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About This Document 

This is the reasoning corpus for the Working Capital Manager. It exists to let the advisor explain a finding — why a 

condition matters, what usually causes it, what the owner's realistic options are, and what the trade-offs cost. It is 

not a rulebook. 

It deliberately contains no thresholds. Every numeric limit lives in the rule library, in one place, where it can be 

reviewed, versioned, and approved. A knowledge base that also stated thresholds would create two sources of 

truth and guarantee they eventually disagree. Where a section discusses a boundary, it explains what makes the 

boundary matter rather than where the boundary sits. 

Each section carries a stable identifier. Rules reference these identifiers, and the reference is validated at build 

time. Renumbering a section breaks that link, so identifiers are permanent — a retired section is marked retired 

rather than removed. 

Version 1 of this document failed the content review required by KBS-004: the same closing sentence appeared 

verbatim in all ten of its sections, making it a template rather than reasoning material. This version replaces it 

entirely. 
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Part I — Foundations 

WCM-KB-01   What Working Capital Is, and Why It Is Not Cash 

Principle   Working capital measures the resources tied up in running the business day to day, not the money 

available to spend. 

 

Working capital is the difference between what the business owns in short-term form and what it owes in short-

term form. Owners frequently read it as a measure of available money. It is not. A business can hold substantial 

working capital and still be unable to make payroll, because most of that working capital is sitting in a warehouse 

or on a customer's desk waiting to be paid. PM COMMENT: This is very true when the business holds a lot of 

receivables or inventory; i.e. cash is tied up and not converting into cash.  

The useful way to think about it is as the amount of money the business has locked into its own operations. Every 

unit of inventory on a shelf and every unpaid invoice is money the owner has already spent — on stock, on wages, 

on materials — and has not yet got back. Working capital is the size of that gap. 

This matters because the gap has to be financed by someone. Either the owner funds it from capital they 

contributed, or a lender funds it, or suppliers fund it by waiting for payment. There is no fourth option. When an 

advisor raises a working capital finding, the underlying question is always the same: who is paying for the money 

locked up in this business, and can they keep doing so? PM COMMENT: Another issues is returns – your working 

capital generates little or no return for the business compared to real hard investments such as equipment, vehicles 

which convert to revenues. So the real goal is to minimize the holding of working capital and put emphasis on 

converting returns from the long term investments int the business which can be CRM Systems, Marketing 

Programs as well as hard long term asset investments.  

WCM-KB-02   The Operating Cycle: From Outlay to Collection 

Principle   Every business has a period between spending money and getting it back, and that period must be 

funded. 

 

The sequence is the same in almost every business. Money goes out to buy stock or pay staff. Time passes while 

the product is made, held, or the service delivered. A sale occurs. More time passes while the customer pays. Only 

then does the money return. 

The length of that sequence is a structural characteristic of the business model, not a performance measure. A café 

collects at the point of sale and holds little stock; its cycle is close to nothing. A specialist manufacturer buying raw 

material, producing to order, and selling on trade terms may wait months. Neither is better run than the other — 

they are different businesses with different funding requirements. 

What makes the cycle worth measuring is that it scales. Double the sales of a business with a long cycle and you 

double the money locked inside it. That is why fast-growing businesses with healthy margins run out of cash: the 

cycle is consuming the growth. The cycle also explains why two businesses with identical profit can have entirely 

different funding needs, and why a lender will ask about terms and stock before asking about margin. 

WCM-KB-03   Working Capital Is a Financing Decision 

Principle   How much working capital to carry is a choice about risk and cost, not a fact about the business.  
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Owners often treat their working capital position as something that happens to them. It is closer to a policy. The 

terms offered to customers, the stock held, the speed of paying suppliers — each is a decision, and each has a cost 

on both sides. 

Carrying more working capital is safer and more expensive. Generous customer terms win business; deep stock 

prevents lost sales; paying suppliers promptly earns goodwill. All three consume money that could be doing 

something else, and money tied up in operations earns nothing. 

Carrying less is cheaper and more fragile. Tight terms and thin stock free capital, and they remove the buffer that 

absorbs a late payment or a delayed delivery. The right position depends on how volatile the business is, how 

replaceable its suppliers are, and how much tolerance the owner has for a bad month. 

The advisor's role is not to push toward either extreme. It is to make the choice visible, and to point out where the 

position appears to have been arrived at by accident rather than chosen. PM Comment: The goal is to hold 

sufficient levels of working capital to meet day to day operations with some measure of buffer built in for 

unexpected surprises. An example would be a safety stock of inventory or a cash cushion beyond covering just your 

month to month transactions only.  

WCM-KB-04   Why Growth Consumes Working Capital 

Principle   Growth requires money before it produces money, and the faster the growth the larger the gap. 

