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Preface
Approach and objectives

This book is writl8n in 8 style inIended to provide balIic, prac;tic8I knowll. 81d1llCllliqi8
for martteters, untrained in the discipline 01 finance and accounIing. It is not i il8i Ided to give
an aM embracing discussion on the intricacies 01the priI".ciple. 01 ac:cxuIlIng and fi'l8nl:81M
to provide sufficient knowledge for the marketer to be aware of the fina1cilII impicalions 01
decision making, and aid in the following acliYilieI 01 markeIing:

• an assessment of how wei marketing sbal&gf is working,
• an evaluation of 8Ilemalive marketing adlvlIies,
• the development of future rnarIc8ling plana, and
• COIiboIing marketing acliYilieI.

The l8ld is kept to a minimum in order to put over the principle. in a COIlCi1e way, 1M it
inCludes both numerous work8d and un-worked examples in order to 8Chle". IIllIllirun
und8islai iding and rei lforcement.

The l8ld is primlIrIJy designed .. a l8achi '" aid for martreIlng or agrIlUIinesa I8i:IInIs or
trainers and is ained at undergraduate or diploma students atudyIng IIgIIcuIIurII martreIlng,
agriaJIluraI economics, agIibusiness, management or buIin... stull.. and ce"'in
professional qualiftealions. It can also be used as mat8rl8l for short counes, .. 8 ,.,.....
or basic l8ld for postgradual8s, for in seMce training 01 managers Ind ....ell'.i.", aid.

The Iumlng prot•••

The Ieanling process Is 8ssisl8cl within the l8xl through the Plovlsion 01 a number of
learning aids. These ...:

• Chapter objectives; Each chapt8r hal specific otJiedlves which pr8p8Ie the II.,.
for the chapter material and outline the I._iling CIUlicOm8s.

• F"1gU1lS and tables; Each chapter is iIIustIated with relevalll1gunts Ind tabI8S which
ilIu$lndII, encapsullll8 or summarizI8 the tItlcl

• Examples; Each chaptar contalns exampIas which ... to iIusInIIlt the IIIXI and
Itlillfon:e undeislailcling of the PliJCitlI••.

• Exen:iIas; Each chapter contalns both workacl·and un-wortrecl ....C·d•• i ....1dedto
ensure the 1e8l'll8i's undelslallcling of both the COIiC8P1S ancIthe use of Pleclk..
techi1iques involved in financilII analysis.

• Key terms; Key terms ... included at the end of each c:haptBr and .. i ....1ded to
act .. an aidB-rrJemoiM.

• Index; A subject index is incIudecl at the end of the text to assist with quick
lefenlllC8.
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Chapter 1 • Introduction to accounting
for marketers

Chapter objectives

This chapter is intended to provide:
• An understanding of financial analysis in

mar1<eting
• An explanation of the various activities

associated with mar1<eting financial
analysis

• A brief introduction to the various financial
analysis methods.

Whilst it is not necessary to be a qualified accountant or bookkeeper, a basic
understanding of what is involved in financial analysis is essential for anyone in
mar1<eting. It is too enticing, and often too easy, to use "blue skies' thinking in
planning mar1<eting activities. It is even easier to spend money without fully realizing
the return one is gelling for it. It is proven, therefore, on mar1<eters, to be more
disciplined and analytical in the way they go about planning, executing and evaluating
marketing plans and strategy. One way of introducing more discipline into the process
is by having a basic understanding of the financial implications of decision making,
and how financial measures can be used to monitor and control marketing operations.
The purpose of this text is to provide exactly that, and the first chapter deals basically
with an introduction to the activities involved in financial analysis.

Structure of the chapter

The chapter introduces the way in which financial analysis can be used in marketing,
and gives a brief overview of the areas in marketing where a knowledge of finance
can be very useful, particularly in helping marketers gauge how well strategy is
working, in evaluating marketing research alternatives, developing future plans and in
marketing control.

The marketing financial analysis circle

Financial analysis can be used to serve many purposes in an organizatfon but in the
area of marketing it has four main functions:

a) to gauge how well marketing strategy is working (situation analysis)
b) to evaluate marketing decision alternatives
c) to develop plans for the future
d) to control activities on a short term or-day tD-day basis.

In effect these four functions comprise what can be called the "Marketing Financial
Analysis Circle" (see figure 1.1)
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Activities associated with marketing financial analysis
functions

For each of the four funcIionaIarus where IInancIaI 8l'llII). Is useful in _ ..111111.
there are a number of assoc:ialBd activities:

a) FinlInciaI situalian anaIysk (how wei nwkeIIng "'al8gJ Is WOIkiig)
This involves IIw study of:

- the study of trends
- c::ornp8I1IIIiv an8IyIis
- assessment of prUInt 1in8nciaI ....... end imIIaIIoi. for the

whole business, brand or cornpol_ll of the businass, •.g.
transpoi Iation.

b) FINIflCiaI evaluation of aIl8rnaliva

This involves the study of a number of fac:kn.. the market place,
c:ornpetiIors 811:., end is used for ded,ioI. wtleltter 110:

- Introduce new produdsIde1e18 rnaIUr8 products
• upend the ... fon:8 or dO moAt advertising
• deIet8 a market operation ••g. close a DlIlry Board depot or ilClllll

the sales IIeet
• move inlIO a new market or marIulls
• build 8 new gnIin depot or Il1o.

c) FII'l8f1CiaI planning (piDjedioils concemIng activIIIeI wtic:h nwk8InU
management has decided lID undeI1akiI)

FIllWlCiaI planning is used for 8 number ofactivIlIea ..:

-the inImduclion of 8 new range of pmdllCla

-the fooecasli '" of sales end COltS
• market IbeIe"Mion.

b
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This activity is mainly centered around keeping plans on course.

Methods involved in marketing financial analysis

There are a variety of methods used in each of the four functional areas. Some of
these include the following:

a) Financial situation analysis

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

b) Financial evaluation of alternatives

• Sales and costs analysis
• Break even analysis
• Profit contribution, cash flow analysis, profit projections
• Return on investment
• Return on capital employed
• Sustainable growth rates.

c) Financial planning

• Sales anc:l costs forecasts
• Budgets
• Profonna income statements.

d) Financial control

• Sales and costs forecasts
• Actual results compared to budgets (analysis of variance)
• Profit performance.

What is analyzed in marketing financial analysis

Two factors influence the choice of unit of analysis:

a) the purpose of the analysis
b) the cost of the information needed to perform the analysis.

Several possible units can be used in marketing financial analysis and cost or sales
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.
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Table 1.1 - Alternative unlsln financial analysis

TOlaI Market
Market seun-I (5)
Geographlc:al al1NlS
- demographlc:s
• product

- charad8l1s11cs

Indusby
Pnlductmlx
Produdlne
Spec:iflc product
-brand
• rnodeI
• size
-shipe

CcIrnpq
~
l18rkatil1ll depMbli6lll
8IIes IIIlIl
RegIons
DiIIIIIctIInIlC
0IficlII8l0re
8IIes IJlII8lIIl

Basic financial analysis methods

These wiI be expanded on in Ial8r chapI8rs, 10 this section ....18lI...inirodlllclion
only.

Ratios can be used to judge the organizalion's "IiquIdily", i.e. can it lIllY Is bill, Is
"Ieverage-, i.e. how is it financed and its -lICtivIlies", i.e. the pnxIuc:tIvIly n eIIk:ieIlCy
of the organization. Taking liquidity ana\yIiI only, this has • be.'1g on new product
planning, marketing budgets and the marketing decisiails. LiquIcIty ....... dr8MI
from the balance sheet, e.g.:

$ $
120
100

.t.:ilIIl
1,720
1,430

cash 250
Ae:courU nlCllivBIe 300
Stock 2l!Q
Total cunent 8SlI8ts 750
Property and equipment 2,000
0Iher 8SlI8ts 400
!TOI!!!1Il!!!..!e~SS!!!lt!S J3~_1~50L_"':T!:!c!!!Il8I!"~l.!!!'.!s !.!!!lIdL!:net~"'~'!!..i____oJ4a.

Cunwnt and quick ...uo.

These are used to judge • finn's short tllrm niloecIty to lIl8lll Is ...1CiII
responsibilllles.

I==.. (ShouIcl be p" .... 1)'"-- 1

7501220=3.41

I OnW..t
0InMt"""""", (minuS stock)

8
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550/220=2.50

Debt ratios

These are used to measure long term liquidity

ToaJ debts
Nil WI:Irlh (Current Liability+Short Term Debt+Long Term debt) should be >1

1,72011,430=1.21

I loIrg'"eJ.bt
Total capUitbsaliarl (Long Term Debt + Net Worth)

1,50012,930=0.51

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

Profit analysis

Breakeven analysis is a method used to estimate the number of units (volume) or
sales value required to make neither profit nor losses. In other words, it is the point
where costs of production and sales volume are equal.

Sales and cost information are used to calculate the breakeven point Without getting
Into the argument as to what constitutes fixed or variable costs, fixed costs are
defined as those which do not vary with output e.g. rent, rates, whereas variable costs
do vary with increased or decreased output, e.g. labour, materials. Breakeven
assumes fIXed costs are constant, variable costs vary at a constant rate and there is
only one selling prica. However, with a higher or lower prica, the breakeven point will
be lower or higher respectively. Breakeven is calculated by the formula:

By rearranging the formula breakeven costs or sales can be calculated. Note that
profit level intentions should be added to the fixed costs, as this is a "charge" to the
company. Also, if one wishes to recover all new investment (value) immediately it
should be added to fixed cost.

Breakeven can be calculated by the formula or by graphical methods. Figure 1.2
shows an example of both.

Figure 1.2 Formula and graphical solution for breakeven analysis

i) Formula

PricelUnlt =
Variable costIUnit =
Fixed costs =

$1.846
$ 0.767
$70.000

q
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=65. 000 uniIs (volume) or $120, 000

figure 1.2 Graphlclll soIuIIon

SalealCosta
(thousands)

120

70

o o

Tolal c:osll

Variable costs

•• Fixedoosa
I

ContrIbution analysis: When perfonnance of prodIlCIs, IIBket segmelD and 011.
mar1<eting units is being analyzed, an examination of the profit CllfllrIbuIion .._ I It
by a unit is often very useful to management.

ICONTRIBUTION· SALES (REVENUE) - VARIABLE COSTS

So, contribuIion represents the 8Il'IOl.Wll of money 8\'8i1rtle to~ fIla8d ClllIta and
the excess avail8ble is net income.

For example. suppose a product Is .._aliiQ a posIIIve canlIIlUIlan If_gil. "the
product is dropped. the l8IIl8ining products would have to CO¥8I' fix8d cosIs that ..
not diledf1 ~81b1e to it.

In IhII ual1lple below I X was eIimInIitlid, $50. 000 of product net Income would be
lost. If the product was ,etaiued the $50, 000 caukl be used to ClIIiIIlbiAI to oilier
fix8d casts andIor net iiClll1'i8 (see tigln 1.3.).

Grou and net profit lnarglrw: Contrlbutian magi, Is~ for ....,•• iQ the
financ:iaI perfonnance of prodIlCIs, rnaIIcat sea"** and oilier IIIlIIIc8ting, pIeIl. iQ
and ClIIlbul units. HCMII¥W, marketing exeadives should be famiu wiIh the
calculation of gross and net profit margins, which is useruI to g8l iQ8 ClJI11&'IY and
business unit financial performance and to budget for fuluIe opeialiOl1s. The proIit

10
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and loss statement is useful for reporting perfo""ance to stockholders and to
compute taxes. Figure 1.4 gives an example

Figure 1.3 Illustrative contribution margin for product X (OOO's)

Variable manufacturing costs
Other variable costs traceable to product X
Contribution margin
Fixed cost traceable to product X
Product's net income

SALES
LESS:

EQUALS:
LESS:
EQUALS:

$------.=-----_.__.-
500
200
100
200
150
~

Note: Chapter 5 provides further explanations ofa) and b).

Figure 1.4 illustrative profit and loss statement

$
SALES REVENUE
LESS
EQUALS:
LESS:
EQUALS:
LESS:
EQUALS:

Cost of goods sold
Gross profit margin
Selling and admln. expenses
Net profit before tax
Tax
Net profit

1,200,000
800.000
400,000
200.000
200,000
80,000
120.000

Consider the following sample dala taken from Rowe, Mason, Dickel and Westcott
(1987)

$
Cost of goods sold
Operating expenses
sales
Stocks
Accounts receivable
cash
Prepaid expenses
FIXed assets

Financial analysis models

12,000
3,600
18,500
3,200
3,750
400
50
1,200

Many models, often computerized, have been developed to aid marketers see the
effects on the "bottom line" of a change in an organization. One such programme is
the Dupont Analysis The model allows executives to input data into blank boxes and
by manipulating any figure find the resulting outcome. One of the advantages of
computer based models is that one can work "backward" or "forward" through the
model, setting desired levels of cost or outcomes and calculating the results.

"



Figure 1.5 Sampfe printout of the Dupont analysis
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Other p-erformance measures

Various other performance measures can be used; these indude productivity
measures. which, say. for a supermarket wcu*d be:

These two activities are essential to marketing pfanningand are often done via pro
forma statements.

Field sales expense. advertising expense, product deveiopment expense,
market research expense, di.smbutlon expanse (trade andarlminislranon},
promotion expense- (trade, consumer)..

,...._----
I STies
I SJ·m~af~

Other measures indude inventory turnover:

NetSaks
fJn¥mJay

Budgeting and forecasting

_____ ........·.m~ I

I
I
i

i
!
~:

~

b) Proforma financial statement

::

:~:

)
r.__ ~ ••••••••••••~,...,.''''''/

Annual profit and to-S$ statement. next year pro forma!quarter.current year
budgetlquarte-r. tast year actual/quarter, annual revision of 5 year proforma
profit and loss statement (expense detail fot broad cate-gories}
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( N.B. In aU figure. walch for inflation and Information gaps (use approxim.ti~~;-"i

: :::::::::.re often used in budgeting and fmecasting exen:ise•. Spreadsheet. I::,:::,"..

use the memory of a computer as if it werf~ a large piece of paper divided up into a
matrix of cells, Into these cells may be entered numbers, text and formulae. The
power of these systems is that the data hate in anyone cell can be made dependent
on that hetd in other cells and changing a vatue in one ceil can set (if wanted) a chain
reaction of changes through other related cells. This means that a model can be built
in which the effect of changing key parameters may be observed. A term often used
to describe spreadsheets is "what if sofwJan:{'. It can be used, for example, to
evaluate the effect of changing the sales {';ornmission rate. Simply entering a new
value in the commission rate ceil wiH lead to the automatic re-calculation of all
dependent cells, Figure 1,6 shows an example of a spreadsheet used in accounting.

Figure 1.6 Sampie spreadsheet

..........;....... . (:;:;:...... .......:!L.. tM .S~q~; •• 1?¥jJ!L ro'iJ:i5:
.···.j~f*r.J1?,~L.. ,4~H; 1Z: %4$JJiF'

E4'~'m]fh t<f······14i"t"iiii"ii{·····
%~:itrp.!'J 1tioo"RiF ·· ..§ifiK· ....

~iWt~t!f$~!!~@!:!!;;:~~~.~\51tWm7@i7_~'\%m;r:%%ri::it:r:::::r:I::::~:::I::·~·::::r~:::::~·.~ ••@*,k~;

';:-:;:

1s1Oti . 1M; ()ll • 3m C~lt • ~t:Jli~ hlSeI:

I.~~•••••••·. ~ri;!··;;1,1
··~·'D~~ C~.<, t5a5 ·i~,*'" .ssoo··"Y200······..i§ri"d( '<j
t;~:l[J,·' :..·i,.

1
:;~Qrola{j1L@.......~ ~
!fr: ~
:fdct>mw~ii~n ~:ii,t; ....:..:::.... · ·.i.::I.)

113;

lj~~~~*.~~ll~l
·.~i:!:::·AI~1l ,N).&ms

~l[·@.~ri.~n..~I<r~ •.
"K~t.lm'S t.·.!ll:lk"

Note: The formatting of the 'ceBs' to display numerical fields to ThVO decimal
places/values for commission in the !&wer half are found by multiplying the
sales figures by 1.5'%; totals are stored as the SUM {column or row}; the
borders showing column letters and row numbers may be omitte<t

Spreadsheets are pov/erful personal decision support tools. In addition, programming
facilities such as IF..THEN...ELSE greatly extend the control that may be built into
the model.
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Chapter 2 • Financial, managerial
accounting and reporting

Chapter objectives

This chapter is lnt8nded 10 provide:
• An introduction 10 the besic plidillII of the accounIing

equation
• An introduction 10, and the consIrucIion of,

manufacIuring, traeIlng and profit and lois 8CCCUlIs and
their .....

• An understanding of the pritCiFI81 and canstNctian of a
balance sheet and lis 11118rpl18tatlon

• A detailed upIanalion of the inlerpliIIIaliIlI1 of compeny
llCCOUl'IIlI using I1Ilio analyses and the ...... of these.

The two principle statements which form a set of IICCOlIRls..:-

a) The ptOIIt end toss 8OCOUIt def.18d 81 a 1UI11'.y of a bUllru"'1
transactionl for a given period.

b) The balance sheet defined 81 a slal8ment or the financial position of the
business at a given date (usually the end of that perlod).

Other less imporIaid s1atements .. the trI8IIIJfecUint account and .. 1J8cfI¥
ea:ount. It is absolulely essential 10 any marketer10 undeistli let what the profil and lois
slatement arid balance sheet mean. BoIh doa.menIs .. vital. not only 10 show the
corporate heaIlh of the OIg8nization, but also 81 an indication 10 various .....8hoIcIers of
how well or badly the organlzalioo'l is performing, 81 proof 10 poeanlIaI irN..... or
lenders for the raising of capital arid 81 a statutory I8CCXd for taaIioi. and gt.,
purposes.

Structure of the chapter

This c:hapler is strud1nd in a logical WI), building up from the b8sIc teneIa of iii..iclaI
anaIysls -the dual effect arid the ac:counting equeIIon. FRIm INs, the chapter Iodcs •
the construclion of manufacII.ring, trading and profit and loss IICCOl iI1Is and the cia""""
up of a balance sheet. Ratio analysis is a particularly poweIfuIl8chi1ique aimed at
helping marUl8nllO compare sets of figures over tine arid bebu...Cllfl1P8I ill. This is
dealt wiIh in consideIabIe debIiI.

The basic principles

AI aspecls of lICCllUi1ls .. govemed by these two pr'.iClpI81.

Ewry transaeIion has two elfects, not one, e.g. if a CeriaI M.twting BoBId
(C.M.B.) purchases grain it has:

14
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• more stock
• less cash.

