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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	Q 1. Why it is important to manage working capital?

Answer:

Working Capital:
Definition:

Working capital, also called net working capital, is a liquidity ratio that measures a company's ability to pay off its current liabilities with its current assets. Working capital is calculated by subtracting current liabilities from current assets.

Explanation:

                             Working Capital= Current Asset – Current Liabilities

Working capital is an important concept for creditors because it shows how well companies can pay off their current obligations without depleting any of their long-term assets. In other words, creditors want to see that companies can produce enough income, cash, and receivables to pay for current obligations as they come due. This shows how liquid the company is.

If companies can't pay off their current liabilities with current asset they will have to sell off long-term assets. By selling these revenue generating long-term assets, the company decreases future possibilities of revenue. 

Obviously, creditors are concerned with not only a company's ability to meet current obligations but also the company's long-term sustainable and growth. Companies that sell long-term assets to pay for current obligations instead of using working capital are a sign that the company's operations are failing.

Companies with sufficient amounts of working capital can carry inventory, take advantage of cash discounts, and finance current acquisitions with current liabilities.

Example

For instance, a manufacturer that has current liabilities of $100,000 and current assets of $200,000 has working capital of $100,000. This means that after all the current liabilities are paid off the company still has $100,000 of current assets remaining. This manufacturer is highly liquid.

When analyzing a company's working capital, it is important to look at its total working capital dollars as well as its current ratio.

Importance of Working Capital:

1. Strengthen The Solvency

Working capital helps to operate the business smoothly without any financial problem for making the payment of short-term liabilities. Purchase of raw materials and payment of salary, wages and overhead can be made without any delay. Adequate working capital helps in maintaining solvency of the business by providing uninterrupted flow of production.

2. Enhance Goodwill

Sufficient working capital enables a business concern to make prompt payments and hence helps in creating and maintaining goodwill. Goodwill is enhanced because all current liabilities and operating expenses are paid on time.

3. Meet Short Term Borrowing.

The working capital is the essence of business and is necessary to meet the short term obligations of the firm.

4. Balancing Current assets & liabilities.

A working capital provides cash for the business. The main aim of working capital management is to balance current assets against liabilities. Working capital is important because it has ability to borrow and increase the share prices.

5. Easy Obtaining Loan

A firm having adequate working capital, high solvency and good credit rating can arrange loans from banks and financial institutions in easy and favorable terms.

6. Regular Supply Of Raw Material

Quick payment of credit purchase of raw materials ensures the regular supply of raw materials from suppliers. Suppliers are satisfied by the payment on time. It ensures regular supply of raw materials and continuous production.

7. Smooth Business Operation

Working capital is really a life blood of any business organization which maintains the firm in well condition. Any day to day financial requirement can be met without any shortage of fund. All expenses and current liabilities are paid on time.

8. Ability To Face Crisis

Adequate working capital enables a firm to face business crisis in emergencies such as depression.


9. Minimize Risk of Insolvency.

Working Capital minimizes the risk of insolvency while maximizing the return on assets.

10. Credit Worthiness.

Trade receivables can be managed suitably, by having a well-established credit policy for the organization. It will enable the company to evaluate customers for their credit worthiness before entering into contract with them.

11. Production Efficiency.

Working capital increased production efficiency by making expenditures on research, innovation and technical development and by maintaining continuous flow of materials.

12. Employees Satisfaction:

High morale of employees because of an environment of certainty, security and confidence which is a great psychological factor


13.  Dividend payment.

Regular payment of dividend is assured due to the availability of sufficient liquidity


At a high level, working capital is the funds available to your company for use in your day-to-day operations. Without working capital, you wouldn't be able to stay in business. 
So this little overview is worth paying close attention to Working capital is also what investors will look at to assess both your company's short-term financial health and its liquidity (how easily the company's assets can be sold off and converted into cash).


Q 2.  Quick Ratio (QR) = Liquid Assets/Current Liabilities. Why it becomes more important to manage quick ratio in a recession for survival of the company?   

Answer:

Quick Ratio:

Definition:

The quick ratio is a liquidity ratio that measures a company’s ability to pay off its current debts with only quick assets. 

Quick assets, sometimes called cash equivalents, are current assets that can be quickly and easily converted into cash in the current period. These assets include cash, short-term investment, and current receivables.

Formula:

Quick Ratio= Liquid Assets / Current Liabilities


Explanations:

The quick ratio is designed to show investors and creditors how quickly a company can pay off its short-term debt. Assets like cash, marketable securities, and accounts receivable can quickly be converted into cash and used to pay off current liabilities. 

