropriate'where the risk of a particular project 

differs markedly from that of the firm's existing portfolio of assets.

In conjunction with NPV, there are several other measures used as (secondary) selectio:

V ■

L
criteria

Example: Discounted Payback Period, 1RR, Modified IRR, Equivalent Annuity, Capital 
Efficiency and ROI.

Valuing Flexibility

In many cases, for example R&D projects, a project may open (or close) paths of action to t ne 
company, but this reality will not typically be captured in a strict NPV approach. Management 
will therefore sometimes employ tools which place an explicit value on these options. So, whereas 
in a DCF valuation the most likely or average or scenario specific cash flows are discounted, hLre 
the "flexible and staged nature" of the investment is modelled, and hence "all" potential paydifffs 

are considered. The difference between the two valuations is the "value of flexibility" inherent 
in the project.. • . • ' I

The two most common tools are Decision Tree Analysis (DTA) and Real Options Analysis 
(ROA); they may often be used interchangeably: I

1. DTA values flexibility by incorporating possible events or states and consequent managernent 
decisions. In the decision tree, each management decision in response to an "event" generates
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a "branch" or "path" which the company could follow; the probabilities of each event are Management of Inventory 
determined or specified by management. Once the tree is constructed:

(a) "all" possible events and their resultant paths are visible to management;

(b) given this "knowledge" of the events that could follow, management chooses the 
actions corresponding to the highest value path probability weighted;

(c) then, assuming rational decision making, this path is taken as representative of 
project value.

Example: A company would build a factory given that demand for its product exceeded a 
. certain level during the pilot-phase, and outsource production otherwise. In turn, given 

further demand, it would similarly expand the factory, arid maintain it otherwise.

2. ROA is usually used when the value of a project is contingent on the value of some other 
asset or underlying variable. Here, using financial option theory as a framewprk, the decision 
to be taken is identified as corresponding to either a call option or a put option - valuation- 
is then via the Binomial model or, less often for this purpose. The "true" value of the project 
is then the NPV of the "most likely" scenario plus the option value.

Example: The viability of a mining project is contingent on the price of gold; if the price 
is too low; management will abandon the mining rights, if sufficiently high, management will 
develop the ore body.

Quantifying Uncertainty
Given the uncertainty inherent in project forecasting and valuation, analysts will wish to assess 
the sensitivity of project NPV to the various inputs (i.e. assumptions) to the DCF model. In a 

, typical sensitivity analysis the analyst will vary one key factor while holding all other inputs 
constant, ceteris paribus. The sensitivity of NPV to a change in that factor is then observed, and 
is calculated as a "slope":

A NPV / A factor. ’ ■

Example: The analyst will determine NPV at various growth rates in annual revenue as 
specified (usually at set increments, e.g. -10%, -5%, 0%, 5%....), and then determine the sensitivity 
using this formula.

Often, several variables may be of interest, and the various results may be combined to 
produce a "value-surface", where NPV is a function of several variables.

Using a related technique, analysts also run scenario based forecasts of NPV. Here, a scenario 
comprises a particular outcome for economy-wide, "global" factors (exchange rates, commodity 
prices, etc.) as well as for company-specific factors (revenue growth rates, unit costs, etc.). As an 
example, the analyst may specify specific growth scenarios.

Example: 5% for "Worst Case", 10% for "Likely Case" and 25% for "Best Case", where all 
key inputs are adjusted so as to be consistent with the growth assumptions, and calculate the 
NPV for each.

Note that for scenario based analysis, the various combinations of inputs must be internally 
consistent, whereas for the sensitivity approach these need not be so. An application of this 
methodology is to determine an ."unbiased NPV", where management determines a-(subjective) 
probability for each scenario - the NPV for the project is then the probability-weighted average 
of the various scenarios.

Notes

t

'j-

Self Learning Material 191



Management of Working Capita/Financing Decision

Achieving the goals of corporate finance requires that any corporate investment be finanoecl 
appropriately. As above, since both hurdle rate and cash flows (and hence the riskiness of. ctie 
firm) will be affected, the financing mix can impact the valuation. Management must therefore 
identify the "optimal mix" of financing-the capital structures that result in maximum value. I

The sources of financing will, generically, comprise some combination of debt and equ i-try. 
Financing a project through debt results in a liability that must be serviced and hence there are 
cash flow implications regardless of the project's success. Equity financing is less risky in tine 
sense of cash flow commitments, but results in a dilution of ownership and earnings. The :ost 
of equity is also typically higher than the cost of debt, and so equity financing may result irv an 
increased hurdle rate which may offset any reduction in cash flow risk. I

Management must also attempt to match the.financing mix to the asset being finance d as 
closely as possible, in terms^f both timing and cash flows.

One of the main theories of how firms make their financing decisions is the Pecking Order 
^Theory, which suggests that firms avoid external financing while they have internal finar iclrig 
available and avoid new equity financing while they can engage in new debt financing at 
reasonably low interest rates.

Another major theory is the Trade-off Theory in which firms are assumed to tra< le-of f 
the tax benefits of debt with the bankruptcy costs of debt when making their decisions.

An emerging area in finance theory is right-financing whereby investment banks and 
corporations can enhance investment return and company value over time by determining tlie 

right investment objectives, policy framework, institutional structure, source of financing (d 
equity) and expenditure framework within a given economy and under given market conditions.

One last theory about this decision is the Market timing hypothesis which states that firms 
look for the cheaper type of financing regardless of their current levels of internal resources, 
debt and equity. [

Notes

et>t or

CASELET: Aash Biotech: Intelligent Financing Decisions
Aash Biotech is an Ahmedabad, India based pharmaceutical firm that started its operations

small mariein 200 by the financing mix of Pecking order theory and right financing. From a 
and distributor of pharmaceutical products, the company has grown to become a progressive 
pharmaceutical company engaged in the development, commercialization and marketing of

eter
t-

prescription pharmaceutical products.

At Aash, the product development has continually expanded both on existing and ne-w 
product lines. The promotion is done directly through the Company's own expanding 

10 states through franchise and wholesale drug company's networljd iVVitsales force in over
uninterrupted growth in sales and profits, the company adopted market timing hyp?otHesis 
so as to finance its new projects.  |’

Dividend Decision
The dividend is calculated mainly on the basis of the company's unappropriated profit and 
business prospects for the coming year. If there are no NPV positive opportunities, i e. wln.e 
returns exceed the hurdle rate, then management must return excess cash to investors.' '1-iese f: 
cash flows comprise cash remaining after all business expenses have been met.
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This is the general case, however there are exceptions.

Example: Investors in a "Growth stock", expect that the company will, almost retain earnings 
so as to fund growth internally. .

. In other cases, even though an opportunity is currently NPV negative, management may 
consider "investment flexibility"/potential payoffs and decide to retain cash flows.

Management must also decide on the form of the distribution, generally as cash dividends or 
via a share buyback. There are various considerations: where shareholders pay tax on dividends, 
companies may elect to retain earnings, or to perform a stock buyback, in both cases increasing the 
value of shares outstanding; some companies will pay "dividends" from stock rather than in cash. 

Example:

1. If Mr. Ramnaresh owns 1% of a firm X's common stock, and the firm follows the policy E 
= D + I, Ramnaresh's dividend = .OlD.

Ramnaresh owns 1%’of a firm X's common stock, but if the firm follows the other policy E 
< D + I, Ramnaresh must invest additional funds to maintain his 1% ownership in Firm X. Now 
if F =* the additional funding obtained by the firm E.+ F = D + 1, then .OIF is required.

This implies that the amount of the extra cash dividend is exactly offset by the amount • 
, Ramnaresh needs to spend to maintain his 1% ownership in Firm X.

But if the firm follows the policy E. > D + I, Ramnaresh must sell back stock to the firm or 
else end up with more than 1 % ownership.

Important: No matter what dividend policy the firm follows, Ramnaresh is still able to 
spend the same amount on consumption.

2. A condensed balance sheet for Taxes Electronic Inc. is given in table. Texas Electronics has 
total assets of ? 130 crore, of which cash is ? 14 crore. The firm has approximately ? 10 crore 
in excess cash that can be either paid out in dividends of used to repurchase stock. The

s*
* firm's current earnings per share are ? 1.20. It has 11 crore shares outstanding, currently

selling for ? 9 per share.

This firm has been advised that it can either pay a dividend of 90 paise per share to liquidate 
its excess cash or it can repurchase 1 crore of its outstanding shares at ? 9.90 a share. In either 
situation, Texas Electronics will reduce its cash and its common equity account by ? 9.9 crore,

Texas Electronics Inc.: Balance Sheet, December 31,1999

Management of Inventory

Notes

Current liabilities ?35.0f 14.0Cash

76.0 Long-term debt 17.0Other current assets \

52.0Total debtTotal current assets 90.0

Common equity 78.040.0Net plant

Total debt and equity ? 130.0? 130.0Total assets

Total current earnings are ? 1.20 * 11 = ? 13.2 crore and current P/E ratio is ? 9/? 1.20 
= 7.5. It is assumed that the P/E ratio will remain the same after the repurchase. The effect of 
the repurchase on earnings per share and P/E ratio is summarised in table. Earnings per share 
increase to ? 1.32 after the repurchase. If it is assumed that the P/E ratio remains constant, the 
price of the stock after the repurchase will increase to f 9.90 per share. As a result of the ? 9.9 

' crore cash outflow, the current ratio will decline and the leverage ratio will increase. However, 
these changes would also take place with 90 paise per share cash dividend.

. *
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As this example illustrates, under the repurchase plan the stockholder is left with stock worth 
? 9.90 after the share repurchase. If the firm.decides to pay a cash dividend, the stockholder has 
common stock worth ? 9.00 a share plus 90 paise per share in cash. The rupee amounts earned 
as dividend is taxable in the current tax year. The capital gain, provided it is sustained over time, 
is taxable at a lower tax rate in the year the stock is sold.

The similarity between a stock repurchase and a cash dividend is influenced by the 
repurchase price of f 9.90. Had the repurchase price been established at a price lower than ? 9.90, 
the remaining stockholders would benefit at the expense of stockholders who sell their share to the 
firm. A repurchase price higher than ? 9.90 would benefit the selling stockholders more. In fact, 
it could be argued that ? 9.90 is the equilibrium repurchase price. Any repurchase price below 
the equilibrium price would not attract any sellers. Any repurchase price above the equilibrium 
price would attract all stockholders.

Management of Working Capital

Notes

Texas Electronics Inc.: Effect of Stock Repurchase

After repurchaseBefore repurchaseItem

Total current earrings ? 13.2 crore? 13.2 crore

10.3 crore11.0 croreShares outstanding

? 1.32? 1.20Earnings per share

7.507.50-Price earnings ratio

? 9.90? 9.00Price

2.292.57Current ratio*

43%40%Total debt to total assets^

. the before ratio is 90/35 * 257, and the after ratio is (90-9.9)/35*2J29 
t.The before ratio is 52/130 ■ 40%, and the after ratio is 52/(130-9.9) ■ 43%

The equilibrium repurchase price is given by Equilibrium repurchase price = current price . 
+ equivalent amount if cash dividend is paid. For Texas Electronics, the equilibrium repurchase 
price is 9.00 + 0.90 or ? 9.90 per share.

Today, it is generally accepted that dividend policy is value neutral.

4.8 Working Capital Decisions vs Capital Investment Decisions
As we already know, working capital is the amount of capital which is readily available to stirx 
organization. That is, working capital is the difference between resources in cash or readily

iconvertible into cash (Current Assets), and cash requirements (Current Liabilities). As a resixlt^, 
the decisions relating to working capital are always current, i.e. short-term decisions.

In addition to time horizon, working capital decisions differ from capital investment decis oris 
in terms of discounting and profitability considerations; they are also "reversible" to some ex j

Working capital management decisions are therefore not taken on the same basis as long; 
term decisions, and working capital management applies different criteria in decision making: • 
the main considerations are:

1. Cash flow/liquidity and 
• 2. Profitability/retum on capital

ent:.
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4.9 Role of Working Capital in the Investment Process Management of Inventory

For operating a firm working capital is as crucial as fixed capital. It is the net amount of short 
term assets - current assets minus current liabilities - of the firm which gives it some latitude at 
several activities For instance, by holding inventories at various stages of the production process 
the firm can run larger batches and is less vulnerable to strikes, and the presence of accounts • 
receivable on the balance sheet reflects the iact that the firm is willing to sell goods to customers 
that are solvent but short of cash.

Working capital is a prime measure of liquidity of the firm. Current assets include financial 
assets such as cash money and accounts receivable but also real assets such as inventories since 
it is thought that they can relatively easily be converted into cash. Current liabilities-consist of 
(accounts) payable(s) and short-term debt. ’ .

The various parts of working capital display their own patterns over the business cycle. 
When a firm is experiencing a negative shock to demand, its inventories of final products will 
generally rise.. Later on, when it becomes clear that this demand shock was the beginning of a 
recession and the firm is in financial distress, the firm will try to shed inventories of all kinds, 
to collect accounts receivable, and try to postpone payments of debts. That is, as the recession 
gets worse, the liquidity of firms measured as working capital decreases as does the cash flow.

Example: Southeastern's sales totaled ? 7.8 crore in 2003. In the past, inventories had been 
tightly controlled and were dictated to a considerable extent by production considerations. 
Inventory turnover in 2003 was 6.3 times, a figure considered quite good by industry standards. 
However, southeastern management had become increasingly concerned over sales lost due to 
stockouts of finished goods inventories. At year-end 2003, total inventories were ? 8,00,000, of 
which ? 2,00,000 was in finished goods.

Motivated by the problem of stock-outs, management initiated a study to determine whether 
finished goods inventories should be increased. From historical records of orders received and 
filled, management estimated that at the present inventory level, lost sales due to stock-outs were 
running at an annual rate of? 6,25,000. Since variable costs totaled about 60 per cent of sales, lost 
contribution amounted to about ? 2,50,000. .

The magnitude of the lost contribution figure convinced management that further study was 
necessary. Lost sales' were estimated at four alternative levels of finished goods inventories, each 
of which represented an incremental increase over current levels..The results are listed in table. 
The analysis showed that if finished goods inventories were increased from the current level of 
? 2,00,000 to 7 2,78,000, lost sales would decline from ? 6,25,000 to ? 4,75,000 and an additional 
contribution of ? 60,000 would be realised. Similarly, the additional contribution at inventory 
levels B, C, ancl D also was determined.

Notes

Southeastern Motors Inc.: Lost Sales
Thousands of Hupees)

Lost contribution1* Incremental contributionInventory level* Lost salesPolicy
250625Current 200

60190278 475A
69121303B 414
60153 61C 620
362563D 868

• Finished goods inventory onjy. 
b Variable costs equal 60 per cent of sales.
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The next step in the analysis was to determine carrying costs at each inventory level. Carrying 
costs included warehousing, servicing, taxes, insurance, and record-keeping, and amounted to 
about 5 per cent of the value of the inventory. This figure excluded financing costs. Incremental • 
operating profit was estimated as shown in table. By moving to level A, carrying costs would 
increase by ? 4,000. Subtracting this figure from incremental contribution 7 60,000 gives a pretax 
increase in operating profit of 56,000 after taxes. .

Southeastern Motors Inc.: Incremental Operating Profit 
(Thousands of Rupees)

Management of Working Capital

Notes

Incremental 
operation profitIncremental

contribution^5
Incremental 
carrying cost

Policy Carrying
cost3

Inventory
level AfterBefore

Tax«Tax

Current 200 10

60 56 28278 4A 14

69 62 31B 21 7414

50 25C 60620 31 10

24 . 12D 868 43 12 36
• 5 per cent o/inventor)’level.

»From table. 
cTaxes at 50 per cent.

From the data in tables discussed so far, expected return on investment was calculated as 
in table. • • I

Southeastern Motors Inc.: Expected Return on Investment in Additional Inventory

Policy Incremental E(R) 
on investment 

after tax (Per cent)

Inventory level 
. (Thousand)

Incremental
investment3
(Thousands)

Incremental 
operating 

profit, after • 
tax*5 (Thousands)

Current ? 200

278 78 28 35.9A

B 414 136 31 22.8

C 25620 206 12.1 •

‘4.8D 868 248 12

•out-o/-pocket outlay. 
► from table.

To move from the current policy to level A, Southeastern must invest an additional ? 78,'0 DO 
in finished goods inventory. I

We have identified the costs that vary and those that remain fixed as sales expand duel to 
recovery of lost sales. The validity of the analysis depends on our ability correctly to .identify 
fixed and variable costs in the range of sales in question. |

As finished goods inventories are increased, each successive increment recaptures less ijost 
sales and therefore.less lost contribution. At levels A and B, E(R) appears to be quite attractive. 
Policy D, returning only 4.8 per cent after taxes, does not seem attractive. Which policy shoinld
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Southeastern adopt? The answer depends on the target or required rate of return oninvestment Management of Inventory
in inventories.

• An important feature of the analysis above is'that it examines the incremental return on 
successive increments of inventory. To .move from the current policy to level D would require a 
total investment of ? 6,68,000. This investment would generate additional operating profit of f 
9600, an E(R) of 14.4 per cent. However, the E(R) on the last increment, from level C to level D, 
is only 4.8 per cent. By looking at several increments, we can better determine the’point at which 
marginal E(R) falls below the required rate within increments; the figures in table represent 
averages. The marginal E(R) on the last rupee of investment in increment B is quite a bit lower 
than the average E(R), 22.8 per cent, on increment B as a whole.

At the aggregate level of the manufacturing sector both in 1975 and in 1982 working capital 
declined sharply; some components, such as accounts receivables and inventories even fell 
considerably relative to sales. The decline in working capital affects investment directly since.it 
implies a fall in internal funds, and indirectly by raising the cost of external funds.

Bernanke and Gertler (1988) and Gertler (1989) argue that the agency cost of external 
finance depends on the quality of the balance sheet of the firm. When its liquidity decreases or 

. when prospects concerning future.sales deteriorate, the cost of external finance rises. Eckstein 
and Sinai (1986) found that at the end of the recession and at the beginning of a recovery firms 
try to rebuild their debt capacity by accumulating short-term financial assets in order to be able 
to borrow at acceptable rates when they need funds for investment. According to them this re
liquefaction characterizes a separate phase of the business cycle that precedes the period in which 
firms start to invest again.

A firm will also reduce inventories of materials during the recession as it will produce less.

It is conceivable that firms also save working capital in order to make sure that it can carry 
out an investment plan that takes years without interruption due to lack of cash. Depending on 
the structure of the adjustment costs, working capital has still another effect on the investment 
process beyond those mentioned above. It will be used to smooth investments in the case of 
convex adjustment costs. If a fixed costs component dominates, investments decisions will seem 
irreversible.