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

• less stock
• an amount owed by the customer if he does not pay immediately.

b) Second principle: The accounting equation

The second principle stems from the first. Every transaction has two effects;
these two are equal and balance each other. Thus, 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.

INet Assets =Proprietor's funds

is the ultimate accounting equation. An explanation of the terms is as fOllows;

• Net assets are defined as a business's total assets less tota/liabilities.
• An asset is defined as something owned by a business, available for

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

obligation to pay money at a future date.
• Proprietor's funds represents the total amount which the business

owes to its owner or proprietor. This consists of:

Capital: (amount proprietor invested in the business)
plus
Profits: (funds generated by the business)
orminus
Losses: (funds lost by the business) minus
Drawings: (amounts taken out of the business).

Use of the accounting equation to find profit

We normally arrive at a business's profit or loss by means of a profit and loss account,
but where information about income and expenditure is lacking, the accounting
equation can be a useful way of finding profit. If:

INet assets = Proprietor's funds

then an increase in net assets =an increase in a proprietor's funds.

Considering what causes an increase in the proprietor's funds, we can say that
INCREASE IN NET ASSETS (from the beginning of a period to the end) is equal to:

INew capital introduced + Profit - Drawings

during the same period. If three of these four amounts are known, the fourth can be
calculated.
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Manufacturing account

There ere many firms, wheI1er parast8bII, sole trader. paI1n8ilhlp or IItlii. II almplIIIY,
which manufacture \he final product 10 be sold from I'8W rnal8rI.... e.g.• f611i1z&r
company uses phosphates, ammonia and so on 10 produce finished l'eililz&r pel....

In this instance, a manufacluring 8CCOI.I'll is required in order10 arrive at the IinaI costof
manufadure. The manufaduring organization wiI still need a trading and profit and loss
account. The only major cfrffenlnc8 Is \hat, in the trading 8CClCll1l1t, the entry for
purchases is replaced by \he cost of manufacture. The cost of IIllDJfadu'8 Is
calculated using a manufacturing account. Two important f8dDnI need 10 be taken into
account

a) DIIrenmt types of coet

The costs needed 10 prepal8 a rnanufaclLring account can be bnlk8n down into
two main categories known as dinId and indiect COllI.

The main or direct costs ere thole of I'8W materlaIs and 1lIbor, whictI~
al8 known as \he prime cost, although any expense whictI can be trWl8d cIllK11y
10 any unit of production Is also a dinId COIl The irJcIiect CXlIII .. thole
associated with production but car._ be trWl8d cIllK11y ID a peJticul8r
production lA1il These costs wiI include the g8I'I8nII facD, Ckwtl. eds such as
light. heat and power. rent. 1'lII8S. Insurance. d8p1er:1aIiM of production
machinery. etc. Certain Iabcu costs, such as supervlllon by foremen orfacD,
managers. wiI also be indir8d costs bec8l1S81hey.. not cIllK11y 11K••Ne ID.
production unit but 818 absorbed as a ger_at OV8ltI.ell.

b) The errect ofllocks

One complication in c:onstruc:ting \he rnanul'ac:UIng 8CllllUIt Is ID....nber1hlll
there I1l8J be opening and doli IQ stocks of I'8W maIIeriaII and ap8IillQ and
closing values 10 atIach 10 par1ly completed iI8ms (work in Plogl.II).

lb
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FigUnl 2.1 Pro fonna manufacturing account

YEAR ENDED 2001------_._••.--:--:--:-
Opening stock of raw materials

Purchases

Less closing stock of raw materials
Cost of raw materials consumed
Direct manufacturing wages
Prime cost
Factory overheads:
Rent and rates,
light, heat and power
Indirect wages
Depreciation of
Prod. machinery

Opening wort in progress

Less closing wort in progress

Now attempt exercise 2.1 and 2.2.

x
x
X

x

;Production cost 0
completed goods camec
down to trading account

lC

lC

lSi
lC

xx:

xx:

xx:

These adjustments can be seen in the pro forma manufacturing account, which follows.
(See figure 2.1.) .

Exercise 2.1 A simple manufacturing account

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

1 January 2001, stock of raw materials 1,301
31 December 19X5, stock of raw materials 1,801
Purchase of raw materials 10,001
ManUfacturing (direct) wages 17,001
Royalties 601
Indirect wages 9.001
Rent of factory (excluding administration and selling and distribution departments) 2,081
Factory rates 641
General indirect expenses 681
Depreciation ofwort machinery 1,054

Prepare a manufacturing account for the year ended 31 December 19X5.
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exercise 2.2 A manufacturing account with an adjusbn6nt cIwortc-ln-pntglll'•

JanualY 2001 stock of raw IIIlIl6IlaIs
31 December 2001 stock of raw materials
1 JanU8IY 2002 WOIft In progress
31 December 2002 WOIft In p1tJg1 In

For the year ended 31 December 18X4
Wages: dll6Cl

lndir6cI
Raw materials purdtased
P_fueI
Dinlct expenses
caniage lml8lds CIIII8W materillls
DeprecIaIlon of fac:lory 1118Ch1116IJ'
Insurance of fac:Iory buIIdlngs
General fac:Iory expenses

••
1.501
2,751

8lIl...
e,45C
4,.

15,701
1.021

8lIl
1,051

721
34(

701

Trading account

The purpose of the trading lIClCOIR is to show !he gnllSI proII on the .. of goods
Gross profit is !he diffenlnce between the sale praceecill of goods n what those
goods cost lh6 seller to buy, orcost of sales. The cost of sales for this pqpose incIllCIeI
the amount which has been debitIId for them to lh6 purchases 8CCOIR plus the costof
getting them to the place of sale, which is usuaIy the lI6II6r'. prehi.... i.e. the tal_
inwards of those goods.

Pnsparlng a trading account

The trading account is caJcuIatIId by usWtg 8 S8ql18nC8 of st8ps. It is essential thIIt....
st8ps In carriecI out in lh6 order incIic8I8d.

8) The first step is to transfer lh6 balance on lh6 sales account lID the '"ICIng llClClU1t

Dr: Sales Ale cr: TI'8lIng Ale.

b) Next. debiI·the trading 8CCOIR with the cost of goods 8OId, IIaItIIISJ wII't the opeIling
stock:

Dr: Trading Ale cr: stoc:k Ale.

The opening stock is obviously the same as lh6 c:Iosing stock of lh6 previous p61iod; in
lh6 first yeIK' of trading, of cxuse, there wII be no opel. ISJ lIlDc:k.

c) The bal81C8 on !he purchases account is then balSfemld lID the tndlSJ accountn
added to the opening stock figunt:

Dr: TI'8dlng Ale cr: PIIIrt IS IS Ale.

d) Transfer any balance on the carriage inwards lIClCOIR to the trading lIOCCU1t

Dr: Trading Ale cr: carriage InwanIs Ale.

18
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Add the carriage to the total arrived at in c) 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 that account. The corresponding double entry will therefore be to the
debit of stock account

Dr. Stock Alc

(by deduction from the debit side).

Cr. Trading Ale

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 credited to the stock account in the next period, it will balance off the
stock account.

Net sales (turnover) and net purchases: Goods which have been returned by
customers are represented by a debit balance on the sales retum account. This must
be transferred to the trading account, otherwise the sales and gross profit in that
account will both be overstated.

Following the same reasoning that allows us to deduct closing stock on the debit side of
the trading account, we may deduct the debit balance on the sales retums account from
the sales credited in the trading account. In this way, we show the net sales for the
year. Net sales are known as tumover. Similarly, we show the credit balance on the
purchases returns account as a deduction from purchases in the trading account to
show the net cost of purchases. Goods 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 must be deducted from purchases; carriage inwards, if any, must be
debited in the account before closing stock is deducted. Figure 2.2 shows a pro forma
trading account.
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Flgunt 2.2 Pro lonna trading account

x:
x:
x:
x: xx:

Gloss pralIlW xx:

Opening stoct of finished goods
Production cost of ClIIIIpIeted goods IIId (from rnanuflIduring account) :
Closing stock of finished goods
cost of sales
Gross profit del

xx:

N.B. A InIcfIl'l9 IIOCOIA'lt is prepared veIy much Ilea a IIBMac:b.mg 8ClXUlI but
substituting the prod! IClion cost of compIeI8d goods for the usual pun:haing
figunt (see exen:ise 2.3: Preparation of tradil!g account)

Appendix I shows 8 sample trading 8ClXUlI for The Nile Marketing 8cBd, ZiIl1bab£rJNl.

Now attempt exen:lll 2.3.

Exercise 2.3 Piepanlllon of trading account

Prep8nt a trading 8CCOImt from the following balances inCluded in Ihe trialil " ICe ofK.
Smilh at 31 December 2001.

S8Ies
Pun:t.-
S8IIIs I8lums
Pun:t.-18lums
SIoc:k 111.1.18)(8
CarrIIge In-.ts
SIoc:k II 31112/18)(8

DI Cf
:

25,001
18.001
3,001

2,501
3.001
1,001
5.001

The profit and loss account

U,vcIuctIon: The I8mailling nominal accounts In Ihe ledger .... '11nI 110lHrdlg
income, gains and profiIs of Ihe business In Ihe c:ase of cnICII Il • ... e.g. IW1t,
cfisau1t and ilbW8St receivable. Debit balailC8S repnlllnlexpao'lll and Ialill of..
businesS and 818 kllown • ovemaads. e.g. saIarfes and 'JJBgIS, ntnI and ....
payable. lighting. heatii !g, cleaning and St.I1dry orrIce expenIII l11eIa must now be
transferred to Ihe profit and loss 8ClXUlI so 1hlIt we can can..... Ihe net PIofil of Ihe
business from aI its adiviIles.

The profit and loss [1I1COfII8) statement pAlSBnts a lUiMl8iy of the ...... and CIllIIs
for .. organisation over a specific period of time. Such a _ ..II is gil"""
developed on 8 mOlllNy, quaIt8fIy and yearly ~. The pr1lfI and loa IUllill8lil
enables a marketer to 8X8IIIiM overall and specific ...... and CIllIIs over iii R
time periods and analyses Ihe organisation'. piofitabMt. MoUINt and qrualllfy
slal8l1lents enabla the firm to monitor progi8SS towards goeIs and I8¥lse peiforn8lCe
standards if necessary.

eo
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When examining a profit and loss statement, it is important to 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 resale (purchase
price plus freight charges).

The balance sheet shows that the profrt for an accounting period increases proprietor's
funds. The trading and profit and loss account shows, in detail, how that profit or loss
has arisen. The profrt and loss statement consists of these major components:-

• Gross safes • the total resources generated by the firm's products and
services

• Net sales • the revenues received by the firm after subtracting retums and
discounts (such as trade, quantity, cesh)

• Cost of goods sold • the cost of merchandise sold by the manufacturer or
retailer.

• Gross margin (profit) • the difference between sales and the cost of goods
sold: consists of operating expenses plus net profits

• Operating expenses - the costs of running a business, including mar1l.eting

• Net profit before taxes - the profit eamed after all costs have been deducted.
Figure 2.3 shows a pro forma trading and profit and loss account.
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Flgunt 2.3 Trading, profit and loss Me for the ,ear endecI31 Dec 18XO

&aJes
Less: cost of goods sold stock, at a cost 0111 January ('opening IIOCk')
Add: purchases of goods
Less: stoc*, at a cost 011 31 Dec fc:loslng sloc:k')

GlWSpralit
Sundry Inc:ome:
DiscounIs receiV8d
Commission I'IlC:IBNed
Rent received

......: admlnisbidIcM expenlll

Rent
Rates
Ughllng and heillE'CI
Tele~

Postage
IIISlII8IIC8
stalionlIry
0fIIce sa' 1es
Deprec:IalIon
Aa:ounling and audI f8lIs
Bank chargeS and Interest
DoulIIfuI d8Ills
DlstIIbuIIon costs:
~costs

van running exp8Iu II

Adv81llslnu
DIsc:ount aIIo\J8d

NETPROFII

$ $ $

••
21

Ql)

I
llIl

••
lli
I
llIl

••
••••
x
x
x
x
x
I

x
x
x
x

•
I

Ql)

III

It is essential that the difI'erence between a trading and profit and loa 8CCIl:U1t Is chilly
uncIersIood. The following provides an expIanaIIon.

• The trading account showIthe UIWS profttgerM.Nc1 by"llUIi III ThIs is
done by compaIiilg sales to the costs which gerM.NcI A,etll, •
for example, wiI ptrChase various itanls from variouIsuppl add a
profit margin. This wiI give him .. MIIing price of .. goods this, ninuI
the cost of goods sold, wiI be the gross prufIl

Cost of goods sold is calalial8d by:

Opening Stock + Opening Purchases (for year or period) - Closing
Stock (cost of goods unsold at the and of.. same period).
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This gives the cost of goods which were sold. Sales and cost of goods sold
should relate to the same number of units.

• The profit and loss account shows items of income or expenditure which
although eamed or expended by the business are incidental to it and not part
of the actual manufacturing, buying or selling of goods.

• In a complicated manufacturing industry and in service industries, different
definitions of "goods", "net profit" and "cost of sales" may exist

Capital and revenue expenditure

Only revenue expenditure (e.g. heating bills) is charged to the profit and loss account;
capital expenditure (e.g. the purchase of a new plant) is not.

a) Revenue expenditure Is expended on:

• acquiring assets for conversion into cash (resale goods)
• manufacturing, selling and distribution of goods and day-ta-day

administration of the business
• maintenance of fIXed assets (e.g. repairs);

It is well to note that "cash" need not be paid or received to be accounted for.
The amount of revenue expenditure charged against the profits for the year or
period is the amount incurred whether cash has or has not been paid. This
applies with sales as well. Even if cash for sales has not been received in the
year or period under review, sales will be included in the trading account. This is
the "accruals· concept.

b) Capital expenditure is expended on:

• start up of the business
• acquisition of fixed assets (not for resale)
• alterations or improvements of assets to improve their revenue earning
capacity.

Capital expenditure is not charged to the profit and loss account as the benefits are
spread over a considerable period of time.

Now attempt exercise 2.4.

Exercise 2.4 Trading and profit and loss account

Nigel Munyati and his friends opened a small scale horticultural Nco-operative" in
Concession, growing and retailing. The business started on 1 August 19X6.

The following is a summary of the transactions for the first year:
o
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C8pitallntl'lldnced on 1 Augusl19X8
-cash
- stodcs

C8sIJ paid to SUfltllIeis
Amounts owed to Slrpplkn at 3 July 19X7
R8lllIlved from QISlomers In lesped of SlIIes
Amounts owed by customenI at 31 JuIj 19X7
Stock of goods at the end of the ve-
Rent
Rates
Water and light
Salesmen's S818r1es
SaIeSll18t1's commissions, not yet peIr!
Bank ctlarges
0Ifice wages
Telepholll end postlII ct-ves
Ar!IrerIIsIIig
Dr'II\ullills during the yell'

20.001
12.001
28,001
14,001
50,001
10.001
11.001

2.501
101
501

4,001
801
121
401
151

1,001
4.001

AlIBIS
l.eII&: ........
NetasJ8ls
Rep I II llino:
C...
ProlI for the yell'

You are requinld to prepare a tradiig and profit and loss acx:ounI for the,...ended 31
~2001.

The balance sheet

Introduc:lion: The balance sheet is a slalllm8nt 01 the financilII polIIIioll 01 a buIi II
at a given date. It is, thelefore, only a "snapshol" in time. When COI,....iiQ buIi II'
performence, theiefOl1i, a m.rnber of years and time perioda may be men aiIabIe. The
balance sheet is the ac:ceulting equation but set out in • vei1icaI form in order to be
men Al8diIy, undeistood i.e. the aceountlng equation.

IAs... - liabilities • capital + ProfIt • 01....

expntSS8d in the form 01 a b8Iance sheet is .. foIIowll:-

$
x
X

X

X
X
X

a.-: dniwlilllS X
~Pi!!!!opl~1eIoi!!!!!!:r's:!!!!f\ii!!IdJ!!.... .......JX,-- _

ThIs is • simplified form; in I8lIIily the assets and IabiItiiIs wlI be bth8r sub-cIvided
and analyzed to give men deIaiIed information. FIgUr8 2.4 shows a pro forma balallc:e
sheet.



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

Figure 2.4 Pro forma balance sheet

Balance sheet at 31 December 19XO

A)

B)

C)

D)
E)

F)

G)

C D Net value
Cost Depreciation (C-D)

$ $ $
Fixed assets
Freehold factory x x x
Machinery x x x
Motor vehicles ~ l.! 21

x x x
Current assets
Stocks and wol1l in progress x
Debtors and prepayments x
Cash at bank x
Cash in hand l.!

x
Current liabilities
Trade creditors (x)
Accrued charges Cl.!)

~

Net current assets xx
15% loan Q!)

~

Representing:
cepitlllllt 1 January x
Profit for the year ~

x
Less: drawings (x)
Proprietor's fund ~

Explanations

As with trading and profit and loss accounts, the balance sheet has its own
nomenclature. These are fixed accounts, current accounts, current liabilities and funds:

A) Fixed assets: assets acquired for use within the business with a view to
earning profits, but not for resale. They are normally valued at cost less
accumulated depreciation.

B) Current assets: 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 liabilities: amounts owed by the business, payable within one year.

D) Net current assets: funds of the business available for day-ta-day
transactions. This can also be called working capital.

E) Loans: funds provided for the business on a medium to long term basis by
an individual or organisation other than the proprietor.
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F) This total is the total of the business'. net assels.

G) This total is the total of proprietDr's f\nIs, i.e. the .-It 01 his irw ubi_it in
the business. Within these main headings the following itIIms shoukt be
nolBd.

• Fixed ......

DepI8Ciation is an amount charged in the 8CCOl1rlls to WIle off the COlI 01
an asset over its useful life.

• CumInt .....

DebIota a,. people who owe amaunIa to the busi....

PtepaymBfll$ a,. iI8ms paid before the bIIIance sheet dIM but 18lalit", to
a subsequent period.

• CumInt liabilities

Trade ChiCffots are Ihose supplBrs to whom the bulinn. ClWlIS iIIllIl8Y.

Acctued ch8tpeS are 8il'ICU1ls owed by the businn., but nat yet .-s,
for oIher expenses at the date 01 the bel1rat sheet.

Hole:
WoIfdnsJ capitBI. TIria is a 181m given to netcunent.1 I dtI. orfollllCUIftIIit al III
less total current labililies, 8.11.

