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Working capital is the fnancial lifeblood of an enterprise, and it’s 
often one of the biggest challenges. Historically, addressing the need 
for working capital has been an intensive process, but now a more 
streamlined approach is allowing companies to leverage their assets and 
secure funds at the lowest possible cost – and only when needed. 

With this new model, you begin by evaluating working capital needs based on current processes and terms. For discussion, we 
defne working capital as current assets minus current liabilities – the capital of a business used in day-to-day trading operations. 
Working capital solutions are needed when that formula yields a negative number. 

Cash-to-Cash Cycle 
A basic framework for assessing working capital requirements is the cash-to-cash cycle (illustrated below). 
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Suppose, for example, Superior Widgets, Inc., receives the components it needs for its 
fnished product from suppliers on day one and sells the fnished widgets on day 100. 
Superior Widgets doesn’t receive payment for its fnished products from customers 
until 30 days later – 130 days after the components were purchased. 

If the suppliers' sales terms call for payment within 30 days, there’s a 100-day gap  – 100 
days to be fnanced in the cash-to-cash cycle. If the cost of the components purchased 
from the suppliers is $3,650,000, and the average daily cost of goods sold is $10,000, with 
a 100-day cash-to-cash cycle, the company’s working capital need is $1,000,000. 

Superior Widgets cash-to-cash cycle example 
■ Working capital fnance gap = 100 days 

■ Cost of components from supplier = $3,650,000 

■ Average daily cost of goods sold = $3,650,000/365 days in a year = $10,000 

Working capital need = 100 days x $10,000 = $1,000,000 

If $250,000 in working capital is already on hand, the working capital defcit is 
$750,000. Options for narrowing Superior Widgets’ working capital gap might include 
negotiating more favorable credit terms from the suppliers and/or tapping into 
corporate profts. 

In this example, if the company renegotiated credit terms with their suppliers and 
extended them to 45 days, the cash-to-cash cycle would be cut to 85 days, resulting 
in an $850,000 working capital requirement. 

Minimizing Borrowing Needs 
Although various credit facilities are available to address working capital needs, the 
initial goal, as illustrated in the real-world examples at right, is to minimize the need 
for debt-based funding mechanisms. When borrowing is required, working capital 
credit facilities should be tailored to a borrower’s needs and circumstances to ensure 
the most advantageous terms are provided. 

Companies operating on tight margins that are initiating a relationship with a new 
fnancial institution generally can anticipate working capital needs collateralized 
by account receivables, product inventory or other tangible assets, along with a fair 
degree of bank oversight. As the banking relationship grows, and with a record of 
comfortable margins, companies can anticipate increased fexibility in working capital 
arrangements with reduced or no collateral requirements. 

A variety of cash fow processes and solutions should be available to minimize 
borrowing needs. An overall goal of a company should be to automate the cash 

Some ‘Real World’ 
Examples 
See how three business fnance 
professionals with a holistic perspective, 
rather than a product-centric view, 
have taken a fresh look at their working 
capital requirements and achieved 
positive results. 

1. Processed wood products 
distributor: The raw material this 
company uses (timber) requires a 
100-day aging period before it can 
be processed. Processing an order’s 
worth of the raw material takes 
another 20 days, whereupon it is sold 
to customers who were given 30-day 
payment terms. 

Although the company had to wait 
150 days after taking delivery of 
the raw material before receiving 
payment for the fnished product, it 
agreed to seven-day payment terms 
with its supplier, resulting in a 143-
day cash-to-cash cycle – nearly fve 
months. An analysis revealing the high 
cost of this arrangement prompted 
a renegotiation of the company’s 
payment terms with its supplier, 
resulting in a substantial reduction in 
its working capital cost structure. 

2. Supplier to a big-box retail chain: 
The retailer requested a 30 day 
extension of its payment terms 
to 90 days. Because the retail 
chain was the wholesaler’s largest 
customer, it could not reject the 
request out of hand. However, a 
careful assessment of the working 
capital cost implications made it 
clear that, absent a price increase, 
granting the payment extension 
request was untenable. When 
the wholesaler quantifed the 

Continued on Page 5 
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Card products delay the 
need for purchasers to 
surrender cash to pay 
bills by 30 to 55 days. 

fow processes as much as possible and minimize manual intervention to improve 
effciency and reduce the potential for internal and external fraud. You want to 
accelerate receivables with systems that minimize manual processes and risk 
exposure, while increasing control, visibility and security. 