 

This is the single most common way a profitable small business gets into difficulty, and it is counter-intuitive 

enough that it needs stating plainly. Winning more business requires buying more stock, employing more people, 

and waiting for more customers to pay — all of which happen before the additional revenue arrives. 

The arithmetic is unforgiving. A business that must carry a given proportion of its sales in stock and receivables has 

to fund that same proportion of every additional pound of sales. Grow quickly enough and the funding 

requirement outruns the profit the growth generates, even when every sale is profitable. 

Owners rarely see it coming because the profit and loss account looks excellent throughout. Revenue is rising, 

margin is holding, and the business appears to be succeeding — which it is, operationally. The problem is entirely a 

funding problem, and it shows up in the cash position weeks or months after the growth that caused it. 

The practical implication is that a growth plan and a funding plan are the same document. Any forecast showing 

significant growth without a corresponding increase in funding, terms, or stock efficiency has an unexamined 

assumption in it. PM Comment: Think of Funding as the “enabler” that fuels your growth plans and you should not 

react to funding after you develop a plan for growth; you should be spending time on your funding on a regular 

basis just like you might spend time on a regular basis processing customer sales. In some cases, you have to build 

relationships with the sources of funding well in advance of getting the money or go through a process with several 

No responses before you get to a Yes response for a loan or investment from an outside investor.  

WCM-KB-05   Structural Needs Versus Temporary Strain 

Principle   A permanent working capital requirement and a temporary squeeze call for different remedies. 

 

Some working capital requirements are permanent. A distributor will always hold stock; a business selling on trade 

terms will always carry receivables. That requirement does not go away, it only grows with the business, and it 

should be funded with permanent capital — owner investment or long-term borrowing. 
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Other requirements are temporary. A seasonal build, a single large order, a delayed payment from one significant 

customer. These reverse on their own, and they are appropriately funded with short-term facilities that are drawn 

and repaid within the cycle. 

Confusing the two is expensive in both directions. Funding a permanent requirement with a short-term facility 

means the facility never clears, becomes effectively permanent debt, and is usually reviewed at the least 

convenient moment. Funding a temporary requirement with permanent capital leaves money idle for most of the 

year. 

When diagnosing a working capital finding, the first question is which of the two it is. The answer usually 

determines the recommendation more than the size of the number does. 
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Part II — The Five Drivers 

WCM-KB-06   Cash: The Buffer and Its Cost 

Principle   Cash is the only asset that meets an obligation, and holding it has a real but often overstated cost. 

 

Cash is the residual of every other working capital decision. Collect faster, hold less stock, or pay suppliers later, 

and the cash balance rises. It is the score, not a lever in itself. 

The reason to hold a buffer is that obligations arrive on fixed dates and receipts do not. Payroll, rent, and loan 

payments happen whether or not a customer paid on time. A buffer converts a timing problem into a non-event. 

The argument against holding cash is that it earns little and could be deployed. In a large business that argument 

has weight. In a small business it is usually wrong: the cost of holding a modest buffer is small, and the cost of not 

holding one — emergency borrowing, missed discounts, distraction, a damaged supplier relationship — is 

disproportionately large. Small businesses fail from illiquidity far more often than they underperform from excess 

caution. 

Where a forecast does show a persistently large balance with no stated purpose, the question is not whether it is 

wasteful but whether it is deliberate. An owner saving toward equipment or a hire has a good reason. An owner 

who has simply never asked the question has an opportunity. 

WCM-KB-07   Accounts Receivable: Revenue That Has Not Arrived 

Principle   A sale on credit is a loan to the customer, made at the seller's expense and usually without a decision. 

 

When a business delivers before it is paid, it has extended credit. The transaction is economically identical to 

lending the customer the invoice value for the payment period, at no interest, with no credit assessment, and 

often with no agreement about the term. 

Framing it this way changes the conversation. Most owners would not lend a customer money on those terms 

deliberately, yet many do it routinely because it is how their industry operates. That does not make it wrong — 

trade credit is a legitimate commercial tool and often the price of entry to a market — but it should be a decision 

with terms attached rather than a habit. 

Receivables carry two distinct risks. The first is timing: money arrives later than assumed, and the business funds 

the delay. The second is loss: some proportion of it never arrives at all. The second risk concentrates dangerously 

when a small number of customers account for most of the balance. 

In a forecast, receivables are also where optimism hides. It is easy to model customers paying to terms. Actual 

payment behaviour is a matter of evidence, and where the forecast has no evidence behind it, the assumption 

should be conservative rather than contractual. PM Comment: The standard control that most businesses will 

follow is to review their Aging Report to monitor and follow through on a SOP that the business uses for collection 

and the further out the payment is due, the more aggressive the action. Likewise, the business can be preventative 

in nature with high risk customers such as the requirement of deposits or review of the customer’s credit history.  

