Working Capital Management
Working capital is short-term net assets – stock, debtors and cash, less current liabilities. A company must balance the need to have working capital, - for example, it must have some stock to meet customer needs - with the cost of holding working capital, for example the
opportunity cost of having cash tied up in stock or debtors. If working capital is not managed effectively, a company runs the risk of liquidity problems, which in extreme situations can lead to liquidation.

1.1 CASH V PROFITS
Cash and profits are very different; a company can be profitable, but have no cash. For example, a new company has a profitable product. It has already started selling the product and sales revenue for the first period exceed the costs in the first period. However, demand for the product is increasing so the company needs to buy another  machine to make the product in order to meet demand. In addition, it needs to buy more raw 
materials from its supplier. As the company is a relatively new customer, it is not allowed any  credit and needs to pay for the materials upfront.
The company converts the product from raw materials to WIP to finished goods. All this time, cash has been leaving the business, to purchase the machine, to pay for  the materials, pay labour, pay overheads but no cash has been received.
The finished goods are sold to customers. The customers expect to receive trade credit  as that is the industry norm. As a result the company has to wait at least another 30 days  before receiving any cash. In the meantime, they need to purchase more raw materials. As can be seen the company has sold products in the period, and incurred costs,  making a
profit. However, it has not received any cash from customers yet, but cash has been  flowing out of the business.

1.2 LIQUIDITY RATIOS
Current Ratio = Current assets
Current Liabilities
The Current Ratio indicates the ability of a company to meet its current liabilities.
Quick or Acid Test = Current assets - stock
Current liabilities
The Quick Ratio is a harsher test of liquidity. It removes stock as a current asset 
available to
meet current liabilities, arguing stock is to removed from cash to be available to pay off
current liabilities.
1.3 CASH OPERATING CYCLE
The cash operating cycle is the length of time between cash leaving the business to 
pay for
raw materials and cash flowing into the business from customers.
The aim of the business is to find its optimum cash operating cycle. This will vary 
depending
on industry.
Supermarkets tend to have a short cycle or even negative. Consumers pay cash at the 
till for
the final product before the company has even paid its suppliers for all the products.
1.4 CALCULATING THE CASH OPERATING CYCLE
Cash Operating Cycle = RM holding period + WIP holding period + FG holding period +
Debtors’ collection period – Creditors’ payment period
Average raw materials x 365 = Days
Purchases
Average WIP x 365 = Days
Cost of production
Average finished goods x 365 = Days
COS
Average debtors x 365 = Days
Credit sales
Less
Average creditors x 365 = Days
Purchases
Net operating cycle = Total Days
1.5 EXERCISE 1
The following data has been extracted from the annual accounts of ABC Ltd.
Credit Sales £100,000
Purchases £ 60,000
COS £ 70,000
RM £ 3,500
FG £ 5,000
Debtors £ 12,400
Creditors £ 2,000
Calculate the cash operating cycle.

2 STOCK MANAGEMENT
Management have to balance the need to hold to stock to meet customer orders with 
the costs of holding stock.
The main costs of holding stock include holding costs and order costs. Holding Costs Holding costs include administrative costs, storage costs, obsolescence costs,  insurance costs and an opportunity cost of capital (the cash invested in stock could have be invested elsewhere in the business earning a return). If a company does not hold stocks, it will not be able it meet customer demand and it will therefore incur a stock out cost. Order costs A company incurs order costs each time it places an order. For example, the company may be charged by the supplier for each order placed, in addition to internal administration  costs incurred for placing an order.

A company therefore needs to evaluate whether it should place relatively few orders of  large stock. (Order costs will be reduced, but holding costs increased) or to place numerous  orders of one or two stock items.(Holding costs reduced but order costs increased).
This problem is solved theoretically by the Economic Order Quantity model.

2.1 ECONOMIC ORDER QUANTITY MODEL (EOQ)
As stated above the company can determine the theoretical optimum number of units to  order each time they place an order:
X = { 2 C0 D } CH
where
X = Economic Order Quantity
CO = Fixed cost per order
D = Expected annual demand
CH = Holding cost per unit
This minimises the Total Costs incurred on stock, where
TC = Holding cost + Ordering Cost + Total purchase price

Just in Time is a stock management technique which aims to minimise stock levels. It aims to manufacture to customer demand. As a result, short, flexible production runs are necessary to ensure customer orders are met promptly.
The JIT Company does not carry vast stock and therefore relies on suppliers to supply quality products as and when required. This reduces stock holding costs for the company, passing the risks onto the supplier.
A JIT company must have a good relationship with its suppliers, often sharing production plans for years ahead with the supplier. The supplier must be located near to the JIT company ensuring prompt delivery and easy communication. The workforce must also be flexible prepared to meet large orders at short notice.

