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Flla!tclllAnII!JIII For ..... llln ... " 11111 .. 

Preface 

This boc:* is wilen In • _Inllllilded to pn:Mde bUIc. pI8IIIc8IlcnoSlta .. and Wi'" 
for fIIUIuIIIIIra, .......... In Iha ~18 of fInIInce and 8IlCCUIIfng. It is naI k .... 1dId to .. 
an .. ernbnIcIng diacuaalOl' on Iha ... icn.B of Iha prtrqJlal of ~ and .... but 
to pn:Mde auIIicient lcnowIa .. for Iha rnadIeIIIIr to be ..... of Iha fInancIIII k.- Illor. of 
daoilllion making, and aid In 1he foIowi 10 actIvIIIaa of madcetilv: 

• an aaIBlln_1t of howWIIIMltw6IQ'" 11O'i is woddllD. 
• an 81" ,IIanof.l.maIi .. maltiiBIIIlQaclullu, 
• Iha de\; alopnlllit of fuIure IMItw6IQ plana. end 
• OCIi"oA1g InIII'k8IIng acIhIie. 

The laid is kept to • mil ...... In Older to put eMf Iha priI,,*lu In • cop-' • .." but • 
IncIudIIII baIh runaroua WIDdr8d end I.iI ,,0IIred ..... ,' II In Older to acNeue ......... 
.... III ndIng end 1.1foI0Ii'M/'It. 

The laid is prill..., da algll8d •• 111 ching aid for IMIII.I .. O 01' ................... 01' 
tnIinera and is aimed at undeiW·1I ... 01' dlplo"18111Udan1a ~ agricuIU1II.... • .... 
agrIcuIbnI economics, agrIIuaInaae. nal8g8m8r1l 01' buIII.I.. IIUfIII and aartaII. 
profs nltl.-" qll&lf!caIIaI .. It can aIIo be uaad _ nl8l8rlal for ahoIt CCJUnI88. ........... 
01' baIic laid for pordgiadi ..... for In aaMce 1IaInIng of II ....... and ••• II la I .111 .. aid. 

The _"*10 procn. is 1IIIIIId wiIJIin Iha lald1lllol.911ha praul bll of ....... at 
"""10 aide. TheIe ant: 

• QIIIpI8r GbjecII1tae: Each chIpIair ... tp8CIic ~ whIctt pr .... 1he II J ". 
for 1he chapa II ' rial and ouIIn8lha "7 rilQ ~ 

• Figure8 and IIIIIlla.; Each chIpIair isllbi:liatad wiIh .eII4IIII1ltlgulea and IZIIIes whIctt 
.............. ,' 0I'7IiII1 ... lZ8lhalEillt. 

• ~ Each cItapIeI conIIl ....... 111' .. whIctt .... to ........ laid and 
relllbce ..... iCIng at1he prillCipln 

• EAarcI.I.: Each chIpIair conIIsirta baIh wodcad and I.iI !/JCCIIIraII_dlll .lIaItdId to 
enaunt 1he I ........... I ICIng of baIh 1he COPLIClii* and ...... of pow .... 
IiIChnIqIa irMlIIIed In IinaItcIaI .... ' ' 

• Kay terms; Kay 1t8rma ant IncIIDId at 1he and at NCb diIpIsr and ... kllaltded to 
act. an IIdIHneInolra. 

• Index; A subject index is included at the end of 1he next 10 .... wiIh quick J 
.elenllliC8. 

"------.-----
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Flnancilll For A~ II.ketera 
" ..... 

Chapter 1 • Introduction to accounting 
for marketers 

Chapter oblectlves 

This chapter is intended 10 provide: 
• Art understanding of fInancIat analysis in 

marketing 
• Art explanation of the various aoIIvItie8 

associated with marketing financial 
analyala 

• A brief introclucllon 10 the various financial 
analysis methods. 

Whl8t it is not necnaary 10 be a qualified aooountant or bookkeeper, a basic 
understanding of what is involved in financial analysis is 8SSei rtIaI for anyone In 
marketing. It is too enticing, and often too easy, to use "blue skies" thinking in 
planning marketing acIIvIIies. It is even easier to spend money without fully realizing 
the retum one is getting for it. It is proven, therefore, on marketers, 10 be mona 
disciplined and analytical in the way they go about planning, executing and evaluating 
marketing plans and strategy. One way of introducing mona dIecIpIlne into the proem 
is by having a basic understanding of the financial Implications of decision making, 
and how financial measures can be used 10 monitor and oontroI marketing operations. 
The purpose of this text is 10 provide. exactly that, and the fiI'st chapter deals basically 
with an introclucllon 10 the aotivltles InvoIwd In financial analysis. 

Structure of the chapter 

The chapter /ntroduces the way in which financial ~ can be U88d in markellng, 
and gives a brief overview of the areas In marketing where a knowteclge of finance 
can be very useful, partlculllrfy In helping marketare gauge how well stJalegj is 

. working, in evalueting marketing research alternatives, developing future plans and in 
marketing 00111101. 

The marketing financial analysis circle 

financial analysis can be U88d 10 serve many purposes in an organization but in the 
area of marketing It has four main functions: 

a) 10 gauge how well marketing strategy is working (situation analysis) 
b) 10 evaluate fII8IQIIng decision altematlves 
c) to develop plans for the future 
d) 10 oontroI aotivItIes on a short tenn or-day IO-day baeis. 

In effect these four functions comprise what can be called the "Marketing FinancIal 
AnalysIs Circle" (see figure 1.1) 

5 



Ftaer.clal AIIotI¥II For...... I Ill" I 1 •• • • 

7ar I" .... 
.....,.. I '= I • lilt 

"'-I 1../ ........ ....... 
ActIvities associated with marketing financial • ...,... 
functions 

For each of 1he fourblcllonal_ ...... fInancIII...,. .. UIIfIj In n_1 _v. 
there .. a runber of .'D-Ied acIMIIu: 

a) financlalllillialion ~ (how wall nall""g'" 1 If" ..... 
Thill irM:IIve81he sIudy of: 

.1he sludyof .... 
• con .. aIiw .... 
•• auu ••• ofpnlunt .................. Rdb.tor .. 

whole buIin a II, biwId or COl ........ of 1he bQli!llI •• e.g. 
1IWI8pOi 18l1oil. 

. b) FInancIaI.,.t..., of I R I 1lIIIu8I 

Thill irM:II¥aa 1he sludyof al'Ullberof ..... llra1he ........... 
~.n"'and" uaedtordal: .......... 1D: 

• i'IIIockIC8 new pnxIIl: llidalate maII.n pnxIIlCIa 
• .,..ld 1he ..... fame or do rnDi'8 ...... 1iIIfI19 
• delate a markaI opendIon e.g. cIoee a DaIry Boan:I dIpaI or iralill ........... 
• 1'IICMt 11m a new nakat fII mad_ 
• buId a new gnIIin depot fllliIo.. 

c) financial plallnlllg (projecIb. COIIC_illg ...... d wNr:b...... .19 
RIIfIIl88IYIII' has decktIId to a.n:IrartiIke) 

FInaIICiaI ,., .... 111 18 uaed tor al'Ullber of tICIMIeIk 

.1he InIrockicIon of a new range of pnxIIlCIa 

.1he forac I II.., of ..... and COIItI 
• mark8l1beie4,elklL 

d) FInanc:iaI coilbul (aoIuII CCf'I1lIIJ8CI to planned ,..,..) 

6 



financial AnaqalsFor AgrIb .......... 1Iarketera ." .. 

This activity Is mainly centered around keeping plans on course. 

Methods Involved in marketing financial analysis 

There are a varieIy 01 methods used in each 01 the four flJl'lCtional areas. Some 01 
these include the following: 

a) FInancIal situation analy&Is 

• RatIo analysis 
• Profit and contribution analysis 
• Sales and cost analysis. 

b) Anancia/ evaluation 01 aItemaUves 

• Sales and costs analysis 
• Break even analysis 
• profit contribution, cash flow analysis, profit proJecIion& 
• Return on investment 
• Relum on c:apItaI employed 
• Sustainable growth rates. 

c) FInancIal planning 

• Sales and costs forecasl8 
.Blrdgets 
• Proforma Income statements. 

d) FInancIal control 

• Sales and costs forecasl8 
• AcIual results compared to budgeIs (analy&Is 01 variance) 
• ProfIt perfonnance. 

What Is analyzed In marketing financial analysis 

Two factors influence the choice 01 unit 01 analysis: 

a) the purpose of the analysis 
b) the cost of the Infotmation needed to perfonn the analysis. 

Se>oeral possible units can be used in marketing financial anaIysfs and cost or aaIes 
data can be used. These units are listed in table 1.1. which is by no means 
exhaustive. Units can be chosen which suit the particular situation or organisation. 

7 



fII_ICIIIAnIIIrIIIForA,rlblllt .. ln I IUS 
a 

T"'1.1 - AnIIrrI8IIw unIIa In .......... ,.1. 
TOIIII MaItc8t 
MaItc8t ...... (8) 
GaogIIIPf*aI8A181 
-dai ........ 
-pndI:t 
-dIandaI .... 

tncUIry 
PIoductmil 
PIoductIne 
SpacIIc pndI:t 
-bland 
·modIII 
-t128 
-!hap! 

Basic financial analysis methods 

OIp' 5'. 
ConIl8. 
_Mottolel 'AUIil 
Itl rllIIng .... I r1InInl 
SaIIIunI 
RIgIDI
IMIct8c.dI 
0IfkMl8be 
SaIII f!!!!! 

Thaae wi! be CDpIIIIdad on in IaIIIr chaptiara, 80 Ilia 8Idon ..... _.n1llRlcMlon 
OI'ly, 

u. of IIIIIoe 

RaIio8 can be used to judge the orgIIIllzalioll'8 "IIql'k.,", I.e. can • ,., lallllt. Ia 
"IIMIrage", 1, .. hcIw Ie .fillanced and Ia "acI\ttIa8", I.e. b pmcldiilJ and ........ 
of the 0fgIII'IizaI0n, TaIdrV IquicIly anatlele 0I'ly, Ilia .. a be ..... on nair pnd.IcI 
pIaI.1ing. markaIing budgall and the markaIing decIsIoI ... L/qIiIIIy -lIif)*le __ 
fn:m the balerce sheet, e,g.: 

CIIh 
AccIutIa NC I It till 
SIock 
TGIII CIiI8IIt_ 
Piopiiily and aq.4alilftl 
0Iher_ 

• CI.mnI 
aat_dIIII 

I.JInG - dIIII 
TGlllIIit. 
Hal .... 

• 110 
100 

J.D 
1,_ 
1.430 

Thaae ... UIIId to judge a tinn'a abort tann ~ to ..... Ia ...... 
.....,or .... mil 

(I) eun.c IIlIIo 

I ::'=:::' .. (Should be IJftI8IiIIthM 1) 

75QI22O.8,A1 

I) QIjck IIlIIo 

I =-=- (minus SIOdt) 



AM"" Ana.,. For AgrIbusI .... II ... 'I ... 
Com ... '-

These are used to measure long tenn liquidity 

I r:::::: (Current UabiIIty+Short Term Debt+long Term debt) should be >1 

1,72011,430-1.21 

I =~(LongTermOebt+N&tWOl1h) 
1,50012,930=0.51 

This ratio shows the extent of leverage (debt) in total oapIIaIization. 

Proftt......,... 
Break4MIn anaIy8I8 is a method used to estimate the number of unIIs (volume) or 
saJes value required to make neither profit nor Iosies. In other words, it is the point 
where costs of production and saJes volume are equal. 

Sales and cost llirotmation are used to calculate the btsalaMn point. Wlthout geItIng 
into the III'gI.I1l8I1t at to what constitutes fixed or varleblecosts, fixed costs are 
defined as those which do not vary with output e.g. rent, rates, whereas variable costs 
do vary with increa8ed or decreaaed output. e.g. labour, materials. Breakeven 
assumes fixed costs are constant, variable costs vary at a constant rate and there is 
only one seiling price. Howevar, with a higher or lower price, the breakeven point wIR 
be lower or higher respectively. Breakeven is calculated by the formula: 

I BREAKEYEN- PRlf2llN1l'~=o:BllNIl' 
By rearranging the formula breakeven costs or saJea can be c:aIcI dated. Note 1I'Iat 
profit level intentions ahould be added to the fixed costs, at this is a "charge" to the 
~. AIeo, if one wishes to recover all new investment (value) Imm8diately It 
should be added to fixed cost. 

Breakeven can be c:alcldated by the formuis or by graphical meIhods. Figure 1.2 
shows an example of both. 

Flgunt 1.2 Formula and grap111ce18OIutIon for bre.k ••• , ....,aI. 
I) Formula 

PricaIUnIt .. 
Variable coetIUnil .. 
Fixed costs .. 

$1.846 
$0.767 
$70.000 

9 



For", ' .. I" I Ius a .. 

_ 1IUIOIl 
lMf-o.1f7 

= 65, 000 unIs (wUne) or $120. 000 

fIgI.n 1.2 GI .............. 

120 

70 

o 
o 

I 
I F"1Ud 001I1I , 

ewlllll:1u1an ""'.'. When perb"8" 01 prodI_ ............... at.. 
rn6I1uIIilO unIs Is being enaIyz8d, an .... ,.18Ikin 01 .. poll ......... 01181 g t II 
by a I.I'Iit Is oftan very lIIIIIhII to fMNIgIrIall. 

I CONTN8UT1ON. S4i ES (1!!M:MJE} - VARIABLE CXlISIS 

So. conIIIIuIIon .... sllllIa .. IIII'ICUII 01 nIDI.., ...... to OCMI' .... .-.... .. -= III .Tn FhIe III net Income. 

For ..... _ aftJl(la. pmcbIlll QlladlO • paalll ........... n8.L If .. 
pmcbIlls drq_ .. nIfI1aink'Ig prodIlCtI wodd have to OCMI' .... CDIlII.., ant 
IlOl clieclly trac I bIe to .. 

In ........ below I X .. elmilllllad. $60. 000 d pmcbIl net 1ncxII.-1!IUI*Ibe 
loll If .. product .......... $60, 000 could be ..... to 00t1tl1bi.lfle to ot. 
.... coalS andfor net Income (aue"" 1.3.). 

a... .... net ..... magltl .. ConbtIuIiDn 1NiIi •• II UIIfuI tor i .... .. 
fillaneial perfom8 .. 01 prodIilCtl, rnadfet 88(II1I8I. and ot. rnarIcaIIng .... ... 
.... OOtJllol unIIa. Ho,.,.".,. rnarIcaIIng •• cull"., IhouId be ... Ta will .. 
calculation of gross and net poll margins. which Is lIIIIIhII to geugIt con.-" .... 
business I.I'Iit financial pelformance and to budget for fuIunJ OpeIaIIOI .. TIle proII 

If) 

I 



Financial Analysis For AgrIbueIneH .......... 
& In ... 

and loss statement 18 useful for reporting performance to stockholders and to 
compute taxes. FIgUJ'e 1.4 gives an example 

Figure 1.3 Illustrative con1rIbutIon margin for product X (0CMYa) 

SALES 
LESS: 

EQUAlS: 
LESS: 
EQUAlS: 

Variable manufacturing costs 
0Iher variable costs traceable 10 product X 
ContribuIIon margin 
FIxed cost traceable 10 product X 
Product's net income 

$ 

Note: ChtIpter 5 provides ftnther expIanIiItions of a) and b). 

SALES REVENUE 
LESS 
EQUAlS: 
LESS: 
EQUAlS: 
LESS: 
EQUAlS: 

Cost of goods &Old 
GI'OI8 profit margin 
SeIling and admin. expenl81 
Net profit before tax 
TIX. 
Net profit 

$ 
1,200,000 
800.000 
400,000 
200.000 
200,000 
IOJIIlI:I 
120.000 

Consider the following sample. data taken from Rowe, Mason, DIcIceI and Wesl:«t 
(1987) 

Cost of goods &Old 
Op.IIlting expenm 
Salas 
Stocks 
Accc:ult8 receIvabIa 
CUll 
PrepaId expeI.1 II 

FIxed 818811 

$ 
12,000 
3,600 
16.500 
3,200 
3.750 
400 
50 
1,200 

Many models, often oomputerIzed, have been. develoRed to aid marketen!I see the 
effects on the "bottom line" of a change in an QrganizatIon. One such programme 18 
the Dupont AnaJysis The model allows executives to 1npu1 data into blank boxes and 
by manipulating any figure find the resulting outcome. One of the advantages of 
computer based models 18 that one can work "backward" or "forward" through the 
model, setting desired levels of cost or outcomes and calculating the results. 

11 
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/' "', 

Figure 1.5 Sample printout of the Dupont ani'!lysis 

~::C,;t"s 

~ ;:';~'::; atl~ 

p!l.;$ 
ca$~~' 
~0'J j 

piA vtpad 
~rr Civ"ts ] 

Other performance measures 

-
i 

E4r~'9 
.......... 

" ,. 
c{~~$ 

,~* 
L,H>;~',:tI 

1:::::, 

i 

.

j:' 

, ~J'l~')': 

i--+~~ 
~~::'J 

\/8 h(;L;S :c:the·: ~}eriorrn·Bnc.:::~ rnB~.S0{eS C:3r: be t~B-2tj: th·ese :n()J<;:ff 

:neas:~j:es~ =l.,.:h:k>h. say ( for a su~)etr:;a{~,:>et ~.,.vc-:J;d be' 

:-:~:",:,;~: ........ -:-: ..... :~ .. . 
:--... " ..... ·-·,...·v· .... ·~. v .:,.~ 

Budgeting and forecasting 

"Thes-g t~~iO aGtj"v~t~es are ess-enhed tc :T:a{ket~no p:~anr:ing and ate ofter:: :j:(;.:",:-e. :~<:-~1 ~ ....... . 

t:Q"rrna st.alernerrts. 

c: Marketing budgets 

F;&~:d sah3"s BK~>8ns·e~ adv·E>r"t1s';ng Blp·er::sB} pri)(lU'C1 ·j·e~·i»k:::p:m:e:nt f.ftp:+:;:·r:se 
rr:·3.{Ke! res·earc·h exp·&f\s.e. diBtr~t:·uti·:~)n BKpB-frSe :;tr8de anc' a·drn·ir::stt.at:J:~:·: 

to) Pro forma financial statement 

tudget/qu.arter~ last ~;te·ar ;.3ctU3:.1/quart€r, ~3nnu·a~ rB\(:s·;:{)r~ ':.Jf: :5 y$.~/ ~·:t: ... : 

D:{)'f~~ ::3 nd lOSS st2ter:~·er~t :; expen'se deraH fc:}' t~:·rc:·acj c.ate·~;·(::r~t;·.S::. 

'······ .. _______ ...... ~~~ ••••••••••••••••••••••••••• H ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• _ ••• __ • ____ ~ ___ ~ __________________ ••••• ____________ •• __ ._._. ______ ..... 
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FIMncIIIIAneI!;III For ... "1111.111 1.11 •• • 
Chapter 2 - Financial, managerial 

accounting and reporting 

Chapter objectives 

ThIa chapW Is i_1dId tD pnMde: 
• All iIIroductIon tD 1he belle pdlUplll CII ... IICICOIdIV 

8qI'8IIon 

• All iIIroductIon to. and ... coneIrucIIan CII. 
manuractuIfng. trailing and _ and ~ 8DCDI .... and 
their ... 

• All Ulidel luling 01 .. PIli_is I a coneIrucIIan 01 a 
III I ICeIheat and .. i ...... ~ 

• A details d axpiIndoIl 01 1he ........ 7 • 'I 01 ....., 
acccunI8 uaing 1810 81'111!1ta. and 1he ..... 01 ..... 

• ) 1lfe,.. and .... 8DCDId dallied • a ..... , 01 a buill III" 
trw tiona tar. gIvan period. 

b) 1lfe bsb ICe ..., delilled ........... 01 .. hlCill p~ ._all 01 ... 
bu8In a al a? a gIvan dale (1BJIIIt 1he and 01 !hat padod).. 

oa. ... ilipCWtllnt iIIIIIIIimaIllB 1n1he ~ 8CIlIUIt a lie ... 
ac:ocuIt. It is abaoIIllaIt a II II" tD III"If n'IIII'ketIIr tD LWIdei I nd ...... pella ~ """1111. and bel ICe Iheat maM. Ball documanIa .. vIIaI, nat anIt tD .... .. 
COIPOUde haaJIh 0I1he organization, but also. an 1n<IcaIioJ. tD wriouI ........ CII 
how ... or badly 1he organization Is perfom*1g. • proof tD ..... U I 11M 11 iIIl or 
Iandeia for 1he raialng 01 capMaI and • a 81a1a1llDry I'8COId tar .. ·.b. and at. 
pwpaBIi 

Structure of the chapter 

ThIa chapW is 8IIUCtur8d In elogkllll wat. buIdIno .. fn:Im lie belle ... 111 CII .. ..... 
anaIy8i8 -1he GIll e«ect and 1he 8COOl.IIIIng eqI III XI. From'" .. d..,.. ... . 
1he oonsIIUcIian 01 ~ 1ndng and poll and lollS acccunI8 and lie ell lill 
.. ole be's ICe Iheat. Rallo anaIy8i8 Is • pIIIIcuIartf paiS ........ 1Ique aimed • 
haIping narkel8r8 tD CClIIqIIn .... 01 tIgure8 over line and ball I I III COInpanll. ThIa .. 
daaIt willi In 00I111idan1b11t dIIII. 

The basic principles 

M aapecta 0I8O"O\1'1l8 ... govemad bt .... two prihIC:iJlll1 

EwNy Innsrtion 11M two 8ffec?I, no? one. e.g. • a CerIII IIIltWIIIII 80Mt 
(C.M.S.) puitA am grain • has: 

14 



FInencItIIAnalysie For ~ .. I ....... 

& --

• more stock 
• lees cash. 

If the Nile Company of Egypt sells frozen artich0ke8 to a retailer, it has: 

• lees stock 
• en amount owed by the customer if he does not pay immediately. 

b) Second prine/pie: The accounting equation 

The second principle stems from the first. Every transaction has two effects; 
these two are equal and balance each other. Thua, at any given moment the net 
assets of a business are equal to the funds which the owner or proprietor has 
Invested in the business. 

I Net Allsta = ProprIetor's funds 

is the ultimate accounting equation. An explanation of the tenns Is as follows; 

• NfIt anets are defined 8S a business's total asasts leu totaIliabities. 
• An asset Is defined as something owned by a buaInesa, available for 

use in the business. 
• A liability is defined as the amount owed by the builllUI. i.e. en 

obligation to pay money at 8 future date. 
• Ptoprietor'8 funds represents the total amount which the buslneas 

owes to its owner or proprietor. This consists of: 

CapItal: (amount proprietor invested in the buaInesa) 
plus 
PloftIa: (funds generated by the business) 
orminus 
LoSI .. : (funds lost by the buslnlBl) minus 
Drawl (amounts taken out of the busina ... 

Use of the accounting equation to find profit 

We normally arriva at a buainess's profit or Io8lI by means of a profit end lois account, 
but where Information about income and expenclture Is Jaddng, the accounting 
equation can be a useful way of finding profit. If: 

I Net ........ Proprietor's funds 

then en increase In net assets .. an increase in a ploprieIor's funds. 

ConsIderIng whet causes an Increase in the proprietor's funds. we can say that 
INCREASE IN NET ASSETS (from the beginning of a period to the and) Is equal to: 

I New capitallrdroduced + ProfIt - Drawl ... 

during the same period. If three of these four amounts are known. the fOUl1h can be 
calculsted. 

15 



Manufacturing account 

1lIere arelYlU1y fInna, wheIher pet:BS'r .... eoIa trader, pertMoll. or •• 1.11 oampIfIf. 
which manufacIunt the final product to be 80Id from ftIW m [. I '., ..... a lei ... 
~ uses phoephafee. "lilalla and 10 on to pnxIuce I'inllll8d lei .. pan ... 

In this insIance. a manufacILWIng 8CCCM.IIt Is""", In order to anNe ........ caIlt cI 
manufacIunt. The manufacILWIng organization wild need a tracing a'Id proII a'Id ro. 
BCCOlI'It. The only major cIff8I... Is that, In the tradIIlg 8CCCII.ft, ... -*Y for 
puchaa a s is replaced by the COlI 01 rI'IIII'IUfaeIu The COlI 01 .......... .. 
clllcnlaled using II manufacluring BCCOlI'It. Two '"!pOI1ant facD8 need to be 1IIk8n Into 
IICCOI.I1I: 

The costa na a tied to prepare II manufacILWIng 8CCCM.IIt can be 1II'*-1 doMllnto 
two main catagoria8 known .. drecI and lncIIect COllI. 

The main or drecI COllI are thole cI ftIW m .,. rlrl. a'Id labor, which ....... 
are known .. the prima coat. aIIhough any .... _ which can be Imoad eli.., 
to any tnt 01 producIIon Is Il1O a drecI COlt. The lncIIect COllI ...... 
11 B I )0 he'.j wIh prodIlCIIon but c.nnol be Imoad eli...., to II ....... 
prodIlCIIon .... n- costa wIIlncIude the general facar OVeT,. tie eucb .. 
IigM, heal and power, .......... Inauiance. dapr8clrlan 01 prodIdon 
rnacl*ar. 8Ic. CerIaIn Iabocr COllI, eucb .. auperAalan by 101_ •• or facar 
managers, wII aIeo be iidiect COllI becaI_.., .. not eIi_ ... I .. to II 
proclJction unit but .. abeorbed ... gel"" ovadla a Ii 

b) 1be ..... cilia C lei 

One cOliiplcallon In CCIrIIIIruCIIng the manufacIurIng 800DInis to ,., ........ 
1hent ...., be ~ and cIoaIng a1Ioeb 01 ftIW m r'E ., and op8nlill .-.d 
cIoailg __ to atIach to panty COIllillatad llama (WOlf( In pt .. B II}. 
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figure 2.1 Pro forme manufecturlng account 

YEAR ENDED 2001 
Opening stock of raw materials 

lea cIoU1g stock of raw maI8rIaIs 
Cost of raw materials consumed 
Direct manufacturing wages 
Prime COlt 
Factory overheads: 
Rant and raIas. 
light. heat and power 
Indirect wages 
DepracIaIion of 
Prod. machinery 

Opening work In progI'" 
lea cIoU1g work In progrl.S 

Now attempt exemlae 2.1 and 2.2. 

x 
x 
x 

x 

:Production COlt 0 
completed goods can1ec 
down to trading account 

lC 

lC 

lli 
lC 

xx: 

xx: 

These ~ can be seen in the pro forma rnanufaGlurIng aOoollnt, which follows. 
(See figure 2.1.) 

Exerciae 2.1 A simple. manufacturing IICCOUnt 

The following are details of production costs of Aroma Pvt UrI for the year ended 31 
December 2001. 

