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 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. 
	Answer 1
Proper management of working capital is essential to a company’s fundamental financial health and operational success as a business. A hallmark of good business management is the ability to utilize working capital management to maintain a solid balance between growth, profitability and liquidity.

A business uses working capital in its daily operations; working capital is the difference between a business' current assets and current liabilities or debts. Working capital serves as a metric for how efficiently a company is operating and how financially stable it is in the short-term. The working capital ratio, which divides current assets by current liabilities, indicates whether a company has adequate cash flow to cover short-term debts and expenses.
Working Capital

Two basic definitions exist for working capital. The more technical of the two explains working capital as the difference between all short-term assets and short-term liabilities. Assets in business refer to anything of value a company owns. Liabilities are outstanding debts, such as loans and credit. The simpler definition describes working capital as the cash available for the day-to-day operations as a business. 
Daily operations cash comes from assets such as the sale of merchandise, and excludes money used to pay liabilities; therefore, the two definitions are essentially the same.
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The Importance of Working Capital

Working capital is a daily necessity for businesses, as they require a regular amount of cash to make routine payments, cover unexpected costs and purchase basic materials used in production of goods. Working capital is an easily understandable concept, as it is linked to an individual’s cost of living and, thus, can be understood in a more personal way. Individuals need to collect money they are owed and maintain a certain amount on a daily basis to cover day-to-day expenses, bills and other regular expenditures.

Working capital is a prevalent metric for the efficiency, liquidity and overall health of a company. It is a reflection of the results of various company activities, including revenue collection, debt management, inventory management and payments to suppliers. This is because it includes inventory, accounts payable and receivable, cash, and portions of debt due within the period of a year and other short-term accounts.

The needs for working capital vary from industry to industry, and they can even vary among similar companies. This is due to several factors, including differences in collection and payment policies, the timing of asset purchases, the likelihood of a company writing off some of its past-due accounts receivable, and in some instances, capital-raising efforts a company is undertaking.
Working capital management entails the process of balancing the needs of short-term assets and short-term liabilities. Aspects of working capital management include short-term loans, merchandise purchased on credit, goods and services provided on credit and merchandise, goods and services paid for upon delivery. Managing working capital essentially entails managing the cash flow of a business on a daily, weekly and monthly basis in such a way that satisfies all debts while reserving enough capital to continue operations and the generation of profits.
The Importance of Working Capital Management

When a company does not have enough working capital to cover its obligations, financial insolvency can result and lead to legal troubles, liquidation of assets and potential bankruptcy. Thus, it is vital to all businesses to have adequate management of working capital.

Working capital management is essentially an accounting strategy with a focus on the maintenance of a sufficient balance between a company’s current assets and liabilities. An effective working capital management system allows businesses to not only cover their financial obligations, but it is also a way to help companies boost their earnings. Managing working capital means managing inventories, cash, accounts payable and accounts receivable. An efficient working capital management system often uses key performance ratios, such as the working capital ratio, the inventory turnover ratio and the collection ratio, to help identify areas that require focus in order to maintain liquidity and profitability.

Managing assets and liabilities is one of the most important jobs for business managers and accountants. Small businesses in particular must strike a perfect balance between the two to successfully continue operations, because they lack the capital to absorb large losses. Proper working capital management proves essential in the avoidance of bankruptcy by helping a business balance needs with obligations. A full description of the relationship between working capital and bankruptcy requires an explanation of the relevant terminology. Businesses face bankruptcy when insufficient capital resources prevent them from paying debts owed. Successful working capital management allows a business to pay all debts as they mature, or come due, while continuing profitable business operations. At the very least, successful working capital management allows a business to break even. Therefore, working capital management is directly responsible for the avoidance of bankruptcy. Unsuccessful working capital management can lead directly to bankruptcy by preventing a business from paying off liabilities or by preventing the generation of new capital with which to pay future debts.

There are a number of reasons for the importance of working capital management. One major reason stems from the relative urgency of working capital decisions. There is a very close relationship between sales growth and growth of current assets. Current assets tend to grow spontaneously with increases in sales, and the growth of these assets must be controlled effectively if a financial manager is to maintain control of the firm's asset structure. As current assets grow, they must also be financed. Part of this financing will come from current liabilities, part from other external sources of capital, and part from reinvested earnings. Control of the portion of current asset financing that comes from current liabilities is an important aspect of working capital management.

