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OPTIMISING WORKING CAPITAL
MANAGEMENT

INTRODUCTION

Effective working capital management is vital for any business's smooth functioning and financial stability. It
ensures that a company maintains sufficient cash flow to meet its short-term obligations while optimizing the
utilization of its resources. This chapter focuses on financial statements’ critical role in managing working
capital, offering insights into how businesses can achieve operational efficiency and liquidity balance.

Financial statements, particularly the balance sheet and cash flow statement, are indispensable tools for
understanding and managing working capital. These documents provide a detailed view of current assets and
liabilities, enabling organizations to assess their liquidity position and make informed decisions regarding day-
to-day operations. By analyzing financial data, businesses can identify potential inefficiencies, prevent cash
shortages, and avoid over-reliance on external financing.

This article highlights various metrics and ratios, including the current ratio, quick ratio, and cash conversion
cycle, which are essential for evaluating working capital performance.

Based on the above metrices, this article explores ways and means to optimize working capital management and
evaluates its impact on profitability and risk. It addresses the importance of aligning working capital strategies
with broader financial objectives. It provides practical examples of how companies successfully leverage
financial statement analysis to maintain optimal working capital levels.
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APPLICATION OF FINANCIAL STATEMENTS IN WORKING
CAPITAL MANAGEMENT

Key Financial Statements in Working Capital Management

1. Balance Sheet

The Balance Sheet provides a snapshot of the company’s financial position, detailing assets, liabilities,
and equity at a specific point in time. It plays a critical role in assessing working capital:

a) Current Assets: Includes cash, accounts receivable, inventory, and other assets expected to
convert to cash within a year.

b) Current Liabilities: Encompasses accounts payable, short-term loans, and other obligations due
within a year.

Working Capital Formula:

Positive working capital indicates the company can meet short-term obligations, while negative working
capital may signal liquidity challenges.

2. Income Statement
The Income Statement details revenue, expenses, and profits over a specific period, offering insights into:
i) Revenue Growth: Impacts accounts receivable and inventory levels, influencing cash flow.
ii) Cost of Goods Sold (COGS): Affects inventory turnover and supplier payments.
iii) Operating Expenses: Helps identify cost control opportunities to improve liquidity.
3. Cash Flow Statement
The Cash Flow Statement reveals the inflow and outflow of cash, categorized into:
i) Operating Activities: Highlights cash generated from core business operations.
ii) Investing Activities: Relates to long-term investments or asset purchases.
iii) Financing Activities: Includes borrowing, repayments, and shareholder payouts.

This statement ensures businesses can convert sales into cash efficiently.

Steps to Use Financial Statements for Working Capital
Management
1. Analyze Current Assets and Liabilities (Balance Sheet)

Track trends in accounts receivable and inventory levels to identify inefficiencies.

Monitor accounts payable to ensure timely supplier payments without straining cash reserves.
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2. Assess Cash Flow Trends (Cash Flow Statement)

Identify delays in cash collection from customers.

Check if inventory levels tie up excessive cash, indicating overstocking or slow turnover.

3. Measure Liquidity and Efficiency Ratios

Utilize financial ratios derived from the statements:

i) Current Ratio: A ratio above 1 indicates the ability to meet short-term obligations.

i) Quick Ratio: Focuses on liquidity excluding inventory.

iii) Inventory Turnover Ratio: Higher turnover reflects efficient inventory management.

iv) Days Sales Outstanding (DSO): Shows how quickly receivables are collected.

4. Forecasting and Budgeting

Financial statements enable cash flow forecasting, allowing companies to prepare for seasonal demands,
new investments, or economic slowdowns.

LIQUIDITY RATIO

Here we will provide a summary of the liquidity ratios which constitute the tools for working capital
management.

This ratio measures the liquidity of the organization. The following ratios generally come under the liquidity

ratio:

Ratio

Rationale

Net working capital:
Gross Current assets less
Current liabilities

Current ratio:
Current assets

Current liabilities

Quick assets

Current liabilities

Liquid ratio/Acid test ratio:

It measures the liquidity of an enterprise.

