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19BAE711-WORKING CAPITAL MANAGEMENT
Operating Cycle

Introduction

The operating cycle, also known as the cash conversion cycle, is the period it takes for a
company to turn its inventory purchases into cash. This cycle is a key measure of efficiency
and liquidity, as it indicates how quickly a company can convert its resources into cash flows.

Components of the Operating Cycle

1. Inventory Period:
o Definition: The time taken to convert raw materials into finished goods and
sell them.
o Calculation: Average Inventory / Cost of Goods Sold per Day.
Management: Efficient inventory management reduces holding costs and
enhances cash flow.
2. Accounts Receivable Period:
o Definition: The time taken to collect cash from customers after the sale.
o Calculation: Average Accounts Receivable / Credit Sales per Day.
o Management: Effective receivables management involves timely invoicing
and follow-up on overdue accounts.
3. Accounts Payable Period:
o Definition: The time taken to pay suppliers for the inventory purchased.
o Calculation: Average Accounts Payable / Credit Purchases per Day.
o Management: Extending payables period without affecting supplier
relationships can improve cash flow.

Formula for Operating Cycle
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Importance of the Operating Cycle

o Efficiency Indicator: A shorter operating cycle indicates more efficient use of
working capital.

e Liquidity Measure: Helps in assessing the company's liquidity position.

o Cash Flow Management: Essential for planning and managing cash flows to ensure
smooth operations.

Strategies to Improve the Operating Cycle

1. Inventory Management: Implement just-in-time (JIT) inventory systems, optimize
reorder levels, and enhance demand forecasting.

2. Receivables Management: Establish clear credit policies, offer early payment
discounts, and use accounts receivable financing if necessary.

3. Payables Management: Negotiate better payment terms with suppliers and make
strategic use of trade credit.

Example Calculation
Consider a company with the following data:

Average Inventory: $50,000

Cost of Goods Sold: $300,000 per year
Average Accounts Receivable: $30,000
Credit Sales: $360,000 per year
Average Accounts Payable: $20,000
Credit Purchases: $240,000 per year

Inventory Period = $50,000 / ($300,000 / 365) ~ 60.83 days Accounts Receivable Period =
$30,000 / ($360,000 / 365) ~ 30.42 days Accounts Payable Period = $20,000 / ($240,000 /
365) = 30.42 days

Operating Cycle = 60.83 + 30.42 - 30.42 = 60.83 days

Production Cycle

Introduction

The production cycle refers to the time taken to convert raw materials into finished products.
It includes all processes involved in manufacturing, from procurement of raw materials to
final production.

Stages of the Production Cycle

1. Procurement of Raw Materials:
o Activities: Identifying suppliers, placing orders, receiving, and storing raw
materials.



o Management: Ensuring a reliable supply chain and maintaining optimal
inventory levels.
2. Processing:
o Activities: Conversion of raw materials into finished goods through various
manufacturing processes.
o Management: Streamlining production processes to reduce cycle time and
improve efficiency.
3. Quality Control and Inspection:
o Activities: Ensuring products meet quality standards through testing and
inspection.
o Management: Implementing stringent quality control measures to reduce
defects and rework.
4. Storage and Warehousing:
o Activities: Storing finished goods until they are sold.
o Management: Efficient warehousing to minimize storage costs and handling
times.

Factors Influencing the Production Cycle

1. Technology and Automation:
o Use of advanced technology and automation can significantly reduce
production time.
2. Workforce Skills:
o Skilled labor can improve production efficiency and reduce cycle time.
3. Production Planning:
o Effective production planning and scheduling can minimize downtime and
optimize resource use.
4. Supply Chain Management:
o Strong supply chain relationships ensure timely availability of raw materials.

Importance of the Production Cycle

e Cost Control: Reducing the production cycle can lower manufacturing costs.

« Efficiency: A shorter production cycle indicates higher operational efficiency.

e Competitive Advantage: Faster production cycles can enhance market
responsiveness and customer satisfaction.

