




WITH INCREASED ECONOMIC PRESSURE, BUSINESSES ARE
SCRUTINISING EVERY ASPECT OF THEIR WORKING CAPITAL 
CYCLE TO ENSURE AVAILABILITY AND CERTAINTY OF CASHFLOW.
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Working capital needs can be a major drain or generator of cash
and it is therefore important to understand how much cash is tied
up in your business.

The management of working capital involves managing cash,
inventory, accounts receivable and accounts payable. An increase
in working capital indicates that a business has either:

• Increased current assets (cash, inventory and accounts
receivable) or

• Decreased current liabilities (accounts payable).



WORKING CAPITAL MANAGEMENT. 

In the current climate working capital for many companies may be the only 
real source of liquidity. Many businesses view working capital too narrowly and
tend to use short-term artificial fixes. For example, temporarily delaying
payments to suppliers or pushing customers on monies due. While these efforts
may increase cash in the short term, it is worth bearing in mind:

1. Continued delayed payments to suppliers may cause them to adjust their
prices up accordingly

2. It can also create uncertainty among key suppliers, causing problems in the
supply chain

3. Ultimately, customers can become dissatisfied.

Working capital management should therefore not be viewed as a means to
cover short-term funding gaps, but as a wider change management programme
to review internal processes. By focusing on it in this way, excess cash can be
released into the business to support the company’s production cycle and
improve risk management controls, whilst also improving liquidity.

This is particularly pertinent today when liquidity markets are restricted.
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CASH CONVERSION CYCLES.

It is important that there is a close
working relationship between the
accounts payable, accounts receivable
and procurement teams. 

This will allow the management 
team to understand the interaction
between the purchase to pay, order to
cash and stock cycles, which is vital to
continued success.
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Drivers of working capital performance are more often operational in 
nature than financial.

If we consider a company having trouble collecting monies due, whilst the
problem could simply be due to the accounts receivable team failing in their
duties, it could also be as a consequence of other issues such as:

1. A supplier providing faulty components which impact on the quality 
of the company’s products. This in turn affects reputation and causes
customers to withhold payments

2. Sales teams have been committing to extended payment terms but 
not sharing the information with the monies due department

3. Procurement being behind schedule leading to late deliveries to 
end customers.

These issues are not financial in nature but impact on the cash generation
within the working capital cycle and therefore extend far beyond the
balance sheet and the income statement.

The interaction of the cash conversion cycles is shown below:
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There are three key calculations which
allow the company to monitor and
analyse its working capital. We explore
these below to demonstrate how

managing these aspects of working
capital can maximise the cash
generation of the business.
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HOW THIS WORKS IN PRACTICE.

First, let’s look at the appropriate ratios:

1. Days Payables Outstanding (DPO) – This tells us how long a company
takes to pay its creditors.

2. Days Sales Outstanding – This details how fast a company is collecting
receivables.

3. Stock turnover – This calculates how many days, on average, stocks are
held in the business.

The net effect of these three processes will impact the working capital
requirements of the business.

To bring this to life, let’s look at a company that has been successful in
negotiating extended trade terms with its key suppliers.



What does this tell us?

• As we can see from the data, the business has improved its DPO from 70 to
81 during 2008. 

• This improvement means that the business has generated £1,412 more
cash in 2008 than it would have if DPO remained at the 2007 levels of 70.

The calculations below provide a breakdown as to how this was determined:

HOW THIS WORKS IN PRACTICE (continued).

Calculations

Step 1 Calculate DPO using the following formula: 

DPO     =        Payables                   For 2008:         10,620           =     81 days

(COGS/365) (48,015/365)

Step 2 Compare this to the amount of payables outstanding if 
DPO had remained at the 2007 level (ie 70 days) using the 
same formula:

70     =        Payables 

(48,015/365)

Step 3 Calculate the working capital released through the increase in
DPO from 70 to 81 days:

Working capital released   = 

2008 actual payables – reworked 2008 figure based on 70 days (step 2)

Working capital released   =   £10,620   – £9,208 

=   £1,412

2008 payables using the 

2007 DPO   =   £9,208

Whilst the company has negotiated new trade terms with its suppliers, the
company’s debtors are taking longer to pay them. Let’s look at the impact on
working capital.

Company information 2007 2008

Payables (creditors) 7,113 10,620

Cost of Goods Sold (COGS) 37,821 48,015

Days Payables Outstanding 70 81

All figures in £000s

Days Payables Outstanding
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What does this tell us?

• DSO have increased by 7 days to 56 days indicating that the company’s
debtors are taking longer to pay them.

• This increase means that the business has consumed £985 more cash
during 2008 than it would have done if it had kept DSO at the 2007 level.

The calculations below provide a breakdown as to how this was determined:

HOW THIS WORKS IN PRACTICE (continued).

Calculations

Step 1 Calculate DSO using the following formula:

DPO     =    Receivables                For 2008:           8,248           =     56 days

(Sales/365)                                       (54,105/365)

Step 2 Compare this to the amount of receivables outstanding if DSO
had remained at the 2007 level using the same formula:

49     =     Receivables 

(54,105/365)

Step 3 Calculate the working capital consumed through the increase
in DSO from 49 to 56 days:

Working capital absorbed = 

2008 actual receivables–reworked 2008 figure based on 49 days (step 2)

Working capital released   =   £8,248   – £7,263 

=   £985

2008 receivables using 

the 2007 DSO   =   £7,263

In addition, as part of the negotiations with suppliers, the company agreed to
take on more stock. Let’s look at the impact on working capital.

