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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.
Working capital is part of the total capital employed by a company and is often defined as the difference between short-term liabilities and short-term assets. Practically speaking, it is the cash required to run the daily, weekly and monthly operations of a business. Working capital management is, therefore, the process of managing the short-term assets and liabilities so that a firm has sufficient liquidity to run its operations smoothly.
The efficiency of working capital management can be measured through a variety of methods and ratios. Financial analysts typically compare the working capital cycle and other working capital ratios against industry benchmarks or a company`s peers. The most commonly used ratios and measures are the current ratio, days of sales outstanding, days of inventory outstanding and days of payables outstanding.
Liquidity is often tight in small businesses due to the scale of their operations and investment in working capital is a drag on liquidity. The majority of small businesses are not able to fund the operating cycle with account payables so they have to rely on the cash generated internally or, in some cases, a cash injection from their owner. An efficient working capital management will, therefore, allow a business to run efficiently and potentially free up some cash which could be used to pay down debt or invest in a profitable project.
2.Quick ratio (also known as “acid test ratio” and “liquid ratio”) is used to test the ability of a business to pay its short-term debts. It measures the relationship between liquid assets and current liabilities. Liquid assets are equal to total current assets minus inventories and prepaid expenses.
Quick ratio is considered a more reliable test of short-term solvency than current ratio because it shows the ability of the business to pay short term debts immediately.
Inventories and prepaid expenses are excluded from current assets for the purpose of computing quick ratio because inventories may take long period of time to be converted into cash and prepaid expenses cannot be used to pay current liabilities.
Generally, a quick ratio of 1:1 is considered satisfactory. Like current ratio, this ratio should also be interpreted carefully. Having a quick ratio of 1:1 or higher does not mean that the company has a strong liquidity position because a company may have high quick ratio but slow paying debtors. On the other hand, a company with low quick ratio may have fast moving inventories. The analyst, therefore, must have a hard look on the nature of individual assets.
3.
Working Capital cycle (WCC) refers to the time taken by an organisation to convert its net current assets and current liabilities into cash. It reflects the ability and efficiency of the organisation to manage its short-term liquidity position.In other words, the working capital cycle (calculated in days) is the time duration between buying goods to manufacture products and generation of cash revenue on selling the products. The shorter the working capital cycle, the faster the company is able to free up its cash stuck in working capital. If the working capital cycle is too long, then the capital gets locked in the operational cycle without earning any returns. Therefore, a business tries to shorten the working capital cycles to improve the short-term liquidity condition and increase their business efficiency.

The working capital cycle focuses on management of 4 key elements viz. cash, receivables (debtors), payables (creditors) and inventory (stock). A business needs to have complete control over these four items in order to have a fairly controlled and efficient working capital cycle. Let as look at an example to enable a better understanding of the concept of working capital cycle.
WORKING CAPITAL CYCLE EXAMPLE
Let us assume following details for a company that is into the manufacturing sector.
· A company takes raw materials on credit and has to pay back to its creditors in few days (say 30 days in our example). This is also called as average payables period which is can be calculated as the ratio of creditors to credit purchases.
· Average payable period = average creditors / credit purchases X 365.
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