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INTRODUCTION

_‘}.‘h: term dividend refers to that part of profits of a company which is distributed by the company
amang its sharfh:ﬂders. It is the reward of the shareholders for investments made by them in the shares of the
compariy. The investors are interested in eamning the maximum retumn on their investments and to maximise their
wealih. A company, on the other hand, needs to provide funds to finance its long-term growth. If a company
pays out as dividend most of what it eams, then for business requirements and further expansion it will have
o depend upon outside resources such as issue of debt or new shares. Dividend policy of a firm, thus affects
both the long-term financing and the wealth of sharcholders, As a result, the firm’s decision to pay dividends
migst be reached in such a manner so as to equitably apportion 1he distributed profits and retained eamings.
Since dividend is a right of shareholders to participate in the profits and surplus of the company for their
mvestment in the share capital of the company, they should receive fair amount of the profits. The company
should, therefore, distribute a reasonable amount as dividends (which should include a normal rate of interest
plus a return for the risks assumed) to its members and retain the rest for its growth and survival,

DIVIDEND DECISION AND VALUATION OF FIRMS

: The value of the firm can be maximised il the shareholders’ wealth is maximised. There are conflicting
| :IE:E “ﬁ.'"?l”g the impact of dividend decision on the valuation of the firm, According to one school of
ght, dividend decision does not affect the share—holders” wealth and hence the valuation of the firm, On
other hand. according to the other school of thought, dividend decision materially affects the sharcholders'
| Weslth apd also the valuation of the firm. We have discussed below the views of the two schools of |hﬂLtE,|II
& 1w groups :
. The Irrelevance Concept of Dividend or the Theory of lrrelevance, and
r 2 The Relevance Concept of Dividend or the Theory of Relevance,

"THE IRRELEVANCE CONCEPT OF DIVIDEND OR THE THEORY OF IRRELEVANCE :
RESIDUAL APPROACH

According to this theory, dividend decision h.-:ls no effect on the wealth of the shareholders or the

-
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prices of the shares, and hence it is irrelevant so far as the valuation of the firm is concemed, This theg
dividend decision merely as a part of financing decision because the carnings available may be Fetaing it
business for re-investment. But, if the funds are not required in the business they may be distrip, ™
dividends. Thus, the decision to pay dividends or retain the eamings may be laken as a residual degje ed
theory assumes that investors do not differcntiate between dividends and retentions by the firm_ oy, - i
desire is to carn higher return on their investment. In case the firm has profitable investment ORPOntunitie, .
a higher rate of return than the cost of retained eamings, the investors would be content with the figy, |, & i
the earnings to finance the same. However, if the firm is not in a position to find profitable invm'm"l
apportunities, the investors would prefer to receive the eamings in the form of dividends. Thus, a iy, oy
retain the eamings if it has profitable investment opportunitics otherwise it should pay them g di‘“‘ﬂcnﬂ?

B. MODIGLIANI AND MILLER APPROACH (MM MODEL)

Modigliani and Miller have expressed in the most comprehensive manner in support of the theary
irrelevance. They maintain that dividend policy has no effect on the market price of Il]'m shal:c:'-. and the hal“{
of the firm is determined by the earning capacity of the firm or its investment policy. The splitting of e o
between retentions and dividends, may be in any manner the firm likes, does not affect the value of the
As observed by M.M. “Under conditions of perfect capifal markets,  rational investors, absence gf
discrimination between dividend income and capital appreciation, given the firm’s investment policy, its djy; dend
policy may have no influence on the market price of the shares.™

Assumptions of MM Hypothesis

The MM hypathesis of irrelevance of dividends is based on the following assumptions :
(i} There are perfect capital markets.
fii} Investors behave rationally.
{iii} Information about the company is available to all without any cost.
fiv) There are no floatation and fransaction costs,
(v} No investor is large enough to effect the market price of shares.
fvi) There are either no taxes or there are no differences in the tax rates applicable to dividends sy
capital gains.
¢vii) The firm has a rigid investment policy.
(viii) There is no risk or uncertainty in regard to the future of the firm. (MM dropped this assumptiu
later).

The Argument of MM

The argument given by MM in support of their hypothesis is that whatever increase in the value of
the firm results from the payment of dividend, will be exactly off set by the decline in the market price of shares
because of external financing and there will be no change in the total wealth of the shareholders. For example,
if a company, having investment opportunities, distributes all its earnings among the shareholders, it will haw
to raise additional funds from external sources. This will result in the increase in number of shares or paymel
of interest charges, resulting in fall in the earnings per share in the future, Thus whatever a shareholder gﬂ_ifﬂ
on account of dividend payment is neutralised completely by the fall in the market price of shares due to declime
in expected future earnings per share. To be more specific, the market price of a share in the beginning of 8
period is equal to the present value of dividends paid at the end of the period plus the market price of the shar
at the end of the period. This can be put in the form of the following formula :

p Dith

*  I+K, . :
Where P MET:;_Iﬂ price per share at the beginning of the period, or prevailing market Prics -
a share

D, = Dividend to be received at the end of the period.

