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After this session, you should …

•
…

 know
 the basics of w

orking capital and w
orking capital requirem

ents. 
•

…
 be aw

are of the im
pact of supply chain decisions on w

orking capital.
•

…
 know

 how
 to calculate the cash-to-cash cycle.

•
…

 be able to interpret the cash-to-cash cycle.
•

…
 understand the difference in analyzing w

orking capital and the cash-to-
cash cycle.
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Agenda

1.
W

orking C
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W
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W
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 operations
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W
orking C

apital (W
C

)

•W
orking C

apital 
•

A
basic m

easure ofboth a
com

pany's efficiency and its short-term
 

financial health
•

Tightly coupled w
ith “net w

orking capital” or “w
orking capital ratio”

•W
orking C

apital = C
urrent A

ssets –
C

urrent Liabilities

•P
rim

ary com
ponents: 

•
A

ccounts R
eceivable, Inventory, A

ccounts P
ayable

•
C

ash, S
hort Term

 Investm
ents, S

hort Term
 D

ebt
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Supply Chain can im
pact these
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Som
e

exam
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W
hy is W

orking C
apital im

portant?

•W
orking C

apital Æ
the resources being used for daily operations 

of the business 

•A
nalyzing W

orking C
apital 

•
P

ositive W
orking C

apital if C
urrent A

ssets > C
urrent Liabilities

•
N

egative W
orking C

apital if C
urrent A

ssets < C
urrent Liabilities

•
W

hich is better?
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Positive W
orking C

apital

•P
ositive W

orking C
apital enables the firm

 to continue its 
operations and to satisfy both m

aturing short-term
 debt and 

upcom
ing operational expenses 

•Basically…
.they can pay their current bills w

hen due
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N
egative W

orking C
apital

•
S

om
etim

es called a w
orking capital deficiency (or deficit)

•
N

egative w
orking capital m

eans that there are not enough current assets 
(cash, accounts receivable, inventory) to satisfy their current liabilities 
(accounts payable, m

aturing short-term
 debt and upcom

ing operational 
expenses) 

•
This can be good or this can be bad

•
G

ood: com
pany collects revenues before having to pay for m

aterials used to generate 
the revenues.

•
Bad: com

pany cannot convert assets into cash quick enough to pay off liabilities.  A 
com

pany can have assets & profits but lack liquidity if assets can’t readily be converted to 
cash.
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M
anaging N

egative W
orking C

apital

•A N
egative

w
orking capital situation (C

A < C
L) can be m

anaged if:
•

The non-cash portion of w
orking capital –

accounts receivable, accounts 
payable –

are actively used
•

The firm
 operates w

ith O
PM

 (other people’s m
oney)

•
G

et paid by custom
ers before you have to pay suppliers

•
For exam

ple, in subscription-based revenue businesses (such as 
new

spapers) –
the com

pany gets paid in advance, long before the firm
 

has to deliver the services or pay suppliers
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W
orking C

apital R
equirem

ents

•
H

ow
 m

uch w
orking capital is necessary to properly operate?

•
Enough w

orking capital is.…
.enough to:

•
O

perate the business
•

Serve the custom
ers

•
D

eal w
ith som

e variation in cash flow
s

•
“Too m

uch” –
they are not an efficient user of resources 

•
“N

ot enough” –
m

ay indicate potential cash flow
 problem

s if the tim
ing of cash flow

s is 
delayed, accelerated

•
B

ut to fully understand these needs, one w
ould need to understand the tim

ing 
of the operational cash flow

s
•

From
 the tim

e of purchasing m
aterials to production and sale of product

•
From

 the tim
e of purchasing m

aterials to the tim
e of paym

ent to suppliers
•

From
 the tim

e of product sale to collection of paym
ent from

 custom
er
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O
ptions for M

anaging W
orking C

apital

•C
ollect receivables quickly
•

C
onsider creating sales term

s and conditions to provide incentive to pay 
early (e.g. 2%

 discount if paid w
ithin 10 days)

•S
tretch out payables as long as possible –

but bew
are of 

dam
aging supplier relationship

•
C

onsider creating purchasing term
s and conditions to establish 60 or 90 

day payable cycle
•M

aintain inventory levels at low
est level to service the business 

need
•P

ossibly convert current liabilities to long-term
 liabilities
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W
orking C

apital & S
C

M

•
S

C
 responsible for one prim

ary com
ponent of W

C
•

Inventory

•
S

C
 has im

pact on tw
o other prim

ary com
ponents

•
Accounts R

eceivable
•

Accounts Payable

•
S

C
 actions

•
M

aintain m
inim

al but necessary inventory levels to serve business needs w
hile keeping 

inventory ‘fresh’ / ‘current’
•

Support policies and term
s that allow

 quick collection of receivables
•

Support policies and term
s that delay paym

ent to suppliers (w
hile m

aintaining supplier 
health)
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S
C

 Finance P
ractices &

 Im
pact on W

C
SC

Fin
an

ce
 P

ractice
A

d
van

tages
&

 D
isad

van
tages

Extended paym
ent term

s from
 suppliers

Longer tim
e

to pay supplier helps W
C but 

m
ay com

e at the expense of higher unit 
cost

Discountfor early paym
ent by custom

ers
Faster paym

ent from
custom

er increases 
cash in W

C but low
errevenue from

 
discount hurts operating profit

Finance Raw
 M

aterials&
 W

IP purchases for 
sm

all suppliers
Assures supply but this increases

liabilities 
raises cost &

 W
C requirem

ents
3PL finances Vendor M

anaged
Inventory 

(VM
I)

Low
er inventory

recorded on books 
reduces W

C requirem
ents but 3PL adds to 

operating cost
Discount for early paym

entto suppliers
Low

ersunit cost but reduces cash 
available to satisfy liabilities

Extended
paym

ent term
s for custom

ers
M

ay help get additional volum
e from

 
custom

erbut increases W
C requirem

ents
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C
ash C

onversion C
ycle (C

C
C

)

•C
ash C

onversion C
ycle

•
A

lso know
n as the "cash" or "operating" cycle.