1 January 2001, stock '" raw materials 1,301 
31 December 19)(5, stock of raw materials 1,8OC 

Purchase '" raw rnaterIIIa 10.ooc 
ManuIacturing (direct) wages 17,001 
ROyalties 601 
lndk'eclwages 9.001 
Rant of factory (excluding acInmIBIraIion and selling and dIsIrI:IuIIon d8p8l1m81111) 2.081 
Factory raIas 64C 
Generalindraol expen... • 
DepracIaIion of work madliiWY 1.051 

Prepare a manufacturing account for the year ended 31 December 19X5. 

11 
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Exercl •• 2.2 It. rnenufIIcIurtng account with ........... of worIIln .... £ £ I 

......,2OO1 ... Gf_1I : ..... 
31 Decelnber 2001 ... 01_ n S [ rkb 
1 ...,..,. 2002..tc in PIOIII'.' 
31 Decanlbw 2002..tc in PlDIII [ II 
Forlleyaarendad31 Decel11beI18X4 

Wages: dinICI 
.dect 

Raw mataliIII !lUI" I I I tr 
Fowarfull 
DiI8ct...., III 
Canlagein."on_m .1 ..... 
DeplecM ii 01 faGIDfy IIIIIlIIinIr1 
IrIII.IInce Gf facby buIIdInfiII 
GanaraI fac!oIy!llf!ll! III 

Trading account 

: 

ThI purpoIIII Gf ............ IICCIUt lito Ihow .. an- p!QII CIR ........ 01 goodI 
GI088 pRIll II .. cftIIalC8 bel! len ...... pPJIllllII of goodI and .... .... 
goods COSIthe ..... to buy, or coat of .... ThI coat of ..... for .. .....,.. hili .. 
the amount wtich has been det IsIS for them to the pula IISI IICCOLIIIpIua .. COIl of 
geIIiIG them to the place Gf ..... wtich ill-mry the .. I .... pia. I II, La. .... c.dIge 
1m lids of Ihcne gooda 

PI ................ 1ICOOUIIt 

The tradng account II ,,""'''1I1ed by UIIIng • eequence of 8Iap8. nil .1.. 1111 ... __ 
...... canIed ouI in .... Older iurtk 1'111 

a) The firIIt _II to ...... r .... 11 '1 IC8 on ....... account 10 .... IrS ... __ 

Dr:SlllnNo 

b) Nald, debit .... tradIIG IICCOLIII wi1h .... COIl of goode 8GId, .1. ling will .......... 
eIDdc 

Dr:!ndnaNo 

The qMII'IIing stock fa oIMouaIy ....... 88 .... dolling stock 01 ....... toi. pedoct in 
the firIIt year 01 trIIding, 01 c:ouqe, .... wit be no opening IiIOCk.. 

c) ThlIlI'. IC8 on .... pulet II II account II I'I8n .......... 10 ............ account and 
added 10 the opening stock IIgLn: 

Cr: PIa" 1111 No. 

Dr: Trading No 

II 
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" Add the carriage to the total arrived at in cJ above. This gives the total cost of goods 
available for sale. 

e) Deduct the value of closing stock from the cost of goods available for sale. Any Item 
deducted from the debit side of an account is, in effect, credited to the account. 
Deducting closing stock from the debit side of the trading account is therefore 
crediting it to thet account. The corresponding double entJy will lherefore be to the 
debit of stock account: 

Dr: Stock Ale Cr: Trading Ale 

(by deduction from the debit side). 

We have now arrived at the cost of sales. 

f) The balance on the trading account will be the difference between sales and cost of 
sales. i.e. gross profit, which is carried down to the profit and loss account. 

Point to Note: 

The debit to stoCk account for closing stoCk Is the value of the current asset of closing 
stock which will be Included in the balance sheet, as we shall see later. When the 
opening stoCk is credfted to the stock account in the next period, it will balance off the 
stoCk account. 

Net ..... (tul'l"lOWW) and net ~: Goode which have been returned by 
customenI are repraunted by a debit belance on the sales retum account. This must 
be trensferred to the trading account, otherwise the sales and gross profit in that 
account will both be ow.stated. 

Following the same reasoning thet allows us to deduct closing stock on the debit side of 
the treding account, we may deduct the debit batance on the sales retums account from 
the sales credited in the trading account. In this way, we show the nat sales for the 
year. Net sales are known as tumover. Similarly, we show the credit batanoe on the 
purchases returns aocount as a deduction from purchases in the treding account to 
show the nat cost of purchases. Goode which have been returned to suppliers must.not 
be included in the cost of sales. 

Point to Note: 

The order of Items Is most important. Sales retums must be deducted from sales; 
purchases returns mustbe deducted from pun:lhas8B; carriage inwards, if any. muSt be 
debited In the account before closing stock is deducted. figure 2.2 shows a pro forma 
trading aocounl 
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FII_IICIliAnIIIIIII for.,.. 1111111 II ..... 
& 

Production COlt 01 00I11fl1818d goods bfd (hom IIIII'UIcIurIng aCICICUIIJ 
CIoaIng IIIOck 0I1iI1irIhed goods lC 

c.tol..... lC 

an. pal c:Id lC 

lC lIIC 
an.pdI_ lIIC 

N.a A tracing 8COOId Is praparad 'MY much ... allllnllfllcUllV 8COOUI1I buI 
811bs1i1utfng .. production coat of CORIIl'alltt s:JOOdS tor .. UUII puicA II'" 
figIn (see _C·I e 2.3: PnIparaIIon of tracing acocu1I) 

AppeIIdix • shows a ..... trading account for The ... MaItwIfIiQ Boanf, 21" .. Ii. 

Now .... .,. _III 2.3. 

Exercl •• 2.8 PI ....... of ....... IICOOUIII 

PnIpaIe II tracing account from .. following 11 ' .. lid .... n .. II1II11 ' nee 0IK. 
SmIIh at 31 Decelilber 2001. 

SIIIII 
Poicl., .. 
SIIIIII'IIUmI 

. Poicl ........ 
Sb*1t 1.1.1tx1 
Cantage "-de 
Sb* It 311tlllUiIXB 

The profit and loss account 

Dr Ct 
• • • • 

2l,.OIII 

1'" a.ca 

a.ca 
1,C101 
5,CIOI 

.... 'III.UCIlon: The NIIrlllining 11OI1I1n81 8COOUI1Ie n Ihe IadgaI .... II I" 1101 ..... .. 
neon .. gains and profiIII 0I1he buill III n Ihe ... of cndt 11 : ....... .... 
c:IIcoId and i_ell I'IICIIivabfe. DebIt hlla.-.. ..." •• 1 1t",' .. 1 and Ill •• I. 01 .. 
bulinnl and ant kncMn 88 owmurJI. e.g. ........ and m ..... NIIIt and ..... 
peyabIe. 11I"1i1i1l. heelinll. c'sli1k'lg and IU'Idry ofIiDe exp8f1111 ~ ..... now be 
tnIII'I8fened to Ihe profit and IoeI account 80 that we can caIcI'I'1 lie I1IIl profit of .. 
buIin a B I from aI iIs acIMIiee. 

The profit and IoeI fllClOCll8) 8IIdlBn1lfll pn I .......... ay 0I1he ....... and COllI 
tor an ClIgaI·BEIi", _ • apecIIic period 01 time. Such • 1'111 .M II gII88I " 
deueloped on II ltIOIiIhIy. quartaty and ,..., bulL The profit and IoeI " .881 • 
•• Iaa II markaIar to examil8 CMraI and apecIIc ....... and COllI .,.. ••• 
time paioda and • ..,...1 lie ccgarlu,b,'8 pi""""'" Maliaii)' and qIB..., 
atatemenlB enable lie tim to ItIOIIIIIOr progIilll towaIdI goek and nMIe pabli.1» 
standIlnf8 if nee,s s8ry, 



Flnemlll AnaIpIs For ~ .......... 
Com " rlbualnws 

When exanWling a profit and loss statement, It Is Important 10 recognise one difference 
between manufacturers and retailers. For manufacturers the cost of goods sold involves 
the cost of manufacturing products (raw materials, labour and overheads). For retailers, 
the cost of goods sold involves the cost of merchandise purchased for resele (purchase 
price plus freight charges). 

The balance sheet shows that the profit for an acoounllng period incnUII proprIeto(s 
funds. The trading and profit and loss account shows, In dataII, how that profit or loss 
has arisen. The profit and loss statement consists of thase major components:-

• GI'088 ...... the tots! resources generated by the firm's products and 
services 

• Net ...... the revenues received by the firm after 8UbtracIIng returns and 
dscounts (auch as trade, quantity, cash) 

• Coat of goodII 80Id • the cost of merchandiee sold by the manufacturer or 
retailer. 

• Grou ....... (profit) • tha difference between lIaIes and the cost of goods 
sold: consists of operating eJCpel"lSH plus net profits 

• OperatIng ..,..... • the costs of running a busIness,lncIudIng marketing 

• Net proftt before ..... the profit earned after aI costa hIM been deducted. 
Agure 2.3 shows a pro forma trading and profit and loss account. 
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.... 
le8I: COlt of goodIlOkS -*. at. COlt on 1 ......, ('opel_III"" 
Add: pint 1181 of goodI 
Leu: -*. at a COlton 31 Dec ('cIoeII1II"" 

0-. .... 
Sundry mom.: 
DIIIccuIII RlC8M1d 

Co"a. 'lI'm •• 11* 
Rent RIC a MId 

'-..... , , ' ........ 1 ... 

Rent 
RaIIaI 
\JgIIIIng and had'll! 
TalsjOliGlle 
POiIIIIgIt ....... 
SIaIb*y 
0IIIce ..... '.111 ... 
DIp.' f:!n 
AIIcoI.IIIIng and ... .... 
Blr*d ... and i ... ... 
DoutIIfW dabI:I 
r::lIIIrIdon COllI: 
O.,..,CCIIII 
Yen ""*III ....... CDII1.II •• 
AdNllllilll 
DiIcoIn .... 101' .. alder 

.... 'ROAI 

x 
x 
I 
I 
xx 

x 
x 
x 
x 
x 
x 
x 
x 
x 
x 
x 
J: 

x 
x 
x 
x 

x 
a 
Q) 

x 

• 

a 
lIIl 

Q) 
m 

It Is BIB InUa' that the cMec ... b IIl\8an alradlng end prell end ao. .DCOlini. c:lndy 
Ulid&iaklUd. The fc:lIIoM1g pnMdaa an ~ 

• The IradIng 8CCCIIm aho .. the gRl88 prell ganerllIIed by .. ......, I II 1l1li. 
done by f.lOI11l8Iing ... to the DDIIa whIc:h ..... 11111 .......... A I I I •• 
for~. wII pgd BU variDua .... tRIm WIdoua .... I .... end.:lll a 
prell margin. Thill wII gNe him the .ellng price of .. goods end ... mn. 
the 0D8I: of goods &DId, wII be the gt'CIIe prell. 

Coat of goods &DId Is c:aIc1 ..... by: 

Opening SIock + Opening Purch •••• (for)llll8l' or perIod). CIa...., 
SIock (0D8I: of goods LmSOId at the and of the ..... perIod). ): 



,..... "bu...... ' 

This gives tie cost of goods which were sold. Sales and cost of goods sold 
should relate to tie same number of units • 

• The profit and loss account shows Item8 of income or expenditure which 
although earned or expended by tie bus/nesa are IncicIentaI to It and not part 
of tie actual manufacturing. buying or selling of goods. 

• In a complicated manufacturing Industry and in aeMce Industriea. different 
definitions of "goods". "net profit" and "cost of sates" may exist. 

CapItal and revenue exper.clllure 

Only revenue expendiIure (e.g. heating bills) Is charged t() tie profit and loss 8CCOII'lt; 
capital expenditure (e.g. tie purchase of a new plant) Is not. 

a) Revenue expenditure Is expended on: 

• acqutrtng as8ets for COI'W8rsion Into cash (reaaIe goods) 
• manufacturing. selling and distribution of goods and day-to-day 

admlnlsbation of tie bus/nesa 
• maintenance of fixed aaaet8 (e.g. repairs); 

It Is well to note that "oaah" need not be paid or received to be accounted for. 
The amount of revenue expendiIure charged against tie profits for tie year or 
period Is tie amount incurred whether C88h has or has not been paid. ThIs 
applies with sales 88 wall. Even If cash for sales has not been received In tie 
year or period under review. sales will be Included In tie trading account. ThIs Is 
tie "aocruaIa" COlioept. 

b) CapiIaI expenditure Is expended on: 

• sean lJI) of tie buIIIlSIS 
• acqulalllon of fixed alseta (not for reaaIe) 
• alterations or improvements of ass ats to improve their revenue eamlng 
capacity. 

CapiIaI expenditure Is not charged to tie profit and loss account 88 tie benefII8 are 
spread over a COI'IIiderabIe period of time. 

Now anempt _cis I 2.4. 

ExercIIe 2A Tt • tSlIId'protIt and 10IIII acoount 

NIgel MunyatI and his friends opened a small scale hortIcuIIuraI "co-operaIIve" In 
Concession. growing and retailing. The businesa started on 1 August 19X6. 

The following i8 a aummmy of tie transactions for tie first year: 
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r:tr.r-.clll Analpl. For Ali.... II ••• III hit .. 

CapIIaI inlnxlllold on 1 AIVIIt 1m 
-C8Ih 
-1IIocb 

CaIh paid to ·t .... 

• 

AmounIa CMId to II.,.,... at 3J4#i18X7 
RIc slued fftIm CUItomIIeln 18IIpIOI ClI ... 
AmounIa 0IIIId by cueIoI"aca at 31 JuIr 18X7 
SIoct ClIIJDCIds 81 the end ClI the ... 
RanI 
RaIle 
W ..... 1lld1P1l 
Sal .1II.'s III ill 
S.'III_I'.001I1.1 113111, __ _ 
Bal*a.gee 
OIIicewao-
T .'& pllCllllIId poIIIII a.gee 
AdwiM1U 
til_up cb!np the ... 

... 
12,II1II .. 
14,11C11 
SO,IIIII 
1D.C8 
11.001 
2,501 

101 
IlOl 

4,IICII 
101 
121 

• lSI 
1.001 
4.001 

You ... requin!Id 10 PI ..... a 1nIdIng and prdI and Ioaa account tar .. ,.., .dId 31 
~2001, 

The balance sheet 

..... c41CGon: llIe beIIIa .... II a atattwnent of btliMnclll pel .WClI of ...... L I 
at a gMn dIda.. It ta. thelafore. ant, a •• !8pIhclt' In tma. wtat COI'IlpalinG ..... L L I 
perbmance, ....... a ruI1ber of ~ and time periodI rrey be nICIIe. n bit ,... 
baIIIncI .... 18 the 8CCOIdng eqllBIion but .. ouIln a Wilbillonn In anIar fD .. 
mont really. W'idltatood i,e, the 8CCOIdng aqudon. 

ec:puSld In the form of a bs' a .... 11_ rl)'lU":-

, 
A.- X 
'-:II1II. I X 
NaI_ I 
RapJIIB ...... 
CapIIaI I 
PIdI for the ,.. X 

X 
L-=liuu •• X 
P/q!olab'a fImI I 

11118 18 a .,!pItIed form; In raaIly the IllItl and lSI .11 .. be .... abdwIdId 
and analyzed to give more deIaIIed infomllltion. Figure 2.4 ahaws a pro rorma t ' ICe 
shaat. 
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& rlbusl_ 

figure 2A Pro forme bIlIIInce 8heet 

Balance sheet at 31 December 19XO 

C D Net value 
Coat Oepeclatlon (e-O) 

$ $ $ 
A) FIxed asseIB 

Freehold IacIoIy x x x 
Machinery x x x 
Motor vehicles lS II lS 

x x x 
B) Current asseIB 

Stocks and work In progr .1. X 

Oebtont and prepayments x 
Cash at bank x 
Cash in hand I 

x 
C) Current IIabIIiIIe8 

Trade OIadi1on1 (x) 
Accrued charges 00 

I 
D) Net CIIT8Ilt asseIB xx 
E) 15% loan 00 

llIII! 
F) Reprn 88111119. 

Capital at 1 .Iat'II.-y x 
ProfIt for !he )'MI' I 

x 
1M8: dlswilip (x) 

G) PIO(!rieIor's fund W 

ExpIIIIIIIIiona 

As wiIh trading and profit and 1088 aCCOUf1lS, the bal.II. sMet has its own 
nomenclature. These are fixed accounts, current accounts, current IiablIIIIes and funds: 

A) fixed. all: assets acquired for use within the busIneas with a view to 
earning profits, but not for resaIa. They are normally vaJued at cost less 
accumulated depreciation. 

B) CUrrent ....cs: assets acquired for conversion into cash In the ordinary 
course of business; they should not be valued at a figure greater than their 
net realisable value. 

C) Current 1IabiIItIM: amounts owed by the busll1888. payable within one year. 

D) Net cumtnt "Ills: funds of the business available for day-to-day 
transactions. This can a/so be called woridng capital. 

E) Loans: funds provided for the busll1888 on a medium to long term basis by 
an individual or organisation other then the propriator. .J 
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F) This total is the total d the buill sa .. nat I B B eta 

G) This total is the IDIaI d proprieeor'a MId8, L .. the 8IdInt d ilia Inu I .... m 
the businna Wilt*! 1hese mU1 hsrzlgS the foIcMIng .... IIIIcUd be 
noI8d. 

• fixed II IIh 

D&p8c*,,,,,,, is an amount chaIgad In the IICCCUItI to ... oft the COlt d 
an 88881 CMII' Is U88fU Be. 

• CumInt IIII1I 

DsbDs 818 people who owe 8IIIOUI1Is to the buill III 

Pi ... Jm8I* IIIfI items paid befont the bllince Ihaat elida but i ' 5 '" to 
• uasquant period. 

• CumInt ........ 

TI8de Clec:ibs ... thoae 8UPIl18 .. to whom the bu8 III owea .... ." 

AcctutId ct.rges ... 8IIIOUI1Is owed by the buill B II, but not yet paid, 
for ott. expa I a I at the dale d the Ii I roelhaat. 

Hole: . 
WortiJg ""..., 1lI81s.,."" gItIen to net cunn sse ... or"*' cunn IPs 
as total cunn "" .. r ... g, 

$ 
CU1ant..... 7 J!JIXJ 
L.a CUIa'IlM "II 1.800 
WorIdnp capII!I 5,800 

WOiIdng capiIaI is i • .,ooant bee.I''' It is the fund d ready i'8IIOURl88 that • buill I II 
... m uces. d the amount requied to pay lIB curant 18'0 ..... .., ... __ 
WOiIdng capiIaI is i • .,ooant; lack d It leads to buaIr BIB faIUe, 

Appellclx i aIIOW8 • an. beIance Ihaat and ... eel d IICCOLIIIII for 1be ... 
u.. ... --... ~Zi· ~ .......... 'W UUIiIIU VI '4IV2M. 

Now attempt ...... ' a 2.5, 

ExeI clll 2,5 BllmCle ..... 

Plepant • b*nce Ihaat for year ended 31 July 19)(7 for NIiItII MIn,.,. horIIIdInII 
CC):()JI8CaI".. 
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C8pIIaIIntroduced on 1 August 19X6 
-cash 
• stockII 

CII8h paid to supplier 

• , 1- . 

Amounts owed to supplierS at 31 July 19)(7 
Rec:eiVed from customers in respect of sales 
Amounts owed by customers al 31 July 19)(7 
Stock of goods at the end of the )1laI" 

Rent 
Rates 
Water and lights 
Salesmen's saIarieI 
Salesmen's commissions, no! yet paid 
Bank charges 
OffIce wages 
Telephone and postal charges 
AcMdsing 
Drawing! during the .. 

Stocks and work-in-progress 

20,00( 
12,00( 
28,00( 
14,00( 
50,00( 
10,00( 
11,00( 
2,501 

801 
501 

4,00( 
60! 
121 
40t 
151 

1,00( 
4,00( 

AccountIng for lao _= AImoat every company callies stocks of some aort. In an 
agricultural business, these may be fertill8ers, chemicals, produce, etc. Accounting for 
stocks presents a problem. because stocks In hand at tha end of tha financial year are 
regarded as current assBts, whereas stocks used during tha year fonm pari of the 
company's costs. Hence, stocks (anets) appear in tha baIanca sheet. and stocks 
(used) muat be aocounted for in the trading and profit end I0Il8 account. 

Valuation of a10 c .. : ValUIng dosing stocks has always been a problem and a source 
of disagreement. There ana many methods of eslBbliehing tha value of stocks. Three 
common alternatives are average cost,first in first out (FIfo) and last in first out (lifo). 

I) Average COIIt 

Coat is calculated by taking the average prIot ~ by dividing the total 
costs of producIIon by tha total number of units produced. This aYel'age price 
may be derived by maans of a continuous lipdate, a periodic calculation, or a 
moving period calculation. This method is ofIan used to calculate the cost of low 
vaJue items. e.g. in the manufacture of nails. 

ii) FI .... ln fInIt out (fifo) 
, 

The caIouIation of the cost of stocks and wcn-!n-progress is on the basis 1hat 
. the stocks in hand at the year end represent the latest purcha8es or production, 

astha items going into stock at tha earlleat date ana assumed to leave first, e.g. 
a greengrocer wli obviously wish to seIItha oIdeat stocks first. . 

Iii) Lut In tint out (LIfo) 
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ArMIIlYa18 For 

Now attempt exercise 2.6. 

exercise 2.6 Valuation of stocb 

Kubi DwiH began buslnees as a small scale peanut importer In July 19><6. Purchases of 
peanuts were made as follows: 

Price per ton 
$ $ 

19)(6 Tons 
01 July 60 20.00 1,200 
15 August 40 24.00 960 
30 SepIamber 45 26.00 1,170 
12 October 30 35.00 1,050 
29Nowrnber 25 38.00 950 
11 December .32 50.00 l.JiIlO 

239 6,839 

On to October, 100 tons of peanuts were sold and on 31 December 70 tons were sold. 
The total proceeds of the sale were $8.500. 

You are required to cabllate the value of closing stock and to prepare the tracing 
account on the foIIowIt IQ bases: 

a) first in first out 
b) last in first out 
0) average cost. 

The interpretation of company accounts-rallo analysis 

Why ratios: RatIos are the means of preaentlrIQ information, in the form of a ratio or 
percentage. which enables a comparison to be made botween one significant figure 
and another. Often the same ratios of like firms are used to compare the performance 
of one firm with another. A "one off" ratio Is often useless - trends need to ba 
established by company ratios over a number of yeanl. 

• The great volume of statistics made available in the annual 8ClOOUI1I8 of ClOI1IpIIIlIea 
must be simplified in some way. Present and potential in"estoI'1I can therefore 
qulokly assess whather the company Is a good investment or not. 

• FII'l8I1OiaI ratio anaIyeIe Is helpful in asseseing an organ_tlou's intemaI stIengths 
and weaknesses. PotanIIaI suppllenl will. for· example. want to judge credit 
worthiness. 

• Ratios by thernseIYes provide no information; they simply indicate by exceptions 
where further study may Improve company performance. Management can 
compare current performance with previous periods and 00I11petiI1Q companies. 

Which ......... used for _.,...? 
Four key areas are generally used for analysis: 



FL-.nellr For • Ilia 111£1 II !IF 1tlU .. 

ePl~ 
elqulrlty 
ellMnge ( • ...,...IIIn.IcU8) 
e acIvIly or rnar8Q8m8ll1 elfeclitWla II (eIIIcIarIcI). 

In moat OIgallnlions proIta ant IIIIIU If by Ihe COlt 01 pnxlndlan and by .. 
marketaI:JMy 0I1he proc:kIaI. TtIeoefore, "proIII maxlrrl lion- II: h .. moat .... 11 
aIc-:dOli 01 reaoun:es by mallllglmn, and .... oiIIabIIy ndo8" when con ..... to 
0IhenI In the InckJaIJy wiI irdc ... how wa1111111r'111g8m81_ performad tis ... 

• DoI8Ihe~"""aproll? 
e Is the profit nIIIIIOI'IIIbIa In relatiOIl to the capltallllipIo,.1n Ihe .... 11111 
• Are the proIiIs...., : I liD meal Ihe .... NqUired by .. JIRI'IIIIIItIa 01 

oapMaI, for the maillfaiat1C8 01 the ..... ,. and liD pnMde for glo.1:1 
• How ant ..... and InIdIng profit..,. among the major aclt ••• ? 
• To what 8IdenIant changae due to price dIanga? 
• To what 8ldantdoee w:Une t:h119'1 
• Doee i1Ier~ trarli8fer PllcinG ~dIIbt the ...... A 
e Has the appropriatII pn:IpOI1ion 01 profit been 1akan In _ char_ 
e What d ... _ lalCation poley Is being fob".., 
• Has the .... 01 profit (or IDea) atlrbdable to minority i_II" In .,l ........ 
changed? H eo. Is II claar why? 
• Ale proIta and Io8Iee on ..... 01 tIIIICI •• 1 Is 

-Ira 8'1 If at .......... 01 dIIprIIltIlIOI1 chaivaa'l 
-dI8d1l B atl........., -ab0v8the Ina"' In the prdI and Ie-. axxutI7 
.Ii8af8d .. 'below lhelne- ..... In the profit and IDea aDOOIlnl? 
.......... 1IId tit...., liD fal,na? 

• What _ been Included In Eldraoiella,""'" 
• Should any 01 ......... be regarded .. part 01 the orella, ~ III 01 .. 

COIlipIIIIf? 
.00 any ..... tandto .... year ..... ,..., 
• Is • claar which ..... ha¥e been ball1.,ed ell...., liD 'III 1181 wIhout DI*8 

tIwough the prdI and le-.1ICCOLIIt? 
els such blilll ••• 1flIIRlPi' 3 In ... ClM8? 

, iqllicIly m 5 s ..... ant baaed on the nolan hit a ~ II c-.nat OP' d •• II 
I.nIbIe liD pay iIa bIlL A sullletalit amoI.I'It 01 CMh and 0Iher ............ II II. _ .. 
at , bta when naaded. On the 0Iher hand. becaI_ moat Ihod lam 111" do not 
produce any I8IUm, a IItmng 1qI*'lJ IlC '.iIIl wiI .. dllllIIGlnD to PI'. n •••• 
rnar8Q8m8llI_., 10 keep the fInn'a IqlIicIly aalow at pel r • Itt .... anulntlhIt 
short lamobllg liI)I. wiI be met. Thia m51118 ... InclIIIIfaa ... 8IIIbfa and 
pledIclabIe c:oncIIiIiII. wiI galllllily ....... amdar c:unInll'lllioa ...... mont Vi'" 
indI.arfas, 

so 



• Has the business sufficient liquid resources to meet immediate demands from 
creditors? 

