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CHAPTER « III

THEORETICAL ASPECTS OF THE STUDY

- G W W N S G G S S G

This chapter deals with conceptual framework of the study and

it is divided into following three sections,

1. UWORKING CAPITAL CONCEPT,
2. WORKING CAPITAL MANAGEMENT,
3., INVENTORY MANAGEMENT,

The above sections have heen explasined in detail in the

following manner,

1. WORKING CAPITAL CONCEPT,

Land, Llsbour, Organisation and Capitsal are the important
factors for estahlishment of each and every enterprise, Houwever
Capital is the 'Governing Factor' among them, Ue hardly found that
a enterprise which has no cepital, So for every entriprise requires
especially a working capital for its smooth uworking, Moreover uork-

ing capital is *'life-blood' for itself,

1, MEANING OF WORKING CAPITAL,

In common terminology the term 'Working Capital' is generally
related tn the amount of funds required for smooth functioning of
day to day business affaivs, Working Capital is the part of total
capital which circulates from one asset to another in the ordinary
course of business, Thie idea indicetes recurring transactions from
cash to inventories, receivables to cash, that creates a continous

chain of business operations,

2, DEFINITIONS OF WORKING CAPITAL,

The working capital has been defined by various authors in
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many ways, Some of the well knoun definitions are stated below,

1.

2,

'Working Cepitel means "Current Assets"’.1
Mead Baker Malot,

'‘Uorking Cepital is the amount of funds necessary to cover
the cost of operating the enterprise, Working Capital in a
going concern is a revolving fund, it consists of Cash
receipte from sales which are used to cover the cost of
current operations'.z ~ Shubin.,

Working Cepital refers to a firm's investment in short
term assets - Cash, Short-Term Securities, Account Receiv-
able and Invantorias'? - Weston & Brigham,

'"Working Capitel is the excess of current assets over

current liabilitias'.'

« Harry G, Guthmenn and Herbert E, Dougall,

After considerations of various above definitions of Working

Capital, it can be said in brief that Workiny Capital is the part of

total capital employed in short-term operations or day to day opera-

tions,

3.

CONCEPTS OF WORKING CAPITAL,

Working Capital may also be defined in two ways or there are

two concepts regarding working capital as follows,

8)

GROSS CONCEPT ¢

" The sum of current assets is the working capital of s

business

nS

- Js. S, Mil1,

Thus gross working capital refers to the totel current essets,
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Current Assets are those assets, which can be changed into cash
within a short period not exceeding a year, The components of current

assats are as follous,

1, Cash in rand and at Bank,

2. Stock of Raw Materials, Finished Goods, lork-In-Process
and Consumable Spares,

3. Bills Receivables,

4, Debtors for goods sold,

S. Pre-paid expenses etc.

b) NET CONCEPT

Working Capitel = Current Assets «~ Current Lisbilities,

Net Working Capital refers to the excess of current asssets
over current lisbilities and provisions,., Current Lisbilities ere
those which sre intended to be paid within a short period (normally

a year), The components of current lisbhilities are as follous,

1« Creditors for goods received,
2. Bills Payshle,

2., Bank Overdraft,

4, Accrued Expenses,

5., Taxation etc.

Net Working Cepital can be positive or negative, A positive
net working capitel will arise when current assets exceed current
liebilities, R negative working cepital occurs when current liasbili-

ties exceed current assets,



4, NEED OF WORKING CAPITAL,

The need of working cepital arises because of time gaps in
manufacturing and marketing cycle of business operations, It means
the time gap between purchases and production, production 2nd sales,

sales and realisation of cash,

The figures 3,1 & 3.2 gave clear idea about need of working

capital,
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The main difference in sbove figures is that in menufactuting
firm,there is 2 point of working progress, where seme extent working
cepital may block, It shows that manufacturing companies requires

more working capital than trading concern,

5, IMPORTANCE OF WORKING CAPITAL

Working capital is just like the heart of business, If it
beccmes weak, the business can hardly prosper and survive, It is
an index.of the solvency of a concern, Its proper circulstion provid-
es to the husiness the right account of cash to maintain regular
flow of its ocerations, The following are the some worth mentioning
advantages of maintaining an ample working capital fund in the

business,

1. CASH DISCOUNTS <~ 1If proper cesh balance is maintained,
the huysiness can avail of the cash discount faecilities offered to it

by the suppliers,

2, LIQUIDITY AND SOLVENCY -~ The proper administration of
vorking capital enhances the liquidity in funds and solvency and

eredit-vorthiness of the concern,

3. MEETING UNSEEN CONTINGENCIES < It provides funds for
unseen emergenciss so that 2 business can sucessfully sail through

the perinds nf crisis.

4, HIGH MORRLE «~ The provision of adequate uorking capital
improves the morale of the executives and their efficiency reaches

its higher climax,

S. GOOD BANK RELATIONS <« Good relstion with Banks can also

be maintained, The enterprise by masinteining an adequate amount of
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working capital is able to maintain a sound Bank credit, trade Credit

and cen escape insoclvency,

6, FIXED ASSETS EFFICIENCY INCREASED <« Fixed Assets of the
the firm can not work without proper smount of working cepitel, Uith=-
out it, fixed assate are like guns, which can not shoot as there are

no cartridges,

7., REASEARCH ANU INNOVATINN PROLRAMMES <~ No remsearch proge-
ramme, innovsntion and technical developments are possible to undert-

ake uwithout sufficient amount of working cepital,

B, EXPANSION FACILITATED - The expansion programme of a
fFirm ie righly suceesful, if it is financed through own working

capital,

9, PPOFITABILITY INCREASED « The profitability of s concern
alsoc depends, in no small measure, on the right proporation of fixed
assets and current assets, Every activity of the business directly or
indirectly affects the current position of the enterprise, Hence {ts

need should be properly estimated and calculated.

Thus, the need for maintaining an adequate working cepital can
hardly be questioned, Just as circulatior of blood is very necessary
in the human body to maintain life smnoth, flow of funds is very
necessary tc maintein the health of the enterprise, The importence of
vorking capital can bhe very uell explained in the words of Hyshand
and Dockdry, ™ The prime object of moanagement is to make a prnfit,
WUhether or not this accomplished in most business depends larnely on

the menner in which the working capital is administared."6
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6. ADEQUACY OF UORKING CAPITAL,

Adequcy of working capital is an important part in the mansge-~
ment of working cspital, An adequacy of working cepital means the
required funds for day-to-day business operations must be sufficient,

Thus, working capital should be adequate for the following reasons,

1, It protects a business from the adverse effects of shrinka-

ge in the values of current assets,

2. It is possible to pay all the current obligations promptly

and to take advantage of cash discounts.

3. It ensures to a great extent the maintenance of company's
credit standing and provides for such emergencies as strikes, floods

fires etc.

4, 1t permits the carrying of inventories at a level that
would snsble a business to serve satisfactorily the needs of its

customers,

§, It enables a company to operate its business more efficie-
ntly as there would be no delay in obtaining materiels, services and

supplies etc, because of credit difficulties,

6. It enables a business to withstand periods of depression

smoothly,

7. It enables & company to extend favoursble credit terms to

customers,

B. Thers may be operating losses or decreased retained sarn-
ings.
9. There may be excessive non-operating or extraordinary

losses,
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10. The management may fail to obtain funds from other sources

for purposes of expansion,
11, There may be an unwise dividend policy.

12. Current funds may be invested in non-current assets,
13. The management may fail to sccumulate funds necessary

for meeting debentures on maturity,
14, There may be increasing price necessitating bigger invees-

tments in inventories and fixed assets,

From the above discussion, it is clear that business must
posses an adequete amount of working cepital and must see that, it

should maintained throughout the period of operating cycle of business,

7. INADEQUACY OF WORKING CAPITAL,

Insdequacy of working capital is considered to be a disease
which may turn into chronic diseasse affecting business position
adversely in the sense that the business may not be sble to mest

current liabilities in time or on due dates,
Thus, when working capital is inadequete, a compeny has to
face the following problems,

1. It is not possible for it to utilise production facilities
fully for want of working capital,

2. A company may not be able to teke advantage of cash dis-

count facilities,

3. The eredit-worthiness of the company is likely to be
jeoperdised becsuse of lack of liquidity,
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4, R compeny may not be sble to take advantage of profitable

business opportunities,

5, The modernisation of equipment and even routine repairs

and maintenance facilities may be difficult to administer.