3 CASH MANAGEMENT
Company needs cash for three purposes: Transactions motive – to meet everyday operational needs, pay employees, pay  suppliers etc Precautionary motive – a buffer to cover unexpected cash needs Speculative motive – to exploit unexpected opportunities

3.1 CASH SURPLUS
A cash surplus is cash held temporarily by the business to use to meet operational  needs or investment opportunities. The objective is to invest the surplus for appropriate time  scales, ensuring that when the cash is needed it will be available.
This may be easy to manage if the timing of a payment is known with certainty, eg to  pay a tax bill but the timing cash outflows is not always known. The company has infinite alternatives of what to do with surplus cash (and a number of considerations such as what are interest rates expected to do and what is the most tax efficient home for the cash):
Invest in fixed interest investments (choose between long and short maturity period, fixed and variable rates) Invest in government securities Buy foreign currency (if have an obligation to make a foreign currency payment)

3.2 CASH SHORTAGES
(a) Bank overdraft Short term finance, variable interest rate charged
Tends to be flexible and cheap, although repayable on demand
(b) Bank loan More formal than overdraft and more expensive

3.3 BAUMOL CASH MANAGEMENT MODEL
Objective of the model is to minimise the total costs associated with managing cash 
between
the current account and short-term investments
It is similar to the EOQ model for stock discussed above.
X = { 2 x Annual cash required x cost per sale of security }
Interest rate ie cost of holding cash
Where:
X = Optimum cash injection into the current account

3.5 MILLER-ORR CASH MANAGEMENT MODEL
The Miller-Orr model recognises there is uncertainty in cash receipts and payments. It 
allows the cash balance to fluctuate between a lower and upper limit. When the cash balance
reaches the limit the company must take action to return to the Return Point. The lower limit is set by the firm and the upper limit calculated by the model. The lower limit is a safety, buffer amount of cash held. When the cash balance reaches 
the lower limit the company must sell investments or withdraw cash on deposit. When the cash balance reaches the upper limit, the cash balance must be reduced by  buying investments, or placing cash on deposit.

4 DEBTOR MANAGEMENT
A company is often obliged to offer credit to attract customers and comply with industry averages. The company must balance the cost of offering trade credit with the increase in sales generated from offering trade credit. When offering trade credit, a credit assessment is performed on the potential customer by for example obtaining bank and trade references, obtaining a credit rating from an agency etc. This determines the appropriate credit limit for each customer. Often a company will start by setting a low credit limit for a new customer, which is slowly increased as the customer complies with credit terms. Customers must be invoiced promptly, and overdue debts chased. Aged debtor analysis reports are generated to monitor overdue debts in total and on an individual basis.
4.1 EXAMPLE 1 - COST OF OFFERING A DISCOUNT A company offers a 1 ½% discount to customers if they settle their account within 30 
days. What is the annual cost of the finance?
4.2 SOLUTION 1
Consider £100
If pay now If pay in 30 days
Obtain discount No discount
Pay £98.50 Pay £100
Therefore, discount = £1.50 for 30 days credit
Cost to company of 30 days credit = 1.50 / 98.50 = 0.0152
Annual equivalent : (1 + 0.0152)365/30 – 1 = 0.2014 = 20.1% pa
This is a very expensive deal for the company to offer suppliers- if the company needs  cash they should look to other sources of finance, bank loans, overdraft etc which will not be  as expensive under current interest rates.

4.3 FACTORING V INVOICE DISCOUNTING
Factoring debtors involves appointing an agency to collect debtor balances. The agency or factor may also run the sales ledger, and provide loans secured on outstanding debts. The factor can be said to ‘have recourse’. This means if a debtor does not pay, the 
factor agency will reclaim the debt from the company who appointed them. ‘No recourse’ 
means the agency suffers any costs from bad debts. Factoring ‘without recourse’ or with ‘no 
recourse’ is more expensive. Invoice discounting is the sale of outstanding debts to an agency with recourse to the company for bad debts. The agency does not offer the variety of services of the factoring company.

5 CREDITOR MANAGEMENT
Obtaining trade credit is a cheap source of finance. However, extending the credit period beyond industry norms in the long run will result in loss of supplier goodwill and financial cost. For example, suppliers can increase the initial cost of the raw materials, reduce available Credit limit and also refuse to supply material etc.