1. Miller, M.H. and F.Modighiani, * Dividend Policy, Growth and Valuation of Joumal of Business, October 1961

scanned with Camscanner



o=

G00°% - 000°Da" 1) - W1 = E.._.E..E_H_.L

a9+1 - -.—:
I-I|—|I|
11T+
9 LI B AN,

il
oo ol
il -
PR ., | g
Exnn..._.n..ﬂu._ﬁ__sj...nn.*
W_W._I-H L]
i hqu
PRS2 £ ST J0 Jagluny il
pl T =010 =
_Tn_"._a.E.l
L R L
_nunﬂ,.:i..“__hﬁ...u!.:ﬂ_i..c "
MIBLND g P t
:.._.:._aic_ pond 4E SPUIAP BIYM WAL 3 Jo A ()

WA 9 PN TRYL MOYS DO0'00°) T O SHELSIAL M BUpfEL
ausoal 30 T SARI] 0y S5l Aundwca sy ], o (o
o dnyesepaap syl Tugpdmaquoa 5§ I ), R (00

s uopny
' you goap puapiap jo wawded Jg w=gediy
e A, nou oy (esodoad ® i PUR OD0'0EEH 0
1) JUALING B} J0 S 3yl i ENs s T e PR
o i s EEgs po0's Speeing ey Auaun |

) B o wonesjuden cmudnadde s YRR Ja) S AELE 0 saa pr] JEY 1 uogensl

LAE J 0 B R

2yl 07 PUSPIAID JO S0UEASEALY fo SEORodA N SO 0 wonuiEn([] Sapsoqpoy $a FpE _

Huasang|ay 43 jr tp=s) ouys

2

pupsd o jo Susilisg oyl 3 Tupumae QINE 0 SgaNL -

pouad aiji Jo pea oy i amys 1o ansd @y

- oy Suimogicy 24 Jo iy 3 T PIUIELEDST 39 UEI UL OW Jo JeEs 348 “spmnd

e pAuding g URD panss| X o) VASEEE JO Squin ) aska o yaes Vil il
(s AYedia o ANSS] I B o e AR 6] Spuapap o qua oed Jo pmaiT (1
i Lij ﬂ_.._.._..____._._ |Lted AL ] Nuersand LS Ly o u) _._u:__..__._.nu_ o ues -.._E_._._u._”_n._"_._ (oL agl 1

) ys jo ANRA = g8
-paued mp go pua oep e pred ag o0 puapag o«

peaden fpmhs o g0 =

pouad aap Bupnp uuy s o o Eo
‘pannhal jumIEsaE]

"panEE] 2 Of AU o Ui

=1 .

A-D-Lusm o

Bomoid e

AL

i
{lgu—-31

= i
yoment?

'a-(eqs1) A=

sapun s uniyenks saoge s Ay paspap oq e 'y po anjes i
MRS R g Sqen s gEpilea Aimba po oy = 3%
popsd oyl go pe ol w e aad aoud e = d

&Eﬂ.ﬂ.ﬁtul\..\xlik

Scanned with CamScanner



r.l.lll.I-||
Criticism of MM Approach

?..r?m ._.._u__ﬂ._un_._nmmw.-._.ﬁ beaen .n._._.n_n.rmnﬂ on aceount of various _..___._qE__..:m._..mn ﬁmm_.._._._._.ﬂ.nmn.ﬂm a5 w-.m...._n-.- helow.
1. Prefect capital market does not exist in reality

2. Information shout the company is not available to all the persons.
3. The firms have to incur flotation costs while issuing securities.

4 Taxes do exit and there is normally different tax treatment for dividends and capital gains.
5. The firms do not follow a rigid investment policy. .

6 The invesiors have to pay brokerage, fees, etc. while doing any transaction.

7. Shareholders may prefer current income as compared to further gains.

1. THE RELEVANCE CONCEPT OF DIVIDEND OR THE THEORY OF RELEVANCE

The other school of thought on dividend decision holds that the dividend decisions considerably affect
e value of the firm. The advocates of this school of thought include Myron Gordon, Jone Linter, James Walter
and Richardson. According to them dividends communicate information to the investors about the firms’
profitability and hence dividend decision becomes relevant. Those firms which pay higher dividends, i_.: have
greater value as compared to those which do not pay dividends or have a lower dividend pay oul ratio, We
nave examingd below two theories representing this notion:

() Walter's Approach, and (i) Gordon's Approach
({/WALTER'S APPROACH

Prof. Walter’s approach supports the doctrine that dividend decisions are relevant and affect the value
of the firm. The relationship between the internal rate of return earned by the firm and its cost of capital is very
significant in determining the dividend pelicy to subserve the ultimate goal of maximising the wealth of the share
halders. Prof. Walier's model is based on the relationship between the firm's (i) return on investment, i.e T,
and (i} the cost of capital or the required rate of return, Jek.

According 1o Prof. Walter, If r > k ie., if the firm eams a higher rate of return on its investment than
the required rate of return, the firm should retain the earnings. Such firms are termed as growth firm’s and the
optimum pay-out would be zero in their casc. This would maximise the value of shares.

In case of declining firms which do not have profitable investments, i.e., where r <k, the sharcholders
would stand to gain if the firm distributes its eamings, For such firms, the optimum pay-out would be 100%%
and the firms should distribute the entire eamnings as dividends.

In case of normal firms where r = k, the dividend policy will not  affect the market value of shares as
the shareholders will get the same return from the firm as expected by them., For such firms, there is no optimum
dividend pay out and the value of the firm would not change with the change in dividend rate.