This also shows analysts that the company has healthy cash and can meet its short-term debt obligations with its operations. In other words, the company is making enough profit to pay off its current liabilities without having to sell long-term assets.

Example

At the end of the year, Jim's Computer Repair Shop has $100 in cash, $150 in stock investment, $50 in accounts receivable, and accounts payable of $200 with no other liabilities. Jim would calculate his quick ratio like this.

                                      1.5 = 300/200

Jim's quick ratio is 1.5. That means that Jim has 1.5 times as many quick assets as current liabilities. In other words, Jim could pay off all of his current liabilities with only 66% of his quick assets. This is a high quick ratio and shows that Jim has a liquid business with fair cash flow.

Creditors generally look at the quick ratio to analyze whether a company will be able to pay long-term debt as it comes due. Jim's shop should have no problem with this.

Recession:

Definition:

A significant decline in activity across the economy, lasting longer than a few months. It is visible in industrial production, employment, real income and wholesale-retail trade. The technical indicator of a recession is two consecutive quarters of negative economic growth as measured by a country's gross domestic product (GDP); although the National Bureau of Economic Research (NBER) does not necessarily need to see this occur to call a recession.

Explanation:

Recession is a normal part of the business cycle; however, one-time crisis events can often trigger the onset of a recession. The global recession of 2008-2009 brought a great amount of attention to the risky investment strategies used by many large financial institutions, along with the truly global nature of the financial system. 

As a result of such a wide-spread global recession, the economies of virtually all the world's developed and developing nations suffered extreme set-backs and numerous government policies were implemented to help prevent a similar future financial crisis.

A recession generally lasts from six to 18 months, and interest rates usually fall in during these months to stimulate the economy by offering cheap rates at which to borrow money.

Important of quick ratio in a recession for survival of the company

If a company has enough cash and cash equivalents to pay off its current debt, creditors shouldn’t be worried about being paid. The company can easily meet all of its current obligations without having to sell any of its long-term assets. 

Investors will also be happy because companies that maintain high levels of liquidity are typically stable and grow more profitable in the future.

1) Every business has a certain number of expenses that are required for the business to run. Some of them might be day-to-day, while others are longer term or sporadic. Regardless of the exact situation, every business must have a minimum amount of liquidity to keep the business running smoothly.


2) The quick ratio will allow you to determine if you can pay your short-term debt obligations, or current liabilities, without having to sell any inventory. It's important for a firm to be able to do this because, if you sell have to sell inventory to pay bills that means you have to find a buyer for that inventory. Finding a buyer is not always easy or possible.

3) While running more liabilities than assets isn’t in any way sustainable, a company could continue to run for many months into the foreseeable future  by issuing more debt or increasing earnings in a short period, or making other tough but necessary decisions. This can go on for quite a while until something unexpected arises.

4) During Recession all business activities slow down a company must need liquid cash to survive and meets day to day expenses. Otherwise company cannot run smoothly and will become insolvent.

5) During recession a company must hold or put a break on purchasing new investment as it has to maintain cash for maintaining daily operation of the business.

6) Increase credit term with suppliers for purchasing raw materials and other direct items related to business for production of goods and services. 

7) Fasten process for collecting cash from Accounts receivables in order to minimize burden of debts and short borrowing so that more cash is available to run business operation smoothly. 

8) Restrict on unnecessary expenses to save cash for other important inevitable expenses for smooth operation of the business.

9) Every company is going to have periods when things are not running at full potential. Consider a global recession that eats into a company’s sales. Without cash on hand, that company would be forced to drastically downsize its employee operations and may even have to declare bankruptcy in order to pay off its fixed expenditures. With cash, the company will be more flexible and better able to survive the downturn.

10) Small businesses need to keep their expenses as low as possible. One way to do so is to avoid electronic transaction systems including services like wire transfers and PayPal, which often charge excessive fees. By paying with actual cash, businesses can cut back on these fees, which can significantly reduce their costs and increase their bottom line profits, leading to more cash.

11) Many small businesses have had to learn the hard way that lenders are becoming thriftier with how they loan money. If a business has cash available, it can better take advantage of opportunities to expand and make important acquisitions – options that may otherwise not be available in the absence of loans.

12) Situations where you may need a reserve include medical or dental emergencies not covered by health insurance, damage to your home or vehicle, and possible legal issues. Having physical cash on hand or money in a checking account allows you to pay for unexpected expenses without reaching for a credit card and incurring high interest debt.

