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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. 
	1. Why it is important to manage working capital? (10) 

Working capital is an important function of financial management and its mismanagement is one of the main reasons why a business’s can fail. 
The management of working capital is most closely related to the day-to-day business operations, therefore it needs to have high priority. 
Working Capital must be managed as it enables investment of funds and it is what a business regularly needs to operate efficiently in the short term. It includes current assets and current liabilities e.g. investment in cash, accounts receivable, inventories (which includes raw materials, semi-finished products, and manufactured goods), and short-term securities.  
The working capital needs to be monitored through the balance sheet to check the conversion of invested funds to become cash. 

If the working capital is managed well, there is investment for short-term uses which include spending on the business’ current operations e.g. 
· purchase raw materials
· pay wages to labour
· meet day-to-day expenses

and also investment for more permanent or long- term projects e.g.
· purchasing fixed assets
· diversifying
· expanding business operations
· modernising or renovating equipment or machinery
· spending on research and development, etc.
Unsold goods that are assessed at the end of an accounting period are added to stock e.g. semi-finished products, unused raw material and finished goods that are unsold. This will affect the potential working capital available. Similarly, if goods are sold on credit the funds remain ‘locked’ in stock until the business gets the cash in for them. Inventory may be even greater for larger organisations and there may be bigger bank loans needed creating a greater emphasis to manage the working capital and avoid potential closure. Liquidation is likely if the management of working capital is neglected, affecting operating plans, due to: 
· Unavailability of funds impacting investment opportunities stalling growth; 
· Non-utilization of the firm’s fixed assets leading to lower returns on investment; 
· Inability to meet the firm’s day-to-day financial obligations; 
· fewer credit opportunities
· reluctance from banks and other lenders to grant loans.

If mismanaged, a large surplus of working capital, on the other hand, could cause: 
· An unnecessarily large inventory, i.e. wasteful as well as showing speculative profits that might result in paying out larger dividends that that cannot be maintained in the long run.  
· over-lending and increased debts and losses 
 
In view of the discussion above, managers must employ financial and statistical techniques in order to strike the right balance of working capital.

2. Quick Ratio (QR) = Liquid Assets/Current Liabilities. Why is it more important to manage quick ratio, in a time of recession, for the survival of a company? (10)

Quick ratio (QR), also known as the acid test, is often used in difficult times such as a recession to assess the current financial position, especially if there is a danger that the business may be in crisis e.g. when short term creditors are demanding immediate payment and the likelihood of being able to sell stock quickly is not possible. The quick ratio (QR) looks at the liquidity of the assets using current ratio formula (without including inventory). It is the ratio of the liquid assets and the current liabilities. The following is a list of items that are typically included in short term or current liabilities 
· [bookmark: _GoBack]credit supplies
· deferred short-term payments
· borrowing from banks

When a company has current assets more than the current liabilities the current ratio is favourable but if the current liabilities are greater than the current assets, (which could be the case in a recession, then it is not favourable and urgent measures need to be taken. A quick ratio will determine the current ‘state of play’ and to what extent the short term assets are available to meet the short term liabilities. 

In a recession, the business amy show a ratio of 1:1 and the finance manager must look at the cash flow meticulously and regularly asses  where the business is in relation to its inflows and outflows, using the Quick ratio, to give an indication of whether the business can survive. A business should manage provided it can meet its immediate obligations when payments are due. If a business can accurately time their cash inflows with cash outflows then they may be able to successfully operate on a tight ratio, even in a recession.

3. What methods can be used by a superstore to manage its working capital? (10)

A superstore is a larger retail outlet that is likely to have higher sales and larger turnover. Nonetheless, they will still need to manage their working capital as they still need to know what is actually available for investment after paying off their current liabilities, to become more profitable and continue to grow. The business needs to consider a number of measures or methods to ensure working capital is managed. This may be done if:

· All managers and accountants working for the superstore manage working capital since it is their responsibility to ensure that the business objectives and financial targets are being met.
· The managers carefully control the expenses and assess the fixed costs and benefits of these against productivity e.g. office expenses, advertising, and managerial salaries
· The superstore has a good relationship with its creditors as it can be invaluable if they require a quick short term loan as short term loans can be a quick fix. 
· They control the cash flow by reducing the time gap between making sales and collecting cash for those sales helps to minimise cash holding
· They have one account for depositing the collected cash. This is a more efficient way of storing cash than maintaining separate accounts as the aggregate cash requirement for different cash centers will be more than that for a single cash collection centre. 
· The Superstore reduces the time of their Operating Cycle by increasing turnover and speeding up debt collections (to ensure the conversion of debtors into cash), trade credit is also a benefit for the business. 
· This will avoid the ‘Lock Box system’ where there is too much cash in receivables
· They pay creditors back in a timely manner. Delayed payments can affect reputation although the Superstore may take advantage of the time gap between receiving goods on credit and paying for them if the cash inflows and outflows do not match. Their must be enough liquidity to meet the credit obligations e.g. create a cheque book float.
· They avoid idle cash, and re-invest the capital or excess cash into stock so that the Superstore can create more sales to increase profits and the cash balance to ensure that the company’s liquidity is not being compromised, unless there is a need to hold onto the working capital e.g. recession so the money can be used wisely in a crisis. 
· They invest in short term that yields returns and is quickly convertible into cash again i.e. it is marketable. Ensure there is no risk involved in the timely payment of interest and principle amount 
· The company keeps its stock in safe place and is able to store it for easy access as well as have a clear policy regarding the management of stock e.g. making sure managers are periodically informed about the position of the stock to aim to achieve maximum inventory turnover 
· They find the best lender for the superstore and be able to pay them on time. It may also be worth talking to other lenders to get competitive rates.

· They consider new marketing campaigns and different ways to improve the business including the use of e-procurement (the process of purchase and sale of goods through electronic methods) making further use of internet facilities, the website and other new advertisement sites.              
· They have adequate safeguards to protect against the potential pitfalls of over trading or under trading. 

Most of these methods require the expenses to be carefully managed in order for the superstore to be financially and operationally efficient. 
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