• Has the business sufficient resources to meet the requirements of creditors 
due for payment in the next 12 months i.e. creditors payable within one year? 

• Has the business sufficient resources to meet the demands of Its fixed asset 
replacement programme and Its commitments to providers of long-term capital 
falling due for repayment in say, the next five years? 

c) Leverage 

"Leverage ratios" shOw how a company's operationl ere financed. Too much equity in a 
firm often means the management Is not taking advantage of the leverage available 
with long-term debt. On the other hand, outside financing Wll become more expansive 
as the debt-fo.equity ratto increases. Thus, the leverage of an organisatton has to be 
considered with respect both to Its profitability and the volatility of the industry. 

Key questions to be idelltlfied in leverage analysis Include: 

• What sort of tapIIaI has the ~ itl8I1eC1? 
• Who owns the capIIaI? 
• What Is the coat of capital in terms of interast or dividend? 
• What proportions of the capltsl have a financed retum (gearing or leverage)? 
• Is the mix of capital optimum for the company? 
• Is further capital available If required? 
• Is total capital employed aneJysed among different clauas of busIne8s? 
• If so, can ratum on capital be calculated for each class? 
• Has issued Ordinary shara capltsl incrallaed during the period? 
• If so, why? e.g. RIghIs Iaaue? Bonus (ecrIp) 188ue? Acquisition? 
• Are "per shara" figuras calculated using appropriately weighted number of 
sharas? 
• Are prior year&' figures comparabI8? 
• What indMdueIltems have caused significant IIIOY8I1l8nta on RIMICII'WI8? 
• Do any of 1hem raaIy belong In the profit and Ioe8 8CIXlI.Ilt? 
• Is any long term debt convertible into ordinary sharas? 
• On what terms? 
• Calculate appropriate meesuras on "fully diluted 

• basis 
• Is any long term debt repayable within a 8hon period? 
• If 80, should it be hated as a current IIabIIIly? 
• Are there significant borrowings in foreign currencies? 
• Are they ma1dIed by foreign asset8? 
• How ere exchange IoSI as and galn8 theraon treated? 
• la1hera any preference capital? 
• Is short term borrowing included in capitaI.npIo~ Should it be? 
• Is the treatment of pensions appropriate? 18 information rvveaIed? 
• Would capltslislng leases significantly affect long term debt and gearing 
ratios? 

d)AcIvIly 

. "Aclivity ratios" ara used to rneasura the producIIVity and efficiency of a firm. WIl8n 
compared to the industry average, the flxed-asset turnover ratio, for example, wiD show 
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.. . 

how wel1he company 18 using ilB pnxIuctIve C8p1dy. Slmlla..." 1he ........ , 11.1110_ 
ratio wiI Ilicieale wtI8IheI 1he company used too II'UCh irMInIoIy In 0--""0 ... 
and whether 1he company may be carrying obIcllla irMafdOly. 

• Does mall11g8r111111'1t COIlIJoI1he COllI d 1he buIIn BS. wei? 
• Which 00It:I. If any. haw changed ~, IIU8 racb:Ing or il!pl'O'lling 
apparent ploI'IIIIbIly? 
• Does RIIIIlIIQEII1I811l COItlI'lIllIJillioInl1he Inn 7 .... In ...... wei? 
• Ale fixed alll78 auIIicIant for 1he curenllaval d adIvI.y? Ale they ' .... ed on 
a regular be8I8 and adeqll8feIy mailllllMd'l 
• Ale 1he IIIoc:* levels adeqI I for 1he laval d acI\t7y, or nc II .1 .. , 
• Ale debI8 ooIIec:tacI prorqJIIy? 
• Ale c:redItor8 paid wIIhIn a rae I Ill'" period d 1ine'I 
• Ale surpIua C88h I'88OURl8B 1m III a cI flO iaB ••• ow .... I8Iuma? 
• How variable are1he profiIs beIore ill7efeIt and tax? 
• How many tina can 1he ill'eleat be peIcI fn:m 1he awE He pn:III'7 
• How many tina can 1he axi&tilg dividend be peIcI from 1he1l\ 's"" pn:III'7 

.)oa. 
0IMr qu BltlDf18 can be 8IIkad In i_patillg ftneI8OCOi .... TheIle may ....... to lang
term trendlin 1he buatJ I B S or to fixed II S .... e.g. 

I) L.ong tam ".... .. ".tuttlSS 
• Ale pRIfiIa ia 118irt or dacr8"tG? 
• .. 1he size d 1he buatJ ••• (IIIowiIlg ..... or IbLi. a.n ill lei'" 
• How ....... (1110"'" been tIiWI08d? 
• Are the levels d IIII:ldI8. deIlb. and "'CI-edb ........ COl II I " wIII ... 1ang

term (III ..... d 1he buill B •• , 

• Are clvldarldl ilia aaalrlg? 
• Have any nIIIcaI dIangeI occuned In the ..... QMno ..... to ..... 

dallJl8ln 1he buill III? 
II) ,.., HI pip 

• Where fixed II I '1 are shown "III t I I wfcIII CIlIIII7": 
-How okIare1h8(l wr.t it their eBIi. ,S I cllU'NI'Il"" 
-How wWd nMltlialan aIIact the dlpe" 11 a.. cI-.n 

• Where fixed ..... are shown "III whelan": 
-When ... the va.I8fIon rrade, and on whIIIt"" 
-How haw vaUa changed IinDe that dille? 
-MIght the a ..... be mare ....... UI8d far oIh8r pI.IIICllll? 

• wr.t maIhad d dapreciaIDn 18 used far ,_talon? 
• What ........ are ueed? Are cIIf8I." ... used tar CunnI Caart 
Aa:ounIInQ'l 
• Has adeqI : pIOIfialan been made far ~ obIcla I tallDII'I 
• Ale any 1 .. laalld? What Is their .... , 
• Haw II'UCh are the ....... 18111 r'a? How long Is the COIilllll •• .., 
."goodIe 

I -811OWO III an""'" 
, -WrIIIIIn fit against rs U 1'1>881 

~~ _______________ ~ ___ Ig_._m_a_timd ___ ~_~ _____ ~._._In._.~pn:III'7 ____ . __________ -,~ 
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Fillam" AnalysIs For AgrIbusI .... !' .. rbn .... .. a .. . 

• How does the book value of goodwIH compere wfth the estimated 
surplus of the current value of fIXed assets over their net book value? 

• Has the status of any investments changed during the period? 
Subsidiaries? Associated companies? Trade investments? Non
consolidated subsidiaries? 

• Are investments in associated companies shown by the 'cosr method 
or by the "equity" method? 

• What is the difference between coat and market value of quoted 
investmElnts? Is lTI8Ik.et value used if it is lower than oost7 

• Are there any long-term debtors? How have they been treated in the 
balance sheet? 

MethodS used to evaluate organizational perlormllnce 

To evaluate the periormanoe of a company wfth respect to the8e reb, three rnethod8 
are used, namely indusJry comparisona, time series analysis and absolute standards. 

a) InduR'y comperI8OII8 

Data are used, such as that provided by oornmeroiaI firms Ike Dun and 
Bradstreet and Profit Impact of Marketing Stretegies (PiMa), are used for 
comparing the company wfth others of about tha same size, that eerve the same 
market and hava slmHar products. The danger is that when Industry averages 
include companies wfth different products or markets, averagee can be 
misleading. 

b) TIme ..... ...., ••• 

Ratios for ..,.,., periods are used to delemn whether significant dlangea 
have 0CCI.IITCkt. 1be8e lime series can· also be used to project the future financial 
periormanoe of tha company. 

c)~.tsr_. 

Moat orgardzalion8 have some minimum requiremantB for corporate 
pertormanoe reguIa1Iona of the particular Industry, e.g. the Iong-Ierm c:Iebt-to
equity ratio should not exceed ona. A thorough financial analysis usuaHy is a 
condition of these three approaches. 

FIgure 2.5 8how$ an _,!pie of how a lime series analysis can be used to back 
financial and business objectives. 
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For ..... In..... I ...... . . ..... 

r- ~~~~~~:,,~--------______________________ '_'~ 
r 

'lllll*i::::rR' 
•• = Ct"l_ L .... . ......... . .... ,., 

, r .... .. 
I ' _. 

The main types of ratio 

1)ProtR 11.1, 
a) Grosa profit margin or proIIt margin 01'1 8IIIIaa: 

FtfI-."+,*WI I 
b) N8I profit "agiL 

/1k1Jt:;- I 
0) ReIum 01'1 e alii: 
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Financial Analysis For AgrlbtJaIn ........... 
Com . a 11_ 

d) Return on equity 

I J"n:?Ilfl" laic 
. Td4IlItJUUY 

Note that: 

I ~ /-Ja1l' ... JNTIlR/ISl' _ PW7tl' ... NJ'1lR/ISl' 
. NAY SAL8S NAY 

NAV = Net asset value I.e. Net asset tumover X profit margin = retum on aS8818 

2)Uquklty 

a) CUmlllt ratio 

1== .. 
b) QuIck (liquidity or acid test ratio): 

I 0nwII __ -~ 
OnwIIlc,w;;;; 

c) Defellsive Interval ratio: 

I Utel-
ptdYqMr.iRgq: .. 

d} Inventory to net working espial: 

1 •• 1\27 
CJ.irrIIt __ - OnwIIlabfthr 

3(0 Leverage (coverage ndIoII or gearing) • debt cover 

a) ConvenIIonalIeYerage: 

I ~twlla.m 
7&taI_~ JjiA:J; (Mt'll1l.:'ll1l; 

b) Murphy Prussman Gearing: 
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Flliw.clel ...,.Ie ~ "" .. I II'~' 'II;'; .. :1~1.~ _____ _ 

c) U.s. measure oIlaven1ge: 

I ~+=:!h""J 

I 

b) c. ..... Unovr. 

I Z/i;'!i::: 'x36S .1IU 

I 

I:: I 
.) Nat aaaat Unovr. 

1,.,= __ 
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Flnancla. AnalysIs For Agrlbuslnea ........... 

Other useful ratios 

1) Stock marlad ratJoe 

a) Earnings per share: 

I ltoJt.-.,. 

b) Price eamings ratio: 

I M:rrbJt /IfII:I' Pw--
_ I!'DnMt!Ir Pw fhaIw 

c) Dividend yield (net): 

I awlMd.pw -- {tilt) 
_ M:I1ft.t~ prv.,. 

• & .1nM8 

Financial measures of business unit performance 

H an organIzaIIon is made up of multiple division8 or SInitegIc Bueineas Units (SSU's), 
then the following measures can be ccmputed, provided that baJance sheet and Income 
statement data are available at the dlvisional or SBU level. These analyses enable 
corporate management to assese the performance of divisions, SBU's and/or their 
management. 

a) Return on sales (ROS) 

ROS Is computed by dividing net Income (NI), or profit (P) befonl or after interest and 
taxes, by total ravanue: 

Some argue !hat interest expenses and tax should not be considered as they are 
outside the SBU manager's ccntroI. However, interest may be added to show managers 
that invested funds are not a free rescurce. This, however, understates the true cost of 
cspitaI employed, because the interest Is a charge for only the debt portion of cspitaI. 
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I 

b) RaIum on Inlll Mall (ROI) ....... on net B m. (RONA) and ....,. on ...., 
(ROE) 

Nets: NET ASSl::JS= TOTAL ASSETS- TOTAL LlABIUTIES 

Nots: Owl ... aquly .1DIaI· BI •• tofIII Rat ... 

In UIIing any 01 ..... ".......10 aunl ... SBU 1I1II\IIg8t"8..., 10 .... lUI 
ellicieilly. 8CCOIn ahouId be .... 01 whaIhIr ClIIIIh Is ca...... .... ... 1 Ii or 
headqtBrtanJ deIat"illes bCIIh c:redt and paynall poPel ••• lie .......... CIIIh 
rGce/nibls8 or payabIea or bCIIh ahouId be onlilled from the 1m; B bjall'--

c) CallI low (Cf) 

CallI low Is not the same .. net illCOI'AI (HI) or.,.. (p). • c:II'IenIln two..,a: 

I) CallI low [ndud .. dapeciIIlloio. aelhle Is. booIdI B [prall" I _ and ... 
becaI .. tax Is • ClIIIIh COllI. n... 

CF • HI (or P) after tax and depnlcl rIM 

I) CallI low Is aIfecIad by baIIIIlCe ..... cNngee, e.g. incIllll In ..... 
I8C8ivabIe or adIIIioo,. 10 fIMd ..... (FA). e.g. plant and ",1_ .... 
eta..- in wadcilll ..... (WC). 

CF .. Net Income (or PraI) .... tax".. DIpHM I Ian ..... eta .... 1n 
FA end miuretalge& in WC 

Nots: • no tax Is pIIid or f tax Is dIRmId, .. Net 1NxIn. (or PRIIQ 
baronttax. 

The challQ88 In (4) ant cab,.1 Ii by lie .... 11I*'f8 to Ell ICe .......... IDr two 
conI a CUINe pariod8.. 

I " CallI plus or IJI/tu 
,, ________ "_~ ___ plus __ « __ IJI/tu ______________________________ ~~ 
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4 Aooounts reoeIvabIe plus or minus 
4 Aooounts payable (and other short-term 1IabIIIIIes) 

Example: 

Profit 
Plus 
DepreciaIIon 
Cash flow from opiidHll 
I.e8II 
Increase in Working capIIal 
Increase In FIxed AsseIs 
Net cash generated or (Uaed) 

d) Sustainable growth ..... (SGR) 

2001 
$(000'8) 

400 

2002 
$(000'8) 

380 

m 
505 

(420) 
WI5) 

(2Q) 

This Is a measure of the ability of the business to grow wIIhIn the oonstraInts of ita 
current financial policies What Is required Is a balance sheet for the S8U which 
includes a justified assignment of the proportion of the total corporate short-run 
IIabIIIIIes and Iong-run debt. 

Once accomplished, the rnmdmum sustainable growth rate (8 me B aura of the ability of 
the business to fund the new assets needed to support inoreased sales) is estimated 
by: 

I SGR- A(Ht)(l+LJ 
t-P[(l-d)(l+ L» 

where: 

p = profit mmgIn after taxes 
d = dividend Payout ratio (for a business unit this is computed from the 

corporate overhead charge plus any dividend paid to COIpOIate?) 
L = debt to equity ratio 
t = ratio of assets (physical plant and equipment plus working capital) to sales. 

The growtf1 rate is expressed in nominal terms. Real SGR is reduced by 2.2% for every 
5% of inflation for two reasons: 

i) Depl'ecisllon charges based on hIetoricaI costs 0lI8l'. .. taxable Income 
becausa they fall to fully recover the economic value of depreciating asaets. 

ii) Working capital increase solely due to inflation requiras financing. 

" the actual growtf1 rate exceeds SGR, then the organisation can consider a number of 
strategic actions which affect the ·productlvlty" side of the quest for increased profits 
(·productivity" as opposed to ·volume" strategies to increase profits). These are: 
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Far _lIllIlUIi ,..1].t ... a ......... . 

i) naduce invest,,_ iltalllsily (CUI etocb etwJIoI ,a08h'lll:llI) 
I) naduce cN:Iand8 
Ii) obIaIn ~ d "equily" from the CDqXII1de body 
Iv) incnIase debt. 

Now atIaI,ipl .... B 2.7. 

ElrercI8e 2.7 Rallo ........ 

NIgsI ~ horIicuIIunII busina II oonIInuad to ftcuIIIh. SIx ,... ..... '* 
condensed financial 8COOI1IIIB for the last 1hfaa ,..,.are ammarIaad beIaw (N.B. he 
InLoducad fresh cap"a' into the buai B II): 

PmCII and Loes account for III ,. 1000 2DOI 
)1111' 10 31 MIlIch S(OOft) 
S8III (II on..., 415 845 -l.8IC Colt 01 goodIdI: 
()palling IIDI* 35 40 15 
Pun:t .... am - 8115 

315 805 810 
I.eaI; CIaUIo 8D:k • alii 85 S40 115 155 
a-a ... 10 105 ,. 
l.8IC Elcpenll. 40 110 10 ..... ~ ... - • : III 11 111 
NetPmCII ,. • • Ball nee ShMt. at 31 MIlIch ,. 1000 2DOI 

(lCIIlft) 
fIIIed_ 88 13 101 
Cunant_ 
SIIaab 40 15 115 
rradlbeln 52 108 2Il1O 
CallI at EIarIiI 12 lit 8 178 -lID 272 -AI ..... 
CIipIII 100 120 MI 
Add. Net", for")1III' 40 51 10 
l.8ICDls' ..... H 11 35 20 31 • (all on 31 MIrch) 118 140 -..... 110 
Cunant .... ' I 

CI .... 77 ,. 171 
BIdt_ct .. · 11. 12 11 -· : 

17t III • 
eor.- the fdIowing !'IlIa for 1998. 2.000 and 2001. 

a) groas.,..on ..... 
b) groas profit on COlt d goods aokI 
c) stock 1I..mOVer 
d) nIIum on capitala.!pItlyad 
e) CUfIWIt ratio 
f} IiquicIty (or quick) ratio 
g) debtor ooIIaction period 

4() 

i 
i 
I 

I 



financial Analysis For Agribusiness Martcelets . '-
h) wor1<lng capItaJ 
i) ratio of current assets to total assets 
j) ratio of cash to current liabHities 

Comment briefly on the results of the business over the last three years. 

ratio 
Average cost 
Balance sheet 
Capital expenditure 
Cost of goods sold 
Credit balances 
Current liabHities 
Debit balances 
Direct and indirect costs 
Dual effect 
First-In-first-out 
Fixed and current assets 
Gross margin 
Gross sales 
L.aet-in-first-out 
Leverage 
liquidity ratios 
ass 

Key terms 
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Loans 
Manufacturing account 
Net profit 
Net sales 
Net sales and net purohaees 
Opening and closing stock 
Overheads 
Profit 
Profitability ratios 
Profit and loss account 
Ratio analysis 
Revenue expenditure 
Trading account 
The accounting equation 
Woddng capItaJ 
Work-in-progr . 
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Agure 3.1 shows a pro forma cash flow statement. 

figure 3.1 Pro forma cuh flow alaten ..... 

Cash Flow Statement For The Year Ended 31 December 2001 

Net cash inflow from opeiatlllg actIvftle8 
Retums on investmen1s and servicing of finance 
Interest reoeiwd 
Interest paid 
DIvidend8 paid 
Net cash inflowl (ouIIIow) from retumIIon investments and servicing of finance 
Taxation 
Corporation tax paid 
Tax paid 
Investing actMIIes 
Payments to acquire Intangible fixed 8II8etS 
Payments to acquire tangible fixed 8II8etS 
ReceIpts from sales of tangible f1xec18II8etS 
Net cash inflow! (ouIIIow) from investing actIvftle8 
Net cash Inflow before financing 
FInancing 
Issue of 01101111*181_" capilli 
Repun:hase of debe"ture bin 
ElcpeIlsas paid In COI'IIIKIIon will s/l8i81a8uas 
Net cash inflow! (0UIII0w) from financing . 
Incrm91 (Dacreaaa) In cash and cash equiva!In!B 

NOTES ON THE CASH FLOW STATEMENT 

$ $ 
X 

X 
(Xl 
00 

(Xl 
(Xl 
X 

x 

(Xl 

Xor 00 
X 

x 
(Xl 
00 
Xor 00 

X 

1. RsconciIiaIion of opfII8f/ng pIOfit to net cash inIfow from op8IBling activities 

()paialilg profit 
Dapraci8Iion cI\aIgII 
Lou on sale of tangible fixed asaets 
IncraasaI(dacraase) In stocks 
IncraasaI(dacI a ala) In dabtora 
IncraasaI(dacraase) In CI1ldIonI 
Net cash Inflow from Of!!J!atIIlQ acIiYIIIaa 

Balance at 1 January 2001 
Net cash inflow 
Balance at 31 December 2001 

(Xl 
(Xl 

$ 
X 
X 
X 

X 

3. Analysis of th9 baIance6 of cash and cash equlval6nt8 lIB shown In th9 bsIanoe 
sheet 
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FI~"I AMlfti. For Agrbllln ... " 11.,". 

CaIh at bank and In laid 
Short IiIIm ft. a at ..... 
Bank_dl .... 

Bs' _.1......,2001 

19)(4 

$ 
X 
X 
Qg 
X 

CaIh InIIoII'(ouIIIO fnIm .,.dlg 

19)(3 , 
X 
X 
Qg 
X 

Prall on IIPIIdIaIe 01 debII .... loin for .... 11m .. book 
value 
BallllClJ.31 Decembar 2001 

, 
X 
X 
• 

X 

$ 
(X) 
X 
Qg 
X 

, 
X 

(X) 
Qg 

X 

NoIB: Any traI *'18 which do not .... in a caeh low II'Ic:Ud not be 
,epor18d in lie statem.nt. ..". .. ,18I1Ia wIIhIn caeh or caeh *,*;1'1 1"'1I'Ic:Ud 
not be reportad. 

It Is often cIIIlcuI to OOIIfl11P'P'u just what Is -cash" end what _ "eMIl 
equMIIs 1118". Ceah naad not be phy8icaIlI'IOIl8y, I., take OCher bulC 

.) Ceah in tatd and depcleJII&lapll)1lbla on danald .... ., bank or ....... 
in lillian. 

b) Ceah equhlaI! 118: Short term, highly liquid lm:asbJ ...... _ ..., 
COl ..... to knc:Mn 8IIICUIt8 of caeh.and which ... -iIIiaCt to .. 
illlignlJcanl risk of CItI8ng8II in value. . 

c) OpeI.ling acIivIIIea: PrincIpal ~ ...... of .. 00II"" 
and OCher acthII.. .. are not inn 51110 or ".allO ...... TIle 
I'8COIdafDl' b •• ". ..... lie opaidlllO pmfI ftIII)OI1ed in .. pI'OIt .. ta. 
account and lie nee CIIIh low fIom opaidlllO ....... nut IIhow lie 
1i1OII_118 in *" is. debIonI and ueditIDra , 11.1 I II to opaidlllg acIIvltill 

d) ReIums on mE I ........ and ~ of fill8IICI8. Ceah .110 SUI fIom IIe8Il 
aoun::es IndiIde8: 

I) i.est raceMId. aIao &nJ filii II tax nMlO... .. 
I) cIvid8Ilda AI( aMId. 

Ceah oudIDwa fIom IIeee aoun::es IndlIde8: 

l)illeRl8tpaid 
ii} cIvid8Ilda paid 
iii) inleiest element of Inance lease ~ .... 



Financial Analysis For AgrIbusI ..... M ......... 
& rtbIMIness 

e) Taxation: These cash flows will be \hose to and from the tax authorities in 
relation to the companys revenue and capital profits, i.e. COI"pOultlOIi tax. 

f) Investing ac::IivIties: the acquisition and dispoeal of long term assets and 
other investments not included in cash equivalents. 

Cash receipts Include: 

i) receipts from sales or disposals of fixed assets (or current asset 
investments) 

Ii) receipts from sales of investl' ...... ts in subsidiary undertakings net of 
any cash or cash equivalents transferred as part of the sale 

iii) receipts from sales of investments In other entities 
Iv) receipts from repayment or sales of loans made to other entitles. 

Cash payments include; 

I) payments to acquire fixed alllts 
Ii) payments to aoqulre investments In subsidiary net of baIai IC88 of 

cash and cash equivalents aoqulred 
ill) paymerlfS to aoqulre Investments In other eI fillies 
Iv) loans made and P!lyments to aoqulre debt of other elllIIies. 

g) financing: 8ClIivIIIea that resuft In changes In the size and oomposIIIon of 
the equity capital and borrowings of the enterprise. 

. Fmancing cash Inflows include: 

I) recaipII from IIIumg Ihare8 or other equIIJ.inIIn.menIB 
Ii) receipts from issuing debentures, loans, notes and bonds and 80 on. 

Fmancing C8Ih ouIIIawa include: 

I) repayments of amounts boilomld 
iI) the capital element of finance Ieaae rental payments 
Iii) payments to re-aoqulre or redeem the entlt.y's 1hare8. 

Now attempt exercise 3.1. 
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Flnar.c:1aI AnelJIII For .... In ••• II , ... ,. 

• 
Set out below are !he accaunIB for TPK PtIt LId as at 31 DecalI_ 2000 and 2001. 

2000 21101 
Z$"OOO Z$"OOO Cpa-.., pRJfiI 9,«10 20,840 

11 ..... - (2ID) 
1I, ..... reellwed .1.l1lI ~ 
PnoIiI before 1axaIioi, 9,500 20,400 
TaxaIIoo1 Q.2IID C5.2IIlI 
PnoIiI after IIIxIIIiDn 8,300 15,200 
DIvidandII 
PIBfer3l1C8 (paid) (100) (loot 
0rdnaIy. InIarIm (paid) 1,Il00) C2,GOO) 
finIII~ WIlD) IUIIIII 

ReIail8d pRJfiI for .. ,... 2.2l1lI l..1.IIII 
BALANCE SHEETS AS AT 31 DECBEER 
RI8d AIIIIII 
Plant, machillay and ~16'It at coat 17,800 23,900 
t..a: accunuIaIad dapracIaIIoI. 9,500 10.750 

I.lJID 11.]511 
Cunant AIIIIII 
SIDCb 5,0lIO 15,0lI0 
T18d8dabb. 8,800 218,700 
~ ... 300 «10 
CallI at bank and In hand 8110 

,45'P «'1111 
Cunant ... I 
a.nk_diall 18,2110 
T .... Ci .... e,ooo 10.000 
AcCiuaIII 8110 10(100 
TiLiiIIIIIiJi. 3,2GO 5,200 
DIvIdIndI ~ JJIIIIl 

a.IIIIl ..... 
J.IIIIII II'" 

sa-capIII 
OIlIl_y ..... 01$1 .... 5,0lIO 5,0lIO 
l0'W0pia .. uaoce ..... 01$1 .... 1,000 1.000 
PnoIiI and Ioaa __ a.IIIIl JILIIll 

9.000 18,100 
l.a.Ia 
15% cIabanIuu8 __ .. -
PnIpare a cash IIow atatemenI for !he year to 31 December 2001, 

Statements of source and application of funds 

l' AIIhough cash IIow statemenIB have now superaaded Adm: .nIB of 8OUftI8 and i 

___ IIIl_IIl_._Cia_IioI_· _"_of_funds. ___ funds __ IIow __ sta_tel_IIl_"_IIB_may __ not __ "_'_IIRl_1Il_8 ______ -_' eIy_'_"_Some ____ ) 
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Is For Agrlbusl ............. 
s &: IIlIIneas 

businesses or industries will continue to find fund flow statements useful and 
Informative. For this reason, It is necessary to examine funds flow statements. 