WCM-KB-08   Inventory: Cash Held in Physical Form 

Principle   Stock is money that has been converted into objects, and it converts back slowly and imperfectly. 
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Every item in stock represents money already spent. Unlike a receivable, which at least has a payment date 

attached, stock has no date at all — it converts back into cash only when someone buys it, and only at whatever 

price the market allows by then. 

Stock exists to solve real problems. It absorbs the gap between supplier lead time and customer expectation, it 

protects against demand variability, and it allows purchasing in economic quantities. A business that holds too 

little loses sales it has already paid to win and disrupts its own production. 

The costs of holding it are easy to underestimate because most are invisible in the accounts. Beyond the money 

tied up, there is storage, handling, insurance, shrinkage, and obsolescence. The last is the serious one: stock that 

no longer sells is not an asset in any meaningful sense, but it sits in the balance sheet at cost, flattering both the 

working capital position and the apparent liquidity of the business until someone writes it off. 

Stock also has a psychological pull. Owners of product businesses tend to feel safer with full shelves, and a full 

warehouse looks like a healthy business. It may equally be a business that has converted its entire cash reserve 

into goods. 

WCM-KB-09   Accounts Payable: Supplier Financing 

Principle   Supplier credit is the cheapest working capital available, and the easiest to abuse. 

 

Suppliers who deliver before payment are financing the business. This funding is usually free of interest, requires 

no application, and adjusts automatically with trading volume. Nothing else available to a small business does all 

three. 

Because it is free, the temptation is to take more of it, which is where judgement is needed. Using agreed terms in 

full is straightforward good practice. Paying beyond them without agreement is a different thing: it is borrowing 

without asking, and it is repaid in ways that do not appear in the accounts — the supplier deprioritises deliveries, 

tightens terms, requires payment in advance, or declines to help when something goes wrong. 

Small businesses are more exposed here than large ones, because they have fewer alternative suppliers and less 

negotiating weight. A single supplier withdrawing terms can be more disruptive than a bank withdrawing a facility. 

The distinction that matters when reading a payables position is between terms that were negotiated and terms 

that were taken. The numbers look identical. The commercial consequences are not. 

WCM-KB-10   Accrued Liabilities and Timing Differences 

Principle   Obligations that have been incurred but not yet paid provide temporary funding and can conceal 

strain. 

 

Between incurring a cost and paying it, the business holds money that is not really its own. Accrued wages, unpaid 

taxes, and unbilled supplier costs all sit in this space and all provide working capital in the same way payables do. 

This funding is reliable but inflexible. Payroll dates and tax deadlines do not move, and the consequences of 

missing them are more severe and less negotiable than those of paying a supplier late. 

The risk in a small business is that accrued obligations build quietly. Tax liabilities in particular accumulate without 

an invoice arriving to prompt payment, and a business that has been using that money to fund operations 

discovers the fact only when the liability falls due. 
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In a forecast prepared largely on a cash basis, these timing differences may not be modelled at all, and their 

absence is worth noting when interpreting an apparently comfortable position. 
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Part III — Measurement 

WCM-KB-11   The Current Ratio and What It Conceals 

Principle   Comparing short-term assets to short-term obligations is a starting point, not a conclusion. 

 

The current ratio asks whether short-term resources cover short-term obligations. Its appeal is simplicity and its 

weakness is that it treats every current asset as equally available, which none of them are. 

Cash meets an obligation immediately. A receivable meets it when the customer pays, which is not entirely within 

the owner's control. Stock meets it only after being sold and then collected — two further steps, each taking time 

and neither guaranteed. A ratio that adds all three together and divides implies a liquidity that does not exist. 

The ratio can also be improved by things nobody would want. Slow-moving stock raises it. Extending customer 

terms raises it. A business drifting toward a working capital problem may show an improving current ratio the 

whole way down. 

It remains worth reading, because lenders read it and because a sharp movement in it signals something. But it 

should always prompt a second question about composition, never answer one on its own. 

WCM-KB-12   The Quick Ratio: Liquidity Without Selling Stock 

Principle   Removing inventory from the comparison tests whether obligations can be met without a sale 

occurring first. 

 

The quick ratio takes the current ratio and removes the asset that takes longest and is least certain to convert. 

What remains is a test of whether the business could meet its near-term obligations without needing to sell 

anything it currently holds. 

This is the more honest measure for most small businesses, and the gap between the two ratios is itself 

informative. A large gap means the apparent liquidity of the business rests substantially on stock — fine for a 

retailer with rapid turnover, concerning for a business whose stock moves slowly or is specialised. 

