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Startup

Working Capital Management for Startups

It was 6:30am on Friday,
I called my friend,
Ravi - founder of a

fintech company. I was
apprehensive, he would

be occupied with his daily
chores and might not be
available. Fortunately, Ravi
picked up the call. Among
zillion things hounding
attention, he was logging
into his company's bank
account portal. He informed
me that he has an investor's
call lined up, an upcoming
board meeting needs to

be managed for essential
matters, and a couple

of investors are seeking

his time for some critical
product updates and need
to take certain important
calls about insourcing tech
and sales functions. I could
understand the situation

of Ravi, he is stuck in a
quandary of balancing
between managing tactical
problems and working on
strategic growth areas. He is
a sample of a larger cohort
of founders.

wo plights shared by
I almost all the founders
of startup enterprises:
First, start the day checking the
bank balance and priorities the

urgent payouts from the never-
ending list of vendor bills that
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always pile up like mountain. Second, end the day with a sinking
feeling of not recovering the total amount against the invoices.
Most companies face the double whammy of the cash crunch
cycle. On one side, creditors don’t give leeway in payment; on the
other side, debtors take their own sweet time to pay, disregarding
the payment terms. The plight becomes unbearable, with unsold
inventories further skewing the liquidity position. The problem
statement is significant, but the solutions are simple and require
continuous rigour.

Working capital - Ingredients

Current
Current Assets: Liabilities:

Receivables, Trade Payables, Working

Inventory, customer

Other short advances other

term assets short term
liabilities

Capital

Before diving deep into the subject, let's understand what working
capital comprises.

Working capital management requires hawkish eyes on each
element. Various strategic and tactical decisions must be taken
to optimize the working capital and ensure it works for the
company’s benefit.

The working capital may be positive or negative depending on
the company’s nature. Nevertheless, each element requires careful
consideration.

Receivables Management

Trade receivables are the outstanding amount against the goods/
services supplied in the normal course of business. Most startups
struggle to get money on time from customers. There can be
myriad reasons, but the most common are:

* Not raising an invoice on time

* Incorrect invoice in terms of quantity or price

* Not including adequate details / supporting

* Invoice not submitted to the correct person/function

e Above are some hygiene issues that can be addressed through
basic checks and controls.

Receivable management starts when startups enter a contract with
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Trade receivables are
the outstanding amount
against the goods/
services supplied in

the normal course of

business. , ,

the customers. In many cases,
the payment terms capture

the credit period. But it does
not specify other terms, such

as the pattern in which the
invoice needs to be submitted,
pricing calculations, and
escalation matrix. Micro, Small
and Medium Enterprises Act
enables Startups and MSMEs to
charge interest @ 2% per month
on payment delays beyond

45 days. This is missing in the
agreed payment terms.

Even if the above is captured,
the receivables management
of the company does not
incorporate the innovative
factoring and bill discounting
facilities offered by Banks and
NBFCs. Many facilities are like
non-fund-based limits and can
be utilized against a fraction
of cash collateral. Effectively
utilizing bill discounting will
ensure the long waiting period
of cash gets curtailed, and
companies can lubricate the
growing needs of operations.

Some startups also bring
out-of-the-box thinking in
receivable management
through discounts, rewards,
and differential customer
experience. SaaS Startups

are known for collecting

the monthly fee in advance,
providing decent discounts on
quarterly/annual payments in
advance.

Startup

Whatever approach is taken
needs to be evaluated for
customer psychology, stickiness
to the product and market
practice.

With the spurt of various
finance solutions, such as

Buy Now Pay Later (BNPL),
zero-cost EMI solutions to

the customers, financing sales
upfront against monthly sales
and deferred payment and
related solutions, it becomes
easier to manage receivables.
However, it comes with a
certain cost and operational
complexity. In the above
financing mechanismes, if the
controls about reconciliations
processes are weak and invoice-
to-collection steps are not
thought through, it will lead to
leakage and further aggravate
the receivables issues.

Supply chain finance is another
avenue for Startups to manage
receivables better. In this case,
buyers with better credit ratings
extend their credit lines to the
suppliers (startups) for any
credit limit for bill discounting.