6. A compeny will not be able to pay ite dividenféis because of

the non=-availability of funds.

7. A company can not afford to increase its cesh salss and may

have to restrict its activities to credit ssles only,

8. R compsny mey heve to borrow funds st excrbitant rates of

interest,

9, Tts low licuidity mey lead to Bow profitebility in the same

way as low profitability results in low liquidity.

10, Low liquidity would positively threaten the solvency of the
business, "A company is considered insolvent when it is not able to
pay its debts on maturity. It must be wound up under section 433 of

the compenies Act, 1956, upon its insbility to pay its debts™.’

- In a wey it will affect the reputetion of business adversely
end so it is essential that working cspital should not fall below the
level of meeting dey~to-dey liabilities of the business and mansgement
should take precautions to see that the working capital is sluays

kept under reasonable level,

8., DANGERS OF EXCESSIVE WORKING CAPITAL,

Too much working cspital is as dangerous 2s too little of i{t,

Excessive working cepital raises the following problems.
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1, A company mey be tempted to over trade and lose heavily.,

2. A company may keep very big inventeries and tie up its funds

unnecessarily,

3. There may be an inbalance bhetwsen liquidity and profitabi-

4, A company may enjoy high liguidity and at the same time,

suffer from low profitability.

S, High liouidity may induce 2 company to undertake greater
production which may not 8 matching demand, It may find itself in ean
embarressing position unless its marketing policies are propserly

adjusted to boost up the market for its goods,

6. R company may invest heavily in its fixed equipment which
mey not be justified by actual sales or production, This may provide

a fertile ground for lster over-capitalisation,

7. Excessive working capital may be as unfavourahle as inade-
quacy of working capital because of the lerge valume of funds not
being used productively, "Ralph Kennedy end McMullen have observed
that the availability of excess working cepital may lead to careless-

ness about coste and therefore, to inefficiency of operations”, 8

6. TYPES OF WORKING CAPITAL,

Generally in every business, the amount of funds required for

meeting current needs varies from time to time, However, the figqure

3.3 shouws the types of working capital,



FIGURE « 3.3

UDRKINGiCAPITAL
Permanent /Fixed Temporsry/Varishle
Regular Reservl‘nargin 5aad£na1 Special
Or
Cushion

Source « Pardeshi, Godbole, Khan,: Management Accountancy. P.No,108

Different types are explained in short as follows.

1, PERMANENT OR FIXED WORKING CAPITAL <« Permanent working
capital is the minimum amount of current assets uhigh is continueusly
required by the business to carry on its operations smoothly. This
capital is permanently locked up in the circulation of current assets
#.g. minimum stock of raw materials, work-in-progress, finished and
semi~finished products, loose tools and equipments, This cepital is

again divided into tuo parts,

a) REGULAR WORKING CAPITAL = The minimum emount of liquid
capital nseded to ksep up the circulation of cspitsl from cash to
inventory to receivebles and again to cash, is knoun as reguler
working capital,

b) RESERVE MARGIN OR CUSHION WORKING CAPITAL « It is the
excess vorkiny capital over the regular needs, It is kept in reserve
for contingencies such &8s rising prices, depreciation, business
depressions, strikes, specisl operations like research and experiment

etc,
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2, TEMPORARY OR VARIABLFE UORKING CAPITAL « The amount of
working capital over permanent working cepital is known as varisble
vorking caspital, It represents the additional assets which are renui-
red at different times during the opersting year e.g, additional
inventory, extra cash etc, In other words D, M, Jay obssrves that,
'Any amount over and above the permanent level of working capital
is termporary, fluctuasting or variable working eapital.'9 It may be

sub=divided into season2l and special working capital,

a) SEASONAL WORKING CAPITAL « It is the working capital which
is required to mset the seasonal demande of busy periods occuring at

stated intervals,

b) SPECIAL WORKING CAPITAL = It is the working capital which
is required for financing speciasl operations such as research expere

iments with new products, expansion, modernisation etc.

10, SOURCES OF WORKING CAPITAL,

The following figure 3.4 gives us snapshort view of varioue

sources of working capital available for a firm,

Various sources maintioned in figure are expleined in short ss

follouse,

1, LONG-TERM SOURCES OF WORKING CAPITAL « The long-term
working capital reqguirerents include the initial working capital and
the regular working capital. The investment in the regulaer working
capital {2 almost of the permanent nature snd require long-term funds,
Various sources providing long«term working capital requirements are

summarised as followvs,
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#) ISSUE OF SHARES < It is the moat importent source of longe
term regular working cspital, As far as possible, efforts mede to
procure the maximum amount of regulsr waorking capital out of the
proceeds of issue of shares, It creates no burden or the fixed change
on the earning asséts of the company, Morsover, the company is not

under an obligation to return the capitel,

b) ISSUE OF DEBENTURES < Regular working capital can also
be procured by issue of debentures or bonds, The cost of capital is
lower in this case, By issuing debhentures, company may trade on equity
in favourahle circumstancees, Rights debentures have also been very

popular in Indim since 1978,

c) RETAINED PROFITS « Accumulated large profits are also
considered tn he a good source of financing working capitsl require-
ments, It is the best and the chespest source of finance, It creates

no charge on future profits,

d) SALE OF I0LE FIXED ASSETS ~ Any idle fixed asset can be
sold out and sale proceeds can he utilized for financing ths working

cepital requirements,

e) LONG-TERM LOANS . The loans raised for a period varying
from 3 to 7 years are alsoc important sources for working cepital,

This type of finance is ordinerily repayable capital of the enterprise,

f) PLOUGHING BACK OF COMPANY PROFITS <« The process of cres.
ting corporate savings and their utilizetion in the bhusiness {s tech~
nically termed as, 'Ploughing Besck of Profits', A part of the earned
profite may be ploughed back by the firm in meeting their working

capital requirements, It is an ideal, reguler and cheapest source of
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vorking cepital as it does not involve any explicit cost of cepitel,

2, SHORTTERM SOURCES OF WCRKING CAPITAL « Shorteterm regu-
irements of uworking capitel invalve financing of day-to-day husiness
operstions, Normally the duration of such requirement does not exceed
a year, These sources méy be classified into two heads. i. e, Internal

and External.

a) INTERNAL SOURCES « Under this categary, the sources of

vworking capital sre as follous,

1. DEPRECIATION FUNDS ~ Depreciation funds created nut of

profits of the company provide s good source of working capital,

2, PROVISION FOR TAXATION « There remesins a time-lag betus-
en, making the provision for and payment of taxation, R company may

utilise such provision during the intermittent period temporarily.

3. ACCRUED EXPENSES - The company semetimes postpone the
payment of certain expenditures due on the date of finalisation of the
accounts., There accrued expenses also constitute an important source

of working capitsl,

b) EXTERNAL SOURCES « External sources means the sources pr-
oviding finances for company's working cspital other than those of

internal sources, These mey be enumerated as below,

1. INUIGENOUS BANKERS « With the development of orgenised
Banks, indigenous bankers have been pushed into the background and
their activities are usually confimed to giving loans for personsl
consumption and treding purcheases, Cottage and Small Scele Industries

obtain their short-term credits from indigenous bankers,
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2. COMMERCIAL BANKS « Commercisl banks including the S.B.I.
are also principsl and most important source of working capitel, They
provide working capital in a number of ways such s overdrafts, cash
credit, line of credit, short-term loans, through the discounts of
commercial papers, Banks, 28 a rule, provide only the requirements of
industries, principelly on the security of flosting assets and avoid

long=term advances against fixed assets,

3, TRADE CREDIT « One of the most important forms of shorte
term finance is the trade credit, extended by a business enterprise
to anbther on the purchase and sale of goods and equipments, The use
of trade credit has increased in recent years due mainly perhaps to

the credit squeezs,

4, CUSTOMER'S CREDIT « Advances may alsp be nbtained on
contracts sntered by the dnterprise, The customers are often asked to
meke some advance peayment in cesh in lieu of & contract to purchase,
Such advance can be utilised in purchesing raw materiasls paying wages

and so on,

&, CREDIT PAPERS = In the categary of credit papers, bills
of exchange and promissory notes of shorte-term durstion varing bet=
veen a month and six months ere used, These pepers are discounted with
a bank and capitasl can be arranged. Accommodation bills is an impore

tant method of such finance.