Notes

As Whited (1991) points out the height of the opportunity costs of reversing the investment 
decision varies with the cost of external finance which in turn depends on the availability of 
working capital inter alia. From the irreversibility literature we know that the higher the sunk 
costs, the longer a firm will wait to execute its investment plan ceteris paribus. Thus the size of 
the stock of working capital influences the timing (delay) of investment. Notice that working 
capital can be used for smoothing investment because it is in contrast to physical capital perfectly 
reversible. The amount of working capital that firms will hold for instance in order to make 

that investment plans don't have to be interrupted depends among bther things on theirsure
reputation in capital markets.

For firms that are regarded as being of both high long term and high short term credit quality, 
Calomiris et al. (1994) find that they have lower stocks of inventories and financial working capital 
and in addition that these stocks are less sensitive to cash flow fluctuations. The latter finding is 
interpreted by them as follows. Firms of higher credit quality don't need to accumulate working 
capital as a buffer against fluctuations in cash flow as they can eas ily obtain external funds at 
favorable terms. Furthermore they show that given a high (long term) bond rating, only firms of 
large size, with low earnings variance, high cash flows and/or large stocks of liquid assets have
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Management of Working Capital access to the commercial paper market. The former characteristics however seem sufficient for
firms to be able to issue commercial paper successfully given the fact that they have less working 
capital on average. . * j

The firm controls the various components of working capital to a different extent. In general 
it will have more control over inventories of materials than over inventories of finished products 
or accounts receivable. Moreover, the bank might set a limit to short term debt or demand la 
minimum level of cash. As a consequence the interpretation of working capital as a measure :>£ 
liquidity depends crucially on its definition. For instance high working capital defined as ca; 
minus short-term debt, might actually be a sign of low liquidity when it reflects restrictio is 
imposed by the bank. The empirical literature on the interaction between investment and decisio r»s 
on working capital we are aware of is very limited. J

Whited (1991) put the re-liquefaction theory of Eckstein and Sinai to a test. Allowijng 
coefficients to vary over time and controlling for demand by including output, she found that lags 
of working capital contributed significantly to a Qregression of investment and that in accorda/iee 

with the theory investment was especially sensitive to the level of working capital just after fttie 
trough of the business cycle (in 1983). Moreover when she split the sample using the criterion. o£ 
whether firms have a bond rating from Moody's or not, this particular pattern in the coefficient 
of working capital was only found for firms of low credit quality. [

Fazzari and Petersen (1994) view working capital as a use of funds which is compejting 
with fixed investment but also as a means (source) to smooth investment such that fluctuations in 
cash flow will not be transmitted fully to investment. Their empirical results indicate that vi-l-ien 

in addition to cash flow, the (simultaneous) change in working capital enters a Q regression 
model of ordinary investment, the coefficient of cash flow rises while the sign of the coefficient 
of the investment in working capital is negative. This should hot be interpreted as evidence tliat 
investment and the change in working capital are negatively correlated. Their findings are consistent 
with the following interpretation. The change in working capital takes out the transitory compp 
of cash flow such that the permanent component remains which determines investment prir larily 
(through the liquidity effect). In fact if a firm is liquidity constrained a positive (negative) slioclc 
to cash flow will increase (decrease) both the stock of working capital and investment. If tJtie 
shock is transitory, the extent of investment smoothing determines the actual size of the criarvge 
in working capital. If the shock was negative (and transitory), the firm will not reduce w^vrlciiigr 

capital when it has reached some minimum level necessary for operating the firm but itistread 
reduce investment more. Whited measures working capital as current assets minus inver|t:ojries, 

receivables and short term debt including the current portion of long term debt.

Working Capital and Marketable Securities

The securities most commonly held as part of the marketable securities portfolio are a.vvi<i<2e 
into two groups:

1. Governmental issues and'

Notes

nervt

2. Non-govemmental issues.

The short-term obligations issued by the central government and available as mai*lcetafc>', 
security are treasury bills. [

The securities with a maturity of between three to twelve months, at the time of issues, a
behalf of the Central Govecalled treasury bills. The sales are carried out by the RBI, on 

to raise short-term finance for the Government and observe excess liquidity in the marl<et.
mme
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The firm can deposit its excess cash with the commercial banks for some fixed maturity.' Management of Inventory 
Deposit scheme are tailored suiting .to the needs of the depositors. By various combinations of 
Demand, Term and Recurring Deposits, banks have brought spectrum of deposit schemes. Bank 
deposits are very popular due to their safe character. An individual depositor gets protection to 
the extent of ? 20,000 from the Deposit Insurance Corporation. Besides, the RBI also exercises a 
strict surveillance over the banking system which also ensures safety of deposits.

Example: A firm is currently disbursing from its concentration bank at a cost of f 25 per 
month for account maintenance and ?10 per cheque processed. The controlled disbursement 
bank will charge ?75 per month for account maintenance and ?15 per cheque processed. The 
controlled disbursement account will add 1/2-day float to the disbursements. The company issues 
100 cheques of average face amount of t 2,500 per *day. 'The treasurer maintains an overnight 
portfolio of about ^10,00,000, on which she currently earns about 6% per annum: She estimates 
that she could earn an additional 25 basis points on the investments if she could invest earlier 
in the day. Transfers to the controlled disbursement account could be done at a cost of ? 1 per 
transfer. Determine the annual net benefit, or cost, of using the controlled disbursement account 
instead of the current system.

Solution:

The net benefits consist of the float benefits plus the gain on the earlier investment less the 
additional costs connected with the controlled disbursing account less the transfer costs.

Float benefits are:

annual disbursement ^ float gain x Investment rate

ft 2,500 per day * 100 * 250 days) x (.5 days) x (.06/365) = ? 5,137 
Additional investment benefits are: ' •

Amount of the investment portfolio * Incremental rate (?10,00,000) * (.0025) = ?2,500.
Incremental bank charges are:

Incremental account maintenance costs + incremental per item charges

(? 75 - ? 25) x 12 + (? .15 * ? .10) x 100 x 250 = fl,850 *

Transfer costs are: ? 1 * 250 = ?250. The net benefits are:

Float benefits + .Investment benefits - Additional costs - Transfer costs 
? 5,137 + ^2,500 - H,850 - ?250 = ? 5,537 

Total reduced costs = ? 1,01,250 + ?52,000 = ? 1,53,250 
Maximum acceptable compensating balance = ?1,53,250/0.15 = ^10,21,666.60 
Example: The XYZ Company currently makes payments by cheques. The ABC Company, a 

supplier, has requested that XYZ allow ABC to debit their account 10 days after the invoice . 
date. XYZ currently pays ABC with a cheque mailed 30 days after the invoice date. It takes 
an average of 5 days for the cheque to the cleared through XYZ account. The average payment 
to ABC is ?500. It costs XYZ an average of T 10 to process the invoice through their accounts 
payables department and to issue a cheque. These costs would be eliminated by the proposed 
procedure. The opportunity costs of funds to XYZ is 10%,

1. Should XYZ accept ABC's offer?

2. XYZ has received a similar offer from TNK Company. Payments to TNK company average 
v 5,000. All other information is unchanged from the involving ABC. Should XYZ accept 
TNK's offer?

Notes
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Solution:

1. Under the current system XYZ loses value from its account on day 35. They also incur 
internal costs of ?10. {For simplicity assume these costs are incurred on day 35 when the 
payment is made.) Under <he proposed payment terms XYZ will lose value of ?500 on day 
10. To compare these two we take the present value (on day 10) of the payment on day 35.

, This is *5,107 (] + 1 * 25/365) = *506.53. Under the proposed payment terms they with lose 
• value of ?500 on day 10. Since they will be better off by *6.53 with the payment terms. XYZ 

■ should accept ABC's offer. • v -

2. The present value on day 10 for the payment to TNK under the system is *5,010/(1 +.
. 1 x 25/365) * * 4,975.92. If XYZ accepts TNK's payment terms it will lose value of ?5,000

on day 10. Since XYZ will be worse off by * 24.08; it should reject TNK's offer of the new 
payment terms.

Example: A firm has an annual opportunity cost of 12 per cent is contemplating 
installation of a lock box system at an annual cost of *2,60,000. The system is expected to reduce 
mailing time by 3 days and reduce cheque clearing time by 2 days. If the firm collects * 5,00,000 
per day, would you recommend the system? Explain.

Solution:.

Time reduction:

Mailing time 
Clearing time 
Total time reduction -

Management of Working Capital

Notes

■f

3 days 
2 days

5 days Float reduction;

5 days * 75,00,000/day = 25,00,000 Gross annual profit of float reduction; 
0.12 x *25,00,000 = *3,00,000

Since the annual earnings from the float reduction of *3,00,000 exceed the annual cost of 
*2,60,000, the proposed lock-box System-should be implemented. It will result in a net annual 
savings of *40,000 (*3,00,000 - *2,60,000 cost).

Example: The credit terms for each of three suppliers are as follows: Supplier Credit term' 
XYZ 
ABC

1/10 net 46 EpM

1/10 net 30 EOM YON 1/10 net60 EOM 
. 1. Determine the approximate cost of giving up the case discount from each, supplier.

Cash Management System>n.

2. Assume that the firm needs short-term finanang, recommend whether it would be better to
give up the cash discount and borrow from a bank at 15 per cent annual interest. Evaluate 
each supplier separately, using your findings in a. I

3. What impact, if any, would the fact that the'firm could stretch its accounts payable (net
period) by 20 days from supplier YON have on your answer in h relative this supplier? 
Solution: * .

1. Approximate Cost of Saving up Cash Discount

XYZ ABC YON ' •

2. ’ Recommendation

XYZ 10% cost of giving up discount <15% interest cost from bank; therefore take discount 
and borrow from bank.
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ABC 18 % cost of giving up discount >15% interest cost from bank; therefore take discount Management of Inventory 
and borrow from bank.

YOU 18% Cost of giving up discounts 15% interest cost from bank; therefore, take discount 
and borrow from bank.

3. Stretching ah accounts payable for supplier YON would change the cost of giving up the
cash discount to:

2% x [360/{(60 + 20) - 20}]

In this case, in view of the 15 percent interest cost from the bank, the recommended strategy 
in b would be to give up the discount, since the 12 per cent cost of giving up the discount would 
be less than the 15 per cent bank interest cost.

Working Capital and Investment: The Theoretical Perspective

What is investment? Strictly speaking, investment is the change in capital stock during a period.
Consequently, unlike capital, investment is a flow term and not a stock term. This means that 
while capital is measured at a point in time, while investment can only be measured over a period 
of time. If we ask "what is capital right now?", we might get an answer along the lines of ? 10 
crore. But if we ask "what is the investment right now?", this cannot be answered.

The quantity of a flow always depends on the period in consideration. Thus, we can 
answer "what is investment this month?" or "what is investment this year?" We can calculate the 
investment flow in a period as the difference between the capital stock at the end of the period 
and the capital stock at the beginning of the period. Thus, the investment flow at-time period t 
can be defined as:

It = Kt - Kt - 1
where Kt is the stock of capital at the end of period t and Kt-1 is the stock of capital at the 

end of period t-1 (and thus at the beginning of period t). .

The theory of capital is essentially different from the theory of investment.

With fixed capital, the story is different - and more complicated as there seems to be two 
decisions, that must be addressed: the amount of capital and the amount of investment. These are 
different decisions. One is about the desired level of capital stock. The other is about the desired 
rate of investment flow. The decisions governing one will inevitably affect the other, but it is not 
necessarily the case that one is reducible to the other.

There are effectively two ways of thinking about investment. At the risk of annoying some 
people, vye shall refer to these as the "Hayekian" and "Keynesian" perspectives. The Hayekian 
perspective conceives of investment as the adjustment to equilibrium and thus the optimal amount 
of investment is effectively a decision on the optimal speed of adjustment. A firm may decide it 

' needs a factory (the "capital stock" decision), but its decision on how fast to build it, how much 
to spend each month building it, etc. - effectively, the "investment" decision - is a separate 
consideration. Naturally, the capital decision influences the investment decision.

Example: A firm which has ? 10 crore of capital and decides that it needs ? 15 crore of 
capital, therefore requires investment of ? 5 crore. But if this adjustment can be done "instantly", 
then there is really no actual investment decision to speak of. We just change the capital stbck 
automatically.- The capital decision governs everything.

However, if for some reason, instant adjustment is not possible, then the investment story 
begins to matter. How do we distribute ? 5 billion adjustment in the above example? Do we invest

•Notes

Self Learning Material 201

I



Management of Working Capital in an even flow over time, like 7 1 crore this week, another ? 1 crore next week, and so on? Or dof
invest in descending increments, e.g. invest ? 1 crore this week, f 50 lacs next week, ? 30 lacs^we

the week after that, etc. and approach the t 5 crore mark asymptotically? Or should we invest ir 
• ascending increments^ e.g. ? 10 lac this week, ? 50 lac next week, etc.?

Delivery costs, changing prices of suppliers, fluctuating interest rates arid financing costs 
and other such considerations, make some adjustment processes more desirable than others'.

' These different patterns of "approaching" the desired ? 5 crore adjustment in capital stock ana 
the considerations that enter into determining which adjustment pattern to follow is what lies ax 
the heart of the Hayekian approach to investment theory. |

The Hayekian approach is shown heuristically in F igure 13.1, where we start at capital 
stock Koand then, at t*, we suddenly change our desired capital stock from K o to K*. The figure 
depicts four alternative investment paths from Ko towards K*. I

Path I represents "instant" adjustment type of investment (i.e. all investment happens at 
once at t* and no more investment afterwards). Path 1' represents an "even flow" adjustment patH, 
with investment happening at a steady rate after t* until K* is reached. Path I” is the asymptotic 
investment path (gradually declining investment), while path T" depicts a gradually increasinig 
investment path. All paths, except for the first instant one, imply that "investment" flows will fc>e 
happening during the periods that follow t*. Properly speaking, then, investment theory in tKe 
Hayekian perspective is concerned with analyzing and comparing paths such as V , I” and I"' .

Notes

/
K 1 “

K*
1"l.

r"
Ko

tt* time
V

Figure 4.4: Adjustment Paths towards K*

' The "Keynesian" approach places far less emphasis on the "adjustment" nature of investment. •
Instead, they have a more "behavioral" take on the investment decision. Namely, the Keynesian 
approach argues that investment is simply what capitalists "do". Every period, workers consume 
and capitalists "invest" as a matter of course. This leads Keynesians to underlay the capital stock: 
decision. This does not mean that Keynesians ignore the fact that investment is defined as a change 
in capital stock. Rather, they believe that the main decision is the investment decision; the capital 
stock just "follows" from'the investment patterns rather than being an important thing that n^eds - 
to be "optimally" decided upon beforehand. Thus, when businesses make investment decisions^ 
they do not have an "optimal capital stock" in the back of their mind. They are more concerned 
as to what is the optimal amount of investment for some particular period. For Keynesians, :lnen, 
optimal investment not about "optimal adjustment" but rather about "optimal behaviour"

4.10 Summary
Inventory management is concerned with keeping enough product on hand to avoid rui ining 
out while at the same time maintaining a small enough inventory balance to allow for a
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reasonable return on investment. A major problem with managing inventory is that the demand Management of Inventory
for a corporation's product is to a degree uncertain. The supply of the raw materials used in its 
production process is also somewhat uncertain. Carrying costs constitute all the costs of holding 
items in inventory for a given period of time. They are expressed either in rupees per unit per 
period or as a percentage of the value per period. ABC inventory classification and related 
control techniques were developed originally for mutual systems prior to the widespread use of 
automated inventory record keeping.

ABC control placed emphasis on reducing record-keeping requirements, redirecting clerical 
and review effort, and implementing stratified or varying inventory control techniques. These 
concepts also are generally applicable to automated systems: Value-volume Analysis is an important 
concept, because those items with a high level of activity must be more closely controlled than 
the ones with relatively low actiyity levels. The VED (Vital, Essential, Desirable) classification 
is applicable largely to spare parts. Stocking of space parts is based on strategies different from 
those of raw materials because their consumption pattern in different. While consumption of 

. raw material depends directly on the market demand for spare for spares follow the Poisson 
distribution and therefore, spares are classified as vital, essential and desirable. This implies that 
vital classes of spares have to be stocked adequately and so on. Also ABC and VED .classifications 
can be combined to advantage.

A combination of XVZ and VED methods can give an idea of what are the items that can 
be disposed off to train the inventory. The basic EOQ model assumes that orders to replenish the 
inventory of an item are filled instantaneously; that is, the lead time is zero. In practice, however, 
some time usually elapses between when a purchase order is placed and when the item actually 
is received in inventory. This lead time consists of the time it takes to manufacture the item, the 
time it takes to package and ship the item, or both. Determining the optimal safety stock and order 
quantities under these more realistic conditions is a fairly complex process. However, the factors 
that have to be considered in this type of analyzing can be- identified briefly. All other things being 
equal, the optimal safety stock increases as the uncertainty associated with the demand forecasts 
and lead times increases. Likewise, all other things being equal, the optimal safety stock increases 
as the cost of stock outs increases.

Capital investment creates the need for additional investment in inventory, accounts 
receivable and cash throughout the life of the plant and equipment. Usually, it is assumed that 
the costs resulting from changes in the working capital components or the cash benefits following 
from these components are imbedded in the cash flow of the investment. On identifying the costs 
and benefits created by the working capital components and linking them explicitly to the total 
investment planning process, we analyse certain very important points.

, In the early life of an investment, it is operating below capacity, while later in the life cycle,
there is often an increase in the operating capacity. The discounted cash flows related to cash, 
receivables, and inventories can range from a modest to the major proportion of the total cost of 
an investment. The need for additional investment in working capital is dependent on the type 

' and size of investment, the size and growth of the market, the growth of the relative market share 
and length of the planning horizon.

Notes

N‘

4.11 Glossaiy
• Cash Flow Timeline: A line or chart showing a company's cash inflows and cash outflows 

and the business activities that caused them over a given period of time.
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• Terminal Value: The. value of an asset at some point of time in future.

• Tombstone: An advertisement that announces a public offering.

• Decision Tree: A graph or model of decisions and their possible consequences, includin 5 
chance dvent outcomes, resource costs, and utility.

• Discounted Payback Period: Length of time required to recover the initial cash outflow-
from the discounted future cash inflows. |

• IRR: Stands for Internal Rate of Return. 1RR is the rate of growth a project is expected
to generate. ' , • . '!

• Real Options Analysis: A useful tool for stimulating thinking about a range of possible 
options and helping to make decisions on what to invest in. In particular, ROA helpsftro 
keep investment options open, and enable riskier approaches to be explored, withqixt 
making long-term commitments to them.

