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1. Working Capital Structure 
 

� One of the most sensitive, and critical areas in the financial management of a business, is 
its working capital structure.  Sensitive because the components in the structure are in a 
constant state of movement: critical because they move fairly fast and if they should move 
in the wrong direction, financial problems are sure to occur.  Although these problems may 
be short term initially, they can develop into long-term problems and become serious.  If 
not corrected they can cause business failure. 

 
� The concept of working capital is not new.  Economists have long recognised that in most 

business enterprises there is a group of assets that are constantly changing their form - 
moving through a cyclical movement from cash to cash.  This group of assets and the 
concept of cyclical movement are quite relevant.  The term most commonly used for the 
group of assets is ‘current assets’ and they form one side of the working capital ratio.  The 
other side consists of ‘current liabilities’. 

 
� These two groups appear to be in a constant struggle with one another, the current assets 

striving to match the challenges and pressures of the current liabilities.  If the challenges 
are successfully met, all is well.  If they are not, financial problems are likely to arise. 

 
� The keynote of the working capital structure is liquidity - the ability of current assets to 

generate cash flows large enough in numbers of dollars, and at a sufficient speed to meet 
the pressures from current liabilities 

 
 

2. Definitions 
 

� Current Assets 

 
Are those items owned by a business that could be or are planned to be turned into cash 
within a twelve-month period 

 
Examples of current assets are: 

� Cash 
� Bank Accounts with money in them  (In Funds) 
� Stock 
� Work in Progress 
� Sundry Debtors 
� Deposits  
� Cash Floats 
� Goods and Services Tax (in some cases - but more likely to be a Current Liability) 

 
� Current Liabilities 

 
Are those amounts owed by the business that are due to be paid (or could be demanded 
to be paid) within twelve months 
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Examples of Current Liabilities are: 
� Bank Overdraft 
� Loan Repayments due to be paid within the next 12 months 
� Sundry Creditors 
� Holiday Pay that is owing 
� Long Service Leave that is due 
� Taxation that is due 
� Goods and Services Tax 
� PAYE 

 
� Working Capital 

 
The excess of Current Assets over Current Liabilities 

 
� Quick Ratio 

 
The relationship between current assets less stock and work in progress, and 
Current Liabilities less bank overdraft.  This ratio is another measure of a firm’s liquidity. 

 
 

3. The Business Cash Cycle 
 

The business cash cycle indicates the complete cyclical movement of the current assets from 
cash through various stages to cash again. 
 
� Manufacturing Enterprises Cash Cycle has long activity cycles and typical movements are 

as follows: 

 
Cash - Supplies - Store - Production - Sub-Assembly - Work in Progress - Assembly - 
Stock - Sales- GST (if turnover over $1.3m) - Debtors - Cash - GST (if turnover under 
$1.3m) 

 

� A Retail Cash Cycle would be along these lines: 

 
Cash - Goods - Store - Stock - Sales - GST (if turnover is over $1.3m) - Debtors - Cash - 
GST (if turnover is under $1.3m) 

 
� Professional Services Cash Cycle may be as follows: 

 
Cash - Work in Progress - Sales - GST (if turnover is over $1.3m) - Debtors - Cash - GST 
(if turnover is under $1.3m) 

 
� Trades and Service Industry Cash Cycle may be as follows: 

 
Cash - Stock - Work in Progress - Sales - GST (if turnover is over $1.3m) - Debtors - Cash 
- GST (if turnover is under $1.3m) 

 
� A Financial Industry Cash Cycle may be as follows: 

 
Cash - Sales - GST (if turnover is over $1.3m) - Debtors - Cash - GST (if turnover is under 
$1.3m) 
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4. Critical Points Re Working Capital 
 

There are a number of matters that must be of concern to management, if working capital is to 
function efficiently and effectively.  These are: 
 
� The level of investment in stock or Work in Progress 

� The level of investment in debtors 

� The payment of creditors 

� Loan Repayments 

� Periodical commitments such as income tax, GST payments, dividends, and capital 
expenditure 

 
 

5. Cash Flow Budget 
 

The cash flow budget can be used as both a planning and controlling device, but it will not do 
the control job.  This is Management’s responsibility.  It will merely point-out financial tight 
spots in the first place and serve to indicate weaknesses as the period progresses and actual 
cash flows are measured.  The actual flow of cash is basically important because it is 
necessary to have cash available at the appropriate times to meet commitments. 

 

6. Causes Of Shortage Of Cash 
 

There are a number of different events that may cause a shortage of cash even though the 
budget has shown an expected availability of cash: 
 
� A reduction in expected sales revenue 

� Debtors being slower than expected in paying their accounts 

� Unplanned purchases which seem favorable to the business e.g. large unplanned stock 
purchase (Maybe a curse rather than a blessing!) 

� Increase in prices of materials, supplies, labour and operating costs 

� More credit sales than cash sales (processed through to debtors) than were budgeted for 

� Unplanned large expenditures, i.e. disallowance of a large expense claim for tax purposes, 
legal action requiring a heavy damages payment etc 

� Not trading profitably 

� Taking too much money out of the business 

� Creditors and Suppliers demanding earlier payment (likely to be a consequence of GST 
and Provisional taxation payments) 

� Unplanned taxation commitments 
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7. Control Of Cash Dependent On Other Items 
 

� The cash position is dependent on a number of separate but interwoven items such as 
sales, debtors, inventories (stock and work in progress), operating expenses, GST payable 
and Income Tax payable etc   

 
� The control of cash involves control in a number of other areas 

 
 
� A departure from budget expectations in any of these areas must reflect on the cash 

position and, if corrective action is not taken promptly, financial embarrassment is likely to 
follow 

 

8. Summary Of Working Capital 
 

Poor control of cash can affect the very existence of the business - thus emphasising that 
Working Capital is the Lifeblood of a Business. 
 
It is recommended that you read the separate papers on: 
 

Credit Sales Debtors (Paper 02.36) 
Introduction To Factoring (Paper 02.38) 
Stock (Inventory) Control (Paper 02.80) 
Work In Progress (Paper 05.10) 
Cost Control And Overview (Paper 37.01) 
Budgets And Cash Flow Forecasts (Paper 05.35) 
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Disclaimer 

[Firm Name] has provided this report on the understanding that: 

1. The report is a guide only and should not form the sole basis for any decision without first obtaining proper professional 
advice. 

2. We will not be responsible for and expressly disclaim liability, whether under contract or negligence: 

(a) For the results of any use made by users of the report 

(b) For any errors or omissions in this report  

(c) For any direct or consequential loss or damage to arising from the use of this report, whether to a direct 
purchaser of this report or to any other person who may borrow or use them 

(d) If any part of the report, whether used in its original form or altered in some way by the user, proves invalid or 
does not attain the result desired by the user   

(e) For any negligence in the publication or preparation of these reports 

3. This disclaimer extends to the user and to any client of the user who suffers loss as a result of the use of these reports.   

4. The user acknowledges that it has not told us any particular purpose for which these reports are required and that it has 
not relied on our skill or judgement to provide a paper suitable for any such purpose. 

Intellectual Property Notice 

[Firm Name]: 

1. Holds the exclusive authority to use all copyright, trademarks and other intellectual property rights comprised in this 
paper.   

2. Does not allow these rights nor any part of this paper to be used, sold, transferred, licensed, copied or reproduced in 
whole or in part in any manner or form whatsoever without its prior written consent. 

 

 