Funds atalemlnt on • cash buIa 

Funds statements on a cash basis can be prepared by classifying and/or 
consolidating: 

a) net balance sheet changes that occur between two points In time into 
changes thet increase cash and changes that decrease cash 

b) from the Income statement and the surplus (profit and loss) statement, the 
factors thet increase cash and the factors that decrease cash and 

c) this information In a sources and uses of funds statement form. 

Step (a) Involves comparing two relevant Balance sheets side by side and then 
computing the changes in the various accounts. 

Somces of funda Ihat 1ncr1l •• 11 cash 

Sources of funds which increase cash are as follows: 

• a net decrease In any asset other than cash or fixed assets 
• a gross decrease In fixed assets 
• a net irK:rease In any liability 
• proceeds from the sele of preferred or common atock 
• funds provided by operations (which ususlly are not expressed directly In the 
income statement). 

To determine funds provided by operations, we haw to add back depreciation to net 
income after taxes. In other words, suppose we have: 

=$750,000 
and depreciation (non-cash expense), being .. 5100.500 

859'500 

Than, the funda provided by operations of such • COIT4J8f1Y will be obtained by adding 
the values of the two above iiams, i.e. $850,500. Thus, the net Income of a company 
usually understates the value of funds provided by operations by the value of the 
depreciation -In this case by $100,500. 

But then, depreciation is not a source of funds, since fundaare generated only from 
operations. Thus, if a company sustains an operating loss before depreciation, funds 
are not provided regardless of the magnitude of the depreciation charges. 

Application of funds of a company usuelly include: 

• a net Increase in any asset other than cash or fixed assets 
• a gross incRJBse In fixed assets 
• a net decrease in any liability 
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ForAgalll:ual 111III hall •• • 
• a .eliaOlent or pYcha811 of slock and 
• the payment d cash c:IvidIIIlda. 

To avoid dol .. I.:OII'IIIng. we uauaIy ~ QIOII chan". In fixed • mi. by 
addiIlg depreciation for the period to net fixed a 88 III at the • dllg IInIIdIII c" rail 
date and subtract from the resuIIIng amount the net fixed us. at the __ 111111 
financial slatement date, The rrniduall\flPl'l B anta the QIOII changaln fixed III BII tor 
the period. H the nlBitluails poaitive. I reprB8Snta a UI8 d funds; Ills ""*,,we, It 
reprsss nI8 a 8OURl8 d fwId&. 

Once aI sources and appiGations d foods 81'8 COI11'I*d. 1h8J may be ... 1QIId In 
state.lIIInt form 10 that we can anaIy8IIthem beIW, 

Now at ... !pI _dill 3.2 and 3..3 

GIven below 81'8 aome cIIfeIe .. t IICUIC88 and appIIcaIIoi_ d fwIdI I11III108 .... 
purpc B sl}' scaIIenId for an AgrIIU8ine88 COlllpany K for the year andad 31 0aceI .. 
19X8. 

1) Idsntif), them 88 IICUIC88 and apphItoI_ d fwIdI, and 81 •• " them In. proper 
I'II8IVIIW wiIh the Soc.aces d foods on the left and the AppiIallona on the ..... of • 
tab!!Iated 8Iatement for the 8IIid period. 

11101 a a II In CMh JIIlIWail. 
Deer 1111 In ...... 
/ncrllll In lang tann dabt. 
/ncrss 71 In IIDcIca • 
111011 II In 1IIX pep • .,m ... II. 
NIIIpmfI-
111011111 In GIIIr II:D'IIIII = 
., •• to ftx8d ....... 
CallI i'IIIIdaIldl. 
11101"1." In bank 1cIaM. 
/ncr 1111 In papald 8XPII III • 
/ncr II II ilint I ' ........ 

/ncrll" iI crecan. 
Deerl.I I In IICCNId __ • 
DBpe' aw,. 

$ 
12,C1OO 

Note: The abcMt IgI.ns 81'8 baaed on the bal,f1C8 I8haeI and Inoome 
stat801elli d eon.,..., K. wh1ct181'8 nallihown In 1hI8 _.! . 

EnrcIR U ~ and lPPIka ...... 01 funcIII. 

UsIng the data and infomIaIIon In the annual AIPOIIB (eepr.I t,. the Il ' 108 ..... 
and income sIIItIImIInI8) of CerIaI Marketing Board provided for 1993 and 1992: 



Flnat1CIaI Ana" For AgrIbuIII ...... MIIrIteters 
Co .. & rlbusln ... 

a) compute and identify the sources and applications of funds of the parastatal 
for the years 1992 and 1993 and 

b) arrange them Into a sources and applicalion$ of funds statement for 1993. 

Funds use and credit planning 

Funds (or capital) is a collective term applied to the assortment of procIucIiYe inpI.II8 
thet have bean produced. Funds may be broadly categorised Into operating (or 
working) capital (difference between current assets and current liabilities), and 
ownership (or investment) capital. 

Operating capital in a company or firm usually refers to production inpI.II8 that are 
normally used up within a production year. On the other hand, inves1ment capital (or 
funds) refers to durable resources Nice machines and buildings in which money 
invested is tied up for several years. Funds are generally quantified in monetary value 
terms. 

Funds use, especially borrowed capital, is usually Influenced by many faetors, 
namely: the alternative demands for it; the avellabllity of credit es and when ne B dad; 
the time and interest rate payable on it; the types of loans that might be needed to 
generate it; and the cost of funds and business ownership cost. Thus, careful credit 
planning is essential in the SUOOEissful operalion$ of any company. 

In general, this requires the appIIoaIIon of what, in strategic company mallagemelll, 
has come to be known as the strategic four-factor model called "SORr. The letters 
that make up SORS stand for:-

• Strategic planning (8) 
• Organisational planning CO) 
• Resource requiremellts (R) 
• Sbategic oontroI (8). 

FIgure 3.2 summarises the simplified matrix of interacItng factors and 00fr1)0I'I8nt 
parts that make up 'SOAS', In general terma, SORS is influenced or determined by 
four major fectors: the external environment, the internal environment. organisational 
culture and resource (especially funds) availability, These four factors Interact to 
create four Inter-reisted componerlts which normally determine the success or failure 
of any given oompany. These are: 

a) oompetiIive environment 
b) strategic IhNSt 
0) product/market dynamics 
d) competitive cost position and restructuring. 

A proper and pragmatic manipulation of these four component parts requires: 

• ass eBBing the external environment 
• understanding the internal environmant 
• adopting a leadership strategy 
• strategically planning the finances of the company. 



• 
The purpo88 of this text is not to OCMH' aI the con!pQfllla u.ii_ilallln .... 8.1. 
Instead. the major concern Is to hIM a proper w ...... Idi'D of Ii ................ tor 
sIrategic pIar."Iing. This, In .11._ marIIIQ8I1'I8I' requhs a IIOWId ........... ;. 
backed by sIIatagic fin.ts prtIgI'8I'llIiug. baas ..... projectiaI. (or bndg .:u). .... . 
(decIsiOn tree) anaI)sia, and risk 8I'IIIIyaIs. ThIs book d8i1. to CIMI' .. ..... 
areas.. 

DeaIng wIIh ..... I811i188 Is what management Is aI about. Some of lie 1DaII tor 
evaluating aIlematilree (e.g. partIIJ budg8la.cuh tIow budgala and ........ 
statemenIs). are 0CMII'ed In this text. 

It is assumed IIat moat people are aInIady fall illr wIIh the alii). till ,. 'Iy .... 
to major capiIaI UI8 decisions In various con..... Hov_. hlgllIaftIad ... .... 
of Iheee poinI8lhroughou111e book, 8inoa 0IlI'I.,any ~ cIIIar and .... II 
COIISideI ed "major capiIaJ UI8 dedaklns" varies wIIh the 8ize of buill I I. For 
instance, a $50.000 expeuclb.n may be major to one COl......, and of ... 
significance to another. 

Figww 3.2 The .... 18gIc four-flrctor model 

(!)AWICW. ..... ~ ............. 
-..-" &I ..... .ra::::,:;.· • 

• .... I; L 
·n 1 I •• 

·WhIt· •• ...,.. 
·fIIl....,... .. .. hi :t:4i::t* ...... , ei. 1" .. .. 

.... '.1 .... ..... 

Ii ClCUII:DIIVE P08I'1'IOte 
MOAE.&NGIhEEUd .. 

...... I;IL: ·""111 ....... I,. ..... ; ""c.I ...... 
A. Ol: • ", ... IIIE 

NMLYIiS .... 
._.,. 1\. ..... , 
:;;.:~,==--.,. .. 
• ...... 1 • 

................ -
'11 It III.". 
. I ,.., ......... 
·"Falll.u, •• 

....... ----ooj .... II, I' --3 ......... ----...... 
(II ... tis .... " ........ /IMI)..,...... ........ ...... . -

'1, ....... -11,1'''.''. 
t AImosI fiMMYDI'I8 is fammST wIIh the albslalilial capIaI or fin.ts = In at forms 01 j 
"-- business. Obviously. this doee not aI hIM to be owned capIIal ED ... alcn 01 
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successful businesses has found that many of them operate with 50 percent or more 
rented or borrowed capital. The pressure on businesses to grow is likely to continue, 
and these businesses are Hkely to grow faster than will be permitted by each 
reinvesting its own snnual savings from net income alone. Thus, because demand for 
creOtt will continue to expand, careful credit plsnnlng and credit use decisions ere of 
paramount importsnca to merketing companies in any country. 

CredIt end types of loans 

Credit is tha capacity to borrow. It is tha right to incur debt for goods and/or servioeS 
and repay the debt over some specified futura time period. Credit provision to a 
company means that tha business is allowed the use of a productive good while It is 
being paid for. 

Other then tha fact that funds generated within a business ere usually inadequate to 
meet expanding production and other activities, credit is oftsn used In order to: 

• increese tha retums on equity capital 
• allow more efficient labor utHization 
• increese Income. 

The proce8& of using bOrrowed. leased or "joint venture" resources from someone 
else is csIIed leverage. Using tha leverage provided by someone else's capital helps 
tha user business go farther then it otherwise would. For instance, a company that 
puts up $1,000. and borrows sn additional $4.000 is using 80% leverage. The 
objective is to increase totel net Income and the return on a company's own equity 
capital. 

BOil C U\Ied funds ere generally referred to as leans. There ere various ways of 
classifying leans. namely: 

• In peyment terms. e.g. insfalment vel1lU8lingle payment 
• In period-ot-payment terms, e.g. short-term versus illtermediate-term or 
long-term 
• In the mIII/IlfII' of Its SfICUtfIy terms, e.g. secured versus unsecured 
• In interest payment terms, e.g. simple intere8t versus ackkln. versus 
discount, versus balloon. 

On tha basis of tha above clat8ification. there ere twelve COfMIOn types of Icena, 
namely: short-term loans, intermediate-term loens, long-term tosna, unsecured loans. 
secured loans, Instalment loans, single payment leans, simple-lntere8t loans, add-on 
interest loans. discount or front-end loans, balloon loans and amortised loans. 

Short·term loa .. are credit that is usually paid back in one year or lelia. Short term 
loans are usually used in fmancing tha purchase of operating Inputs, wages for hired 
labour. machinery and equipment, and/or family living expenses. Usually lenders 
expect short-term loans to be repaid after their purposes have been served, e.g. after 
the expected production output has been sold. 

Loans for operating production inputs e.g. cotton for tha Cotton Company of 
Zimbabwe (COTCO) and beef for tha Cold Storage Company of Zimbabwe.(CSC). 
are assumed to be self-liquidating. In othar words, although tha Inputs ere used up In 
tha production, tha added returns from their use will repay the money borrowed to 
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Financial Analysl8 For AgrIbusI .... Marketers 
Com " rtbueIn ... 

Discount or front-end loan. are loans in which the interest Is calculated and then 
subtracted from the principal first. For example, a $5,000 discount loan at 10% for 
one year would result In the borrower only recalving $4,500 to start with, and the 
$5,000 debt would be paid back, as specified, by the end of a year. 

On a discount Ioan,the lender Giecounts or deducts the Interest In advance. Thus, the 
effective interest rates on discount loans are usually much higher than (in fact, more 
than double) the specified Interest rates. 

Balloon loan. are loans that normally require only Interest payments each period, 
until the final payment, when all principal is due at once. They are sometimes referred 
to as the "last payment due", and have a concept that Is the same as the single 
payment loan, but the due date for repaying principal may be five years or more in the 
future rather than the customary 90 days or 6 months for the single payment loan. 

In some cases a principal payment is made each time Interest Is paid, but because 
the principal payments do not amortise (payoff) the loan, a large sum Is due at the 
loan maturity date. 

AmortIaed loaM are a partial payment plan where part of the loan principal and 
Interest on the unpaid principal are repaid each year. The standard plan of 
amortisation, used in . many Intermediate and long-term loans, calls for equal 
payments each period. with a larger proportion of each Sl!CCssdlng payment 
repre santlng principal and a small amount representing interest. 

The repayment schedule for a 10 year standard amortised loan of $10,000 at 7% Is 
presented In table 3.1. 

The constant annual payment feature of the amortised loan Ie almlar to the "add on" 
loan described above, but inVolves lees Interest l>ecaI,ae It Is paid only on the 
outstanding loan balance, as with simple interest. AmortIsation tebIes are used to 
determine the regular payment for an amortised loan. The $1,424.00 annual payment 
for the 10 year loan was determined by using the amortisation factor (AF) of 0.1424 
and multiplying that by $10,000, the face value of the loan. The proper procedure for 
deriving a schedule as in table 3.1 Is to: 

a) first read off theernortlsation factor from an amortisation table for a given 
. interest rate against the given year tha loan is expected to Iaat 

b) calculate the tote! payment at the and of each year 
c) then, on a year-by-year basis, calculate the annual Interest peyable on the 

balance of the principal 
d) obtain the annual principal payment by subtracting the calculated annual 

interest from the total end.of-year payment. 

Repeat the procedure for each of the years Involved. Now atteITIpt·exercise 3.4. 
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" Table 3.2 AIroot'''eQoft of • $10,000 loan In 10 ,... bJ .......... ................ .,...It.I.' ... 

1 
2 
3 .. 
5 
8 
7 
8 
9 
10 
TGIII 

10.000.00 
9,278.00 
8.501.30 
7.672.040 
8,785.50 
5,836.50 
<&.821.10 
3,734.80 
2,572.00 
1.328.00 

• ..... ($} Pl ..... ($} 
700.00 1204.00 
848.30 774.70 
585.10 828.80 
537.10 8IIUIO 
"7S.00 MUIO 
«J8.8O 1.ot6AO 
337.50 1.01lI.50 
28tAO 1.1_ 
t8O.GO 1,244.00 
93.00 l,3S1.oo 

",2<&0.00 10.00000 

TGIII($} 

''-00 
''-00 
''-00 
1.4lM..OO 
1.OtOO 
1.-.00 
1.OtOO 
1.-.00 
''-00 
''-00 

l.tJ)MOOO 

&.c'" SA AI.wwllli6d loan 

~ • new rnac:tnt is being financed by" DairIxIaId at a.1bIIb •• lid wilt at 
18,.., $25,000 loan at • n. i_est rate. 0b1eIn an amort I liar .. ac:heclIIelO .... 
how .. DaIriboard of Zi.tbabwa lid wi pay off .. I'88UIIIng arnortIIad loan. (tfnt 
.. AF is 0.1142). 

ColI of fUnda 

Theooetofb'ldl(CIIIlllal)iscruclllllOimta .... !l ...... I. U- ',."prlll"" 
maastII88 of an imta ..... r. econolilic worth dapald on .. UI8 of an app .... : 7 

di8c:cutl rate (or rate of reI1A'n). The most apptoprfa1e rate is .. fIrm'a 0DIt of .... R , 
This rate. when det8mlil8d, provide8 a jltidalick for "ilillIlIg .. ~ of .. 
irMI: b ... 1I; fhoea that have a high PI~ of achI8mg a rate of reI1A'n In _.IIC[_ 
of .. firm's coal of capital .. acceptable. 

A fInn"8 COIl of CIIIlIII nay be estill." through: 

a) .. UI8 of ....... eat rata altai ... by "Inn U (f In adlg 111 II IIIanI 
(dapolila or securiIie8) be!ore IUa8 _ an estill'" of oppcII'IIriIJ 0DIt of 
NIl ilaland 

b)" det8"lIinalloii of ... sts;dad."..... ......... COIIl at CIJ RIlL which 
,elects 1he 0DIt of aI torm. of cap ... 1he firm UI8I. The two belie ..... 
of C8InaI ... bom:mad b'IdI from PencIng" lh IIianI and OIInai.llrp or 
idamal capIIa/ repra & 8 llirlg proIIIa ' .. m .... din .. buill a •• 

To B II ilate" wai:J4&d awraga 0DIt of ('IIIlI.', one ..... 10 dUB .... 

a) .. prU Silt 00It at boiLOiJI8d or ,. 58 ad b'IdI from -=tI1IOUIat 
b) an IMIRIUI 0DIt of i .... llar capIIaI_ .aft. c": by 1he pelOIIIIage of eqIily 

In busin a.I and risIaI baing 1IIkan and 
c) an aqlAb .... for Incoma tax aIIecl 

f l ColI of borrowed cepItiII I 

~-------------------------~ 
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lenders' interest retes vary by type of lender. And sinoe IIlIf1V of these lenders' retes 
are keyed to money market conditions, predicting costs (If J)orrowed capital through 
time is imprecise. less diffiaulty exists when borrowers haW qonsiderable long-term 
borrowings at fIXed rates. Normally, a rough idea of the average cost of borrowed 
capital for a firm is obtained by dividing the total Interest paid by the company by the 
capital borrowed by the same company. 

Cost of ownership (Equity) CIIPItal 

Cost of ownership capital is more diffiault to determine than that of borrowed capital. 
Theoretically. one knows that the cost of ownership capital is the opportunity cost of 
placing the owner's funds elsewhere In comparable risk situations. Generally. the 
guide for selecting an appropriate ownership cost of capital is to usa the condition that 
the cost of equity or ownership capital should be equal to or greater than the cost of 
borrowed capital. 

Average cost of capital 

Using a balance sheet or other lnformaIIon, one can .. sIImals the percentage of the 
sources of capitslln a bulllnass. Assuming that a companyha, a 50% equity (or will 
average about half borroWItId \iUld half owned capital over the invasIment period) the 
average cost of capital is estililated as follows: 

Table 3.2 Awrage cost of capital 

EqIiIy capital borrowed 
Bank 
IIIIUI'lIIIC8 company 
TOTAL 

(1) % of 9apiIaI 
50 
40 
10 

BuIll_ owneIahlp co.r. 

(2) %ofCOlt 
0.10 
0.09 
0.08 

weighted COlt (1) x (2) 
5.00 
3.60 
0.80 
9.40 

There are five ownet'Ihip costs that every company Incurs, namely: deprecia1lon 
costs, interest costs. repair costs taxes, and insurance costs. They are oommonly 
referred to as the "DIRTI 5". 

a) DeprecIaIIon 

This is a proceclJre for do< 11ng_ used up value of durabIe.u" eMIr the period 
they are owned by the busIneBe or until they are salvaged. By depreciating an asset, 
an allowanca is II1I1de for the deterioration in the asset's value as a result of usa (wear 
and tear), age and obsolescence. Generally, properly is depreciable If it is used In 
businesa or to earn inccme;, wears out, decays. gets used up or beoomes obsolete, 
and has a determinable useful life of more than one year. The proportion of the 
original cost to be deprecIeted in any one year is largely a matter of judgment and 
IinanciaJ menagement. Normally. the depreciation allowance taken in any given year 
should reflect the actual decline in value of the assat - whether it is designed to 
influence inoome taxes or the undepreciated value of an asaat reflecting the resale 
value of the asset. 

There are tour main and acceptable methods of calculating depreciation, namely: 
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FInar.c1el AI..,." For AUlllltl.lnlll" tub,. 
• the ace alerated cost AIClQwer)' BYIIIIlI (ACRS) lI .. hod 
• the lib_ina meItlOd 
• the declinil9 balance meItlOd 
• the sum 01 the yeara-dIgb lIIe1hod. 

n. acell .. II d co.I l'lICO-r ., .... nI8IhocI 18 II fll I.,.. .. meItod aI 
calculating depreciation for tangible propeIty. It came 1nID ... eIfeJ:IveIr in 1881. AI 
II method ACRS generaly gIWI8 much fII8I8r wrIle off 1han OIlIer IIIIIItodI becw- • 
has tax savings lIS lis primary objecIIve. It , .. E~ gIWI8 1liiie 001""'111101110 .... 
year....,..,., ohange in value. Thu8, for 8CCCIIdt'Ig purpo .... OIlIer 1IIIIItodI .. mont 
apptOf)l1ate. 

For tax purpoUB, property Is cia! IJfJed lIS tole iUI;-

I) 3 yeer PI~· automaIlla a and ~ trudc8 UIIId tor buill III 
PWPCIBI and certain speciallioOII, and dapreoiabIe plqJ8l'lJwIII II 
~d lie al4 years or Ieee. 

i) 5 yeer ptDpfJIfy - moat farm eqUpment, grain .... 1IngIe puIJDe IIII1II*na 
and fences, breedil9 beef and dairy callie. oftIce equIpn ... and alice 
fumIILn. 

II) 10 yeer IJI!lIIlliqMI-",."..w..incllldes dIIpnIdIbIe plap8lty willi .... erpectld .. 
bah • .., 10 and 12..4 )'8111'8. 

Iv) 15,.., ptDpfJIfy - bU""gl. 

n. .... lullt llnelMllKld compuIa8 depJecIaIb .. DI, lIS laic U II: 

I D, - oc~ J!IY 

·00 '" 0rlgiI18I cost or ... 
SV '" Salvage value 
L • e.pec:ted LIII8fU .. aI the asaat in the bulinlll 

DecInIng blllllClt m .KId ....... dapllclaliun _. 

I 0,.. RVx R 

RV .. I.WIdepIecWad value aI the asaat .. lie .... of lie 80CCMIIIng pedod 
such 1hat, in year 1. RV • 00, and in 1"(>IlII lInG ~ 
RV/ • (RY~t - ~J x R (willi 88Ivage value not being dedi .... fftIm 0I1fjInII 
value before c:ornr:uIng dapracllllon). 
R '" the depJacllllon nile. which may be .., 10 twice the .. aI dIcII .. 14.. 
alo ¥lad under lIbalgllllna meIhod. 

Sum 01 .... ,I" ct,IIIi mallDod .......... the dapr+' r )II! aI .... asaat .. r.lIll u.:-

I 

I 
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financial ARaIyeI. For Agrlbu ...... Marketers m... .In_ 
RY = estimated years of useful life remaining 
S = sum of the numbers representing years of useful life (i.e. for an asset with 
5 years useful life, S would be 1 +2+3+4+5 = 15). 

b) IntenI8t costs (rates) are Incurred by a company when owned or borrowed funds 
are invested in durebIe assets, because such money is tied up and cannot be 
used for other purposes. On borrowed money, there win be a regular interest 
payment, a standing obligation which must be met regardless of the level of use of 
the esset purchased with the borrowed money. Also, en interest charge should be 
calculated on equity capital. In this case, the charge would be an opportunity 
interest cost. An annual charge should be made because the money invested has 
alternative productive uses, which may range from earning interest on a savings 
aocount to increaslng production. 

c) Repairs costs are pl1nc1pal1y variable costs incurred OI'II,te because of the 
level of use of the assets through weer and tear. Some durable assets. howevar, 
deteriorate with time even though they are not used. Fences, buildings and some 
moving parts 01'1 machinery and equipment are prime examples, although they 
deteriorate even more rapidly with use. 

d) Tax .. are fixed costs that are usually incurred on machinery, buildings and some 
other durable assets. Taxes are usually not related to the level of use or 
productive servicas provided. Thus, any investment enalysl& that ignores the 

. annual tax obligation associated with the proposed investment win be Incomplete. 

e) Insurance costs are also fIXed costs that are Incurred when a financed asset is 
purchased and has to be protected against fire, weather, theft, etc. Usually, 
lenders require that a financed asset be insured as a meant of security for the 
loan. Some operators, particularly those with low equity, also insure some of their 
more valuable assets because of the strain the loss of those assets would place 
on the financial condition of the business. In this country, tha major Insuranoe 
companies are Old Mutual Insurance and General AocIdent Insuranoe, MInet 
Insurance, Prudential Insuranoe, etc. Now attempt exercise 3.5. 

Average cost 

of capiIaI 
Business ownership costs 
cash 
cash equIVaIenIs 
cash flow statemant 
Cash payments 
Cost of borro.ved capital 
Cost of equity capiIaI 
Depreciation 
DIRTl5 
FlIl8IlCing 
Funds use 
Insurance costs 

Key terms 

Interest ratea 
Investing activities 
Operating activities 
Pro forma cesh flow statement 
Repair costs 
Retuma on Investment and 
servicing of finance 
SORS 
Source and appIIcatiorl of funds 
Strategic four-factor model 
Taxation 
Taxes 
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Chapter 4 • Budgetary control 

Chapter objectIve8 
This chapIar Is iI .... 1dad to pnwIde: 

• All ir'IdIcaIkln and .,.1IIIIoi1 d .. iI.ipUI1II_ d 
budgetary williul In IYIIUtceIIng 88 • Ir8y ....... 
COIllluI tecI •• 

• All ownIew d .. aduanIage8 and 'lI11 ltt ...... d 
budgelilg 

• All intJoductIon to .. meIhoda for pRIp8fIng bldg III 
- All appNCiation d the U888 d blldgaII 

There .... two __ d COIllloi. namely budgB1IIJy and 1II.1Cial. 1l1li d ..... 
COIlCillllal88 on blldgeIary COIllluI only. ThIs Is bacaI .. fiI.1ICIaI COI.uI was COb .. 
In detail In chaptens one and two. Budgatary COIllloIls defined by" ....... d Colt 
and Management ACWtliitah. (ClMA) as: 

"The aelablallnllll'll d budgeIs relatiilg "'.,Quall ... d _111'1 .. to .. 
I8qtIifements 01 a paley. and .. canIiru:IIs con...... d acluIII .., 
blldgBtSti ........ fIither to 88CUI8 by frIcM:IuaI action .. ClbjlCIIl8 d ... 
paley. or to provide a ba8is far lIB retialon". 

Structure of the chapter 

Of II bulllllUl adMIIea, budga.1g Is one d .. malt i .......... and,. .. ..... 
raquIre8 detaIed ..... dIaI .. 1lIe dlIIpIiaIloaka .... COIICIIIPl d .8IPQIIIJIb8y ... ... 
and .. advantages and dIaadvanIages 01 blldgaII'I}' COIIbGlIt then ... an to look 
.... detail 01 bIIdget COIIIIructian and .. tiII8 to which budgall can be Jd. .... II 
managarnent tools, .. chapIar hlgl~IlB" need far da"'." illlIarnldan,. ... 
tecll"" Is to be uaed to .. fuIIeet~ 

Budgetary control methods 

a) IIudgaII: 

- A '0111" .......... d lie IInancIIII ....... lICIt Mfde for .. .,.. .. otC 
apecific acIMti B. In a given period d lime. 