Assamption of Walter's Model
fi) The investments of the firm are financed through retained carnings only and the firm does not
use external sources of funds.
(ii) The internal rate of return (1) and the cost of capital (k) of the firm are constant.
fiii) Earnings and dividends do not change while determining the value.
fivi The firm has a very long life. ‘
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Walter's Formula for Determining the Value of 8 Share .
Walter has developed a mathematical equation 1o ascertun the market F’T:I"'"' of a share Whigy

a firm to arrive ot the appropeiate  dividend decision. His equation is based on the following g, e,
Ty

|

D
ot
ke—g
Where, P = Price of equity share
D = Initial dividend pefsllmrl:
ke =Costof equity capiia
: = Expected growth rate of eamingin"di'_n.lidcnd
Prof. Walter has given the following formula to ascertain the market price of a share :
(E-I}
+r-—

P oo EE_
ke
D r(E-D)/Re
or P = + e
where, P = Markel price per share
D = Dividend per share
r = Internal rate of return
E =Eamings per share
ke = Costof equity capital
Let us take the following illustration to understand the above equation.

Iustration 3. The following information is available in respect of a firm :

Capitnlisation rte = 10%
Eamings per share = Rz 50
Assumed rafe of relum on investments
125

(i) 8%

fiii)  10R%

Show the effect of dividend policy on market price of shares apnlvine W, . _—
pay out ratio is (@) 0% (&) 20%, (o) 40%, (@) 80%, and @) Iﬁﬂ'ﬂ? ying Walter's formula whea diviés

Balution :

oL D, :
€ e
Ei_i'n:r of dividend policy on narke price of shares
i) =1.2% fii) r=8% .
a) When dividend pay-out ratia is (1% firf) r=10%
_ 0 2= 00
e P =1—‘;p£¢3"_”’.{~'_“ p 20, 10(80-0).10
1 - ey 10 10
afeadl "Iﬁ{ﬁﬂl 10 o
- o 0 IO LT '[ j
= Rs. 600 R 0 =041l 7
16} When dividend pay-—our is 209 =400 = Rs. 500
12 08
| {1 T i
Pa—sallisg_ g 0 SH{50-10) 10
d0 o P a— —— {50~ 1)
. .m“m‘j}"- P 230,.00
tltlhTE A 0
. = JiK} + 330
= Rs. 580
. - RE. 12!] = IW + "m

= K1, 500
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e gunid Policy —
_mﬁmﬁ air
”,Iq-l.'ﬂl'l"'-i""'l"'"lllw"-"' ool dx S0
fol 1 12 1K T
o ap - (50-20) i (50 - 200
20,105 2m v 2 yalil p e gl
F =70 10 A0 i a0 A0
,__m+il?~b = 200+ 240) = 204 + 300
= 5. 56l ) =[5 440 = Rz 500
) et rjf;—fgfq!r.'lil'j'?-"r_l.—l:'l:ll i5 8ira
I’ L §
L an Eiin - 4l e E{Sﬂ -4
4010 5y a0y P =e..l0 P 00
P a0 1o 10 10 A0
- 400+ 120 = 400+80 - 400+100
= Rs. 520 ; = Rs. 480 =  Rs 500
je) When dividend pay—out is 100%
J2 A8 .0
50— 56 — (&0 — (50 -5
_ﬂrml— 4 P 20 ] .10{ i P ..§.|1+£3____{ v
F=T0 A0 Al i A0 A0
= 00+ 0 = 500+ 0 = 50040
= Rs. 500 = Rs, 300 = Rs 500

Conclusion : From the above analysis we can draw the conclusion that when,
(i) 1=k, the company should retain the profits, i.c., when r=12%. ke=10%;
(i) ris 8%, i.e., r<k, the pay—out should be high; and
(i) ris 10%; i.e., r=k; the dividend pay-out does not affect the price of the share.

Criticism of Walter's Model

Walter's model has been criticised on account of various assumptions made by Prof. Walter in

jormulating  his hypothesis :

{i) The basic assumption that investments are financed through retained earnings only is seldom true
i real world. Firms do raise funds by external financing.

{ii} The internal rate of retum, ie., r, also does not remain constant. As a matter of fact, with
increased investment the rate of retum also chanpges.

fiif} The assumption that cost of capital (k) will remain constant also does not hold good. As a firm’s
risk pattern does not remain constant, it is not proper to assume that k will always remain
constant.

(i) GORDON'S APPROACH

Myron Gordon has also developed a model on the lines of Prof. Walter suggesting that dividends

are relevant and the dividend decision of the firm affects its value. His basic valuation model is based on the

following assumptions:
i} The firm is an all equity firm.
(i) Mo external financing is available or used. Retained earnings represent the only source of
financing investment programmes. ‘
fiél) The rate of return on th firm's investment r, is constant.
fiv) The retention ratio, b, once decided upon is constant. Thus, the growth rate of the firm g = b,
i5 also constant.
(v) ‘The cost of capital for the firm remains constant and it is greater than the growth rate, i.e, k > br,
(vi} The firm has perpetual life.
(vil) Corporate taxes do not exist,

ﬁ*ldmﬂwmg o Gordon, the market value of a share is equal to the present value of future stream of
% Thus,

y —
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....u.uE.nn_u basic valmntban Formuln can be slmplified as under :

whrsne,

Egl-1Ix
k= b
Hu__ _U_._.:._.Hu
_....._._ =—=
ke-g ke—p

"= Price of shares
E = Eaméngs per shame
b= Retzniicn ratio
ke = Cosl of eguity capiml
br =g=Lirowth rabz i r,i.e., ratle of recarn on nvestmens of 2 all-equity fizm
DO, = Dividend per share

D, = Expecied dividend ot the end of vear 1.

=

Thee invplicadions of Gordon's basic valuation model may he semmarised a5 below:

.