$
CumInJ IISSlIls 7.ll00
a...- ClII'nIIlI ....1es 1.800
WOitilill capb! 5,800

Working capilaI is impor1ant becat... it is the f\nt 0I188dy resauR:8S 1lIII8 busi I"
has in excess 01 the amount requAd to pay its CUJ'Ml IabiIIies _ they tal clIe.
Working capital is important; lack 01 it leads to busi.... failure.

Appendix i shows 8 sample baIanc:e sheet and 8 fill set 01 IICC:OUiD fOr The HIe
MaitteIing Board 01 Zimbabwe.

Now alt8mpt exen:ise 2.5.

ExeJcl•• 2.5 Balance .....

PnIpant a baIanc:e sheet fOr year ended 31 July 19X7 for NigelIb1).... haJIIc:IAnI
c:o-op&ialive.
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Capital introduced on 1 August 19X6
-cash
- stocks

Cash paid to supplier
Amounts owed to suppliers at 31 July 19X7
Received from customers in respect of sales
Amounts owed by customers at 31 July 19X7
Stock of goods at the end of the year
Rent
Rates
Water and l/gllts
salesmen's salaries
Salesmen's commissions, not yet paid
Bank charges
Office wages
Telephone and postal charges
Advertising
Drawings during the year

Stocks and work-in-progress

,..._._---_.~

20,001
12,001
28,001
14,001
50,001
10,001
11,001

2,5Of
801
sOt

4,001
601
121
401
151

1,OOt
4,001

Accounting for stocks: Almost every company carries stocks of some sort. In an
agricultural business, these may be fertilisers, chemicals, produce, etc. Accounting for
stocks presents a problem, because stocks in hand at the end of the financial year are
regarded as current assets, whereas stocks used during the year form part of the
company's costs. Hence, stocks (assets) appear in the balance sheet, and stocks
(used) must be accounted for in the trading and profit and loss account.

Valuation of stocks: Valuing closing stocks has always been a problem and a source
of disagreement. There are many methods of establishing the value of stocks. Three
common alternatives are average cost, first in first out (Fifo) and last in first out (Lifo).

i) Average cost

Cost is calculated by taking the average price computed by dividing the total
costs of production by the total number of units produced. This average price
may be derived by means of a continuous update, a periodic calculation, or a
moving period calculation. This method is often used to calculate the cost of low
value items, e.g. in the manufacture of nails.

Ii) First in first out (Fifo)

The calculation of the cost of stocks and work-In-progress is on the basis that
the stocks in hand at the year end represent the latest purchases or production,
as the items going into stock at the earliest date are assumed to leave first, e.g.
a greengrocer will obviously wish to sell the oldest stocks first.

iii) Last In first out (LIfoI
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The calculation of the cost of stocks and wotk-in-prognlss is an the basis lhIIt
the stocks in hand I8JII8S8I1l the earliest purchases ex' procIucIion, as it is
assumed that the latest stocks into store are the first to be taken out, e.g. a 'bin'
system, where purchases are added to the top and sales wlI be ..noved from
the top.

Consider the following example comparing the effect of vaIuklg stIDc:k of 240 lOts:

FIFO trading account

$ $
sales (March) $3800$3·00 1.080
Purchases (01 FllIlfu8Iy) $2000$2.00

(10 FllIlfu8Iy) $2000$2.25
(15 Feblu8Iy) $2000$2.50 1,350

Less: ClosIng Slock (bought 15 Feb)
$2000$2.00 (bougIIt 10 Feb) SIlO
$400$2.25 780

320

LFO trading account

$ $
5aIes (March) $3800$3·00 1,011O
Purch8ses (01 FllIlfu8Iy) $2000$2.00

(10 FllIlfu8Iy) $2000$2.25
(15 FllIlfu8Iy) $2000$2.50 1,350

Less: ClosIng Slock (bought 15 Feb)
$2000$2.00 (bought 10 Feb) 410
$400$2.25 -220

Note: In both cases, there are 240 items In stock. V8U1g slIDc:b UIing hllllllt
prices, the gross profit is $320, wher8IIs using the earl... prices the figunt is
$220.

The lower vi coR and net realizable value: The moll fIIrU_ltiIII 8CClIUIIing
concept with regards to the valuation of stocks and wotk-in-plClgl 12 is I1IIt..,....
to be stated at COlt, ex' if lower, at net l'8B'isabie VlIIue. Net 1'1 I.... VlIIue is h
amount at which it is 8lCJl8d8d lhIIt items of stIDc:k and wotk-in-prClgl"l II aUcI be sold
aft8r alloWIng for the costs of completion and disposll. If net 1'1 IlaNe VlIIue is tIigtw
than cost, then cost is taken, as valuing stocks at • higher VlIIue would not be prudent.
i.e. profit would have been taken InID account berore it is ael..a., _lied. It is il....tIInl
to check against the net realisable value to ensure that the CUI'Inl .... IIIock, is not
stated at a figure above that for which it aUcI be I'Iclsed at..bel lIlIt Iheel ....

Stock pruviaion: If Ills decided to I8duce.. VlIIue of cerI8In ..... of stIDc:k from cost
to net reab8ble VlIIue, e.g. obsoIeIe, slow moving or UI1lSlntrie ItcJrI:b, this is done by
msans of a provision.

StDck is reduced in value, and a charge is made against poIils. The fullnOUI'Il is
deducl8d from stock In the balance sheet, but onlyh cIecnNIse between" beglnllilQ
and end of a period is shown in that peIiod's trading and profit and loss account
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Now attempt exercise 2.6.

Exercise 2.6 Valuation of stocks

Kubi Owili began business as a small scale peanut importer in July 19X6. Purchases of
peanuts were made as follows:

Price per ton
$ $

19X6 Tons
01 July 60 20.00 1.200
15 August 40 24.00 960
30 September 45 26.00 1.170
12 october 30 35.00 1.050
29 November 25 38.00 950
11 December 30 50.00 UQQ

~ 6.830

On 10 October, 100 tons at peanuts were sold and on 31 December 70 tons were sold.
The total proceeds of the sale were $8,500.

You are required to calculate the value of closing stock and to prepare the trading
account on the fOllowing bases:

a) lirst in first out
b) last in first out
c) average cost.

The interpretation of company accounts-ratio analysis

Why ratios: Ratios are the means of presenting information, In the form of a ratio or
percentage, which enables a comparison to be made between one significant figure
and another. Otten 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 be
established by company ratios over a number of years.

• The great volume of statistics made available in the annual accounts of companies
must be simplified in some way. Present and potential investors can therefore
quickly assess whether the company is a good investment or not

• Financial ratio analysis is helpful in assessing an organisation's intemal strengths
and weaknesses. Potential suppliers will, for example, want to jUdge credit
worthiness.

• Ratios by themselves provide no information; they simply indicate by exceptions
where further study may improve company performance. Management can
compare current performance with previous periods and competing companies.

Which areas are used for analysis?

Four key areas are generally used for analysis:
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• profitability
• liquidity
• leverage (capital s1nlCIur8)
• activity or management effectiveness (eMele..Coy).

a) ProfItability

In most organisations profits are Iimil8d by the cost of production and by the
marketability of the product. Thentfore, "proIIt maximisation".4 PI the mort~II
allocation of resources by management, and "proIItabilly ratios" when c:ompared 10
others in the industry wiD indic:al8 how well management has performed this talk.

Key questions to be identified in ptOfiIabifty analysis include:

• Does the company make • profit?
• Is the profit I88SOI1llbIe in relation 10 the capltaI employed in the business?
• Are the profits adeqlllll8 10 meet the returns nIqURd by the Illowiders of

capilaI, for the maintenance of the business and 10 Illovide for lJ0WIh?
• How are saler and trading profit split among the major ac:IlvIIies?
• To what extsnt are changes due 10 price change?
• To what extsnt does voMne ctB llI8?
• Does inlBr-company transfer pricing policy distort the _1IIIyIiI?
• Has the appropriate pnlpOI1ion of profit been taken in tax m.ged?
• What dafemld taxation policy is being followed?
• Has the shant of profit (or loss) atIrlbutable 10 milOrity il........ in••IN.
changed? If so, is it cIeIIr'Mr(1
• Are profits and losses on sales of fixed "IlIIlI:

-Intal8d as adjusbi i801IS of dapnIciaIion charges?
-disclosed sepandeIy "above the line" in the profit and loss 8CICDI.III?
-Intal8d as 'below the line" iIems in the profit and loa account?
-transferred dintclIy 10 1'1ISNW?

• What has been inchIdad in ExIraordinary Il8rns?
• Should any ofthesa iIems be regarded as perl of the Olcll_y buii III of...

company?
• Do any items lend 10 recur yearaII8r"""
• Is II cieer which items hlMt been transferred clliid1)' 10 1'1 I.IWI wIblul GC*V

through the profit and loss acaull?
• Is such lr6abI61l8pplopriale in each C8M?

b) LJquIdRy

"!..iqllidily measta'8I" .. basad on the noIIon th8l a buill.... c=-.1CIl ClI* 7 • it is
unable 10 pay ill bill. A sufticienl8ll'1OW1l of cash and oIher IhoI1 tIl'In .ulllllllUllbe
available when neldad. On the other hlnI, because mort short lIInn lI..ts do nat
produce any return, a strong liquidity position wiD be damaging 10 prafils. ThentfOle,
rnanagemenl must by 10 keep the fim'.1Iquidity as low.. possible whiIsl enswing 1hlIt
short lIInn obIigatio.lI wiD be mel. ThIs me.. th8l irDJIIrIes willi slIbIe and
predictable conditionS wiD gel..aIy require smaller c:unenl ratios .... wBIlTlCli8 voIIIIiIe
industries.

Key questions to be identified in liquicfty analysis include:
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• 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 operations are 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 will become more expensive
as the debt-to-equity ratio increases. Thus, the leverage of an organisation has to be
considered with respect both to its profitability and the volatility of the industry.

Key questions to be identified in leverage analysis incfude:

• What sort of capital has the company issued?
• Who owns the capital?
• What is the cost of capital in terms of interest or dividend?
• What proportions of the capital have a financed return (gearing or leverage)?
• Is the mix of capital optimum for the company?
• Is further capital available if reqUired?
• 's total capital employed analysed among different classes of bullneu?
• If so, can return on capital be calculated for each class?
• Has issued Ordinary share capital increased during the period?
• If so, why? e.g. Rights issue? Bonus (scrip) issue? Acquisition?
• Are "per share" figures calculated using appropriately weighted number of
shares?
• Are prior years' figures comparable?
• What individual items have caused significant movements on Reserves?
• Do any of them really belong in the profit and loss account?
• Is any long term debt convertible into ordinary shares?
• On what terms?
• Calculate appropriate measures on "fully diluted
• basis
• Is any long term debt repayable within a short period?
• If so, should it be treated as a current liability?
• Are there significant borrowings in foreign currencies?
• Are they matched by foreign assets?
• How are exchange losses and gains thereon treated?
• Is there any preference capital?
• Is short term borrowing included in capital employed? Should it be?
• Is the treatment of pensions appropriate? Is information revealed?
• Would capitalising leases significantly affect long term debt and gearing
ratios?

d) Activity

"Activity ratios· are used to measure the productivity and efficiency of a firm. When
compared to the industry average, the fixed-asset turnover ratio, for example, will show
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how weIIlhe company is using its productive capacity. SimilIIty. the invelllDly llAllIo....
ratio will indicate whether the company used too much inveIdoIy in g81.atiliQ sales
and whether the company may be carrylng obsolel8 inveIdDry.

Key questiOM to be identi6ed in ectMty Bnalysis 818:

• Does management cOilbolthe costs of the businell wei?
• Which costs, if any, have changed signlfic:anIIy, ..... reducing or impoviiQ
apparent profitability?
• Does management control the invesbnent In lISI8Is wei?
• Are fixed assets sufficient for the current level of activity? Ale they reptac8d on
a regular basis and adequately maintained?
• Are the stock levels adequate for the level of adlvIty, or e«e..ive?
• Are debts collected promptly?
• Are aeditors paid within a reasonable period of time?
• Are surplus cash I8SOURl8S invested to increBI8 ovenIII AIUnI'?
• How variable are the profits before inlenlst .-ld tax?
• How many times can the interest be paid from the avr' He Ploill?
• How many times can the existing cflVidend be paid from the 8\f7' tie PlUllt?

e)OIher

Other questions can be asked in interpreting fIn8I accountI. These may ...... tID long
tenn trends in the business or to fixed assets, e.g.

i) l.onf1-I8nn IIends in the buIineas
• Are profits increasing or decrwBI(ng?
• Is the size of the business glowing faster or sIoww.... iltlaticw1?
• How hal p&It growth been fIn8nced?
• Ale the levels of 1tDcIcI, deblDra .-ld naedltoiwlllnrsa COng II' HIt wiIh the long

tenn growth of the business?

• Are clvidends increaaing?
• HIve any radical changes occurntd In the pest, giving rile tID IIIIIior

changes in the business?
ill Fixedassets

• Where fixed assets are shown "lit tJlkilc8l 0DIIl':
-How old are they? What is their eati. ated QI1WIl.,..?
-How would revaIuetion aIfecIthe deplmetoll c:twve?

• Where fixed lISI8Is are shown 'at"'....-GI,••
-When was the Y8IulItion 1NIde• .-ld on whit~
-How have values changed since ......?
-Might the lISI8Is be more vall i8bIe if used for oIhW purpcll r11

• What method of depreciation is used for va.tIon?
• What asset liveIare used? Ale diff81.illivel used for Cumlnt COlt
ACCOlring?
• Has edequabr pruviIion been made for techidDQlall obeall I lllIIlCl8?
• Are any assets leased? What Is their v81ue?
• How much are the ennuaI ,.,taII? How long Is the CllIrll1lllt..rl?
• Is gooctwiI:

-shown as an auet?
-Writlan off against reserves?
-Being amortized by charges against pUlilt?
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• How does the book value of goodwill compare with 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 "cost" method
or by the "equity" method?

• What is the difference between cost and mar1<et value of quoted
investments? Is mar1<et value used if it is lower than cost?

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

Methods used to evaluate organizational performance

To evaluate the performance of a company with respect to these ratios, three methods
are used, namely industry comparisons, time series analysis and absolute standards.

a) Industry comparisons

Data are used, such as that provided by commercial firms like Dun and
Bredstreet and Profit Impact of Marketing Strategies (PIMS), are used for
comparing the company with others of about the same size, that serve the same
market and have similar products. The danger is that when industry averages
include companies with different products or mar1<ets, averages can be
misleading.

b) TIme series analysis

Ratios for several periods are used to determine whether significant changes
have occurred. These time series can also be used to project the future financial
performance of the company.

c) Absolute standards

Most organizations have some minimum requirements for corporate
performance regulations of the particular industry, e.g. the long-term debt-to
equity ratio should not exceed one. A thorough financial analysis usually is a
condition of these three approaches.

Figure 2.5 shows an example of how a time series analysis can be used to back
financial and business objectives.
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figure 2.5 Framework for linking financial busIMss objectives
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The main types of ratio

1) PI""'..,

a) Gross profit n&gil orprolll margin on ....:

b) Net profit margin:

I~::-

c) Relum on assets:

/ft-lti«pmJ/I+ , ...
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d) Return on equity

Note that:

ISALESx!.RarJ' + MEREST • PRCnr + 1NT8RllS1'
NAIF SAL/1S NAIF

NAV =Net asset value i.e. Nel assel turnover X profil margin =return on assets

2) Uquidity

a) Current ratio

b) Quick (liquidity or acid lesl ratio):

I
Qn1IPItamis - JrIMIay

OnWItWwh.

c) Defensive interval ratio:

I UFi-sa
Ll:Itly tplII"QlIng""'I ...

d) Inventory to nel working capital:

I .hIU:J)'
an-...am.s - 0Jrr0N !Dbililic

3(i) Leverage (coverage ratios or gearing) - debt cover

a) Conventional leverage:

b) Murphy Prussrnan Gearing:
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c) U.S. measure of leverage:

I f>J .... • /IQfl+1.bItowi~
fbtt;rl.."

(ii) Leverage - Inlerest cover

d) II IlereSt coverage:

e) Curnul8tiYe inI8rest coverage:

I~JIIOJl~ -..st__
. a-illhlhfllTut

a) Debtors tumover:

Iam!~.
b) QediIors tumover:

c) InventDry tumover:

I a.tof..-rdtl
~.s (Q 4ng-da4wu.dJ

d) Wages tumover:

I::.
e) Net lISS8t tumover:

1*=__
f) Profits per employee:

3b

I
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Other useful ratios

1) Stock market ratios

a) Earnings per share:

I ProJta.fltjrft1I;
JWIfIbIIr ofOl'dtnaT]~/n ISSUII

b) Price earnings ratio:

c) Dividend yield (net):

I I::tw:JMdptr rim (1fBl)
Mritltp1cI6pr :;Jallr

d) Dividend cover.

Financial measures of business unit performance

If an organization is made up of multiple divisions or Strategic Business Units (SBU's),
then the following measures can be computed, provided that balance sheet and income
statement data are available at the divisional or SBU level. These analyses enable
corporate management to assess the performance of divisions, SBU's andlor their
management.

a) Return on sales (ROS)

ROS is computed by dividing net income (NI), or profit (P) before or after interest and
taxes, by total revenue:

Some argue that interest expenses and tax should not be considered as they are
outside the SBU manager's control. However, inlerest may be added to show managers
that invested funds are not a free resource. This, however, understates the true cost of
capital employed, because the interest is a charge for only the debt portion of capital.
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b) Return on invesb,18I'lt (ROI), retum on net assets (RONA) 81d nIIum on equity
(ROE)

ROI- NtIl~ farltolf'" '" 100
BItd.-S

NoIe: NETASSETS =TOTAL ASSETS- TOTAL UABlunES

Ra'{A- Nlp-IfS xlOO
0...•.".

Note: Owner's equity = total assets • IOtaI labllillel

In using 8I1Y of these IIl88SlnlI to all.11 an SBU manager's IIbMy to ... 1111IIs
effic:ienlly, accollnt shcuId be taken of wheIher cash II c6nb8lly COII11' 1.11 or
headquarters determines both aedit and payment poIic:i.l. If the ..... then cash
receivables or payables or both should be omitIed from 1he imWb.611 base.

c) Cash ftDw (CF)

Cash now is not 1he same as net income (NI) or profit (p). It dirrws il two WlIJ*=

i) Cash now includeS deprec:i8tion, as this is a b«'o4ck. Epillg b. Ilellon, andlllx,
because tax is a cash cost. Thus,

CF • NI (or P) after tax and depreciation

i) Cash now is alf6c:led by baIanca sheet c:hanges, e.g. incn. I. il 8CCOi.I1la
i9C8iYabIe or addioolls to fixed asseIs (FA), e.g. plant and ~il ..s
changes il wo,lcillg capilaI (We).