-It .... 10 ClH)lclllIIe the acIIvIIIaa d .. 01181 I lion. 

All ....... ""'*' be an advartlsllig budgat or ... farae IMtgat 

b) 8udg,., conIIaI:: 

_ A COI.a techr-,lque whalebt acluIII ..... ant compaI .. .., billa '. 
- Any diI'ferenc:8I (variancaa) ant made ... 18IfIOI"., 01 Ir8y irIcIIItiIIIII 

whp can fIither ..... I I COIllloi action or nMee .. 0I1gi1" budgeIs 

BudS;eta, cotdlal and Illpo. ........ ty .... 111 .. 
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A responsibility ce .. _ can be defined as any functional unit headed by a manager 
who is responsible for the activities of that unit. 

There are four types of responsibility canters: 

a) Revenue csnters 

OIganlzational unlta in whioh outputs are measured in monetaty terms but are 
not directly compared to Input costs. 

b) Expense csnters 

Units where inputs are measured in monetary terms but 0UIpuIs are not. 

c) Profit csnters 

Where performance i& measured by the difference between revenue& 
(0UIpuIs) and expenditure (inputs). Inter-departmental sales are often made 
using "transfer prices •. 

d) II'IVBSIln«It CtlfIb88 

Where outputs are compared with the aaeats employed in producing them, i.e. 
ROI. 

MYen .... of budgeting end bIIdgetery control 

There are a number of advantagea to budgetlng and bcdgatillry call1ol: 

• Con'IIlelB management to think about the future, which i& probably the moat 
importlllnt feature of a budgetaty planning and control system. Forces 
management to look ahead, to aet out detailed plana for achieving the 
targets for each department, operation and (ideally) each manager, to 
anticipate and give the orgeni&atlon purpoee and direcllon. 

• Prornotea coordination and communication. 
• Clearly defines areae of responsibility. Requires managers of budget centres 

to be made responsible for the achievement of budget targets for the 
operations under their personal control. 

• Provides a basis for performance apprei&al (variance 8I18IyaIa). A budget Is 
besically a yardetick against which actual perfonnance Is measured and 
assessed. Control i& provided by comparisons of actual resuIta againet 
budget plan. Departures from budget can then be investigated and the 
reasons for the differences can be divided into COIlboli&ble and non· 
controllable factors. 

• Enables remedial action to be taken as variances emerge. 
• Motivates employees by participating in the setting of budgatIII. 
• Improves the allocation of scarce resources. 
• Eoonomi&es management time by using the management by exception 

principia. 

Problems In bUd,. I II 
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FInIIncIaI...,. ... For .... 11111 ... 111 I aUra 
a 

WhIst budgets !My be an BIBB dial part 01 any mark8til1Q IICIiI*y flay do .... 
number 01 cIsadvanIages. parIIcuIaIty in p81cepIon tenna. 

• Bltdgas can be seen 118 Pleaaure d8vk:e8 •• ..,a •• Ii." ............... 
resuIIing in: 

.) bad labour ralall01l8 
b) InaccI.nta I8COI'CHIeepIng 

• Depar1menfaI COIiIIIct ari8ea .. 1O: 
a) dIspuIaa oww l'8IIOtIIOa aIoaidIon 
b) daparImenIa IIIIn*Ig each oIMr I tiIrg8Ia .. not n ' ... 

• It is cIfIicuIl to racorde ~ end OOIJ)Oi1 I gDIIa. 
• Wasle!My arise 118 managers adopIlIe .. , "we had baIIar ..,... .01' we 

wllloae r. ThIs is oIIan coupled wIIh ........ building" in Older to ail.m 
lie prestige 01. dBpartmenI. 

RupCIIllibllly veraua COId".rg. Le. &OmIt ooeIa ...... 1Ie ~ 01 
IJIOf8 than 0118 P81110lll, e.g. power coaIL 

• MarIII(I8I1i !My oww6ilIl" ... ooeIa ao that flay wII not be blli'lled in .. 
futunt aI1oI.*I flay 0WI1ip8i Id. 

A good budget is c:I1aracaized ." lie foIIMing: · ~_"l: irMIMt 118 many peq3Ie 118 pill.'" in di .... IQ..,. til..., 
• ~1IIiWIn6iIa: embrace lie whale orgalll:r.a.::iL 
• SIandMIa: beee • on ... abIiahed ... nd..,.01 p.101ll .... 
• ~ aIowfor a.9IQ ciRuIIltlilC6ll. 
• FeecbIok: eOIl"._ me"lor p8IIfonMnce. • Anal,. 01 ooeIa end I8\f8I'U8: this can be dona ...... 01 pn:Idi&t 
Iin6II. daparImenIa or coat cenIara. 

In orgalizilIQ end _,. iaialilQ • budget ayallzn lie foIotu.IQ ct ....... , II • ..., 
apply: 

.) BI~ C8llltl1IIC UnIa I1i8J)OIIIIlIe for .. preperdan of butgl1l A til..., 
cantre !My alODllIII .81 88\/8I1iI coat ca .... 

b) BudglltOOll.,..,I.·ThiamayCOllllatof ........ llben.of .. Glgar" 'I'" 
e.g. departma'IIaI heeda and 8lIIICIUtivaa (will the mII'IIIgIIlQ ..... 
chairman). Ewry part of the organI8alion aI1oI.*I be .apra.1 nIIId on .. 
commiIt88, ao there aI1oI.*I be • ",111 tlallWi f10m ...... prodilCllon. 
marketlllg and ao on. Functions of the budget COIl.'.' • 1nI:kade: 

• Ccoi .. 1IIIon of the pI8p8IIIIIon of tIIrdg 11I.1ndrdng" .... of • 
nauI 
• laauing of .. all I •• for pnIII8Ild1an of buda I'. 
• Pn:Iwil'm of .Ifoomatloa • .., ..... blidget PI .... 1dIana 
• ~ of acIuaI resuII wIIh blrdget and 1m: IIKaeIiOB of 
_lallo611. 
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• liaising between the budget committee and managers responsible for 
budget preparation 
• dealing with budgetary control problems 
• ensuring that deadlines are met 
• educating people about budgetary control. 

d) Budg6t I1l8IIt.IIlI: 

• chaIte the organisation 
• details the budget procedures 
• contains account codes for items of expenditure and revenue 
• timetables the process 
• clearly defines the responsibility of peraons Involved in the budgeting 
system. 

Budget prep .... llian 

FirsUy. determine the plillctpal budget factor. This Is also known as the key budget 
factor or limiting budget factor and is the factor, which will Ami! the activitlae of an 
undertaking. this limits ouIput.. e.g. sales, material or labour. 

a) Sales budget: this II1VOI\tee a reaIIsIic sa ... forecall This is prepared in units of 
each product and also In sales value. Methode of sales forecasting include: 

• sales foroe opinions 
• market reaearoh 
• slatlstical methods (correlation analysis and examination of trends) 
• mathematical modals. 

• oompany'e pricing policy 
• general economic and poiltlcai condition. 
• changae in the population 

• competition 
• consumers' income and_ 
• adveftIsing and other sales promotion technlquae 
• after sales 88I'Vice 
• credit terms offered. 

b) Produc:tion budget: expresaed In quantitative terms only and is geared to the sales 
budget. The production manager's dutiae include: 

• analysis of pIent utilisation 
• work-in-prograes budgets. 

If requlremenls exceed capacity he may: 

• subcontract 
• pian for overtime 
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FIMncIII AnalJIII For..... ' .111 ,1, I I ... . a 

.1nIroduce ehiIl work 
• lire or buy .' •• rnactW!ery 
• The materials PUll:"! 8 a budgat'a boIh quanti ..... and ....... 

0) Raw mated ida and puICt aaing budget: 

• The material. usage bndgetlB In quw 811 I 
• The materialB pun:! •• e 8 bdget IB boIh quw ........ and ....... 

• p!1)dIlCIIon ~ ... 
• p/aroi'ing 8IOdt kMIB 
• storage apace 
• tAlnd8 of nl8tarial pricaa. 

d) I abooJr bldgat IB boIh quanIiIaIiWI and ....... TI1IB IB InIIuanced br. 

• p!1)dIlCIIon ~ ... 
• rnan-IIour8a\CZ '. 
• grades of labour requRd 
• wage _ (union agreanw ... ) 
• the need for ilClJl ...... 

• ) Cash bldgat a caah plan for • j • lid period of ...... a "'1'_ •• 1 mo; • ., 
~ and paymenI8.. I FelICe, I higllllld81110111h!r aurplulal andlSa ... of .... 
caah. Ita maln ute8 ant: 

• to maInIaIn CUillid OWl!' a ftrm .. CIIIIIh ~ e.g. 8IOdt and dlbUa 
• to enable • ftrm to take precautionary m ••• , ... and .... In ...... tar 
im ubi.1t and loan fao.188 whenIr.., CIIIIIh aurpIlll a a or d.ft .. I ..... 
• to shoW the falaUly of ~ plana In cash tann8 
• to IuaInde the financial III,*" of changIe In rnanagamanI paIIay. e.g. 
change of CI8CIt tann8 offeAId to CUIIDII .... 

Rei ~ of CIIIIIh may come fnlm one of the ralowillg: 

.caah ..... 
• paymII'" by dItlbl 
• the sale of fbIad q I IT5 
• the iIIIue of new .... 
• the receipt of i ....... and divIdend8 trom In\: a hi ..... 

• puBcI lIB of 8IOdtI 
• payI, .... of TIIIgIIII or oIhar expel .1. 
• puBd III of C8(i llallIam8 
• payment of i_eat. chldend8 or lIIi8Ian. 



Finane ... Analysis For Agribusiness IIwketers 
" rlbu.l_ 

i) Step 1: set out a pro forma cash budget month by month. Below is a suggested 
layout. 

Cash receipts 
Receipt& from tkdeblolilblo",,,, 

Sales of capltalltams 
Loans received 
Proceeds from share isIII.ies 
Any other cash receipts 
Cash paymenIS 
payments to creditors 
Wages and salaries 
Loan repaymen18 
CapiIaI expenditur8 
Taxation 
0Mdends 
Any other cash expenditur8 
R-'Pts less pa)IIII8I1Is 

Month 1 Month 2 
$ $ 

Opening cash balance M iY. X 
ClosIng cash balance elf X.x 
u) Step 2: soft out cash receipt8 from debtors 
iii) Step 3: other income 
iv) Step 4: sort out cash payments to 8llPllUel1l 
v) Step 5: establish other cash payments in the month 

FIgure 4.1 shows the cornpoaltion of a master budget anaIysie. 

Flgur!il4.1 ComposItIon of • mufIIr budgIIt 

OPERATING BUDGET 
oonsist8 of:-
Budgat PI\. ace: gel: 
Production budget 
Materials budget 
Labour budget 
Admin. budget 
Stocks budget 

f) Other budgets: 

These include budgets for: 

• administration 
• research and development 
(; selling and distribution expenses 
• capital expenditures 

FINANCIAL BUDGET 
consists of 
Cash budget 
Balance sheet 
Funds statement 

• working capital (debtors and creditors). 

The master budget (figure 4.1) Illustrate8l1lis. Now attempt ellsrclae 4.1. 
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For ,.. .. In. II" , ••• , • 

• 
&erel .. 4.1 BudgetIng I 

Draw up a caah bucIgeI: for D. SIIhoIe showing !he IIaIar1c» at !he end QI-=tI manit, 
from !he foIowing information provided by her for !he six monIhe ..... 31 DaoeIuber 
19X2. 

a) 0penWlg Cash $ 1,200. 

Sales at $l!O per WII MAR APR MAY JUII JUL AUG SEP OCT HtN DEC .WI FEB 
2&0200320280400300350400_4002&02150 

c) PnQIIltiOn In I.I'11II: 240 270 300 320 350 S70 810 340 810 ., 2150 
d} Raw malIIIriBIB coat $5fwtIt. Of this 80% is paid In the month of prodIlCIIon end 2O'J(, 

after prodIlCIIon. 
8) Direct labour COllIs of .... 81'8 payable In !he month of prodIlClIon. 
f) Variable upena a a 81'8 $2I\I'lIt. Of this 50% is paid In !he same month at prodIlCIIon 

and 50% in the month foIIowilg prodIlCIIon. 
g) Fixed 8Xp8f1!! 8 81'8 $4OOImonIh payable -=tI month. 
h) Machinery to8Iilg $2.000 to be paid for In ~ 19X2. 
I) WI! receive a legacy QI $ 2,SOO In December 19X2. 
D OIawings to be $3OO(manIh. 

An ... .-

A augar cane farm In !he lOIIW&Id daIIlct may deville an opeI"lg bud, .. at Idle SUI: 

- CufINIIIioI • 
• IrrIgaIian 
- field mN .... i&nC8 
-liar\! B lilg 
- Trall8podlllluiL 

WiIh -=tI opeI.dlOIi, ...... be ooeIa for 1Ibour, II , 'I end ....... ,. FaThall'" for e.g. haN! U Ig, 1hese may IndudItfaur ~ ~ 

• I """'r. 

I laving ldIioilified coat ca .... the next step .. be to make • .-tln 11 .. (lib? r .1 
QI!he I'8IIC:lUrQIJ8 to be used, and to U1her .... _ .... to IhoItaI .,.Ioda. lIlY, 
one month or tine monIlia. The IengIh cI period chosen II ill"",". In thlllthe 
8hortIIIr it is, the greater !he cunhol that can be exerclmt by the budget but the 
greater the expense In praparaIIon QI!he budget and 18pOI1Ing QI any _lano ... 
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Financial Analysis For AgrIbuslneea Harke ..... 
" rlbuslnen 

The quantitative budget for harvesting may be calculated as shown in figure 4.2. 

Figure 4.2 QuantItaIIwI harYe8tlng budget 

HarwstIng 1st quarter 2nd quarter 3rdguarter 4U1 quarter 
LaboUr 
CUtting nil 9,000 toMes 16,000 toMes 10.000 toMes 
Sundry nil 300 man days 450 man days 450 man days 
TracIonI nil 830 hours 1,100 hours 700 hours 
Cane trailers nil 9,000 Ionnes 16.000 toMes 10,000 toMes 
ImE!, & sundries nH 9,000 toMes 16,000 Ionn. 10,000 Ionnes 

Each item is maasured in different quantitative units - tonnes of cane, man days etc.
and depends on individual judgement of which is the beet unit to use. 

Once the budget in quantitative terms has been prepared, unit costs can then be 
allocated to the lndIvidualltems to arrive at a budget for harvesting in financial terms 
as shown In table 4.2. 

In table 4.2 traotonI haw a unit cost of $7.50 per hour • machinelllike traotonI have a 
whole range of costs like fuel and oil, repairs and maintenance, driver, 1Icenoe, road 
tax and insurance and depreciation. Some of the costs are fixed, e.g. daprecistion 
and Insurance, whereas some vary directly with use of the tractor, e.g. fuel and 011. 
Other costs such as repairs are unpredictable and may be vary high or low - an 
estimated figure based on past experience. 

figure 4.3 tf8r¥eIttIng 00tIt budget 

118m harvesting UnItC061 1st quarter 2nd 3rd quarter 4U1 quarter Total 
quarter 

Labor 
CulIkIg $0.75 per tonne 6,750 12.000 7,500 26.250 
&my $2.50 per day 750 1.125 1,125 3,000 
TracIonI $7.50 per hour 4,725 8.250 5,250 18.225 
Cane Trailers $0.15 per tonne 1,350 2,400 1.500 5.250 
Imp. & sundries $0.25 per tonne 2,250 4,000 2,500 8.750 

$15.825 $27,775 $17.875 $61.475 

So. overall operating cost of the tractor for the year may be budgeted as shown In 
figure 4.4. 

H the tractor is used for more than 1.000 hours then there will be an 0Yer-i'8CO'/eIy on 
Its operational costs and iI used for less than 1,000 hours there wiN be under
recovery. i.e. in the first instance maldng an internal 'profit' and in the second a 'loss', 
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FlnatlCllf Analysis For Agrlbusl ..... M ....... 
Com uleI1zecI "rlbullinen IcatIons 

There are many ways in which management accounts can be prepa!9d. To continue 
with our example of harvesting on the sugar cane farm. management accounts at the 
end of tile third quarter can be presented as shown in figure 4.6. 

FIgure 4.6 Management accounts • actual co.ts agaInat budget co.ts 
Management accounts tor augar cane farm 3rd quarter 19X4 

Srdqualter Year to date 
AcIuaI Budget Variance Actual Budget Variance 

Item HaMlsting 
Labour 
- Culling 12.200 12.000 (200) 19.080 18.750 (310) 
• Sundry 742 1,125 383 1,584 1.1175 291 

TractonI 9.375 8,250 (1.125) 13.500 12.975 (525) 
Cane trailers 1.678 2.400 722 2.505 3.750 1,245 

Imp " SU1dries 4.270 4.000 (270) 6.513 6.250 (263) 
28.265 27.775 (490) 43.182 43.600 438 

Here, actual harvesting costs for the 3rd quarter are $28,265 against a budget of 
$ZI,775 indicating an increase of $490 whilst tile cumulative figure for tile year to 
date shows an oversH saving of $438. It appears that actual costs are lass than 
budgated costs. so tile harvesting operations are proceeding within tile budget set 
and satisfactory. However, a further look may reveal that this may not be tile case. 
The budget was based on a cana tonnage cut of 16,000 tonnes in the 3rd quarter and 
a cumulative tonnage of 25.000. If these tonnages have been achieved than tile 
statement will be satisfactory. If the actual production was much higher than budgeted 
then these costs represent a very considerable saving. even though only a marginal 
saving Is shown by tile variance. Similarly, if the actual tonnage was significantly lass 
than budgeted, than what is indicated as a marginal saving in tile variance may, in 
fact, be a considerable overspending. 

PrIc:e and quantity ¥ ....... 

Just to state thet there Is a variance on a particular item of expendilure doe8 not really 
mean a lot. Most costs are composed of two aJements • the quantity used and the 
price per unit. A variance between the actual cost of an item and Ita budgated cost 
may be due to one or both of these factors. Apparent similarity between budgated 
and actual costs may hide significant compensating variances between price and 
usage. 

For example, say It Is budgated to take 300 man days at $3.00 per man day • giving a 
total budgeted cost of $900.00. The actual cost on completion was $875.00, showing 
a saving of $25.00. Further invastigations may reveal that the job took 250 man days 
at a daily rate of $3.50 • a favourable usage variance but a very unfavourable price 
variance. Management may therefore need to investigate some significant variances 
revaaJed by further analysis, which a comparison of the total costs would not have 
revaaJed. Price and usage variances for major items of expense are discussed below. 

Lab«M.lr 

The difference between ~allabour costs and budgeted or standard labour costs Is 
known as direct wages variance. This variance may arise due to a difference In the 
amount of labour used or the price per unit of labour, I.e. the wage rate. The direct 
wages verlance can be split into: 
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For •• , 1111', • I Fa " . 

I) Wage rate verial108: 1he wage rate was higher or lower than "ldgl' III. e.g. 
U8ing mora unskIIed labor, or worIdng au •••• at. higher ..... 

i) Labor efficiency WIrianca: arisaa when 1he actuaI1Ime ..... on ......... 
job Is higher or lower than 1he standaId labor hours spec:Ijad. e.g. bi .. tliMl 
of a machine.. 

II .. rll'. 

I) Ma1erIaI price variance: arieee when lie actual unI price Is grll'l F or lower 
than budgecad. Could be due 10 IlillatiOlli, diux:M.nB, lIIamaIMJ .,,1 ... *-

i) Ma1erIaI quenIIty variance: ...... when lie 11Ctua18IIICU1I of II • .... .... 

Is greaIIIr or lower than 1he IIrI'IUIft epadIIad In .. budgIt. e.g. ........ 11 
faiinr at 350 kg per hedant may be ilClS&8B1I or decralllll when .. 
actual fU'lllsar Is applied, giving ..... 10 a uaage WIriInce.. 

AgUI, ovemB ad valiance can be epIIlnIo: 

I) OVerhead \IOkme variance: where O\:U'hndl are fIIIren !No .. COlI 
calli8&, a prodI'CIun higher' or lower .. bndgatall" ca.. .. ClWl'4' 
under-abauoplioii of ouel11 a adl. 

I) OVerheali 811P& ..... """108: where .. actual ow ••• F II .......... 
higher or lower than that bndllllid for .. IIMI of ouIpUt .. , 
prodt'C8d 

CalculrdkJn of price'" u.s ..... _ 

n. price and usage WIrianca are calculatal .. 1cJIti tel: 

I Pdcewullnce= =: price- acIuaIprice) X .... ~ I 
.. Ueagevariance- __ ~"'Bdquanti!y.actuaI""'Xbud~I1II1"'" .. 

Now .... , .. _eI18 4.2-

e.c'" 4.2 CoIIIpuIIIIon of ...... --'1 .. 

It was bOOlllliad that It would take 2OO"*" days at $10.00 per day to CUlI,I.'." 
taak cosling $2,000.00 when .. aCIuaI COlI was $1,875.00, being 150 nn days at 
$12.50 per day. (>leo ..... 

I) Pdce variance 
I) Usage variance 

Comment brIeIIy on 1he ,.... of ycu cab' •• 1. 

~ ____ M_a_na __ game ___ n_t_a_cti __ on __ a_nd __ ~ ___ ~ ______________________ -,~ 
6r 



FI .... cIeIANI.,... For Agrlbuslrua ............ 
~ & Im.u 

ProdUcing information in management accounting form is expensive in terms of the 
time and effort involved. It will be very wasteful if the information once produced is not 
put into effective use. 

There are five parts to an effective cost control system. Theee are: 

a) preparation of budgets 
b) communicating and agreeing budgets with aM ooncemecl 
c) having an accounting system that will record aN actuaJ costs 
d) preparing statements thet will compare actual costs with budgets, showing 
any variances and disCloSing the reasons for them, and 
e) taking any appropriate action besed on the analysis of the variances in d) 
above. 

Action(s) that can be taken when a significant variance has been revealed will depend 
on the nature of the variance Itself. Some variances can be identified to a specific 
department and it is within thet department's control to take corrective action. Other 
variances might prove to be much more difficult, and sometimes impossible, to 
control. 

Variances revealed ere historic. They show what happened last month or last quarter 
and no amount of analysis and discussion can alter that. However, they can be used 
to influence managerial action in future periods. 

Zero base budgeting (ZBB) 

After a budgeting 8'f .sm· ... been in operation for some time, there is.a tendency for 
next yeats budget to be justified by referanoe to the actual levels being achilived at 
present. In fact this is part of the financial analylIis discussed so far, but the proper 
analylIis process takes into account all the changee which should affect the future 
activities of the company. Even using such an analytical base, some businesses find . 
that historical comparisons, and partlcu/ariy the currant level of constraints on 
resources, can inhibit really innovative changes In budgets. This can cause a severe 
handicap for the business because the budgat should be the first year of the long 
range plan. Thus, If changes are not started in the budget period. It will be difficult for 
the business to make the progress nacessery to achieve Jonger term objectives. 

One way of breaking out of this cyclical budgeting problem is to go beck to besIca and 
develop the budget from an assumption of no existing resources (that is, a Z8I'O 
base). This means all reeourcee will have to be justified and the chosen way of 
achieving any specified objectives will have to be compared with the alternativee. For 
example, in the aaIea area, the current existing field sales forca will be ignored, and 
the optimum way of achieving the sales objectives in that particular market for the 
particular goods or services should be developed. This might not include any field 
seles forca, or a different-sized tesm, and the company then has to plan how to 
impIemant this new sIlategy. 

The obvtous problem of this zero-base budgeting process is the massive amount of 
managerial time needed to carry out the exercise. Hence. some companies carry out 
the full process every five years, but in that year the business can almost grind to a 
hall Thus, an alternative way is to look in depth at one area of the business each 
year on a rolling basis, so that each sector does a zero base budget every five years 
or so. 
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Financial AMIy8is For AgrIbuIIlness MaIbtet. 
6 1_ Icattona 

Chapter 5 - Information for decision 
making 

Chapter objectives 

This chapter is intended to provide: 
• An overview of the elements required for manager to make Informed 

decisions among alternative courses of aollon 
• An explanation of the relevant costs for decision making purpoSSl 
• The construction of Cost-Volume-Profit anaIyse8 and Breakeven 

charts and their usefulness In decision making 
• The factors affecting the economic choICe of whether to make 

oomponents In-house or buy from outside 
• How to make decisions on shutdown, addIIiona or deletions to 

product lines or ranges, important to marketing managers. 

The need for a decision arises In business because a manager Is faced with a problem 
and alternative courses of aoIlon are available. In deciding which option to choose he 
wiD need all the Information which is relevant to his decision; and he must have some 
criterion on the basis of which he can choose the best aHemative. Some of the factons 
affecting the decision may not be expressed In monetary value. Hence, the manager 
wi. have to make 'quaJltetive' judgements, e.g. in deciding which of two personna! 
should be prornotecl to a manegerlal position. A 'quantHative' decision, on the other 
hand, is possible when the various factors, and relationships between them. are 
lTI88$Urab!e. This chapter will concentrate on quantitative decisions besed on data 
expressed in monetary value and ralat1ng to costs and revenues as measured by the 
management accountant. 

Structure of the chapter 

Often "information" is Interpreted by malteters as being "external" InIIItet baaed 
Information. However, "intemal" SOUrcaB are just as important, nona more so than 
flnanclallnfolluation. The chapter looks at the relevant elements of oost for decision 
making, then looks at the variou8 techniques including breakeven analy8ls. Other 
important business decisions are whether to source oomponants intemally or have 
them brought In from outside, and whethar to oontinue with operations If they appear 
uneoonomio. The chapter examines the techniques useful in helping to make declalona 
In thase areas. 

Elements of a decision 

A quantitative decision problem involves six parts: 

a) An objective, that can be quenlHled SometImes referred to as 'choica 
criterion' or 'objective function', e.g. maximisation of profit or minimisation of total 
costs. 
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FIMncIIII Anel}>W'1 For Agibulnlll II IIIIrI 
a 

b) ConsInIInts Many decI&Ion problems have one or mont 0lIl ........ e.g. 
limited raw materials, labour, ale. It Is 1heIefore 0lIl1.,101. to find en dljecl .. lilt 
wiI maximise profiIa IIIbject to dsfLl8CI COl .... .... 

c) A ..... cI •• lffIIIIIw~cI ...... COI ........ L For_ •• 
In order to ",IIIImIB e COIIIB « a manufactudng Clp6ialka.. .. Il'Ii ' ?fIt 
ale mati .. may be: 

I) to COIiIi ... manufactudng as at 11'111111 
Ii) to change the manufactudng mMhod 
Iii) to sub-contract the work to a thIn:I party. 

d) FGnM:. ...,,« the lncnlmelilial COIIIBend .... GI each I.S I1'IIIIMs ClOI.ne 
« action. 

e) ApplIcation GI the decI&Ion a .... or ~ function. e.g. the .. • "1111 
GI expecl8d profit or canItIIuIIcln, end the .... 19 GI •• ,II ...... 