2

3

When the rate of retumn of firm on s investment i greater than the required rase of et

when 1 > k. the peice per share increases &5 the dividend payout ratho decreases. Thys _“
firm should distribute smaller dividends and should retain maximem saming e
When the rate of refurn is egas] 16 the required rate of retom, [, wen =k e [hics

share remains unchanged and is not nffecied by dividend policy. Thus, far & nommal ===uw.n.
i w0 optimum dividend payou. ;
When the rate of retum i ks un the required rate of rewm, e, when 1< K, the price per g
mereses o the dividend payoul ratio increases. Thes, the shareholders of declining firm ue
o gain i the firm distributes s eamings, For such firms, the optimims Py oat would ke (30,

Nlastration 4 . The follawing information is available in respect of the rate of rebom on | v
[r, the cost of capital (k) and camming per share (E) of ABC Lid, e

Rale of return on invessment ) = {3) 15%; (i} 12%; and (i) 1055

Cost of capiial = [k} 12%
Eaming per share {E) = R=. 10
Dietermine the valee of s shares using Gordon's Model mssuming the following -
Ip waila fl-hk Betewiion raffe (bl
) LIHI [1]
L0 80 Hi
i 40 il
Saluthom 3 TS
Fa E{l=h)
k-
I
Dividend Palscy and the Value of Shares ]
o= _m_“_u_n_ i Fo=l2%a ir = k) {1} P=10% i < k)
T IWhem DV reito i 000 or e 1 s
pa 10U-0) p=_00-0 p o 0=0)
02 =il Gl 15) TLR2 =T 002y @12 — [0 {1 10
L _ Ml In
mm I._ﬂmlu. |- S
0z
= R=. ¥3.33 =Rs #3313 = s, 8333
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WORKING CAPITAL MANAGEMENT

AND ANALYSIS
%

CHAPTER OBIECTIV ES

Understand the meaning, concept and kinds of working capital,

: p— of afd[:qmm: wurlr'.l_m_.-, E:Iplta‘l_

: Fators dmmmmgth: working capital requirements
sianagement of working t{xpua'l. ]

' parccast/Estimate of workin £ capital requirements

. Methods of estimating, working capital requiremente.

, ecentage of sales method, regression analysis method, cash forecasting method, operating cycle method
and projected balance sheet method.

. Approaches to estimation of working capital; total approach and cash cost approach.

. Financing of working capital.

« Determining the working capital financing mix.

+ Zeroworking capital approach,

+ Mew trends in financing working capital by banks.

IANING OF WORKING CAPITAL

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

fiik Working Capital.

Every business needs funds for two purposes—for its establishment and to carry out
s Long-~term funds are required to create production facilities through
f;‘ nd machinery, land, building, furniture, etc.

its day—to—day
we, Mich i blocked on a permanent or fixed

purchase of fixed assets such
Investments in these assets represent that part of firm's

basis and is called fixed capital. Funds are also needed
£ i ﬁn&umﬂs-es for the purchase of raw materials, payment of wages and other

: day—tu—day ExXpEnses,
s mds are known as working capital. In simple words, working capital refers to that part of the
%ﬁ!l wiich is required for financing

short term or current assets such as cash, marketable securities,
Mg Inventories. Funds, thus, invested in current assets keep revolving fast and are being constantly
i
ey

o cash and this cash flows out again in exchange for other current assets, Hence, it is also known
"8 or circulating capital or shori-term capital,

'hqh]“ e words of Shubin, “Working capital is the amount of funds necessary to cover the cost of
b the EMermprise,”

'h ""F-“"I'dlng 0 Genestenberg, “Circulating capital means current assets of a company that are changed
ht,,h:;’“fq tourse of business from one form to another, as for example,
s ]

from cash 1o inventories,
"eteivables, receivables into cash.”

.

B
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EL Wusking Caphiai A, " —_
CONCEPTS OF WORKING CAPITAL f

There & Two concepls of workieg capital :

{A) Belince Shcet Concepl

{8} Operating Cyele or Circulis Flow Concepl
(A} Balsnee Sheet Comcept

Thete are fag inmpeetatioss of working capital under the baliace sheol toncep) .

i) Cirows Warkiag Capital

(i) et Working Capital

B b broad sense, the e weeking cepiiml HTHE!%!EHQ___&E
amount of furds mvepted o corrent assety. Thess , the gross working capital is the capi) m._._._.afu...._ﬁr 4
earreill assels of the exlerprise. Crerent assets ire thise assets which i the ordinary _H.._;u.__..rnnﬂr..
be coaveriod fnio eash within a short period of noemally o8¢ accomiing e, %%E&f”

CONSTITUENTS OF CURRENT ASSETS B

I.] Cazh i hand and hank balances. e
2| Dills Receivahles. ]
3| Sundry Debiars (ks provess Tor bad debis) e
4| Shor-tem foans and advrce. Z ey
5| Emventories of siocks a= ; ey
fal Paw maleriak, B
{BF Waork-in-process ]
fe) Stores aad sparcs, e
ydi Finished poods. T ——

.| Tempormary Invesiments of gerpluz fands, I
T.{ Prepaid Expeosi, mre]
&) Acerped Incomes. =

In a narow sense, the s working capited refers to the set working capiinl, Bt working  cipial &
thi axeiss of curreni Essets over curmeat Babililies, or say

Met Working Capital = Carrent Assets—Curresd Hahilicles,

Mol working capiinl muy be poxitive or negative. When the current assecs exceed the comen) liing
the weorking cepital is posilive and e negative working capital resulis, witen the cirnem lizbiitizs are mas da
the curesd aisets Currend Babilites are those [Ebilities which are inteaded 10 be pald & fhs cedinary come
of esiness within o shork pered ol neemally o8¢ accoeniing vear oul of the cument  assets o the o
of the business. Examples of cument lizbilities are :

CONSTITUENTS OF CURRENT LIABILITIES

Bills pagyntde
Sendry creditors or accowmls payable.