CF =Net Income (or Profit) after tax plus Deprec:laIion ".",. di8l1g8S il
FA and ninus changes in we
Note: If no tax is paid or if tax II defelled, ... Net 1i1COi1. (or ProfIt)
before tax.

The changes il (.6) we calculal8d by the c:ompany's b' iC8 sheet .11I'" for two
c:onsec:utiYe pel iods.

WorIdng C8pIt8I =

lit. Cash plus orninus
lit. Stock plus orninus
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A Accounts receivable plus or minus
A Accounts payable (and other short-term liabilities)

Example:

Balance sheet

Profit
Plus
Depreciation
Cash flow from operations
Less
Increase in Worldng capital
Increase in Fixed Assets
Net cash generated or (Used)

d) Sustainable growth rate (SGR)

2001
$(000'5)

400

.11Q
520

(380)

<i!V
50

2002
$(000'5)

380

ill
505

(420)
(105)

<W

This is a measure of the ability of the business to grow within the constraints of its
current financial policies. What is required is a balance sheet for the SBU which
indudes a justified assignment of the proportion of the total corporate short-run
liabilities and long-run debt.

Once accomplished, the maximum sustainable growth rate (a measure of the ability of
the business to fund the new assets needed to support increased sales) is estimated
by;

ISGR· P[(l- d)(l + L)J
t - P[(l- d)(l+L)]

where:

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

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

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

i) Depreciation charges based on historical costs overstate taxable income
because they fail to fully recover the economic value of depreciating assets.

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

If the actual growth rate exceeds SGR. then the organisation can consider a number of
strategic actions which affect the "productivity" side of the quest for increased profits
("productivity" as opposed to "volume" strategies to increase profits). These are:
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i) reduce investment intensity (cut stocks and/or receivables)
ii) reduce cIividends
iii) obtain injections of "equity" from the COIpOi818 body
iv) inaease debt.

Now atlempt exercise 2.7.

exercise 2.7 Rdo analylil

Nigel Munyatfs horticuIIuraI businesI contInuad to tIowiIh. Six yeln later til
condensed financial accounts for the last three yearS are IUl1lIIIlRIed beIDW (N.B. he
introduced fresh capital into the businaII):

Profit end Loss lICCOlIId for tho ,. 2000 2001
,... to 31 M8n:ll $(DOCI'I)
Sales (el on c:nIlII) 415 lI45 815
Less: Cost of goods -*I:
0peI1lng stock 35 40 lIS
Pun:h8ses Hl 585 8lI5

375 805 870
Less; CIoIIng slodt ~ m lIS 540 115 755
Gross profit 80 105 130
lllss: Expans IS 40 50 80
Lo8n Inl8lest • : a 11 1ll
Net Profit • H III
BeI8nce Shaat as lit 31 M8rch ,. 200lI 2001

($000's)
FIx8II_ • lI3 101
eumn_
Stoc:b 40 lIS 115
TI8de debtors 52 108 250
C8sh lit B8nk JZ 1Jl! 8 171 -m 272 -FIn8nc:ed by:
C8pbI 100 120 148
Add. Net profit for lhoB ,... 40 55 eo
Less: D1awlllgs B 11 35 20 31 22
(el on 31 M8rd1) 118 140 ftIII
Lo8n 110
Currant II&IlIlIII8s
Cldons 77 132 171
BMkoriidlan : 11. : D2 11 JJI

1H m -
Compute the foIowing ratios for 1999,2000 and 2001.

a) gross profit on...
b) grosa profit on COlt of goods IOId
c) stock tumeNar
d) return on capIlaI ampIoyed
e) current ratio
f) liquidity (or quick) ratio
g) debtor coBeclio" period
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h) working capital
i) ratio of current assets to total assets
j) ratio of cash to current liabilities

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

Key terms

Activity

ratio
Average cost
Balance sheet
Capital expenditure
Cost of goods sold
Credit balances
Current liabilities
Debit balances
Direct and indirect costs
Dual effect
First-In-first-out
Fixed and current assets
Gross margin
Gross sales
Lasl-in-first-out
Leverage
Liquidity ratios
ess
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Loans
Manufacturing account
Net profit
Net sales
Net sales and net purchases
Opening and closing stock
Overheads
Profit
Profitability ratios
Profit and loss account
Ratio analysis
Revenue expenditure
Trading account
The accounting equation
Working capital
WOrk-in-progr
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Chapter 3 • Cash flow accounting

Chapter objectives
ThIs ch8pIer is i.llh1ded to provide .. expIaIllIIion 01:
- The sin. use and conslIUctIon of cash flow alal:emeia
- The meaning and cab iIation of the source and lIpIlicalioi I of

funds state.nent and their importance to busi....
- A diseussion on credit and types of loans avei'..... to

businesses
- An explanation of the COlt of fundi and capitII
- The importance and calculation of 0WIW'lIhIp COllIs, inc:ldnQ

depreciation. interest, repair, taxes and insurIn:e.

It can be argued that 'profil' does not aJways give a useful or~ pidan of a
company's operations. Readers of a company's IinancIIII alalemelils might even be
misled by a reported profit figln.

Shareholders might belilM that if a company makes a proIIt allier lax of say
$100,000. then this is the amount which It could afford to pey as a chlde..d. UnIeea
the company has sulIicient cash available to stay in busi.e.. and aIIo lID pey a
cfNidend. the shar8hoIders' expectations would be WIOflg. &nIYaI of a busi •••
depends not only on profits but perhaps mont on its abiIly lID pey its debIs.,., Ihey
tal due. Such payments might include 'profit and Iosa' Items such as c I ilII
purchases, wages, inIeAIst and taxallon eIc, but aIIo capital paymenIs for new IbaId
assets and the repayment of loan capital when this falls due (e.g. on the redeI.-",
of debenIIns).

Structure of the chapt8r

"Cash ftow" is one of the most YiIaI elements in the survival of a buIil... It can be
positive, or negative, which is obviously a most Lrldesi lillie lib i8IiDn. The chiijIeiIII
develops the COIICllPl of cash flow and then shows how the funds can be used in the
business. Funds are not only gllI\8ialed internally; Ihey may be exI8mlIIJ gel_ I If,
and so the chapIer finishes with a clSQ iSslon of exI8mlIIy gen8lated fundi.

Aim of a cash flow statement

The am ofa cash flow stallimllnt should be to 8SIIlIt .-s:

- to assess the company's abIIty to gllI\8iale positive cash IIows in the fuIIn
-to assess its ability to meet Its obrlg8lions to service k81s. pey divide..ds*
_ to assess the reasons for differences betIC/e8l'l l'8pCIf18d and p' 0 d cash
IIows
-to asSBSS the effect on its finances oflllljor .....lIClio... In the,...

The statement ItJenlfore shows changes in cash and cash equivalents raIher ...
worting capital.

indirect method cash flow stalement
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Figure 3.1 shows a pro lonna cash flow statement.

Figure 3.1 Pro forma cash flow statement

Cash Flow Statement For The Year Ended 31 December 2001

Net cash inflow from operating activities
Retums on investments and servicing of finance
Interest received
Interest paid
Dividends paid
Net cash inflow! (outflow) from returns on investments and servicing of finance
Taxation
Corporation tax paid
Tax paid
Investing activities
Payments to acqLilre Intangible fixed assets
Payments to acquire tangible fixed assets
Receipts from sales of tangible fIXed assets
Net cash inflow! (outflow) from investing activities
Net cash inflow before financing
Financing
Issue of ordinary capital
Repurchase of debenture loan
Expenses paid in connection with share issues
Net cash inflow! (outflow) from financing
Increase! (Decrease) in cash and cash equivalents

NOTES ON THE CASH FLOW STATEMENT

$ $
X

X
(X)
Q9

X

(X)

(X)
(X)
~

Xor Q9
X

X
(X)
Q9
Xor Q9

X

1. Reconciliation of operating profit to net cash inftow from operating activities

$

Operating profit
Deprecietion charges
Loss on sale of tangible fiXed assets
Increasel(decrease) In stocks
Increasel(decrease) in debtors
Increasel(decrease) in creditors
Net cash inflow from operating activities

(X)
(X)

X
X
X

2. Ana!ysis ofchanges in cash and cash equivalents during the year

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

X

3. Analysis of the balances of cash and cash eqUivalents as shown in the balance
sheet

43
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19)(4 19X3
s s

cash at blink and In hand X X
Short term Investmants X X
Bank overdrafts QO QO

X X

4. Analysis ofchanges in finet1C8 during the J88I'

s
OQ
X

QO
X

s S
BaIlWIC8 at 1 January 2001 X X
cash lnfIowI(outfIow) from financing X OQ
Profit on repurchase of debentunllo8n for less thM Is book QO
Vllue
=Ba;::la;::nce=.at=-=3.:.1.=;Det;::&=*"::,:ber=.2OO1;:::;:;.:.. ......iX'--__---'X=--__

Note: Any transadio;,. which do not I8IUlt in • cash flow should not be
reported in the stal8menl Mo'IllI'l18IdI within cash or cash equivaIenIs should
not be reported.

It is often dilTicult to concepIl181se just what is -eatt- and what .. -cash
equivalents-. Cash need not be physical money; II can take oIher farms:

a) Cash in hand and deposiIs repayable on demand wiIh any bank or fiI.1CiII
instiIuIion.

b) Cash equivalents: Short tIlml, highly liquid m..I1..... that .. ..-II)
convertible to known amounts of cash and which .. subject to an
insignificant risk of changes in value.

c) OpeIalilQ acIiviIies: Princ:ipaI revenue-produc: activitilII of.. CGIIIp8IIJ
and other acIiviIies that .. not irwesting or finallCIii IQ ac:liviIies. The
reconciliation between" opetalilQ profit reported in the prafit and lou
account and .. net cash flow from opetalilQ aetivlIies must show the
movements in stocks, debtors and aedilDis reIatad to ....aliIlQ ac:liviIies.

cl) ReIi.ms on masliuenls and servicing of finance. Cash iio1oUlS from ....
sources includes:

I) Interest received, also any relltul I8X reca .8I'8d, and
i) cIivicIencIs received.

Cash outIIows from .... IOUitI8S includes:

i) interest paid
ii) dividends paid
iii) inteIest element of finance lease paymMIs.
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e) Taxation: These cash flows will be those to and from the tax authorities in
relation to the company's revenue and capital profits, Le. corporation tax.

f) Investing activities: the acquisition and disposal 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 investments 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 entities.

Cash payments include;

i) payments to acquire fixed assets
Ii) payments to acquire Investments in subsidiary net of balances of

cash and cash equivalents acquired
iii) payments to acquire investments in other entities
iv) loans made and payments to acquire debt of other entities.

g) Financing: activities that result in changes in the size and composition of
the equity capital and borrowings of the enterprise.

Financing cash inflows include:

i) receipts from issuing shares or other equity instruments
ii) receipts from issuing debentures, loans, notes and bonds and so on.

Financing cash outflows include:

i) repayments of amounts borrowed
ii) the capital element of finance lease rental payments
iii) payments to re-acquire or redeem the entity's shares.

Now attempt exercise 3.1.
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Exercise 3.1 cash flow staleo.....

set out below are the accounts for TPK Pvt Ucla 8131 December2000 8I1d 2001.

PROFIT AND LOSS ACCOUNTS FOR THE YEARS TO 31 DECEMBER
2000 2001

Z$'OOO Z$'OOO
Operlll/lIlI profit 9,400 20,140
Interest peld (2lIO)
Interest recelved JJll •Profit bIIIore taxalIon 9,500 20,400
T8lllIIIon Q.aalD (5.
ProfIt alter taXIItIon 8,300 15,200
Dlvldellds
P,er-x:B (peId) (1l1C1) (100)
Ordinary: JnIerim (peid) 1,000) (2.000)
lln8I~ QJJIIID tUlIlD

RllI8ined prall for the year 2.2IIll 1Jgg
BALANCE SHEETS AS AT 31 DECEMBER
FIXlld Assels
PIlInt, mac:hInllry and eeppnllllt 81 COIIl 17,110O 23,lIOO
l.8ss: accumul8Illd depreclalIon 9,500 10,750

IJJJIl 13.15Q
CumlnI Ass8IS
SIodls 5,000 15,000
Trade cIeIlIcn 8,110O a.700
Pr8peymllIlts 300 400
Cash at blink and In hMd 110O

14.. 42..100
CummllIabiIilIes
B8nk OIillidiall 18,200
Trade alldlonl 8,000 10,000
AccrulIIs 110O 1.000
T8lllIIIon 3,200 5,200
Dlvldellds UIIIl IJIIIIl

~ 31,100

UlIll 10m
Sh8e ClIPI8I
0RIiIwy sb8r8S of $1 uc:Il 5,000 5,000
1ft JlI'llr-1Cll shIr8s of $1 uc:Il 1.000 1,000
PruIlt and loss IIIXXIUIIt ~ 10.111I

9,000 18,100
lOMS
1W cIIIbllnbn Iloc:k JlJll Dll

UlIQ
,_

Prepare a cash flow slal8mllllt for the yeer to 31 December 2001.

Statements of source and application of funds

Although cash flow slal8ments have now superaeded ..1801111'" oIl1ClUnl8 8I1d
applicalion of funds, funds flow slateonenlll may not cfiuPlller .lIiiely. Some

4b
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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 statement on a cash basis

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 that increase cash and changes that decrease cash

b) from the Income statement and the surplus (profit and loss) statement, the
factors that 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.

Sources of funds that Increase 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 increase in any liability
• proceeds from the sale of preferred or common stock
• funds provided by operations (which usually are not expressed direcUy in the
income statement).

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

Net income alter taxes of a company, being
and depreciation (non-cash expense), being

= $750,000
= $100,500

850,500

Then, the funds provided by operations of such a company will be obtained by adding
the values of the two above items, i.e. $850,SOO. 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 funds are 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 usually include:

• a net increase in any asset other than cash or fIXed assets
• a gross increase in fixed assets
• a net decrease in any liability
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• a retirement or purchase of stock ancI
• the payment of cash dividends.

To avoid double counting, we usuaIy compul8 gross changes in fiIaId assets by
adding depreciation for the period to net fixed assets at the encIng fin8nci8I sta....1I8I1t
date and subtract from the resulting amclI.I1t the net fixed assets at the begialiIII
financial statement date. The residual represlnts the gross change in fixed assets for
the period. If the residual is positive. it represents a use of funds; if it is negati.... it
represents a IOUI'C8 of funds.

Once aU sources and appIicalioo'ls of funds are cornputad. they may be •••1g8d in
statement form so that we can analyse them beIIer.

Now atIIImpt exercises 3.2 ancI 3.3

Exercise 3.2 Source and application 01funds I

Given below are some different SOUiC8S ancI appIiG8lioo1S of funds "'1C8 iIIIms
puiJlOS8ly scattered for an Aglibusiness Company K for the year ended 31 DecembeI
19X8.

1) Identify them as soun:es ancI appIIcalionll of funds, ancI .....1g8 them in • paper
manner with the Sources of funds on the left ancI the Applications on the right of a
tabulated sl8tement for the said period.

2) Comment briefly on some of the uses of the !ph I I d stal8mei It.

s
lila1I8S8 in casII position ..
DetnI.I in debtors 
1nc:nISI in long term dellt 
Inc:n 151 In stocb -
Inc:nln in tax prllpIIJIIl8IIl
Nltprolll-
Inc:n III in aa-1ICCIUIIs 
AdlIlions to tbGId ..... 
C8sh dividends"
lilClII.I in ,**1oMI-
Inc:n I II in prepeId e:<p8i15II 
loon II E in lnvasb••1ts -
Ineu IE In a ..... -
DcIa'e in aa:rued'--
DepredatIon -

12,000
8,000
2,500

28.500
2,000

35.000
3.000
4,500

15.000
20,000
2,500
',000
5,000
8,000
8.000

NoI8: The above figures ani based on the bl'Hlee Iheet ancI ilConl8
sl8l1iment of Company K, whiCh are not shown in this ....ell I.

Exercise 3.3 Sources and appllclltlons 01 funds •

Using the data ancI information in the annual repoi1S {espeo I II} the tl II IC8 sheet
and income statements) of Cerial Marketing Board provided for 1993 ancI1992:
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a) compute and identify the sources and applications of funds of the parastalal
for the years 1992 and 1993 and

b) arrange them into a sources and applications of funds statement for 1993.

Funds use and credit planning

Funds (or capital) is a collective term applied to the assortment of productive inputs
that have been produced. Funds may be broadly categorised into operating (or
wor1(ing) capital (difference between current assets and current liabilities), and
ownership (or investment) capital.

Operating capital in a company or firm usually refers to production inputs that are
normally used up within a production year. On the other hand, investment capital (or
funds) refers to durable resources like 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 factors,
namely: the alternative demands for it; the availability of credit as and when needed;
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 successful operations of any company.

In general, this requires the application of what, in strategic company management,
has come to be known as the strategic four-factor model called ·SORS·, The letters
that make up SORS stand for.-

• Strategic planning (S)
• Organisational planning (0)
• Resource requirements (R)
• Strategic control (S).

Figure 3.2 summarises the simplified matrix of interacting factors and component
parts that make up 'SORS'. In general terms, SORS is influenced or determined by
four major factors: the external environment. the internal environment, organisational
culture and resource (especially funds) availability. These four factors interact to
create four inter-related components which normally determine the success or failure
of any given company. These are:

a) competitive environment
b) strategic thrust
c) productlmar1(et dynamics
d) competitive cost position and restructuring.

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

• assessing the external environment
• understanding the internal environment
• adopting a leadership strategy
• strategically planning the finances of the company.
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The purpose of this text is not to cover aD the components summarised in figuIw 3.1.
Instead, the major concern is to have a proper urideIslal1dlng 0I1ln8ncia11 BnlIIysiI for
strategic planning. This, in sbalegic management. requires a scutcllin8ltciltI...,.
backed by sbalegic funds programming, baseline projedioo.... (or budGetiug), whld if
(decision tree) anaJysis, and risk analysis. This book alllllllpm to cover .. these
areas.

Allllmative .... of funds

DeaDng with aIIIImalives is what management is .. about. Some 01 the IDols for
evaluating altematives (e.g. partial budgeIs, cash now budgeIs and Iln8nciaII
statements), are cover&d in this IIIxI.

It is assumed thai most people are aIr8ady famIDar with the BnlIIysiI th8t UIUlIIIy IelIds
to major capital use decisions in various c:ompanies. However, highligltIIId .. some
of these points throughout the book, since company bItckQrCutds cIIfer and whlII is
considered "major capital use decisions" VlII'ies with the size 01 buIi18.18. For
instance, a $50,000 expenditure may be major to one campeuy and 01 lillie
significance to another.