Relevant costs for decision maldng 

The COIIIB which IhouId be used for <fa!1sion maleillg ace often "'SI.1Id to as ., ... i SIlt 
coaW'. CIMA dar._ ralall8l1l COIIIB II 'COIIIB appIOJIIIId8 to aiding the tnIIIImg GI 
apeciIic management decisions'. 

To affect a dacI8Ion a coat mJIt be: 

a) FuIunt: Past COIIIB ... irraIeIIent. as _ CIIinOI affect them by CLINIII c.tw ....... 
and ~ ... COI.111OI1 to aI ... mattvea that_ may ~ 

b) Increma1IaI: • Mnnlng, expencl.e which wII be incLmId or 8WIIdIId _.-a 
GI malcilQ a c.tedsiQrl. AnI COIIIB which would be incLmId ..... or nul .. 
d8e1si'ln Is mIIIda ace nullIIid to be InoremanIaI to .. tie! "'L 

c) Caah ftaw: &pen. Blauch as dapracidool ace nul cash 1Iowa end .... ..... 
nul reIeuan1. SfmIarIy. the book vaIua GI exIsIIIlQ aqulpmlRlIs i ........ but .. 
..... oceal vaIua Is raIa .. 1t 

d) Common C08III: Coats which wII be Idau'eeI for aI II .......... II ........ e.g. 
rent or rataa on a faclDiywould be incLmId wh 1 ..... padI .... padlDd 

e) SuM COlIs: ArDhar name for PIll COiIIII. which .. ......,. i ........ e.g. 
daoicaIed IIxIIId I. a SIa, del: slopmant COIIIB a118IIIdy incLmId.. 

f) Coi ••• 1Itted C08III: A future cash outflow Iiat wII be incLmId envUIIIY. if 7 ..... 
decision Is taken now, e.g. COI.bacA8 already aillllnld Into which 0II11Ot be 
8171 eel.. 

Opportunity cost 

R.levant COIIIB may 8Ieo be 8lIpI B I • I It as opporIUnIIy CXIII?L An opporIUnIIy coat ... 
benefit ~18 by ohooaing one QPPOrlUnity Instaed GI .. next beat aI?anIItiva. 

EDI.1pIe ~ 
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Financial Analysis For Agrlbuslneas Marketer. 
Com s "A ribuslneu IcatIons 

A company is considering publishing a limited edition book bound in a special leather. It 
has in stock the leather bought some years ago for $1,000. To buy an equivalent 
quantity now would cost $2,000. The company has no plans to use the leather for other 
purposes, although it has considered the possibilities: 

a) of using It to cover desk fumishings, in repIaoement for other material which 
could cost $900 

b) b) of seiling it if a buyer oould be found (the proceeds are unHkely to exceed 
$800). 

In calculating the likely profit from the proposed book before deciding to go aheed with 
the project, the leather would notbe costed at $1,000. The cost was incurred In the past 
for some reason which is no longer relevant. The leather exists and could be used on 
the book without Incurring any specific cost In doing so. In using the leather on the 
book, however, the company wIH lose the opportunitiss of either disposing of it for $800 
or of using it to save an outlay of $900 on desk fumlshlngs. 

The better of these alternatives, from the point of view of benefttIt 19 from the leather, is 
the latter. "Lost opportunity" cost of $900 will therefore be Included In the cost of the 
book for decision making purposes. 

The relevant costs for ctec:lsMl purposes win be the sum of: 

I) 'avoldabte outlay costs', i.e. those costs which wIH be incurred only if the 
book project is approved, and wi. be avoided if It is not 

II) Ii) the opportunity cost of the leather (not represented by any outlay cost 
in connection to the project). 

This total is a true representation of 'economic cost'. 

Now attempt exen::ise 5.1. 

Exerclae 5.1 RekMlnt COIIts and opportunity COIIts 

ZimgIsss IndustritItI LII'I. has been approached by a customer who would like a speoIaI 
job to be done for him, and Is wiHlng to pay $60,000 for it. The job would require the 
following materials. 

Material Total units UniIs already II' Book vsIue 01 units Realisable value RepIaI::anMInt cost 
required stock In stock $/Unit tI\lnIt $/Unit 

A 1000 0 16.00 
B 1000 600 12.00 12.50 15.00 
C 1000 700 13.00 12.50 14.00 
o 200 200 14.00 16.00 19.00 

a) Material B is used regularly by Zimglass Industries Ltd, and if units of B are 
required for this job, they would need to be replaced to meet other 
production demands. 

b) Materials CandO are in stock due to previous over-buylng, and they have 
restricted use. No other use oould be found for material C, but the units of 
material 0 oould be used in another job as a substitute for 300 units of 
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• 
tnIderiaI E. which CI.WI'8nIIy coe&s $15 per lI'III (of which .... cOllipany .. no 
... in stock at the nIOl1l8ld). 

Cab ...... nllavant coe&s of tnIderiaI tor decklllO ......... or not to ........ 
COIIbad:. You must CIlfaruIy and dearly 8llII11An .... rr r r 01. tor ,our 1111 q ._11 of .... 
nlllfarillL 

The.........,.... ........ codng 

Some of the 88IU'flIIIon8 made in raIevanI COIlIIIO .... as tole $$1: 

a) Coat behaviour "...,. .... known, e.g. if a depalln_1I dell B8 cbIn, the 
aIlrbllable fixed C08I .... 1QS would be IcrIown. 

II) The amount of fixed COIIB, lI'III variable COIIB, ..... priaa and ............ 
known witt C8IIa/nI.y. 

c) The objecIhi8 of dac*i'l mailing in .... ehort RIll ia to 0""It I " ' 7 .)ii', 
which ia often known .. '8haIt 181m pnJII'. 

d) The ilfoimation on which a decialon ia baaed ia COIIOlsis and I 5 He 

OIl I' 'IOIuIM p .. h. (cvp) 8Mlj;11. 

CVP ""'1_ In¥oIvee the allBly_ of how II:JIII COIIB, IoIaI ...... and .... ...... 
.... ra' t 1:1 to ..... voUne, and ia ...... concemed witt ..... ", ....... of 
changes in coe&s and ..... ¥ClUne on pnIII. It ia IIIao known .. 'bI ... I ........ ,alz·. 

The 18Ch1ique ueed CIlfaruIy nay be helpful in .... following. F' )ill: 

a) Budget Jl/anr*Ig. The ¥ClUne of ..... requhd to make • ,.. (bar alt .... 
point) and the 'safely margIn'tor profIIa In .... budO" can be m [ .... 

b) PrIciI", and ..... ¥ClUne daIiIiorIe. 
c) SaIaa mix cIeoIabl8, to del8llIlililln whaI"'oporIioI ..... producI ...... be 

aoId. 
d) DecIsioI. 1har .. IIIfect .... C08IItrU1:UW 8IId pndllCllon ...,..., of .. 
~. 

The ... pdncljlll. GIl CVP • ...,.,. 

CVP ~ ia baaed on .... 8IIIIl.IIIPIion of a linear IoIaI COal fUllc.» (COl [1 II .... 
variable COal 8IId COIIIItanl fixed coe&s) am 10 Is anlflPlr: "i 01 nagllMl cc: _ • 
..,mIIl'n. 

The ~IB I of rnasgirIaI coeti", can be ... I.tad .. 'II!: _ 

.) PerIod fixed coe&s are • COIt8l11n1 amount. ..... ane ..... LIllI of producI ia 
made and 8OId, IoIaI coaI8 .. only rile by .... _table COal (the n";'_ ClI'lIIIO 
of pndlCtion 8IId ..... tor 1har II'IIt. 

b) AIIO, 1DIaI costa .. fBI by the variable COal ... LIllI tor .... NldlIICIIon by ane LIllI 
in .... 11M! of ac:tIvIly. 

c) The GlIdIIioi'IaI profit eamed by tnIIIdng and eeIIng ane .... LIllI ia ...... 
menue from i18 ..... ninuB i18 variable COllI. I ..... conIIbJIIon ... unI. 

d) As the vokme of acttvIly incr8Ilaas, !here .. be an incra II a in IoIaI proIIIII (or. 
reduction in losses) equal to the IotaI menue ninuB the 1DIIII ..... _table 
costs. This is the exira conJribuIlon from the exira output and ...... 

74 



FlNIIICIeI Analysis For AgrIbus ............... 
Com • " rlbual_ 

e) The total profit in a period is the total revenue minus the total variable cost of 
goods sold. minus the fixed costs of the period. 

Variable cost of sales 
CONTRIBUTION 
Fixed Costa 
PROFIT 

x 

Example: breakeven charts and PN charta 

Sabre Products Ltd. makes and sells a single product. The variable cost Is $3Iunit and 
the variable cost of seiling is $1/un1t. FlXed costa total $6.000 and the unit sales price is 
$6. 

Sabre Products Ltd. budgets to mak. and sell 3.600 units in the next year. 

Draw a breakeven chart. and a PN graph. each showing the expected amount of output 
and sales required to breakevan. and the safety margin in the budget. 

SoIUIIon: 

A breakevan chart records the amount of fixed c:osIs. variable costs, total c:osIs and 
total revenue at aD volumes of sates, and at a given sates price as follows: 

• • 
Revenue 

18.000 

6.000 

i 
! 

1 8t1dget 
~ Ma:rn ~ 
1 Safely i 

~----~--~~--'~I~-------'~-----· . • • • • · . • • · . , . 
• • 

Fixed cost 

1,000 2,000 3,000 3,600 
Output lie ... unit. 

The 'breekevan point' is where revenues and total c:osIs are exactly the same, so there 
Is no profit or loss. It may be expressed in terms of units of sale or In terms of sales 
revenue. Reading from the graph, the breakevan point is 3,000 units of sale and 
$18,000 in sates revenue. 

The 'margin of safety' is the amount which actual outputIsaIes may faD short of the 
budget without a loss being made. often expressed as a percentage of the budgated 
sales volume. It is a rough measure of the risk that Sabre Products might make a loss if 
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ForAgrIMI.lnu.,n, ....... 
• 

it tala to achieIIe lis budget. In our example. the I1'I8Igili 01 8IIfely Is .... 2 S :1_ 
foIcuue: 

a. .. ,." ..... 
a. aal08l,n _ 
MargIn of safety (MOS) 

As a p_roon •• of budDS' B It aaIea; the 

I MOS- l: 

-18.87'%. 

A high margin of IIIIfaly 8hows a good upectaliMl 01 profIIa, evan ... blldg" II nat 
achieved 

The PICAPWo?ume (PI¥) ..... 

The PN graph Is ainiPar to the bnlelteII8I'I dwt, and f8COIdi the ... or loa ...... 
IewII 01 ea2e8, at a gMan .... price. Ills a stralghllIne graph. draIIIn by lacunlllg .. 
fIC'IIowII rg: 

i) lie loa at zero ..... which Is the fuI amount 01 ftII8d COIla 
i) lie profitI(Ioa) at the btldg al. It .... IIMII. 

The two po/nI8 are .. joined up. Pn our .alllpill above. the PAlQlaph lIIIUd ..... 
IhIII: 

FlgureUThe~(PI¥)"'" 

, 

Cc:IIIIIIuIIan ............ s s s· 

.,. 

sS S 
. .s 

sS 

sS 

s' 

The breakeven point may be raed from the graph as $18.000 In .... 1'8WIIIUf. and .. 
margin 01 safety is $3,600 In salas revenue 0118.67% budgsts If .... AMIrII& 
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Flnanelal Analysis for AgrIbuaI ................ 
Com & rtbuu-

The arithmetic of CVP analysis 

a) To calculate the breakeven point the following formula applies: 

I S = V+ Fat the breakeven point, 

where: 

8 = sales I'IMInU8 
V '" venable costs 
F :: fixed costs (so that V + F :: total costs). 

Therefore: 

!cS-V)==F 

At the breakeven point, total contribution (8 - V) equals the amount of fixed costs (F). 

b) To calcnlate the amount of sales neeaed to achle'l8 a target profit the following 
formula appli 8S: 

18== V+F+P 

1<8. V)== (F +P) 

To earn a target profit, the total contribution (8 - V) must be sufficient to covet fixed 
costs plus the amount of profit required (F + Pl. 

Now attempt exercise 5.2. 

ExercIaa 5.2 AllUm I lie of CVP analyela 

NdIow ltd. manufaclurea a single product, which has a variable cost of sate of $8IUnIt 
and a sales price of $121unit. Budgeted fixed costs are $24.000. 

Required: 

Calculate the volume of sales that would be required to achieve the following: 

a) BreakfMllll 
b) Earn a profit of at least $6,000. 

The contributionIsa ratio (CIS ratio) 

The CIS ratio shows how much contribution 18 earned per $1 of sales revenue eamed. 
Since costs and sales revenues are linear functions. the CIS ratio 18 constant at all 
levels of output and sales. It 18 used sometimes as a measure of performance or 
profitability. and in CVP analysis to calculate the sales required to breakeven or earn a 
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~ __________ ~An~;~~. :CI=~~~~~~~alAp=:=.:l;:II;I~'~I:'F~1::I;I~. __________ ~ 
target proIIt or 1he 8lCp8d8d lOCal contrbJtion at a given WJUor-. 01 ..... and will • 
given CIS ndio, 

As an ....-.uve maIhod 01 calclilation. 1he bnIakcMn poinl In ..... rwar.. II 
calcllIat8d 88 folic bJ&: 

11tI;ut'trI ....... l'IrII4t:O/JtJ 
CIS.,. ... C I Srr.tIID 

SimiIaJty, 1he saJas WJUor-. nB B tied to achIa .. a target proIIlI ...... ' ',1188 foIc IE 

I .I!rphtI""**tIIIII JlWt:O/JtJ + JIIIOIl 
CIS.,. ... CIS.,. 

In 8lC8I'Cin 5.2, 1he CIS ndio II 

I...., ....... · ... Sl4JIIII 
CI SIII1io 33 K" 

= $72,000 or cIvIdad by $12 .. 8.000 Ida 

b) To acIIi8lM a target proII 01$8,000 1he reqI.Rd ..... aN ceh '1' I II_ 

I ~ ........... SlUIIII 
_ C/Slllio 33K" 

..... ·bur·llla.. 

A CIOn1I8I'IY II oItIBn faced will 1he deoIIIM 88 to wheIher Ilhould ........... 
COI'I1IOI'I8I1l or buy It 0I1IIIide 

SI~ far......,.,.,... that Allfl1'lZl1 Ltd. make four 001 ....... W. X. Yand Z. will 
.Mped8d coea far 1he OOIMIg ,., 88 foIJl b N!I: 

I 

I 

I 
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FIMrna' AnaIyaIs For Agrlbua ...... llarke .... 
Com & .1_ 

w x y 
ProductIon (units) 1.000 2.000 4.000 
UnIt marginal costs $ $ $ 
Direct materials 4 5 2 
Direct labour 8 9 4 
Variable production ovemeads g a 1 

14 11 7 - = 
Direct fixed cost&Iannum and committed fixed cosIs are 88 follows: 

II'ICUIT8d as a direct 00!'!!!8qI.!I!I of making W 
Incurred as a direct c:onaequence of making X 
Incurred as a direct consequence of making Y 
II'ICUIT8d as a direct consequence of making Z 
Other committed fixed costs 

Z 
3.000 
$ 
4 
6 
g 
12 

1.000 
5,000 
6.000 
8,000 

3Q.!lOO 
59,000 

A subcontractor has offered to supply units W. X, Y and Z for $12, $21, $10 and $14 
respectively. 

Decide whether Masanzu Ltd. should make or buy the components. 

SoIUIIon and dlllCunion 

a) The relevant cosIs are the differential costs betWeen making and buying. They 
consist of diff. encea In un" variable costs plus differences In directly attributable fixed 
cosIs. Subcontracting will result In soma savings on fixed cost. 

UnIt variable coat of making 
UnIt variable cost of buying 

Annual AlqUiramenIs In unIIs 
Extra variable cost of buying per annum 
Fixed cost saVed by buying 
Extra total cost of buying 

W 
$ 
14 
12 
(i) 

1.000 
(2.000) 
1.!lOO 

(3,0001 

x 
$ 
17 
t1 
~ 

2,000 
8.000 
~ 
3,009 

Y 
$ 
7 

l.ll 
2 

4.000 
12.000 
I.JIIXI 
6,009 

Z 
$ 
12 
.1J 
2 

3.000 
6.000 
I.JIIXI 

12.9OOl 

b) The company would save $3,OOOIannum by sub-oontractlng component W, and 
$2,OOOIannum by sub-contracllng component Z. 

0) In 1his example, relevant costs are the veriable costs of In-house manufacture, the 
variable costs of sub-oontreoted units, and the saving In fixed costs. 

d) Other important considerations are 88 follows: 

i) H oomponent8 W and Z are sub-contrected, the company will have spare 
capaoHy. How should that spare capaoHy be profitably used? Are there 
hidden benefits to be obtained from sub-contractlng? Will there be 
rasantmant from the WOIldorce? 
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It is possible for shutdown problems to be simplified into short run decisions. by making 
one of the following assumptions 

a) FIXed asset sales and redundancy costs would be negligible. 
b) Income from fixed asset sales would match redundancy costs and 80 these 
items would be seIf-amcelling. 

In these circumstances the financial aspects of shutdown decisions would be besed on 
short run relevant costs. 

Now attempt exercise 5.4. 

Exercise 5.4 Adding or deleting products 

Brass Ltd. manufactures three products. Swans, Ducks and Chidts. The present net 
annual income from each item Is as follows: 

Swans Ducks ChIcks Total 
$ $ $ $ 

Sales 50,000 40,000 60,000 150,000 
Variable costs .3lLIlQQ ~ ~ lm.JIIll 
ContrIbution 20,000 15.000 25,000 60,000 
FlX8dcosts .l.ZJIQQ l.li.llIKl 2!.lJIIlQ 55.000 
Profit/(10118 ) W (3,009) 5.900 5.900 

Brass ltd. Is oonoetI'l8(j about its poor profit performance, and Is considering whether or 
not to cease seIIng Ducks. It Is felt thet seBing prices cannot be increased or lowered 
without adversely affecting net Income. $5.000 of the fixed costs of Ducks are direct 
fixed costs which would be saved if production ceased. All other fIXed costs will remain 
thesarne. 

a} AdVisa Brass ltd. whether or not to cease produotion of Ducks. 
b) Suppose, however, it were possible to use the resourees reaJised by stopping 
produotion of Ducks, and switch to produce a new item, Eagles, which would 
sell for $50,000 and incur variable costs of $30,000 and extre fixed costs of 
$6,000. What will the new decision be? 

Key terms 
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Opportunity costs 
Profit-volume cI'lar18 
Relevant costs 
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F'IrIw.c1el AnelJlII For AgrIbu.", ... " ... llIh.s . . .. 

Chapter 6 • Investment decisions • 
Capital budgeting 

Chapter objectives 

Thi8 c:h8pI8r 18 i .laldecllO provide: 
• An uncIer8IInding of .. lni'ID ..... OII .... IIInI ... of aIWl'r' Ill.." 110 In 

markaIing cIeciaIcJn making 
• An explanation of .. cIiIferIWIt tW* of Inu I I ,.lI pqect 
• An inIroclJcIIon 10 .. econolilic ............ of In;; I blalt 

propclull 
• The i ............ of .. COIIID11Pt and .,.., ....... of nel 11'.1 lilt 

..... and Inl8maI rare of nIIb.In In dIeI8ion iNIIdng 
• The advantagaB and cia acharllagee 01 .. ~ maI1IOd 

as a tachilique for 1ni1ie18CI--*'g of two or mont 
cortllled,,; PI*'* 

Call'" budg IiIO 18 viIIIIln markaIing decillonL Dei ...... on In;; I Ii'" which .... 
Ime to maIw'e, hbelObe ba8ed on ......... which .... 1m I t ,M ... ...... 
lInIeII8 the project 18 for sociJI faa Ull .. onIr •• "1nV'eabJalt Is dIP' ....... In .. 
long fI.II. • 18 unwise 10 InveIt In • now. 

Oftan. I would be good to know what .. PlI • lilt __ of the fuIln Inu •• b,.1t II. or 
how long It ...... to maILn (give 1'SIuI'M). It could be much mont PI' .... p.IIIng 
the pIarii'I8d Inu B b,liiIlt money In the bank and eari'Ig i ......... or i'N. silO In .. 
altemallll8 project. 

TyPical irwat .. alt daciaior. i'IckJda" dedaIon to buId .... grain Il1o. caIDn 
gin or cold ... or i'NeBl1n a new dialiIIuIIon depot. AI a kMw IIMII, mal"" .. mar 
wish to M'8 ..... wheIher to spend mont on adlMl1illng orlner"I' the ......... 
eIIhoI.agh I is diIicQt to mB11 are the ..... to adA; IiiIIQ ndIo.. 

Structure of the chapter 

0apI1BI budgal G 18 wry obvIouaIJ a villlllICI'I«y In iMMsa. a v.t ... 01',I0Il., 
can be eeaiIy 'aala til the 1m: ashiallllm8 out to be WRIIIQ or d_O.& The 
IIIbject nl8U8r is diIicQt to grasp by nahare 0I .... 1I:Ipic CO\8IIBd and also .... 01 
lie II'I8ItanaIIcaI COlli_II IrNoIwId. HaMMIll'. I aeeb to buId on .... COIIID11Pt of .. 
fUIlare ..... 01 fiIOIW!I'f which mar be &pent now. It dDea ... by _ ••• 10 .. 
tedlI ..... 01 net pre I ant vakie, i ........... rare of nIIb.In and ........ The ImiriQ of 
caah flows are illiporiant ir new 1m BEll ... decillion' and eo .. cl'llll*llooIaIaI ... 
• ~ COIIIC8Pf., One PlobIIm which pIagUaa del: 11 .. 10 CDUrIIn.IIIs PT. n I MI. 
ratBa" which can. in some CII88, uc e ar:l100% per amum. The d ........ by 
IIhowing how markater8 can ........ In to SIlCIMIilt. 

Capital budgeting versus current expendltlna 

A capital i'Nas.1illiWll project can be dI8IinguIBhed from CU"AII1t _pellellu •• by two 
feaIur88: 
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a) such projects are relatively large 
b) a signifICant period of time (more than one year) elapses between the 
investment outlay and the receipt of the benefits .. 

As a result, most medium-sized and large organisations have developed special 
procedures and methods for dealing with thasa decisionS. A systematic approach to 
capital budgeting Implies: 

a) the formulation of tong-tenn goal8 
b) the creative search for and identification of new 111\'esb,18tlt opportunities 
c) classification of projeots and recognition of economically and/or statistically 

dependent proposals 
d) the estimation and forecasting of current and future cash flows 
e) a suitable administrative framework capable of trensferring the required 

information to the decision level 
f) the controlling of expenditures and careful monitoring of crucial aspects of 

project execution 
g) a set of decision rulas which can differentiate acceptable from unacceptable 

altemetives Is required. 

The last point (g) iscruc/aland this is the subject of later sections of the chapter. 

The classification of investment projects 

s) By project size 

Small projects may be approved by departmental managers. More carefUl anaJyais 
and Board of DIrectors' approval Is needed for large projects of, say, half a mllion 
doIars or more. 

b) By type of benefit to the firm 

• an Increase In cash flow 
• a decrease In risk 
• an Indirect benefit (showers for worf<ers. etc). 

c) By degree of dependence 

• mutually exdusive projecIs (can execute project A or B. but not both) 
• complementary projecIs: taking project A Increases the cash flow of project 
B. 
• substitute projects: taking project A decreases the cash flow of project B. 

d) By degrea of statistical dependence 

• PosItive dependence 
• Negative dependence 
• Statisticallnc/ependence. 

e) By type of cash flow 

• Conventional cash flow: only one change In the cash flow sign 
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Flnanelal Analysis For AgrIbualneea Marketers 

Vo is the initial sum invested 
r is the interest rate 

• slnesa 

n is the number of periods for whloh the investment is to receive interest. 

Thus we can compute the future value of whet V. will accumulate to in n years when It 
is compounded annually at the same rate of r by using the above formula. 

Now atterr.x exan:iae 6.1. 

Exerciee 6.1 Future vaIUeWcompound Interest 

I) What is the future value of $10 Invested at 10% at the end of 1 year? 
ii) What is the future value of $10 invested at 10% at the end of 5 years? 

We can derive the Present Value (PV) by using the formula: 

By denoting Yo by py we obtaln: 

by dividing both sides of the formula by (I + r)" we derive: 

I 

~I_pv_-~~~~~~~ __________________________________ ~I 
Rationale for the formula: 

As you will see from the following exercise, given the aIIernaIiYe of eeming 10% on 
his money, an individual (or firm) should never offer (invest) more 1han $10.00 to 
obtain $11.00 with certainty at the end of the year. 

Now atlen1lt ..... c I. I 6.2 

ExercIse 8.2 PI B • ant VIIIue 

i) What is the present value of $11.00 at the end of one year? 
ii) What is the PV of $16.10 at the end of 5 years? 

b) Nat pr .. lnt value (NPV) 

The NPV method is used for evaluating the desirability of Investments or projects. 
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Ftner-tfCIIIAnIIIJIII Far"" I'n .. lliliulu. 
a 

c.:: the net cash recaIpIatthe end 01,... t 
.... the iniIiaIlm: 8 1 lIant outlay 
r.the ciSCOlint ratrrIIhe raquinJd Inlnlnun raI8 01 reIIum on Imt I 1 "aM 
n :: the projectIInva at'liI it's dundIon In years. 

The ciacoI.I1t faca r can be cab!l!dwt UIIng: 

I !l1.i)- (1 ~ if 
Examplu: 

1 q(J.lm9- --1UIOlI1 
1.1 

1 cOJlM) -"""";i" o.82M 
(1"1 

t «lJ1M) .. ~ .. o.7S13 
(1. IT 

N.a At .. point the IUIor ahauId inIn:Iduce .. net Pili il ... liIIIiII ..... 
any l'lIClCVIilad pubII8had aowoa. 00 thai now. 

oac"'I1Mt: 

Now ...... ijA _ell a 8.3. 

I::alcl •• U .... pll ...... 

A firm intilllld8lo Ir'MIIII $1,000 In • poject !hal genae III d net ....... 01 $800. $800 
and $600 In the firat, 88COI1d and 11*0,.... ~. ShI:U:I .. firm go .... d 
wIIh the projecr? 

