The Working Capital Concept

Philip E. Fess

HE measure of working capital has
I long been accepted as a useful tool for
financial analysis. Yet a critical re-
view of the structure of this concept, as it
is currently applied, raises some very seri-
ous questions concerning its validity as a
measure of current position, This paper
examines the foundation upon which this
concept rests, in an effort to improve ac-
counting reporting and analysis.

Nature of Working Capital

The core of the working capital concept
has been subjected to considerable change
over the years. A few decades ago the con-
cept was viewed as a measure of the debt-
or's ability to meet his obligations in case
of liquidation. The prime concern was with
whether or not the current assets were
immediately realizable and available to
pay debts in case of liquidation. In apply-
ing this measure a one-year period was
frequently used to classify assets and
liabilities as current; that is, current assets
were those realizable and current liabilities
were those due within one year.

The focus of attention in recent years
has shifted from this liquidation point of
view towards the “‘operating cycle’” point
of view. This view emphasizes the ability
of the firm to pay its maturing obligations
from the funds generated by current opera-
tions.

Accounting Research Bulletin No. 43
characterizes working capital as a “margin
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or buffer for meeting obligations withi.
the ordinary operating cycle of the bu.
ness.””! In this sense, working capital is.
static measure, that is, the amount
working capital at a particular point
time is a measure of the “‘margin or buffe:
for meeting currently maturing oblip.
tions,

There is little question that credit gram
ors, management, stockholders, and othut-
have a need for an analysis and evaluatio:
of working capital. At a minimum tw
types of analysis can be provided: (1) the
presentation of the amount of workin
capital at a particular point in time toir
dicate a rough measure of the “margin o
buffer” presently available to meet cur
rently maturing obligations (static anil
ysis), and (2) the presentation of the flo¥
of working capital for past periods and the
expected flow covering future periods (dv
namic analysis). Is the present concept
working capital useful from both of thex
views?

Deficiencies in the Working Capital Coneel
It is not the purpose of this paper I
Researi”

Bulletins,” 1961 (New York: American Instilut o
Certified Public Accountants), p. 20.
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te and enumerate all of the deficien-

. and inconsistencies within the present
ﬁ.amework of the working capital concept.
pstead, representative deficiencies asso-
aated with the present concept arc briefly
jescribed to establish the thesis that the
arrent concept of working capital is not
wtirely logical.

Accounting Research Bulletin No. 43 de-
iges the operating cycle:
Tte ordinary operations of a business involve &
dreulation of capital within the current asset
poup. Cash is expended for materials, finished
parts, operating supplies, labor, and other factory
grvices, and such expenditures are accumulated
i inventary cost. Inventory costs, upon sale of
the products to which such costs attach, are con-
verted into trade receivables and ultimately into
ash again. The average time intervening between
the acquisition of materials or services entering
this process and the final cash realization consti-
wtes an eperafing cyele.?

Application of this definition permits
the operating cycle to vary significantly
among industries, For example, current
ssets may include inventories that have
been held for years, as in the case for dis-
filery firms, or they may include inven-
tories that are turned over many times
within a year, as in some retail firms. The
wer of financial statements must there-
fore use a different set of standards to
guide him in the analysis of working cap-
ital for various industries. If working cap-
ital analysis is viewed in the static sense,
the amount of “margin or bufier” for meet-
ing current obligations for one firm is not
comparable to the amount of “margin or
bufier” for another firm in a different in-
dustry because of the variance in the
operating cycle. If working capital analysis
i5 viewed from the flow of funds stand-
point, the same limitation applies. This in
itself is not an overwhelming objection to
the current working concept; but other
limitations exist.

Current assets include such resources as
Prepaid insurance, interest, rents, adver-
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tising, and operating supplies. There is
some inconsistency in the inclusion of a
three-year prepaid insurance premium,
for example, as a current asset while ex-
cluding machinery und equipment havinga
three-year life. The reasoning used to jus-
tify inclusion of certain prepaid items in
the current asset category scems to be that
if the services had not been paid for in ad-
vance, they would require the use of cur-
rent assets during the operating cycle.
This argument is equally applicable to
many other assets not presently classified
as current, For example, if machinery and
equipment with a three year life is pur-
chased with current assets, the acquisition
has the same effect on the flow of funds and
on the real “margin or buffer’’ to meet cur-
rent obligations as does the acquisition of
a like amount of prepaid insurance. In
terms of the influence on both liquidity
and flow of funds, there appears to be no
significant basis for distinguishing between
the two acquisitions. Jf classifying these
two expenditures in separate categories
serves a useful purpose in describing the
nature of the resource available for use by
the enterprise, this is one matter; but per-
mitting such classification to influence the
measure of working capital seems unfortu-
nate and raises a question regarding the
soundness of the present working capital
concept.