For service businesses holding no stock the two ratios converge and the distinction adds nothing. For product 

businesses it is the difference between a position that is genuinely liquid and one that only looks it. 

The interpretation depends heavily on how quickly the stock actually moves, which is why this measure should be 

read alongside inventory days rather than in isolation. 

WCM-KB-13   Days Sales Outstanding and What It Actually Measures 

Principle   Expressing receivables as days of sales converts a balance into a duration, which is the form the owner 

can act on. 

 

A receivables balance in isolation says little, because it scales with the size of the business. Converting it into an 

average number of days between sale and collection makes it comparable over time, against the terms offered, 

and against other businesses. 
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The measure answers a specific question: on average, how long is the business waiting to be paid? That framing is 

useful because it is directly actionable. Days can be reduced by invoicing sooner, by agreeing shorter terms, by 

pursuing overdue accounts more systematically, or by changing who the business sells to. 

Two cautions apply. The measure is an average, and averages conceal distribution — a business where most 

customers pay promptly and one large account pays very slowly can produce the same figure as one where 

everybody is mildly late, and the two situations call for entirely different responses. And because it is calculated 

over a period, a business with uneven sales can produce a misleading figure simply from the timing of its revenue. 

The most informative comparison is not against any external figure but against the terms the business itself offers. 

That comparison is discussed in WCM-KB-20. 

WCM-KB-14   Days Inventory Outstanding and the Cost of Holding 

Principle   Expressing stock as days of cost of sales shows how long money stays converted into goods. 

 

Inventory days translate the stock balance into the average time an item sits before being sold. As with 

receivables, the translation into duration is what makes the figure usable — an owner can reason about weeks of 

stock in a way they cannot reason about a balance sheet number. 

What constitutes a sensible figure varies enormously by business model, and more than almost any other working 

capital measure. A grocer and a jeweller are both retailers and have almost nothing in common on this measure. 

Supplier lead times, shelf life, demand predictability, and the cost of a stockout all legitimately move it. 

Rising inventory days deserve attention because they have several possible causes with very different implications: 

buying ahead of a price increase, building for a season, over-ordering, or accumulating stock that is no longer 

selling. The measure cannot distinguish between them, which is why the diagnostic question in WCM-KB-21 

matters more than the figure itself. 

Falling inventory days are usually good and occasionally a warning — a business running down stock because it 

cannot afford to replace it will show an improving figure while its service levels deteriorate. 

WCM-KB-15   Days Payable Outstanding: Both Directions Are Adverse 

Principle   This is one of the few working capital measures where too low and too high are both problems, for 

entirely different reasons. 

 

Payable days measure how long the business takes to pay its suppliers. Unlike most measures, there is no direction 

in which improvement continues indefinitely. 

Paying too quickly surrenders free financing for nothing in return. An owner paying on receipt when terms allow 

longer is funding their supplier's working capital out of their own, usually without having noticed. The exception is 

where an early settlement discount is genuinely being taken, in which case the discount rate should be compared 

to the cost of the money — a comparison many owners have never made. 

Paying too slowly borrows from suppliers without asking. The cost is real but appears nowhere in the accounts: 

reduced priority, tightened terms, credit stopped at an inconvenient moment. For a small business dependent on a 

few key suppliers this is a material operational risk, not merely a relationship matter. 

The measure is also an average across all suppliers, so a business paying critical suppliers promptly and stretching 

the rest may show a figure that describes neither practice. 
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WCM-KB-16   The Cash Conversion Cycle as a Composite 

Principle   Combining the three duration measures gives the number of days the business funds its own 

operations. 

 

The cash conversion cycle adds the time money spends in stock to the time it spends in receivables, then subtracts 

the time the business holds supplier credit. What remains is the period the owner must fund from their own 

resources. 

This is the most useful single working capital measure because it captures the interaction the individual measures 

miss. A business can hold stock for a long time without difficulty if suppliers wait equally long. A business collecting 

quickly may still be strained if it pays for stock long before selling it. 

It is also the measure most directly connected to funding. Multiply the cycle by daily sales and you have an 

approximation of the money permanently locked in operations — the figure that grows with the business and that 

a lender is implicitly assessing. 

Some businesses achieve a negative cycle: they collect from customers before paying suppliers, and growth 

generates cash rather than consuming it. Retailers and subscription businesses often work this way. Where a 

forecast shows this, it is a genuine structural strength and should be recognised as such rather than treated as an 

anomaly. 

Being a composite, a change in the cycle always requires attribution to one of its three components before any 

recommendation follows. 

WCM-KB-17   The Operating Cycle Versus the Cash Conversion Cycle 

Principle   The operating cycle measures the length of the business process; the cash cycle measures how much of 

it the owner funds. 