._.
H
3. Acorued or oustanding evpeases,

A | Shorieem laans, advances and depesies
i

i

7.

Drividends payahble.
Bamk cverdra,
Provision Tor txation, if @ does scl fesounl 10 approprittion of penfes.

—"
—]
it |
|1|-
IR
—
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Working Capifal Munigenyeg,, by |
Ty |

=i |

T4
u‘j“.“”ﬂ I :H hrH]l::l Pj‘”.ul“] L] -5“.'”“” H'- ‘I.”I'h:i.rlrl

SR 000+30,00
Current Liabilities 1,50,
‘LT'I.?lgl I:F;S:I'_':I] = Rs. E,Eﬂ,ﬂﬂD—E.ﬂﬂ.lfH'.lﬂ' = Rs. BO,000

Positive or Negative Working Capital
The net working capital of # fi

the current linbilities, the working capita
linbilities are more than the current assels.

rm may be positive or negative. When the tolal current gy, e
Lis positive and he negative working capital results wiyy, the riu.-.,:
The pﬂsilfml of ncg'ﬂli'*"-' 1r-,1|1};1'|:ﬂ -:_'£|.|1-I[l1| ey nat allorw % !.i:

il . . T g o LU il I i

ice efficiently the fixed assets due to non-availability of liquid funds i it melvorscly affocts ji IF0itg,
utilise efficiently : e husiness for @ long-term with a negative working gq 'y
or the rate of return. In fact, no firm can continu Pial.

buciness of the firm may have to be closed due to technical insolvency.

{B) Operating Cycle or Circular Flow Coneepl o . :
As discussed earlier, working capital refers to that part of firm’s capital which is required for g
short-term or current assets such as cash, marketable securitics, debtors and inventorics. Funds, thy, by,
in current assets keep revolving fast and are being constantly converied Into wash "‘!"'-1 this cash flgy,, ,1;]
again in exchange for other current assets. Hence, it 15 also known o rc'l-'l'.lh'rlllg or l_.'ll"Ellhlﬂnu eapity), fll.
circular flow concept of working capital is based upon this operaling or working capiial Fyuln,: ol a figy, I;;
cycle starts with the purchase of raw material and other resources and ends with Lh{:.rnalrsatim ol cagh |”,ﬂ:|
the sale of finished goods. It involves purchase of raw material and stores, its conversion into stock i ﬁ“i'illt.j
goods through work-in-progress with progressive increment of labour and service cosls, CONVersion of fiyjy, ,
stock into sales, debtors and receivables and ultimately realisation of cash and this cycle continues agyiy f,
cash to purchase of raw material and so on. The speed/ftime duration required to complete one cycle detery,,
the requirements of working capital-longer the period of cycle, larger is the requirement of working fnmm'

e

Cash reogived
fmm debilors amd
pid 1o sapplics
of raw material

Row material
Zale of finhed irirsdoced jr:m

ProcCes

The gross operati I i ; " .
PR L f perating cycle of a firm is equal to the length of the inventories and Fekaivatiles comesil

Gross Operating Cycle = RMCP + WIpCp + FGCP + RCP

Where, RMCP = Raw Material Conversion Perjng
WIPCP = i.lulfn_rk—m-l‘rms Conversion Period
EGCP = Fm:slg:d Goods Conversion Period
S P = Receivables Conversion Period
: may acquire some resou i in per
In that case, net operating cycle period can be Eﬂ;‘;:l:;] :smﬂ:u?:q s defer st A e pmudl
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CLASSIFICATION OR KINDS OF WORKING CAPITAL

Working capital may be classified in two ways :
fa) On the basis of concept.
fb) On the basis of time.
On the basis of concept, working capital is classified as gross working  capital gng ey
capital as discussed carlier. This classification is important from the point of view of the financig) m:M‘
U the basis of time, working capital may be classified as .
1. Permanent or fixed working capital.
2. Temporary or variable working capital.

—
KINDS OF WORKING CAPITA LJ
| : I
ON THE BASIS OF CONCEPT N THE BASIS OF TIME _i
| | il
GROSS WORKING NET ﬁi"ﬂgﬁ?{rﬁg TEHJEE&-’-HJ:}EH
CAIMTAL WORKING CADIT, : 5
AL CAPITAL WORKING CAPITAL
| r ' |
REGULAR RESERVE SEASOMAL SPECIAL
WORKING CAFITAL | | WORKING CAFITAL WORKING CAPITAL | | WORKING CAPITAL

1. Permanent or Fixed Working Capital. Permanent or fixed working capital is the minimum amou
which is required to ensure effective utilisation of fixed facilities and for maintaining the circulation of curer
assets. There is always a minimum level of current assets which is continuously required by the enterpeis
carry out its normal business operations, For example, every firm has to maintain =~ & minimum level of =
materials, work—in-process, finished goods and cash balance. This minimum level of current assets is ¢
permanent or fixed working capital as this part of capital is permanently blocked in current assels. A5
business grows, the requirements of permanent working capital also increase due to the increase in cum
assets, The permanent working capital can further be classified as regular working capital and reserve Wak=

_
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gired to ensure circulation of current a5 .
4 M assels from cash to inventories, from inventories 1o receivables

