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Working Capital Cycle Ratios

Introduction

Working capital cycle ratios evaluate how efficiently a company converts inventory and receivables into
cash while managing its payables. These metrics provide insight into operational efficiency, the speed of
cash movement through the business, and the amount of capital tied up in day-to-day operations. They
are essential for understanding short-term liquidity and cash flow dynamics, helping businesses optimize
liquidity, reduce financing needs, and strengthen overall financial performance.

Why These Ratios Matter
Working capital cycle ratios are important because they:
e Measure how long cash is tied up within operations
¢ Identify delays in customer collections or credit management issues
e Highlight slow-moving or excess inventory levels
e Evaluate the company’s ability to manage supplier payment terms
e Provide insight into operational liquidity and cash requirements

e Support assessment of business scalability and working capital efficiency

Key Metrics

Core working capital cycle metrics include:
e Days Sales Outstanding (DSO)
e Days Inventory Outstanding (DIO)
e Days Payable Outstanding (DPO)
e Cash Conversion Cycle (CCC)

Core Formulas
o Days Sales Outstanding (DSO) = (Accounts Receivable + Revenue) x 365
o Days Inventory Outstanding (DIO) = (Inventory + Cost of Goods Sold) x 365
o Days Payable Outstanding (DPO) = (Accounts Payable + Cost of Goods Sold) x 365
e Cash Conversion Cycle (CCC) = DSO + DIO - DPO

Computation Example

Sample Financial Data
e Accounts Receivable = $300,000
e Revenue = 53,000,000
e Inventory = $450,000
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e Cost of Goods Sold (COGS) = $1,800,000
e Accounts Payable = $200,000

Calculated Metrics
e DSO = (300,000 =+ 3,000,000) x 365 = 36.5 days
« DIO = (450,000 + 1,800,000) x 365 = 91.3 days
e DPO=(200,000 + 1,800,000) x 365 = 40.6 days
e CCC=36.5+91.3-40.6=87.2days

Interpretation Guidance
Receivables & Collection Efficiency
e Lower DSO - faster customer collections and stronger cash inflow
e Higher DSO - potential credit risk or weak collection processes
Inventory Management
e Lower DIO - efficient inventory turnover and demand alignment
e Higher DIO - excess inventory, slow-moving stock, or forecasting challenges
Payables Strategy
e Higher DPO - effective use of supplier credit and improved cash retention
e Lower DPO - faster payments, which may reduce available working capital
Overall Cash Cycle
e Shorter CCC - efficient operations and strong cash flow generation

e Longer CCC - cash tied up in operations, increasing funding requirements

How This Supports Decision-Making
For Management
e Optimizes credit policies and collection strategies
e Improvesinventory planning, purchasing, and demand forecasting
e Enhances supplier negotiations and payment terms
For Financial Planning
e Reduces reliance on external working capital financing
e Strengthens cash flow forecasting and liquidity management
e Supports efficient allocation of short-term capital
For Operational Efficiency
o Identifies bottlenecks in the cash conversion process
e Improves coordination across sales, operations, and procurement

¢ Enhances overall operational performance and profitability



