Finance Management

Managing Working Capital Ratios 
1. Working capital ratio = Current assets / Current liabilities
It is a key measure of the management of the Working Capital - can the business cover its short-term debts (shown in the Balance Sheet under Liabilities due within 12 months) with its short-term assets (shown in the Current Assets).
Current Assets are generally assets that can be quickly converted into Cash e.g. Debtors (by collecting payments due), Stock (by selling it), Short Term Investments (by cashing them in).
Generally, the ratio should be > 1 (Current Assets > Current Liabilities) but it really depends on the business e.g. a large retailer receives its cash at the point of sale, but pays the suppliers with 30/60/90 days credit, so the ratio may be less than 1 but the business still being solvent.  
If the ratio is very high, this may indicate inefficient management of one or more of the components of the working capital e.g. holding too much Stock or Cash or not controlling its customers’ payments (high Trade Debtors).

2. Acid test = (Current assets - Stock) / Current liabilities
This the Working Capital Ratio excluding Stock.  It is suitable when Stock is not easily converted into Cash i.e. (when the nature of the business means goods are held in Stock for a long time before being sold.
   
3. Debtor days = (Trade debtors / Sales) x 365
[bookmark: _Hlk534828369]The average time taken to receive payment from a customer of a debt.  Is it what you would expect for the business?  Too high indicates expensive money is tied up customers’ bank accounts.
It is an average figure, and may be distorted by a small number of large customers who are slow payers.
If the number is increasing, it could indicate poor credit control (or vice versa).
    
4.Creditor days = (Trade creditors / Purchases) x 365
The average time taken by the company to pay its suppliers.  Is it what you would expect for the business?  Too high indicates potential funding problems in the business.
It is an average figure, and may be distorted by a small number of large suppliers.
  
[bookmark: _Hlk534705265]5. Stock days = (Stock / Cost of Sales) x 365
[bookmark: _Hlk534828805]The average time an item is held in stock.  Is it what you would expect for the business?  (Fishmonger vs car sales business.)  
Too high indicates expensive money is tied up in slow moving or obsolete stock.
If the number is increasing, it could indicate poor management of the Stock.