 

The operating cycle covers stock and receivables — the time from acquiring goods to collecting payment. It 

describes the business model. The cash conversion cycle takes the same period and subtracts supplier credit, 

describing the funding consequence. 

The distinction is worth maintaining because the two respond to different remedies. A long operating cycle is 

largely structural: it reflects what the business sells and to whom. Shortening it means changing how the business 

operates — different stock policy, different customers, different delivery model. 

A long cash cycle within a normal operating cycle is a financing problem rather than an operational one, and it 

usually has faster remedies. 

The case that warrants particular attention is a long operating cycle offset by heavy reliance on supplier credit. The 

cash cycle may look acceptable, but the position depends entirely on suppliers continuing to wait. That is a 

concentration of risk in a party outside the owner's control, and it does not appear in any single measure. 

WCM-KB-18   Working Capital Turnover: Efficiency of Deployment 

Principle   Relating revenue to working capital shows how much trade the business generates from the money 

locked inside it. 
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Turnover measures productivity of the working capital investment: how much revenue each unit of tied-up money 

supports. Two businesses of identical size can differ substantially, and the difference is a real economic one — the 

less efficient business needs more funding to achieve the same trade. 

A low figure means a great deal of money is producing relatively little activity. The cause could be slow stock, slow 

collection, or simply a business model that requires heavy investment in operations. The measure identifies that 

something is tied up without saying what. 

A very high figure is not automatically good. A business generating substantial revenue from minimal working 

capital may be operating without any buffer, exposed to a single late payment or supply interruption. Efficiency 

and fragility look similar on this measure. 

It is most useful as a trend. A business whose turnover deteriorates as it grows is absorbing working capital faster 

than revenue is expanding, which is the pattern described in WCM-KB-23. 

WCM-KB-19   Measuring a Forecast Is Not Measuring a History 

Principle   Working capital measures computed on projections describe intentions, not observed behaviour. 

 

Every measure in this document was designed for historical financial statements, where the balances reflect what 

actually happened. Applied to a forecast, they describe what the owner has assumed will happen. 

The distinction is not academic. Historical receivable days measure how customers actually paid. Forecast 

receivable days measure how the owner assumes they will pay, which in practice often means the terms stated on 

the invoice. Real payment behavior is almost always slower, and a forecast built on contractual terms is optimistic 

by construction. 

The same applies to stock. A forecast that models a tidy stock policy will produce tidy inventory days, whether or 

not the business has ever achieved them. 

This has two consequences for how findings should be expressed. Any finding should be framed as a property of 

the plan rather than of the business. And where a projected working capital position looks comfortable, the more 

useful question is what evidence supports the assumptions producing it — an assumption that has never been 

tested is not the same as a result that has been achieved. 
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Part IV — Diagnosis 

WCM-KB-20   Collection Problem or Credit Problem 

Principle   Slow receipts have two distinct causes, and the remedies do not overlap. 

 

When money arrives more slowly than intended, the cause is either that the business is not collecting effectively or 

that it agreed to slow terms in the first place. These look identical in the numbers and require opposite responses. 

A collection problem means customers are paying later than agreed. The remedies are administrative: invoice 

promptly and accurately, make terms explicit before delivery, follow up systematically rather than when cash is 

short, and escalate consistently. These are usually the cheapest improvements available to a small business, and 

they are frequently neglected because they are nobody's designated job. 

A credit problem means the terms themselves are long. The remedies are commercial: renegotiate, offer 

incentives for earlier settlement, require deposits, or accept the terms as a cost of serving that market. Each has a 

price, and the price may well be worth paying. 

The comparison that separates the two is between actual collection duration and the terms the business states it 

offers. Where collection materially exceeds stated terms, the problem is collection. Where the two align but both 

are long, the problem is the terms — and no amount of chasing will fix it. 

One further distinction matters: whether the delay is spread across the customer base or concentrated in a few 

accounts. Concentrated delay is a conversation with named customers. Spread delay is a process failure. 

WCM-KB-21   Inventory: Intentional Investment or Accumulation 

Principle   Elevated stock is either a decision with a rationale or a symptom of something not working. 

 

Stock building up has several explanations, and the measure cannot distinguish between them. The advisor should 

not assume the unfavorable one. 

There are good reasons to hold more. Buying ahead of an announced price increase, purchasing in quantity for a 

genuine discount, building for a known seasonal peak, or protecting against a supplier with long or unreliable lead 

times. In each case the owner has traded liquidity for a benefit they can name, and the correct response is to 

confirm the benefit exceeds the cost of the money. 

There are also poor reasons, and they are more common. Demand forecast too optimistically. Ordering habits 

never revisited as the business changed. Reluctance to acknowledge that a product line has stopped selling. In 

these cases the stock is not an investment; it is a decision that was never made. 