From another point of view, some of the
resources currently classified as current
assets have characteristics of fixed proper-
ties. Accounts receivable and inventories,
although they may turn over several times
a year, have the permanency characteris-
tic of plant assets in that as individual
items of current inventories are sold and
specific accounts receivable are coliected,
they are replaced by other items in a con-
tinuing cycle. In this going-business sense,
there tends to be required a minimum

2 Thid., pp. 20-21.
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permanent commitment of capital in re-
ceivables and inventories. Likewise, the
current liabilities of a going concern repre-
sent a more or less permanent obligation
in the going-business sense. For the going
concern, trade payables owed in the present
are constantly being replaced by other
short-term obligations. This leads to an
interesting point when considering the
“margin or buffer”” for meeting obligations
within the ordinary operating cycle.

Tust how invalid is the measure of the
amount of working capital as it is presently
computed as an indicator of this “margin
or buffer’”? In other words, what is the dif-
ference between the amount of resources
that will become available from the current
assets and the amount of resources that
will be required to meet the current liabil-
ities? Does the difference between the
balance sheet amount of current assets and
current liabilities indicate this ‘“margin or
buffer”? The amount of resources that will
be provided by the current assets is not
necessarily the recorded amount. To llus-
trate, it is not the current amount of in-
ventories that should be considered in com-
puting the amount of working capital. For
one thing, when this inventory is sold it
will probably have to be replaced. Within
the limits of price-level changes, changes
in level of operations, and other similar
limiting factors, the cost of inventories in-
cluded in current assets will be offset by
costs for replacement and accounts pay-
able. Any “margin or buffer’” arising from
the acquisition and sale of inventory is
represented by the excess of the sales price
over the cost to replace the goods. There-
fore, to include the current amount of in-
ventory cost in the computation of the
amount of working capital does not pro-
vide the best measure of the “margin or
buffer” to meet maturing obligations
within the ordinary operating cycle. If,
instead, the amount of resources that will

The Accounting Review, April 10,

be provided by the current assets wer,
used in this computation, the usefulness ¢
the working capital concept might be im.
proved. This would lead to reflecting in.
ventory on a present-value basis, i.e., ng
realizable value for purposes of working.
capital analysis.

The problem of the proper “valuation”
of current assets and current liabilities for
purposes of working capital analysis be.
comes more apparent if the valuations
presently assigned to the individual items
of current assets and current liabilities an
critically examined. For example, some of
the current assets may be stated at cost
(prepaid items), some may be reflected at
market (marketable securities), some may
be stated at lower of cost or market {inven-
tories), some at realizable value (accounts
receivable less allowance for doubtful ac-
counts), and some at current value {cash).
This inconsistent valuation can only
weaken the validity of working-capital
analysis. For working-capital analysis, the
amount of current assets can best be ex-
pressed on a net realizable value basis.

This rather brief analysis of the under-
lying characteristics of the current working
capital concept can be summarized by
stating that the present concept of work-
ing capital may need to be defined to en
hance the usefulness of accounting as a tool
for use in financial analysis.

One step that can be taken towards the
evolution of a more meaningful and useful
measure of working capital is to examint
closely the purposes served. What data art
needed by the short-term creditor, bY
management, and by others who are con-
cerned with working capital analysis? The
next step would call for revision of the
present concept to provide this data in the
most useful format. Such a study might
well lead to a renovation of the balance
sheet and a more extensive use of the funds
statement.

[
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Wuted Balance Sheet?

The present classification of halance
t items into current asset and current
ability categories leads logically to the
mparison of these groups. As discussed
Jpove, the manner in which this compari-
an s often made and the resulting deter-
gination of working capital and its use in
inancial analysis can be misleading if the
ymitations inherent in the concept are not
ally ynderstood and taken into account.
1o improve the over-all interpretation of
the financial position, two broad classes on
(be balance sheet are proposed: resources
wnd equities. These two classes can he sub-
divided. The number and limits of each
whclass would be determined by the dif-
lerences among the individual resources
and equities. Each class would therefore
locus on similarities within the resources
and equities. No attempt would he made
nor implication given that would lead to
the practice of relating individual resource
items to individual equity items. For ex-
ample, the following subclasses might he
used:

Resources Fquities

Ohligations requiring
payment currently

Obligations recuiring
pavment in the future

Stockholders’ caunity

Cash resources

Inventories

Mher short-lived resources
g-term investments

{nher long-lived resources

The cash resources would include cash
and claims to cash expressed in current
tealizable figures. These would include
marketable securities and receivables.
These resources represent a category of Hike
Tesources of cash or near cash items. In-
ventories would be set out as a separate
fategory becausc they represent a resource
o be sold by the enterprise that should
Yeld cash in an amount in excess of carry-
g valye.

