Liquidity 

[bookmark: _GoBack][image: ]

[image: ]
image1.png
38.8 Workbook

Revision questions
(30 marks; 30 minutes)
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What is working capital?

What is capital expenditure?

What is working capital used for? Give two
examples.

What problems could arise if a firm is
operating with very low working capital?

Why may a business be unable to get a loan

or overdraft if it has working capital difficulties?
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6 On 1 February, JG Co received an order for
£20,000 worth of office furniture. Between 15
February and 20 March, the company spent
£11,000 on materials and labour. Between
20 March and 31 March, a further £4,000
was contributed to fixed costs such as quality
control. The finished order was delivered on
1 April, together with an invoice requiring
payment in 60 days. On 1 June, the payment
of £20,000 was received. How long is JG Co's
working capital cycle?

7 Outline three ways in which a business can
improve its working capital situation.

8 How does better stock management help a
firm to control its working capital requirements?
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Life and death

Managing cash flow effectively is really a matter of life
and death for a new business. Government figures show
that small businesses are owed as much as £17 billion
from customers at any one time, and that 10,000 UK
businesses fail each year because of late payment from
customers.

Ironically, one of the reasons for cash flow problems

is that small, growing businesses can find themselves.
‘overtrading’ (i.e. sales may be strong, but the company
lacks the cash to buy more stock or pay its bills).

A previous client of mine was worth over £1 million,

yet was at the end of its bank overdraft limit simply
because one customer was too large for its business. It
used all its working capital supplying this one customer!
In addition, though the client was paying its own bilis
immediately, it wasn't being firm about collecting money
from its own customers.

To put the situation right, the firm first had to walk away
from its large customer and focus on smaller ones, and
then actively chase late payments. Chasing invoices.

s perfectly acceptable, and in fact some businesses
will never pay until chased. Finally, the company also
negotiated better terms with its own suppliers.

| recommend a number of important cash flow rules.

® Make payment terms a central part
of the contract and enforce them.

® Invoice as soon as possible.

® Chase invoices the moment they become due.
© Walk away from bad payers.

.

Do a cash flow forecast and reforecast
regularly - at least every month.

@ Cash cheques as soon as you receive them.

Source
http://startups.co.uk

Questions

(25 marks; 30 minutes)

1 Explain why late payment from customers can
be such a serious matter.

2 Explain the difficulties that may arise for a
business that uses all its working capital
supplying one customer.

3 Outline one advantage and one disadvantage
involved in chasing late payers.

4 Assess what you see as the three main themes
that come through from the ‘important
cash fiow rules’.

: adapted from an article by Jeff Maplin at
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