A second major reason for the importance of working capital management is the size of the working capital accounts. Current assets, particularly accounts receivable and inventory, often represent the largest single category of asset investment for many firms. This is particularly true for small and rapidly growing businesses.

Looking to the right-hand side of the balance sheet, current liabilities often provide a major source of financing for a firm. For small businesses in particular, where long-term debt is often unavailable at any cost, current liabilities may represent the firm's largest single source of financing. A new firm may find it impossible to obtain a long-term loan but relatively easy to establish an open account with a major supplier. Similarly, a short-term bank loan, collateralized by accounts receivable or inventory, is much easier for a new firm to obtain than long-term debt.

A third reason for the importance of working capital management is that working capital management represents a firm's first line of defense against recessionary downturns in sales. In the face of sales declines, there is really very little that a financial manager can do about fixed asset commitments or long-term debt arrangements. However, there is a great deal a manager can do relative to the firm's credit policy, inventory control policy, and accounts payable policy. If the firm is facing a “credit crunch,” inventory may be reduced or accounts receivable tightened up to provide increased liquidity. On the other side of the balance sheet, accounts payable payments may be slowed to provide an additional source of financing.

A fourth and final reason for the importance of working capital management lies in the relationship of effective management to the survival of the firm. As noted, working capital accounts tend to grow spontaneously with growth in sales. The inability to control this growth is a major cause of business failures. Once again, control is particularly important for the small, rapidly growing firm.

It is important for a business to manage good working capital by undertaking each component relating to working capital effectively and efficiently. It must be noted that while the amount of working capital that a company carries can be used to protect it against possible insolvency, it can also affect its profitability as well. So, it is essential for a business management to maintain the balance between liquidity and profitability while managing working capital. Thus, a well-managed working capital is crucial for running a healthy organization.


Answer 2

In some ways, managing cash flow is the most important job of business managers. If at any time a company fails to pay an obligation when it is due because of the lack of cash, the company is insolvent. Insolvency is the primary reason firms go bankrupt. Obviously, the prospect of such a dire consequence should compel companies to manage their cash with care. Moreover, efficient cash management means more than just preventing bankruptcy. It improves the profitability and reduces the risk to which the firm is exposed.

The quick ratio is a measure of how well a company can meet its short-term financial liabilities. Also known as the acid-test ratio, it can be calculated as follows:

(Cash + Marketable Securities + Accounts Receivable) / Current Liabilities
A common alternative quick ratio formula is:

(Current assets – Inventory) / Current Liabilities
HOW IT WORKS (EXAMPLE):

The quick ratio is a more conservative version of another well-known liquidity metric -- the current ratio. Although the two are similar, the quick ratio provides a more rigorous assessment of a company's ability to pay its current liabilities.

It does this by eliminating all but the most liquid of current assets from consideration. Inventory is the most notable exclusion, because it is not as rapidly convertible to cash and is often sold on credit. Some analysts include inventory in the ratio, though, if it is more liquid than certain receivables.

WHY IT MATTERS:

Cash management is a broad term that refers to the collection, concentration, and disbursement of cash. The goal is to manage the cash balances of an enterprise in such a way as to maximize the availability of cash not invested in fixed assets or inventories and to do so in such a way as to avoid the risk of insolvency. Factors monitored as a part of cash management include a company's level of liquidity, its management of cash balances, and its short-term investment strategies.
Obviously, it is vital that a company have enough cash on hand to meet accounts payable, interest expenses and other bills when they become due. The higher the ratio, the more financially secure a company is in the short term. A common rule of thumb is that companies with a quick ratio of greater than 1.0 are sufficiently able to meet their short-term liabilities.

In general, low or decreasing quick ratios generally suggest that a company is over-leveraged, struggling to maintain or grow sales, paying bills too quickly or collecting receivables too slowly. On the other hand, a high or increasing quick ratio generally indicates that a company is experiencing solid top-line growth, quickly converting receivables into cash, and easily able to cover its financial obligations. Such companies often have faster inventory turnover and cash conversion cycles.

Lenders look to the quick ratio because it shows the percentage of a firm’s debts that could be paid off by quickly converting assets into cash. Lenders often look at this ratio because the more liquid a firm’s assets, the better equipped it is to adapt to changing conditions in the business environment.