Agure 3.2 lite stIateglc four..factor model

·RIIID.....

~RESOURCE
f1EOUI CXE ITa

-iidiJctu".~

.. t" $I ...

• 8IIaIand ,......._
• gclIII'W'_sal"

<t IIRUINAL STRDIG1M
IlIfDWEAlCJlES8ANAL.,.

•....slllJlll
·ur ......
•GOlf c ......

Almost everyone is familiar with the substantial capIIaI or funds cIemInd in .. forms 01
business. ObvIously, this does not a. have to be owned capilIII. eva-..... 01

~o
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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 likely to grow faster than will be permitted by each
reinvesting its own annual savings from net income alone. Thus, because demand for
credit will continue to expand, careful credit planning and credit use decisions are of
paramount importance to marketing companies in any country.

Credit and types of loans

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

Other than the fact that funds generated within a business are usually inadequate to
meet expanding production and other activities, credit is often used in order to:

• increase the retums on equity capital
• allow more efficient labor utilization
• increase income.

The process of using borrowed, leased or "joint venture" resources from someone
else is called leverage. Using the leverage provided by someone else's capital helps
the user business go farther than it otherwise would. For instance, a company that
puts up $1,000 and borrows an additional $4,000 is using 80% leverage. The
objective is to increase total net income and the retum on a company's own equity
capital.

Borrowed funds are generally referred to as loans. There are various ways of
dassifying loans, namely:

• in payment terms, e.g. instalment versus single payment
• in period-of-paymenf terms, e.g. short-term versus intermediate-term or
long-term
• in the manner of its security terms, e.g. secured versus unsecured
• in interest payment terms, e.g. simple interest verSus add-on, versus
discount, versus balloon.

On the basis of the above dassification, there are twelve common types of loans,
namely: short-term loans, intermediate-term loans, long-term loans, unsecured loans,
secured loans, instalment loans, single payment loans, simple-interest loans, add-on
interest loans, discount or front-end loans, balloon loans and amortised loans.

Short-tenn loans are credit that is usually paid back in one year or less. Short term
loans are usually used in financing the 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 the Cotton Company of
Zimbabwe (COTCO) and beef for the Cold Storage Company of Zimbabwe (CSC).
are assumed to be self-liquidating. In other words, although the inputs are used up in
the production, the added returns from their use will repay the money borrowed to
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purchase Ihe inputs, plus interest. Astute managers are also 8lqMlded to have figured
in a risk premium and a return to Iabou' management. On Ihe llIher hand, loans for
investment capital items like machinery are not likely to be self-liquidating in Ihe short
term. Loans for family living expenses are not at aD self-liquidating and roost corne out
of net cash income aft8r aD cash obligations are paid.

Inlennedl......... (IT) loans are credit extended for ...... yura. UIUlIIIy one to
five years. This type of credit is normaBy used for purchases of buildings, equipment
and other production inputs that require longer than one year to genelalB sufficiellt
returns to repay Ihe loan.

L~ loans are those loans for which repayment Ut lids five to seven~
and may extend to 40 years. This type of credit is usuaIy 8ld8nded on ..SIlls (such
as land) which have a long productive life in Ihe business. Some land inprovement
programmes like land leveling, reforestaIion, land de".1lI and drailllge WIly
construeIion are usualy financed with long-term c:recIil

Unsecured loans are credit given out by Iendenl on no llIher blrsis .... a PlOlI '11 by
Ihe borrower to repay. The borrower does not have to put up coIal8IaI and the lei.
relies on aecfll reputation. Unsea.tred loans usually carry a higher ill8o'8st rate ....
secured loans and may be difficult or impossible to _'_1gB for businelses with •
poor credit 18COI'd.

SecuAld loans are those loans that involve a pledge of IClIII8 or .. of • bulil8SS's
assets. The lender requires sec:urily as Plotecllon for Its depolilDrs agai1St the riIb
involved in Ihe use p1r•.-'18d for Ihe bonowed funds. The bOItc:18I' may be able to
bargain for beII8r terms by pulling up c011aterai, which is • WIly of bacIciIII one's
promise to repay.

Instalment loans are those loans in which Ihe borrower or credit CUSIilMB' repeys •
set lII1'lOUIll each period (week, month, year) unllI the bOI,cA8d amount is dll lid.
Instalment credit is similar to charge llCCOIm credit, but usuaIy invcIves • JonnaIIegaI
COl .bad for a pi1ldetemil ted period with speclfic payments. WiIh this plan, the
borrower usually knows pr8CiseIy how much wII be paid and when.

SIngle payment loans are those loans in which Ihe bOI.CCl8r pays no principal unlI
Ihe lII1'lOUIll is due. 8ecaI iS8 Ihe company roost eventuaIy pay the debt in Yo • is
imporIaIlt to have Ihe self-discipline and professional i ilegrity to set aside mOl'" to
be able to do so. This type of loan Is someti,,_ caIed the '1uqI sum" loan, and is
generally repaid in Iesa than a year.

Simple irlbinlst loans are those loans in which i ....18Sl is paid on the lq)lIid loan
balance. Thus, the bOIID:_ is required to pay ill8nlst only on the lIdulII amount of
money outstanding and only for the actual time the money is used (e.g. 30 days. 90
days, 4 months and 2 days, 12~ and one month).

Add-on liiterlst loans are aecIt in which Ihe borrocl8I' pays i ...... on the fuI
amount of Ihe loan for the entIr8 loan period. Interest is charged on the face amount
of Ihe loan at Ihe time it is made and then "added on·. The resulting sum of Ihe
principal and inteIest is then divided equaIy by Ihe number of payrnenIs to be made.
The company is thus paying ill8rest on the face value of the note aIIhcugh • has use
of only a part of Ihe initial balance once principal payments tJecjn. This type of loan is
sometimes called the "flat rate" loan and usually resuIIs in an i.18rest rate higheI ....
Ihe one specified.
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Discount or front-end loans 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 receiving $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 loan, the lender discounts 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 loans are loans that normally require only interest payments each period,
until the final payment, when al/ 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.

Amortised loans 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 cin many intermediate and long-term loans, calls for equal
payments each period, with a larger proportion of each succeeding payment
representing 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 is similar to the "add on"
loan described above, but involves less interest because it is paid only on the
outstanding loan balance, as with simple interest. Amortisation tables 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 the amortisation factor from an amortisation table for a given
interest rate against the given year the loan is expected to last

b) calCUlate the total payment at the end of each year
c) then, on a year-by-year basis, calculate the annual interest payable 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 attempt exercise 3.4.

S3
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Table 3.2 Amcoltizatlc", 01 a $10,000 loan in 10 yean br equal annual
Installments. 7% inl8lest

TOIaI (S)
1.424.00
1.424.00
1.424.00
1.424.00
1.424.00
1.424.00
1,424.00
1,424.00
1,424.00
1.424.00

14,240.00

10,000.00
9,278.00
8.501.30
7.872.40
8.785.50
5.838.50
4.821.10
3,734.80
2.572.00
1,328.00

Year Unpaid principal at beglmlng of)88r (S) Pajmenl at the end of the ,...
InlenIst (S) P1ilCipll (S)

700.00 724.00
849.30 774.70
595.10 828.80
537.10 8811.80
475.00 MII.OO
408.80 1,01UO
337.50 1,0118.50
2111.40 1,182.80
110.00 1,244.00
83.00 1.331.00

4,240.00 10.000.00

1
2
3
4
5
8
7
8
9
10
Total

Exercise 3.4 Amoi tIz6d loan

Suppose a new machine is being financed b)!he DaiIIxlard 01 ZiutJllbwe ltd wiIh en
18 year $25.000" lit a 9'11I interest rate. Obtain en amortisation sc:hedl*t to show
how !he Dainboard of Zimbabwe Ltd Will pay orr !he I8SUiIing amortised .,. (Hint
!he AF is 0.1142).

Cost 01 fluids

The cost of funds (capital) is auc:iaI to investment""". Usualy. the Pllllnt V8kIe
measures of en mesbuenl's economic worth depend on the use 01 en applop:iMe
discXIunt rate (or rate 01 reIIm). The most appropriale rate is the lirm's cost 01' .. III.
This rate. when determined, pruvides a yardstick for _Ii ig !he 8(.~1 01 ..,
inwsbuent; those that have a high probability of achieving a rate of AllUm it exc III
of !he firm's cost of capital ant acceptable.

A finn's cost of capital may be aslinated through:

a) !he use of the illeiest rate attainable b) 'biasliig" it lendIIig Instibllions
(deposits or seariies) befonl taxes es an estimate 01 opportunIly cost 01
capital and

b) !he cIeterminIIlion 01 the weighted lIV8nIglI aftllr-l8x cost 01 ' ...... which
leIieds!he cost 01 aI forms 01 capiIaI!he firm uses. The two besic SCUC6S
of capital _ borrowed funds from leudiig InstiIuIions and ownership or
intemaI capital representing profiIs reinvested it the business.

To asliuale the WiMighted average cost of capital, one needs to detIi....:

a) !he prellnt cost of bofrorted or Ieesed funds from each lIOUnl8
b) en average cost of intemaI capital as iell8d8d b) the peRlIidage of equity

in business and risks being taken and
c) an adjusbuem for income tax errect.

Cost 01 _lOwed c.pbJ
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Lenders' interest rates vary by type of lender. And since many of these lenders' rates
are keyed to money market conditions, predicting costs of borrowed capital through
time is imprecise. Less difficulty exists when borrowers have considerable 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) capital

Cost of ownership capital is more difficult 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 use 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 information, ona can estimate the percentage of the
sources of capital in a business. Assuming that a company has a 50% equity (or will
average about half borrowed and half owned capital over the investment period) the
average cost of capital is estimated as follows:

Table 3.2 Average cost of capital

.,::S.:;;OU:;;.rces=..=.o",fca=-'pIt"'a:;;.I_...,.-._----'-'(1) % of Capil~_f_i~% of cost
Equity capital borrowed 50 0.10
Bank 40 0.09
Insuranoa company 10 0.08
TOTAL

Business ownership costs

Weighted cost (1) ~_~~.._
5.00
3.60
0.80
9.40

There are fIVe ownership costs that every company incurs, namely: depreciation
costs, interest costs, repair costs taxes, and insurance costs. They are commonly
referred to as the "DIRTI 5".

a) Depreciation

This is a procedure for allocating the used up value of durable assets over the period
they are owned by the business or until they are salvaged. By depreciating an asset,
an allowance is made for the deterioration in the assefs value as a result of use (wear
and tear), age and obsolescence. Generally, property is depreciable if it is used in
business or to eam income;, wears out, decays, gets used up or becomes obsolete,
and has a determinable useful life of more than one year. The proportion of the
original cost to be depreciated in anyone year is largely a matter of jUdgment and
financial management. Normally, the depreciation allowance taken in any given year
should reflect the actual decline in value of the asset - whether it is designed to
influence income taxes or the undepreciated value of an asset reflecting the resale
value of the asset.

There are four main and acceptable methods of calculating depreciation, namely:



-the aocelelated cost recovery system (ACRS) method
- the straight line method
-the declining balance mmeRtlhIKlOdld
-the sum of the years-digits method.

The ac:c:eleratecl cost recovery system meIhod Is a I8IativeIy new meIhod 01
calallating depIec:iation for tangible property. It came into use elfec:tiolely in 1981. As
a method ACRS generally gives much faslllr wriI8 orr than other meIhods bec8l_ I
has tax savings as its primary objective. It usually gives IitIIe consideration to aduaI
year-to-year change in value. Thus, for accounting purposes, other meIhods ant more
appropriate.

For tax purposes, property is classified as foIIows:-

i) 3~ptopetfy - automobiles and Ight-duty true::b used for lui....
purposes and certain special tools, and depreciable P10perty wiIh •
midpoint life of 4 years or less.

ii) 5 yearptOpetty - most farm equipment, grain bins, single purpose sIrUcIlns
and fences, breeding beef and daly eatlIe, office equipment and oIIice
furniIure. .

Hi) 10 yearptOp8Ity- includes depreciable property wlIh an 8llJ*IlId ..
between 10 and 12.4 yeln.

iv) 15 yearptopetfy - buildings.

The straight line method compuIes depIec:iation, Os, as follows:

I_Dw_-_oo.........;_' .......1

whent:
OC =OrigInal COllI or basis
SV =5aIvage value
L =expected useful life of the asset in the buIIneu.

DeclInIng balance method calc:ulal8S depreciallon as:-

1_D...;:;..=_R_v_x_R 1

whent:
RV = undepnIcIaIed value 01 the asset at lie start ollie accounIing period
such that, In year 1, RV =OC. and in succeeding,...,
RV. = [RV.., - ~,] x R (wiIh salvage value not being deducllId flam ClIigiIlII
value befOl8 computing depIec:iation).
R =the depnK:iation rate, which may be up to twice lie I'lIIII of deciI-. 111.,
allowed under sbaightline method.

Sum of the year-dlglls ".thod estimates the ......1Ion of an lISlIIIlas "'* uus:-

whent:
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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) Interest costs (rates) are incurred by a company when owned or borrowed funds
are invested in durable assets, because such money is tied up and cannot be
used for other purposes. On borrowed money, there will be a regUlar interest
payment, a standing obligation which must be met regardless of the level of use of
the asset purchased with the borrowed money. Also, an 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
account to increasing production.

c) Repairs costs are principally variable costs incurred on assets because of the
level of use of the assets through wear and tear. Some durable assets, however,
deteriorate with time even though they are not used. Fences, buildings and some
moving parts on machinery and equipment are prime examples, although they
deteriorate even more rapidly with use.

d) Taxes 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 services provided. Thus, any investment analysis that ignores the
annual tax obligation associated with the proposed investment will 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, the major insurance
companies are Old Mutual Insurance and General Accident Insurance, Minet
Insurance, Prudential Insurance, etc. Now attempt exercise 3.5.

Key terms

Average cost

of capital
Business ownership costs
Cash
Cash equiValents
Cash flow statement
Cash payments
Cost of borrowed capital
Cost of equity capital
Depreciation
DIRTl5
Financing
Funds use
Insurance costs

Interest rates
Investing activities
Operating activities
Pro forma cash flow statement
Repair costs
Returns on investment and
servicing of finance
SORS
Source and application of funds
Strategic four-factor model
Taxation
Taxes
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Chapter 4 • Budgetary control

Chapter objectives
This chapter is Intended to pr'O'Iide:

• An indic:a1iOl'l and explanation of the importallce of
budgetary COIlbol in marketing .. a key marketing
COIlbol technique

• An overview of the adva1tages and dilaclvaltlges of
bucIgeting

~ An introduction to the methods for P1&p81ilg budgels
• An appreciation of the uses of Illldgets.

There are two types of COIlbol, namely budgetary and Iina1cIlIL 11is c:hat*W
concentrates on budgetary COIlbol only. This is because financ:laI COIlbol was CIlMlRId
in detail in chapters one and two. BudgeIary control is defii'18d by the Instilule of Cost
and Management Acx:cx.mtanIs (CIMA) as:

"The establishment of budgets relating the 18SpoI....1iea of 8llIIC'1Iives to the
requirements of a poley. and the continuous COIlip81l1on of acIuaI will
budgeted results, either to sean by individual acIIon the objec:tive of that
policy, or to provide a basis for its nwisIon-.

Structure of the chapter

Of aI business acIiviIies. budgelilg is one of the mostil~ and, theielur..
requires deIaiIed attention. The c:hapter looks at the COIIC81Jl of I8SpoIIIIlMy ........
and the advantages and disadvantages of budgebI'1 COIlbol.1t then goes on to Ioc*
at the detail of budget construction and the use to which budgeIa can be pull.Jl8 ..
management tools, the c:hapter highlghla the need for detIIIld irIamlIIion, • the
tecIYIique is to be used to its fuIest advaillage.

Budgetary control methods

a) Budglit:

• A formal statement of the financ:laI I8SOUI'ClIS set 8Ilde for canying co
specific acIiviIies in a given period of tine.

• It helps 10 CXHlRfinal8 the acIiviIies of the 01gal lis1IIiOl..

An exarnpIe would be an advertising Illidgat or saIea fortIe budget

b) BudglItary coilllol:

• A COI..01 teehlique whereby acluIiI results are COl'IlpMICI will budglIIs
• Any differences ('YaIialices) are made the~ of key incIviduaIs

who can either exen:ise COldlul action or revile the Oligi'" Illldgets

Budgetary c:onIroI and responsibility C8flIIws:
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A responsibility center 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 centers:

a) Revenue centers

Organizational units in which outputs are measured in monetary terms but are
not directly compared to input costs.

b) Expense centers

Units where inputs are measured in monetary terms but outputs are not.

c) Profit centers

Where performance is measured by the difference between revenues
(outputs) and expenditure (inputs). Inter-departmental sales are often made
using ''transfer prices".

d) Investment centres

Where outputs are compared with the assets employed in producing them, I.e.
ROI.

Advantages of bUdgeting and bUdgetary control

There are a number of advantages to budgeting and budgetary control:

.• Compels management to think about the future, which is probably the most
important feature of a budgetary planning and control system. Forces
management to look ahead, to set out detailed plans for achieving the
targets for each department, operation and (ideally) each manager, to
anticipate and give the organisation purpose and direction.

• Promotes coordination and communication.
• Clearly defines areas 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 appraisal (variance analysis). A budget is
basically a yardstick against which actual performance is measured and
assessed. Control is provided by comparisons of actual results against
budget plan. Departures from budget can then be investigated and the
reasons for the differences can be divided into controllable and non
controllable factors.

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

principle.

Problems in bUdgeting
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Whilst budgets may be an essential part of any marketing ac:tivlly 1tley do have a
number of disadvantages, partiallaJ1y in perception tenns.

- Budgets can be seen as pressure devices illPlll.d by IIl8IIIIg8II*II, thus
resulting in:

a) bad labour reIationI
b) inacant8 nlCOld-keeping.

- DepalblIeiltai contrlCl arises due to:
a) disputes over I1lSOI.IC8 aIocaIion
b) departments blaming each oIher if targels .. not allail8d.

-It is crlfflcult to reconcile personallindividual and COIflOiate goals.
- Waste may arise as managers adopt the view, "we had betI8r spend it or..

wiD lose it". This is often coupled with -empire building" in order to enhance
the prestige of a department.

Responsibility versus c:ontroIIing, I.e. some COlIs .. under the InlIuence of
more than one person, e.g. power COlIs.

- Managers may overestimllte costs so that 1tley wiI not be blamed in the
future shoukI1tley overspend.