Long-term investments would also be
%tout as a separate category because these
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resources arc not directly identified with
primary enterprise activities and are not
similar to cash resources or inventories.
Likewise, the classification of the remain-
ing resources would stress the nature of the
resources, that is, how they will be utilized
hy the enterprise. To keep this article fo-
cused on its main thesis, the division of the
resources will be concluded by merely set-
ting up two additional categories other
resources to be used in the short run and
other resources to be used over the long
run. To distinguish the short run from the
long run, a cut-off perind of one year might
facilitate financial analysis since the fiscal
year is & common period for financial re-
porting. An important point is that there
would be no implied relationship between
any specific resource and any specihe
equity interest. {A relationship such as spe-
cific resources pledged as security for debt
could be disclosed parenthetically. This
point is discussed again in the following
paragraph.)

The equity interests frequently referred
to as liabilities would be classified as obli-
gations requiring payment currently and
obligations requiring payment in the future.
In this way there will be no implied rela-
tionship between any one resource group
and any specific equity group, This is as 1t
should be. Currently maturing obligations
can be met by many means—payment
from cash on hand, payment from cash
arising from the sale of inventories, crea-
tion of other currently maturing obliga-
tions, creation of long-term obligations,
and sale of stock, for example. Even in sit-
uations where specific assets are pledged as

3 Proposals to renovate the balance sheel have been
suggesied by many writers. Foran interesting discussion
on this lopic see William A, TPaton and William A.
Paton, Jr., Corporation  Accounts and Stalemenis,
Chaptet 14. The authars’ presentation of a “gequence”
form of statement of financial position is an atlempt 10
make the statement clearer and more intelligible for the
reader.
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security for debt, this classification would
be followed. From the going-concern view-
point, such a pledging of assets is largely
irrelevant. Thus, this relationship can hest
be disclosed by a parenthetical note to the
halance sheet. Again the period of one year
to distinguish between current and long-
term obligations might best serve financial
analysis.

The equities section would be completed
by the stockholders’ equity classification
to represent the interests of the stock-
holders in the resources of the enterprise.
Again there is no implied relationship be-
tween this equity interest and any specific
resource. From the going-concern view, all
stockholders’ equity interests rank equally
as relates to claims in resources.

Such a classification of balance sheet
items which suggests the manner in which
the resources will be used by the enterprise
would better highlight the resources avail-
able for use by the enterprise than does the
present classification. The equities in the
enterprise resources would be shown by
category of interest. The confusion that
may result from the present classification
of balance sheet items would be avoided.
No lenger would current liabilities, for
example, be defined as obligations whose
liquidation is reasonably expected to re-
quire the use of existing resources properly
classified as current assets or the creation
of other current liabilities. Short-term ob-
ligations would indicate debts that must
be settled currently. Obviously, therc are
many means of settling these debts. Such
illogical relationships as the implied avail-
ability of prepaid items such as insurance
and operating supplies to satisfy current
liabilities would be avoided. All such re-
sources would be classified according to
the service they will provide for the enter-
prise.

S
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More Extensive Use of Funds Stalemen.

The revised classification of the halay
sheet should facilitate interpretation
working capital analysis. However, .
effective working-capital analysis ny,.
more 15 nceded. The determination .-

“margin or buffer’” available to mect ¢+ -
rently maturing obligations can be helpj.

in working capital analysis. A report |
dicating the flow of working capital durin:
past periods would also be useful. In y!
dition to the usual funds statement, .
statement indicating the anticipated flo
of funds for future periods would he esp
cially useful for long-range planning. Ir
other words, a combination of reports ir

dicating the amount of working capitul :

the flow of funds during past periods, and
the expected flow of funds covering futur:

periods might provide the basis for «
thorough evaluation of the working-capital

position.
Conclusion

The proposed renovation of the balance
sheet obviously needs considerable thought
hefore all the various resources and equitics
are given proper identification. The point

remains however that the present classili- °

cation of balance sheet items, especially
working capital items, may lead to difficult
if not erroneous conclusions about the
financial position. The present classifica-
tion of balance sheet items should be care
fully studied in an attempt to provide a
more useful statement for interpretation
by the user.

The use of a funds statement covering
past operations is useful in making finat-

cial decisions related to working capital-

However, adding projected funds stat®
ments to historical funds statements might
provide even better data for making finar
cial decisions.




