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Estimation of Working Capital Requirements

The most appropriate method of calculating the
working capital needs of a firm is the concept of
operating cycle. It was earlier referred to that
working capital is also known as revolving capital.
That is, a circular path of conversion/re-conversion
takes place. Consider this example. You start your
business operation with an initial investment. With
credit extended by expense creditors (labour,
employees, utilities, etc.) you start production
process. Goods of varying levels of finish result.
This is what we call as work-in-process or work-in-
progress. Once complete processing is done, you
get finished goods.

https://www.mbaknol.com/financial-management/working-capital-concepts/


Until these goods are sold, they remain in

stock. Sales may be for cash and/or on credit

basis. You need to wait a little to realize cash

from the credit customers. The realized cash is

used to pay creditors. You need to maintain a

cash balance for day-to-day transactions as

well as for meeting sudden spurt in payment

obligations accompanied by sluggish cash

collections from debtors. Thus a revolution or

cycle from cash to raw materials to Work in

Progress (WIP), to finished goods, to debtors,

and back to cash is taking place. This

revolution or cycle is known as operating cycle.





Efficient working capital management is one which ensures

continuous flow without any interruptions/holdups at any of the

stages referred to above and involves as for as possible a

rapid completion of the revolutions. In other words, when raw

materials remain in store pending issue for production for a

less duration, when raw materials get converted into WIP in

short duration, when WIP is converted into finished goods in

short duration, when finished goods remain in dept pending

sales for a short while only, and when cash realizations out of

sales are made quickly and finally when payment to creditors

is made slowly, the operating cycle would be smaller and

consequently the working capital will also be reasonable.

Operating cycle is the time duration required to convert sales,

after the conversion of resources into inventories and cash.

https://www.mbaknol.com/financial-management/working-capital-management/




The operating cycle of a manufacturing

co involves 3 segments:

i. Acquisition of resources like raw

material, labour, fuel and power

ii. Manufacture of the product that

includes conversion of raw material into

work in process and into finished goods,

and

iii. sales of the product either for cash or

credit. Credit sales create book debts for

collection (debtors).



The length of the operating cycle of

a manufacturing co is the sum of –

i) inventory conversion period (ICP) and

ii) Book debts conversion period (BDCP) collectively,

They are sometimes called as gross operating cycle

(GOC).

GOC = ICP + DCP

The Inventory conversion period is the entire time

needed for producing and selling the product and

includes:

(a) Raw material conversion time (RMCP)

(b) Work in process conversion period (WIPCP) and

(c) Finished good conversion period (FGCP).

ICP = RMCP + WIPCP + FGCP



The payables deferral period (PDP) is

the length of time the firm is capable

to defer payments on various

resource purchases. The variation

between the gross operating cycle

and payables deferrals period is the

net operating cycle (NOC).

NOC = GOC- Payables deferral

period (PDP).



The steps involved in the determination of the

operating cycle are shown below:















Factors Requiring Consideration While Estimating Working Capital

1. Total costs incurred on material, wages and overheads

2. The length of time for which raw material are to remain in stores before
they are issued for production.

3. The length of production cycle or work in process i.e. the time taken for
conversion of raw material into finished goods.

4. The length of sales cycle during which finished goods are to be kept
waiting for sales.

5. The average period of credit allowed to customers.

6. The amount of cash required to pay day to day expenses of the
business.

7. The average amount of cash required to make advance payments, if any.

8. The average credit period expected to be allowed by suppliers.

9. Time lag in the payment of wages and other expenses.

For manufacturing organisation, the following factors

have to be taken into consideration while making an

estimate of working capital requirements.



From the total amount blocked in current assets

estimated on the basis of the first seven items

given above, the total of the current liabilities

i.e. the last two item, is deducted to find out the

requirements of working capital. In case of

purely trading concern, points 1,2,3 would not

arise but all other factors from points 4 to 9 are

to be taken into consideration. In order to

provide for contingencies, some extras amount

generally calculated as a fixed percentage of

the working capital may be added as margin of

safety.



Representation of Working Capital Requirements:




