Charac::leristlca oIa budgIIt

A good budget Is c:haracI8rlz:8d by the foIIorJing:

- Participation: irMllve as many peopie as ponlble in doawilg up a budget
- Compr8hensivene: embrace the whole organIzallcM.
- Standards: bale It on 8lItabIIlhed ItandardI of pedoIlI..1C8.

- Flexibility: allow for c:hangiIII cin:umstallCltS.
- Feedback: c:onstantIy IIlOililDr performance.
- Analysis of costs and revenues: this can be done on the basil of pruduct
lnes, departments or cost cenI8rs.

Budget organization and admlnilltlallcw1:

In orgarJzilIlI and administering a budget system the following c:h8IacllIilslb ...,
apply:

a) Budget cenbu: Units AIIPO'l*IbIe for the prepanIIion of blldgela. A blwtget
C8i Ibe may encompass several cost C8ilbes.

b) Budget commitIee: This may consist of senior members of the orpnisation,
e.g. depaibl..11aI heads and execuIIveI (with the managing ........ _
chairman). Every part of the organisaIIon lIhauld be AIPI.I InIId on ..
c:ommitl8e, so there IhouId be a repnli. l!allve fnIm ...... production,
marketing and so on. FI.I1dionS of the budget COIIII1IIl11e indude:

- Coordination of.. preparation of blldgela, Inc:IudIng.....of •
manual
-Issuing of timeIabIeI for fRP8IaIIon of budglll
- Provision of infOnnIIlion to assist budget JlIwpaaliui.

l C_J_Budget_~_~_~_~_::-_-_-_COI_ft_:_oIs_8dl_~_I8I_bl_~_Idget__:_Iith_._~.._~_.a_lIoi_

and

_n_The_

Im

_:_

stil

_'

O

_:_"_:_=_: .J
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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) Budget manual:

This document:

• charts the organisation
• details the budget procedures
• contains account codes for items of expenditure and revenue
• timetables the process
• clealiy defines the responsibility of persons involved in the budgeting
system.

Budget preparation

FirsUy, determine the principal budget factor. This is also known as the key bUdget
factor or limiting budget factor and is the factor, which will limit the activities of an
undertaking. This limits output, e.g. sales, material or labour.

a) Sales budget: this involves a realistic sales forecast This is prepared in units of
each product and also in sales value. Methods of sales forecasting include:

• sales force opinions
• mar1(et research
• statistical methods (correlation analysis and examination of trends)
• mathematical models.

In using these techniques consider:

• company's pricing policy
• general economic and pOlitical conditions
• changes in the population
• competition
• consumers' income and tastes
• advertising and other sales promotion techniques
• after sales service
• credit terms offered.

b) Production budget: expressed in quantitative terms only and is geared to the sales
budget. The production manager's duties include:

• analysis of plant utilisation
• wor1(-in-progress budgets.

If requirements exceed capacity he may:

• subcontract
• plan for overtime

bl
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• inIroduce shift work
• hire or buy additional machinery
• The materials purchases budget's boIh quallilalive and Ii..1CiaI.

c) Raw materials and purchasing budget

• The materials usage budget is in Ql.aIIIiIIes.
• The mateliaIs purchases budget is boIh quantiIatIve and financial.

Factors influenCing a) and b) include:

prodIlCtion ......................... I~_I_I-

• pIar;tIi IQ s1Dck levels
• sIDrage space
• trends of material prices.

d) Labour budget is boIh qua llilalive and financ:iaI. ThIs is InfIuenc:8d by:

• prodIlCtion requirements
• man-hours avaH....
• grades of labour required
• wage I'lII8s (union agreements)
• the need for inc:entiYes.

e) Cash budget a cash plan for a defined period of time. It lIUIl'IIIl8riIe IIIGulhly
receipts and payments. Hence. it highlights monthly surpluses and dllIicils of aduaI
cash. Its main uses are:

• to mainIain 001\1101 over a firm's cash requiremenIs, e.g. IlDck and deI*lIs
• to enable a firm to take precauIIonary IIlIllIlARS and_._1Q8 in 1C8 for
invasbllent and loan facilities whenever cash aurptul.1 or cIeIItils ....
• to show the feasibility of rnanagemenl's plans in cash I8rmI
• to illustrat8the financial impact of changes in managemeut policy, e.g.
change of aedit tIImIS offered to aJIlDmers.

Receipts of cash may came from one of the following:

.cashsalel

• paynt8l11s by debIiDo's
• the sale of fixed asselS

• the issue of new""
• the l8C8ipt of i1lhnst and dividendi from in\:. bJienIa.

Payments of cash may be for one or more of the fQIowlng:

• pt.Id1ase of slDcks
• paymenlS of .JJ11g8S orott. expenl I I

• pt.Id1ase of capiIaI it8mS
• payment of inI8lest, cividends or 1alallIon.
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i) Step 1: set out a pro tonna cash budget month by month. Below is a suggested
layout

Month 1
$

Cash receipts
Receipts trom debtOlS
Sales of capital items
Loans received
Proceeds from share Issues
Any other cash receipts
Cash payments
Payments to creditors
Wages and salaries
Loan repayments
Capital expenditure
Taxation
Dividends
Any other cash expenditure
Receipts less payments
Opening cash balance bIf W
Closing cash balance elf 2!:
ii) Step 2: sort out cash receipts from debtors
iii) Step 3: other income
iv) Step 4: sort out cash payments to suppliers
v) Step 5: establish other cash payments in the month

Month 2
$

Month 3
$

Y:
z

Figure 4.1 shows the composition of a master bUdget analysis.

Figure 4.1 Composition of a maslier budget

OPERATING BUDGET
consists of:-
Budget PIL ace: get:
Production budget
Materials budget
Labour budget
Admin. budget
Stocks budget

f) Other bUdgets:

These include budgets for:

FINANCIAL BUDGET
consists of
Cash budget
Balance sheet
Funds statement

• administration
• research and development
• selling and distribution expenses
• capital expenditures
• working capital (debtors and creditors).

The master budget (figure 4.1) illustrates this. Now attempt exercise 4.1.

b3
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Exen:_ 4.1 Budgeting I

Draw up a cash budget for D. Sitho/e showing the balance at the end~ eed'I rnanlh,
from the following information provided by her for the six IIlOIIlhs ended 31 DecImber
19X2.

a) Opening Cash $1,200.

2001 2002
sales It $20 per .... MAR APR MAY JUN JUL AUG SEP OCT NOV DEC JAN FEB

280200320280400300350400380400280250

Cash is receiYed for sales afI8r 3 months following the ......

c) Production In unIls: 240 270 300 320 350 370 380 340 310 280 250
d) Raw materials cost $5funil Of this 80% is paid in the month~ production and 20%

after producIion.
e) Direct labour costs of $8IUnit are payable in the month of prodIlCIion.
f) Variable expenses are $2Iunil Of this~ is paid In the same month 81 production

and~ in the month following production.
g) FIXed expenses are $4OOfmonIh payable eed'I monIh.
h) Machinery costillg $2,000 to be p&icI for In ()c;IOOer 19X2.
i) Will receive a IeglIc:y~ $ 2,500 in December 19X2.
j) Drawings to be $3OOImonth.

A sua- cane farm in the LowveId cflS1riCt may devise an Clp8lali '" budget 81 foIIcJ:JJS:

• CuIlivation
• IrrigItion
• FI8Id mainlenanc:e
• Harvesting
• Tl'8l'lIfXl(talb'l.

With eed'I opei81b'l, there wlI be costs for Iabcu, maI8rfaIs and machiI.y USlIglt.
Thelefol8, for e.g. hantesli",. these may include four resoun:es, nMIlIIy:

.1 aI!ooJr:

• Trac:tors
• C8ne trailers
• Implements and SU1dries.

Having idei ,lilied cost cel,lI.., the next step wlI be to mIIka • quaditalive C8IcI.......
of the resources to be used, and to further break this down to II10rlIIl peliods, say,
one month or three 1TIOI1lhs. The length of period chosen Is In,PO,1811t in that the
short8r it is, the greater the COl ,1101 that can be exen:ised by the budget but the
greater the expense in prepandion of the budget and reporIi", ~ any V.i81lC8S.

b4
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The quantitative budget for harvesting may be calculated as shown in figure 4.2.

Figure 4.2 Quantitative harvesting budget

Harvesting
Labour
Cutting
Sundry
Tractors
Cane trailers
Imp, & sundries

1st qua;.::rte::..r_

nil
nil
nil
nil
nil

2nd qu~!:!~r

9,000 tonnes
300 man days

630 hours
9,000 tonnes
9,OOOlonnes

3rd quarter

16,000 tonnes
450 man days

1,100 hours
16,000 tonnes
16,OOOlonnes

4th quarter

10,000 tonnes
450 man days

700 hours
10,000 tonnes
10,000 tonnes

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

Once the budget in quantitative terms has been prepared, unit costs can then be
allocated to the individual items to amve 'at a budget for harvesting in financial terms
as shown in table 4.2.

Charge out costs

In table 4.2 tractors have a unit cost of $7.50 per hour - machines like tractors have a
whole range of costs like fuel and oil, repairs and maintenance, driver, licence, road
tax and insurance and depreciation. Some of the costs are fIXed, e.g. depreciation
and insurance, whereas some vary direcUy with use of the tractor, e.g. fuel and oil.
Other costs such as repairs are unpredictable and may be very high or low • an
estimated figure based on past experience.

Figure 4.3 Harvesting cost budget

Item harvesting Unit cost 1st quarter 2nd 3rd quarter 4th quarter ToIal
quarter

Labor
Cutting $0.75 pertonne 6,750 12,000 7,500 26,250
Sundry $2.50 per day 750 1,125 1,125 3,000
Tractors $7.50 per hour 4,725 6,250 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,n5 $17,875 $1$1,475

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

If the tractor is used for more than 1,000 hours then there will be an over-recovery on
its operational costs and if used for less than 1,000 hours there will be under
recovery, Le. in the first instance making an internal 'profit and in the second a 'loss'.
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Flgunl 4.4 Tractor costs

fixed costs Deprec:latIon
licence 8Ild InsUIBIIC8
Driver
Repllils

VarI8b1e costs Fuel 8Ild 01
Maintenance

No. of hollis USICI
COSt per IIcu

Mastar bucIgIIt

(S)
2.000.110
2lIO.1IO

1110.110 per monIh
6lIO.1IO per I/IIlUIII

2.110 per IIcu
3.110 per 2lIO hours

COSt per _ (1.000 hours)

(S)
2,000.110
2lIO.1IO

1,2l1O.1IO
6lIO.1IO

2,000.110
1.5l1O.llO
7.500.11II
1,000.110

7.50

The master budget for the sugar cane farm may be as Ihown In fig&n 4.5. The
budget represents an overal objedive for the farm for the whale yeer Mild.
expressed in financiall8mlI.

Table 4.5 OperatIng bucIgIIt for sugar caM rann 18X4

1st qll8lt8r 2nd querter 3Id CjII!t!r 4th ....... Tatal $
R_fnJrncane 130.000 250,000 120.000 500,000
Less: COSts
Cultivation 37,281 48,288 42.- 55.418 113,313
Irrigation 7PS 15,287 111.473 11,32l1 52,377
FIeld IlllIinIenanc:e 4,1128 12,923 15,881 7~ 41.002
HaNwlinll 15.825 27.775 17.1175 81,415
Tl8nspo1tal1on 14.1110 24.750 15.750 54,8l1O

48,385 108,413 128,357 107,832 312,787
Add: Opening YlIIulIIIon 85.lIlIO 135.185 112,240 84,2110 85,lIlIO

135.185 241.5711 241.587 201,11I2 47l1,587
Les: CIosInlI VlIIIIlIIIon 135.185 112,240 84,2110 1lO,2lIO 1lO,2lIO
_ aapeast 128.33lI 147,337 111._ -,277
~surplus 8lI,2l1O 102,8l13 11'- 111,723
Less: Ovllltlnds 5.111I 7.3111 7.48lI 5.121 a.OM
-!MolII 5 ) (5.1178) (8.888) 115.177 3.077 lI5,e7I

Once the operatiIlg budget hal been prepantd. two furtM' bllllgels can be done.
namely.

i. Balance sheet 8t the end of the JUl.
i. Cash flow budget which shows the amountofClIIh rI8C8Ilary to~..

opelamlg budget. It is of great imporIaIa 1haI the buIi .11 hallUIIicilInt
funds to SlIPPOrt the planned opelalional budget.

A8portIng back

During the year the management accountant wII pn1p818 ...l8meI.... as quicIdy as
possible after each opetaling period. in our example. each qI8I8r. setting out the
actual opel8ling costs against the budgeted costs. ThIs stalIiIneId wiI c:aIn.... the
cflffererlCl between the 'budgel8d' and the .ac:tu8I' cost, which is called the 'V8IiaI01.

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

Figure 4.6 Management accou~ . actual costs against budget costs
Management accou~for sugar cane farm 3rd quarter 19X4

3rd quarter Veartodate
Actual Budget Variance Actual Budget Variance

Item Harvesting
Labour
• Cutting 12,200 12,000 (200) 19.060 18,750 (310)
- Sundry 742 1,125 383 1,584 1,875 291
Tractors 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 & sundries 4,270 4,000 (270) 6,513 6,250 (263)

28,265 27,775 (490) 43,162 43,600 438

Here, actual harvesting costs for the 3rd quarter are $28,265 against a budget of
$27,n5 indicating an increase of $490 whilst the cumulative figure for the year to
date shows an overall saving of $438. It appears that actual costs are less than
budgeted costs, so the harvesting operations are proceeding within the budget set
and satisfactory. However, a further look may reveal that this may not be the case.
The budget was based on a cane tonnage cut of 16,000 tonnes in the 3rd quarter and
a cumulative tonnage of 25,000. If these tonnages have been achieved then the
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 the variance. Similarly, if the actual tonnage was significantly less
than budgeted, then what is indicated as a marginal saving in the variance may, in
fact, be a considerable overspending.

Price and quantity variances

Just to state that there is a variance on a partiCUlar item of expenditure does not really
mean a lot Most costs are composed of two elements - the quantity used and the
price per unit A variance between the actual cost of an item and its budgeted cost
may be due to one or both of these factors. Apparent similarity between budgeted
and actual costs may hide significant compensating variances between price and
usage.

For' example, say it is budgeted 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 investigations 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
revealed by further analysis, which a comparison of the total costs would not have
revealed. Price and usage variances for major items of expense are discussed below.

Labour

The difference between actual labour 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 variance can be split into:
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i} Wage rate variance: the wage rate was higher or lower than bucIgeI8d, e.g.
using more unskilled labor, or WOIU1g overtime lit a higher...

ii) Labor efficiency variance: arises when the actual tine spent on a particIB
job is higher or lower than the standard labor hours specified, e.g. bJ elhdown
ofa madli18.

Mlterl...

The variance for materials cost could also be split into price and usage B1l111181D:

i} Material price variance: arises when the actual unit price is g1lllin or lower
than budgeted. Could be due to inflation, discounls, aII8matIve IUPfllera eIIC.

ii} Mal8riaI quantity variance: arises when the actuaI8RllUlt of m...1iaI1.-cI
is greater or lower than the alTlCUlt specIIied in the bJwtget, e.g. a budgeeIMI
fertiliser lit 350 kg per hectare may be ina8ased or dea"lad when the
actual fertiliser is applied, giving rise to a usage variance.

Overheads

Again, ovemead variance can be split into:

i} Overhead volume variance: whent ovemBlIlI are tak8n InID the COlI
c:8libes, a production higher or lower than budg.IBd wiI cause an ovw-a
under-abJorplion of ovemeadl.

i) Overtlead expendilure variance: whent the actual ovemeld 8lCp8I1C11Jn is
higher or lower than that budgeted for the level of ouIJU arb"'"
produced.

Calc:ulatlon of price and ' ..ega variances

The price and usage variance 818 calculat8d es foIows:

IPrice. variance =(budgeted price - acIuaI price) Xactual quantity
Usage variance =(budgeted quantity - actual quentily) X budgel8d price

Now allernpt exen:iJe 4.2.

ExercIse 4.2 CompuIdon of Jabour variances

It was bucIgeI8d that it would take 200 man days at $10.00 per., to COJ11lIIII the
task costing $2,000.00 when the actual cost was $1,875.00, being 150 man days at
$12.50 per daly. CaIa1IaIe:

i) Price variancI
i) Usage ."1Ce

Comment briefly on the results of your caIcuIaIion.

Management action and cost control

b8
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Producing infonnation in management accounting fonn is expensive in tenns of the
time and effort involved. It will be very wasteful if the infonnation once produced is not
put into effective use.

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

a) preparation of budgets
b) communicating and agreeing budgets with all concerned
c) having an accounting system that will record all actual costs
d) preparing statements that will compare actual costs with budgets, showing
any variances and disclosing the reasons for them, and
e) taking any appropriate action based 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 that department's control to take corrective action. Other
variances might prove to be much more difficult, and sometimes impossible, to
control.

Variances revealed are 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 system has been in operation for some time, there is a tendency for
next year's budget to be justified by reference to the actual levels being achieved at
present In fact this is part of the financial analysis discussed so far, but the proper
analysis process takes into account all the changes which should affect the future
activities of the company. Even using such an analytical base, some businesses find
that historical comparisons, and particularly the current level of constraints on
resources, can inhibit really innovative changes in budgets. This can cause a severe
handicap for the business because the budget 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 necessa/y to achieve longer tem! objectives.

One way of breaking out of this cyclical budgeting problem is to go back to basics and
develop the budget from an assumption of no existing resources (that is, a zero
base). This means all resources will have to be justified and the chosen way of
achieVing any specified objectives will have to be compared with the alternatives. For
example, in the sales area, the current existing field sales force 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
sales force, or a different-sized team, and the company then has to plan how to
implement this new strategy.

The obvious 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
halt 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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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 action .
• An explanation of the relevant costs for decision making purposes
• The construction of Cost-Volume-Profit analyses and Breakeven

charts and their usefulness in decision making .
• The factors affecting the economic choice of whether to make

components in-house or buy from outside
• How to make decisions on shutdown, additions or deletions to

prodUct lines or ranges, importent to marketing managers.

The need for a decision arises in business because a manager is faced with a problem
and alternative courses of action are available. In deciding which option to choose he
will 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 alternative. Some of the factors
affecting the decision may not be expressed in monetary value. Hence, the manager
will have to make 'qualitative' judgements, e.g. in deciding which of two personnel
should be promoted to a managerial position. A 'quantitative' decision, on the other
hand, is possible when the various factors, and relationships between them, are
measurable. This chapter will concentrate on quantitative decisions based on data
expressed in monetary value and relating to costs and revenues as measured by the
management accountant.