;.Jl"ﬂi_'::lm r-.-','l:EJ""'-"hIEE to cash and so0 o, Beserve w .
g 0 orking capital Which may b provided for e oindies (e e o unepted periods such
i T;tcs. rise in prices, depression, etc. or contingencics that may arise ot unstated periods such
3, Temporary or YVariable Waork:i 3
cing capital which is required to .:rhl-““ Capital. Temporary or variable working capital is the amount
wor C-ITI‘Fﬂﬂ‘I can be further .:.fu_t-.,-w,_,dneu the Reesorey alemorreds and some .1.I|I.lr'r:'."|:'.'|r Fa o Tl | [l T Veeriahle
1 mim::rpriscs Kmive 1o ide sddirs iy -ﬂ?ﬂ'.'.‘ﬁ:l‘:lﬂf 1:':;Irﬁ'jng capivenl  eonel _-.-;;.-:.:fn.l' vk dner .:'::pfr.frf M oSt
of 1€ € quired to meet the seaso ;'mﬂl working capital to meet the seasonal and special needs. The
|[.ﬂ| i [mi is Ill-“_“ Fﬂﬂ ur ur-u:rk- 4] n'E:ﬂd'.S I}r[h_-E Eﬂt'.'lTlTllﬁ-C' 'i& Cﬂ.”ﬂ.‘d Jr_'r“_-l;"ﬂ.l'mjl l'.'l!.lfu‘:]..l‘:lﬁ E?IFIIHII. EAl:ll:Ciil.l
yarking eapital o vorking capital which is required to meet special exigencies such as launching
Jf guensive marketing  campaigns for conducting research, ete ‘
'“ru L - A ; ; — =
Tﬂﬂ?‘r:rga““;:{ﬁ capital differs from permanent working capital in the sense that it is required for
perio permanently employed gainfully in the business. Figures given below [lustrate
e difference between  permanent and temporary working capital.

In Fig. 1, permanent working capital is stable or fixed over time while the temporary OF variable working
gapﬂﬂl t'I;u_cIllIl[ES- ]1rt Fig. 2, permanent working capital is also increasing with the passage of time duc
i cxpansion of business but even then it does not fluctuate as variable working capital which sometimes
increases and sometimes decreases.

.I ) TEMPORARY OR
Z 2 VARIABLE
: 3
53 TEMPORARY OR § B
'55 VARIABLE WORKING CAPITAL o E
I% ™ g > PERMANENT OR
] . 2 FIXED WORK NG CAPITAL
:: PERMAMNINT OF FINED WORKING CAPITAL '

— TIME +—— — TIME =

Fig. 1 Fig. 2
IMPORTANCE OR ADVANTAGES OF ADEQUATE WORKING CAPITAL

ood and nerve centre of a business. Just as circulation of blood is
o life, working capital is very essential to maintain the smooth running
essfully without an adequate amount of working capital, The main

Working capital is the life bl
essential in the human body for maintainin
of 2 business. Mo business can run Scc _ _
sdvantages of maintaining adequate amount of working l:ﬂghlﬂ are as follows =

I. Solvency of the business. Adequate working  capital helps in maintaining solvency of the
business by providing ﬂnintcfﬂlpﬂ?d flow of pmdu_cllm.

1 Goodwill, Sufficient working caplt_ul_ enables arbusmcss concern to make prompt payments and
hence helps in creating and maintaining gnﬂd_'-wll. ) ) .

3. Easy loans. A concem having adequate working capital, high solvency and good credit standing
can arrange loans from hanks and others on easy and favourable terms.

4. Cash discounts. Adequate working capital also enables a concern 10 avail cash discounts on

reduces costs, _

the purchases and hence it . ;
P terials. Sufficient working capital ensures cegular supply of raw

: Iv of raw ma
5. Regular supply © production.

materials and continuous
laries, wages and other day-to—day commitments. A company which has

6. Regular payment of 52 .
an'i!::nlllc \rla'npnrﬂing capital can make regular payment of salaries, wages and other day-to—day

Scanned with CamScanner



7 n
7. Expladintion of 18 il S

wplit ol miwked £on : Lo
Hn fwer e BY holding s !%nhhngrﬂvr__.__qhﬁ“m 4 cuceem 1o fiez fusiness drigg &
Wi A n caplli 5
bﬂﬁ:.ﬁﬂ%ﬂ:ﬁﬂﬂ%ﬂﬁﬁiﬂt during 3uch periods. generally, there & MU preyy,
aii weeking capital E [vestor winis @ quick and segular netey
S |ar pefirm on !ﬁ-__._n_._mn. FEY : In
o [ick nnd Jﬁ- mq____.“ﬂnia._ of weorking capiesd cnobles b coneern Ewﬂ__”....._sizﬂ. and Pk
iz imesimenis be mich pressure i _u___n_._._.m_._ prafis. This gaiy;
divide o fivesarable market 12 aise addltinnal funds in

thae confidenze &
working capital creates an anwirpHEEn of securiry, confidence, hig,

m_._m.hu. R of
e ___n.-_.._.ne_.n_u. Hipm fMciency ot o huginess.

maorale nnd  crellEs averall &
EXCESS OR INADEQUATE WORKING CAPITAL . .
ruii s husiness apemlions.

its Inwesimenss.
: to emnecessary purchkasing and
clpnces of hefl, woste g logses.

2 When fhere is a redundast
debinrs and defictive credil policy wiich mey cam:

seommulation of inveninries casing mare
3 Excessive working caphtal inmplies EgrEssive
Bigher inchdense of Bad debis

4 i may ressl into gvemall inefTiclency in the Eﬁai_i_.
u#ﬂ:&ﬁm—nﬁnﬂmisﬂzﬂ capital, relithons with hanks and other fimaneial instiulaons may

H__in.a_qa.ﬂn.
& Due 1o fow rafe of fEum on meessents, ihe vaber of shares may also  fall.

