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	Management of Working Capital

Assessment 12                                                                                                 Total Marks: 30 

Q 1. Why it is important to manage working capital?            
  Note: 1 mark for each well explained point.                                                                       10  
Answer:
Cash management is concerned with determining the cash balances that will adequately sustain the operation of the company. Proper cash management is crucial to the well- being of any corporation. Profitability and liquidity are important when dealing with cash management. Profitability – when a firm’s revenues exceed the costs incurred in producing the revenues. Liquidity – when a firm can meet its obligations as they come due

Working Capital concepts
· Net Working Capital = Current Assets - Current Liabilities. 

· Gross Working Capital = The firm’s investment in current assets.

Working Capital Management is defined as the administration of the firm’s current assets and the financing needed to support current assets current assets. Efficient management of working capital is vital to the success of the firm.  Different industries require different levels of working capital
Factors important to the management of corporate liquidity include:

· good cash flow management

· maintaining adequate earnings

· good relations with bankers

· proper management of receivables, inventories, and capital expenditures

The following is the significance of working capital management to a business firm:-

· In a typical manufacturing firm, current assets exceed one-half of total assets.

· Excessive levels can result in a substandard Return on Investment (ROI).

· Current liabilities are the principal source of external financing for small firms.

· Requires continuous, day-to-day managerial supervision.

· Working capital management affects the company’s risk, return, and share price.

In other words, there are different motives of holding cash< these are 
· Transaction motive – looks at holding cash to meet current transactions

· Precautionary motive – focuses on cash balances that are held to provide a cushion for unexpected events such as business declines

· Speculative motive – arises when cash is held to take advantage of situations such as sudden price declines or increases in interest rates

· Finance motive – deals with the buildup of funds required to finance capital budget appropriations

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?               10  
Answer:

Quick ratio/Acid test ratio shows a firm’s ability to meet current liabilities with its most liquid assets.
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· A ratio of 3:1 therefore would suggest the firm has 3 times as much cash as it owes – very healthy!
· A ratio of 0.5:1 would suggest the firm has twice as many liabilities as it has cash to pay for those liabilities. This might put the firm under pressure but is not in itself the end of the world!
From the above brief explanation of what quick ratio is, it is evident that  it very important for a company or firm to effectively manage quick ration in an economic  recession for the company survival.
Q 3. What methods can be used by a superstore to manage the working capital?        10 
Answer   
There’s never been a better time for finance professionals to focus on better ways of managing their working capital, given the wide range of options available. So just how can an organisation or a superstore  make its working capital work that bit harder?

· Manage working capital actively throughout the organisation
It’s not the responsibility of the finance department alone. Companies should implement a cash-focused management system. The way to make sure that cash-focused management happens is to use key performance indicators (KPIs) on working capital all the way down the business to operational level. Ensure that the KPIs are aligned with individual managers’ responsibilities. Cash management should be an active process, linked to improvements in working processes, Windaus says, but making better working capital a company-wide mission takes time.
“Provide awareness training at management level and activity training on new processes at operational level,” he advises. “Changing habits does not happen overnight, so firms will need to provide ongoing support in order to run these processes successfully.”
Consider alternative funding
The banks’ unwillingness to lend, especially to SMEs, has put a strain on the working capital of many businesses.
Bank loans and overdrafts aren’t the only source of working capital. Firms are turning to asset-based finance such as invoice discounting, while others are harnessing the power of the web to raise finance.


·  Pay your suppliers on time
Now there’s a counterintuitive way of improving your working capital.  “If you don’t have a good relationship with your suppliers, you could end up not receiving goods when you need them. And, if you can’t fulfil your commitments, that’s not good for your cash flow either,” 
·  Negotiate discounts with your suppliers
Firms can benefit from discounts through early payment, bulk supply or regular orders. FDs need to consider what kind of leverage they can bring to each supplier. One way of driving down prices as far as possible is to ensure that the firm has only one point of contact with each supplier. Sometimes it’s something as simple as making sure the supplier is referred to by the same name.  “This meant that it was very difficult for the firm to build up an aggregate picture of its total purchasing. That in turn made it harder to identify opportunities for bulk purchasing and discounts,” he says.

·  Make expenses more visible
Even expenses claims with small excess amounts can have a cumulatively negative impact on working capital. The key is to set clear rules in areas such as travel and accommodation – and then to ensure that these are followed.
It is important to have the tools to monitor expense claims without huge manual effort. Penney believes that expense management tools such as corporate card programmes make expenses more visible.
“The detailed reporting helps businesses to see where costs can be consolidated, thereby making forecasting easier and more streamlined,” she says.

· Manage your stock actively
Holding unnecessary levels of the wrong stock can be one of the biggest drags on working capital. Stock problems often result from a lack of communication among different departments. Regular (monthly or quarterly) stock checks are part of the answer. But the information emerging from these checks needs to be reviewed and acted upon. “The reason that most companies shy away from inventory management is because they fear their safety stocks will become dangerously low and they won’t be able to provide the right service level,” 
· Manage the payment process more effectively
Customers will give all sorts of excuses to pay late. One of the most common is an inaccurate invoice, so make accurate invoices a key performance measure for receivables billing.  Bad debts, a particular drag on working capital in tough times, can often be reduced by making more rigorous credit checks on new customers and managing credit limits more carefully.
· Investigate the benefits of e-procurement
This serves to ease their working capital. “For example, e-auctions help to create a competitive tension that is often missing in traditional negotiations,” he says, arguing that auctions also make it easier for buyers to negotiate with suppliers across a wider range of issues, such as payment terms.  “You could factor one supplier’s willingness to accept 60-day payment terms against another similarly priced supplier’s refusal to trade on anything other than 30-day terms.”
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