Structure of the chapter

Often "information" is interpreted by marketers as being "external" market based
information. However, "intema'" sources are just as importent, none more so than
financial information. The chapter looks at the relevant elements of cost for decision
making, then looks at the various techniques inclUding breakeven analysis. Other
importent business decisions are whether to source components internally· or have
them brought in from outside, and whether to continue with operations if they appear
uneconomic. The chapter examines the techniques useful in helping to make decisions
in these areas.

Elements of a decision

A quantitative decision problem involves six parts:

a) An objective that can be quantified Sometimes referred to as 'choice
criterion' or 'objective function', e.g. maximisation of profit or minimisation of total
costs.
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b) Constraints Many decision problems have one or men COl.....a. e.g.
limited raw materials, labour. eIc. It is thelefore COlII'lOl'IlD ftncI ... oIliedMt that
will maximise profits subject lD defined COl a.

c) A range of alternative courses of action COllllidelallon. For example.
in order to minimise costs of a manufacturing Clp8Iation, the &valalM
alt8matives may be:

i) lD continue manufacIurIng as at pnIl1nt
Ii) lD change the manufacIuring method
iii) lD sutH:ollbact the work lD a third party.

d) FonK:astlng of the inaernental costs and beii8fitl of 88Ch alternative COlJIS8
of action.

e) AppIIc:atIon of the decision crit8rIa or oIliedMt functian, e.g. the cl'k:ulatian
of expected profit or contribUtion. and the ranking of alternatives.

f) ChoIce of prefemId aItematives.

Relevant costs for decision making

The costs which should be used for dec:isian making 818 oftIIn I8femId to as ....,.Il
costs-. elMA defil8l relevant costs .. 'costs appropda" lD aiding the m..dng of
specific manegement decisions'.

To affect a decision a COlt must be:

a) FuIIn: Past costs 818 irlillant, as we Carli1Clt aII'ect them by CU'IWIt cleclliol_
and they 818 common lD all 81l8ma1lves that we may c:hooIe.

b) Incremenlal. ' Meening. expenditure which wII be i1c:urnIcI or 8VOIdIId ... ,...
of making a decision. Any costs which would be i1c:urnIcI wheIIl8I or not the
decision is made 818 not said lD be i1~llIIIlDthe clecililM'l.

c) Cash flow: Expenses such as depreciatian 818 not cash ftaws and 818 theiilbe
not I8Ievant. Similarly, the book value of existing equiprfB1t is i'III._ but the
disposal value is reIevai It.

0IherbBrmI:

d) Common costs: Costs which wiI be idenIlcaI for aI aItamaIlvea 818 mil.... e.g.
rent or ...... an a faclDry would be inamld wNi....... prodilCla 818 prodiad

e) Sook COlIs: AnoIher .,.,. for past costs, which 818 always il..I .... e.g.
dedicated fixed assets, development costs ainlldy ina.mld.

f) CommitbBd costs: A fubn cash outflow that wiI be ina.m1c18I1YWlIJ............
decision is taken now, e.g. COlltlacts aIr8ady enlIIlred inIo which ca lICIt be
aIbBred.

Opportunity cost

Relevant costs may also be expntIS8d as opporU1ity COlts. An opportunity cost is the
banefit foregone by choosing one opportunity instead of the next best aItemaIlve.

Example
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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 furnishings, in replacement for other material which
could cost $900

b) b) of selling it if a buyer could be found (the proceeds are unlikely to exceed
$800).

In calculating the likely profit from the proposed book before deciding to go ahead with
the project, the leather would not be 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 incuning any specific cost in doing so. In using the leather on the
book, however, the company will lose the opportunities of either disposing of it for $800
or of using it to save an outlay of $900 on desk furnishings.

The better of these alternatives, from the point of view of benefiting 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 decision purposes will be the sum at

i) 'avoidable outlay costs', Le. those costs which will be incurred only if the
book project is approved, and will 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 cosf.

Now attempt exercise 5.1.

Exercise 5.1 Relevant costs and opportunity costs

Zimglass Industries Ltd. has been approached by a customer who would like a special
job to be done for him, and is willing to pay $60,000 for it. The job would require the
following materials.

Material Total units Units already ir Book value of units Realisable value Replacement cost
required stock in stock $Iunlt $Iunlt $Iunlt

A 1000 0 16.00
B 1000 800 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) Malerial 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 C and 0 are in stock due to previous over-buying, and they have
restricted use. No other use could be found for material C, but the units of
material 0 could be used in another job as a substitute for 300 units of

••• 0 ....
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material E, which currently costs $15 per lA'lit (of which the company has no
units In stock at the moment).

Calculate the relevant costs of rnateriaI for decidillg whether or not to .:cept the
conInIc:l You must carefully and clearly explain the 1'8810I\I for yow' Irwb,iMt of each
material.

The assumptions In relevant costing

Some of the assumptions made In relevant wsti '" ... as fcIouts:

a) Cost behaviour patterns ... known, e.g. if a department dellel down, the
attributab18 fixed cost savings would be known.

b) The amount of fixed Costs, unit variabI8 costs. sales pric8 and sales del1'.-1d ..
known with certaillty.

c) The objective of decision making In the short nrI II to mulnin '8atisfacticlo1',
which is often known 8$ 'short-tenn profil'.

d) The information on which a decision is based II compIeIe and,.. '''e.

Coat-volume pi"'" (CVP) analysis

CVP analysis Involves the analysis of how tDt8I costs, tDtaI rwvenues and tDtaI pruIiIs
are I'8Ial8d to sales volume, and is th8r8fonI c:oncamed with p.ecIcIi '" the effecIs of
changes In costs and sales volume on profit. It is also k11OW1'l as 'bnI1I11 wen _1lIIy1il'.

The technique used carefuIy rna» be helpfUl In the foIowing 1ituatioI1S:

a) Budgat planning. The volume of sales required to make a profit (braille wen
point) and the 'safely margin' for profits in the budget can be measured.

b) Pricing and sales voIum8 decisions.
c) 8aIes mix decisions, to d8l8rmiIl8 in what praportioIlS each product IhcUd be

sold.
d) Decisions that wII affect the cost strucILn and pruduction • ..-:ily of ..

company.

The basic principles of CVP ana'"

. CVP analysis is based on the assumption of a linear tDtaI cost lunc.oll (consta. unit
variable cost and CIlIlStMt fixed costs) and 10 is an application of ~"illllmli",
P1ilCipln

The P1i1lCiplll of rnarginaI costing can be SUI'IlIIl8riz8d 8$ foIaLW:

a) Period fixed costs ... a constant amount, thel8fOl'8 if one .... unit of product II
made and sold, tDt8I costs wII only rise by the 'i8liabIe cost (the trJ8IfIineI COlt)
of producIion and sales for that unit.

b) Also, total costs wII faI by the variable cost per unit for each redllCllon by one unit
in the Iev8I of activit».

c) The additional profit aamed by making and lellng one .... unit II the IIIlInI
revenue from its sales minus its variable costs, i.e. the contribution per unit.

d) As the volume of activit» 1ncre8S8S, there wII be an i ICIUSI in tDt8I prafils (or a
reduction in losses) equal to the total revenue minus the tDt8I exira variable
costs. This is the exlra contribution from the 8ldI'8 output and sales.
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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.

Revenue
Variable cost of sales
CONTRIBUTION
Fixed Costs
PROFIT

Example: breakeven charts and PN charts

x
Q9
X
Q9
X

Sabre Products Ltd. makes and sells a single product. The variable cost is $3/unit and
the variable cost of selling is $1/unit. Fixed costs total $6,000 and the unit sales price is
$6.

Sabre Products Ltd. budgets to make 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 breakeven, and the safety margin in the budget

Solution:

A breakeven chart records the amount of fixed costs, variable costs, total costs and
total revenue at all volumes of sales, and at a given sales price as follows:

Figure 5.1 Breakeven chart

Revert.
21,600

18,000

6.000

...._ _ -._.•.....................

i:,
....................... e' : ):IlJCjge1

TOUI costs •.""., i M . :
."".-" ~ 80rpln~

....-", i Safely j

1.000 2.000 3.000
Output lSale. units

3,600

The 'breakeven poinf is where revenues and total costs 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 breakeven point is 3,000 units of sale and
$18,000 in sales revenue.

The 'margin of safety' is the amount which actual output/sales may fall short of the
budget without a loss being made, often expressed as a percentage of the budgeted
sales volume. It is a rough measure of the risk that Sabre Products might make a loss if
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it fails to achieve its budget. In our example, the margin of sarety is c"'a..... as
follows:

UnIs
Budgeted SIIIes
BI8akeven point
Margin of S8fety (MOS)

3,800
}JIIlIl
.g

As a peiC8i l\age of buc\getIId sales; the

IL..M_ O_s-....:::;1:::::::.D ---J1

= 18.87fJl..

A high margin of sarety shows a good upedalloii of profils, even if the bllClget is not
achieved.

The ProIIIVoIume (PH) graph

The PN graph is simu. to the breakeven chart, and recoll:la the prall or loa III each
level of sales, at a given sales price. It is a waight line graph, drawn by .....(Ing the
following:

i) the loss at zero sales, which is the lui amount of fixed COltS
i) the profit/(Ioss) at the budgeIBd sales 1lMII.

The two points are then joined up. In our example abcMt, the PNgi..would Ioc* Ib
this:

Flgunt 5.2 The pio.ltIvoI.... (PH) gl'llph

~~. ...."

llatllV
1••/" ..... ,.,.••

.....···Ii~*"" ~8CIOJ
/ $1t,ClOO

CulbIJulion ..........."'
.'

s

1,:200

I------~~~~

.'
.'

.'•.'
8,000

The breakeven point may be read from the graph as $18,000 in sales revenue,. the
margin of sarety is $3,600 in sales revenue or 18.87fJl. budgeted sales revenue.
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The arithmetic of CVP analysis

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

I S == V+ F at the breakeven point,

where:

S == sales revenue
V == variable costs
F == fixed costs (so that V + F == total costs).

Therefore:

I (5· V) == F

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

b) To calculate the amount of sales needed to achieve a target profit the following
formula applies:

IS==V+F+P

Therefore,

I(8· V) .. (F + P)

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

Now attempt exercise 5.2.

Exercise 5.2 Arithmetic of CVP analysis

Ndlovu Ltd. manufactures a single product, which has a variable cost of safe of $8/unit
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) Breakeven
b) Earn a profit of at least $6,000.

The contribution/sales ratio (C/S ratio)

The CIS ratio shows how much contribution is eamed per $1 of sales revenue earned.
Since costs and sales revenues are linear functions, the CIS ratio is constant at all
levels of output and sales. It is 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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target profit or the expec:led total contribution at a given volume 01 sales end with a
given CIS ratiO.

As an aJtemative method of caJcuIation, the bntakeven point In sales AMIflU8 Is
calculat8d as follows:

, ~.«W~_~d~ I
C'S'" CIS".

"'"-----------"

Similarly, the saJes volume needed to achieve a target profit Is ClIICI "ated as rClic LW:

I......",~_JIJDtlCDIII+'" I
CIS". CIS".---_----I

In exercise 5.2, the CIS ratiO is

a) 1lle breakeven point is lheIero..

IRaqIimlaDlibulllll bt.ooa I
__c_,_S_IIIIi_"O__-_33..;K:.." __

RequinId sales to bnNIkeven

= $72.000 or divided by $12 = 8,000 wiIs

b) To achieve a target profit of se.OOO the reqund sales ..CIlIa 1••• 11 as;

IRaqIiml aDlibulllll S3Q.DDII II
__C_'S_IIIIi_"_O__-_33...,:K::."______________ '
=$90.000
or divided by 12
=7.500wiIs

A company is often raced with the decision as to~ It IIhouId II'I8nlI8cIIn •
component or buy It ouIlIide.

Suppose ror example. that Muanzu Ud. make four CClIIipCll18l .... W. X. Y end Z. willi
expected costs for the c:omiIlg year as roIans:
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w X
=-~,...-;--;;-:-;--.•_.__•._.._-----_.__._.._-_._.._..._.._._--
Production (units) 1,000 2,000
Unit marginal costs $ $
Direct materials 4 5
Direct labour 8 9
Variable production overtleeds £ ~

.1.i 17

y

4,000
$
2
4

1
7

z
3,000
$
4
6

~

12

Direct fixed costs/annum and committed fixed costs are as follOws:

Incurred as a direct consequence of making W
Incurred as a direct consequence of making X
Incurred as a direct consequence of making Y
Incurred as a direct consequence of making Z
Other committed fixed costs

1,000
5,000
6,000
8,000
30.000
~

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.

Solution and discussion

a) The relevant costs are the differential costs between making and buying. They
consist of differences in unit variable costs plus differences In direcUy attributable fixed
costs. Subcontracting will result in some savings on fixed cost

W X Y Z
$ $ $ $

Unit variable cost of making 14 17 7 12
Unit variable cost of buying 12 21 1Q 14

(2) ~ 6 &
Annual requirements in units 1,000 2,000 4,000 3,000
ExIra variable cost of buying per annum (2,000) 8,000 12,000 6,000
Fixed cost saved by buying 1Jll!Q UIlQ ~ §.!!QQ'
ExIra total cost of buying <M!!ID ~ M!!2 <2..Q!!!!)

b) The company would save $3,OOO/annum by sub-contracting component W, and
$2,OOO/annum by sub-contracting component Z.

c) In this example, relevant costs are the variable costs of in-house manufacture, the
variable costs of sub-contracted units, and the saving in fixed costs.

d) Other important considerations are as follows:

i) If components Wand Z are sub-contracted, the company will have spare
capacity. How should that spare capacity be profitably used? Are there
hidden benefits to be obtained from sub-contracting? Will there be
resentment from the worldorce?
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ii) Would the sub-cOIlbacto.' be reliable wiIh deIlvery times, and is the quality the
same as those manufaclLnd inl8maIIy?

iii) Does the company wish ID be tIexibIe and mailltai1 beIIIIr Wi..01 over
operations by making everything itHIr7

iv) Are the estimates of fixed costs savings rellbIe? In the CII8 of product W,
buying is clearly cheaper thin making fn.houIe.~. for product Z. the
dedsion ID buy rather thin make would only be fi8'lCi8ly alllaclive if the
fixed cost savings of $8,000 could be derrvered by IIBlllg8nI8I'IlIn P18Clic1.
this may not maI8rf8Iise.

Now attempt exercise 5.3.

exercise 5.3 MIke or buy

The Pip, a component used by Goya Manufacfuting LJd.. Is ilCOl"pOiatlid into alUllber
of its c:ompIeted produds. The PIp is purchased from a IUpFlerat $2.50 perWiIIpOl_1t
and some 20,000 are used 8l'Il'IU8Iy in production.

The price of $2.50 is considered ID be c:ornpetltive, and the supfller '* mainliliined
good quaIlty service over the last five years. The produc:Iion engineerilg dlpaibl_ltat
Goya Manufac:Iuring lid. has submitIlId a proposll to marU8c:t1n the~ iI-house.
The variable cost per unit produced is estimated at $1.20 and adcIlioIlaI annual fixed
costs that would be ina.rred if the Pip were manufactured are estiIllallld at $20.800.

a) Determinewhell..-Goya Manufacturing lid. should WiItilU8to Ploid ••1 the~
or manufadure It fn.houIe.

b) Indica.. the level of production required that would make Goya Manufaduring
lid. decide in favour of manurac:turing the~ itself.

Shutdown problems

Shutdown P1ob1ems involve the following types of decilioill:

a) Whether or not to dose dcMn a factory, depabllWlt. product line or oe.
activity, either bIIcalill8. is making Ios.e. or ..... It is tDo ....... II)

run.
b) If the decisiM is to shut down, wheII..-the doIure should be pem••1t or

tempoI8IY. Shutdown deciIionI ofI8n involve long I8rm Willideialioi.. and
c:apitaI expendiIures and revenues.

c) A shutdown should reUt in savings in annual op8iatilg costs for alUllberof
years in the fulure.

d) Closure results in relelse of some fixed ..... for sale. Some ..... might
have a smaI saap value, but others. e.g. propeIty, might have a -..tallial
sale value.

e) Employees affecIIId by the cIosln must be made nIdundant or" : rI,
perhaps even offered earty leIirement. Thent wII be Iuq) ... pajIII8IitI
involved which must be taken inID WiISidenlliolL For "'1"••1flPOI8
dosure of a regional oftic8 results in annual savings of $100,000, fixed
ass8ls sold off for $2 rdion, but redundancy pajlll8l11s would be $3""L
The shutdown decision would involve an assesament of the net •AjiMIII cost
of closure ($1 minion) against the annual benefits ($100,000 per anrun).
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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 so these
items would be self-cancelling.

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

Now attempt exercise 5.4.

Exercise 5.4 Adding or deleting products

Brass Ud. manufactures three products, Swans, Ducks and Chicks. 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 ~ ~ 35,000 ~
Contribution 20,000 15,000 25,000 60,000
Fixed costs 17.000 ~ 20·000 55.000
Profll/(Ioss) M!!Q (3.000) MQQ 5.000

Brass Ltd. is concerned about its poor profit perfonnance, and is considering whether or
not to cease selling Ducks. It is felt that selling 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
the same.

a) Advise Brass Ltd. whether or not to cease production of Ducks.
b) Suppose, however, it were possible to use the resources realised by stopping
production of Ducks, and switch to produce a new item, Eagles, which would
sell for $50,000 and incur variable costs of $30,000 and extra fixed costs of
$6,000. What will the new decision be?

Key terms

Breakeven analysis
Contribution/sales ratio
Cost-volume-profit analysis
Decision making
Make or buy decisions

Opportunity costs
Profit-volume charts
Relevant costs
Shutdown
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Chapter 6 • Investment decisions 
Capital budgeting

Chapter objectives

This chapter is inI8nded to provide:
• An undeislalding of the illpCll18nCe of .8j.... budrIeIi'" in

marketing decillioo making
• An explanation of the diIferWtt types of lnveab.61I Ploject
• An inIrOduction to the ecollomic evalllation of irNwb"ent

proposals
• The importance of the concept and rabllallon of net PI I. III

value and internal .... of nIUn in decllicln maIci",
• The advantages and cIsadvantBges of the pe)'back meIhocI

lIS a technique for initiaIlIaeeni", of two or .....
competing projects.

Capital budgelii", is vital in martteting decllIlolIS. DedlIiol.. on invwb,i8nI, which take
time to mature, have to be balled on the returns which that invwb..enl willIIlIke.
Unless the project is for lIOCi8l reasons only, If the invellbnenl is \Ilipui'itable in the
long run, it is unwise to invest in it now.