T The redundant workisg il pives rise o speculdive transgciinns.
..r&i:.#ﬂiuuaﬁqa:l!ilﬂfmun Capltad

|, A concern which has nadequate wirking capital cannot pay its shori-term llabilities in time.
Thts, it will ok its peparation and chall not be shle 1o get good cradit foilises.

2 I cannal Efﬁhﬂiﬁ&.uﬁ is i bl and cannol avail of discounts, ele.

i It becomes di gur the firm b explodt Enourahle markes it
prujects due o lack of working capital market conditians: and undzriske profisE

4 The firm cannol pay dey-lo—duy expenses  of ils ; .
e skl Mg iy e By n_!.ES... s [0 ereates inglficioces

5 |t becomes impessible o uiilise olficsitly the fived assets due o nea—availabi i

& The rate ol resem on invcstments alse falls with the shortape iiﬂﬂn_ﬂﬂ?i s

THE NEED OR OBJECTS OF WORKING CAPITAL

The need  For working, capilal cinnol be over emphasi

d ; : msised.  Every busi of
g T T S il e b o et e
g q_E_,!.ﬂ il LHE in the sabes and realisation of cash. There are 1R
Thus, working ¢apital is noeded for the following purpases ; and sales ; and sales  and realisation of €35
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g For the purchase of raw materials, components and
To pay wages and salaries.

7 uel, p

To meet the selling costs as packing, advertising, etc

To prﬂﬂ{lrlz credit facilities to the customers, . Elc,

s r:ammln the inventories of raw material, work-in-progress, stores and spares and finished
stock.

For studying the need of working capital in a business, one has to study the business under varying
Cances such as a new f:ﬂnr:l:m, as a growing concern and as one which has attained maturity. A NeW
rﬂfuﬂﬂ"" rﬂqﬂifﬂ‘“ lot of liquid funds to meet initial expenses like promation, formation, etc. These eXpenses
ﬂ,:.ued preliminary expenses and are capitalised. The amount needed as working capital in a new concert

ods F,r';mnnl'_n.f _uptrtl its size and the ambitions of its promoters. Greater the size of the business umil,
o rally, larger will be the requirements of working eapital. The amount of working capital needed goes on
* sing with the growth and expansion of business till it attains maturity, At maturity the amount of working
il needed s called r_mﬂn:ll working capital. There are many other factors which influence the need of
* ofking capital in a business and these are discussed in the next pages.

F ACTORS DETERMINING THE WORKING CAPITAL REQUIREMENTS

The working capital requirements of a concern depend upon a large number of factors such as nature
nd size of business, the character of their operations, the length of production cycles, the rate of stock turnaver
ond the state of economic situation. It is not possible to rank them because all such factors are of d:_fﬁ:rcnt
mportance and the influence of individual factors changes for a firm over time, However, the following are
important factors generally influencing the working capital requirements.

|. Nature or Character of Business, The working capital requirements of a firm basically depend
upon the nature of its 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
schno finds are tied up in inventories and receivables. On the other hand trading and  financial firms require
a5 investment in fixed assets but have to invest large amounts in eurrent assets like inventories, receivables
o cash - as sueh they need large amount of working capital. The manufacturing undertakings also require
sizzhle working capital alongwith fixed investments. Generally spesking it may be said that public utility
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 Business/Scale of Operations. The working capital requirements of a concem are directly
iefluenced by the size of its business which may be measured in terms of scale of operations. Greater the size
of 2 business unit, generally larger will be the requirements of working capital. However, in some cases even
asmaller concern may need more working eapital due to high overhead charges, inefficient use of available
rescarces and other economic disadvantages of small size.

3. Production Policy. In certain industries the demand is subject to wide fluctuations due to seasonal
varistions. The requirements of working capital, in such cases, depend upon the production policy. The
production could be kept either steady by accumulating inventories during slack periods with a view to meet
high demand during the peak season or the production could be curtailed during the slack season and increased
furing the peak season. If the policy is 1o keep production steady by accumulating inventories it will require
higher working capital,

4, Manufacturing Process/Length of Production Cycle. In manufacturing business, the requirements
of Wworking capital increase in direct proportion to length of manufactuning process. Longer the process period
z’““f“lfﬂrﬁnrt, larger is the amount of working capital required. The longer the manufacturing time, the raw

terials and other supplies have to be carried for a longer period in the process with progressive increment

SPares.

ot =
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oot ahiained, CTherchore, '||'I'L'| ‘B e
: ; . fiished product is finally o * are apy,
of labour and service costs before the finished | tion period should be chosen ' Eag;,

] ; 1 R L L AL
processes of production, the process with the shorlest | il ie pot available throust
: ; o |II'-i|fi1-‘H aw |11il:i!rm| 1% Mok avar E IEELL TR | the 1
5, Seasonal Variations. [n certai ik Year o+,

e scason to ensure an uninterrupted flow and proces, them g,
blocked in the form of material  invenlories during gy, | Ui,
lly, during the busy season, a fing Fequire, 11:m

v
i

have 1o buy raw materials in bulk during

the entire vear. A huge amount is, thus,
x - LEs % . . . LT o

which gives rise to more working capital reruirements. Generd

working capital than in the slack season. _ _
6. Working Capital Cycle. In a manufacturing concern, the working capital eyclg sty With

purchase of raw material and ends with the realisation of cash from the sale Dr-ﬁmihﬁd products,
involves purchase of raw materials and stores, its conversion into stocks of finished goods throug ~is
progress with progressive increment of labour and  service costs, conversion of finished stock jy, s
deblors and receivables and ultimately realisation of cash and this cycle continues again from cash fo Fll.lr-':.";::

of raw material and 5o on.

