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When credit is scarce, companies have to be creative 
to find the capital required to make investments, fund 
innovation and finance ongoing operations. One well 
known course of action is to reduce working capital: trim 
inventory, bring receivables down and increase payables. 
Unfortunately, the successful reduction of working capital 
within one company often has a detrimental effect on the 
working capital requirements of another company in the 
supply chain. For example, one company’s gain in payables 
may be the other’s loss in receivables. Powerful companies 
in particular can quickly turn working capital reduction pro-
grammes into fierce supplier-customer conflicts, eventu-
ally creating a hole in their supply chain due to a supplier’s 
insolvency.

Clearly a new view is required of how companies can si-
multaneously optimise their working capital and strengthen 
the supply chain of which they are a part. Instead of treat-
ing working capital optimisation as a survival game of one 
company against another, executives should consider that 
their company’s success is co-determined by the fate of 
their suppliers and customers. When optimising the proc-
esses that have an impact on working capital, they should 
not limit their initiatives to the boundaries of their own 
company but extend them to all companies in the supply 
chain. In fact, in a growing number of industries such as 
personal computers, apparel and aircraft, it is entire supply 
chains rather than individual firms that are competing with 
each other. 

In this article we will show how companies across a sup-
ply chain can all benefit from lower working capital levels 
through close collaboration. First we will give meaning to 
the otherwise spineless notion of “collaboration.” Then we 
will describe a roadmap for attaining lower working capital 
levels across the supply chain. Finally we will provide four 
guidelines for making the journey toward lower working 
capital levels successful (see side text for a description of 
“working capital”).
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In a credit crisis, one com-
mon way of finding cash 
is by reducing working 
capital. However, success-
fully reducing working 
capital within one com-
pany can damage other 
businesses in the supply 
chain, exacerbating an al-
ready difficult situation all 
round. This article shows 
how substantial reduc-
tions in working capital 
can be achieved across 
the entire supply chain by 
dispensing with the tradi-
tional adversarial stance 
in favour of a collabora-
tive approach. It offers 
a set of guidelines that 
enable everyone in the 
supply chain to raise the 
funds needed to remain 
strong, while giving them 
the best chance of mak-
ing it through the capital 
shortage intact. 
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Releasing working capital across the supply chain

It appears hard to instill 
working capital thinking 
across boundaries. Simple 
“thou shall collaborate” ap-
peals to the parties involved 
do not work. To give col-
laboration a chance, three 
conditions must be fulfilled.

The constituent elements of working capital

Working capital is a financial metric that represents the 
amount of day-by-day operating liquidity available to a 
company. It is a monetary figure, referring to a particular 
and exact point in time – mostly a clear date. The level of 
working capital is calculated on the basis of a company’s 
balance sheet:

The indicators that are used to track progress toward 
lower working capital levels often include the following 
three:
 
DSO (Days Sales Outstanding) is the ratio that indicates 
the average time to collect receivables and is a measure 
of the capital locked up by Accounts Receivable.

DIO (Days Inventory Outstanding) is the ratio that indica-
tes how many days on average an inventory item is held 
in the system. This ratio is highly dependent on industry 
sector and company. 

DPO (Days Payables Outstanding) is the ratio that 
measures the average proportion of trade payables to 
sales. In addition to DPO, an ageing of the accounts 
payables is important to determine the payment beha-
viour of a business.

The meaning of collaboration

If you were to ask executives about their greatest frustra-
tion about past initiatives to reduce working capital levels, 
chances are fair that they will point to the lack of sustain-
ability. While levels are reduced initially, they tend to creep 
up again only a few months after the initiative has ended. 
The lack of sustainability in most cases is due to insuffi-
cient collaboration between the parties involved, be it be-
tween functions within a company or between companies 
across the value chain. It appears hard to instill working 
capital thinking across boundaries. 

Simple “thou shall collaborate” appeals to the parties 
involved do not work. To give collaboration a chance, three 
conditions must be fulfilled:

•	 Transparency: the end-to-end availability and visibility 
of information across boundaries within a company or 
supply chain. It means real-time exchange of information 
about the factors that impact costs and cash flow, such as 
delivery time, volumes and backlog. Companies that know 
the status of supply chain requirements and transactions – 
both internally and externally – can make timely decisions 
and optimise the use of resources and working capital. 
Transparency requires strong communication loops. 