Management of Working Capital

Notes

4.12 Review Questions
1. Determine reorder level, minimum level, maximum level, and average stock level. Np

usage -100 units per week; Lead-time - 4 to 6 weeks Minimum usage - 50 units per weelc; 
Maximum usage - 150 per week Reorder quantity - 600 units I

2. A company purchases a component of a product at the rate of ? 50 per piece. The am mal 
consumption of that component is 25,000 pieces. If the ordering cost is ?230 per order and 
carrying cost is 20 per cent per annum, what would be the EOQ?-

3. AIM Company Ltd. uses quarterly 50,000 units of raw materials. Cost of raw materials 
is MOO per unit, Cost of placing an order is H20 and carrying cost is 9 per cent per ^

Calculate EOQ.

4. Hindustan Engineering Factory consumes 75,000 units of a component per year. Tine 
' ordering, receiving and handling costs are ? 6 per order while transportation cost is ^ 24
per order. Depreciation and obsolescence cost ? 0.008 per unit per year; interest cost t O.X2 
per unit per year; storage cost ^ 2,000 per year for 75,000 units. Calculate EOQ.

• 5. The following information relating to inventory in WTS Ltd. is made available to yoi . Tine 
company wants to introduce the scheme of ordering only the economic order quantity. 
Annual demand: 480 units; Price per unit: ? 4 
Carrying cost : 40 paise per unit; Cost per order: ? 5 per unit

Determine the economic order quantity. Also determine the number of orders per year 
and frequency of purchases. I

6. For balance sheet, what might be the significance of the extent to which inventory is con loosed 
of raw materials, work in process, and finished goods?

7. Critically evaluate the explosion process.

8. What can be the limitations of First-in, First-out Inventory Method?

9. Is there any significance of cash flow time line in the inventory management? If yes, el ucidate 
upon the same. If no, why are they studied in combination under inventory managemerxt'

10. Which method of inventory valuation do you think to be the best and why?

11: How should companies address working capital management following global changes i: 
the economy and in industry structures?

al

ear.
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12. Assume that a cash manager discovers that his firm is .paying off its accounts payable at- Management of Inventory 
an average of two days early. If the firm changes this practice and pays the accounts oh 
their due date, what is the effect on the disbursement float if credit purchases are ? 9.125 
crore annually? If the available cash released can be invested in short-term securities at 10 
per cent and the firm's tax rate is 40 per cent, what is the net benefit to the firm? Assume 
a 365-day year.

13. R.J. Mahajan, financial manager of the AMC Services, has been keeping the firm's fund in 
the First Growth Fund (FGF) a money market fund that pays 8 percent on deposits and has 
no charge for withdrawals. Mahajan has found another Fund, Grand Growth fund that pay

14. What might be the benefit of tracking selected financial ratios in order to monitor the financial 
growth of a firm over time?

15. What corrective actions would you suggest to a firm which may not be operating under full 
capacity of the investment made?

16. What trend would be shown by the inventories of final products of a firm which is 
experiencing a negative shock to demand and why?

17. What would a firm do in order to make sure that it can carry out an investment plan that 
takes years without interruption due to lack of cash?

18. Do you agree/disagree with the statement that lengthening of payments on receivables
that was not forecast can result in a cumulative shortfall in the actual cost inflows from an 
investment. Why/why not? •

Notes

4.13 Further Readings
• Bajaj, Tuli and Srivastava, Retail Management, New Delhi: Oxford University Press

• Gibson G. Vedamani, Retail Management, Mumbai: Jaico Publishing House

• Lewison, D. M. and Delozier, W. M., Retailing, Columbus: Merrill Publishing Co.

• http:/ / www.iilm.edu/iilm-online/retail-management.htmlhttp://books.google.co.in/ 
• books?isbn=8174465480

• http://www.prenhall.eom/marketing/armstrdng/38l87_01_pl-33.p
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WORKING CAPITAL FINANCING
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5.1 Learning Objectives ' Working Capital Financing

After studying the chapter, students will be able to:

• To determine different style of credit;

• , To know the classification of advances according to security;

• To discuss the secured advances, procurement & discounting ofbills;

• To discuss factoring of receivables;

• To explain the bonds and debentures;

• To determined intercorporate loans;

• T elaborate commercial paper, certificate of deposits;

• To discuss the'inter corporate loans and short term bank loans;

• Explain working capital management under inflation;

• Discuss working capital and small scale industries.

Notes

5.2 Introduction

Bank credit continues to be one among one of the prominent sources of Working Capital for trade 
and industry. With the growth of banking institutions and the phenomenal rise in their deposit 
resources, their importance as the suppliers of Working Capital has significantly increased.More 
particularly, there has been a significant rise in the credit towards industry in the recent past. 
The banker's assessment of working capital needs and the quality of marketable securities is the 
fundamental criteria for extending the finance to a firm though unsecured loans are also granted 
to parties enjoying high reputation and sound financial positions in the market. In this unit, we 
shall examine the basic principles of bank credit, followed by a detailed account of the various 
types of credit facilities offered by banks and the. securities required by them. .

The two most prevalent modes of financing the working capital in India are Trade credit 
and commercial bank. The equity shares shall continue to be the most preferred long term source 

. of finance for firms. The short term requirement of funds is the most acute requirement because 
it has a direct bearing on the day to day functioning of a firm. However, this is the area where 
most stringent credit policies are followed by banks. The tightening financial discipline imposed 
by them and the higher cost has led the companies to go in for new and innovative sources of 
finance. Public Deposits, Factoring of Receivables, Bonds and Debentures, Inter- Corporate Loans 
and Commercial Paper are some of the alternatives available for the firms to fulfill their working 
capital requirements. •

Raising short term and medium term debt by inviting and accepting deposits from the 
investing public has become an established practice with a large number of companies both in the 
private and public sectors. This is the outcome of the process of dis-intermediation that is taking 
place in Indian economy. Similarly, issuance of Commercial Paper by high nebworth Corporates 
enables them to raise short-term funds directly from investors at cheaper rates as compared to 
bank credit. In practice, however, commercial banks have been the major investors in Commercial 
Paper in India, implying thereby that bank credit flows to the corporate sector through the route of 
CPs. Inter-Corporate loans and investments enable the cash rich corporations to lend their surplus 
resources to those who need them for their working capital purpose. Factoring of receivables is 
a relatively recent innovation which enables corporates to convert their receivables into liquidity
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Management of Working Cnpifa/within a short period of time. In this unit we shall discuss the salient features of various soun es
of non-bank finance and the regulatory framework evolved in respect of them.

A source of Working Capital Finance means availability of funds for a period of one yeaar 
or less than that period. Usually the sources for such short term finances. Generally the sl^ort 
term sources are trade credit, bank credit, indigenous bankers, public deposits, advances frc^m 
customers, personal loans, retained earnings, accrued expenses, and provision for taxation and 
depreciation fund. These are short term finances used to cover the financial needs up to one year 
employed in the purchase of raw materials, paying salaries, taxes, rent etc.

Broadly speaking, the short-term finance may be classified between two categories^ i.e. 
spontaneous sources and negotiated sources. Spontaneous sources of finance are those wHicti 
naturally arise in the course of business operations. Trade credit, credit from employees, credit 
from suppliers of services etc. are some of the examples which may be quoted in this respect. 
Negotiated sources, as it is clear from the name itself, are those which have to be specifically 
negotiated with lenders say commercial banks, financial institutions, general public etc) Tine 

finance manager has to be very careful while selecting a particular source, or a combination thereof 
for financing of working capital. Generally the following parameters are suggestive to consider 
before arriving on.any decisions. These are cost, impact of credit rating, feasibility, reliability, 
restrictions and hedging or matching approach i.e. raising the same maturity short-term hind as 
needed in the business. |

Working capital is the fund invested in current assets and is needed for meeting day to day 
expenses. Working capital is the fund invested in current assets. It occupies an important place 
in a firm's Balance Sheet. Working capital financing is a specialized area and is designed t d irrveet 
the working requirements of a business; The main sources of working capital financing ar 2 trade 
credit, bank credit, factoring and commercial paper.

The firms generally enjoy easy access to the bank finance for meeting their working capita' 
needs. But from time to time. Reserve Bank of India has been issuing guidelines and direc tives tc 
the banks to strengthen the procedures and norms for working capital financing.

Notes

5.3 Principles of Bank Lending
While granting loans and advances commercial banks follow the three cardinal prin<£ipl^»s c
lending. These are the principles of security, liquidity and profitability, which have been eJcplaixie 

below: I

1. Principle of Security: The most important principle of lending is to ensure the pro tec tic 
of the funds lent. It means that the borrower repays the amount of the loan with interest 
per the loan contract. The ability to repay the loan depends upon the borrower's| capac ' 
to pay as well as his willingness to repay. To ensure the former, the banker depends tap

■ his tangible assets and the viability of his business to earn profits. Borrower's willin.gxt. 

depends upon his honesty and character. Banker, therefore, takes into account 
above mentioned aspects to determine the credit - worthiness of the borrower and to ens 
safety of the funds lent. |

2. Principle of Liquidity: Banks mobilize funds through deposits which are repjayab>le 
demand or over short to medium periods. The banker therefore lends his funds 
period and for Working Capital purposes. These loans are largely repayable orv dem

for* s
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and are granted on the basis of securities which are easily marketable so that he may realise Working Capital Financing 
his dues by selling the securities. • . . .

3. Principle of Profitability: Banks are profit earning institutions.

They lend their funds to earn income out of which they pay interest to depositors, incur 
operational expenses and earn profit for distribution to owners. They charge different rates of 
interest according to the risk involved.in lending funds to various borrowers. However, they do 
not have to sacrifice safety or liquidity for the sake of higher profitability.

Following the above principles banks pursue the practice of diversifying risk by spreading 
advances over a reasonably wide area, distributed amongst a good number of customers belonging 
to different trades and industries. Loans are not granted for speculative and unproductive purposes.

Notes

Style of Credit

Commercial banks, provide finance for working capital purposes through a variety of. methods. 
The terms and conditions, the rights and privileges of the borrower and the banker differ in each 
case. We shall discuss below these methods of granting bank credit..

Cash Credit System
Cash Credit System accounts for the major portion of bank credit in India. This is a method of 
granting credit by banks. Under this method the bank prescribes a limit, called the Cash Credit 
limit, upto which the customer is permitted to borrow against the security of tangible assets or 
guarantee. The borrower may withdraw'from the account as and when he needs money. Surplus . 
funds with him may be deposited with the banker any time. Thus, it is running a/c with the 
banker, wherein withdrawals and deposits may be made frequently in any number of times.

Merits of Cash Credit System

The Cash Credit System has the following merits: > ■

• The borrower need not keep surplus funds idle with him. He can deposit the surplus 
funds with the banker, reduce his debit balance, and thus minimise the interest 
burden.

• On the other hand he can withdraw funds, at any time to meet his needs.

• Banks maintain one account for all transactions of a customer. As documents are required
only once in a year the costs of repetitive documentation is avoided. .

• Demerits of Cash Credit System

• The Cash Credit System, on the other hand, suffers from the following demerits:

• Cash Credit limits are prescribed only once in a year and hence they are fixed keeping 
in view the maximum amount that can-be required within a year.

• Consequently, a portion remains unutilised for part of the year during which bank 
funds remain unemployed.

• The banker remains unable to verify the end use of funds borrowed by the customer.
• Such funds may be diverted to unapproved purposes.

• As there is only commitment charge of 1% or less, there will be a tendency on the part 
of companies to negotiate for a higher limit.
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Management of Working Capital Loan System

Under the loan system, a definite amount is lent at a time for a specific period and a definite 
purpose. It is withdrawn by the borrower once and interest is payable for the entire period for 

•• which it is granted. It may be repayable in installments or in lump sum. If the borrower needs 
funds again, or wants to renew an existing loan, a fresh proposal is placed before the banker. The 
banker will make a fresh decision depending upon the availability of cash resources. Even if the 
full loan amount is not utilised the borrower has to pay the full interest.

Notes

Advantages of the Loan System

The loan system has the following advantages over the Cash Credit System:

1. This system imposes greater financial discipline on the borrowers, as they are bound to 
repay the entire loan or its installments on the due date/ dates fixed in advance.

2. At the time of granting a new loan or renewing an existing loan, the banker reviews the loan 
account. Thus unsatisfactory loan accounts.may be discontinued at his discretion.

3. As the banker is entitled to charge interest on the entire amount of loan, his income fro 
interest is higher and his profitability also increases because of lower transaction cost.

(i) Short Term Loans: Short term loans are granted by banks to meet the Working Capital
requirements of the borrowers. Such loans are usually granted for a period upto onj^ 
year and are secured by the tangible movable assets of the borrowers like good^ 

and commodities, shares, debentures etc; Such goods and securities are pledged or 
hypothecated with the banker. - j

(ii) Medium and Long Term Loans: Such loans are generally called 'Term Loans' and are 
granted by banks with AH India Financial institutions like Industrial Development Banjc 
of India, Industrial Finance Corporation of India, Industrial Credit and Irivestmei \t 
Corporation of India Ltd. Term loans are granted for1 medium and long terms, general y 
above 3 years and are iheant for purchase of capital assets for the establishment o£

1 .

new units and for expansion or diversification of an existing unit. These loans are 
usually secured.by the tangible assets like land, building, plant and machinery etc. 
Though term loans are meant for meeting the project cost but as project cost incluc/es 
margin for Working Capital, a part of term loans essentially goes to meet the neejcls 
of Working Capital. I ■

(iii) Bridge Loans: Bridge Loan is a short term loan which is usually granted to industrial 
undertakings to enable them to meet their urgent needs. It is granted when a tarm 
loan has already been sanctioned by a bank/financial institution, but its disbursement 
takes some time or when the company is taking steps to raise funds for the capital

Reserve Bank of India has allowed the banlcs' market. It is a type of interim finance, 
to grant such loans within the ceiling of 5% of incremental deposits of the previlous 

prescribed for individual banks' investment in Shares/ Convertible debentJ: “ _ _res.year
Bridge loans may be granted for a maximum period of one year.

(iv) Composite Loans: Composite loans are those loans .which are granted for Kotin, 
investment in capital'assets as well as for working capital purposes. Such loans 
usually granted to small borrowers, such as artisans, farmers, small industrie: ^

Under the composite loan scheme, both term loans and Working Capital are prov ide<i

axe
etc.
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through a single window. The limit for composite loans has recently (in Feb., 2000) Working Capital Financing 
■ been increased from f 5 lakhs to'? 10 lakhs for small borrowers.

(v) Personal Loans: These loans are granted by banks to individuals specially the salary- 
earners and others with regular income, to purchase consumer durable goods like 
refrigerators, T.Vs. cars etc. Personal loans are also granted for purchase/construction 
of houses. Generally the amount of loans is fixed as a multiple of the borrower's income 
and a repayment schedule is prepared as per his capacity.to save.

Notes

. Overdrafts

This facility is allowed to the current account holders for a short period. Under this facility, the 
current account holder is permitted by the banker to draw from his account more than what stands 
to his credit; The excess amount drawn by him is deemed as an advance taken from the bank. 
Interest on the exact amount overdrawn.by the account-holder is charged for the period of actual 
utilisation. The banker may grant such an advance either on the basis of collateral security or on 
the personal security of the borrower. Overdraft facility is granted by a bank on an application 
made by the borrower. He is alsoy required to sign a promissory note. Therefore, the customer 
is allowed the amount, upto the sanctioned limit of overdraft as and when he needs it. He is 
permitted to repay the loan as per his convenience and ability to do so.

5.4 Classification of Advances According to Security

Banks attach great importance to the safety of the funds, lent as loans and advances. For this 
purpose, they ask the borrowers to create a charge on their tangible assets in their favour. In some 
cases, the banks secure their interest by asking for a guarantee given by a third party. Besides the 
tangible assets or a guarantee, banks rely upon the personal security of the borrower and grant 
loans which are called unsecured advances' or 'clean loans'. In the balance sheet, banks classify 
advances as follows:

Secured Advances

According to Banking Regulation Act 1949, a secured loan or advance means "a loan or advance
made on the security of assets, the market value of which is not at any time less than the amount >
of such loan or advances". An unsecured loan or advance means a loan or advance not so secured. 
The main features of a secured loan are:

• The advance is made on the basis of security.of tangible assets like goods and 
commodities, life insurance policies, corporate and government securities etc.

• A charge is created on such security in favour of the banker.

• The market value of suCh security is not less than the amount of loan. If the former is 
less than the latter, it becomes a partly secured loan.

Unsecured Advances
Unsecured advances are granted without asking the borrower to create a charge on his assets 
in favour of the banker. In such cases the security happens to be the personal obligation of the 
borrower regarding repayment .of the loan. Such loans are granted to parties enjoying high 
reputation and sound financial position.
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The legal status of the banker in case of a secured advance is that of a secured creditor. He 
possesses absolute right to recover his dues from the borrower out of the sale proceeds of the 
assets over which a charge is created in his favour. In case of an unsecured advance, a banker 
remains an unsecured creditor and stand at par with other unsecured creditors of the borrower, 
if the latter defaults.

Management of Working Capital

Notes
Guaranteed Advances

The banker often safeguards his interest by asking the borrower to provide a guarantee by a third 
party may be an individual, a bank or Government. The person who undertakes this obligation to 
discharge the liability of another person is called the guarantor or the surety. Thus a guaranteed 
advance is, in fact, also an unsecured advance i.e. without any specific charge being created on 
any asset, in favour of the banker. A guarantee carries a personal security of two persons i.e. the 
principal debtor and the surety'to perform the promise of the principal debtor. If the latter fails 
to fulfill his promise, liability of the surety arises immediately and automatically. The surety 
therefore, must be a reliable person considered good for the amount for which he has stood as 
surety. The guarantee given by banks, financial institutions and the government are therefore 
considered valuable.

5.5 Modes of Creating Charge Over Assets
►As we have noted above, in the case of-secured advance, a charge is created over an asset of the 

borrower in favour of the lender. By creation of charge it is meant that the banker gets certai^i 
rights in the tangible assets of the borrower. The borrower still remains the owner of the asset, biit- 
the banker gets the right of realizing his dues out of the sale proceeds of the asset. Thus bankerjs 

interest is safeguarded. There are several methods of creating a charge over the borrower's assets 
•as shown below:

Lien
The Indian Contract Act confers upon the banker the right of general lien. The banker is empower ad 
to retain all securities of the customer, in respect of the general balance due from him. The banker- 
gets the right to retain the securities handed over to him in his capacity as a banker until the dii.es 
are paid by the borrower. It is deemed as implied pledge.