The clearest signal separating the two is whether the owner can explain the position without prompting. A 

deliberate stock strategy comes with a rationale attached. Accumulation comes with an explanation constructed 

after the question is asked. 

The most serious case is obsolete stock carried at cost. It overstates assets, overstates working capital, and flatters 

every liquidity measure the business reports. Where stock has been static across the forecast, the possibility 

should be raised directly. 

WCM-KB-22   Paying Too Fast and Paying Too Slow 
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Principle   Both extremes of payment practice cost money; only one of them shows up in the accounts. 

 

Paying suppliers sooner than necessary is the more common error in small businesses, and the least noticed. It 

usually arises from administrative convenience — paying everything as invoices arrive — or from a belief that 

prompt payment is simply good practice. It funds the supplier's working capital from the owner's own, at no 

benefit unless a discount is being taken. 

The discount case deserves a proper calculation rather than an instinct. An early settlement discount is only worth 

taking if its effective annual rate exceeds what the money would otherwise cost or earn. Many owners take 

discounts that are worth taking, and some pay early where no discount exists at all. 

Paying later than agreed is the opposite error and carries costs that never appear in the financial statements. 

Priority falls, goodwill erodes, terms tighten, and in the worst case supply stops at the moment it is most needed. A 

small business dependent on a small number of suppliers is highly exposed to this. 

The question that separates deliberate practice from drift is whether extended terms were negotiated. Agreed 

terms are a commercial arrangement. Unilateral extension is unsecured borrowing from a party who has not 

consented, and it is repaid eventually in a currency other than money. 

WCM-KB-23   Working Capital Absorption During Growth 

Principle   When working capital grows faster than revenue, the growth is consuming more than it produces. 

 

The pattern to watch for is a forecast in which revenue rises and the working capital requirement rises faster. The 

business is generating additional trade, and each increment of trade is absorbing more funding than the last. 

This has several possible causes and they compound: new customers on longer terms than existing ones, wider 

product range requiring broader stock coverage, larger orders with longer production, or suppliers tightening 

terms as exposure grows. 

The reason this matters more than the individual measures is that it is a rate problem, not a level problem. A 

business can have entirely acceptable stock and receivable positions and still be heading for difficulty because both 

are growing faster than the revenue funding them. Nothing looks wrong in any single figure. 

The remedies fall into two groups, and both are usually needed. Fund it — arrange facilities in advance, sized to 

the growth actually planned rather than to the position today. Or reduce the absorption — tighten terms for new 

customers, improve stock efficiency, negotiate supplier terms that scale with volume. 

The failure mode to warn against is growing first and funding afterwards. Facilities are considerably easier to 

arrange before they are urgently required, and a business seeking finance while running out of cash negotiates 

from the weakest possible position. 

WCM-KB-24   Negative Working Capital: Two Different Businesses 

Principle   Short-term obligations exceeding short-term assets is either a strong business model or a business in 

difficulty. 

 

Negative working capital means the business owes more in the short term than it holds. This is either excellent or 

alarming, and distinguishing which is essential before saying anything to the owner. 
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The favorable case is structural. Some business models collect from customers before paying suppliers — retail 

with rapid stock turnover, subscription businesses billing in advance, businesses taking deposits. These operate on 

customer and supplier money by design, grow without consuming cash, and their negative working capital reflects 

a genuine commercial strength. 

The unfavorable case is accumulated strain. Payables have built up because cash was short. Short-term borrowing 

has funded losses or long-term assets. The business owes more than it holds because it has been consuming 

resources rather than generating them. 

The distinguishing features are consistency and cash. The structural case shows a stable negative position across 

periods alongside a healthy cash balance, because the model produces cash. The strained case shows a position 

that worsens over time alongside thin or declining cash. 

Getting this wrong in either direction damages credibility. Warning a well-run retailer about their business model is 

as unhelpful as reassuring a business that is quietly running out of room. 

WCM-KB-25   Seasonal Working Capital Patterns 

Principle   Seasonal businesses have a working capital requirement that peaks predictably and must be funded to 

the peak, not the average. 

 

In a seasonal business the working capital requirement is not a level but a curve. Stock builds ahead of the season, 

receivables peak shortly after it, and the position unwinds through the quieter months. 

The error this invites is funding to the average. A business that plans around its typical position will be short at 

exactly the point it can least afford to be, which is when stock has been bought and nothing has yet been collected. 

Annual measures are particularly misleading here. A figure calculated over a full year describes a position the 

business may occupy on no single day of it. Where seasonality is present, the peak matters more than the average, 

and a measure that averages it away is worse than no measure. 