13) During a deflationary period, you have to worry about banks failing or stock losing value. Luckily, there is no such worry with cash, which will increase in value in a deflationary period. By having some cash on hand, you can ensure that you will enjoy at least some gains in your portfolio should a deflationary period take hold of the economy.


14) Quick ratio doesn't measure a business's cash flow. If you have a low current ratio at the moment but your business brings in a lot of money, your ratio may fluctuate wildly. Similarly if you have to write down accounts receivable, your ratio can decrease.

15) Particularly for smaller business, cash can be essential for paying bills. Not only do some creditors only accept cash, but other forms of payment can take longer to process, leading to unnecessary late fees. In those cases, paying in cash is the preferred method.

Whether you are a business or an individual, make sure you prioritize the importance of cash. For a business, its availability is essential to not only avoid the possibility of bankruptcy, but also to take advantage of various expansion and growth opportunities. As a consumer, cash represents one of the safest investment possible while preparing you for uncertain times

A quick ratio that is greater than industry average may suggest that the company is investing too many resources in the working capital of the business which may more profitably be used elsewhere. If a company has too much spare cash, it may consider investing the surplus funds in new ventures and in case company is out of investment options it may be prudent to return the excess funds to shareholders in the form of increased dividend payments.

Acid test ratio which is lower than the industry average may suggest that the company is taking too much risk by not maintaining an appropriate buffer of liquid resources. Alternatively, a company may have a lower quick ratio due to better credit terms with suppliers than the competitors.

Thus we conclude that, generally, a higher quick ratio is preferable because it means greater liquidity. However a quick ratio which is quite high, say 4.00 is not favorable to a business as whole because this means that the business has idle current which could have been used to create additional projects thus increasing profits. In other words, very high value of quick ratio may indicate inefficiency.
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Q 3. What methods can be used by a superstore to manage the working capital?

Answer:


WORKING CAPITAL MANAGEMENT:

Definition:

A managerial accounting strategy focusing on maintaining efficient levels of both components of working capital, current assets and current liabilities, in respect to each other. Working capital management ensures a company has sufficient cash flow in order to meet its short-term debt obligations and operating expenses.

Explanation:

Implementing an effective working capital management system is an excellent way for many companies to improve their earning. The two main aspects of working capital management are ratio analysis and management of individual components of working capital. 

A few key performance ratios of a working capital management system are the working capital ratio, inventory turnover and the collection ratio. Ratio analysis will lead management to identify areas of focus such as inventory management, cash management, accounts receivable and payable management

Methods used by Superstore to Manage Working Capital:

As an entrepreneur, you know that cash is king.”   A proper working cash flow is a vital key element for any business owner.  If you are an entrepreneur operating or starting a business, you will need to effectively manage your cash flow operations, especially if you are seeking venture capital growth funding.
 
All businesses, large or small, like super store must have an adequate supply of on-hand cash to pay for supplies, payroll, lease, utilities, and any other regular operating costs.  If you fail to pay your employees or cannot pay a creditor for products already delivered, you face serious business issues that could lead to bankruptcy. 
 
Be liquid:
 
Although cash is the most liquid when paying debts, you could also have capital invested in other liquid forms, such as money market accounts or CDs.  The key with these types of investments is to make a little interest on your liquidity.  

If you have a good supply of cash, consider keeping a portion in these types of small investments to generate a small return. Make sure the accounts will still allow you to easily and quickly access the cash when needed.
 
Have adequate funding sources:
 
Where can you get access to cash when you need it having an adequate line of credit through a bank can be a business life saver.

A line of credit is an open credit source where your business can access cash only when needed and pay back over time.  The line of credit is reusable and does not close after borrowing. 
 
Use purchase order and invoicing:
 
For Super store you always need to purchase goods for resale or further processing, try to open an invoicing system with your vendors.  Through this system, you order supplies with a purchase order from your company.  The supplies are delivered and invoiced for payment later from the vendor.  

An invoice generally will have a “net 30” term where the full balance is due 30 days from the date of invoice.  That gives you about a month where you can keep cash for liquidity purposes and increase your cash flow from sales you make during the month. 
 
Borrow for capital improvements when necessary:
 
Sometimes your business needs capital improvements in order to function better and more efficiently.  An efficient operation is a cash saving operation.  Whether it is for a new computer, new equipment, or a new building, you may need to borrow capital to pay for the improvements.  