6. PUBLIC DEPOSITS -« Pyblic deposits sre also en important
source of short-term and mediumeterm finance, Oue to shortaje of hank
credit ‘in recent psst, the importante of public deposits have incree-

ased, They have been very populsr smong Indian Companies during lest
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six years, " In Bombay and Ahmedabad, most of the Cotton Mills procure
their working cepital from this source, It should, however, be remem-
bered that it is not a very dependable source of finance, because

there is aluays the risk of withdrawal during the period of depressi-

10
on."

7. GOVT, ASSISTANCE . Sometimes, Central and State Govern=
ments also provide short-term finance in easy terms, But recently

this facility has been stoped by the Government,

8. LOANS FROM DIRECTORS, « An enterprise can also ohtain
loans from its officers, directors, managing directors etc. These
loans are oftern obtained at almost negligible rates of interest,
Sometimes, no interest is charged on them., Loesns can slso be ohtained

from other fellow companies working within the same group.

9, SECURITY OF EMPLOYEES, « If employmes 2re required to me=-
ke deposits with their employer companies, such companies can utiliza

those smounts in meeting their working cspitsl needs,

10. FACTORING « Factoring involves raising funds on the

security of the company's debts, so that cesh is received esarlier
then §{f the compeny waited of the depositers to pay, Thuys the fsactors

help in imporving the compeny's liguidity position, !

11, OTHER FINANCIAL INSTITUTIONS < Although funds can be
procured fpom special finance corporations e.g. I.F.C.I1., S.F.C.,
1.04B.14, IoCeloCol, etec.) yst these sources should not be touched

for satisfying the varisble working capital requirements,

11, OETERMINANTS OF WORKING CAPITAL a

There is no definite formule by which the proper smount of
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working capital is to be determined, The requirements of business sre
not aluays the same, They vary not only from year to yeer but also
from month to month, However, in order to determine the proper amount
of working capital cereful consideration should be given to the numher
of factors, They are Nature of Business, Size of Business Unit,
Manufacturing Cycle, Business Cycles, Cash requirement, Need of Stock
pile raw materials, Need of Stors finished goods, Valume of Ssles,
Cost and Time involved in the manufacturing process, Terms of Purcha=-
ses & Sales, Inventory Turnover, Receivable Turnover, Turnover of
circulating capital, value of current assets, variations in Sales,
Credit Contrel, Linuidity & Profitability, Inflation, Sessnnal
fluctuations, Profit plsnning and Control, Repavment Rbhility, Cash
Reserves, Cperational and Financial sfficiency, Changes in Technology,
Activities of the Firm, Rttitude to Risk, Growth and Expansion of

Business, Dividend policy of the Concern, Dther factors nte.

12, ANALYSIS OF WORKING CAPITAL/ TECHNIQUES OF WORKING CAPITAL

ANALYSIS,

The enalysis of uworking capital is primarily a test of short-
time solvency on the other bhand, it may also be said to be a test
of the sffectiveness with which the business is heing is conducted,
There are many reasons why the analysis of working capital is
very sssential, In analising the working capitsl of a firm, answers

will be sought to the following nuestions.
1. 1Is the Mansgement utilising working capital effectively 7

2. Is the smount of working capital adequate esxcessive or

insyfficient 7
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Will trhe firm bs able to pay in its short term debts promptly ?

Opes the firm heve a fasvoureble credit rating 7

1s

the current financing position improving ?

Uhat sources of fundes have been used to finance working capitel ?

OBJECTS OF ANALYSIS : The m2in ohjectives of this analysis are

ss followe -

a,
b.

C=-

r.

Yo maintein sdequate working capitel at every time,

to minimise the cost of short term Pinancing.

To plan the various sources of short term finence well in
sdvance in case of the need,

To study the trends in the working capital positionse,

Yo sssess the effectivensss of the management of the current
assots,

To meximise the return on investment of equity share holders,

YOOLS OF WORKING CAPITAL ANALYSIS 3 There are several tools of

financiel enelysis of working cepital., The importent of them are

a.

b.

fellous i«

‘STATIC TOOLSS

1+ Working capital trend snalysis by preparing e working caspitel

statements, It is alsc known 8s e schedule of working cepitel,

2, Uorking cepital ratios,
3. Movement of working capital statements,

4, Net cash«flow computation,

DYMAMIC TOCLS 3

1. Fund flow analysis,
2, Cash flow enalysis, / Working cepital budjet,

3. Working capital reports,
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The objective of the present study is to study and examine

the nature of wvorking capital position and anelysis of working capi-

tal “ugﬁh some ratios, S0 only the sbove 1 § 2 tuo tnols are exple-

ined in detsils,

1, UNRKIN: CAPITAL TREND ANALYSIS 3 Such enslyais presents a picture

of current assets and current liabilities over =& period of tuo years

and enables the researcher to study the increase and decreese in the

individual current sssets, current lishilities and its effects on the

working cepital position,

2. WORKING CRPITAL RATICE : The most important end commonly used

technique of the analysis of working capital in modern times is

the ! Ratio Analysis ', The ratio analysis of working capital cen

be used by menagement es e means of checking upon the efficiency

with wuhich working capital is heinj used in the enterprise, It is

basic technique ured in judging the liquidity position of o conce

arn.

a, DEFINITIONS OF RATIOS ¢

1.

2,

a4,

® The relationship of one item to esnother expressed in =
simple methematical form is known as the ratio "11
" A Ratin shous an arithmetical relationship between two
figures, It {8 sn sassessment of the significance of one

fijure in relation to the other, It takes the foarm of

ountient oht=ined hy dividing are fi-ure into the nther ' 2

According to Rebert N, Anthony ™ A patio is simply one number
sxpressed in terms of annther, #3

Reccording to pearson Huntetzl, ™ Ratios are szimply a means

of high lijhting in arithmetical terms the relationship

between fijures draun from finencial stztemente " , 14
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5. In the norde of J. Batty, the term ' acrounting ratios ' is
used " to describe significent rel-tionehip which exists heturen -
fijures skown on the balance sheet, in a profit and lo-s account ,
in @8 budgetory control system or in any other part of the accounting
orjanisatinn, " 15
The ratio snalysis is a device to disgnose the financial
desease of the enterprise., It shall point out {f the financir) ennd=-
ition of the firm is very strony, gnod or portly good, questionshle
or poor, 0Often & ratic is tnown as a symptom like the bleod preesurs,
the pluse or the temperature on an individual, The finaficial analyet
can X-ray the finadeiel condition of 2 firm by its uyee, If the cond=-
ition is adverse suyitzhle, steps can be taken to over come {t tirmely,
A ratio is customsrily exprecsed in three ways = ' times ',
*Proportion ' and ' percentage ' sccordin; to the convenience or sui-
tahly when one v-lue is divide! by the other tha quotient obtained
indicates *‘times.' If the cuotient is multiplied by 100, (One “undred)
we jet the percent-je, If we t-ke proportion hetueen the tuo Fijures
we get the proportion or retio, It may =lsoc he depicted in the form
of disegrems and 3rophs,

b, AODVAKTA:FS QOF RATTN ANALYSIS 3 The use of ratio analysis as 8

financial tnnl has been considerahbly increased t-ese dayas, The -

preetisiny accountants now honestly feel trat comparison of fijures
7ives them a deep ineijhy inteo the n-oture of finencirl prohlems of

the enterprises, The Pollowing are t-e principle adv-ntajes claimed
by it.

1. Ratins simplifyv the comprehension of finadcial statements,
They tell the u-ole story as a heap of “inancial data is condensed

in them,
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2. They sct as on index of the efficiency of enterprise,. As
eych they serve as an instrument of managemsent control. The efficie-
ncy of the various individuel units simplarly situated cen be judged

t-roulh enter Pirm comparisons.

3. R stydy of the trend of strategic ratios may help the mana-

jement in its task of planniny snd forecesting.