The appropriate structure is usually a facility drawn and repaid within the cycle, sized to the peak. That is exactly 

the temporary requirement described in WCM-KB-05, and one of the few cases where short-term borrowing is 

unambiguously the right instrument. 
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Part V — Action 

WCM-KB-26   The Levers, and the Order to Pull Them 

Principle   The available actions differ greatly in cost, speed, and commercial consequence, and should be 

attempted in that order. 

 

Working capital can only be improved in a small number of ways: collect sooner, hold less stock, pay later, or bring 

in more funding. Everything else is a variation. They are not equivalent, and the order matters. 

Start with process improvements, because they cost nothing and damage nothing. Invoice on the day of delivery 

rather than at month end. Confirm terms before work begins. Chase systematically rather than reactively. Review 

stock lines that have not moved. These are unglamorous and routinely produce the largest single improvement 

available to a small business. 

Move next to commercial changes, which cost something but are within the owner's control. Deposits on large 

orders, renegotiated terms, tighter credit for new customers, adjusted stock policy. Each trades a degree of 

competitiveness for liquidity, and each requires judgement about which customers and suppliers will tolerate it. 

Turn last to external funding, not because it is inferior but because funding a problem that could have been fixed 

means paying interest indefinitely for an administrative failure. 

The exception is urgency. A business days from a payment it cannot make does not have time to improve its 

collection process, and the sequence inverts: secure funding first, fix the underlying position afterwards. 

WCM-KB-27   When to Finance Rather Than Fix 

Principle   Some working capital requirements should be funded rather than reduced, and recognising which is a 

commercial judgement. 

 

Not every working capital requirement is a problem to solve. A distributor's stock and a manufacturer's production 

cycle are what the business is. Attempting to compress them below what the model requires damages the 

business to improve a ratio. 

The test is whether reducing the requirement would cost more than funding it. Cutting stock below the level 

customers expect loses sales. Demanding terms the market does not offer loses customers. Where the operational 

cost of reduction exceeds the financing cost, the requirement should be funded and the owner should stop 

treating it as a failing. 

The matching principle applies: permanent requirements funded with permanent capital, temporary peaks with 

short-term facilities. This is the practical application of WCM-KB-05, and getting it wrong is expensive in both 

directions. 

There is also a timing consideration that owners consistently underestimate. Facilities arranged in advance, from a 

position of strength, are cheaper and less restrictive than facilities arranged under pressure. A forecast showing a 

foreseeable requirement is the ideal moment to arrange one. 

WCM-KB-28   Trade-Offs: Liquidity, Relationships, and Margin 
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Principle   Every working capital improvement is paid for somewhere, and the payment is usually not in the 

accounts. 

 

Working capital advice given without acknowledging its cost is worth little. Each lever has a price, and the price 

typically falls outside the financial statements. 

Tightening customer terms improves liquidity and may cost sales, particularly where competitors offer more. 

Reducing stock frees cash and increases the chance of disappointing a customer. Extending supplier payment 

retains cash and spends goodwill. Taking settlement discounts improves margin and consumes liquidity. 

None of these is right or wrong in general. The right answer depends on the competitive position of the business, 

how replaceable its suppliers are, how much slack it has, and how much risk the owner is willing to carry. 

The advisor's obligation is to name the trade-off rather than present the improvement as free. An owner who 

tightens terms without understanding they may lose customers has been given incomplete advice, and will 

attribute the lost sales to something else. 

WCM-KB-29   What a Lender Reads in Working Capital 

Principle   Working capital measures carry particular weight with lenders, who read them for evidence about 

management as much as about liquidity. 

 

Business owners are often surprised how closely a lender examines working capital, and how little time is spent on 

the profit forecast. The reason is that working capital is harder to present favorably and reveals more about how 

the business is actually run. 

A lender is asking several things at once. Can this business meet obligations as they fall due? Is the requirement 

stable or growing? Is it funded appropriately, or is short-term borrowing carrying a permanent need? And, less 

explicitly, does the owner appear to understand and manage the position or merely report it? 

Certain patterns attract attention regardless of the overall picture: receivable days materially exceeding stated 

terms, stock growing faster than sales, payable days extending across periods, and a facility that never clears. Each 

suggests a position drifting rather than being managed. 

This matters for how a forecast is prepared as well as how it is run. A projection that shows the owner has 

anticipated a working capital requirement and arranged for it reads very differently from one where the need is 

visible to the reader but apparently not to the author. 

WCM-KB-30   Limits of This Analysis 

Principle   Working capital measures are indicators computed on projections, and there are questions they 

cannot answer. 

 

Several limitations should be held in mind whenever a finding is expressed, and disclosed where they materially 

affect it. 