Days Sales Outstanding 

Company information 2007 2008

Debtors (Receivables) 5,752 8,248

Revenue 42,605 54,105

Days Sales Outstanding 49 56

All figures in £000s
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What does this tell us?

• Stock turn has increased by 6 days to 60 days indicating that they are taking
longer to turn their stock.

• This increase means that more cash has been consumed during 2008 than
if stock turn had remained at 54 days

The calculations below provide a breakdown as to how this was determined:

HOW THIS WORKS IN PRACTICE (continued).

Calculations

Step 1 Calculate Stock Turnover using the following formula:

Stock turnover =          Stock        For 2008:          7,935             =  60 days

(COGS/365)                             (48,015/365)

Step 2 Compare this to the amount of stock if stock turn had remained
at the 2007 level using the same formula:

54     =          Stock 

(48,015/365)

Step 3 Calculate the working capital absorbed through the increase in
stock days from 54 to 61 days:

Working capital absorbed = 

2008 actual stock – reworked 2008 figure based on 54 days (step 2)

Working capital absorbed    =    £7,935    – £7,104 

=    £831

2008 stock using the 

2007 stock turnover   =   £7,104

Stock (Inventory) Turnover

Company information 2007 2008

Inventory 5,586 7,935

Cost of Goods Sold 37,821 48,015

Stock Turn      54 60

All figures in £000s
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Net effect on working capital position

As the company was not rigorous in maximising the benefit the increased
trade terms gave them and chose to pass on the benefit, they required more
working capital at the end of the year. This was met from increased bank
funding lines.

Working Capital benefit from increase in DPOs 1,412

Working Capital reduction through increase in DSO  s (985)

Working Capital reduction through increase in Stock Turn (831)

Net cash outflow (404)

It is clear that companies that manage their monies in, monies out and stock
efficiently, have effective control on cash flow and liquidity management.
Whereas those that do not have sufficient practices and processes in place run
the risk of increased financial pressure particularly in a downturn.
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Those companies that demonstrate strong control over their working capital
cycle all tend to illustrate the same characteristics:

• People – trained, paid and rewarded for their contribution to working 
capital performance

• Policies – implemented and easily understood not just by finance but 
by all staff

• Processes – developed to take account of their impact on the entire
organisation, not just one function, and where possible are automated to
save time, improve efficiency and save costs

• Systems – flexible and adaptable to the organisation’s processes

• Measurement – co-ordinated focus on balance sheet as well as income
statement and the two should not conflict.

THE DOS AND DON’TS OF WORKING 
CAPITAL MANAGEMENT.

HOW THIS WORKS IN PRACTICE (continued).
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For companies that do not manage working capital effectively, a number of issues and warning signs
may arise. These include: 

Purchase to Pay

• Interest payments to
suppliers are increasing
through late payments

• More disputes being
logged

• Daily payment runs
rather than regular,
weekly or monthly

• Supplier list is rapidly
expanding

• Same supplier delivers
to different sites on
different terms

• No authorisation
procedure that requires
approval for non-
standard terms

• Credit limits have been
imposed on the
company by its
suppliers

• Discounts are not being
offered whilst pressure
to pay is increasing.

Stock Cycle

• Lack of visibility of all
inventory at all points in
the supply chain

• Little knowledge of
future orders

• Unsatisfactory
customer service levels

• Disputes between sales
and production over
product availability

• Increasing stocks in
response to unreliable
sources of supply

• Lack of warehouse
space despite flat/
declining sales

• Increase in obsolete
stock

• High level of
discontinued items.

Order to Cash

• Increasing bad debts

• Value of overdue debt is
increasing

• Increase in customer
complaints

• Quality issues

• Credit limits imposed
on customers

• Predictability on cash-
flow is deteriorating

• Backlog of unprocessed
invoices

• Billing problems – not
just speed but accuracy

• End of month scramble
to get cash in.

General Issues

• Payments not in line with sales terms – can you link payments to suppliers to when you receive
payment from your customers?

• Inaccurate information being delivered to management

• No key performance indicators or no cash-related key performance indicators

• No cashflow forecasting.

EARLY WARNING SIGNS.



IN A NUTSHELL.

1. WHEN TIMES ARE TOUGH, IT IS
INCREASINGLY IMPORTANT TO
UNDERSTAND HOW MUCH CASH IS TIED 
UP IN YOUR BUSINESS

2. THE DRIVERS OF WORKING CAPITAL
PERFORMANCE ARE OFTEN MORE
OPERATIONAL THAN FINANCIAL

3. WORKING CAPITAL MANAGEMENT 
SHOULD BE VIEWED AS A WIDER CHANGE
MANAGEMENT PROGRAMME TO REVIEW
INTERNAL PROCESSES.

WHERE TO GO FOR MORE INFORMATION.
If you would like to discuss any of these options further, please
contact your local Barclays Commercial Bank Relationship Team
or visit www.barclayscommercial.com
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