4, 8t times the investment decisions are hased on the condi-
tion revealed by ceptddn ratios, In this respect they render vsluehle
aid to the manajement which is planniny the investment of cyurplus

cash, the hank and the creditors.

Thue, it is possible to wmssess the profitshility, salvency
and the efficiency of the enterprise t raough the technique nf ratin

analysie,

c. TYPES OF RATIOS : The fallowin: ratios are of muet help in

diagnosing the wnrkiny capital position of the firm,

1.CURRENT RATIO OR WORKINI CAPITAL RETIO: Current ratio
is mnst particulsr and conventional ratio to analyse working capitel
position of the firm., Certain authorities have <yjgzested that in
order to ensure solvency of a concern current assets srould be at
lieet tuice the current liasbilities and therefrre this is known eas
2 3 1 retio., It is so important that some financi=]l expearts hsave
celled it as ' workiny cepital retio ' alen ™ Donald Miller deescribes
the current ratin as one w-ich is jenerally recognised as the prpti-
pstriarch amon3 ratios," 16

This ratio can be calculated by the followiny formula @

Current Ratio = Current Assets

Current Liahilities



COPMENTS -

1. Conventionally, @ ratio of 2 ¢ 1 is considered satisf~ctory.

2. It srows urether the s-ort term dijstions are empty covered by
the liquid asstes.

3. It presents a jenersal picture of the adequacy of the working cap-

ital position of 2 company,

4, 1t serves as a specifie measure of liquidity and flexibility of

a company,
5. It is most eommonly ussid ratio,

6. It represents a magrin of sefety {,0, a cushion eriteatinn against
cureent creditios,
7. It indicstes the extent to which 8 firm's most pressing clzims

can be met from assets,

2.,2UICK RATIO/ ACID TEST RATIO/LIQUIDITY RATIO 3 The quick
rati{io is 2 more serve and strinjent test of o firms's 2hility tom
mest current obligetions, It suppliments the current ratio, It is
also known as acili-test ratio or liquidity ratio, The quick ratio
indicates the relation of'quick assets ' with ' quick liabilities,
Quick or Yiquid acsets include all current as=ets, except stock and
prepaid expenses, wrere as lioguid lisbilities include all current

lishilities except overdraft a=nd accured expenses,

This ratio may be cslculeted by the following formule,

Quick Assets

Quick Ratio =
Quick Lisbilities,

COMMENTS -
1. It is used to derive a picture of tte capacity of a firm to

meet its stort-term oblijzations ocut of short-term resources.,



2, It assesses houw liquid the firm would be, if business operatinns

come tn an ahurpt halt,

3. It is the most meaninyful and perhaps the only accurate measure
of liquidity,

4, Satisfactory ratio 1:1 ,

3, WNRKING CAPITAL TURNOVFR PATIO ¢ Sometimes, unrking
capital turnover ratio is alsn calculated, It is rrtio of net working
capita] to net rales, Hence it also know as a Retio of Net Sales to
Yorkiny Cepitsl.

This ratio can he celculated hy the following formule,

Net Sales
Workiny Capital Turnover Ratio =

Net Working Capital
COMMENTS
1. Hijher the restio, better is the position,

2, 1t =shows the over or under trading positinn in relation to the

quantum of workiny capital,

4, CURRENT ASSETS TURNOVER RATIOM ¢ This ratio of Seles
revenue to total current assets measures how effective management

is in econtrolling +he liquid assets,

This ratio may he calculated by the following formula,
Sales Revenue

Current Ascsats Turnover Ratio =
Current Rascets,

COMMENTS
1. Higher the value of this ratio, bet‘er is the position,

2. It shows the over or under tradin) position in relatinn tn the

quantum of workinj capital,
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5, NET WORKING CAPTIAL RATIO : Net Working Caeptial i=

the excess nf current assets over current lishilities,

This ratio may be calculated by the following formula,
Net Working Capitz)l = Current Assets - Current Lishilities,

COmMENTS ¢

1. It gives an over all positiom of the liquidity and soclvency pose
jition of the firm,

2, But it is not & snund messurement to wnrking capital pnsition,

6, DEBTORS TURNOVFR RATIONM 3 It is a ratio of credit Scae
les to sundry debtors end bills receiva-les, This ratio signifies
the average collection oeriod, The total sundry debtores and bills
receivahles are divided hy the net credit sales for nne yenar and
multiplied by 360 to calculate this ratio figure,

This ratio can bhe calculated hy tkre following formuls,

ARcenunts Receivahles

Dehtore Turnover Ratio = X 365 or 360
Net Sales

NR
Average Dehtors
Debtors Turnover Ratio =

Average Daily Credit Sales,
Where,

Opening Dehtors + Closing Debtors
Average Dehtors =

2
Total Credfd Sales

Rverage Daily Credit Sales =
365

COMMENTS

1« Chanjes in the ratio indicate chanjes in the company's credit
policy or changes in {ts ahility to collect its receivahles.
2, It is an enablingy device to find out as tn bow many days averaje

sales are tied up in tre value of accounts owinj by dehtnrs acenrding



04
7. CREJITOFS TURNGUE®™ FATIN ¢ It i{e ratic of credit s=lrs
to sundry creditors, This ratio significes the aversge payment period,

This ratio can he calculated hy the Folléwin) formulsa,

Averaje Creditors

Creditors Turnover Ratin =
Averzje Daily Cretit Purchaces,

Where,

Average Creditore = Openin) Creditnrs + Closiny Creditore,
2
Tota) Cretit Puyrchases

Averz)e Daily Credit Purchages =
3€5

COMMERTS

1. Cranjes in the ratio indicete chanjes in -he Company'e pavment

policy or change in its shility to paid ite oblijzations,

2, It shouws the time that will be taken to pay the short-term

obligation Prom trhe husiness operations,

8, INVENTNRY TO WNRKINS CARPITAL RATIN ¢ The cloain; stock
figure {s divided by the unrkiny capitel which depicts tte praportion
nf wnrkiny capital represented hy the {inventories,

Thie ratio may he gcalculated by the followin) formuls,
Closiny Inventory

Inventary tn Uorking Cepita) Patin =
Net unrking capita)

COMmMINTS

1« The ratio is an index af the position of aver stackiny, It shnus
what part of the unrkin) capital is represented hy the closing stocke,
2, Thie size of closing stnck must hear a proper proportinn ta the

auentum of workin; capitel,
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9., INVENTORY OR STOCK TURNOVER RATIO ¢ This ratio may be
obtined by the follwwing formula,

Net Sales

Inventory Turnover Ratio =
Average Inventory

Vhere,
Npening Inventory « Closing Inventory

Average Inventory #
2

COMMENTS

1. It mesusres the operatin; efficiency nf an enterprise,

2. It is 2n indicetion of the veldcity with which mearchandize mnves

through the business,

3, This is a test of inventory to discover possihle trouhle in the

form of over-stockin) or over-valuation,

4, It is used for measuring profitability,

5. It assets the financial manajer in evaluatinj inventory policy.

€, A lou inventory turnover may reflsct dull business, over inve-

stment in inventory or accumulation of absolute and unsalds-ble goods,
10, NET SALES T0O INVENTORY RATIO ¢ This ratio f=n e 8-

lculated by the followinj formula,

Net Sales

Net Sales Inventory Ratio =
Closini Inventory

CNMMENTS

1. This ratio serves as an indicator of the inventory turnover
and t+re merchandising of a company.

2, 1t speraks for the performance in the fields of schedulee and plans
of inventory control,