•	 Flexibility: the ability of an organisation to react to unfore-
seen but necessary changes in its plans within a given 
timeframe. A flexible organisation is able to process new 
information (e.g. about lower volumes or changes in 
product mix) and adapt its plans as required. For exam-
ple, sub-optimal flexibility with regard to production lead 
times often leads to buffers and additional stock.  

•	 Reliability: the ability of an organisation to perform a 
defined action within known and agreed terms relat-
ing to lead times, quality and quantity. The competitive 
success of a supply chain depends on the reliability of 
every single company that is part of it. To enable the op-
timal functioning of each company,  the supply chain as 
such has to define reliability criteria, i.e. what is required 
as an input in order to be able to deliver the defined 
output within the defined period of time.

Source: Arthur D. Little analysis
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When taking actions to reduce working capital levels, 
whether at supply chain or company level, adherence to 
the following four guidelines should ensure sustainable 
success:

•	 Set clear top-down targets; 

•	 Design working capital thinking into the business  
processes;

•	 Create awareness and provide training at the  
operational level;

•	 Enable people to act toward achieving the targets.

In the following sections we will detail each of these guide-
lines. The side text gives two case studies of the benefits 
of collaboration across the supply chain.

A roadmap for attaining lower  
working capital levels 

In order to lower working capital levels across the supply 
chain, each company in the supply chain must engage in 
two sets of actions: actions related to the supply chain in 
its entirety, and actions related to the company itself (see 
Table 1).

The first step is to identify the relevant key players to 
participate in a joint working capital programme, for ex-
ample on the basis of purchasing or sales volume realised 
with other companies within the supply chain. For the 
programme to be successful, the senior executives of the 
participating companies must establish a common under-
standing that working capital is a topic that affects all and 
that collaboration will benefit all.

Once they have agreed on the guidelines for collaboration, 
they should set up a working capital forum. It acts as the 
steering committee for defining the strategy for the supply 
chain, setting the common targets and monitoring progress 
during implementation. The operational management of the 
forum is entrusted to the supply chain managers or chief 
controllers of the participating companies. It should report 
quarterly to the CEOs or CFOs of the participating compa-
nies.

Table 1 Roadmap

Source: Arthur D. Little analysis
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Case study 1: manufacturing industry 

An original equipment manufacturer (OEM) producing 
water, sewerage and heating systems asked us to take a 
close look at its supply chain (component supplier, OEM 
and customer) to help reduce working capital through 
increased collaboration and improved agreements inclu-
ding bonuses and penalties.

A critical part of the improvement programme was to un-
derstand which changes in the reciprocal requirements 
of the three parties would make life better for all. 

First, the lot size of components made by the supplier 
used to be determined by the volume and frequency 
of delivery to the OEM, without any link to production 
needs. Bringing production and planning from both 
supplier and OEM to the table enabled the definition of 
lot sizes that were an improvement for both and reduced 
working capital through lower inventories.

Releasing working capital across the supply chain

A working capital forum 
acts as the steering com-
mittee for defining the strat-
egy for the supply chain, 
setting the common targets 
and monitoring progress 
during implementation. 
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Second, payment by the large customer to the OEM 
was contractually agreed to take place at the end of a 
project. Unfortunately for the OEM, as project size and 
length had been increasing over time, payment took up 
to 12 months. On the other hand, the customer had no 
means to react to poor quality or delivery issues. Both 
issues were resolved by setting up a staged payment 
scheme for projects of a clearly defined size. It brought 
the payment cycle to the OEM back to acceptable levels 
and provided the customer with good levers for enfor-
cing delivery quality. 

Besides the substantial reduction in working capital by 
€194 million, the three companies experienced further 
benefits. The increased cash flow visibility and reliability 
improved planning accuracy and led to improved negotia-
ting power with banks and investors. The project led to 
greater collaboration across the supply chain as well as 
across the internal functions within each company.

Source: Arthur D. Little analysis
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Case study 2: construction projects industry

Work in the construction industry takes place through 
projects. The customer pays the construction company 
according to an often complicated variety of conditions, 
terms and exclusions thereof. As a consequence it 
often leads to late payments. A penalisation system is a 
powerful method of stimulating the customer to make 
timely and regular payments. Ideally, the penalisation 
system gives a discount to the customer for early or on-
time payments. 