Strategies to Optimize the Production Cycle

1. Lean Manufacturing: Implement lean principles to eliminate waste and improve

processes.

Automation: Invest in automation to speed up production and reduce human error.

Process Optimization: Continuously review and improve production processes.

4. Supplier Collaboration: Work closely with suppliers to ensure timely delivery of
raw materials.
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Example of Production Cycle Optimization

Consider a manufacturing company that reduced its production cycle from 30 days to 20 days
by implementing the following strategies:

e Lean Manufacturing: Adopted 5S methodology and kaizen events.

e Automation: Installed automated assembly lines.

e Process Optimization: Streamlined workflows and reduced setup times.

e Supplier Collaboration: Established just-in-time inventory system with key
suppliers.

Distribution Cycle

Introduction

The distribution cycle encompasses all activities involved in delivering finished products
from the manufacturer to the end customer. It includes order processing, packaging,
transportation, and final delivery.

Components of the Distribution Cycle

1. Order Processing:
o Activities: Receiving, validating, and fulfilling customer orders.
o Management: Implementing efficient order processing systems to reduce lead
times.
2. Packaging:
o Activities: Preparing products for shipment, including packing and labeling.
o Management: Using appropriate packaging materials to protect products
during transit.

3. Transportation:
o Activities: Moving products from the warehouse to the customer using

various transportation modes.
o Management: Choosing the most efficient and cost-effective transportation
methods.
4. Delivery:
o Activities: Final delivery of products to the customer’s location.
o Management: Ensuring timely and accurate delivery to enhance customer
satisfaction.

Factors Influencing the Distribution Cycle

1. Logistics Infrastructure:
o Availability and quality of transportation infrastructure affect delivery times.

2. Geographical Location:
o Distance between production facilities and customers influences transit times.

3. Inventory Management:



o Efficient inventory management ensures product availability for timely
shipment.

4. Customer Demand:

o Fluctuations in demand can impact distribution planning and execution.

Importance of the Distribution Cycle

Customer Satisfaction: Timely and accurate deliveries enhance customer satisfaction
and loyalty.

Cost Management: Efficient distribution reduces transportation and handling costs.
Market Competitiveness: Fast and reliable distribution provides a competitive edge
in the market.

Strategies to Improve the Distribution Cycle

1.

2.

Advanced Planning and Scheduling: Use demand forecasting and planning tools to
optimize distribution schedules.

Transportation Management Systems: Implement TMS to streamline transportation
and logistics operations.

Warehouse Optimization: Use warehouse management systems to improve picking,
packing, and shipping processes.

Collaboration with Logistics Partners: Build strong relationships with logistics
providers to ensure reliable service.

Example of Distribution Cycle Improvement

A retail company reduced its distribution cycle from 7 days to 4 days by:

Advanced Planning: Implemented demand forecasting tools to plan shipments more
accurately.

TMS Implementation: Adopted a transportation management system to optimize
routing and carrier selection.

Warehouse Optimization: Redesigned warehouse layout for efficient picking and
packing.

Logistics Partnerships: Partnered with reliable third-party logistics providers for
faster deliveries.

Summary

The Operating Cycle, Production Cycle, and Distribution Cycle are critical aspects of
business operations that impact efficiency, cost management, and customer satisfaction. By
understanding and optimizing these cycles, companies can enhance their competitiveness and
financial performance.

Operating Cycle: Focuses on converting inventory into cash and involves managing
inventory, receivables, and payables.



e Production Cycle: Involves the conversion of raw materials into finished goods and
emphasizes efficient production processes.

o Distribution Cycle: Covers the delivery of finished products to customers and
highlights the importance of logistics and transportation.

Conclusion

Efficient management of these cycles requires a strategic approach, leveraging technology,
optimizing processes, and building strong relationships with suppliers and logistics partners.
By doing so, businesses can achieve better operational efficiency, cost savings, and improved
customer satisfaction.