Ideally, a firm’s quick ratio should be about 1:1, meaning its current assets are just able to cover short-term debts. Low quick ratios are riskier investments because, for those business borrowers, the company’s current debt outweighs current cash reserves. In general, the higher the quick ratio the better because it shows the firm has sufficient cash.

However, be wary of a firm with an especially inflated quick ratio, as it may be an indicator the company isn’t effectively using cash reserves to grow the business.

Since the quick ratio is a measure of liquidity, the following methods can be used to make sure cash and cash equivalent reserves are adequate to cover short-term debts:

• Shore up accounts receivable management to ensure payments are promptly received, which increases cash reserves

• Eliminate unproductive, illiquid assets to free up cash reserves, pay off debts or invest back into growing the business

• Decrease the amount of current debt by negotiating longer-term liabilities

Cash management is particularly important for new and growing businesses. Cash flow can be a problem even when a small business has numerous clients, offers a product superior to that offered by its competitors, and enjoys a sterling reputation in its industry. Companies suffering from cash flow problems have no margin of safety in case of unanticipated expenses. They also may experience trouble in finding the funds for innovation or expansion. It is, somewhat ironically, easier to borrow money when superstore management have money. Finally, poor cash flow makes it difficult to hire and retain good employees.
Answer 3
Careful cash management is crucial to every business. In fact, it’s no exaggeration to say that it can make the difference between success and insolvency. This is particularly true for SMEs and startups in the most competitive sectors, where effective financial control is vital to keep businesses afloat.

But what exactly is working capital? In simple terms, this is the difference between a business’s short-term assets and short-term liabilities. Put another way, working capital represents the difference between what the firm owes and what it owns. Without sufficient working capital, a business simply won’t have the cash it needs to fund daily operations and future growth.

1. Maintaining working capital is everybody’s responsibility.

Many businesses rather short-sighted that working capital is solely the remit of the finance team. Far from it. To succeed, a company should implement KPIs on working capital that is understood by everyone in the management team. Where necessary, specialist training should be delivered so that everyone shares the same outlook on financial management.

2. Pay suppliers on time.

At first glance, this suggestion may appear strange: surely paying as late as possible will improve a company’s working capital? However, suppliers who are paid quickly and who do not have to waste time chasing invoices are likely to be more flexible when it comes to prices and terms of business.

Effective negotiating is central to every business, and it makes good sense to assign each supplier a named contact who can build a close and mutually respectful working relationship.

3. Control expenses carefully.

In a large company, it can be tempting to ignore small expenses. This is extremely unwise, as they can mount up significantly and substantially affect the business’s working capital. Setting clearly understood rules for travel and entertainment can make all the difference, while the introduction of a corporate card program will allow management to view expenses in depth and quickly take remedial action where employees are bending the rules.

4. Watch superstore management r stock.

Excessive stock holdings can tie up huge amounts of capital. Overbuying frequently results from poor communication between departments and can be mitigated by monthly or quarterly stock checks, provided they are quickly followed up with remedial action. At the same time, it is crucial to avoid stock shortages, so this is something of a balancing act, requiring careful attention to each product line.

5. Consider introducing e-procurement.

E-procurement can reduce costs substantially: one survey indicated savings of 18 percent when businesses used e-auctions and carefully compared different suppliers’ terms. Choosing suppliers with longer payment terms can represent a huge boost to superstore management r working capital, so it is worth carefully examining the small print and negotiating wherever possible. E-procurement also involves a rigorous authorization process, which can assist in reducing unexpected expenditures and protecting superstore management r working capital.

6. Talk to alternative lenders.

Bank overdrafts can be a good way to manage shortfalls in superstore management r working capital. However, they traditionally represent a moderately high risk for the bank and hence attract substantial interest rates. Superstore management r company may be able to negotiate far more advantageous terms with an alternative lender, who can offer superstore management a choice of emergency loans, asset-based finance, and invoice factoring and discounting.

7. Emergency loans can be a short-term solution.

Emergency loans are an excellent way to address sudden shortfalls in working capital. As the name suggests, speed is of the essence and a lender can give superstore management the financing superstore management need in less than 24 hours.

8. Asset-based financing can be an asset.

With asset-based financing, superstore management can borrow against the value of superstore management r premises, plant, and equipment. This is a longer-term method of financing, with competitive interest rates as the loan is secured on an asset.
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