3. It is the hest indicator of the manner in which a enmpany'e inve

entory is turninj;.,
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3.2 WORKINs CAPITAL MANAGEMENT,

a8, Meaning \Vorkin) capital mensgerent hae hegcome a hisic and hroad

measure of jodging the performance of 2 businese firm, Technically,
vworkin; capita)l mansjerent {ie an integral part of tre financial
manajement, To 2 finencial Manager, e wnrking capita=) Sphere t-rnaus
veldcome challenje »nd opportunity, In view of the multiplicity of
fecters exerting varied degreers of influence on workin) capital stu-
dies, 8 management has to he alert interns],external and environme-
ntal developments, and constantly plan and review ite unrkin) needs
and strategy. The Financial Menager must determine the optimum level
of workin; capital funds and also ‘he optimum composition of current
essets and current lizhilities, He must encure thet *‘te oppraopriate
anurces of funde asre use’ *n finance workin; cepital and should also

eoe that shorteterm liabhilities of tre business are met well in time,

b, DJEFINITION ¢ The management of current assets and current lia.
bilities =nd the inter relationship that exists hetueen them may he
termer as working capit-~1 manajement, Yorkiny Capital Management s
2lso knoun aes currant assets mansgement heceauyse it reaquires much of
the financial menager's time, Accnrding to James C Van Horne, " Worke
iny Capi*s]l Management uysually is consider-ed to invalve t+e adminie
stration of current assets « n.nely, cebsh, merkrtahle securities,
receivahles and invento-ies ~nd the administra'ion of current liahie.
11tiea."17 Moreev-r manajement of workinj) cepital is & continue
ing function which involves control of the every day ehb and flou of
finmanciel resources circulatini in the enterprise in one from or th_e
other, There are certsin special problems peculiar to manajement of
vworking cepital requiriny opereting and financial skill= o a hih

order, The specific applicetiaon of some of these skille in t-e mana-



manajement of workiny capital is 2 syhject in itelf,

Yorkin) capital manajemant has heen looked upnn as the
driving seat of a financial manager. Moves and actions in the oper=
atiny fields of productions procourements marketinj services are ul-
imately enterpreted and viewed in finenciasl terms, hence the pre=-
cccupation with the finsncial implications of the manaement of
waorkini capital and segments, In this connectian Lousis Brandt,
observes, "Ue need to knou about whither to look for W.C.funds, how

to uee them and how to measure, plan and control them."1g

Thus, uorkin; capital manajement is 2n attempt to manage
and control the current assets and the current liahilities in order
to maximiee profitahility and proper liaquidity im husiness, In fact

W,C,™, ansumrs the following “uestions,

1. Ubat is the need ton invest funds in uorkiny capital ?
2. Unat stould he the optim2l levels of investment in tn
different currents assets ?
3. UWhat should be trte optimal proportion bhetuesn lonjy-term

sources of funds to finance wnrkin, captial ?

4, Uhat appropriste sonurces of financing should be usei ?

5, What should e the relationship hetween current asceets

and current liabilities?

c., COMPONENTS OF MANASEMENT OF WNRKINS CAPITAL : The Management of
uorking capital contains the fnllowiny prohlems,

1. To decide the optim=]l level of investment in various current
assets viz,, cash, account receivables and inventory etc.,Ehat ie
determining size of wnrkinj capitsl,

2. To decide the optim=1 mix of short term funde in relatinp tao Yom

term copital,
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3. Tk locate the appropriate means to short term finences,

d, NEED AND IMPROTANCE OF WORKINa CAPITAL MANASEMENT : Manajemsent

of Working €apitel is very importent for the sucess of a business,

It has heen empharised that a business should maintain a snund \orke
iny capital portion and also that there should not be an excessive,
level of investment in working cepital, It has been rijhtly said thst
" Uorkiny Capital Manajement mas been looked upon as the driviny seats
of financial man2ger,™ The manner of management of working cepital

to a very large extent, determines the sucess of operations of a
concern, " Constant mana,ement is reaquired to maintain appropriste
Jevel in the various workin) capital accounts",

Working Cepital manajement has scquired important portion
and jreat significante in the recent past, Its reflected hy the falf
financial managers spend a great deal of time in menagjing current a-
seets and current lisbilities, Arranginj short term financiny hego=-
tiating favourahle credit terms, controlliny the movements of cash
administering,accounts receivable, end monitoring the investment in
inventoring consume a great deal of their  time. It has been found
that the largest portion of financial manseger's time is utilized
in the manajement of working cepital,

There are many aspects of workinj capital management which
make it an important fPunction of the fin2ncial manager, On the ane
hand it maintains proper liquidity,uhile on the other, it help in

increasing the profitability of the concern,

Tre following are the aspects of working capital mansjement
that make an important topic for study.

1. There ir a positive co-relifition hetueen the ' sale of firm 2nd
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its current assets, So, to increese a sale a corresponding increase
in current asset is required, Hence, their proper administration too,

becomes significent,

7, Near about 50 to 70 % capital of a firm's invested in ite current
assets, In capital budgeting plens we discuss shout Fixed Investment
in very detail that is only 30 to S50% of the total funds, Hence, the

m2nagement current assets also attracts, attentinn of the manajgement,

3, Fixed assets can he often ascquired even on lease but their is no
alternative for current assets, There is no way of 2voidiny am invee

stment in inventory and in receivable,

4, Uorking Capitel needs are generally financeil throujh outside
sources, so a continuous cas is nescessary to utilize then in the best
way, Surveys indicate that the larjest part of a financial manager's
time ie devoted tn the management to the current liahilities and asset-

that is workin) capital manajement.

5. Workin) C=zpital Managemsnt is particularly important for small
firms. fecause, a small firm has relatively limited acess to the long
term capites]l merkets, Therefore it must mecessarily relay, heavily

on trade credit and short term Sank Loans which are current lisbilities.

e. O0OBJECTIVES OF THE MANAGEMENT OF WORKIN: CAPITAL : The objects

of workinjy capital management 3are two-fold -
1. Maintaince of capital and

2, Availability of ample funds at the times of nesds,

The basic goel of workinj capital menagement is to manage
each of the Pirnfs current assets and current liabilities, In such =a
vay that an acceptable level of net working capital in aluays mainte

ainei in the business, Fach current assets must be managed, effeci=
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ently in order to maintein the firms liquidity while not keepinj too
hijh 2 level of any one of them, It altimately assets in increaeing

the profitability of the concern, Hence the problem of efficient mfe
nagement of wnrkinj cepital is to estehlish a trade of heturen lique-

fl1idity amd profitability,

As a metter of fact, a husinecs can not servive in the abs-
ence of 2 satisfactory ratio hetueen its current assets »nd current
liah§{lities, Furthermore, its ability tn prosper is largely cdeter-
mine by the cnmpositinn of current assets pool, management in settle
pnlicies wit- respect to jeneras) operatiors, nurchesing, financing,
expansinn and divident mast work within the limitations set hy the

uorking copital poseion,

The goale and ecope of the management of working capital
are i{llustrated in the fnrllowing i fijure,

FI3URE - 3,5
GNALS OF WORKING CAPITAL MANASEMENT

0 A W W S T G

Safety tigquidity Profitability

Credit Management)

Cr \Benk Manajement
Minimize Time —~

\Minimize Cost
Decrlerate
Dutflous

Account payahle
Manajemenrt,

Nptimize Time

Aecaunts Receiva

hle
Panagement ,

Minimize Timn.///

Source ¢ Pradeep Kumar - Flements of Financial Management
‘ P, 202,




3,3 INVENTORY MANAGEMENT,

The literary mesning of the worll inventory is stock of jonds
In the sphere of wnrking capttal the efficient and ef“ective manajew
ment of inventnry poses 2 ch2llenging problem, Inventory cnnstitues
the larjest eomponent of current assets in many businesc orjanissétion,
The turnover of workinj capital is much more dependent upon its ture
nover, Thus, inventory manajement is of considerable significance
to all business enterprises, L.R., Harvard observe thet, ™ The proper
management and control of inventory not only solves the ascute problem
of liquidity but also increase annual profits and causes suhsitancisl
reduction in the working capital of s firm."‘g Inventory from a link
between production end sale of a product. Therefore it is essantiel
to have a sufficient level of investment in inventories, DSchell
Lawrence end W,Haley Charles rightly remark,™ Managing the level of
investment in inventory is like a maintaining the level of water in
8 bhathee«tuhe with an often drain, The water is  _ flowing out crNe
téndously, If uater is let in too slowly, the tub is =oon empty, If
vwater ic let in too fast, the tuh overflouws, Like the water in the
tub, the particulaer items of inventories keep changiny, but the level
may stay the ssme, The basic financial problems are to determine the
proper level of investment in inventories and tn decide how much
inventnry must be acquired during such period to maintain trat level."20

The term'inventory management! is userd in tuo ways i.e, unit
control and value control production and purchase officials use this
word in term of unit control where as in esccountin; this uword i{s us-
ed in term of value control, Thus, the proper management and cnntrol
of the capital invested in the inventory should be the prime respone
sibility of accountinj department beesause resources invested in inve

entory are not earaing 2 return for the cnmpany, Rather nn the other
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hand, they are costin; the firm monay beth in items of cepital costs
heing incurded and lnss of apportunity income that is hein: forejone
Hence financial mansger exercises control over inventory, s9p2lzn &

Sandhilya are af the opinion that, "Uncontrolle! inventnry c2n becoe

1
me and orjanisation's cancer? ?