Inventory Management

Startups requiring an
inventory-based model always
face the risk of illiquid/unsold
stocks and sales returns. This is
especially true for large e-com
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Receivable
management starts
when startups enter

a contract with the
customers. In many
cases, the payment
terms capture the credit

period. , ,

and direct-to-customer (D2C)
brands. Demand forecasting
and optimizing the back-end
supply chain comes with its
own cost regarding resource
deployment and management
bandwidth. To the great
solace, off-the-shelf software is
available that integrates orders
from various sources and
assists in the demand forecast
process.

With the regulatory structures
placed by e-com market
players, D2C brands stock

the products on Sales on
Return (SOR) basis to e-Com
players. The uncontrolled SOR
transactions may lead to high
inventory and gauge a large
chunk of the most important
fuel of the company - liquidity.
Founders can avoid this
situation with a robust plan and
strong rigour in the monitoring
and review process.

Trade Payables

Managing trade payables
requires planning at a granular
level and monitoring the
business activities in line

with the plan. The deviations
must be kept at minimal or
calculated risk that may lead to
known downside risk. Startups
struggle to implement the basic
controls on budgeting and the
PO process. With the lack of
controls and absence of a key
matrix, the orders are placed
without precise planning. The
unwarranted trade creditors
create a more significant issue
in skewed working capital.

The delay in paying the
creditors also leads to dilution
in bargaining power to the
vendors and sacrificing on the
margin due to higher costs.

One issue faced by startups
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Startups requiring an
inventory-based model
always face the risk of
illiquid/unsold stocks
and sales returns. This
is especially true for
large e-com and direct-
to-customer (D2C)

brands.
with an inventory-based model
is identifying the optimal order
for Raw Materials in frequency
and quantity. Enormous
quantities will block the
capital, and small amounts will
increase inward logistics costs.
To overcome this, Companies
entered an arrangement with
vendors to supply material
over a more extended period.
Large companies provide
support through vendor credit
mechanisms. In this, the sellers
to start ups provide financing
support through their credit
line. Startups pay the amount
after the agreed period per the
arrangement’s terms.

Three steps Mantra

Sharp

Matrix and

Review

Continuous
Rigor

Optimal Working Capital

Mechanism

Startup

Continuous Rigor: Startups
suffer from the steroid shot
effect. There are knee-jerk
reactions when a setback
has seen by the companies.
Once the situation improves,
the business returns to

the old operation style.
Receivable management,
Inventory optimization,
payable management and
other current assets and
liabilities management
require continuous rigour
from the finance team. Any
advances need to be checked
with the reason for such
payment. Robust control of
the receivables with a specific
focus on aged debtors ensures
improving DSO. Adequate
inventory control reduces
slow-moving/non-moving
inventories, shortening the
inventory life cycle.

Sharp Matrix and Review
Mechanism: “What is not
measured, not improve”

It is quint essential for the
companies to create a sharp
matrix and have a periodic
review with the business team
to ensure the key results are
achieved as the way envisaged.
The input data needs to be
dependable to rely on the
given matrix.
Startups suffer from
information silos
and sub-optimal
ways of capturing
adequate data. Once
the data is captured
correctly, the
appropriate matrix
can be created to
track the progress
and monitor the
performance.

Quick Action:
Review without
actions does not
make sense. With
the dynamic
environment,

founders need to immediately
arrest the depletion of optimal
cash flow and the company’s
working capital. In the case of
bill discounting features, the
amount must be funded by the
company if discounted invoices
are not processed on the agreed
time. The non-compliance leads
to penalties and may jeopardize
the credit limit offered by the
bank. Similarly, delay in follow-
up and taking quick strategic
and tactical level intervention
may lead to more significant
issues.

Fund Utilization Conundrum:
There are situations where
startups find it difficult to
manage their current needs and
end up deploying the growth
capital in their operation
working capital needs. Once
done, it enters a conundrum
wherein growth gets tapered,
and the money blocked in
working capital is not released.
The situation can be on the
reverse side as well. In such
cases, illiquid and not profit-
making assets are created in the
company and lead to a skewed
cash position. So, startups need
to clearly plan short-term and
long-term needs and distinctly
approach the problem.

To sum up, Startups are always
sandwiched between suppliers
who follow up continuously
for payment on one side and
customers who postpone

the payment for multiple
reasons on the other side. The
negative gap creates fund
crunch situations and leads to
numerous suboptimal calls the
founders take. The founders
must evaluate business
activities and critical drivers
and link them to the company’s
working capital. Each activity
directly or indirectly impacts
the company’s short- and long-
term fund needs. EEE
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