Pledge
Pledge is the most popular method of creating a charge over the movable assets. Pledge is a 
method of creating a charge over the movable assets of the borrower in favour of the lenil 
Under the pledge, the movable assets of the borrower are delivered to the banker as a security, 
which he will return back to the borrower, after he repays the amount due from him in respect 
of principal and interest. Thus when the borrower pledges his goods with the banker, he deli j> 
the goods to the banker to be retained by him as security for the amount of the loan. Delivery of 
goods may be either (i) physical delivery or (ii) constructive or symbolic delivery. I

The latter does not involve physical delivery'of the goods. The handing over of the J^eys 
of the godowns storing the goods, or even handing over the documents of title to goods lilce 

eceipts, duly endorsed in favour of the banker amounts to constructive delivery. In 
case the pledger defaults, the pledgee has the right to sell the goods after giving pledger reasonable 
notice of sale or to file a suit for the amount due from him. I

er.
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Mortgage Working Capital Financing

It is a method of creating a charge over the immovable property like land and building. Under 
Mortgage the borrower transfers some of the rights of ownership to the banker (or mortgagee) 
and retains the remaining rights with himself. The objective is to secure a loan taken from the 
banker. Actual possession over the property is not passed on to the mortgage in all cases.

The owner transfers some of the rights of ownership to the mortgagee and retains the 
remaining with him. The object of transfer of interest in the property must be to secure a loan 

.or to ensure the performance of an engagement which results in monetary obligation. It is not 
necessary that actual possession of the property be passed on to the mortgagee. The mortgagee, 
however, gets the right to recover the amount of the loan out of the sale proceeds of the mortgaged 
property. The mortgagor gets back the interest in the mortgaged property on repayment of the 
amount of the loan along with interest and other charges.

Notes

Hypothecation
Hypothecation is another method of creating a charge creating charge over the movable assets. 
Under hypothecation the possession over such assets is not transferred to the banker. Only an 
equitable charge is created in favour of banker. The assets remain in the possession of the borrower, 
who promises to give possession of the same to the banker, whenever he is requested to do so.

Under hypothecation, neither ownership nor possession over the asset is transferred to 
the creditor. Only an equitable charge is created in favour of the banker. To enforce the security, 
the banker should take possession of the hypothecated assets on his own or through the court.

Assignment
The borrower may provide security to the banker by assigning any of his rights, properties or 
debts to the banker. The transferor is called an 'assignor and the transferee an 'assignee'. The 
borrowers generally assign the actionable claims to the banker under section 130 of the Transfer 
of Property Act 1882. Actionable claim is defined as a claim to any debt, other than a debt secured 
by mortgage of immovable property or by hypothecation or pledge of movable property or to 
any beneficial interest in movable property not in the possession of the claimant.

A borrower may assign to the banker (i) the book debts, (ii) money due from a government 
department or semi-government organisation and (iii) life insurance policies.

Assignment may be either a legal assignment or an equitable assignment. In case of legal 
assignment, there is absolute transfer of actionable claim which must be in writing. The debtor 
of the assignor is informed about the assignment. In the absence of the above, the assignment is 
called equitable assignment.

5.6 Secured Advances
Secured advances account for a significant portion of total advances granted by banks. As we 
have seen, in the case of secured advances, a charge is created on the assets of the borrowers in 
favour of the banker, which enables him to realise his dues out'of the sale proceeds of the assets. 
Let us first study the general principle of secured advances:

1. Marketability of Securities: The banker grants advances on the basis of those securities 
which are easily marketable without loss of time and money, because in case of non-payment 
by the borrower, the banker shall have to dispose-off the security to realise his dues.
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Management of Working Capital 2. Adequacy of Margin: Banker also maintains a difference between the value of the security
and the amount lent. This is called 'margin'. Suppose a banker grants a loan of •? 100 /- c >ri 
the security valued at ? 200/- the difference between the two (i.e. ? 200 - ? 100 = ? 100) is 
called margin. Margin is necessary to safeguard the interest of the banker as the market 
value of the security may fall in future and / or interest and other charges become payat -le 
by the borrower, thus increasing the liability of the borrower towards the banker. Differ* rtt 
margins are prescribed in case of different securities. I

3. Documentation: Banker also requires the borrower to execute the necessary documents e 
Agreement of pledge. Mortgage Deed, Promissory etc. to safeguard his interest.

Notes

♦S-

Real Estate

Real Estate i.e. immovable property like land and building are generally not regarded as suitable 
security for granting loans for working capital. It is difficult to ascertain that the legal title of tlie 
owner is free from any encumbrance. Moreover, their valuation is a difficult task’and they are 
not readily realizable assets. Preparation of mortgage deed and its registration takes time and is 

. expensive also. Real Estates are, therefore, taken as security for term loans only.

Book Debts

Sometimes the debts which the borrower has to realise from his debtors are assigned to the baAlcer 
in order to secure a loan taken from the banker. Such debts have either become due or will accrne 
due in the near future. The assignor must execute an instrument in writing for this purpose, cl Jarly 

expressing his intention to pass on his interest in the debt to the assignor (banker). He may also 
pass an order to his debtor to pay the assigned debt to the banker.

Goods and Commodities
* »

Bulks of the advances granted by banks are secured by goods and commodities, raw material and 
finished goods etc., which constitute the stock-in-trade of business houses. However, agricutturral 
commodities are likely to deteriorate in quality over a period of time. Hence banks grant sbiort 
term loans only, against such commodities.

The problem of valuation of stock pledged with the bank is not a difficult one, as daily 
• quotations are easily available. Banker usually prefers those commodities which have s ready 
demand and a wider market. Such goods are required to be insured against fire and other rislcs. 
Such goods either pledged or hypothecated to the banker are released to the borrower in prop i>i*tior\ 
to the amount Of loan repaid.

Supply Bills
Banks also grant advance on the security of supply bills. These bills are offered as secui 
persons who supply goods, articles or materials to various Govt, departments, semi-govt, todies 
and companies, and by the contractors who undertake govt, contract work. After the goc ds are 
supplied by the suppliers to the govt, department and he obtains an inspection note or Rec eip>ted 
Chalan from the Dept., he prepares a bill for the goods supplied and gives it to the b< nlc for 
collection and seeks an advance against such supply bills. Such bills are paid by the pui -clrvasex 
at the expiry of the "stipulated period. '

ity t>y
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Working Capital FinancingDocuments if Title to Goods

These documents represent actual goods in the possession of some other person. Hence they are 
proof of possession or control over the goods. For example, warehouse receipts, railway receipts. 
Bill of lading etc. are documents of title to goods. When the owner of goods represented by these 
documents wants to take a loan from the banker, he endorses such documents in favour of die 
banker and delivers them to him. The banker is thus entitled to receive the delivery of such goods, 
if the advance is not repaid. However, there remains the risk of forgery in such documents and 
dishonesty on the part of the borrower.

Fixed Deposit Receipts

A Fixed Deposit Receipt issued by the same bank is the safest security for granting an advance 
because the receipt represents a debt due-from the banker to the customer. At the time of taking 
a loan against fixed deposit receipt the depositor hands over the receipt to the banker duly 
discharged, along with a memorandum of pledge. The banker is thus authorised by the depositor 
to appropriate the amount of FDR towards the repayment of loan taken from the banker.

Life Insurance Policies

A life insurance policy is considered a suitable security by a banker as repayment of loan is 
ensured to the banker either at the time, the policy matures or at the time of death of the insured. 
Moreover, the policy has a surrender value which is paid by the insurance company, if the policy 
is discontinued after a minimum period has lapsed.

The policy can be legally assigned to the banker and the assignment may be registered in 
the books.of the insurance company. Banks prefer endowment policies as compared to the whole 
life policies and insist that the premium is paid regularly by the insured.

Stock Exchange Securities

Stock Exchange Securities comprise of the securities issued by the Central and State governments, 
semi-govt, organisations, like Port Trust & Improvement Trust, Shares and Debentures of 
companies and Units of the Mutual Funds listed on the Stock Exchanges. The Govt, securities are 
accepted by banks because of their easy liquidity, stability in prices, regular accrual of income 
and easy transferability.

In case of corporate securities banks prefer debentures of companies vis-^-vis .shares 
because the debenture holder generally happens to be seemed creditor and there is a contractual 
obligation on the company to pay interest thereon regularly. Amongst the shares, banks prefer 
preference shares, because of the preferential rights enjoyed by the preference shareholders over 
equity shareholders. Banks accept equity shares of those companies which they approve after 
thorough screening and examination of all aspects of their working. A charge over such securities 
is created in favour of the banker.

Notes

5.7 Procurement & Discounting of Bills
Purchase and discounting of bills of exchange is another way Banks provide credit to business . 
entities. Bills of exchange and promissory are negotiable instruments which arise out of commercial 
transactions both in inland trade and foreign trade and enable the debtors to discharge their 
obligations towards their creditors. On the basis of maturity period, bills are classified into (i) 
demand bills and (ii) usance bills. When a bill is payable at sight' 'on demand' or on presentment.
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Management of Working Capital it is called a demand bill. If it matures for payment' after a certain period of time say 30,60 or ,90
days after date or sight, it is called a usance bill. No stamp duty is required in case of demand 
bills and on usance bills, if they (i) arise out of the bona fide commercial transactions , (ii) are 
payable not more than 3 months after dale or sight and (iii) are drawn on or made by or in favour 
of a commercial or cooperative bank.

The practice adopted in case of demand bills is known as purchase of bills. As demand bills 
are payable on demand, and there is no maturity, the banker is entitled to demand its payment 
immediately on its presentation before the drawee. Thus the money credited to the drawer's 
account, after deducting charges/discount, is realised by the banker within a few days.

In case of a usance bill maturing after a period of time generally 30,60,or 90 days, therefore, 
banker discounts the bill i.e. credits the amount of the bill, less the amount of discount, to the 
drawer's account Thereafter, the bill is sent to the bank's branch at the drawee's place which ■ 
presents it to the drawee for acceptance. Documents of title.to goods, if enclosed with the bills, 
&re released to him on accepting the bill. The bill is thereafter retained by the banker till maturity, 
when it is presented to the acceptor of the bill for payment.

Notes

Advantages of Discounting of Bills

A banker derives the following advantages by discounting bills of exchange:

1. Safety of Funds Lent: Though the banker does not get charge over any tangible asset of 
the borrower in case of discounting of bills, his interest is safeguarded by the fact that the 
bills of exchange contains signatures of two parties the drawer and the drawee (acceptor) — 
who are responsible to make payment of the bill. If the acceptor fails to make payment of 
the bill the banker can claim the whole amount from his customer, the drawer of the bill. . 
The banker can debit the customer's account and recover the money on the due date. The 
banker is able to recover the amount as he discounts the bills drawn by parties of standing 
and good reputation.

2. Certainty of Payment: Every usance bill matures on a certain date. Three days of grace 
• are allowed to the acceptor to make payment. Thus, the amount lent to the customer by

discounting the bills is definitely recovered by the banker on its due date. The banker 
knows the date of payment of the bills and hence can plan the utilisation of his funds well 
in advance and with profit. •

3. Facility of Re-discounting of Bills: The banker can augment his funds, if need arises, by 
re-discounting the bills, already discounted by him, with the Resen/e Bank of India, other 
banks and financial institutions and the Discount and Finance House of India Ltd. Reserve 
Bank of India can also grant loans to the banks on the basis of the bills held by them.

4. Stability in the Value of Bills: The value of the bills remains fixed and unchanged while 
the value of all other goods, commodities and securities fluctuate over period of time.

5. Profitability: In case of discounting of bills* the amount of interest (called discount) is 
deducted in'adyance from the amount of the bill. Hence the effective yield is higher than 
loans and advances where interest is payable quarterjy/half yearly.

5.8 Non Fund Based Facilities
The credit facilities explained above are fund based facilities wherein funds are provided to the 
borrower for meeting their working capital needs. Banks also provide non-fund based facilities
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to the customers. Such facilities include (i) letters of credit and (ii) bank guarantees. Under these Working Capital Financing 
facilities, banks do not immediately provide Credit to the customers, but take upon themselves 
the liability to make payment^in case the borrower defaults in making payment or performing 
the promise undertaken by him.

Letter of Credit
A letter of Credit (L/C) is a written undertaking given by a bank on behalf of its customer, who 
is a buyer to the seller of goods, promising to pay a certain sum of money provided the seller 
complies with the terms and conditions given in the L/C. A Letter of Credit is generally required 
when the seller of goods and services deals with unknown parties or otherwise feels the necessity 
to safeguard his interest.

Under such circumstances, he asks the buyer to arrange a letter of credit from his banker.
The banker issuing the L/C commits to make payment of the amount mentioned therein to the 
seller of the goods provided the latter supplies the specified goods within the specified period 
and comply with other terms and conditions.

Thus by issuing Letter of Credit on behalf of their customers, banks help.them in buying 
goods on credit from sellers who are quite unknown to them. The banker issuing L/C undertakes 
an unconditional obligation upon himself, and charge a fee for the same. L/Cs may be revocable 
or irrevocable. In the latter case, the undertaking given by the banker cannot be revoked or 
withdrawn. • • '

Notes

Bank Guarantee
Banks issue guarantees to third parties on behalf of their customers. These guarantees are classified 
into (i) Financial guarantee, and (ii) Performance guarantee. In case of the financial guarantees, 
the banker guarantees the repayment of money on default by the customer or the payment of 
money, when the customer purchases the capital goods on deferred payment basis.

A bank guarantee which guarantees the satisfactory performance of an act, say completion 
of a construction work undertaken by the customer, failing which the bank will make good the 
loss suffered by the beneficiary is known as a performance guarantee.

5.9 Credit Worthiness of Debtors
It is more risky, especially in the case of•The business of granting advances is a risky one. 

unsecured advances. The safety of the advance depends upon the honesty and integrity of the
borrower, apart from the worth of his tangible assets. The banker has, therefore, to investigate 
into the borrower's ability to pay as well as his willingness to pay the debt taken. Such an exercise 
is called credit-investigation. Its aim is to determine the amount for which a person is considered 
creditworthy. Credit worthiness is judged by a banker on the basis of borrower's (i) character, 
(ii) capacity and (iii) capital.

1. Character: It includes a number of personal characteristics of a person e.g. his honesty, 
integrity, promptness in fulfilling his promises and repaying the dues, sense of responsibility, 
reputation and goodwill enjoyed by him. A person having all these qualities, without any 
doubt in the minds of others, possesses an excellent character and hence his creditworthiness 
is considered high.
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Management of Working Capital 2. Capacity: If the borrower possesses necessary technical skill, managerial ability and
experience to run a particular business or industry, the success of such an enterprise is 
taken for granted except in some unforeseen circumstances, such a person is considered 
creditworthy by the banker.

3. Capital: The borrower is also expected to have a financial stake in the business, because in 
case the business fails, the banker will be able to realise his money out of the capital put in 
by the borrower. It is a sound principle of finance that debt must be supported by sufficient 
equity.
The relative importance of the above factors differs from banker to banker and from borrower 

. to borrower. Banks are granting advances to technically qualified and experienced entrepreneurs 
but they are required to put in a small amount as their own capital. Reserve Bank of India has 
recently directed the banks to dispense with the collateral requirement for loans upto ? 1 lakh. 
This limit has recently been further increased to ? 5 lakh for the tiny sector.

Notes

5.10 Factoring of Receivables
Factorng is an agreement under which the receivables.arising out of the sale of goods/ services are 
sold by a firm (called the client) to the factor (a financial intermediary), who becomes responsible 
for the collection of the receivable on the due date. Factoring of receivables is another source of 
raising working capital by a business entity. The factor thereafter becomes responsible for the 
collection of the receivables. In case of credit sale, the purchaser promises to pay the sale proceeds 
after a period of time. The seller has to wait for that period for realizing Kis claims from the buyer. 
His cash cycle is thus prolonged and he needs larger working capital. Factoring of receivables is 
a device to sell the receivables to a factor, which pays the whole or a major part of dues from the 
buyer immediately to the seller, thereby reducing his cash cycle and the requirements of working 
capital. The factor realizes the amount from the buyers on the due date.

Factoring is of recent origin in India. Government of India notified factoring as a permissible 
activity for the banks in July 1990. They have been permitted to set up separate subsidiaries for this 
purpose or invest in the factoring companies jointly with other banks. Two' factoring companies 
have been set up by banks jointly with Small Industries Development Bank of India. SBI Factors 
and Commercial Services Ltd. have been promoted by State Bank of India, Union, Bank of India 
and the Small Industries Development Bank of India. Canbank Factors Ltd. is another factoring 
.company promoted jointly by Canara Bank, Andhra Bank and SIDBI. The Foremost Factors Ltd. 
is the first private sector company which has commenced its operations in 1997.

With Recourse and Without Recourse Factoring
Factoring business may be undertaken on 'with recourse' or 'without recourse' basis. Under with 
recourse factoring, the factor has recourse to the client if the receivable purchased turn out to be 
irrecoverable. In other words, the credit risk is bome by the client and not the factor. The factor is 
entitled to recover the amount from the client the amount paid in advance, interest for the period 
and any other expenses incurred by him. In short, when the factor bears the loss arising out of 
non- payment of the dues by the buyer, it is called without recourse factoring. In case of 'With 
Recourse Factoring' he can recover the loss from the client (seller). In case .of, without recourse 
factoring, the factor does not possess the above right of recourse. He has to bear the loss arising 
out of non-payment o'f dues by the buyer. The factor, therefore, charges higher commission for 
bearing this credit risk. ■ .
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Working Capital FinancingMechanism of Factoring

1. An agreement is entered into between the seller and the factor for rendering factoring 
services.

2. After selling the goods to the buyer, the seller sends copy of invoice, delivery challan, 
instructions to make payment to the factor, to the buyer and also to the factor.

3. • The factor makes payment of 80% or more of the amount of receivables to the seller.'

4. The seller should also execute a deed of assignment in favour of the factor to enable him to 
recover amount from the buyer.

5. The.seller should also obtain a letter of waiver from the banker in favour of the factor, if the 
bank has charge over the asset sold to the buyer.

6. The seller should give a letter of confirmation that all conditions of the sale transactions 
have been completed.

7. The seller should also confirm in writing that all payments receivable from the debtor are free 
from any encumbrances, charge, right of set off or counter claim from another person, etc.

• 8. The facility of factoring in India is available to all forms of business organisations in 
manufacturing, service and trading. Sole proprietary concerns, partnership firms and 
companies can avail of the services of factors, but a ceiling on the credit which they can 
avail of in terms of the value of the invoice to be purchased is generally fixed for each client 
in medium and small scale sectors. Generally the period for which receivables are factored 
ranges between 30 and 90 days.

9. The factor evaluates the client on the basis of various criteria e.g. level of receivables turnover, 
the quality of receivables, growth in sales, etc. The factor charges a service fee and a discount. 
The service fee is charged in advance and depends upon the invoice value for different 
categories of clients. It ranges between 0;5-0.2% of the invoice value.