Yanajing working c=pita)l is synonymous with controlling
inventnries, 300d inventory manajement is good finance manajement,
fven where funds are plentiful “he finmance officer shnuld be prepare
ed to porticipate actively 2nd jainfully in the fordulstion of in-
ventnry policies dasign to speed up turnover -nd maximum return nn

investment,

An efficient management of inventory should ultimately regylt
in the meximisatinn of the ouners vwealth, The financial manager
actually is 2 kind of wateh doj over other functional sreas, Aroadly
speeking, the inventnry manajement problem is one of the maintaining
for 2 3iven Pinancial {nvestment, an adequate sapply of somettin; in
order t» meet an accepted distribution of pattern of demeond, Invente
ory contrnol is a science-nase art of ensurin; that enoujh inventory
or stock is held by &n orjanisetion to mest both its interna) and

external demand commitments economically,

1. DPEANING OF INVENTORY ¢ In financial parlence, invemtory

ie define as," the sum of the value of rau materisls, fuels and
lubricante, spare parts, maintaince, cnnsumahles, semieprocre=zer
materials and finished jonde.stnck of sny jiven pnint nf fime."qq
S.fFeBnlen states, ™ The term inventory rafers to the stackpile nf the
product . firm is offeriny for slses 2nd the campoments thrt wokse of

the product.“23 To expand the dofinition of inventary anmd make §#

applicehle to manufacturiny fiems 2s wel) as merchandising “irms, {t
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can be stated that inventory means, " The ajgregsaste of those {tems

of tangihle personal property uwhich, 1) sre held for sale in the
ordinery course of businesr, 2) are in process nf production for

such sale, @and 3) are to be currently consumed in the ;roduction of
300ds or services tao be available for sale."waawes H.arpene ohrearves,

'An inventnry refere to the movahle erticles of the husinese uyhich

are eventully axpected to 3o into the flow of tradd?g

In the preeent study, rauw materials storee and epars parts,

finished z2nd semi=finished goods bhave he~n fincluded in inventories,

2, ABIFCTIVES OF INVENTORY FANASTMENT : The primary objece

tives of inventory manajement are operational and financial, The
operational ohj=2ct consist of minimieing the idele time caussd hHy
stortaje of raw materiels, stores and spare parts. The financial
cbject is to keep the inventory coste end investments to the minmum
and aleo reduction in the risk of obsolemence lossed, Both these
ohjecte are comprting ond conflectinj, The inventnry control is
designed to meintain a2 rotional and judicious balance betuween the tuo,
Bpecifically the main nhiject nf inventory menajement are,

1. Fnsure adenuate meintenance of aupply of rau materials,
stneee, ap=res ond finisked jonds for maintainin; =zn efficient devel
of aoperations and mestin; the chanjing demands of customers,

2. Maintaininy the investment in the inventories at the
optimum leur]l as garrented hy the esetivities of sles, operating and
financial,

3, Isolate ond pin-point slow movin,;, defective and ohsolete
items,

4, Minimisin; 2nd {f poseible preventin; laose throuih det-

rioretion westaje, damsje and pilferaje,
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5. Checking and confirmingy the actual existing phvsical
quantities in stock and the velues shoun in inventory recorde,

6. Desijningy proper organisation for inventory contral with
clear, cut zccountability, standerdize! procedure and passinj invene
tory mannuz2l,

7. S43nalliny over or under stocked iteme in relation to
current or projected demand,

8, Keepinj doun the costs to minimum.

9, Furnishiny nf data for short term and lony turn plannings

The aim of inventory manajement, thus, should he to avnid
to much inventory ard too little inventory snd to maintain adeqguate
inventory for the smootbh running of the business operations efforte
eshould he made to pnlace orders at the rijht time with the ri bt soyw
rce of purchase the rijht ouantity at the pight price and of rijht

quality.

3, TYPES 0OF INVENTORY : The following aof the three types

of inventory,

1, RAWY MATE"IAL o To tnlds stock of rau materials, 2n
orjanisation deploys it primary production, sections to obtain raw
materials from manufacturers and stnddsts,

7  WORK=~IN&PRNCESS o The holdiny of hnth raw materials and
stocks of finished joods is jenerally a plannedi activity. In-prncess
etocks, houwever, are likely to exist in any manufacturini arjanissa.
tion, whether they are planned for or not,

3., FINISHED G0O0DS « The stock of finished goode provides
a buffer hetween customer's demand and the manuyfacturers' supplies,

4, MEANIN: AND IMPORTANCE OF INVENTORY CONTROL @ Inventory

control is concerned with the acaquisition, stnraje, handlin3y and use
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of inventories, So as to ensure the . availahility of inventory
vhenever needed, provide adeauate cushion for contingencies and
derive maximum economy and minimése wastage and lnsaes, Inventnry
control is 2 planned method of determi-iny what to ident, uhen to
ident houw much to ident, bow much to stock so that purchasin) and
storingy costs are lowest possihle without affecting production and
szles, Thus inventory control incorporates the determinetion cf
optimum size of inventory, How much to be ordered =nd when after
tekiny into consideretion the minimum inventory coste, The overall
inventory manajement includes, designinj an inventory enntrol
orjanisation with proper accountahlity, procedures for inventnry
handlin) and disposal of ecrap, simplicification and standardizstion
odification of inventories, size of inventory boldings, reorder pointe
and safty stocke,, economic order quantity, ABC amalysis and value

analysis ond finally framing an inventory mannual.

The efficiency of inventory contrnl affects the flexibility
to the firm, Thus, the effects of inventory control an flexihility
and on the level of investment reguired in inventories reprasent tveo
sides of the esme coin., Hence D Anne, rightly enncludes, unless

inventories are cnntrolled, they are unrelishle, inefcicient and

costly and they lean towards to hizh 81da,"26

5. 0BJECTS OF INVENTORY CONTROL ¢ The objects of inventory

control are to reduce the level of investment locked up in €he form
of excese inventories, of inventories losses due to pilferaje, obsoe
lescence, damages and hreeksges, In addition tte managem»nt also
vants to avoid extra burden of taxes, insurance and storage charges
for excessive inventorjes, In brief the objectives of inventory cone

rarom,,
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1« To minimice the pnesihility of delays in production thre
‘_nggh regular suppiy of raw materials, stores and spares, ton} and
éfhers equipments and uwhen recuired,
| 2. To avoide unnecessary capital locked up in inuventories
3. To excecicre econtmices in orderiny the aobtaininy and stonr-

iny of materials,

€. ADUANTAGES OF INVENTNRY CONTROL. : C“pecifically the

following advanteges accrue to the management by controlling invene
tories,

1. Ensuring the adeguate supply, minimising stock out, shoe
rtajes and interroptions in operation.

2. Keep the investment in inventories minimum and reducing
the inventory costs ~nd riske of obsnleecence losses to minimum,

3¢ Eliminate duplication in orderiny or in replenishing
stocks,

4, Effect economies in purchase,

5. To facilitate inter-depsrtmental trensfers of surplus
stocks.

€. To provide check against loss of stocks throu'h pilfersje
or carelessness,

7« To provide a means for the location and disposition of
machine nor obsnlute ites of stocks,

B, To ennserve v=luahle foreion exchange,

9, Tp reduce costs associated with shortajes and ppesession
cf surplue inventories,

10 To release capital so scares in this country,

In the end it can be s8id that inventory control contributes

to the natione economic well=beiny growth with stability.
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7. THE INVENTOSY COMTROL “YSTEM, ¢ In anyschame of inuent.