This lm;

e

DERTORS i
(RECEIVABLES) . |

FIMISHED G0O0O0DS

CASH

r

AW MATERIALS

WORK-IN-FROCESS [

[WORKIMNG CAPITALAOPERATING CYCLE OF A MANUFACTURING COMCERN)

The speed with which the working capital com i
| _ pletes one cycle determines the requirem rorki
capital-longer the period of the cycle larger is the requirement of working capital. k R

i warl.:i:é ;:il:a [ui HS‘?J;;I; Tujrn?:':r. IE 15 a high degree of inverse co-relationship between the quanam
4 . velocity or s with which the sales are effect ] -

:_t:n:h. turniover will need lower amount of working capital as ¢ e ﬁ?;_-l ha:ﬂf;nn t';awng a h;:gjl rat ;I

or example, in case of precious stone dealers. the lumover is very slow They have T_f;ﬂ;::ir:t:f tun;} E:_

of stocks and the movement of stocks is ve
) _ v slow, i i i
shall be higher than that of a provision store, b Wirking caphal roquirements.of eh » dals

8. Credit Policy. The credit policy of CEE in rs inflwence
) i ¥ ol acon its deali i
iderabl : __, : ital i its d alings with debtors and creditors i

sells its products/services on cash requires lesser amount cuu:fmw:]rilirf: r:;;is;f ltgrcq# :r&nﬂ::m: ‘::,; mpi:ciﬂd
- L0 the other hand a

buying its requirements for cash and allowi

oy, : owing credit 1o jis .

capital as very huge amount of funds arg bound to be 15::51?“;::5& :='.]14';Ilr1E n:chtlir]:argnr :umg:ml of workie
ebtors or bills receivables.

- 3 refe i :
attivity. In a period of boom fe., when e 15 tru alternate €xpansion and contraction in gencral Tausiness
capital due to increase in sales, fise in prices e - PTOSPETOUS, there is a need for larger amount of worki’s
ttl'ﬂE;‘ l::fdde'}‘m:ssinn i, when there is a dowy su Pansion of business, ete. On the contrary i
are faced in collections from de i : ficullie

b i, :;ﬂ}:i a.nd firms may haye 5 large amount of working capital lying idle i
! siness. The . i capital lyi .
growth and expansion of its hysi - working capital i i ith ¢
(e it 5 e Nishitig i I:LIL:if:: 5::;:1;%5. Although, it i difﬁ:lr:r::;] ;::5 Df:ﬂ concern :F:m:jse :.,-11'- i
concluded that for normal rate of EXpansion i the growth iy the working mpit;irrg}n: tutsir:i:;m; Ft may E
] fild

for orlkcs : . in the valy :
more working capital but in fas Erowing ‘-‘ﬂnl:ern:?,-.irhrm::ms' we may have retained profits 10 pro¥ |
sha i i
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||lli5tr“ﬂﬂ“ 11. ABC Ltd. sells its products on a gross profit of 0% on sales. The following

iign 18 extracted from its annual accounts for the year ended 315t March 2008 -

Sﬂﬁﬁ m.;|.|1.:_h3 I.'r'ﬂd-'lt}

materials
]::;;ﬁ“j days in arrcars) _
nufacturing expenses (one month in amears)
A dminitﬂlﬂﬂ“" expenses (one month in arrcars)

cales promotion expenses (payable hall yearly in advance)

e
40, 00,000

12,1200, 630060
R

12, (40, 0600

4 R,
200,000

. : : T stock
The company enjoys one month's credit from suppliers of raw materials and maintains 2 months 5K

il

o materials and one and a half months finished goods. Cash balance is maintained at Rs. Lﬂﬂﬂgﬂ és ::
rionary balance. Assuming a 10% margin, find out the working capital requirements of ABC Lia. Lo

 sies for computation of debtors and stock of finished goods may be taken at sales minus gross profit as

g e of gross profit given.

ghatien
Statement of Working Capital Requirements
Cerrent Assets K.
2
Siock, of row miterials {II,W.EIII' ""1_1] 200,000
B 3 1
Stock of finished goods at cost [dﬂ.ﬂ}.ﬁ]}: E“E“ﬁ] 4,00,000
(25 gross profit 1s 20% on sales, so cost is B0 of sales)
B 3
Diehtars al cost [m.mpﬂ:ﬂxﬁ ® 'IE] LRETR T
0

Advance payment of sales promotion EXpenses [11]&_{:{!}1: |_1] l,ULI,IL}LI[!
Cash balance 100,000
16,00.000

Less : Current Liabilities : =

1
Creditors for raw materials [”-m-m % ﬁ] 1,0:0,000
|
Wages outstanding (15 days taken for 1/2 months in arrears, 9.60,000 x = ) 40,000
|
Hﬂnu'ﬂ.l:luring EXpEnSES ouistanding [ILm,[m! TJ 1,00, 0000
1

Mministrtion expenses outstanding (d.ﬂ-ﬂ.ﬂ]} - EJ 400,000
. £.80,000
:::f“‘”“ﬂ Capital 13,20,000
- 10% Margin for continpencies 1,32 000
orking Capital Required 14,52, 0010

llIll"""""l--__

-
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