Moreover, the factor also charges a discount on the pre-payment made to the client. It is 
payable in arrears and is generally linked to the bank lending rate. In case of high worth clients, 
the discount rate is presently one percent pomt lower than the rate charged under the cash credit 
system. The cost of funds under, without recourse, factoring is much higher than with recourse, 
factoring due to the credit risk borne by the factor. However, the service fee and discount charge 
depends upon the cost of funds and the operational cost.

Notes

5.11 Bonds and Debentures
Bonds and debentures are another form of raising debt for augmenting funds for long term 
purposes as well as for working capital. It has gained popularity in recent years because of the 
depressed conditions in the new equities market and the permission given to the banks to invest 
their funds in such bonds and. debentures. These debentures may be fully convertible, partly 
convertible, or non-convertible into equity shares. The salient points of the Guidelines issued by 
the Securities and Exchange Board of India (SEBI) in this regard are as follows:

1. Issue of fully convertible debentures having a conversion period more than 36 months 
will not be permissible unless conversion is made optional with "put" and "call" options.

2. Compulsory credit rating is required, if conversion of fully convertible debentures is made 
after 18 months.
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Management of Working Capital 3.- Premium amount on conversion, and time of conversion in stages, if any, shall t>e
predetermined and stated in the prospectus. The rate of interest shall be freely determii eel 
by the issuer.

4. Any conversion in part or whole of the debentures will be optional at the hands of :lie 
debenture holders, if the conversion takes place at or after 18. months from the date of 
allotment but before 36 months. • * ^ ^ ,

5. In case of Non-Convertible Debentures and Partly convertible debentures, credit rating i£
compulsory if maturity exceeds 18 months. * I

6. The discount on the non-convertible portion of the partly convertible debentures, in ca.se 
they are traded and procedure for their purchase on spot trading basis, must be disclosed 
in the prospectus.

7. In case, the non-convertible portions of partly Convertible Debentures or Non- Convert!t>l e 
Debentures are to be rolled over without change in the interest rate, a compulsory opt iorr 
should be given to those debenture holders who want to withdraw and in cash tl teir 
debentures. Positive consent of the debenture folders must be obtained for all-over.

8. Before the rollover, fresh credit rating shail be obtained within a period of six months p iox- 
to the due date of redemption and must be communicated to the debenture holders bef-ore 
the rollover. Fresh Trust Deed must be made in case of rollover.

9. The letter of information regarding rollover shall be.vetted by SEBI.

10. The disclosure relating to raising of debenture will contain amongst other things

(a) The existing and future equity and long term debt ratio,

(b) Servicing behaviour of existing debentures, ' '

(c) Payment of interest due on due dates on term loans and debentures

(d) Certificate from a financial institution or bankers about their no objection for a sec 
or pari passu charge being created in favour of the trustees‘to the proposed deben ure 
issue.

11. Companies which issue debt instruments through an offer document can issue the same 
without submitting the prospectus or letter of offer for vetting to SEBI or obtaining; an 
acknowledgement card from SEBI in respect of the said issue, provided the:

(a) Company's securities are already listed on any stock exchange

(b) Company has obtained at least an 'adequately safe' credit rating for its issue of <3et>t: 
instrument from a credit rating agency:

1 (c) The debt instrument is not convertible, is not issued along with any other securif r ox*,,
without any warrant with an option to convert into equity shares. I

12. ' In case of debentures for working capital) instihitional debenture holders and trustees 
should obtain a certificate from the company's auditors regarding utilisation of funds at 
the end of each accounting year.

13. Company should not issue debentures for acquisition of shares or for providing loar s to 
any company belonging to the same group. This restriction does not apply to the issue of 
fully convertible debentures provided conversion is allowed within a.period of 18 mot i tills. ,

Notes

• •
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Working Capital Financing/5.12 Inter-Corporate Loans

These are loans made by a company to another company, whether its own subsidiary or otherwise. 
These loans and investments in the securities of another company should be upto the limits specified' 
in section .372 A of the Companies Act. Short term finance for working capital requirements of a 
company may be raised through accepting inter- corporate loans or deposits. On the other hand, 
some other companies face financial stringency and'need cash.resources to meet their immediate 
liquidity needs. The former lend their surplus resources to the latter through brokers, who charge 
for their services. Interoperate loans facilitate such lending and borrowings for short periods 
of time. The rate of interest and other terms and conditions of such loans are determined by 
negotiations between the lending and borrowing companies. The prevailing market conditions 
do exert their influence on the determination of interest rates.

Notes

Statutory Provisions Prior to January 1999

The Inter-corporate loans were, till recently, governed by the provisions of section 370 of the 
Companies Act, 1956 and the Rules framed thereunder. This section provided that no company 
shall (a) make any loan to or (b) give any guarantee or provide any security in connection with a 
loan given to anybody corporate unless such loan or guarantee has been previously authorised 
by a special resolution of the lending company. But such special resolution was not required in 
case of loans made to other bodies corporate not under the same management as the lending 
company where the aggregate of such loans did not exceed thirty percent of the aggregate of the 
subscribed capital of the lending company and its free reserves/

Present Statutory Provisions

After the promulgation of Companies (Amendment) Ordinance 1999 in January 1999 the provisions 
of sections 370 and 372 were made ineffective and instead a new section 372A was inserted to 
govern both inter-corporate loans and investments. According to the new section 372 A, a company 
shall, directly or indirectly. ‘ I

1. make any loan to any other body corporate,

2. give any guarantee, or provide security in connection with a loan made by any other person
to anybody corporate, and ^

3. acquire, by way of subscription, purchase or otherwise, the securities of any other body
corporate upto 60% of its paid up capital and free reserves or 100% of the free reserves, 
whichever is more. ' '

The above provisions of Section 372 A will not apply to any loan made by a Holding company 
to its wholly owned subsidiary or any guarantee given by the former in respect of loan made 
to the latter or acquisition of securities of the subsidiary by the holding company. Section 372 A 
Shall not apply to any loan, guarantee or investment made by a banking company, an insurance 
company or a housing finance company or a company whose principal business is the acquisition 
of shares, stocks, debentures etc/or which has the object of financing industrial enterprises or 
providing infrastructural facilities.

The loan to anybody corporate shall be made at a rate of interest not lower than the Bank 
rate. If a default is made in complying with the provisions of section 372A, the company and 
every officer of the company who is in default shall be punishable with improvement upto 2 

.. ’ years or with fine upto f 50,000/-.
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Management of Working Capital 5.13 Commercial Paper

Commercial paper (CP) is another source of raising short term funds by highly rated corporate 
borrowers for working capital purposes. A commercial paper at the same time provides an 
opportunity to cash rich investors to park their short term funds. The Reserve Bank of India 
permitted companies to issue Commercial paper in 1989 and issued guidelines entitled "Nor i- 
banking Companies (Acceptance of Deposits through Commercial Paper) Directions 1989," t o 
regulate the issuance of CPs. The guidelines have been significantly relaxed and modified froi rk 
time to time. The salient features of these guidelines (as amended to date) are as follows:

Notes

Eligibility to Issue CPS

Companies (except the banking companies) which fulfill the following requirements are pennitteel
to issue CPs in the money market:

•1. The minimum tangible net worth of the company is ? 4 crore as per the latest audite d 
balance sheet.

2. The company has fund-based working capital limite of not less than 7 4 crore.

3. The shares of the company are listed at one or more stock exchanges. Closely held companh ;s
whose shares are not listed on any stock exchange are also permitted to issue CPs provided 
all other conditions are fulfilled. I •

• 4. The company has obtained minimum credit rating from a Credit rating agency i.e. CP2 fro err 
Credit Rating Information Services of India Ltd., A2 from Investment Information & Credit 
Ratmg'Agency or PR2 from Credit Analysis and Research.

Terms of Commercial Paper

The Commercial paper may be issued by the companies on the following terms and conditions: -

1. The minimum period of maturity should be 15 days (It was reduced from 30 days effective
May 25,1998) and the maximum period less than one year. |

2. The minimum amount for which a CP is to be issued to a single investor in the primary
market should be 7 25 lakh and thereafter in multiple of 7 5 lakh. |

3. CPs are to be issued in the form of usance promissory which are freely transferable by 
endorsement and delivery.

4. CPs are to be issued at a discount to face value. The rate of discount is freely determined 
by the issuing company and the investors.

5. The issuing company shall bear the dealers fee, rating agencies fee, and other charges. Stan .jp
duty shall also be applicable on CPs. I

6. CPs may be issued to any person, corporate body* incorporated in India, or even, 
unincorporated bodies. CPs may be issued to Non- resident Indians only on no repatriation 
basis and such CPs shall not be transferable.

Ceiling on the Amount of Issue of Commercial Paper

The amount for which the companies issue Commercial Paper is to be carved out of the fund has id 
working capital limit enjoyed by the company with its banker. The maximum amount that can 
be raised through issue of commercial paper is equal to 100 percent of the fund based work! ig 
capital limit. The latter is reduced pro tan to on the issuance of CP by the company. Effecti ve
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October 19,1996 the amount of CP, is permitted to be adjusted out of the loans or cash credit or Working Capital Financing 
both as per the arrangement between the issuer of.the CP and the concerned bank.

Standby Facility Withdrawn

As stated above, the amount of CP is carved out of the borrower's working capital limit. Till 
October 1994 commercial banks were permitted to provide standby facility to the issuers of CPs. 
It ensured the borrowers to draw on their cash credit limit in case there was no roll-over of CP. 
Thus the repayment of the CP was ensured automatically.

In October 1994 Reserve bank of India prohibited the banks to grant such stand-by facility. 
Accordingly, banks reduce the cash credit limit when CP is issued. If subsequently, the issuer 
requires a higher cash credit limit, he shall have to approach the bank for a fresh assessment 
of his requirement for the enhancement of credit limit. Banks do not automatically restore the 
limit and consider the sanction of higher limit afresh. In November 1997, Reserve Bank of India 
permitted the banks to decide the manner in which restoration of working capital limit is to be 
done on repayment of the CP if the corporate requests for restoration of such limit.

Commercial Paper in India

The Vagul Committee suggested the introduction of commercial paper in India to enable the 
high worth, corpqrates to raise short term funds cheaper as compared to bank credit. On the 
other hand, the investors in CPs were expected to earn a better return because of the absence of 

' intermediaries between them and the borrowers.

Banks continue to be the major investors in CPs as they find CPs of top-rated companies very 
attractive, because of the excess liquidity situation they are presently placed in. As on February 
28,1999, the outstanding investment by scheduled commercial banks in CP amounted to f 5367 
crore with an effective discount rate in the range of 10.2% to 13%’. Outstanding investments in 
CPs steadily increased to f 7658 crore as on September 30.1999 due to easy liquidity. The Reserve 
Bank of India has issued revised draft guidelines on July 62,000 for the issuance of commercial 
paper. The important changes proposed were: ..

1. Corporates are permitted to issue CP upto 50% of their working capital (fund based) under 
the automatic route, i.e. without prior clearance from the banks. ♦

2. CPs can be issued for wide range of maturities from 15 days to 1 year and.'can be in 
denominations of ? 5 lakh or multiple thereof.

3. Financial Institutions may also issue CPs.

4. ForeigninstructionalinvestorsmayinvestinCPs.Within30%limitsetfortheif investments 
in debt instruments

5. Credit rating again will decide the period of validity of the issue.

:■ Notes

5.14 Public Deposits

Public deposits are deposits of money accepted by companies in India from the public for specified 
period ranging between 3 months and 36 months. These deposits are accepted within the limit and 
subject to terms prescribed under Companies (Acceptance of Deposits) Rule, 1975. Public deposits 
are unsecured deposits accepted by companies for specific periods and at specific rates of interest 
These deposits have acquired prominence as a source of finance for the companies, as it is more 
convenient and cheaper to mobilize short term finance through such deposits.'Public deposits
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Management of Working Capital provide a fine example of dis-iritermediation, as the borrower directly accepts the deposits from 
• the lenders/of course with the help of brokers. In India, acceptance of deposits from the publ ic is

. regulated by sections SSA-and 58B of the Companies Act 1956, and the Companies (Accepta
of Deposits) Rules, 1975. The above sections were inserted in the Companies Act in 1974 witr» tlie 
objective to safeguard the interests of the depositors. The regulatory framework in this regaorcl 
is contained in the Companies Act and the Rules. Their importanfprovisions are stated beljo-w:

Sections 58A (1) empowers the Central Government, in consultation with the Reserve Banlc 
of India /to prescribe the limits up to which, the manner in which and the conditions sujbject 

to which deposits may be invited or accepted by a company either from the public or from its 
members. Such deposits are to be invited in accordance with the rules made under this sectiori and 
after insertion of an advertisement issued by the company. Section 58 (2) (c) which was inserted 
with effect from March 1,1997 prohibits a company which is in default in the repayment of any 
deposit or part thereof or any interest thereupon, from accepting any further deposit.

CG

Notes

Categories of Deposits and Statutory limits

Rule 3 lays down that the period for which such deposits may be accepted by a company si out d 
not be less, than 3 months and not more than 36 months from the date of acceptance or ret e-wal 
of deposit. Companies are not .permitted to accept deposits repayable on demand or on n 
Deposits accepted by companies are divided into the following two categories and separate innits 
have been prescribed for each of them: • *

1. Deposits received from specified sources:

' (a) Deposits against unsecured debentures

(b) Deposits from shareholders

(c) Deposits guaranteed by directors

(d) The maximum limit upto which such deposits are allowed is 10% of the aggi ega’te 
paid up share capital and free reserves.

. 2. Deposit received from the general public: This category of deposits may be accep :ed to 
the extent of 25% of the aggregate paid up capital and free reserves of the company. For 
government companies, there is only one single limit of 35% of paid up capital an i free 
reserves for all such deposits.-

Rates of Interest and Brokerage

The Rules prescribe the maximum rate of interest payable on such deposits. Companies ere 
permitted to pay brokerage to any broker at the rate of 1 % of the deposits for a period of u jpto X 
year, VAX for a period more than 1 year but upto 2 years and 2% for a period exceeding 2 years. 
Such payment shall be on one time basis.

Advertisement

Every company intending to invite or accept deposits from the public must issue an advertis smervt 
for that purpose in a leading English newspaper and in one vernacular newspaper circulating; in tHe 
state in which the registered office of the company is situated. The advertisement must be .ssu eel 
on the authority and in the name of the Board of Directors of the company. The advertis em.ent: 
must contain the conditions subject to which deposits shall be accepted by the company an cl tire 
date on which the Board of Directors has approved the text of the advertisement.
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The advertisement shall be valid until the expiry of six months from the date of closure of Working CapitalFinancing 
the financial year in which it is issued or until the date on which the balance sheet is laid before 
the company at its general meeting, or where Annual General Meeting for any year has not been 
held, the latest day on which that meeting should have been held as per the Companies Act, 
whichever is earlier. A fresh advertisement is required to be made in each succeeding financial 
year. Before issuing an advertisement, a copy of such advertisement shall have to be delivered 
to the Registrar for registration. Such advertisement should be signed by the majority of the 
Directors of the company or their duly authorised agents.

The above provision regarding mandatory publication of an advertisement is necessary 
in case the company invites public deposits. But if the company intends to accept deposits 
without inviting the'same, it is not required to issue an advertisement but a statement in lieu of 
such advertisement shall have to be delivered to the Registrar for registration, before accepting 
deposits. The contents of the statement and its validity period shall be the same as in the case of 
an advertisement.

Notes

Procedure for Accepting Deposits

Every company intending to accept public deposits is required to supply to the investors forms,
which shall be accompanied by a statement by the company containing all the particulars specified\
for advertisements. The application must also contain a.declaration by the depositor stating that 

' the amount is not being deposited out of the funds acquired by'him by borrowing or accepting 
deposits from any other person.

On accepting a deposit or renewing an existing deposit, every company shall furnish to the 
depositor or his agent a receipt for the amount received by the company within a period of eight 
weeks from the date of receipt of money or realisation of cheques. The receipt must be signed 
by an officer of the company drily authorised by it. The company shall not have the right to alter 
to the disadvantage of the depositor, the terms and conditions of the deposit after it is accepted.

Repayment of Deposits

Deposits are accepted by companies for specified period say 12 months, 18 months, 24 months, 
• ^ etc. Companies prescribe different rates of interest for deposits for different periods. Other terms 

and conditions are also prescribed by the companies and interest is paid at the stipulated rate at 
. the time of maturity of the deposit.

But, if a depositor desires1 repayment of the deposit, before the period stipulated in-the 
Receipt, companies are permitted to do so, but interest is to be paid at a lower rate. Rules prescribe 
that if a company makes repayment of. a deposit after the expiry of a period of six months from 
the date of such deposit, but before the expiry of the period for which such deposit was accepted 
by the company, the rate of interest payable by the company shall be determined by reducing 
one percent from the rate which the company would have paid had the deposit been accepted 

' for the period for which the deposit had run.

The rules also provide that if a company permits a depositor to renew the deposit, before 
the expiry of the period for which such deposit was accepted by the company, for availing of 
benefit of higher rate of interest, the company shall pay interest to such depositor at higher rate, 
if a) such deposit is renewed for a period longer than the unexpired period of the deposit, and b) 
the rate of interest as stipulated at the time of acceptance or renewal of a deposit is reduced by 
one percent for the expired period of the deposit and is paid or adjusted or recovered.

t
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Management of Working Capital Penalties

Sub-section 9 and 10 of section 58 A, which were inserted with effect from 1st September 1989„ 
provide a machinery for repayment of deposits on maturity and also prescribes penalties or 
defaulting companies. According to sub-section (9), if a company fails to repay any deposit or part 
thereof in accordance with the terms and conditions of such deposit the Company Law Bo< ret 
may, if it is satisfied, direct the company to make repayment of such deposit forthwith or will din 
such time or subject to such conditions as may be specified in its order. The Company Law Bo< rd 
may issue such order on its own or on the application of the depositor and shall give a reasona >le 
opportunity of being heard to the company and to other concerned persons.

Deduction of Tax at Source

Notes

According to section 194 A of the Income Tax Act, 1961, the companies accepting public depos its 
are required to deduct income tax at source at the prescribed rates if the aggregate interest paid 
or credited during a financial year exceeds ? 5000. This limit has been recently (May 2000) raii ed 
from * 2500 to ? 5000.

Public Deposits with Companies in India

Public Deposits constitute an important source of working capital for corporates in India. Accord ng 
to the data published by the Reserve Bank of India, the total amount of Public deposits with :H@ 
companies as at the end of March 1997 was ? 357,153 crores, out of which 62.7% was held by Jbie 
Non-finance companies and the rest by finance companies and other Non-banking Companies.