•
A liquidity m

easure.
•

E
xpresses the am

ount of tim
e (in days) that a com

pany uses to sell 
inventory, collect receivables and pay its accounts payable.  

•
M

easures the num
ber of days that a com

pany's cash is tied up in the 
production and sales process of its operations, and the benefit it gets from

 
paym

ent term
s from

 its creditors. 
•

The shorter the cycle, the m
ore liquid the com

pany’s w
orking capital 

position. 
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C
ash C

onversion C
ycle (C

C
C

) C
om

ponents

•C
ash C

onversion C
ycle = D

IO
 + D

S
O

 -D
P

O

•
D

ays of Inventory O
utstanding (D

IO
) m

easures how
 long it takes a 

com
pany to turn inventory into sales.

•
D

ays of S
ales O

utstanding (D
S

O
) m

easures how
 long it takes a 

com
pany

to receive paym
ent on A

ccounts R
eceivable.

•
D

ays of P
ayables O

utstanding (D
P

O
) m

easures how
 long it takes a 

com
pany to pay its A

ccounts P
ayable.
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C
ash C

onversion C
ycle (C

C
C

) C
om

ponents
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D
ays of Inventory O

utstanding (D
IO

)

•D
IO

 = (Average Inventory/C
ost of S

ales*) x 365

•
A financial m

easure of a com
pany's

perform
ance

that tells investors how
 

long it takes
a com

pany to turn its inventory (including raw
 m

aterials and 
W

IP
) into sales. 

•
Som

etim
es called D

ays Sales In Inventory (D
SI)

•
E

quals the average inventory divided by C
ost of S

ales per day
•

Inventory is recorded at cost, so C
ost of Sales is used

•
W

hich is better?  H
igh D

IO
 or low

 D
IO

?  P
ros and C

ons?
•

In general, a low
er/shorter D

IO
 is better, but it varies by industry.  B

est to 
understand reasons for high/low

 D
IO

…
.

•
But a firm

 m
ay choose to have a higher D

IO
 recognizing the need for a longer 

production and sales cycle for custom
 products for exam

ple
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D
ays of Payables O

utstanding (D
PO

)

•D
P

O
 = (Average A

ccounts P
ayable/C

ost of S
ales) x 365

•
A com

pany's average payable period
•

D
P

O
 is an indicator of how

 long a com
pany is taking to pay its trade 

creditors. 
•

A
ccounts P

ayables to suppliers are recorded at cost of the m
aterials, so 

C
O

G
S

 (C
ost of S

ales) is used.
•

W
hich is better?  H

igh D
P

O
 or low

 D
P

O
?  P

ros and C
ons?

•
W

hen w
ould it m

ake sense to have a low
 D

P
O

?
•

In general, a longer D
PO

 is better, provided the firm
 is not dam

aging the relationships 
w

ith suppliers or supplier perform
ance by extending the paym

ent
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D
ays of Sales O

utstanding (D
SO

)

•D
S

O
 = (Avg

A
ccounts R

eceivable/Total S
ales*) x 365

•
M

easure of average # of days that the com
pany takes to collect revenue 

after sale
•

D
S

O
 is typically looked at either quarterly or yearly (90 or 365 days)

•
A

ccounts R
eceivable are credit sales to custom

ers, so Total (credit) S
ales 

is used
•

W
hich is better?  H

igh D
S

O
 or low

 D
S

O
?  P

ros and C
ons?

•
G

enerally, a low
D

SO
 is better because it takes a com

pany few
er days to collect than 

having a high D
SO

•
A high D

SO
 m

ight indicate the firm
 providing financial support to suppliers…

or the 
need to sell to less credit-w

orthy custom
ers
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* If the business uses cash, then one should separate out credit 
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 cash sales because cash sales are not ‘outstanding’
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Back to
ourexam

ples
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A supply chain perspective on C
C

C
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Take aw
ay points

•
W

orking capital represents the resources utilized to operate the business
•

P
ositive w

orking capital is generally better than negative w
orking capital

•
But it depends on quality of inventory, tim

ing of cash flow
s

•
The supply chain has control of inventory and influence on tw

o other critical 
elem

ents of w
orking capital: accounts receivable and accounts payable.

•
D

IO
: D

ays of inventory outstanding
•

D
S

O
: D

ays of sales outstanding
•

D
P

O
: D

ays of payables outstanding
•

The C
C

C
 can provide useful input into the tim

ing of w
orking capital 

requirem
ents
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Jointly indicate how
 long a com

pany 
needs to finance its operations