ory control, the rfollowin) levels and quantities are fixed for each
class of items,

1. MINIMUM (EVEL « It represents the minimum level belouw
which inventories should not drap, It {s not fixed at 'Zero', Norms=
11y fixed supplies ehould srrive at first the stock resches the min-
imum.,fhe difference betveen Zero and estahlishe i quanti‘y is the
genfety factors required to juerd ajainst the pnesihble shortaje, This
minimum nuantity i=s determined by the rate of usa e of *hat item,
fts importance, narmnal procurement time and the availahility of syhe
atitutea,

2, RI=ORDER POINT o It is the valume of invertary at u+ick
replinistmont order a~ould be plaerd so that fresh etocks mav arrive
vell intime to prevent lock aut,

Reenrdser pning will consist of,

1., fveraje volume of use during the nmormal procurement
time,

2. An additional guantity of safety factor ta cover an un-
anticipated increase in the rate of use or procurement time,

Ze STAMDARD ORDCR QUANTITY -~ It is the stendard quantity
of inventary requisitioned each time when the balances drep to order
point, The hasic object in setting this quantity is to achieve the
lovest overall inventory coste, The varinus factors considered in
this nrder aquantity are rate nf consumption, invemtory costs, vendor's
diecrunt and risk of deteriorsatinn and ohsolesance,

4, MAXIMUM LFVEL « The maximum level) ie the sum of minimum

leve]l and the etandard order auentity,
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8, TONLS, TOCUNIQUES AND SYSTEMS OF INVENTORY MANASEMENT ¢
s

The followin,; techaicues may use! to control the size of inventory
in a manufacturin) concern =

1. RBC ANALYSIS OF INVENTORIES 3 ABRC analysis is 3 heacirc
analytical technique for inventory manegement which enebles top
management to direct the effort wvhere the results will be the highe -
st. This tonl is popularly known as "Alyays Better Control™, This
analysies ¢classifies the inventories according te the importance of
each component, It helps ta "Put First Things First"™, it is an analy-
tical spprocsh that, provides ,"The most control for the least amount
of controlling? This analysis is a selective approech aimed at keepinaj
the investments low and at the same time avonding stocke outs of criti-
cal items, This {s the starting point of inventory contrel, It is
based on the technique of mensgement by exception and such focusses
control sreat in inventory menagement. Usually a firm has td maintain
several items in its inventory, It is not desireble to keep the same
degree of control on all itemes of inventory debause some items acecnunt
for the major portion of the totsl consumption value of all the items
though these are sma2ll in numher, Efficient inventory management demoe-
nds that items of hi her value should attract greater control =nd
attention of the manajement,'AAC classification of inventoricse is haw
ced the concept that the iteme of greatsr value but lesser in number
should he watched more closely and looked after by the memhers of the
top management's team, Where as the items of lower value hut large in
number msy not c©23l1 for strict control, and be in the char)e of a
junior executive, The items of the middle category are mnderately,
enntrolled by the middle leved menagers, Herbert, J. Richmod, desig=-
nate this plan of concentration on important items as control by
importance and exception (C.I.E.) and refers to the process of closse

ifyiny and rankiny of the stock iteme on the basis oftheir descending
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importance as Broportion=z} Vzlue Analysis ( P.V.A.)"27

MBCHANICS 0OF ABC ANALYSIS o The follonuing stepe are to
taken while implementiny tte A B C plan,

1. Classificatinn of items of irventories, determinin) the
expocted yse in unite and price per unit for each item,

2. Determine the taotel egnst of eackh item by multiplving the
expected unite tn he ysed Ry {te nrice peor unit,

3, Pank the itms in sccordance uwith ¢he total coat, Jiving
the first rank to the item with the greatest tntal ecnst ond =0 on,

4, Compare the rrtias (Percentege) »f numher af unite n® epach
item tn totla cost of all items,

5. Combine items on the basis of their relative velue to
form thair categories, A 8 and C,

The normal items in moet nf the orjganisastinne empiricelly
show the follouwing potiern,

1. 5% tn 10% items of top number of items account for ahout
70 to 75 % of the total consurption value, These items are callei
At {tems,

2. 15% to 20% of the number of items accnunt for 15 to ?n%
of the total coneumption value., These iteme ar- c=2lled 9t {tems,

3. The remaininy number of itewms acenunt for the halapee §

tn 10 % of the totsl iszue vslue, These items are called 'N' items,

2, ORDFRIN; SYSTEM OF INURENTARIES : = fpe barie problem of
inventnryv eontral is how much to arder ? There ars rany farmplag R
models to slove this prablem, A1l inventary modele, nn matter koy
complex, address thomselves to the prohlem of timing 2and majnitude

of replenishment, The decisinn of nrderin; ie very muct affact~d by



=7
ol
e

ordering and carring costs, The expenses which are incurred hy the
firm to acquire inventories arn knowun as orderiny costs.Barriny cnets
of inventories include‘the following.

1. Cost of interest of the money invested in inventories,

2, Salaries and weges of employees @ssigned the duty to look
after the receipt issue and proper storaje of the inventories,

3. Fxpenses for the insurance of inventories,

4, Loss on account of obsclescence.

5. Rent or depreciation of godouns,

€. "epairs and mzintainance charges fnar equipment uysed in
handliny of inventories,

7. Othar miscellanecus expenses,

The inventory orderin) and cerringy costs are inversely
raelate! tn each other, T-e ordering syster ehoyld =strike a halange
between thess twn costs, sn that the total cnsts of irventnries mia.
ght be minimum, There sre the followin) three important systems of
orderiny meterials,

a. ECONOMIC ORDER QUANTITY ¢ The nptimum size is popularly
known as the "Eeonomic Order Juantity," The eronamic nrder guantity
is used to minimize the annual total costs for orderiny and carrying
the inventory, There are three factors which affect the economic eize
of the order to be placed, viz,

1« Usages of materials during the jiven period.

2, Cast of plkeing an order, snd

3. Corts of carryin; the ipventories,

The size af the inventory strikes 2 hslence hetueen the
orderiny coste »and carryin) coste and suzqests the optimsl size of

the order to be placed, It can be represented by the fnllowing formule,

\lzan

E.N0.G,



Where,

€EeNele = Fconomic Order Quantidy.

A = Total annual requirements in terms of unit,
0 ) = Nrderinj cost per order in rupees,

c = Inventory carrying cost per unit,

Tre economic order quantity can also be shown graphically,
fFigure 3.6 shows the feonomic Order fluantity Function,

FI3URE - 3,6

A ECONOMIC ORDFR QUANTITY FUNCTINN
Minimum Tetal

“ Costs

v

[s]

Q

ord ering Cost:

N
: - ?
E0Q Ordermg Size,Q
Source - S.C.Bardia, Working Capital Management, P,.R1,

In the figure, cnst corrying, orderinj and total are plo=-
tted on the vertical axis and the horizontal axis ies used to repres-
ent the order size, It is clear from the fijure thet t-e tntal ca-
rring costs increase as the order size increases, The economic order
quantity oceurs at the point where the total coste is t-2 minimum,

b, FIXED ORDER SIZE ¢ It is slep knnun as replenishment
or the periodic revieuw system, In this method the cuantity is revie=-
wed perindically and order is placed for a guantity suf-icient to
replenist inventory. It is determined on the hasis of the recuirement

of materials during the review period and of lead tire, under the
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condition of certainty. In case of uncertainty it is determined on

the basis of the requirement of matericls and lead time plus safety

stock, The review period is determined by keepsing in view the terms
conditions of the suppliers and the average consumption rate of the

firm,

C.SINGLE ‘ORDER SYSTEM 3 It is 2also knoun as part deliveries
eystem, In this system 8 single order covers a firm's requirements
of materisls for a lon:er period, say, for 6 months or ane yesr, with
the instruction to supply mrterials in 8 certrin nurher of instalmea
nte at specified intervals, This system ersures reguler supply of
materials to the firm, The firm does not have to incur high ordering
and carrying cnsts, nor does it have tn make heavy investment in
inventories, It also invalves inconvenience of arrangin) space forp
storage, In fact the firm enjoys the economice of scale from the hulk

order,

3, FIXING THE MINIMUM - MAXIMUM AND RESDROERINSG LRVFE FOR
INVENTORY 3 In order to have a proper check on the ine
vestment in inventory, it is necessary to fix the minimum and the
maximum limits of inventory so that there should he no overstocking
of materisls, nor shortage of raw materiecls, In fiviny the levels of

inventories, the following two factors should he horne in mind -

a, Time lag betueen indenting and receiving of the reoy
materials {.,r, lead time,

b. rate of consumption during lezd time,

Under this system, an order of sufficient size is placed
whben 8 minimum point in inventory ie reached, to hriny the inventnry
to the maximum point, Past experience may help the fixiny of minimum
and meximum points in inventories,