The measures are averages. They conceal distribution, concentration, and timing within the period. A business 

where one customer is very late and the rest pay promptly produces the same figure as one where everybody is 

mildly late. 
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They are computed on assumptions. Where a business has not elected to model receivables and payables in detail, 

the figures derive from stated terms rather than observed balances — which means they describe the owner's 

intentions with precision and their customers' behavior not at all. 

They are model-dependent. What constitutes a reasonable position varies so much across business models that 

any comparison drawn without knowing the model risks being confidently wrong. 

And they are backward-looking in construction even when applied forward. They measure position, not trajectory, 

and a business can hold acceptable figures while every one of them is deteriorating. 

None of this makes the analysis less useful. It does mean findings should be expressed as questions worth 

investigating rather than conclusions reached, and that a finding contradicted by something the owner knows 

about their business should give way to what the owner knows. 
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Appendix A — Rule to Section Mapping 

Satisfies CO-D KBS-005. Each rule's kb_ref resolves to a primary section; supporting sections are available to 

narrative generation as additional context. 

 

Rule Condition Primary kb_ref Supporting 

WCM-001 Negative working capital WCM-KB-24 WCM-KB-01, 05 

WCM-002 
Working capital declining as revenue 

grows 
WCM-KB-23 WCM-KB-04, 25 

WCM-003 Quick ratio below target WCM-KB-12 WCM-KB-11, 06 

WCM-004 Quick ratio in the approach band WCM-KB-12 WCM-KB-11 

WCM-005 Collection duration elevated WCM-KB-13 WCM-KB-07, 20 

WCM-006 Collection duration in the approach band WCM-KB-13 WCM-KB-20 

WCM-007 Collection exceeds stated terms WCM-KB-20 WCM-KB-07, 19 

WCM-008 Inventory duration elevated WCM-KB-21 WCM-KB-08, 14 

WCM-009 Inventory duration in the approach band WCM-KB-14 WCM-KB-21 

WCM-010 
Inventory exceeds the stated policy 

target 
WCM-KB-21 WCM-KB-08 

WCM-011 Payment faster than necessary WCM-KB-22 WCM-KB-09, 28 

WCM-012 Payment slower than terms WCM-KB-22 WCM-KB-09, 29 

WCM-013 Cash conversion cycle extended WCM-KB-16 WCM-KB-02, 26 

WCM-014 
Cash conversion cycle in the approach 

band 
WCM-KB-16 WCM-KB-02 

WCM-015 Cash conversion cycle lengthening WCM-KB-16 WCM-KB-23 

WCM-016 Operating cycle extended WCM-KB-17 WCM-KB-02, 27 

WCM-017 Working capital turnover low WCM-KB-18 WCM-KB-03, 27 

WCM-018 Working capital absorbing growth WCM-KB-23 WCM-KB-04, 27 

 

Coverage. Eighteen sections carry primary or supporting references. Twelve sections — WCM-KB-03, 05, 06, 10, 

11, 19, 25, 26, 28, 29, 30, and parts of 01 — are context material rather than rule-referenced. KBS-005 expresses 

reference coverage as SHOULD rather than SHALL, and these sections earn their place by supplying the reasoning 

that makes a finding explicable: the trade-offs, the limits of the analysis, and the lender's perspective. They are 

loaded as advisor-level context rather than per-finding context. 

 

Appendix B — Compliance Against CO-D §5.4 

Requirement Statement Status 

KBS-001 One knowledge base per advisor, under version control Met — version 2.0, supersedes v1 

KBS-002 Stable identifiers, principle, and supporting reasoning 
Met — 30 sections, each with an identifier and 

a stated principle 

KBS-003 No numeric threshold that also appears in the rule library 
Met — no thresholds anywhere in the 

document 
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Requirement Statement Status 

KBS-004 No verbatim duplication across sections 
Met — the v1 failure is corrected; every 

section is distinct 

KBS-005 Every kb_ref resolves; sections should be referenced Met — see Appendix A and the coverage note 

KBS-006 Authored or reviewed by a qualified practitioner, recorded 
Outstanding — review and record before 

production loading 

KBS-007 Version pinned at run execution Met by the platform, not by this document 

 

One item outstanding. KBS-006 requires practitioner review to be recorded in the version metadata before this 

document is loaded into a production prompt. Everything else is discharged. 

PM COMMENT: I did review this document and noted some comments at the beginning of the document. I had no 

issue with the explanations which is what most of the document seems to address. I found that the content struck a 

good balance with dual viewpoints which can be useful to the business owner; i.e. there are tradeoffs – holding a 

lot of cash vs. holding very little cash. This is a recurring theme throughout how a business owner will need to 

manage working capital – but my main comment is simple: Put emphasis on holding a base level or relatively low 

level of working capital once you reach a mature level in your operations since the returns for the business come 

from the long term investments and not the working capital.  