Public deposits with the companies are unsecured deposits and do not carry the coyer of 
deposit insurance while bank deposits are insured by Deposit Insurance and Credit Guaran bee 
Corporation of India .to the extent of ? 3 Jakh in each account. Many companies default in tire 
repayment of the deposits along with interest. In many cases, the District Consumen Dispc tes 
Redressal Fora have penalised the companies for not paying their depositors' money. The F yrrsi 
have held the companies guilty for deficiency of service and maintained that a depositor was 
a consumer within the meaning of the Consumer Protection Act., 1986 Nevertheless; repu red 
companies do attract deposits from the public, because of their sound financial position « nd 
reputation.

5.15 Approaches to Optimum Mix of Funds
Approaches to optimum mix of funds are dealt with the size of investment in current assets, ttie 
methods of financing of working capital needs our attention. Working capital is financed b Dtlx 
internally and externally through long-term and short-term funds, through debt and owners nip* 
funds. In financing working capital, the maturity pattern of sources of finance depended nruxclii 
coincide with credit period of sales for better liquidity. Generally, it is believed that funds f or 
acquiring the fixed assets should be raised from long term sources and short-term sources sho del 
be utilized for raising working capital. But in the recent modem enterprises, both'the types of 
sources are utilized for financing both fixed and current assets. There are basically three approac ties 
to financing working capital. These are: the Hedging approach, the Conservative approach and 
the Aggressive approach.

• Hedging Approach: The hedging approach is also known as the matching appro* cfv.
Under this approach, the funds for acquiring fixed assets and permanent current sho uld
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be acquired with long term funds and for temporary working capital short term funds Working Capital Financing 
should be used.

• Conservative Approach: This approach suggests that in addition to fixed assets and 
permanent current assets, even a part of variable current assets should be financed 
from long-term sources. The short-term sources are used only to meet the peak seasonal • 
requirements. During the off season, the surplus fund is kept invested in marketable 
securities. Surplus current asset enable the firm to absorb sudden variation in sales, 
production plans, and procurement time without destructing production plans.

Additionally the higher liquidity.level reduces the risk, of insolvency. But lower risk 
translates into lower returns. It assures continuous flow of operation and illuminates worry 
about recurring obligation. Under this strategy, long term financing covers more than the 
total requirement of 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 requirement of 
working capital.
• Aggressive Approach: This approach depends more on short-term funds. More short

term funds are used particularly for variable current assets and a part of even permanent 
current assets; the funds are raised from short term sources. Under this approach airrent 
assets are maintained just to meet‘the current liabilities without keeping cushions for 
the variation in working capital needs. The companies working capital is financed by 
long-term source of capital and seasonal variation are met through short-term borrowing.
Adoption of this strategy will minimize the investment in net working capital and 
ultimately it lowers the cost financing working capital needs. The main drawback of 
this strategy is that it necessitates frequent financing and also increase, as the firm is 
variable to sudden shocks.

Risk preferences of management shall decide the approach to be adopted. The risk neutral 
will adopt the hedging approach, the risk averse will adopt the conservative approach and risk 

, seekers will adopt the aggressive approach.
On file other hand short-term finance tends to be less expensive than long term finance. The 

principal supplier of the short-term finance is the banking system and its overdrafts and loans 
have the additional advantages of being available quickly and inexpensively. Chi the contrary, 
in long term finance, the public issue of shares tends to be expensive because of the services of . 
issuing houses, merchant banks, lawyers, accountants, and possibly other experts whose services 
are almost essential. Bank overdraft negotiations do not require these experts, although the bank 
may charge a commission for the overdraft facility offered in addition to the interests on the 
overdraft when used.

Optimum' mix of short term funds deals with the commercial bank, trade credit and other 
sources of funds that have to be repaid within a year or less. Trade credit is the privilege extended 
by suppliers to their customers for delaying the payment of goods purchased, sometimes for a 
month or more. Short-term financing is associated largely with paying for those business assets 
that change constantly in form and that are used up or consumed in the course of operations.
Such assets are also called "current assets' or 'working assets'. Customer may sometimes provide 
short-term funds by making advances on contracts. They in essence, make a prepayment on 
goods before receiving delivery. Customers might advance funds, if the order is big enough to

Notes
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Management of Working Capita] require the manufacturer to tie up in raw materials or goods to process more funds than wha :
the latter can afford. ’ . '

5.16 Trade Credit and Accrual Accounts
Notes Trade Credit

Trade credit as source of working capital refers to credit facility given by suppliers of goodi 
during the normal course of trade. In other word, the credit extended in connection with th< 
goods purchased for resale by a retailer, or for raw materials used by manufacturer in producing 
its products is called the trade credit. Thus, trade credit may be defined as the credit available 
in connection with goods and services purchased for resale. It is the 'resale' which distinguishes 
trade credit from other sources. It can be clarified with an example that the fixed assets may b( 
purchased on credit, but since these are to be used in the production process rather than for resale 
such credit purchase of fixed assets is not called trade credit.

When a firm buys goods from another, it may not be required to pay for these goods 
immediately. During this period, before the payment becomes due, the purchaser has a debi 
outstanding to the supplier. This debt is recorded in the buyer's balance sheet as creditors; and tht 
Corresponding account for the supplier is that of debtors. Normal business transaction, therefore, 
provide the firm with a source of short term financing (trade credit) because of the time gap 
between the receipts of goods and services and payment thereof. Hie amount of such financing 
depends on the volume of purchases and the payment timing. Small and new firms are usually 
more dependent on the trade credit, as they find it difficult to obtain funds from other sources.

. There can be an argument that trade credit is a cost free source of finance but it is not, it 
involves implicit cost. The supplier extending trade credit incurs cost in the form of opportunity 
cost of funds invested in trade receivables. Generally, the Supplier passes on these costs to the 
buyer by increasing the price of the goods or alternatively by not extending cash discount facility. 
Trade credit is mostly an informal arrangement and granted on open account basis. In USA trade 
creditors are called account payables.

Advantages of Trade Credit

Trade credit is a spontaneous source of financing. When volume of business grows, amount 
of Credit also automatically increases. Suppose buyer is in habit of receiving credit for 20 days 
and his daily purchases are ? 20,000 per day. If his business increases and makes purchases for 
t 4,00.000 (20 x 20,000) to ? 5,00,000 (20 * 25.000). buyer receives extra credit as he has making 
prompt payment at the end of 20 days. The major advantages of trade credit are as under;

1. Stress-free Availability: Unlike other sources of.finance, trade credit is easier to obtain. 
Market practice in a particular trade normally determines credit period. On this trade credit, 
many small firms survive. In many trades,' it is an accepted way of conducting business. 
Even a new shop gets trade credit after a couple of transactions. It is not possible to secure 
borrowing from banks in initial periods. Even for a new company, trade credit is easier to 
secure and highly difficult to raise finance in capital market.

2. Tractability: Tractability is a unique feature of trade credit, if business expands, more 
purchases are made and with higher purchases, more trade credit is received. In contrast, 
when business declines automatically firm makes lower purchases with it, lesser trade

• credit is received.
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3. Casualness: Trade credit is casual. No legal documents are involved. Generally no formal Working Capital Financing 
agreement is entered into while extending trade credit.

Decision Analysis of Trade Credit

1 If the cost of trade credit compared to the opportunity cost of capital is very high then it is advisable 
to avail cash discount offered by the supplier. If the cost of trade credit is low compared to the 
opportunity cost of capital and it is less, then one should forego cash discount and utilize the 
cash during the credit period extended by the supplier. However, in some cases the payment can 
be delayed beyond the last day of available credit period. This depends on the buyer supplier 
relationship. However, the buyer should always keep in mind the fact that payments can be 
slowed down only till a point where the credibility and goodwill of the buyer is not hampered..

Accrual Accounts

Accrual accounts means accounting method that records revenues and expenses when they are 
incurred, regardless of when cash is exchanged. The term "accrual" refers to any individual entry 
recording revenue or expense in the absence of a cash transaction. Accrual concept is the most 
fundamental principle of accounhng which requires recording revenues when they are earned 
and not when they are received in cash, and recording expenses when they are incurred and not 
when they are paid. '

Examples of expenses that are commonly accrued include: Interest on loans, for which no 
lender invoice has yet been received. Taxes incurred, for which no invoice from a government- 
entity has yet been received. Wages incurred, for which payment to employees has not yet 

‘ been made. Some of the accrual accounts are as follows:

• Accrued Expenses,

• Provisions &
• Deferred Income /

1. Accrued Expenses: Another source of short-term financing is the accrued expenses or the 
outstanding expenses liabilities. The accrued expenses refer to the services availed by the 
firm, but the payment for which has not yet been made. The classical example is salaries 
payable to staff. In case of salaries and wage's, employees render their services and so benefit 
of services is received by the firm immediately while payments are made at the end of month.
So even employees to provide a source of spontaneous short-term finance to the organization 
they work. Electricity and telephone are other examples where services are received first 
and payments are made at the end of specified duration normally end of month. In case of 
corporate taxes, they are paid quarterly while profits are made as and when sales are made.
-In this way, even government has provided credit to business firms in respect of their cash 
sales. When bill for payment is not received and accounts are to be finalized, provision for 
accrued expenses is made in accounts to reflect true and fair profit and financial position in 
financial statements. It is built-in and an automatic source of finance as most of the services, 
are paid only at the end of a period. Accrued expenses represents spontaneous and interest 
free source of financing. There is no explicit or implicit cost associated with the accrued 
expenses and the firm can save liquidity by accruing these expenses. The longer the period 
of payment, higher the benefit firm derives. However, due to legal constraints and practical

Notes
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Management of Working Capita! difficulties, firm cannot postpone their payment indefinitely. Till their payment, firm enjoys
befit as short term financing. .

2. Provisions: From Profit after Tax, the various expenses to be made in future are deducted 
as estimated expenses of the future like provision for dividends, provision for bonus ejfcc.

As these provisions are not immediate cash outfldw/they provide funds for the firm fox1 — 
its current use. However, the firm has'to make these payments in future from its futt xe 
earning profits. Funds generated from operations, during an accounting period, incres se 
working capital by an equivalent amount. The two main components of funds generated 
from operations are profit and depreciation. Working'capital will increase by the extent of 
funds generated from operations. • *

3. Deferred Income: Deferred Income represents funds receipts improve liquidity of fif n. 
However firms that have great demand for their products and services, enjoying go< > 
reputation in market, can only get. the benefit of deferred income. Manufacturers aiVd

. . contractors engaged in producing or constructing costly goods, involving considerable lengStJh
of time for manufacture or construction, demand advance money before accepting orders.
In turn key projects,or where goods are to be made for a specific requirement, advance’ • 

payments are insisted. This avoids possibility for cancellation of sale after commencemerit: 
of execution of order. Normally, clause remains in those contracts that advance payment 
made would be forfeited on cancellation of the contract. These advances are adjusted wh^ra 

' goods and services are supplied. Till supply of services, amount stands as a liability in tl»e 
books of recipient. This is a cost free source of finance and really useful in business. -

Notes

d »•

5.17 Money Market Instruments
Money market instruments are securities that provide businesses, banks, and the government wittv 
large amounts of low-cost capital for a short time. The period is overnight, a few days, weekSs, . 
or evens months, but always less than a year. Money market instruments allow managers to g^t 

cash quickly when they need it. There are several money market instruments in most Western, 
countries, including treasury bills, commercial paper, bankers' acceptances, deposits, certificates 
of deposit, bills of exchange, repurchase agreements, federal.funds, and short-lived mortgagi?- 

and asset-backed securities.

Functions of the Money Market: The money market contributes to the economic stability 
and development of a country by providing short-term liquidity to governments, commerci, il 
banks, and other large organizations; Investors with excess money that they do not need ca r> 
invest it in the money market and earn interest.

The Money Market Instruments help to provide short-term funds to the private and public 
institutions that need finance for their working capital requirements. These funds are provided b S' 
discounting the trade bills through commercial banks, brokers, discount houses, and acceptanc s 
houses.
Characteristics of the Money Market: Three important characteristics are:

1. Liquidity: Since they are fixed-income securities with short-term maturities of a year or 
less, money market instruments are extremely liquid.

2. Safety: They also provide a relatively high degree of safety because their issuers have fit z 
highest credit ratings.
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3. Discount Pricing: A third characteristic they have in common is that they are issued at a Working Capital Financing 
discount to their face value. . , . '

Types of money market instruments: There are several types of money market instruments.
- Few of them are as follows:

• Treasury bills.

• Commercial paper.

• Short-term CDs.

• Bankers acceptances.

• Municipal notes.

• Federal funds.

• Repurchase agreements (repos)

Notes

5.18 Commercial Paper
Commercial Paper (CP) is an unsecured promissory note issued by a firm to raise funds for a 
short period, generally, varying from a few days to a few months. In India, the maturity period of 
Commercial Paper varies between 15 days to 1 year while in some other countries; the maturity 
period may go up to 270 days. It is a money market-instrument and generally purchased by 
commercial banks, money market mutual funds and other financial institutions desirous to invest 
their' funds for a short period. As the Commercial Paper is unsecured, the firms having good 
credit rating can only issue the commercial paper.

The firm or the dealers in Commercial Paper sell these to the short- term lenders who use 
it as interest earning investment of temporary surplus of 'operating funds. The nature of these 
surpluses and motives for buying the CP suggest that all the holders of the commercial paper 
expect to be paid in full at maturity. The maturity term of commercial paper is hot extended. 
This expectation on the part of short term tenders requires that the borrowing firm must be (i) an 
established and profitable firm and (ii) consistently maintaining credit goodwill in the market and 
having good credit rating. The interest cost of the commercial paper depends upon the amount 
involved, maturity period and the prime lending rates of commercial banks. The main advantage 
of commercial paper is that cost involved is lower than the prime lending rates. In addition to 
this cost, the borrowing firm has to bear another cost in the form of placement fees payable to 
the dealer of Commercial Paper who arranges the sale.

Issue of Commercial Papers In India
Commercial Paper was introduced as a money market instruments in India in January, 1990 with 
a view to enable the companies to borrow for short term. Since the commercial paper represents 
an unsecured borrowing in the money market, the regulation of CP comes under the purview of 
the Reserve Bank of India which has issued Guidelines in 2000 superseding all earlier Guidelines. 
These Guidelines are aimed at:

1. Enabling the highly rated corporate borrowers to diversify their sources of short term 
borrowings, and

. 2. To provide an additional instrument to the short term investors. These Guidelines have
stipulated certain conditions meant primarily to ensure that only financially strong 
companies come forward to issue the CP. Commercial Paper should be in the form of usance

Self Learning Material 231



Management of Working Capital promissory note negotiable by endorsement and delivery. It can be issued at such dist oian t 
to the face value as may be decided by the issuing company. Commercial Paper is si 
to payment of stamp duty. In terms of the guidelines, the issuer company is not perrr itted 
to take recourse to the underwriters for underwriting the issue of Commercial Paper.

Benefits of Commercial Paper

From the point of the issuing company. Commercial Paper provides the following benefits

Maturing commercial paper can be repaid by selling new commercial paper and thu: can ■* 
provide a continuous source of funds.

Commercial Paper can be issued as a source of fund even when money market is tighjt.

Maturity of Commercial Paper can be tailored to suit the requirement of the issuing firm. 
Commercial Paper is sold on an unsecured basis and does not contain any restrietive 
conditions.

Generally,, the cost of Commercial Paper to the issuing firm is lower than the cost of 
commercial bank loans.

" ‘ Notes

1.

2.

3.

4.

5.

Limitations of Commercial Paper

However, Commercial Paper as a source of financing has its own limitations.

1. Commercial Paper can neither be redeemed before maturity nor can be extended bey 3»r»<d 
maturity.

2. Only highly credit rated firms can use it. New and moderately rated firms generally are. not 
in a position to issue Commercial Paper.

So, Commercial Paper is advantageous both to the issuer as well as to the investor. Fite - 
issuer can raise short-term funds at lower costs and the investor as a short term outlet of funds. 
Commercial Paper provides liquidity as they can be transferred. However, the issuer must adl Lere 
.to the RBI guidelines.

5.19. Certificate of Deposits
Certificates of deposit are a secure form of time deposit, where money must stay in the bank for 
a certain length of time to earn a promised return. A CD, also called a "share certificate" at cred it: 
unions, almost always earns more interest than a regular savings account. |

It is a short term borrowing more like a bank term deposit account. It is a promissory note 
issued by a bank in form of a certificate entitling the bearer to receive interest. The certificate bears 
the maturity date, the fixed rate of interest and the value. It can be issued in any denomination. 
They are stamped and transferred by endorsement. Its term generally ranges from three mon tPis ^ 
to five years and restricts the holders to withdraw funds on demand. However, on payment 
of certain penalty the money can be withdrawn on demand also. The returns on certificate of . 
deposits are higher than T-Bills because it assumes higher level of risk. While buying Certific ate 
of Deposit, return method should be seen. Returns can be based on Annual Percentage Yi sld 
(APY) or Annual Percentage Rate (APR). In APY, interest earned is based on compounded inter 2st 
calculation. However, in APR method, simple interest calculation is done to generate the retu rn. 
Accordingly, if the interest is paid annually, equal return is generated by both APY and A PR. 
methods. However, if interest is paid more than once in a year, it is beneficial to opt APY over AI 'R.
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Working Capita! FinancingAdvantages of Certificates of Deposit

There are numerous advantages to investing in a CD, many of which make them an .attractive 
option for consumers looking for a low- risk investment that doesn't require a significant amount 
of money up front. ‘ ' ;

1. Term of Investment The major advantage of using a CD is that you can chose the tenure 
for investment in CD from 3 months to five years. The longer the term of CD, the greater is 
the amount of interest that you receive for your investment.

2. Grace Period: The advantage of investment in a CD is the grace period that is granted by 
the Bank. Grace period is the period granted by the bank to decide your plans of further 
investment of the matured amount. The grace period is generally of seven days.

3. Fixed Rate of Interest: The CDs are the safest investments as the rate of interest is almost
fixed and does not change for the entire tenure of the CD. So you need not worry about the 
floating rate of interest. CDs are also beneficial as they pay a higher rate of interest than 
the savings account . , '

4. Lower Risk: While investing money, investors look out for option that offers lower risk. 
CDs offer investors the option of investing at lower risks. If you have some money and you 
are planning not to use that money for some time, you are advised to invest that money in 
certificate of deposit.

5. More Rate of Interest than Savings Account: The rate of interest offered by CDs is more 
than the traditional savings account. During tough economic times, it is easier to‘invest in 
certificate of deposits as the interest on CDs is earned at fixed rate.

6. Promotes Safe Investment by Banks: CDs are less risky as compared' to traditional 
investments like mutual funds and annuities. They are linked to stock market and hence 
do not guarantee any fixed returns. When you invest in CDs, the banks issuing the CDs will

■ further invest this amount into safe investments that will promote and generate growth. 
Thus the money is used wisely for investments.