At ..... ijA the calclllallt.ln wIhouI n" ... I081o net pra II Ilt ............ 

c) AnnuIIIaII 

N.8. InIrocb:e IIudanIa 10...., IiIIIiII flam any nICOgIliziad ....... Iid 
8OUftl8. 

I 

I 

I 

~---------------------------_/ 
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FlnlRllle. AneIysIs For Agrlbuelneu IIIrketera 
Com & rIbu.I ..... 

Example: 

Year Cash Flow ($) 

o -800 
1 400 
2 400 
3 400 

PV = $400(0.9091) + $400(0.8264) + $400(0.7513) 
= $363.64 + $330.56 + $300.52 
=$994.72 
NPV = $994.72 - seoo.oo 
= $194.72 

Alternatively, 

PV of an annuIty ... $400 (PVFAt.i) (3,0,10) 
= $400 (0.9091 + 0.8264 + 0.7513) 
= $400 x 2.4868 
=$994·72 
NPV = $994.72 - seoo.oo 
... $194·72 

d) PerpetuItIeta 

A perpetuity Is an annuity with an infinite life. It Is an equal sum of money to be paklin 
each period forever. 

C Is the sum to be receiwd per period 
r Is the discount rate or interest rate 

Exarr¥lIe: 

You are promised a perpetuity of $700 per year at a rate of interest of 15% per 
annum. What price (PV) should you be willing to pay for this Income? 

PV- f700 
OlS 

=$4,666,67 

A perpetuity with growth: 

Suppose lItat the $700 annual income most recently receiwd Is 8lq)8Oted to grow by 
a rate G of 5% per year (compounded) forever. How much would litis income be 
worIh when discounted at 15%7 

Solution: 
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FInMc ... AnIIIIIpII For ."lIln ... III IA .... 
• 

SI.tIIracIthe growth rats from the dI8coI.rIt rats and 1niIat the tnt pedod's CIIh law. 
a perpeIuily. 

PV.C{I+G) 
R-G 

S1DI(l + 8.8S) 
• OlS-1lOS 
• S'lOO(l.OS) 

010 
-$73!W.10 
=SZJ159 

.) The III mill .... ClII ....... (IRA) 

Refer sIudenla to the fIIbIaIln any r .. cogllized pdIIIhed .... 
• The IRA ill the dI8coI.rIt rate at which the NPY for .. projIc::l6CJ'I'I:.o. 1IIia 

rats maal'l8lhat the praaani value 01 the caah illloMl for the projact'" 
equal the pUlIlII value 0111 oullL ne. 

• The IRA ill the break .... cIIaccuIt ..... 
• The IRA ill foIRI bJ trial end error. 

IRA olen enraily: 

What Is the IRA olen eqLIII annual ilOOl'll8 01 $20 par ....... which aacn.- for 7 
yeans end 00IIIa $120? 

(Xl." _ $120 
20 

-& 
Fn:xn the fIIbIaI .. "''' 

Ecollo,* '811ooall for IRA: 

If IRA axe e e tJs cost of capiIaI, project Is WCIItI'IwI1Ie, Le. lis prtAlble to ..... l1li. 
Now attellipt extIIciae 6.4 

rr 

I 
I 



Exerclae 6.4 Internal rate of return 

FIIld the IRR of this project for a finn with a 20% cost of capital: 

a) Try 20% 
b) Try 27% 
c) Try 29% 

o 
1 
2 

YEAR 

-10.000 
8.000 
6.000 

CASH FLOW 
$ 

Net present vatue va internal rate of return 

Independent va depelld.,.1 ptojects 

NPV and IRR methods are closely related becaU8e: 

i) both are time-adjusted measures of profilability. and 
ii) their mathematical fonnulas are almost identical. 

So. which method leads to an optimal decision: IRR or NPV? 

a) NPV vaIRR: IndIIpendent proJecbI 

Independent project Selecting one project does not preclude the chooIing of the 
other. 

With conventional cash flows (-1+1+) no conflict In decision arises; In this caae both 
NPV and IRA Ieed to the same accept/reject decisions. 

FIgure 6.1 NPV va IRR Ir.dependent proIectII 

NPY 

NPV(lc1 --'......." ...... 

i 
I 

I 
..... 
~ IAR 

..... 1 
Di.tCCKl1t r ... 

NPV(k2) -.- .... - ••• ----- ...... --- .... -._-••• -- .... 

If cash flows are discounted at k1• NPV is poeiIive and IAA > k1: accept pro;ect. 
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H cash ftows are cIscculted at kit. NPV Is negativ8 and IRA < ke: 18ject ...... 

Malhematical p!I'XIf: for a project to be ~ .. NPV IIUII be pella.. .... 

SimIaIty for .. same project to be accepCabIe: 

I ~(1~-4 
where R Is .. IRA. 

• illlplcill'lJln .... IIV'81y R IIUII be 01 BItar" k (R > k): 
• H NPV == 0 1han R = k: .. COII1I8I'IY Is i ....... to 1UCh. praja; 
• Ilellce. IRR and NPV IaIId to ..... daciIioIlin 1hIs C888. 

AgrIax Is COIIllidelIng buIr.Ina eIIher • 01'18 111RJ (PI'" A) or 1M ":.tie, (PI'*'" 8) 
bled: 01 ofIcee on a prime" The kTIowIng ilkNm 11 Wi Is at • tit: 

11,soo 
18,0lI0 

I 

I 



R _ $ltSOO _
1 

#. $9.500 
= 1.21-1 
therefore IRRA = m 

$18.000 _ $15,000 
IRRa: I+Rs 
$1 a.oOO = $15.000(1 + Ra) 

$18,000 
Rs - $15;000 -1 
= 1.2-1 
therefore lARa = 2m2 

Decision: 
Assuming that k = 10%. both projects are acceptable because: 

NPVA and NPV. are both positive 
IR~> kANa IRRa > k 

Which project is a "better option" for Agrltex? 
If we use the NPV method: 

NPVa ($1.363.64) > NPV A ($954.55): Agrltex should choose Project B. 
If we use the IRR method: 

IR~ (21%) > IRRa (20%): Agrltex should choose Project A. See figure 6.2. 

Figure 8.2 NPV V8 IRA: Dependent proJecIIa 

$1363.14 

5954.156 

Ofacoum ,a'. 

Up to a discount rate of ko: project B is superior to project A. thelafore project B is 
prelerred to project A. 

Beyond the point ko: project A is superior to project B. therefore project A is preferred 
to project B 

The two meIhods do not rank the projects the same. 

DIffenIncae In the .... of ImrelblMNd 

NPV and IRR may give confIIcIIng decisions where projects differ in their scale of 
investment. Example: 
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FL.,...c ... AMlJI .. For .... lit ...... ischia 
a 

Years 
PmjactA 
PIojactB 

o 1 
1,500 
71100 

NPVA • '1,500 x PVFA 8110% forS,... 

2 
1,500 
71100 

.. $1,500 x 2.487 = $3.730.50 - $2.500.00 •• 11 PO "P, 

NPV. = 17,000 x PVFA 8110% for 3,... 
.. 17.000 x 2.487,. '17.409 - $14,000. sa9 00 

COIlIllc:61Q, -= 
.NPYprallnStoA 
• IRR PiS"" A to B 

PlajIclA 13,730.50 
~~BL-____________ ~ 

NI"Y 

o 

FlguNu ........ I __ 

• . , 

3 

.. :.lOtI. '1' 
(~----------------~---~----------------~ 



Fi .... I111~ For Agrlbusln ........... 
& u.m-. • 

To show why: 

I) the NPV prefers B, the larger project, for a dl8count rate below 20% 

ii) the NPV is superior to the IRR 

a) Use the incremental cash flow approach, '8 minus A' approach 
b) Choosing project B is tantamount to choosing a hypothetical project '8 
minus A', 

ProjectB 
PIOjeotA 
'BminusA' 

o 
·14,000 
·2.500 
-11,500 

-Sll,SOO 

7.000 
1,500 
5,500 

1 
7,000 
1,500 
5,500 

IRR"IoIiuoA- IS,SIlO =2.09 =~ 

0) ChoosIng 8 is equivalent to: A + (8 - A) = 8 

:2 
7,000 
1,500 
5.soo 

3 

d) ChoosIng the bigger project 8 means choosing the amaIIer project A plus 
an additionsl outlay of $11,500 of which $5,500 will be realised each year tor 
the next 3 years. 

e) The IRBe_A' on the incremental cash flow is 20%. 

f) Given k of 10%, this is a profitable opportunity, therefore must be aooepted. 

g) But, If k went (II"" than the IRR (20%) on the incremenIaI CF, than reject 
project. 

h) At the point 0I~. 

NPV A = NPVe or NPV A- NPV8 = 0, i.e. indifferent to projects A and 8. 

i) If k = 20% (IRR 01'8· A') the company should aooept project A. 

• This just1f1e8 the use 01 NPV criterion. 

Advantage of NPV: 

• It ansures that the firm reaches an optimal ~ of investment. 

Disadvantage of IRR: 

• It expresses the return in a percentage form rather than in terms of absolute 
dof/ar returns, e.g. the IRR will prefer 500% of $1 to 20% retum on $100. 
However, most companies set their goals in absolute terms and not in % 
terms, e.g. target sales figure of $2.5 million. 

The liming of the cuh flow 
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The IRA may five calillilAi"g decisiane whale 1he Iin*1g 01 cash lowe __ b8tJI len 
1he 2 projecf8. 

Nate that InIIIaI ouIay 10181he ....... 

0 1 2 
Pro;IctA -100 20 125.00 
Pro;Ict8 -100 100 31.25 
"A mn. 8' 0 -80 .,5 
AIIIune k .. 10% 

NPV 1M 
Pro;IctA 17.3 2O.ft. 
Pro;IctB 18.7 25.O'J' 
"A mhII 8' o.a 1G.ft 

IRA prafera 810 A even 1haugh bolt! p0jecA8 haw IdalIIicaf InIIIaI ouIIaya. So. .. 
de4:i8ion ill 10 acoapt A. that 18 8 + (A - 8) .. A. See figlR 8.4. 

NPV 
$17.30 

$1 •• 10 

The huiliUA probIena 

NPV and IRA nil"'''' 001111"_. Project A .... "20 8I1ha .... 0I1ha .. 
year while project 8 .... $174 8I1ha .... 0I1ha fouIfh year. 

0 1 2 3 4 
Pro;IctA -100 120 
ProjectB -100 174 

AIIIune k .. 10% 
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Fi ....... ' .... For Agrlbu ......... d ... .. 
> " rlbuslneu 

ProjeclA 
Projects 

Decision: 

NPV prefers B to A 
IRR prefers A to B. 

The profitability Indax - PI 

This is a variant of the NPV method. 

W 
PI--

I" 

DecisIon rule: 

PI > 1; accept the project 
PI < 1; reject the projeat 

If NPV = 0, we !me: 

NPV=PV-I.,=O 
PV=1o 

Divking boIh 8icIes by I" we get 

NPV 
9 
19 

PI of 1.2 means that the proJect's profItabIII1y is 20%. Example: 

Project A 
Proje&tB 

DecisIon: 

PVofCF 10 
100 50 
1,500 1,000 

IRR 

2.0 
1.5 

Choose option B becIu .. it maximises the finn's profitability by $1.500. 

Disadvantage of PI: 

Uke IRR it is a percentage and therefore ignores the scale of invesbllent. 

The payback period (PP) 

PI 

The CIMA defines payback as '!he time it takes the cash Inftows from a capital 
investment project to equal the cash outflows, usualy expressed in years'. When 
deciding between two or more competing projects, the usual decision is to accept the 
one with the shortest payback. 
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~~~.'I='~~:!~~~~I:'~':'!'~':'.==~:I1:1~~~ __________ , _---..£!J!!!I!!!!!!!!!!!!. !. .. 

Payback is often UI8d 88 a "firat 1ICI88I1i1g meIIod". By this. WI ............ a 
cap/IaJ im_tlel'll project is being collsidnd, 1tIe ftntI qullion to IIIk is: 'HaIr long 
wIIlt take 10 pay back lis COIl?' The corr.,any might I'Iawl a tIIrgat ~ and 80' 
would raject a capital project unIaas Its pa)'back period ........ ..., a cerIein 
IUIlberd,.... 

&an1IIe1: 

v..,. 0 1 2 3 .. 5 
ProjadA 1,000,000 250,000 250.000 250,000 250,000 

o 1 2 3 .. 
ProjadB • 10,000 5.000 1,!1OP 

Payback period lies between year 2 and year 3. &.m d fIIOII8y nIOD1iillRld by'" end 
d the secolld year 

• $7,500, La. ($6,000 + $2,5(0) 

&.m d fIIOII8y 10 be reca bered by end d 3Rt year 

,. $10.000 • $7,300 = $3 'fQQ 

-It IgllONIiIthe Ifnq d c:aah fIow8 WINn the ..,.. period. ... c:aah fIow8 ..... 
the endd ~ period and .. afore ... tDIIII pqect ........ 

-It paathe time __ d fIIOII8y. llia ma_ .... dole not .... 1nID8IXIOUIII 
1M fact IheI $1 tI:IdIIr III worth mont"" $1 In one,..,.. .... An in! 111111 
who has $1 today can .... cr:JrIUM • II .. , •• 2 Iy or.1 ,......, can 
inWIIIIlt at 1M pratT' Ig it __ ..... lIllY 30%. to gat a IIIILm d $1.30 In a 
year"stime. 

• It Is unab2e 10 dIdnguIah be?\.M'I p!Ojects will ....... payback peIIod. 
• It may lead 10 au 11111118 inu a lialt In IIhcd 1I8Im projectI 
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Financial AnIItvell For Agrlbu.l ...... Marketera . "neu 
• Payback can be important: long payback means capital tied up and high 

Inve8lment risk. The method also has the advantage thet it involves a quick, 
simple calculation and an easily understood concept. 

l11e accounting rate of retum - (ARR) 

The ARA method (also called the rerum on capital employed (AOCE) or the rerum on 
investment (ROI) method) of appraising a capital project Is to 88IImate the accounting 
rate of rerum that the project si10uId yield. If it exceeds a 1arget rate of retum, the 
project will be undertaken. 

f ARRmlotalirmnrlllt - :'~=OT[&+(C~D)] 
Note that net annual profit excludes depreciatlon. 

Example: 

A project has an initial outlay of $1 million and generates net raceIpfa of $250,000 for 
10 years. 

Assuming straight-line depreciaIIon of $100,000 per year: 

the RRODIDIIi itMsiuerlI;= $250,000· $l~OOO 
1,0011000 = ~ 

ARR mlDllllilw ..... _ Net AmlIIII Pmit J It. + (C - D)] 
In''''*''f!Id Oulay I 2 -l l" 12 

= n,.,,11111 • $1118,808 =.;:..ll=so,..".OOO,..... 
11,Il00,000.2 $SOO.OOO =_ 

• It doe8 not ... aaccunt of IRe 1imng of the profits from an inveaImenl 
• It Implicitly IlIIIIUIIIIf sIIIbIe cash raoeipts OWN' time. 
• It Is based on accounting profits and not cash flows. AccounIIng profits are 
subject to a number of dDferent accounting treatmenta. 
• It Is a relative measure rather then an absolute measure and hence takes no 
account of the size of the Investment 
• It takes no account of the length of the project. 
• it ignores the time value of money. 

l11e peybIIck and ARR methode In practice 

De eple the limitations of the payback method, it Is the method moatwld81y uaecI In 
practice. Thera are a number of reasons for this: 

• It Is a particuIady useful approach for ranking projeots whent a firm faces 
liqukfdy constraints and requires fast repayment of Inwstments. 
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FIi ... .c ... AI...,.,. For ....... 'n ... 11 11111 .. 

• 
• It is appropriate in aIII.1ioo1l where risky 1m B I iallB .. made in .. 1CIItIIn 

markaI8 that .. 811bject 10 fast dB Ian and procb:I challg8I or .... fuIkn 
cash Iowa are parIicIaIy cIIIcdt to pndct. 

• The meIIod is oftan U8IId in coqurICIion will NPV or IRA iIIIIhod and ... 
as a fht acaaning device to ide .. lly PRIjeda wtIich ..... ., 01 t\da' 
nu', Pion. 

•• is easily un1l:l1dei1Rnd8b:idDlXlbr allIMII 01 ~ 
• It providea an ilipOltanl 8I.I'IIfJWY meIhod: how "**,, .. the InIIII 

Ime bJadberecouped? 

Now ... 1_ .... (11 16.5. 

Exert '1.1.5 Pafbeck and AlIA 

DsIlI Capell"'" iI considering two Q8Il._I..,.. ..... PI. I 'p Bola PI. ' 
are for similar prodIlCIII and boIh .. expected to opel 1111 for feu,.... Only ane 
fIII'OP08III can be accepIed 

InIIIIInJ IIthlnt 
V_1 
V_I 
v_a 
V_4 
Ellliliidld!C!!p __ .... end 01 V_ 4 

PlOfIIIIIiIII II PlOfIIIIIiIII B • • 4UOO 4UOO 
8.lIIIO 4,5110 
3,500 2.500 
13,500 4,5110 

.... 1,1!GO AoII14,511O 
4,000 4,000 

Depree! I • )II iI charged on thelbalghlh .... Pn:IbIem: 

II) cab ..... the following for boIh PNPQI ala: 

I) the PI$ICk period to 0l'Il decillal place 
I) the 8WII'IIg8 ... 01 reIl.m on inIIiaI irN I h ...... to ane deci •• place. 

Allowing for Inflation 

So far, the aIfect 01 1IIIIIIIIon has nat .... COIllidaled on the lIPPI_II II 01 ... n r 
inu1s SbJ .... propel 1 Iii IIdIIIIIon iI partcuIIrtJ IqJoiIInt In ct.bllcplng caunIrie8 88 lie 
... 01 idlaliou tanda to be ..... high. Aa IntIllen .. IUClI .. II, 80 .. the 
minimum reIl.m raqlinKt br an lrNu'or. For ....... one might be hippy will • 
reIl.m 0110% will zero idlalon. but • idlllllon .. 20%, 0l'Il .,... ........ nuch 
III .... IIIII.m. 

l ________ ,J 
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Financial Analy8is For AgribuslneuMirlid.,. 
" rlbusl_ 

Example: 

Keymer Farm is oonsidering investing in a project with the following cash flows: 

TIME 
o 
1 
2 
3 

ACTUAl CASH FlOWS 

(100.000) 
90,000 
80,000 
70,000 

Keymer Fann requires a minimum return of -40% under the present conc:IIiona. 
Inflation Is currently running at 30"" a year, and this Is expected to continue 
indefinitely. Should Keymar Farm go ahead with the project? 

Let us take a look at Keymar Farm's required rate of return. If It invested $10,000 for 
one year on 1 January, then on 31 December It would requira a minimum return of 
$4,000. With the initial invesbllellt of $10,000, the total value of the Investment by 31 
December must Increase to $14,000. During the year. the purchasing value of the 
dollar would fall due to Inflation. We can restate the amount received on 31 December 
in terms of the purchasing power of the dollar at 1 January as follows: 

Amount received on 31 December in terms of the value of the dollar at 1 January: 

= $14.000 
(1.~1 = $10.769 

In terms of the value of the dollar at 1 January, Keymar Farm would make a profit of 
$769 which represems a rate of return of 7.69% In "tocIay's I'I'IOIl81' terms. This Is 
known as the real rate of return. The required rate of -40% Is a money rate of return 
(sometimes known as a nominal rate of return). The money rate measures the return 
In terms of the dollar, which Is falHng In value. The resl rate measures the return In 
constant price level terms. 

The two rates of return and the inflation rate are linked by the equation: 

(1 + money .... ,. (1 + real rate) x (1 + inflation rate) 

where aU the rates ate eJCpf88sad as proportions. 

In the example, 

(1 + 0.40) = (1 + 0.0769) x (l + 0.3) = M!! 

So, which rate is used In discounting? As a rule of thumb: 

a) If the cash flows are expressed In terms of actual dollars that will be 
received or paid In the future, the money rate for discounting should be 
used. 
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• 
b) H the cash tIow8 818 upI I IBId In terms of the value of the doIIIr ...... 0 

(i.e. In COllstalit price level terms), the reel nne of cIIccuIIIng ahcUd be 
usad. 

In Keyna Fann's case, the cash tIow8 818 8Iq)f8l1ld In terms of the __ ..... 
that wII be received 01' paid at the releMnl dIdae. ThalafoI., .. ahcUd dIIcounI .... 
using the money nne of raIum. 

TIME CASH ROW DISCOUNT FACTOR PV 
$ 40% $ 

0 (150,000) 1.000 (1C1O,C1OO) 
1 90,000 0.71" 6UIIIO 
2 80,000 0.510 40,800 
3 70,000 0.384 2S,4IKI 

30,540 

The project has 8 poaIIIve nat prealnt value of $30,540,80 Keyna Farm ahcUd go 
ahead wIIh the project. 

The future cash tIow8 can be,. 1I!pI"I 118 d In terms of the value of the doIIIr ...... 0 
88 roIowa, given i i3aIion .. 30'1(, 8 year: 

TIME ACTUAL CASH ROW CASH ROW AT TIME 0 PRICE LEWL 
$ $ 

0 (100,000) (1C1O,C1OO) 
1 90,000 1 81,231 

...... x (iii)'"-
2 80,000 1 Q3S/ 

80.lI0II x :Jdf-(I 
3 1 31.-

"JU.IIOII X'(i:if-
(I 

The cash tIow8 8Iq)f1118 d In terms of the value of the doIar ...... 0 can now be 
dIacounted using the reel value of 7.S9%. 

TIME CASH ROW DISCOUNT FACTOR PV 
$ 7.88S • 0 (1C1O,C1OO) 1.000 (100..000) 

1 68,231 1 84,MI 

~.ii78ji 
2 QN1 1 

~.iJiiij2 
3 31.- 1 

~.rr16'IJj 

The NPV is the same 88 before. 
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Flnanelal AnalysIs For AgrtbuelnMa" ...... 
" s"

Expectllilona of Inflation and the effects of Inflation 

When a manager evaluates a project, or when a shareholder 8Y8luates hI8Iher 
investments, heIshe oan only guess what the rate 01 inflation will be. These guesses 
will probably be wrong, at least to some extent, as it is extremely difficult to forecast 
the rate of inflation accurately. The only way in which uncertainty about inflation oan 
be allowed for in project evaluation is by risk and uncerteinty analysis. 

Inflation may be !J8fJ(JIaJ, that is, affecting price8 01 aD kinds, or spec/fjc to particular 
prices. Generalised inflation has the following effects: 

a) Inflation will mean higher oosts and higher selling prices. It is diffICUlt to 
predict the effect of higher selling prioas on demand. A company that 
raises ita prices by 30%, because the general rete of inflation 18 30%, 
might suffer a serious faR in demand. 

b) Inflation, as it affects financing needs, i8 aJao going to affect gearing, and 80 
the coat of capital. . 

c) Since fixad assets and stocks will increase in money value, tha same 
quantltias 01 assets must be financed by increasing amounts 01 capital. If 
the futura rate of inflation oan be predicted with some degree of accuracy, 
management oan work out how much extra finance the company will need 
and take steps to obtain it, e.g. by increasing retention of earnings, or 
boIrowing. 

However, if the futura rate of inflation oannot be predlcl8d with a certain amount of 
accuracy, then management should estimate what it will be and make plana to obtain 
tha extra finance accordingly. Provisions should aJao be made to have accesa to 
'contingency funds' should the rate of Inflation &XC 9 lid expectations. e.g. 8 higher 
bank OWIdisn faoiIIty might be arranged should the need arise. 

Many different proposa/e have been made for accounting for inflation. Two systems 
known as "Current purcflasing power" (CPP) and "Current cost accounting" (CCA) 
have been suggested. 

CPP is a system 01 accounting which makes adjustments to UICOfI'Ie and capital 
values to dow for the general rate of prioa inflation. 

CCA is a system which takes aeoount of apedfIc price IllllrUM (I,e. change$ in the 
prices of apedfIc aas .. or groupe of aaaeta), but not of general price inflation. It 
involves ac:tusting accounta to refIact the current values of assets owned and used. 

At present. thera is very IitIIe measure of agreement as to the best approach to the 
problem 01 'accounting for inflation', Both these approaches are stiR being clebeted by 
the accountancy bodIe8. 

Now attempt exerciIIe 6.8, 

Exercl .. 1.'lnflation 

TA Holdings is conaIdedng whather to invast in a new product with a product life of 
four years, The coat 01 the fixedaaset investment would be $8,000,000 in total, with 
$1,500,000 payable at once and the reat after one year. A further Investment of 
$600,000 in working capital would be required, 
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~1I1"~11 For." .... n III !IF 11111 • 
a 

lbe management of TA Holdi .. gs expact d tIIIfr his lililillll to juIIIy .. , .,t.
tlnan.,'a'" wIIIWt four,..,.. after which the fbcad _II aql8Clllld to be aoId tor 
$800,000. 

lbe new VIfIIIn wII Incur fbcad COIlt8 of $1,o.eo.ooo in .. fInIt ,.... inI:UIrV 
c:IepnKlialicn of $400.000. lbaee COlIs, 8lIdudIng dept- 5 "£Ill, are ......... to .... 
by 10% each year ........ of InllalioiL lbe WIlt aeIIng price and WIlt _Iablt COllI 
are $24 and $12.eaper.:IIwJIy in the lInItyear and 8IIP8Cted yearly Incrl •• " ......... 
of inflation are 8% and 14'1. reapecIh8Iy. AnnulI salas are", ' d to be 175J1OO 
I.I'IiI8. 

TA tloldings money COllI of CIIIllall8 28%. 

Ie the pnxlICI WOI1h '"" I U '" in? 

Key"'". 
AcoounIing .... of NILIn 
AInIiIiea 
C8fl1al budgell,,,, 
Ceehllow 
or E n rcatioli of '"" a t • WIt 
plojecI8 
CoIqxuId i ..... 
CI.mInt coal acco&I'iIIng (CCA) 
CI.mInt puid ring poMIf' (CPP) 
DapaIClant projecIs 
hlClapallClant projecIs 
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Financial ArWysIs For AgrIbusI ..... Merketers 
a u.t_ 

Chapter 7 • Sources of finance 

Chapter objectives 

ThIs chapter Is Intended to provide: 
• An introduction to the different souroee of finance available to 

management, both internal and external 
• An overview of the advantages and disadvantages of the different 

sources of funds 
• An understanding of the fact0r8 governing the choice between 

different sources of funds. 