Below is an example of an effective penalisation system. 
The construction company agreed with two customers A 
and B on a maximum credit limit of €15k and maximum 
payment terms of 30 days.  

Customer A used only €10k credit but exceeded pay-
ment terms by 5 days. As a consequence of the agreed 
penalty system, the maximum payment terms were 
subsequently reduced by the same number of days by 
which the customer had exceeded the initial terms: by 5 
days to 25 days.

Customer B also used €10k credit, of which he paid 
back only €8k in time. As a consequence, the maximum 
credit limit was subsequently reduced by the amount 
the customer failed to pay in time: by €2k to €13k.

Source: Arthur D. Little analysis

Incurred credit

Customer A €10k €10k Unchanged
€15k

35 days 25 days

Customer B €10k €8k €13k30 days Unchanged
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1. Set clear top-down targets

Initiatives to reduce working capital levels must be driven 
by a combination of top‑down leadership and bottom-up 
involvement. Senior executives should establish clear 
reduction goals and targets, derived from the company’s 
strategy and supply chain improvement programme. Em-
ployees should be involved in the definition of measures 
that will lead to the achievement of the targets so that their 
commitment is ensured.

To determine the overall targets for the company, you can 
use benchmarks from within and outside the industry. Of 
course you should take into account country-specific con-
straints or conditions such as payment terms regulated by 
law or regional payment behaviours. You can then translate 
the overall targets into sub-targets by product line, custom-
er group, regional or cultural setting, or any other adequate 
basis for differentiation. Furthermore, you should set the 
timeframe within which results should be achieved and 
allocate the necessary resources and funding. Finally, as 
senior executives you should convey your commitment and 
a sense of urgency to employees at all levels and functions 
in the organisation.

2.	 Design working capital thinking into the 
business processes

Setting top‑down targets is a good start and may indeed 
lead to singular reductions in working capital levels. How-
ever, once the top‑down pressure has lessened, improve-
ments tend to fade away – and you are back to square one.
 
One of the keys to sustainable success is to design work-
ing capital thinking into the business processes. That in 
turn requires alignment between the various functions 
involved in these processes. Often the functions optimise 
the activities within their own boundaries without consider-
ing the process as a whole:

•	 The purchasing function strives to achieve optimal 
prices regardless of lot sizes, delivery frequency and 
payment terms, thus increasing inventory and reducing 
trade payables.

•	 The production function optimises lot sizes and sched-
ules for an ideal utilisation of equipment and thus builds 
up inventory of finished goods. In the worst case, de-
spite full warehouses the products required by custom-
ers are lacking, which leads to hedging of finished goods.

•	 The sales function makes optimistic forecasts, leading 
to high levels of inventory in subsidiaries and lack of 
capacity in production for the products actually re-
quired. Payment terms are accepted as proposed by the 
customer instead of being optimised from the perspec-
tive of liabilities and overall customer satisfaction, i.e. 
product delivery as requested.

In other words, working capital improvement requires a 
holistic approach, within a company and across the supply 
chain, for each of the three key business processes: order-
to cash, purchase-to-pay, and inventory management.

Order-to-cash

The order-to-cash process comprises all activities related to 
incoming customer sales orders, order fulfillment, logis-
tics, invoicing and cash collection. It affects the level of 
accounts receivable. The two main levers for streamlining 
order-to-cash and reducing accounts receivable are:

1.	 Negotiate optimal supply chain payment terms with 
customers;

2.	 Enforce adherence to existing payment terms  
(i.e., minimise late payments).

Purchase-to-pay

The purchase-to-pay process comprises procurement 
activities and outgoing payments. It affects the level of 
accounts payable. The two main levers for improving ac-
counts payable performance are:

1.	 Negotiate optimal supply chain payment terms;

2.	 Ensure an efficient supplier payment process.

Initiatives to reduce work-
ing capital levels must be 
driven by a combination of 
top‑down leadership and 
bottom-up involvement. 
Senior executives should 
establish clear reduction 
goals and targets, de-
rived from the company’s 
strategy and supply chain 
improvement programme.