7. One Size Fits All: CDs are used by individuals from low income group as well as individuals 
from high income group. This helps the banks to get them a.steady business by offering 
CDs and is a win-win situation for both the banks and the investors. Also no middle agent

• is required for purchasing a CD. The investors can directly contact the bank for their 
investment in CD..

Notes

Disadvantages of Certificates of Deposit

Though CDs often represent a safe and predictable way to invest money, 'they may not be right 
for everyone, particularly investors who may need to access the cash before the term expires or 
who are seeking a higher return on investment.

1. Penalty: The major disadvantage of investing in CD is that once you invest in a CD, you 
cannot withdraw your money before your term matures. In case you do so, the bank charges 
a penalty for the same.

2. Automatic Rollover: The other biggest’ disadvantage is that in case you do not decide 
about what you have to do with your matured funds, the bank will automatically renew 
the same at prevailing interest rate which may sometime be much lesser as compared to 
other investment options.

/
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Management of Working Capital 3. Limited Liquidity: The other disadvantage if that the owner cannot easily liquidate the CC >
in case of emergency: They are usually charged a penalty for premature withdrawal whicl. 

' . may result in loss of interest. • .

4. Inflation Risk: The interest rate on CDs does not increase with inflation and .thus your tirru 
value of money will decrease with increasing inflation. •Notes

5.20 Bill Discounting and Factoring

Bill Discounting

Bill discounting is a method of trading or selling the bill of exchange to any financial institution 
like banks before it becomes matured with a less price than its par value. Discount on a bill 
of exchange is based on the remaining time for a maturity of it. A bill of discounting involves) 

trade debts which are backed by account receivables. In simple language, Bill of discounting is! 
an advance against the bill. The discount on the bill of exchange will be based on the remaining! 
time for its maturity and the risk involved in it.

First of all the bank satisfies himself regarding the credibility of the drawer, before advancing 
money. Having satisfied with the creditworthiness of the drawer, the bank will grant money after . 
deducting the discounting charges or interest. When the bank purchases the bill for the customer, 
it becomes the owner of the respective bills..If the customer delays the payment, then he has to 
pay interest as per prescribed rates.- Further, if the customer defaults payment of the bills, then 
the borrower shall be liable for the same as well as the bank can exercise Pawnee's rights over 
the goods supplied to the customer by the borrower.

Types of Bill Discounting (

Bill discounting is classified into four categories as

1. LCBD (Bill Discounting backed with-LC): Discounting of Letter of Credit is a short-term 
credit facility provided by the bank to the beneficiary. Bank purchases the documents or 
bills of the exporter (beneficiary) after he fulfills certain compliances. On meeting these 
compliances, the bank makes him the payment. LCBD is the product of Working Capital 
Finance.

2. CBD (Clean Bill Discounting): Clean Bill Discount is a lending service that enhances your 
company's short-term liquidity using a bill, bill of exchange, promissory note or post-dated 
cheques, which you sell to the Bank to get cash quickly and conveniently. Exchange bills 
for cash immediately after export.

3. DBD (Drawee bill discounting): Under this type of lending. Bank takes the bill drawn by 
. borrower on his (borrower's) customer and pays him immediately deducting some amount 
as discount/commission. The Bank then presents the Bill to the borrower’s customer on the 
due date of the Bill and collects the total amount.

4. IBD (Invoice bills discounting): Invoice discounting is a source of working capital finance 
for the seller of goods on credit. Bill discounting is an arrangement whereby the seller 
recovers an amount of sales bill from the financial intermediaries before it is due. Such 
intermediaries charge a fee for the service. Invoice discounting is the practice of using a 
company’s unpaid accounts receivable as collateral for a loan, which is issued by a finance
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company. The amount of debt issued by the finance company is less than the total amount Working Capital Financing 
of outstanding receivables (typically 80% of all invoices less than 90 days old).

Factoring

Factoring is a process in which the customer dr borrower sells its debts to the financial institution 
or a factoring company at a discount. Factoring finance deals in account receivables it means 
invoices. A factoring company deducts the interest charges on financial services and commission 
charges for additional services from the factoring charges. A customer gives the instruction to 
transmit payment directly to the factoring company and settles the due balance. Having purchased 
the receivables the factor finances, money to them after deducting the following:

• An appropriate margin (reserve)

• Interest charges for the financial services

• Commission charges for the supplementary services.

Now, the client forwards the collection from the customer to the financial institution or he 
gives the instruction to forward the payment directly to the factor and settles the balance dues.
The bank provides the following services to the client: Credit Investigation, Debtors Ledger 
Maintenance, Collection of Debts, Credit Reports on Debtors and so on.

Notes

The Types of Factoring

The types of factoring are as under: .

1. Disclosed Factoring: All the parties know about the factoring arrangement.

2. Undisclosed Factoring: The parties do not know about the factoring arrangement.

3. Recourse Factoring: In'the case of default in payment by the customer the borrower pays 
the amount of bad debts.

4. Noii-recourse Factoring: The factors himself bears the amount of bad debt, and that is why
the commission rate is higher. '

Advantages of Factoring

1. It enhances the liquidity position of the company.

2. The hazardous job of collection from Debtors gets eliminated.

3. The loss of interest because of late collection of Debtor can be arrested. Obviously, the return 
of investment improves.

• 4. The whole attention and energy of the concerned company can be diverted only on the 
sales/marketing aspects.

Disadvantages of Factoring

In spite of many services offered by factoring, following are disadvantages of factoring.

1. ' High cost of factoring compared to other short-term finance.

2. Firms availing factoring services are viewed as weak.

•3. Once a buyer defaults in payment, factor takes a tough stance and may not agree to provide 
credit against sales made to the same buyer. This action may force the firm to discontinue 

‘ • sales, resulting in reduced sales.

Self Learning Material 235



Management of Working Capita] Important Points of Distinction between Bill Discounting and Factoring

Bill Discounting and Factoring are two types of short-term finance through which the financia 
requirements of a company can be fulfilled quickly. The former is related to the borrowing fron 
the commercial bank while the latter is associated with the management of book debts:Notes

' The term factoring includes entire trade debts of a client. On the other hand, bill discounting
includes only those trade debts which are supported by. account receivables. In short, bill
discounting, implies the advance against the bill, whereas factoring can be understood as th< 
outright purchase of trade debt.

The following are the major differences between bill discounting and factoring:

• Selling of bills at a discount to the bank, before its maturity is known as Bill Discounting, 
Selling of the debtors to a financial institution at a discount is Factoring.

• The bill is discounted, and the whole amount is paid to the borrower at the time of the 
transaction. Conversely, the maximum part of the amount is provided as an advance, 
and the rest of the amount is given as balance when the dues are realized.

• The parties to bill discounting are a drawer, drawee, and payee whereas the parties to
factoring are the factor, debtor, and borrower. , , .

• The bill discounting is always recourse, i.e. if the customer defaults in payment of debt, 
then the payment is made by the borrower. On the other hand, the factoring can be 
recourse and nonrecourse.

• The Negotiable Instrument Act, 1881 contains' the rules relating to bills discounting. In 
contrast to factoring this is not covered under any act.

• In bill discounting the financier gets the discounting charges for financial services, but 
in the case of factoring the factor gets interest and commission.

• In factoring, the debts are assigned which is not done in bill discounting.

5.21 Inter Corporate Loans
A company is entitled to provide another company or body corporate with loans, investment, 
guarantee and securities, either with the consent of the board or that of the shareholder. This 
article covers the various provisions of Section 186 of Companies Act, 2013 which deals with inter
corporate loan and investment. The companies act provisions had been superseded by Section 45 
of RBI Act and SEBI Rules .The acceptance of deposits and loans by manufacturing companies 
are-governed by SEBI Rules .The Company can give interest free and unsecured loans subject to 
scheme being approved by SEBI and Registrar of Companies. ‘

An Inter-Corporate Deposit (ICD) is an unsecured borrowing by corporates and FIs from 
other corporate entities registered under the Companies Act 1956. The corporate having surplus 
funds would lend to another corporate in need of funds.

Ceiling on Inter-Corporate Loan and Investment: All companies have a.restriction and 
ceiling on the maximum ampunt of inter-corporate loan and investment. A company should not 
provide loans or guaranty or purchase securities of any other body corporate exceeding 60% of 
its paid- up share capital, .free reserves and security premium account or 100% of its free reserves 
and security premium account, whichever is more..
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If the aggregate of inter-corporate loan, investment, guarantee and securities in connection Working Capital Financing 
with loan already made and proposed to be made together is not above the specified limit, inter-. 
corporate loan and investment can be processed by passing board resolution with consent of all 
directors present at the board meeting. If the same is/beyond the specified limit, prior special 
resolution must be passed and prior approval of the financial institution should be obtained, the 
latter if term loan is subsisting.

Restriction on Loan & Guarantee: A company is prohibited from making any inter-corporate 
loan, guarantee and security if it has defaulted in payment of interest. Such prohibition will be 
effective until the default is completely addressed by the company. Also, a company is not permitted 

' to make any investment through two layers of investment companies, barring a few exceptions.

Rate of Interest: Loans should not be provided at a rate of interest lower than the prevailing 
yield of one year, three year, five year or ten year Government Security closest to the tenor of 
loan. This isn't applicable in circumstances where the loan is provided for industrial research 
and development projects, in which 26% or more of the paid-up capital is held by Government.

Disclosure: The Company must disclose the following particulars to its shareholders in the 
financial statements if any intercorporate loan or investment is made:

• Amount of loans provided, investment made/guarantee given/security provided.

• Purpose of providing the same.

• The proposed usage of the same by the recipient.

Non-applicability of Section 186: Some type of companies is in the business of providing 
loans and making investment. Hence, Section 186 will not be applicable on any loans or guarantee 
given by:

Notes

• A banking company, insurance company or a housing finance company in its normal 
business operations.

• A company framed with the purpose of financing industrial enterprises or providing 
infrastructure facilities.

• A registered non-banking finance company which concentrates primarily on acquisition 
of securities.

• An organization that purchases rights of shares. ‘ •

• A company whose primary business involves the acquisition of shares.

• A government company that operates defense production.

• Unlisted companies which are legally authorized by the Ministry or Department of the 
State or Central Government.

5.22 Short Term Bank Loans
A loan scheduled to be repaid in less than a year. When your business doesn't qualify for a line 
of credit from a bank, you might still have, success in obtaining money from then in the form of 
a one-time, short-term loan'(Iess than a year) to finance your temporary working capital needs. 
Bank offers short term funds for business enterprise in different forms. It may provide funds 
either directly or indirectly. In case of indirect finance, the bank covers only, the risk and does not 
provide finance i.e. letter of credit and in case of direct finance, the bank provide finance plus it 
covers the risk i.e. cash credit, overdraft, note lending and discounting of bills.
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The firm gives an assessment of its working capital requirement to the bank. On this re< uest 
the bank provides a credit limit to the firm which the firm can operate accordingly. The interest: is 
charged on the amount actually utilized by. the firm. However, the,bank requires the borroJvzjng;

minimum balance in its operating accounts at all times which is knowlrt as 

compensatory balance. Some of the short term bank loans are as follows:

.1. Cash Credit: Cash credit is the most popular form of credit with borrowers for me< -ting 
working capital requirements. Bank considers firm's sales and production plans to san< tion 
a particular working capital limit, which is called sanctioned limit in a cash credit accc larvt. 
In case of seasonal industries, bank sanctions peak credit limit to meet working ca oital 
requirements during season which is always higher in comparison to the limit sanctic ijned 
for non-peak period. So, bank sanctions separate limits for peak and non-peak perkx .& as 
working capital requirement is maximum during peak season. These cash credit limit*; are 
against security of current assets such as stocks and book debts.

'2. Bank Overdraft: It is short-term borrowing facility made available to the companies in zase 
of urgent need of funds. The bank will impose limits oh the amount they can lend. W lien 
the borrowed funds are no longer required they can quickly and easily be repaid. The banJk 
issues overdrafts with a right to call them in at short notice. Banks sanction regular overdraft 
limits normally against security of fixed deposit receipts, shares, life insurance policy, pdstal 

certificates etc. Interest is charged on amount utilized. Cheques facility is made available 
in overdraft account. In addition to permanent overdraft limit, bank sanctions temporary- 
overdraft in current account of customers as and when cheques received are in excesjs of 

balance in current account. This is a temporary arrangement and normally availed, 
professional for their working capital requirements.

3. Note Lending: Note lending is very different from Cash Credit and Bank Overdraft acco ant. 
It is not a running account. It is sanctioned for a period of about 2-3 months. It is a forr i of 
loan given to the borrower against promissory notes/debt instrument. Interest is char jed 
on the complete loan amount sanctioned unlike cash credit/bank overdraft account-wl ex*e 
interest is charged only on the utilised (withdrawn) account. However note lending is not: 
as popular as cash credit/bank overdraft arrangement.

4. Line of Credit: A line of credit is an agreement between a bank and a firm that pert ilts 
the firm to borrow up to a specified limit during a particular time period. Orice the ine 
of credit is approved at the start of the period, loans taken out against the line are usually 
approved by the loan officer with a minimum of delay or additional investigation. ' ',li<s 
agreement specifies the terms and conditions of the loans to be made under the lint of 
credit. Although technically in force for a set time period, usually a year, most credit li les 
represent an ongoing relationship with the bank and may be renewed. At renewal the r ite, 
credit limit, or other conditions of the line of credit may be altered, depending upon tH.e 
financial performance, condition and needs of the borrower. The line of credit provides a 
very flexible source of short-term financing. The borrower has access to a specified amount 
of credit, but pays interest only on the actual borrowing. Line of Credit is a commitment 
by a bank to lend a certain amount of funds on demand specifying the maximum amount.

5. Bank Guarantees: Bank guarantee is one of the facilities that the commercial banks extend on 
behalf of their clients in favour of third parties who will be the beneficiaries of the guarante es.

Management of Working Capital

firm to maintain a
Notes

238 Self Learning Material



. In case of guarantee, it may be categorized as Performance Bank Guarantee, Bank guarantee Working Capital Financing 
against advances received by a supplier and bank guarantee in lieu of security deposit or 
earnest money as per requirement of tenders of different Governmental or Corporate bodies ,
be it in private sectors or in public sectors.

Notes
5.23 Working Capital Financing by Banks
A commercial bank is a business organization which deals in money i.e. lending and borrowing 
of money. They perform all types of functions like accepting deposits, advancing loans,, credit 
creation and agency functions. Besides these usual functions, one of the most important functions 
of banks is to finance working capital requirement of firms. Working capital advances forms 
major part of advance portfolio of banks. In determining working capital requirements of a firm,. 
the bank takes into account its sales and production plans and desirable level of current assets. 
The amount approved by the bank for the firm's working capital requirement is called credit 
limit. Thus, it is maximum fund which a firm can obtain from the bank. In the case of firms with 
seasonal businesses, the bank may approve separate limits for 'peak season' and 'non-peak season'. 
These advances were usually given against the security of the current assets of the borrowing 
firm usually; the bank credit is available in the following forms:

1. Cash Credit: Under this facility, the bank specifies a predetermined limit and the borrower' 
is allowed to withdraw funds from the bank up to that sanctioned credit limit against a 
bond or other security. However, the borrower can not borrow the entire sanctioned credit 
in lump sum; he can draw it periodically to the extent of his requirements. Similarly, 
repayment can be made whenever-desired during the period. There is no commitment 
charge involved and interest is payable on the amount actually utilized by the borrower 
and not on the sanctioned limit.

2. Overdraft: Under this arrangement,, the borrower is allowed to withdraw funds in excess 
of the actual credit balance in his current account up to a certain specified limit during a

. stipulated period against a security. Within the stipulated limits any number of withdrawals
is permitted by the bank. Overdraft facility is generally available against the securities of life 
insurance policies, fixed deposits receipts. Government securities, shares and debentures, 
etc. of the corporate sector. Interest is charged bn the amount actually withdrawn by the 
borrower, subject to some minimum (commitment) charges.

3. Loans: Under this system, the total amount of borrowing is credited to the current account 
of the borrower or released to him in cash. The borrower has to pay interest on the total 
amount of loan, irrespective of how much he draws..

Loans are payable either on demand or in periodical installments. They can also be renewed 
from time to time. As a form of financing, loans imply a financial discipline on the part of 
the borrowers.

• Bills Financing: This facility enables a borrower to obtain credit from a bank against 
its bills. The bank purchases or discounts the bills of exchange and promissory of the 
borrower and credits the amount in his account after deducting discount. Under this 
facility, the amount provided is covered by cash credit and overdraft limit. Before 
purchasing or discounting the bills, the bank satisfies itself about the creditworthiness 
of the drawer and genuineness of the bill. > ' •
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Management of Working Capital • Letter of Credit: While thfe other forms of credit are direct forms of financing in whioln 
the banks provide funds as well as bears the risk, letter of credit is an indirect forrn 
of working capital financing in which banks assumes only the risk and the supplier- 
himself provide the funds.

A letter of credit is the guarantee provided by the buyer's banker to the seller that in tl <s 
case of default or failure of the buyer, the bank shall make the payment to the seller. T}" e 
bank opens letter of credit in favour of a customer to facilitate his purchase of good 5. 
This arrangement passes the risk of the supplier to the bank. The customer pays ban fee 
charges for this facility to the bank.

• Working Capital Loan: Sometimes a borrower may require additional credit in exces s 
of sanctioned credit limit to meet unforeseen contingencies. Banks provide such cred t: 
through a Working Capital Demand Loan (WCDL) accountor a separate'non-operabk 
cash credit account. This arrangement is presently applicable to borrowers havin 5 
working capital requirement of ? It) crore or above. The minimum period of WCD - . 
keeps on changing. WCDL is granted for a fixed term on maturity of which it has to b “ 
liquidated, renewed or rolled over. On such additional credit, the borrower has to pa r
a higher rate of interest more than the normal rate of interest.

Notes

5.24 Security Required in Bank Finance
Banks generally do not provide working capital finance without adequate security. The nature am L 
extent of security offered play an important role in influencing the decision of the bank to advance 
working capital finance. The bank provides credit on the basis of following modes of security:

• Hypothecation: Under this mode of security, the banks provide working capital finana • 
to the borrower against'the security of movable property, generally inventories. It is < 
charge against property for the amount of debt where neither ownership nor possessior 
is passed to the creditor. In.the case of default the bank has the legal right to sell th< 
property to realise the amount of debt.

• Pledge: A pledge is bailment of goods as security for the repayment of a debt or fulfillment 
of a promise. Under this mode, the possession of goods offered as security passes into^ 

the hands of the.bank. The bank can retain the possession of goods pledged with it till 
the debt (principal amount) together with interest and other expenses are repaid. In case 
of non- payment of loan the bank may either; Sue the borrower for the amount due; 
Sue for the sale of goods pledged; or after giving due notice, sell the goods.