It reflects the short-term liquidity position of the enterprise. In
general ratio of 2:1 is considered adequate. If it is lower, then it
depicts tightness in liquidity. If it is higher, then there is adequate
liquidity, but it may also be possible that funds are tied up in
obsolete/slow-moving inventories and overdue debts.

Quick assets are current assets less inventories, and this ratio
measures the liquidity position of the enterprise. In general, a ratio
of 1: 1 would be considered adequate, as it would signify that the
enterprise has enough cash to pay off all its current liabilities
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Significance of Liquidity Ratios
The significance of liquidity ratios are enumerated below.

Assess Short-Term Financial Health: Liquidity ratios help determine if a company can meet
its short-term debts and operational expenses.

Creditworthiness: Lenders and creditors use these ratios to assess the risk of lending money to a
company.

Operational Efficiency: High liquidity indicates efficient working capital management, while very
low liquidity might signal cash flow problems.

Illustration 1: Current Ratio
Let us say Company A has:

Current Assets = $.500,000
Current Liabilities = $.250,000
Current Ratio=500,000 / 250,000 = 2.0

A current ratio of 2.0 indicates that Company A has 2 in current assets for every 1 of current liabilities,
suggesting good short-term financial health.

Interpretation:
A ratio above 1 indicates that the company can cover its current liabilities.
A ratio below 1 suggests potential liquidity issues, as liabilities exceed assets.

An excessively high ratio (e.g., above 3) may indicate inefficient use of assets or too much cash held without
investing it for growth.

Illustration 2: Quick Ratio
Let us assume Company B has:

Current Assets = $.400,000

Inventory = $.100,000

Current Liabilities = $.200,000

Quick Ratio= (400,000—-100,000) / 200,000 =1.5

A quick ratio of 1.5 indicates that the company can pay off its current liabilities without relying on the sale
of inventory.

Interpretation:
A ratio above 1 suggests good liquidity without depending on inventory sales.

A ratio below 1 may indicate potential liquidity problems, as the company might struggle to meet
short-term obligations without selling inventory.
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lllustration 3: Cash ratio
Company C has:

Cash and Cash Equivalents = $.150,000
Current Liabilities = $.300,000
Cash Ratio=150,000 / 300,000=0.5
A cash ratio of 0.5 means that the company can cover 50% of its current liabilities with its cash reserves.

Interpretation:

a) Aratio of 1 or higher is a strong indicator of liquidity but might suggest excess cash that could be
better used for investment.

b) A ratio below 1 may indicate potential liquidity risks, especially if the company faces sudden cash
outflows.

How to Improve Liquidity Ratios

1. Increase Current Assets:

Boost Cash Reserves: Focus on improving cash flow by increasing sales and speeding up
receivable collections.

Efficient Inventory Management: Reduce inventory levels to free up cash tied up in stock.

2. Reduce Current Liabilities:

Debt Repayment: Pay off short-term debt to decrease current liabilities.

Renegotiate Payment Terms: Extend the payment terms with suppliers to reduce short-term
obligations.

lllustration 4: Liquidity Ratio Optimization
Let us consider Company D with:

a) Current Assets = $.300,000

b) Inventory = $.50,000

¢) Current Liabilities = $.250,000

Initial Ratios:
i) Current Ratio: Current Ratio=300,000 / 250,000=1.2
ii) Quick Ratio: Quick Ratio = (300,000—50,000) / 250,000=1.0

To improve liquidity, Company D could:
Collect $.50,000 in outstanding receivables, increasing cash reserves.
Use the collected cash to pay off $.50,000 in short-term debt.

New Current Assets = $.300,000 + $.50,000 = $.350,000
New Current Liabilities = $.250,000 —$.50,000 = $.200,000

5
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New Ratios:
i) Current Ratio: Current Ratio = 350,000 / 200,000 = 1.75
ii) Quick Ratio: Quick Ratio = (350,000 — 50,000) / 200,000 =1.5

By increasing cash and reducing liabilities, Company D’s liquidity improved significantly.