Be sure your company will be able to repay the loan with interest and borrow only enough to acquire the improvement(s) and stay liquid during business operations.
 
Stay on top of your business cash flow.  If your business manages cash effectively, you will also be well suited for potential venture capital investing in the future.


Monitor your costs and your inventory

Make sure you're getting the best possible deal from your suppliers. You can do this by shopping around and getting quotes from other suppliers. They may not be able to give a better price, but may be able to offer better payment terms making it easier on your cash flow situation.
[bookmark: _GoBack]
Analyze inventory turnover to determine which items are selling and which are duds that are soaking up your working capital. Try to keep inventory levels lean so that your working capital isn't tied-up unproductively and unprofitably.

Finally, if you feel you need help managing inventory or making cash flow projections can help you implement working capital strategies that are just right for your business.


Collect quickly

To guard against late payment bills as early as possible and make those invoices as clear and as detailed as possible. It may also be worth changing other billing practices such as invoice frequency.

Instead of waiting until the end of the month, generate an invoice as soon as the goods or services are delivered. Make sure those invoices are addressed to the right person in the right department.

For those big orders, you may want to consider progressive invoicing while you manufacture the goods or deliver the service. For example you can ask for a deposit with the order and then a percentage of the payment at various agreed upon milestones.

Keep track of your receivables: 

It's easy to lose track and then neglect to follow up on an overdue account. Experience shows that the longer you remain out of contact with a customer, the less likely you are to recover the full amount owed, so if you can't take care of it yourself, hire someone to do it for you.


Credits Limits:

Credit limits should be set for each customer to reflect both the amount of credit available and the length of time allowed before payment is due. A ledger accounts should be set up and monitored for each customer.

Monitoring the System:

The position of receivables should be regularly reviewed as part of managing overall working capital and corrective action taken when needed. Methods used in monitoring the credit system would include aged debt analysis, financial ratios and statistical data. 

Early Settlement of Discount:

Cash discounts are offered to customers to encourage early payment. The cost of the discount is balanced against the savings the company receives from having less capital tied up due to a lower receivables balance and a shorter average collection period. Discounts may also reduce the number of irrecoverable debts.

Assessing Credit Worthiness:

To minimize the risk of irrecoverable debts occurring, a company should investigate the creditworthiness of all new customers immediately and should continue to assess existing customers periodically.

Information for assessing creditworthiness may come from a variety of sources, such as bank references, trade references, competitors, published information, credit reference agencies. Company sales records or credit scoring.


Managing your suppliers

It's also vital to focus on the outgoing cash, and it’s worth considering the following:
Take the maximum available credit period on offer from suppliers.

If suppliers are unable to offer credit, you should identify the reasons why and look at improving their rating so that suppliers will offer credit.

You should talk to your bank or professional advisors if there are better ways of funding you’re purchasing through trade finance.

Monitor Your Cash Ratio:

To maintain your management goals, monitor your cash flow ratio on a regular basis and make sure it’s in line with your projections and well as the current industry average.  

Your ratio should allow for enough cash to cover your short-term debt obligations but not so much that you are losing return on your investment in assets.

Reduce Your Fixed Costs

Identify where you can save in your fixed business costs (expenses that are consistent month to month). For example, do annual price comparisons for office supplies and negotiate with your suppliers.  

Consider mitigating rent and utility expenses by sharing your office with other entrepreneurs.

Reduce Your Variable Costs:

With regular, careful analysis you can generally find savings in your cost of goods sold, which are your costs that change with production.  Substitute lower cost materials where appropriate, and negotiate with your suppliers.

Manage Your Inventory and Pricing:

Avoid overstocking your inventory, and base your offerings on sales and profit margins.  Cut products or services that perform poorly or have low profit margins.  Also, don’t forget to monitor and adjust your pricing.  

The Small Business Administration recommends setting up a monthly, quarterly, or annual schedule for a pricing strategy review.  If costs have increased for the services you offer, consider raising your service fees.  For products, make sure your pricing stacks up to your industry’s average.


Increase Sales Revenue:

Decreasing costs is an essential way to increase working capital.  But the best way to improve working capital (and grow your business for that matter) is to increase sales.  

Look for creative, low cost ways to increase sales through marketing and promotion, such as client referral incentives or free trials.

To be successful with a working capital management, you need cross-functional alignment of many managers, who will often see the management objective as secondary or in conflict with other measures or targets they must achieve. It cannot be implemented as a separate exercise from top line and bottom line performance optimization.
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