• Lien: Lien means right of the lender to retain property belonging to the borrower 
until he repays the debt It can be of two types: (i) Particular lien and (ii) General lien. 
Particular lien is a right to retain property until the claim associated with the property 
is fully paid. On the other hand, General lien is applicable till all dues of the lender are 
paid. Banks usually enjoy general lien.

• Mortgage: Mortgage is the transfer of a legal or equitable interest in a specific immovable 
property for the payment of a debt. In case of mortgage, the possession of the property 
may remain with the borrower, while the lender enjoys the full legal title. The mortgage 
interest in the property is terminated as soon as the debt is paid. Mortgages are taken 
as an additional security for .working capital credit by banks.
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• Charge: Where immovable property of one person.is made security for the payment of Working Capital Financing 
money to another and the transaction does not amount to mortgage, the latter person 
is said to have a charge on the property and all the provisions of simple mortgage will 
apply to such a charge. A charge may be created by the act of parties or by the operation 
of law. It is only security for payment. Notes

5.25 Regulation of Bank Credit
Till the sixties, bank credit for working capital was available easily and in convenient form to 
industrial'borrowers. Further, the cash credit arrangement, the principal device through which 
such finance has been provided, is quite advantageous from the point of view of borrowers. Banks 
have not been concerning themselves about the soundness of the borrower or about the actual end 
use of the loan. Bank financing was mainly security oriented. This security oriented system tended 
to favour borrowers with strong financial resources irrespective of their economic function. This 
resulted in the concentration of economic power. Another problem was that the increase in the 
bank credit was not commensurate with the expansion in the level of inventory and production.

This resulted in a number of distortions in financing of working capital by banks. Major 
Banks was nationalized in 1969 and with that, approach to lending also changed. Consequently, 
bank credit has been subjected to various rules, regulations and controls. The basic objective of 
regulation and control of bank credit is to ensure its equitable distribution to various sectors of 
the Indian economy. The RBI has been trying, particularly from the mid-sixties onwards, to bring 
a measure of discipline among industrial borrowers and to redirect credit to priority sectors of 
the economy’ The RBI has been issuing guidelines and directives to the banking sectors towards 
this end. Important guidelines and directives have derived from the recommendations of certain 
specially constituted groups assigned with the task of examining various aspects of bank finance 
•to industry.

5.26 Recent RBI Guidelines Regarding Working Capital Finance
In the past, working capital financing was constrained with detailed regulations on how much 

• credit the banks could give to their customers. The recent changes made by RBI in the guidelines 
for bank credit for’wdrking capital finance are discussed below:

1. The notion of Maximum Permissible Bank Finance (MPBF) has been abolished by RBI and 
a new system was proposed by the Indian Banking Association (IBA). This has given banks 
greater freedom and responsibility for assessing credit needs and credit worthiness. The 
salient features of new system are:

(a) For borrowers with requirements of up to ? 25 lakh, credit limits will be computed 
after detailed discussioris with borrower, without going into detailed evaluation.

(b) For borrowers with requirements above ? 25 lakh, but up to ? 5 crore, credit limit can 
be offered up to 20% of the projected gross sales of the borrower.

(c) For large borrowers not selling in the above categories, the cash budget system may 
be used to identify the working capital needs. However, RBI permits banks to follow 
Tandon/Chore Committee guidelines and retain MPBF concept with necessary 
modifications.

2. Earlier RBI had prescribed consortium arrangements for financing working capital beyond 
t 50 crore. Now it is not essential to have consortium arrangements. However, banks may
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Management of Working Capital themselves decide to form consortium so that the risks are spread. The disintegrat on Of 
consortium system, the entry of term lending institutions into working capital finant e artel 
the emergence of money market borrowing options gives the best possible deal. I

3. Banks were advised not to apply the second method of lending for assessment of MI T3F to 
those exporter borrowers, who had credit export of not less than 25% of their total tur to vear 
during the previous accounting year, provided that their fund based working capital Teeds 
from the banking system were less than ? 1 crore. RBI has also suggested that the urrits 
engaged in export activities need not bring in any contribution from their long term sorurceS 
for financing that portion of current assets as is represented by export receivables.

4. RBI had also issued lending norms for working capital, under which the banks v 'oixlci 
• decide the levels of holding of inventory and receivables, which should be supported 'by
bank finance, after taking into account the operating cycle of an industry as well as Dther 
relevant factors. Other aspects of lending discipline, viz; maintenance of minimum ci iren t 
ratio, submission and use of data furnished under quarterly information systerri etc. 
would continue though with certain modifications, which would make it easier for snjialler 
borrowed to comply with these guidelines. , I

Notes

5.27 Working Capital Management in Domestic and MultinatioxT^l 
Enterprises

Although the fundamental principles governing the managing of working capital sucli as 
optimization and suitability are almost the same in both domestic and multinational enterp ‘isesr 
the two differ in respect of the following:

• MNCs, in managing their working capital, encounter with a number of risks pec uJiaz* 
to sourcing and investing of funds, such as the exchange rate risk and the pol tical 
risk.

-• Unlike domestic firms, MNCs have wider options of procuring funds for satis! yirxg; 
their requirements or the requirements of their subsidiaries such as financing; o£ 
subsidiaries by the parent, borrowings from local sources including banks and feunds 
from Eurocurrency markets, etc. 1

• MNCs enjoy greater latitude than the domestic firms in regard to their capability to 
their funds between different subsidiaries, leading to fuller utilization o| timemove 

resources.

• MNCs face a number of problems in managing working capital of their subsidi; irie^ 
because they are widely separated geographically and the management is not ^eary . 

' well acquainted with the actual financial state of affairs of the affiliates and workir g o£ 
the local financial markets. As such, the task of decision making in the case of MMCs' • 
subsidiaries is complex.

Finance managers of MNCs face problems in taking financing decision because of diffe rexrt 
taxation systems and tax rates.

In sum, through MNCs have some advantages in terms of latitude and options in financ ing, 
the problems of working capital management in MNCs are more complicated than those in domestic 
firms mainly because of additional risks in the form of the.currency exposure and political r .sics 
as also due to differential tax codes and taxation rates.
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Working Capital Financing5.28 Working Capital Management under Inflation
It is desirable to-check the increasing demand for capital, for maintaining the existing level of 
activity. Such a control acquires even more significance in times of inflation. In order to control 
working capital needs in periods of inflation, the following measures may be applied.

Greater disciplines on ad segments of the production front may be attempted as under:

• Tire possibility of using substitute raw materials without affecting, quality must be 
. explored in ad seriousness. Research activities in this regard may be undertaken, with

financial assistance provided by- the Government and the corporate sector, if any.

• Attempts must be made to increase the productivity of the work force by proper 
motivational strategies. Before going in for any incentive scheme, the cost involved ' 
must be weighed against the benefit to be derived. Though wages in accounting are 
considered a variable cost, they have tended to become partly fixed in nature due to the 
influence of various legislative measures adopted by the Central or State Governments. 
in recent times. Increased productivity results in an increase in value added, and this 
has the effect of reducing labour' cost per unit.

Such costs include office decorating expenses, advertising, managerial salaries and payments, • 
etc. Managed costs are more, of less fixed costs and once committed they are difficult to retreat. 
In order to minimise the cost impact of such items, the maximum possible use of facilities already 
created must be ensured. Further the management should be vigilant in sanctioning any new 
expenditure belonging to This cost.

y The increasing pressure to augment working capital will, to some extent, be neutralised
if the span of the operating cycle can be reduced. Greater turnover with shorter intervals and 
quicker realisation of debtors will go a long way in easing the situation.

Only when there is a pressure on working capital does the management become conscious of 
the existence of slow-moving and obsolete stock. The management tends to adopt ad hoc measures, 
which are grossly inadequate. Therefore, a clear-cut policy regarding the disposal of slow- moving 
and obsolete stocks must be formulated and adhered to. In addition to this, there should be an 
efficient management information system reflecting the stock position from various standpoints.

The payment to creditors in time leads to building up of good reputation and consequently 
it increases the bargaining power of the firm regarding period of credit for payment and other 
conditions. Projections of cash flows should be made to see that cash inflows and outflows match 
with each other. If they do not, either some payments have to be postponed or purchase of some 
avoidable items has to be deferred.

Notes

CASE STUDY: Credit Decision
AGARWAL CASE

On August 30, 2006, Agarwal Cast Company Inc., applied for a $200,000 loan from the 
main office of the National bank of New York. The application was forwarded to the bank's 
commercial loan department.

Gupta, the President and Principal Stockholder of Agarwal cast, applied for the loan in 
person. He told the loan officer that he had been in business since February 1976, but that he 
had considerable prior experience in flooring and carpets since he had worked as ah individual 
contractor for the past 20 year. Most of this time, he had worked in Frankfurt and Michigan.
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Management of Working Capital He finally decided to "work for himself" and he formed the company with Berry Ho£>l<, a 
former co-worker. This information seemed to be consistent with the Dun and Bradstreet 
report obtained by the bank. |

According to Gupta, the purpose of the loan was to assist him in carrying his receivifc»les 
until they could be collected. He explained that the flooring business required him to sjkerrcl 

considerable cash to purchase materials but his customers would not pay until the job' was 
done. Since he was relatively new in the business, he did not feel that he could compete 8.£ Ine 
had to require a sizeable deposit or payment in advance. Instead, he could quote for higlner 
profits, if he were willing to wait until completion of the job for payment. To show that liis 
operation was sound, he included a list of customers and projects with his loan application- 
He also included a list of current receivables. t

Gupta told the loan officer that he had monitored his firm's financial status closely) and
t

that he had financial reports prepared every six months. He said that the would send a drojoy 
to the bank. In addition, he was willing to file a personal financial statement with thebatvlc. 
Question

Notes

Prepare your recommendation on Agarwal Cast Company. i
Source; Sudhindrn Bhat, Financial Management - Principles and Practice, Excel Books

5.29 Working Capital and Small Scale Industries
Small scale industries have a distinct set of characteristics such as low bargaining power leading 
to problems of, receivables and lower credit on purchases, poor financial strength, high le1 /■el o£ 
variability due to dependence on local factors, etc. Consequently, it has been rightly arguecl tlra t: 
the industry norms on different current assets cannot be adopted.

The P.R. Nayak Committee that was appointed to devise norms for assessing the wo rlciaig 
capital requirement of small-scale industries arrived at simplified norm pegging the Wo rlcirig 
Capital bank financing at 20% of the projected annual turnover. However, in case of units 
are non-capital intensive such as hotels, etc. banks often assess requirements both on the h ayalc 
Committee norms as well as the working cycle norms and take the lower of the two figures. 

Eligibility and Norms for bank financing of SSIs as per Nayak Committee:

1. Applicability: In case of SSIs, with working capital requirement of less than ? 5 cr< re In 
case of other industries, with working capital requirement of less than ? 1 crore.

2. Quantum of Working Capital bank financing: 20% of the projected annual turnover.

3. Subject to a Promoter bringing in a margin of 5% of the projected annual turnover (i.e. 20 % o£ 
the total fund requirement that has been estimated at 25% of the projected annual turnover).

5.30 Summary

In this unit we have discussed the basic concepts, principles and practices of bank credir as a 
source of working capital. Banks follows the principles of security, liquidity and profitability 
and diversifies their risk by spreading advances over a reasonably wide range of trades 
industries. Various forms in which bank credit viz. Overdrafts, secured and unsecured loans, caslr 
credit and discounting of bills etc. are discussed with their merits and demerits. Different t yjoes 
of loans and their classification-on the basis of security and guarantee have also been expla xred. 
While explaining the various modes of creating a charge over the borrower's assets such as t>y

and
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way of Lien, Pledge, Mortgage, Hypothecation or Assignment, we have discussed the merits and Working Capital Financing 
demerits of different types of securities taken by banks. Purchase and discounting of premature 
bills of exchange and promissory is another way banks provide credit to business entities. Bankers 
conduct an exercise called credit investigation to assess the credit worthiness of its borrower to 
ascertain the. risk of their investment. Banks also charge their clients a certain amount of fee and 
create unconditional, revocable or irrevocable obligation on them. Such assurances .from banks 
indirectly offer credit for financial transactions between the two parties. These obligations are in 
the form of a letter of credit, financial guarantee or performance bank guarantee.

In this unit, we have discussed various sources of short term funds, other than bank credit' 
and trade credit which are used by business and industrial houses in India to finance their 
working capital needs. The unit covers public-deposits, commercial paper, inter-corporate loans, 
bonds and debentures and factoring of receivables. The statutory frameworks, along with rules 
and regulations concerning these sources have been explained in detail. Relative significance, of 
these sources has also been explained by citing relevant facts and figures. Though these sources 
are deemed as non- bank sources of finance, involvement of commercial banks in providing such 

• finance is evident, especially in case of commercial paper, bonds and debentures and factoring 
of receivables. -

Short-term funds can be collected through many sources such as accrued expenses, 
provisions, trade credit, bank finance, public deposits, commercial papers, treasury bills and via 
factoring etc. One of the important sources of short term fund is trade credit. It is raised when 
firm purchases raw materials on credit. However, the firm should also evaluate the potential loss, 
it may incur in foregoing any cash discount that could have been offered by the supplier, had 
the firm chose to buy without trade credit. Another source of short term fund could be accrued 
expenses or deferred payments that arise due to delayed payments.

Banks are principal sources of short term finance. The different forms of bank borrowings 
are cash credit, bank overdraft, discounting of bills, short term loans, letter of credit. However, 
bank finance is given on the basis of working capital requirement assessed for a particular firm.
There are various regulations of RBI under which bank finance is offered. Commercial paper is ah 
important instrument of money market. The highly rated, blue chip company issue commercial 
paper for short-term finance. In India common commercial papers are of 91 & 180 days maturity.

Factoring is another source of short term finance in which the company sells its receivables 
to factoring providing firms called factors which in turn monitor and collect receivables on behalf 
of the firm. They offer around 70-90% of the receivable amount to the firm even before the money 
is recovered. There are various types of factoring. In India factoring is still in its nascent stage.

Working capital is the fund invested in current assets. It occupies an important place in a 
firm's Balance Sheet. Working capital financing is a specialized area and is designed to meet the 
working requirements of a business.

The amount approved by the bank for the firm's working capital requirement is called credit 
limit. Thus, it is maximum fund which a firm can obtain from the bank. A letter of credit is the 
guarantee provided by the buyer's banker to the seller that in the case of default or failure of the 
buyer, the bank shall make the payment to the seller. Banks generally do not provide working 
capital finance without adequate security. The nature and extent.of security offered play an 
important role in influencing the decision of the bank to advance working capital finance. The

Notes
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Management of Working Capital nature and extent of security offered play an important role, in influencing the decision of tl ie
bank to advance working capital finance. . . '

Bank financing was mainly security oriented. This security oriented system tended to 
favour borrowers with strong financial resources irrespective of their economic function. MNCs, 
in managing their working capital, encounter with a number of risks peculiar to sourcing arid 
investing of funds, such as the exchange rate risk and the political risk. It is desirable to checK 
the increasing demand for capital, for maintaining the existing level of activity. Such a control 
acquires even more significance in times of inflation. Small scale industries have a distinct set o£ 
characteristics such as low bargaining power leading to problems of receivables and lower credit ccn 
purchases, poor financial strength, high level of variability due to dependence on local factors, et r.

Notes

5.31 Glossary
• Profitability: In case of discounting of bills,.the amount of interest (called discount) s 

. deducted in advance from the amount of the bill. Hence the effective yield is higher

than loans and advances where interest is payable quarterly/half yearly.

• Bills Financing: This facility enables a borrower to obtain credit from a bank against 
its bills.

• Cash Credit Under this facility, the bank specifies a predetermined limit and the borrower 
is allowed to withdraw funds from the bank up to that sanctioned credit limit again* t 
a bond.or other security

• Commercial bank: A commercial bank is a business organization which deals in mone
i.e. lending and borrowing of money. • " •

• Letter of credit: A letter of credit is the guarantee provided by the buyer's banker t > 
the seller that in the case of default or failure of the buyer, the bank shall make th » 

’payment to the seller.

5.32 Review Questions
1. What do you understand by Margin money for Working Capital? How is it financed?

2. Explain three important demerits of the Cash Credit System

3. What do you understand by Term Loans? For what purposes are they granted by banks?

4. , What is meant by Bridge Loan? What is the necessity for granting such loans?

5. What are the modes of creating charge over assets? Elaborate secured advances of working
capital. ' • I

6. 1 What are the advantages of discounting of bills to the banks? Is it compulsory for corporate
borrowers to use bills of Exchange?

7. What factors are taken into account by the banker to determine credit-worthiness?

8. Discuss the different ways by which banks provide credit to business entities?

9. Explain the procurement & discounting of bills. What is the non- fund based facilities?

,10. What remedy is available to the depositor, if the company fails to repay the deposit as pe *
the terms and conditions of the deposit?.

11. Describe the eligibility conditions prescribed for issuing the Commercial Paper.
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iWorking Capital Financing12. Why are banks major investors in Commercial Paper? ■

13. Describe the guidelines issued by SEBI for the conversion Of debentures into equity shares.

14. Explain the mechanism of factoring of receivables.

15. Explain what do you understand by Standby facility?

16. Provision of Section 372 is not applicable to.certain companies. Specify them.

17. What penalty is imposed on the company if it accepts deposit in excess of the prescribed
limits? ’ ,

18. What are accrued Expenses? What are the limitations of using accrued expenses?

19. What are Commercial Papers? What are. the preconditions required to be fulfilled before 
floating commercial papers?

20. What is factoring? How it is beneficial to a firm? Differentiate between bill discounting 
and factoring.

21. What do you understand by approaches to optimum mix of funds?

22. Differentiate trade credit and accrual accounts with suitable examples.

23. What are the money market instruments? Explain it. •

24. What is bill discounting? Explain their advantages and disadvantages.

25. What are the differences between bill discounting and factoring? Explain it.

26. Describe inter'corporate loans. What are ceiling on inter-corporate loans?

27. What are the regulations of bank credit?

28. Write down the recent RBI guidelines regarding working capital finance.
4 • \

29. Write short note on working capital management under inflation and working capital and
small scale industries.' * '

Notes

1

5.33 Further Readings
• Bajaj, Tuli and Srivastava, Retail Management, New Delhi: Oxford University Press

• Gibson G. Vedamani/ Retail Management, Mumbai; Jaico Publishing House

• Lewison, D. M. and Delozier, W. M.„ Retailing, Columbus: Merrill Publishing Co.

• http://www.iilm.edU/iilm-ordine/retail--managernent.html.http://books.google.co.ih/
books?isbn=8174465480 .

• http: / / www.prenhall.com/ marketing/armstrong/38187_01_pl-33.p
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