Limitations of Liquidity Ratios

a) Static Measure: Liquidity ratios are based on a snapshot of the balance sheet and may not reflect
the ongoing cash flow dynamics.

b) Industry Differences: Liquidity requirements vary across industries, making cross-industry
comparisons difficult.

c) Inventory Valuation: For businesses heavily reliant on inventory, the quick ratio may undervalue
liquidity if inventory is easily converted to cash.

As explained above, liquidity ratios are essential tools for evaluating a company’s short-term financial
health. By focusing on efficient working capital management, increasing cash reserves, and reducing
current liabilities, companies can strengthen their liquidity position and ensure they are well-prepared to
meet short-term obligations.

Case Study: Working Capital Management at Walmart

Background of Walmart’s Working Capital Strategy

Walmart, a global retail leader, is renowned for its efficient operations and strong financial performance.
Walmart employs a unique negative working capital model, meaning its current liabilities exceed current
assets. This strategy works due to:

i) Efficient Inventory Management: Quick inventory turnover through an extensive retail
network.

ii) Favorable Payment Terms: Payments to suppliers often occur after inventory is sold.

iii) Strong Cash Flow: Consistent cash flow generation from operations reduces the need for short-
term reserves.

Key Components of Walmart’s Working Capital Management

1. Inventory Management
i) Just-in-Time (JIT) System: Minimizes inventory levels, reducing holding costs.

ii) Advanced Technology: Tools like RFID tracking and real-time analytics forecast demand and
optimize replenishment.

Example: If Walmart’s COGS is $500 billion and average inventory is $55 billion: A high ratio
indicates efficient inventory management, freeing cash for other uses.
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2. Accounts Payable Management

Walmart negotiates extended payment terms with suppliers, typically 30-90 days. Supplier credit funds
operations, reducing reliance on short-term loans.

Example: If Walmart’s COGS is $500 billion and average accounts payable is $50 billion: This means
Walmart takes about 36.5 days () to pay suppliers.

3. Cash Conversion Cycle (CCC)

The CCC measures the time to convert inventory into cash while factoring receivables and payables.
Where:

i) DIO (Days Inventory Outstanding): Time inventory is held.

ii) DSO (Days Sales Outstanding): Time to collect receivables.

iii) DPO (Days Payable Outstanding): Time to pay suppliers.
Example:

i) DIO: 40 days

ii) DSO: 5 days

iii) DPO: 50 days A negative CCC means Walmart operates using supplier funds, minimizing
external financing needs.

4. Cash Flow Management

i)  Walmart’s strong cash flows from operations ensure liquidity.

ii) Free cash flow is reinvested into new stores, technology, and shareholder returns through
dividends and buybacks.

Results of Walmart’s Working Capital Practices

1. Operational Efficiency: High inventory turnover and low CCC ensure minimal capital is tied up
in operations.

2. Strong Supplier Relationships: Extended payment terms balanced with timely payments
strengthen supplier confidence.

3. Sustained Profitability: Optimized working capital supports stable margins and consistent
profitability.

4. Resilience in Economic Downturns: Low CCC and robust cash flows protect Walmart from
liquidity crises.

Conclusion

Walmart’s working capital management demonstrates the strategic application of financial statements to
balance liquidity, operational efficiency, and profitability. By leveraging tools such as inventory turnover
analysis, cash flow tracking, and a negative CCC strategy, Walmart ensures strong financial performance
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and sustained growth. This approach is a benchmark for businesses aiming to optimize working capital
and enhance financial resilience.

METRICS RELATED TO WORKING CAPITAL MANAGEMENT

Working capital Movement of Debtors vs. Credit Sales

analysis: Days Debtors Analysis — impact on cash flow and profitability
Overseas Debtors — impact of likely FE Variations

Movement of Creditors vs. Credit Purchases

Days Creditors Analysis — impact on supplies and product-line
Inventory Turnover

Cash Flow Turnover — impact on profitability

Inventory analysis: | Inventory Analysis - Basis of valuation & Consistency

e Turnover efficiency: Cost of Goods Sold/Average Inventory

Return on Inventory: GM/Average Inventory, NM/Average Inventory
Slow-moving or dead inventory

ABC analysis; Period holding analysis

Policy for Insurance Spares; Inventory Holding due to changes in
technology, changes in production process, obsolescence, etc.