Releasing working capital across the supply chain

Working capital improve-
ment requires a holistic 
approach, within a com-
pany and across the supply 
chain, for each of the three 
key business processes.
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Inventory management

Inventory management is successful when it builds on op-
timal stock levels enabling order fulfillment within defined 
delivery times. The two main levers for optimal end-to-end 
inventory of a supply chain are: 

1.	 Make a reliable and accurate sales forecast and, derived 
from it, production plans. Communication of changes in 
forecasts across the supply chain increases their reliabil-
ity. Ideally a “customer pull” principle is implemented 
throughout the supply chain. In practice this means 
that manufacturing and shipping of products, ordering 
of materials and delivery of services only occur when 
requested by a customer.

2.	 Implement  logistical concepts with sufficient flexibility. 
For example, harmonisation of batch sizes is a simple 
but effective lever for optimising inventory of incoming 
goods. On the sales side, a mix of direct delivery, re-
gional distribution centres and delivery-to-stock increas-
es flexibility.

3.	 Create awareness and provide training  
at the operational level 

Setting top-down targets and designing working capital 
thinking into the business processes are essential meas-
ures to reduce working capital levels. Equally important, 
though, is the human element. The key to sustainable 
success is building commitment throughout the organisa-
tion and instilling behavioural changes. The people who run 
the daily operations are the ones who can watch working 
capital levels continuously. Their actions ultimately control 
working capital levels. 

As a consequence, it is crucial to first raise awareness 
about working capital. People cannot manage working 
capital if they do not understand what working capital is, 
how their decisions influence it, and why keeping it low is 
important. Everybody involved in sales and customer pay-
ment collection, inventory management, and purchasing 
and supplier payments should receive training to compre-
hend how their jobs influence working capital levels. 

4.	 Enable people to act toward achieving  
the targets 

Once people have an understanding and awareness of the 
importance of working capital levels, two further conditions 
must be fulfilled. First they should receive up‑to‑date infor-
mation that shows how their day-to-day decisions influence 
company results. Dashboards indicating performance on 
working capital metrics help sustain awareness. 

Secondly, successful companies align individual perform-
ance metrics and targets with company goals. They incor-
porate company goals into individual scorecards in such 
a way that people naturally pursue the company goals for 
their own benefit. Of course, you should avoid situations in 
which people are held accountable for performance metrics 
that they cannot control adequately. You should ensure that 
responsibility for a target resides with people who have 
direct authority over the actions and decisions that drive 
performance towards that target. You should also ensure 
that people do not receive contradicting targets, in par-
ticular when pursuing reductions in working capital levels 
across the supply chain through collaboration. 

Equally important, though, 
is the human element. The 
key to sustainable success 
is building commitment 
throughout the organisation 
and instilling behavioural 
changes. The people who 
run the daily operations are 
the ones who can watch 
working capital levels con-
tinuously.

You should ensure that 
responsibility for a target re-
sides with people who have 
direct authority over the 
actions and decisions that 
drive performance towards 
that target.

Releasing working capital across the supply chain
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Insights for the executive

When credit is scarce, reducing working capital levels is 
both an attractive and often inescapable way for a company 
to raise funds for investments. Furthermore, a collabora-
tive approach across the supply chain makes it possible 
to reduce working capital levels for all companies that are 
part of it. Collaboration avoids losses caused by opposing 
interests. It leads to increased liquidity, lower credit costs, 
better ratings, improved transparency and reliable relation-
ships with customers and suppliers.

While quick wins can be had within three months, achiev-
ing sustainable reductions in working capital levels that 
stretch beyond the current economic downturn requires a 
structurally different approach to working capital. First, sen-
ior executives should establish clear top-down overall tar-
gets and translate these into sub-targets, thereby involving 
the people who will have to work towards achieving them. 
Second, they should design working capital thinking into 
the order-to-cash, purchase-to-pay and inventory manage-
ment processes by aligning the functions involved in these 
processes. Third, they should raise awareness and provide 
training so that people at the operational level understand 
what working capital is, how their decisions influence it, 
and why keeping it low is important. Finally, they should 
provide their people with the information and authority 
that enables them to work toward achieving the targets for 
working capital levels. 
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