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Chapter preview

In this chapter, we focus on working capital and explain why its effective 
management is important to the fi nancial success of entities. We also look at the 
concept of the cash-conversion cycle and its component elements. Emphasis is 
placed on the need for effi cient management of the cash-conversion cycle with par-
ticular attention being paid to the management of inventories, debtors and creditors.  
A number of techniques that can be employed to help in this regard are discussed.

 

The meaning and importance of working capital

Nature of working capital

Working capital is the name given to the short-term resources (current assets) owned 
by an entity, and the short-term funding (current liabilities) that it uses to fi nance 
these resources. Typically, the value of the current assets of an entity will exceed the 
value of the current liabilities, leading to working capital representing a net invest-
ment. As with any other investment, an entity should only invest in working capital 
insofar as such an investment will lead to returns greater than those that could be 
obtained from alternative forms of investment. Working capital can be analysed into 
four main constituent elements, as shown by the following equation:

  Working capital  =  Stock  +  Debtors  +  Cash – Creditors (6.1)

Stock (inventories), debtors and cash are the most common forms of current asset, 
and the term creditors is used as a shorthand representing all forms of current 
liabilities. Later in this chapter we discuss the management of each of the different 
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