Sourcing money may be done for a variety of reasons. Tradilfonal areaa of need may 
be for capital asset acquirement - new machinery or the construcIion of a new 
building or depot. The development of new producta can be enormously costly and 
here again capital may be required. NormaUy, such devaIopments are financed 
Intamally, whereaa capital for the acquisition of machinery may corne from external 
sources. In this day and age of tight liquidity, many organizations have to look for 
short-tarm capital in the way of overdraft or loans in order to provide a cash flow 
cushion. Intarest rates can vary from organization to organization and also aecordng 
toputp0S8. 

Structure of the chapter 

ThIs final chapter starts by looking at the various forms of "shares" as a means to 
raise new caPital and retained earnings as another sourca. However, whilst thesa , 
may be "traditional" ways of raising funds, they are by no means the only ones. There 
are many more souroee available to oompanie8 who do not wish to become 'public' 
by means of share Issues. Thesa altematives include bank borrowing, government 
assistance, venture capital and franchising. All have their own advantages and 
disadvantages and degrees of risk attached. 

Sources of funds 

A company might raise new funds from the foIIowfng soun::ea: 

• The capital markets: 

I) new share issues, for example, by oompanie8 acquiring a stock 
market Hsting for the first time 

• Loan stock 
• RetaIned earn/ng8 
• Bank borrowing 
• Govammant souroee 
• Business expansion scheme funds 
• Venture capital 
• Franchising. 
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FllW"ICIel AMlpII For ""Ilnlll I' I • .-. 

• 
Ordinary (equity) shares 

Ordnary sharaa 818 ill I8d 10 the owners of • COl • .,.,.,. lhaJ .... rlli •• " or 
"face' vaJue. typicaIy of $1 or 50 cents. The maIket __ of • qllcllld COl ..... .,... 
sharaa beans no I8IaIIoIIIIhip to their 1lOI •• " vaJue. eaapI that when oreII_, It.-
818 ·s I I8d for cash, the i88ue price must be equal to or be lIIOI8 .... the rlli •• " 
vaJue of the shares. 

D....,.. ewell_, .... 

818 • form of ordinary sharas, which 818 8i .1IIIed 10 • dividend only after • cerIIIIn dill 
or if proIiIs rise above • C8I1ai'i amount. Voting rIghI8 might aIIo cIff8r flam .... 
atIIidIed to other ordinary shares. 

Ordnary sharatiokiara put ft.nIa In10 their CQI11)III1Y: 

a) by paying for a new i88ue of at.. 
b) Ivough raIaIned profiIa. . 

Sin1lIY reIak'iklg profiIs, inata ad of paying them out In the form of chld8im, an.. .. 
~ ai.ipIe lou; COlt 8OUnl8 of finanClt. aIIhough .. II'i8IIod II'i8J noI pnMde 
enough fIn:Is, for exarripIe. If the firm Is 1IIIcIng 10 grow. 

A new i88ue of ahara8 might be made In a varIaly of cIIfenIIlt cinu. 111 .... 

a) The COI'I.,any might W111'111o nile lIIOI8 C8Ih. If 1III _ .. eII_, It.- for 
cash. IhouId the ahara8 be lIB I8d pro nda 10 tad 11 '" ............ 10 
that COIItIC" or CIMI8i8hIp of the company Is noI aIIactacI? If. for I ...... • 
company will 200.000 ordinary sharaa In i88ue dack11110 .... so.ooo 
new ahara8 10 nile cash. IhouId It offer the new It.- 10 I I • '" 
III1araIx*:Iera or IhouId It ... them 10 new 1haNhoId8i.1I.1 PI? 

I) If • company .... the new ...... 10 8)j It '" at ......... In 
prqIOI'!Ion to their exIs!Ing 1hanIhoIdII", In the COl ..... .,. we .... . 
tigIrIs .... In the exarripIe above. the 50.000 ...... WIIUd be 
Is B I8d •• 0118 In-four rIghI8 ..... by ur.arlng ......... one 
new &hare for .., four ahara8 !hey cu •• 11Iy hokl. 

I) If lie nurnbar of new aharea being III led II .... ~ 10" 
nurnbar of ahara8 already In ...... It might be dadded II e ad 10 ... 
them 10 new III1araIx*:Iera IIince 0WI'i8i1lhlp of lie COl • ....., WIIUd 
only be ..... .., affected. 

b) The company might WIIII1 10 i88ue ..... partly 10 ,.... C8Ih. buI ...... 
lI.ipOo1an?Iy 10 IoeI' lis aharas on • stick 8lIIChange. 

c) The company might i88ue new aharea 10 llellhanlholdani of &idler COl ..... .,. 
In 0Idar 10 ?ake It over • 

........ 1 ... 

A COI'I!pIII'IJ ss slang to obtain adci?IoI .. equIlJ ft.nIa II'i8J be: 
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a) an unquoted company wishing to obtain a Stock Exchange quotation 

b) an unquoted company wishing to issue new shares, but without obtaining a 
Stock Exchange quotation 

c) a company which is already listed on the Stock Exchange wishing to issue 
additional new shares. 

The meIhods by which an unquoted company can obtain a quotation on the stock 
market are: 

a) an offer for sale 
b) a prospedus issue 
c) a placing 
d) an introclucllon. 

Offers for sale: 

An offer for sale is a means of seIIng the shares of a company to the public. 

a) An unquoted company may issue shares, and then se111hem on the Stock 
Exchange, to reise cash for the company. All the shares in the company, 
not just the new ones, would than become marketable. 

b) Shanlhold ... in an unquoIed company may sell some of their existing 
shares to the general public. When this occurs. the COI'f1NU1Y is not raising 
any new funds, but just providing a wider market for Its existing shares (all 
of which would become marketabla), and gMng existing shareholders the 
chance to cash in some or all of their investment in their company. 

When companies 'go public' for the first time, a 'large' issue will probably take the 
form of an offer for sale. A smaUer issue Is more likely to be a placing, since the 
amoLIlt to be raised can be obtained more cheaply If the Issuing house or other 
sponsoring firm approaches selected institutional investors privately. 

RIgtds ...... 

A righla issue provides a way of raising new share caplIaI by means of an offer to 
exlsling shareholders, inviting 1hem to subscribe cash for new shares in proportion to 
their existing holdings. 

For ~, a righI8 issue on a one-for-four basis at 280c per share would mean 
that a company is inviting Its existing shareholders to subecribe for ooe new share for 
every four shares they hold, at a price of 280c per new share. 

A company making 8 righI8 issue must set 8 price which Is low enough to secura the 
ac:ceptanca of shareholders, who are being asked to provide extra funds, but not too 
low, so as to avoid excessive dilution of the earnings per share. 

Preference shares have a fixed percantage dividend before any cIMdend Is paid to 
the ordinary shareholders. As with ordinary shares a preferenca cIMdend can only be 
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FI ...... AI ....... For""", ••• " ....... • 
paid H 8Uffic:Ienl .... bdabIe profiIa ere lMIlal!le. aIItIoI.VI wit. ........... 
preference shares the right to an Iq)Iid cIvidend Is _liad for,_ to ..... ,.... 
The arrtI8fII of cIvidend on curnutathe ptefenlnce IIharee nut be paid baIcII8 111'/ 
cIvidend Is paid to the ~ sharahoIders. 

From the c:on.,any's point of view. preference IIharee 819 ~ In IIIIIt 

• Dividends do not haw to be paid In a )'8111' In which prd11819 poor ..... 
this Is not the C888 wilt! ilt8t_ payna. on long tInn debt (loMe or 
debenluras). 

• Since they do not carry VOIIng righI8. ptafeeanoe ...... avakI dIuIq .. 
willlul of exisling sherehoIdans while an iaaua of equ1Iy ..... 'MUd not. 

• IJnIeea they ere reda arnabla, Is8uIng pt.... ..... .. IoIIIar 1he 
WI..,any'a gearing. Fledaamable pt ..... 1Iharee 8I91'1011ne1f" ,',II .. 
debt when gaarlng 18 calcul.1 B II 

• The Issue of prefeIa ....... does not 111,rIeI .. CIIIq:IMJ's boI ...... 
power. at least In the ..... that ptefenlnce .... C8I n I 18 not II8CInd 
against ! , i III In the busiIS". 

• The non-paynaII of cIvidend does not gMt .... ara ................. .. 
right to appoint a racaMIr, a right which Is noIlllail; gIvan to dIbaI ... 
hoIcIenJ. 

IlDesaJ8l'. cIvidend ~. on pnsfenll .. 1Iharee 819 not .. dadI .... In .. .., 
that ill8rest payna. on debt .... Fw1IIenncn. for pt""." ..... to be 
albtdve to imastrn" the IevIIII of payman1 naad8 to be ..... than for i ..... an 
debt to ~ for the addiIIoI .. riIka. 

For the imI a slot, prIIII .... 1Iharee ereleaa albaalNe than loan stock ......... 

• they cannot be II8CInd on the WI...,.,.,.. III ae. 
• the dvtdend yield ~ ofI'aNd on ptakl6l106 dllidandl ....... 

much too low to pnMde an albidlle In\; I 7 .all CD'4*ed wit. 1he 
Interest yleIda on loan stock In view of lie ..... rtek iM:tIved. 

Loan stock 

Loan stock Is long tInn debt .... 1iiII8ed by • COI1tp811J for which ....... 18 paid. 
UIUIlIy half,..,., and e1 a IMd raIe. IIc*:18f8 of loan stock ....... 10111 ..... 
ChIIIb8 of the COI1tp8I1J. 

Loan stock .... fIOil ....... which 18 thedablowed_"~. and ...... II 
Is paid e1 a 8IeIred ·WI ..... yleId" on this amounL For _ ..... I • CD.tp8I1J I •• _ 
10% loan stocky the coupon yield wi! be 10% of the noI ......... of 1he1llDl:lt,. eo 
that $100 of stock wi! _alve $10 itleiest aarch)'llll'. The .... quoIed 18 1he ... 
..... baIcII81aX. 

Debentln8 ant a fonn of loan stock, Jeg''y diiIIIIl8d III the ...... 1 acIcnoueta d;em8l1Il 
of a debt Incuned by • company. nomllll1 CD IlIr*lg pIOwlll ". about thepaynl8lll of 
...... and the ..... repa)'I'II8I1l of atpHIIII 

Debenb.na willi ............ 01 In_. 
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These are debentures for which the coupon rate of Interest can be changed by the 
issuer, in aooordance with changes in market retes of Interest. They may be attractive 
to both lenders and borrowers when Interest rates are volatile. 

Loan stock and debentures will often be SBCUI'fId. Security may take the form of either 
a fixed cIJarge or a fIoaIing charge. 

a) Fixed cIuIrge; Security would be related to a apecIfk: asaat or group of 
assets, typically land and buildings. The COI"J1I8I1Y would be unable to 
dispose of the asaat without providing a substitute a8llel: for security, or 
without the lender's consent. 

b) floating chlll1J8j With a floating charge on certain assets of the COI"J1I8I1Y (for 
example, stocks and debtors), the lender's security in the event of a 
default payment is whatever assets of the appropriate class the company 
then owns (provided that another lender does not have a prior charge on 
the assets). The company would be able, however, to dispose of its assets 
as it chose until a default took place. In the event of a default, the lender 
would probably appoint a receiver to run the company rather than lay claim 
to a particular asset. 

Loan stock and debentures are usually redeemable. They are issued for a tenn of ten 
years or 1TIOI9, and pertIapa 25 to 30 years. At the end of this period. they wII 
"mature. and become redeemable (at par or possibly at a value above par). 

Most reds emable stocks have an earliest and latest redemption date. For example, 
18% Debentura Stock 2007109 is redeemable, at any time between the earliest 
specified date (in 2007) and the latest date (in 20(9). The issuing COI"J1I8I1Y can 
choose the date. The decision by a company when to redeem a debt will depend on: 

a) how much cash 18 available to the colilpany to repay the debt 
b) the nominal rate of interest on the debt. If the debenIures pay 18% 

nominal interest and the current rate of intetest is lower. say 10%, the 
company may try to raise a new loan at 10% to redeem the debt whloh 
costa 18%. On the other hand, If current interest rates are 20%, the 
company is unlikely to redeem the debt until the latest date possible. 
because the debentures would be a cheap source of funds. 

Thera is no guarantee that a company wII be able to raise a new loan to pay off a 
maturing debt, and one Item to look for in a company's balance sheat is the 
redemption date of currant loans. to establish how much new finance is likely to be 
needed by the company. end when. 

Mortgages are a apecIfk: type of secured loan. Companies place the title dead8 of 
freehold or long leasehold property as security with an Insurance company or 
mortgage broker and receive cash on loan, usually repayable over a specified period. 
Most organisations owning property which is unencumbered by any charge should be 
able to obtain a mortgage up to two thirds of the value of the property. 
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FInancI8I Mat,,11 For Ago".IInI .. " IrLt ... • 
M far 88 ~al 818 concerned, debt CIIJ1ba1ls a pcIaI' 'Iy II1II •• .,. ...... 01 
filll8nce beC8UII8 illelaat dIeIgea nIduce the proIIIa chaIgeabIe to COIpoi"',1D. 

Retained eamlngs 

For any ~, the amount 01 88I1Iktga I II .. led ... lie buill III .... dRat 
ilip8Ct on the amount 01 dIvidaIlda. Profit re-irMIItiad as IIIIIined .1111 .. 11 ,.. 
... coukt hIM bean paid as a dvIdend. The ma,jor ,un,,. far UIIIng I 1 hid 
eamilgl to finance new 1m; aeb, ...... rather than to pay higher cIvIdendI end ..... 
raise new equity far the new inveslments, 818 as foIowlI: 

a) The management 01 many 00I'I1IIII1181 bal8'\18111hat ,lIahld .illl .. _ 
f1..I1ds which do not COlt anyttIIIIg. aIItlo!.Vt 1hia II not true. He " ..... I Ie 
true that the ..... of AIIaIned 88I1Iktga as a IOURl8 01 f1..I1ds ctoe. not .... to 
a peym8l11 01 CIIIh. 

b) The dIvidaIld policy 01 the COfqI8IiY Ie .. pr8I:IIce da.a iilllled br .. 
dIrat:tonl.. FRJm their _ ...... i II.hId __ 1g8 ant .. II1II ........... 
of finance ...... 1m; B I i .. 11 prGjecIB cat be urldeltlllren 1IIIhouI 
involving eiIII8r the ............ or any ouaident. 

c) The uae 01 i IBi'led •• 1II1g8 as opp'lud to new ..... ,. ........ 
aWJids .... ClOIIIII. 

d) The ..... 01 .elalned eamilg8 aWJids the pel 111- 01. c:IwIgI" COl" 
raauIIIng from ...... of new ..... 

AnoIher fac10r that may be of 1II!pO/1IIrICe Ie lie fIiWICIII end lIIlaiCOi po R' WI 01 .. 
~ 8harehaIdenL If, for _ .......... 01 .... Ib' COIIIkIII ..... .., 
would rather make a capilal pruIIl (which .. only be tuad when ....... **' 
than recalve curant Incame, than fiilIInoe thnIugh .elaliled ....... 1g8 would be 
pcafernJd to OCher I1'lIIIIlOda. 

A CCIII'*'Y !lUll ree1dcl Ie .. I .~ thnIugh • lilt_ pnJIIa .... -
...... iddwa ahI:Ud be paid a reaaonable dvidend, .. fine wlllII I .e .... 1 he. 
evan • the diec:flu would rather keep the fUnde far nHmIl U..,. Allie ........ . 
eonipIInJ that lliookilig for exIia fUnde .. not be ...,...... by InIilllcre (0UIlb .. 
banIc8) to pay generoua dIvidaIlda,. ncr ovar .. g .... mu. a r'• r1ea to ownar-di ..... 

Bank lending 

BOllowlilg8 from banIc8 ..... i.ipOIIanI ...... 01 ..... to COIi .... '1I SInk 
lending Ie .. mUIIy short tarm, aIItiough medII.nHemI IeIIdIng Ie .... COIili1lClll 
.... dilya. 

Short Iami IeIdlG may be .. lie 101m of: 

.) .. OIVudliirl .. which • COI.ipIInJ ahI:Ud keep .... IImII eel by lie bar*. 
InIereat Is ctagad (al a variable ..... ) on lie amount by which the CCIII'*'Y II 
oualiewn from de.y to de.y; 

b) a short-tam loan. for ~ to three years. 
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Medium-tenn loans are loans for a period of from three to ten years. The rate of "\ 
interest charged on medlum-term bank lending to large companies will be a set 
margin, with the size of the margin depending on the credit standing and riskiness of 
the borrower. A loan may have a fixed rate of interest or a verlable interest rate, so 
that the rate of interest charged win be adjusted every three, six, nine or twelve 
months in line with recent movemants in the Base Lending Rate. 

lending to smaller oompanies will be at a margin above the bank's base rate and at 
either a variable or fixed rate of interest. lending on overdraft Is always at a variable 
rate. A loan at a variable rate of interest is sometimes referred to as a ffoatlng rate 
loan. Longer-term bank loans will sometimes be available, usually for the purchase of 
property, whera the loan takes the form of a mortgage. When a banker is asked by a 
business customer for a loan or overdraft facility. he wi" consider several factors, 
known commonly by the mnemonic PARlS. 

R 

r 

-Purpose 
-Amount 
-Repayment 
- Term 
- Security 

iii8 purpose of lhe loan A loan request will be refused·1f lhe purpose of lhe loan Is not 
tolhebank. 

The amount of lhe loan. The cuatomer must state exactly hoW much he __ to 
• The blinker must verIy. as far as he is able to do so, that lhe amount required 

10 make lhe proposed inveBIment has been estimated corTeCtIy. 
How wtIIlhe loan be repaid? WiIIlhe customer be able to obtain auIficIent n:ome to 
make lhe II8C8IJ8mY repaymenII? 
~hat would be lhe duration of lhe loan? TIlIdIIIonaIIy, benkB have offeIad short-term 
loans and 1MIfdrafIs, aIIIlou$tI mectum-term loans are now quite common. 
Does lhe loan require If so, is lhe security adequa'e? 

Leasing 

A lease is an agreement between two parties. the "Ie88or" and the "lessee'. The 
lessor owns a capital asset. but allows the IUBle to use It. The leseee makes 
payments under the terms of the lease to the lessor, for a specified period of time. 

Leasing is. therefore. a form of rental. Leased assets have usually been plant and 
machinery. cars and oommen::iaI vehicles. but might also be computera and of'IIce 
equipment. There are two basic forme of lease: "operating /eaeee' and "fInanca 
Ieases". 

OpendIng ...... 

Operating leasee are rental agreements between the lessor and the lessee whereby: 
a) the lessor supplies the equipment to the lessee 
b) the lessor is responsible for servicing and maintaining the leased 
equipment 
c) the period of the /ease is fairly short. leas than the ecollonlic life of the 
asset so that at the end of the lease agreement. the lessor can aIther 
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i) if the lessee does not have enough cash to pay for the asset, and 
would have difficulty obtaining a bank loan to buy it, and so has to 
rent it in one way or another if he is to have the use of it at an; or 

Ii) if finance leasing is cheaper than a bank loan. The cost of payments 
under a loan might exceed the cost of a lease. 

Operating leases have further advantages: 

• The IeaIed equipment does not need to be I!Ihown in the leane's published 
balance sheet, and 80 the lessee's balance sheet shows no increase In its 
gearing ratio • 

• The equipment Is IeaIed for a shorter period than ilsaxpected uaefuJ life. In the 
case of hlgh-technology equipment. if the equipment becomes out-of-date 
before the and of its expeeted life, the lessee does not have to keep on using 
it, and it is the Ieasor who must bear the risk of having to sell obsolete 
equipment seoondhand. 

The less Be will be able to deduct the lease payments in computing his taxable profits. 

Hire purchase 

Hire purchase Is a form of Instalment credIl Hire purchase Is similar to leasing, with 
the exception that ownership of the goods passes to the hire purchase customer on 
payment of the final credit instalment, whereas a lessee never becomes the owner of 
the goods 

HIre purchase agreements usually involve a finanoe house. 

i) The supplier sells the goods to the finance house. 
Ii) The supplier delivers the goods to the customer who will evenluaIIy 
purchase them. 
iii) The hire purchase ammgement exists between the finance house and the 
customer. 

The finance house will always Insist that the hirer should pay a depoIIit towards the 
purchase price. The IIIze of the deposit will depend on the finance oompany's policy 
and its assessment of the hirer. This Is In contrast to a finance lease, where the 
lessee might not be required to make any large initial payment. 

An industrial or commeroiaI business can use hire purchase as a souree of finance. 
With industrial hina purchase, a business customer obtains hire purchase finance from 
a finance house in order to purchase the fIXed assat. Goods bought by businaases on 
hire purchase include company vehicles, plant and machinery. office equipment and 
farming machinery. 

Government assistance 

The government provides finance to companies In cash grants and other forms of 
direct assistance, as part of its policy of helping to develop the national economy. 
especially in high technology industrlss and in arees of high unemployment. For 
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........ the In(198n0U8 Busi m 08'nlcpnant Col ..... ......., of ;al ..... b I (II)C) 
was sat up by the pwnlllenl 10 asaiIIt &mal idgenous buaib BID a. in filii counIIy. 

venture capital 

VenILn capital is II'bOrt8Y put itIo an I!II'IlWpriIIa which may aI be !oat ........... 
fall. A busk:mlllan lItarIIng up a new buai a II wiI irMIat .... CIIlII ' of till OM\ 
but he wiI poilably need 8ldnl funding from a 8OI.Re 0Ihar 1t:an till OMI poduII 
HcMeYer. the Ierm 'Wnb.n capiW is mont apadIicaIy a II :lC' , II 1lIIh ....... maney. 
usually in I8IUm for an equity ..... itIo a new bulllnBBB, a managamallt buy:cU at a 
major eJq)an8ion 8Chan .. 

The inIIIbltlon 1hIIt puts in the maney lecogt 'I BI the IlllIiIIIe ......... in .......... 
l'her8 is a serious rfak of Ioaing the enIiIv in\: B I I .... and • fIIWIt ... _Irq .. 
before any proftIa and I8IUmI maI8rIdae. But theIa 18 IIaO the papect of wry high 
proftIa and a adIatanIIaIl8IUm on the mellll .. :t. A .... ClIfIlllbt wiI ....... 
high upectad I1It8 of I8IUm on .... e 211 ...... 10 compel ..... for the high iIIk. 

A wnture capital cxganh &lion wiI not want 10 nIIIIin .. rna L.6. in • buill III 
!lid • ...,. and ..... it COII8idrar8 pulling mIIIb8Y itIo a buaII'i a a I .......... also 
COIIBidaI ill "e:xil", 1hIIt Is. how II wiI be IbIa 10 pull out of the buill III ......, 
( .... five 10 88¥'8n yean. say) and IlIlu .. proIIa. Exail,r a of ......... ., II' 
tllIIJIllllion8 an: Uardeant Bank of CanIraI Africa IJd and NIfIIJ An ... : 
CocponIIIon ServicM LId. 

When a cornpany'a ell ...... look for hatp from .......... ., 11111 
IeCOgillaa that 

• the inIIIbltlon wiI want an equity .... in .. 0CIiJ1P8iIY 
.1 wiI need COIMitcillg 1hIIt the ~ can be .iCC 1111aI 
.1 may want 10 have ...... a IIIaIIYe appoiI .... to the COl ... .,.. boMI. to 
look .... ill 11_.11. 

The ell ...... of the ~ must then COIIiIIICt ......... ., III at.,.. 'I r ... to '" 
and lind 01'18 at mont which wouIcJ be wiling 10 after ..... A ........ ' .. I .. 
tIlgadl liun wiI only gMt fundi 10. con...., 1hIIt it bal ..... can .UIIII._ 
before It willI18k8 any dafiltila after, It wiI want from the ~ rnIII'IIIgaIIa~ 

.) a buaillll plan 
b) detail of how nu:h .610818 na aded _ how 1 wiI be .... 
c) the moat I1ICent trading IgIn8 of .. COIr4*IY. _ b ' 108 ...... a.h 
tIow forec It and. poIIlonII:a" 
d) da" of the 1'1 ............ IlIIh • ___ of _ ... range of 
mlMlIIgIft ........ 
a)cfehll ofmajor~ 
f) da' % of the ~ cunant _tid", ..... 1gai'I'6 .. and any otr. 
aouroasof .... 
g) any .............. at P'McilY m S 's1al1hllt .. COIr4*IY _, lid 

A high pen:l8I'IIaga of raqu 1111 for .... capla. lIN , I. I ctad on .. 1nIIaI_ .... 
and only a small petOSlltage of aI reque1t8 IUI"Vtve boIh ilia """'Ig and ..... 
imo ntigalion and result in acIuaI irMI b.MR1Is. 
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Franchising 

Franchising is a method of expanding business on less capital than would oIheIwIse 
be needed. For suitable businesses, it is an alternative to raising extra capital for 
growth. Franchisors include Budget Rent-a-car, Wimpy. Nando's Chicken and 
Chicken Inn. 

Under a franchising arrangement, a franchisae pays a franchisor for the right to 
operate a local business, under the franchisor's trade name. The franchisor must bear 
certain costs (possibly for architect's work, establishment costs, legal costs, marketing 
costs and tha cost of other support services) and will charge the franchisee an initial 
franchise fee to cover set-up costs, relying on the subsequent regular payments by 
the franchisee for an oparating profit. These regular payments will usually be a 
percentage of the franchisee's turnover. 

Although the franchisor will probably pay a large part of the initial Investment cost of a 
franchisee's outlet, the franchisee wiD be expected to COlitl Ibute a share of the 
invesbllent himself. The franchisor may well help the franchisee to obtain loan capital 
to provide his-share of the investment cost. 

The advantages of franchises to the franchleor are 88 follows: 

• The capital ouUay needed to 8lCp8nd the bu8ineSs Is reduced 
substantialy • 

• The image of the business Is improwcl benet .. the franchi8ee8 wII be 
motivated to achieve good results and will have the authority to take 
whatever action they think fit to improve the resulta. 

The advantage of a franchise to a franchisee is that he ~ ownership of • 
business for an agreed number of years (including stock and premlaaa, although 
premises might be lea Bed from the franchisor) together with the bacIdng of a large 
organlaation's marketing effort and experience. The franchisee is able to avoid some 
of the mistakes of many amaH businesses, beceuse the franchisor has already 
/earned from its own past mistakes and developed a schema that works. 

Now attempt exercise 7.1. 

Exercl .. 7.1 ~ or finance 

Outdoor Uving Ltd., an owner-managed company, has de\iB11ltI8d a new type of 
heating using solar power, and has financed the development stages from its own 
resources. Market research indicates the possibility of a large volume of demand and 
a significant amount of additional cepllal will be needed to finance production. 

Advise Outdoor living Ltd. on: 
a) the advantages and disadvantages of loan or equity capital 
b) the various types of capllallikely to be available and the sources from which 

they ITIight be obtained 
c) the method(s) of finance likely to be most satisfactory to both Outdoor 

Uving Ltd. and the provider of funds. 
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