An example is the lockbox, a classic cash management tool. With this system, invoice 
payments are mailed to a bank-controlled post offce box at a central location to 
speed up mail and deposit processing time. 

Another example is remote deposit. Image-capture scanning systems allow companies 
to deposit checks electronically, saving a trip to the bank. 

Documentary services combine accelerated receipt of payment with a layer of 
security to guarantee payment. An example is a letter of credit in which the purchaser 
works with their bank to provide a guarantee of payment to the seller upon receipt of 
documentation establishing that the seller's goods have been shipped. 

A treasury interface with the fnancial institution is also essential to accelerating 
receivables. This enables corporations to know when funds are available and apply 
them where needed, such as to pay down credit lines or accounts payable. 

Managing Payables 
The fip side of accelerating receivables is managing payables effciently so funds 
aren’t disbursed sooner than necessary. A robust bank service menu will include a 
variety of tools to accomplish this goal. Payment card products, for example, enable 
suppliers to be paid (net of interchange fees) on time but postpone the purchaser’s 
cash layout for another 30-55 days. 

Same-day ACH payment service, while not often considered a credit product, 
enables last-minute payment for certain applications like payroll and/or just-in-time 
vendor payments. 

The Impact of Fraud on Working Capital 
As working capital and cash management solutions have grown in speed and 
sophistication, so have perpetrators of internet-based fraud schemes. The strain on 
working capital caused by criminal behavior can dwarf the impact of lax inventory 
management, unfavorable payment terms and loose cash management practices. 
Therefore, a holistic plan to optimize the use of working capital should include a 
comprehensive fraud detection and prevention strategy. 

Fraud prevention solutions come in a variety of forms, including: 

■ Positive pay services that require affrmative authorization for payments with 
established criteria, such as payment amount and payee name 
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■ Tokens given to authorized payers that generate unique codes required before an 
electronic banking transaction can be executed 

■ The Universal Payment Identifcation Code (UPIC), a unique account identifer 
issued by banks that enables companies to receive electronic payments without 
sharing confdential banking information 

■ State-of-the-art malware (malicious software) detection 

Self Check-up 
Take a fresh look at your working capital needs from a broader perspective. Start by 
considering the following indicators, which can reveal whether – and the extent to 
which – your current capital management strategy has room for improvement: 

1. Manpower dedicated to working capital management processes. Except 
in some complex situations, one or two fnancial professionals, working in a 
consultative relationship with the fnancial institution, should be able to handle 
these demands. 

2. Visibility into your working capital position. You should have access to real-
time reporting systems that enable you to ensure funds are made available only 
when needed, so that they otherwise can be applied to the most productive use. 

3. Interest expense. Determining whether interest expenses are higher than 
necessary can be accomplished by obtaining an analysis from a working capital 
solutions provider. 

When you have evaluated these indicators, all that remains is to identify a resource to 
provide an integrated set of solutions that help you meet your working capital needs 
and facilitate proftable growth. 

Continued from Page 3 

incremental cost it would incur and 
made it clear to the retailer that its 
request could not be granted, the 
retailer rescinded the demand. 

3. Dental supply company: One 
of the principal products supplied 
by this company costs thousands 
of dollars. The company asked its 
long-time lender for an increase 
in its credit line due to cash fow 
requirements. 

However, another banking team 
was given the opportunity to 
analyze the dental supplier’s 
fnancial needs and immediately 
focused on its inventory 
management. The team discovered 
the supplier was maintaining an 
excessive inventory of its most 
costly products and needlessly 
incurring high working 
capital costs. 

Working with the lender 
to streamline its inventory 
management, the company 
benefted in several ways. First, its 
borrowing needs were reduced. 
And second, with reduced interest 
expense, the company’s higher 
proftability improved its credit 
profle, making it eligible for lower 
cost and more fexible 
credit facilities. 
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