2R e
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Re-orderin; Level or Nrderiny Level reans it is a point if
material reaches at thie pnint, orders for fresh supplies of materi-
als are placed with the supplierrs, The point is fixed someuhere in
hetween the meximur end minimum point in such a way that the quantity
avéilahle betueen the minimum level and this point is sufficient to
meet the reagquirements of production upnn the time fresh supnlies arae

received,

In fixing the ordering level, 2 danjer level is =2l¢n conse
jdered, It is 2 level at uwhich narmal issurs 0f meterial are stopped
or made at specific instructions of purchese officer, Purctase nffia
cet at thispnint, makes the ef“orts to jet the meterials availahle
within an earliest pnscihle time, This level i~ helow the minimum

level of stock,

4, PERPETUAL INVENTORY SYSTEM OR SYSTEm™ OF 'CONTINUOUS
STNCK TAKINa' ¢ mMaintenance of regular stock records
is commonly known se perpetuzl (continuotis stnck taking) inventary,
In fact, perpetual inventory impliee a complete and updated zeccnunt
nf each item of stores hoth on records and phvsical gonds, The Inst-
jtute of Cost and Management Accountante nf Fagland and 'lales defines
perpetual inventory as "A system of recorde maintaired by +tre cante
rolling department, which reflects the physical moverent of stock

and their corrent ha]anca“.ze

Thuys, this is 2 syster of ascertain-
ing current halance ~fter recnrdin) every rerceipt and i{ssue nf mate=-

rials through stock records,

Strictly speskini, perpetual inventory me2ns maintensance of

such records (Stock Control Cards, Bin Cards and Store Lledjer) as

will reflect the receipts, issue and balance nf all items in etnck
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at all times, The perpetuzl inventory system is generslly supplemen=
ted by a programme of continuous stock teking which ensures that phye
sical stocks agree with the book fijures, The object of perpetusl %
inventory records is to ensure that production is not interruptei due
tn want of materinls, to facilitate regular checking, to avoid closingy
daoun for stocktekiny =nd to provide hasis for verificatinn of pryeical

quantity in stock,

Under thie system the follouin) two important stspes are
involved @

1., To ascertsin the hslance of stock of all iteme with rej=-
ard to their quantities or values or both held in store at 211 times
without the necessity for a physical stock taking,

2, Continuous physical verification of stock with re;ard to
the balsnce showun by the stores records without interrupting the

normal production activities,

5., TWO=BIN SYSTEM s Under this system, all inventory items
are grouped under two categories, In the first group, 2 sufficient
supply is kept to meet the current requirements over a designated
period of time, In the second group or hin, a2 safety stnck is rainte
ainrd to meet the reduirement of inventory uben stock in the first

“Win is exhausted and reeorderiny occurs,

€. TROER CYCLING SYSTEM ¢ In thie system a review nf each
item of imventory is made from time tno time depending upon +he
criticality of the item to have the predetermined Jevel of inventnry,
Critical ftems may requirs a short review eycles and nn the other
hand, louwer cnst non=-critical item msy recuire lonjer review cyecles,
At each review date, a required auantity of inventory is ordered ton

bring it to the predetermined level,
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7. STATISTICAL INVENTORY CONTROL SYSTEM ¢ Statistical models

are uysed hy some firme to find out treir widely spread distritution
system with the belp of computers etc., It helps the manajement in
tsking thre inventory menajement decisions, Rut this system is valid
only if the sufficient information for cost comparisen is available
and the date hes accurately been compiled otheruise it ies very diffi-

cult tn Ffind out the 2lternatives,

R, BUDGETARY CONTROL SYSTEM, : Under this system, inventory
hudgets are prepared end then compared with the actual caonsumption
figures. Through budgets, inventorv consurption and levels are co=-
ordinated with the expecte! usege, It serves the purprse of contrnle
l1ing cash and dehtors position., The inventnry hudget is a8 plan for
investingy funds in stock at regular intervals via raw mrteriale,

vork-in-progress and finished stocks,

9, INVENTORY REPORT ¢ It is necessary for an effective
cantrol of inventories that the management should be kept auare »f
the latest etonck position of different items., This is usually done
by making periodic irmventory reports, These reports should provide
certain types of infaormation necessary for the managerial action.
Wherever necessary on the hasis of these reports msnagement may take
corrective measures, The rejular reportiny reduces the chances of

lapse in the edministration of inventories,

10, EVALUATION THROU.H SELECTE » INVENTORY RATIOS
One important techninue of inventory control is to use ratis snalys-

is, Different ratios canbe computed as regards t» inventory =such as

inventnry turnnver ratin, average inventory to total assets and in-
ventory consumption rete, These ratins provide a hroad fFpame unrk

for the control and provide the hasis for feature decisinns reqjarda
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ing inventory control, The ratios provide a roujh indication of when
inventary level are goin) tn the high, Fven {f it appears from the
ratio that the levels are tno high there mijht be a perfectly gnnd
reason uwhy the hijh level of inventory is bein) maintained, The ratio
also indicate the e2itustion end trend, They 2re nnt as end irn theme-
elves hut only a meane of saund inventory management,

The fnllowiny ars the seme important ratios of inventory

contrnl,
Net Sales

1. Inventory Turnover =
Aversje Invenbkory .

Cost of R,M.,Consumed

2. Raw Materials Inventory Turnover =
Averaje R.M, Inventory,

Cost of Production

3. Work=-in-process Inventory Turnover =
Average W.i.P. Inventory

Cost of F.3.501ld

4, Finisherd Soods Inventory Turnover =
Averaje F,G.Inventnry,

Cost of C.S.consumed

5. Consumable Stores Inventory Turnover =
fveraje C,S5, Inventory,

RAvereje Inventory
6, Percentage of Inventory Turnover = X 100
Net slaes

ARveraje R,M,Inventory
7. Percentage of R,M,Inventnry Topnover = X 100
Cost of R,* Concumert

Averaje W i p Inventary
8. Percentaje of W.1,P.Inventory Turnover = X400
Cost of production

9, Percentage of F.i.Inventory Rverage F,.:,.,Inventory
Turnaver = x 100
Cost aof F.:.5014d

10. Percentage of C.S,Inventory Average C,.S.Inventory
Turnover = X 100
Cast of C.S.Consumed.
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9, INDUSTRY NORMS FOR INVENTORIFES (TONDON GROUP REPORT) ¢

Considershle dialogue and unending dehate is still in projress, enn=-
cerning the inventory norms or st~ndards prescrihed by Tondon Study
Sroup and accepted by the Reserve Bank of India for implementation
in 15 major industries, from the clear premise that bank credit is
a tool of resource sllocation in the secaonomy and taking note of the
pressinj claims from priority seéfora recognised by Sovernment and
the Reserve Bank = . the study group spotted the need to "Curb any
tendency on the part of borrowers to built up undue inventories or
to misdirect credit".29 The types of inventery from this critical
anjle, got identified as -

1. Flabhy Inventory, atteibutahble to unsound working capi-
tal mrna2jement -nd inefficient distribution,

2, Profit making inventory, uwhere the stocks of raw mater-
jals or finished goods 2re looked upon &s sources of stock profits,
via induced scarcity.

3, Safety inventory, by way of a rathter liheral insur2nce
against failures in supplies or obrapt spurts in demand, etc,

4, Normal inventnry, as related tn the prnduction plan,
procurement lead timé, rate of consumption economic erderingy levels
end esimilar factors of effective inventory managerent,

5. Fxcessive inventory, induced by reasnns beyond control

such 8s strategic importe, etec,
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