Answer 19 - Working capital (Main discussion points are as per bullet points)

(a) Working Capital
Definition of Working Capital:
Difference between Current Assets and Current Liabilities    (“Current” = less than 12 months)

Working Capital = Stock + Debtors + Cash – Current Liabilities
· Current Assets are: cash and other assets readily convertible into cash: Debtors, Stock, Liquid investments, Cash

· Current Liabilities are: short term Debt

· Significant resources are invested in working capital

· If not managed, it is an un-necessary cost to the business

· Indicators- poor accounting ratios

· Working Capital Cycle is the number of days Cash is tied up in the business

Risks and effective management of working capital
Risk - Over-Capitalised 
Over-capitalised is when the business has excessive Current Assets – long term finance is tied up in Stock, Debtors, etc, adversely affecting the return on capital

Risk - Overtrading
Overtrading is when the business has insufficient funding for the levels of trading i.e. not enough cash to pay creditors, maintain stock, etc  

Causes - a company grows too quickly- rapid increase in Sales without an adequate capital base, not replace repaid loans, ambitious management

Working Capital as a Strategic asset
Reasons for holding cash:
· To fund the day to day cash needs of the business
· To fund unforeseen business opportunities 

Management of Cash holdings:
· Policy- minimum and maximum levels of cash
· Use of Cash Budgets – forward looking / planning
· Surplus cash to be invested
· Shortfalls to be funded by bank overdrafts
Short term surplus cash is held in “Cash Equivalents” i.e. short term investments e.g. tradable bonds, marketable shares, and overnight deposit




Costs of holding stock:
· Finance charges of money tied up in stock (lost interest)
· Storage costs – warehousing, handling, insurances
· Obsolescence
· Theft

Risks of low stock holdings:
· Break in the manufacturing process
· Loss of sales – customer goodwill 
· Costs of re-ordering – admin, transport, handling
· Loss of bulk purchase discounts
· Uncertainty - future availability and price of materials
· Some trades are seasonal (fishmonger, car dealer) – fluctuating stock levels are necessary

Risks of having significant Creditors:
· Loss of goodwill from suppliers – reduction of credit facility
· Interrupted supply from suppliers
· Restrictions of volume of supplies
· Loss of discounts
· Charges – late payment and interest charges
· Adverse publicity

Management of Creditors:
· Establish a company policy – payment with 60 days, etc
· Control procedures – Creditor Days, Aged Creditor reports
· Change financial structure of company if required

Risks of having significant Debtors:
· Lost interest or other uses of cash tied up in Debtors
· Costs of assessing potential new customers
· Monitoring existing customers
· Admin costs and Bad Debts
· Poor cash flow

Control of Debtors:
· A Credit Policy balancing maximum trade with a minimum Cash Cycle
· Risk assess potential new customers
· Review of current debtors - Aged Debtor Reports, Debtor Days ratio
· Incentives – discounts for prompt payment, direct debit, cash only
· Debt Factoring / Invoice Discounting (selling your debtors)
· [bookmark: _GoBack]Payment methods – electronic transfers, automatic payment