Ol'I8n, it would be good to know what the PlllIlnt value of the fuIunt invI b._It is, or
how long it wiI take to iillIIIln (give i8lUmS). It could be much ..... Plui'itable IQIing
the planned inYwbll8ilt money in the bank and eaming Int8r8lIt, 01' inv • alii '" in ..
alt8maliva project.

Typical inWISbll8l1t decllIionlI include the decillion to buId anoIW gnIin 110. Cll8Dn
gin or cold store 01' invest in a new distribution depot. At a IoMr level, marIc8I8rS 11I81
wish to evaIuaI8 whether to spend ..... on advertilIing or ina"ll the sales foroe,
allhough it is dIfIicuIt to measure the sales to advertilIing 11ItiO.

Structure of the chapter

Capital bud(jeIi", is very obvioulIIy a vital ectivity in bulIi aaa VIIlIt ..... 0111'IOI'"
can be 8lIlIIIy wasted if the mesbnent ...... OUlto be wrong 01' Ufl8CllIlClInic. The
subject mailer ill cIifficUt to grasp by fl8Iur8 of the IDpic: CCMII8CI and also ...... 01
the malhernaticaI COIItent involved. However, it seeks to buId on the COIlCdpt of the
future value of money which may be spent now. It does this by ....Ilili'" the
techniques of net present value, intemaI ilIt8 of I8b.m and annuitieS. The tinIi'lg 01
cash flows are importalll in new imesbl....l1 decisiclns and so the c:Il8pB Ioob at this
"paybadt" COIICllpl One problem which plagues deYelopi", counIries is -••lation
....." which can, in some cases. ext IId 1QOCl1, per lIflIUI1. The c:Il8pB ends by
showing how market8ns can take this in to lICOOI.I1l

Capital budgeting versus current expendltu....

A capital invesblNlnt project can be distinguished from CUIWIt exp&IiCIbns by two
features:
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a) such projects are relatively large
b) a significant period of time (more than one year) elapses between the
investment ouUay and the receipt of the benefits..

As a result, most medium-sized and large organisations have developed special
procedures and methods for dealing with these decisions. A systematic approach to
capital bUdgeting implies:

a) the formulation of long-term goals
b) the creative search for and identification of new investment opportunities
c) classification of projects 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 transfelTing 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 rules which can differentiate acceptable from unacceptable

altematives is required.

The last point (g) is crucial and this is the subject of later sections of the chapter.

The classification of Investment projects

a) By project size

Small projects may be approved by departmental managers. More careful analysis
and Board of Directors' approval is needed for large projects of, say, half a million
dollars or more.

b) By type of benefit to the firm

• an increase in cash flow
• a decrease in risk
• an indirect benefit (showers for workers, etc).

c) By degree of dependence

• mutuaRy exclusive projects (can execute project A or B, but not both)
• complementary projects; taking project A increases the cash flow of project
B.
• substitute projects: taking project A decreases the cash flow of project B.

d) By degree of statistical dependence

• Positive dependence
• Negative dependence
• Statistical independence.

e) By type of cash flow

• Conventional cash flow: only one change in the cash flow sign
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e.g. -/++++ or+1-, etc

• Non-conventional cash flows: more than one change in Ihe cash now sign,

e.g. +/-/+++ or -1+/-1++++, etc.

lbe economic evaluation of Invesbnent proposals

The analysis stipulates a decision rule for:

I) acx:epting or
II) rejecting

investuWilt projec:Is

The time value of money

Rec:aI that the inlerac:Iion of lenders with borrowers .... an~ nIIIt of
interest. Borrowing is only worthwhile if the return on Ihe loan 8lCl: lilts Ihe COIl of Ihe
borrowed funds. LencIng is only worthwhile if the retam is at least equallD that whic:h
can be obtained from aJtamaIive opport1mities in the 181'I18 risk~.

The i••18feSt rata received by the IencIer is made up of:

i) The time value of money: Ihe receipt of money is ",R.lId lCICIr*' .... than
later. Money can be used lD 88m more money. The .... the IIlCllI81 is
l8C8ived, the greaIIlr the 1'011I111181 for illCl'8n' Ig 'WIlli•• TIus. lD fOnlgo the
use of money, you must get some c:ompenslIIion.

ii) The risk of the c:apIIaI lUll not being repIIid. This uncalaildf .....
premium es a hedge against the risk, hence the Altum must beCOI.I._'"
with the risk being undertak8n.

ii) InIIation: money may IolI8 lis pun:hasing power CMr time. The•• must be
compensaI8d for the dec:liling spencIingIpwd1u power of 1IlCll181. If the
IencIer rec:ei\Ies no c:ompenslIIion, heIshe wiI be WQl'II off whan the loan is
repaid than at the time of lending the money.

a) Futunt valu..'CCIftIPOI.RIII......

FutunI value (FV) is the value in do... at some poinl in Ihe fuILn of one or mont
imrwb.....

FV consists of:

i) the original sun of money imfBII8d, and
ii) the retam in the form of i .1IIlrest.

The genend formula forc:ompuling FuIunl Value is 8& ~UJ':

I..:.Al,;.:o:.,..=..;.:Vo:.:;(1_+:.:.,tr 1
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where

Vo is the initial sum invested
r is the interest rate
n is the number of periods for which the investment is to receive interest.

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

Now attempt exercise 6.1.

Exercise 6.1 Future values/compound 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 fonnula:

By denoting V. by PV we obtain:

IFVn = PV (I + rr
by dividing both sides of the formula by (I + rl" we derive:

IPV- FV.
tJ.+rt

Rationale for the formula:

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

Now attempt exercise 6.2

Exercise 6.2 Present value

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) Net present value (NPV)

The NPV method is used for evaluating the desirability of investments or projects.
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where:

c. =the net cash I8C8ipt at the end of yeBI' t
10 =the initial ilweslment outlay
r =the discount raleIlhe required minimum rate of reIum on in\'I'b'MIIt
n =the project/irr.esbIi6i1l's dW'lltion in years.

The discount fac:lor rcan be caiaIIated using:

Itt'-i)- _I- I
(1+i1
~----

Examples:

1
q(l I""'" - - - D.!IlI91• u,. 1.1

I
cOJlM)-~- D.12d4

(1.'1
I

1O.11JWl) - --;J - D.7S13Cu}

N.B. At this point the IUlOr should inlRlduce the net prlnnt value t8bIes fnlm
any I8COgnised pubIshed source. Do that now.

Decision rule:

Ilf NPV is positive (+): ecoept the ptoject I
..;If~N;;.PV.:..:::is.:.:n&I~g=.;;;l8tive(;;;·~.)::..:.t8.::l.je;;;et;;.lhe~fJI:;;.ra;;Lljec;.;;et~ ......

Now alla• ..ale 6.3.

Exercl.e 8.3 Net pt'SI Int value

A firm inI8nds to Invest $1,000 in a project that g&MIBI8d net ....... of $800, $900
and $600 in the first, second and third years respediveIy. Sha&*I the firm go....
with the project?

Atl8I'Ilpt the calculation without .8fen1nce to net PIliInt value tiIbI8I tIrst.

c) AnnuIIIes

N.B. Introduce sIud8nlI to annuity tables fnlm..,.-cogIiIz8d Plltlll8hed
source.

A set of cash ftows that ani equal in each and every period is c:aI8d an annuity.

8b
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Example:

____~ear .__~~.~~.!OW (!.t_
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 - $800.00
= $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 - $800.00
'" $194.72

d) Perpetuities

A perpetuity is an annuity with an infinite life. It is an equal sum of money to be paid in
each period forever.

IPVoCaplllpetuity'" ~

where:

C is the sum to be received per period
r is the discount rate or interest rate

Example:

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- t1lIO
ms

=$4,666.67

A perpetuity with growth:

Suppose that the $700 annual income most recently received is expeded to grow by
a rate G of 5% per year (compounded) forever. How much would this income be
worth when discounted at 15%?

Solution:
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Subtract the growth rate from the discount rate and trulthe first pel iod'l cash nowas
a perpetuity.

PV- qI+O)
R-O

S1D1(l+DDS)
- ~Q1';::S';;';-;':'o.o=:s~

_S1DO(LII5)
010

=$73510.10
=$7.350

e) The intemal nile of naIum (JRR)

Refer s1Udents to the tabIas in any rec:ogniz8d pubIshed lOIRe.

• The IRR is the discount rate at which the NPV for a prajed &qI , zero. 1lis
rate means that the present value of the cash inflows for the PlojecI MUd
equal the prennt value of its outfIowI.

• The IRR is the break-even discount rate.
• The IRR is found by lriaI and error.

I1:. ~ -I.-D I
_,_~_(_I+_r_1 W;,;;rh;,;;I8I;,;;";.;r;...=...;~;;.;'RR;';;"' ----J

IRR of an III1rUt):

IQOI,J)-~ I'--.-,--=-------
where:

Q (n,r) is the disCOUnt facIDr
.. is the iniIiaI ouIIay
C is the uniform annual receipt (e, =Cz ...... c.J.

\I\Ihat is the IRR of an equeI annual income of $20 per annuli! which 8CCIU8S for 7
,... and costs $1201

«7.~_':
=8
From the tabIas .4..

Economlc ,atiuo,lI. for IRR:

If IRR &xCBeds cost of capital, project is worthwhile, I.e. It is PIolil8ble to oodertake.
Now attempt exercise 8.4
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Exercise 6.4 Internal rate of return

Find the IRR of this project for a firm with a 20% cost of capital:

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

°1
2

YEAR

-10,000
8,000
6.000

CASH FLOW
$

Net present value vs internal rate of return

Independent vs dependent projects

NPV and IRR methods.are dosely related because:

i) both are time-adjusted measures of protitabUily, and
ii) their mathematical formulas are almost identical.

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

a) NPV vs IRR: Independent projects

Independent project: Selecting one project does not predude the choosing of the
other.

With conventional cash flows (-1+1+) no conflict in decision arises; in this case both
NPV and IRR lead to the same accept/reject decisions.

Figure 6.1 NPV vs IRR Independent projects

NPV

NPV(k)

k, ~'.Di8COU1t r.. ~..::.
NPV(k2l ••••••••••••••••• _••• _••• __ ••••••••••~.

If cash flows are discounted at k" NPV is positive and IRR > k,: accept project.
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If cash ftows are cflSClOUnted at liz, NPV is negative end IRR < liz: nIject the pnljecl

MalhematicaI proof: for a project to be acceptable, the NPV musI be positive, ie.

Similarly for the same project to be acceptable:

where R is the IRR.

Since the nunaab. C. are idenIicaI end positive In bolh Inltane..:

• implicillyJinluitively R musI be greaIIIr than k (R > 11);
• If NPV =0 then R =Ie the company is IndIlfetent to such a projIIcI;
• Hence, IRR and NPV lead to the same decision In this case.

b) NPV \IS IRR: Dependent projects

NPV clashes with IRR where mutualy exclusive projecIs exist.

Ellallple:

AgriIBx is c:onsicIering building eilhera one-storey (PIojeclA) «five .bllY (PIojeclB)
block of offices on a prime •. The following ill'oml8lion IIII'IR? ....:

Projec:tA
Pnljod B

IniIiIIIII\IiwtJil6nt 0ulIay
-8,500

-15,000

NellntJow It tile V...End
11,SOO
11,000

Assume k =10'1(" which project lIhouId AgriIBx undertake?

NW,. _ 111,5110 - S9,SDO
u

=S954.55
NJlViI- 811000-IU.OOO

U
='1,383.64

Both projecIs are of one-year dunIIion:
SlI"SOO _ S9.sou

RR,a: I+R,.
$11,500" $9,500 (1 +RN
11I"soo -1+R
".SIIO 10
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R _ $I~SOO_I

A $9,500
= 1.21-1
therefore IR~=21%

SI8,ODO _ SI5,OOO
IRRe: I+RB

$18,000 =$15,000(1 + Rs)
Rg _ $llOOO_1

$15,000
= 1.2-1
therefore IRRe =20%

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

NPVA and NPVs are both positive
IRRA> k AND IRRs > k

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

NPVs ($1,363.64) > NPVA ($954.55): Agritex should choose Project B.
If we use the IRR method:

IRRA(21%) > IRRs (20%): Agritex should choose Project A. See figure 6.2.

Figure 6.2 NPV vs IRR: Dependent projects

$1363.64

5954.S!

o

Up to a discount rate of 1<0: project B Is superior to project A, therefore project B is
preferred to project A.

Beyond the point 1<0: project A is superior to project B, therefore project A is preferred
to project B

The two methods do not rank the projects the same.

Differences in the scale of investment

NPV and IRR may give conflicting decisions where projects differ in their scale of
investment Example:
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Years
Project A
Project B

Assume It: 10%.

o
-2,500
-14,000

1
1,500
7,000

2
1,500
7,000

3
1.500
7,000

NPYA =$1,500 x PVFA at 10% for 3 yeers
=$1,500 x 2.487 =$3,730.50 - $2,500.00 ==S1.230.5O.

NPV. = $7,000 x PVFA at 10% for 3 yeers
=$7,000 x 2.487 =$17,409 - $14,000 =13.109.00.

I" sa,5OD-.--
IRR& - Ct SI,5DO =1.87.

1heIefore IRR& =38'11> (from the tables)

I. 114.ooD-.
1RRa- Ct nOOO =2.0

Decision:

ConIIicIing, .:

• NPV p1erets B to A
• IRR prefers A to B

NPV IAR
ProjedA
PnJjeCl B

See figure 8.3.

NI"If

$1,730.50
$17,400.011

F1gun18.3 SAle r:A In\'I I......

o
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To show why:

i) the NPV prefers e, the larger project, for a discount rate below 20%

ii) the NPV is superiorto the IRR

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

Project e
Project A
"B minus A"

o
-14,000
- 2,500
-11,500

7,000
1,500
5,500

1
7,000
1,500
5,500

2
7,000
1,500
5,500

3

IRR"B Minus A-

snSOo
•

SS,SOD = 2 09 = 20%. --
c) Choosing 8 is equivalent to: A + (8 - A) =8

d) Choosing the bigger project 8 means choosing the smaller project A plus
an additional outlay of $11,500 of which $5,500 will be realised each year for
the next 3 years.

e) The 1RR'Bm_A" on the incremental cash flow is 20%.

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

g) But, if k _re greater than the IRR (20%) on the incremental CF, then reject
project.

h) At the point of intersection,

NPV" = NPVB or NPVA- NPVB =0, I.e. indifferent to projects A and 8.

i) If k = 20% (IRR of "8 - A j the company should accept project A.

• This justifies the use of NPV criterion.

Advantage of NPV:

• It ensures that the firm reaches an optimal scale of investment.

Disadvantage of IRR:

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

The timing of the cash flow
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The IRR may give conflicting decisions where the timing or cash ftows V8Iies betl1l88l'l
the 2 PIojecIs.

Note that initial outlay 10 is the 181I'I8.

Project A
PICJjed B
"A minus B"

Assume k =10CJll

Project A
Project B
"AmtnusB"

o
-100
-100

o

17.3
18.7
0.8

1
20
100
-10

NPV

2
125.00
31.25
88.15

IRA
2O.~

25.~

10.ft

IRR PIafers B to A even though boIh projects have idenIIclII iniIIIII ouIIays. So. the
decision is to aa:ept A, that is B + (A - B) =A. see figure 8.4.

fig... 8.4 Timing or the cash flow

NPV
It7.30

suuo

0.8

O ....;:l....__~~-......;a~

lOoK 2O'JC,
DI.count .....

The tooikon problem

NPV and IRR ,ailkiilQlI are CUilbadiclDi'y. PnljedA earns $120 at the end or the tint
,...whIe project B earns $174 at the end or the fourth ,...

0 1 2 3 4
P1ojec:lA 0 -100 120
Project B -100 174

Assume k = 10CJll

q4



Financial Analysis For Agribusiness Marketers
Computerized Systems & Agribusiness Applications

NPV IRR

Project A
Project B

Decision;

NPV prefers B to A
IRR prefers A to B.

The profitability index - PI

This is a variant of the NPV method.

Decision rule:

PI > 1; accept the project
PI < 1; reject the project

If NPV = 0, we have:

NPV =PV - 10 =0
PV=I.

Dividing both sides by 10 we get:

9
19

20%
15%

PI of 1.2 means that the project's profitability is 20%. Example:

Project A
Project B

Decision:

PV of CF
100
1,500

50
1,000

'0
2.0
1.5

PI

Choose option B because it maximises the firm's profitability by $1,500.

Disadvantage of PI;

Like IRR it is a percentage and therefore ignores the scale of investment

The payback period (PP)

The C/MA defines payback as 'the time it takes the cash inflows from a capital
investment project to equal the cash outflows, usually 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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Payback is often used as 8 "first sa-*'g rneIhod". By this, we .... that when 8
capital imfasb,NiI1t project is being consider8d, the first ,,_lion to elk is: 'How long
wiD it take to pay back Its cost?' The company might hlIVe • target payback, InS 10 it
would reject 8 capiIaI project unless its payback period were less .... 8 certain
number of years.

Example 1:

YIIlIIS 0 1 2
Project A 1,000.000 2!iO.000 2!iO,ooo

For 8 project wiIh equal annual reoeipto;

pp. 1. • SUlJlLlIID
c; S2SO,1JIJIJ =4 years

Example 2:

S 4
2!iO,ooo 2!iO.000

5
2!iO,ooo

YIIlIIS
p,ojecI B

o 1
- 10.000 5.000

2
2,500

S
4,000

4
1,000

Payback period lies between yur 2 InS yur 3. Sum of money 18OlI.8AId '" the InS
of the second yur

=$7,500, i.e. ($5.000 + $2,500)

Sum of money to be I'8CClvered '" end of 3rd yur

= $10,000 - 51,sao = $2.500

=2.025"...

• It ignores the tin*lg ofcash IIotts wIIhi'i the~ period, the cash IIotts ....
the end of payback period InS th8lefole the IotIII poject ......

• It ignores the time VIIIue of money. This m.... that • do8a not 1nm acccu1I
the fact th8t $1 today II worth IIIOl'8 th8n $1 in one~. time. An in\; "':1
who has $1 IDdlIy can eIItwr consume • imnlediat.1y or n ,_Ii"", can
invest it at the pnlming i,IIh'8st ...... lIlY 3O'KI, to get. AllUm of $1.30 in.
year'1 time..

• It is W18bI8to distinguiIh between projects wiIh the I8m8~ period.
• It may lead to 8XC8ISive investment in lIhoft.Wm pojects.

Advai ,big8I of the payback meIhod:
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• Payback can be important: long payback means capital tied up and high
investment risk. The method also has the advantage that it involves a quick,
simple calculation and an easify understood Concept.

The accounting rate of retum - (ARR)

The ARR method (also called the retum on capital employed (ROCE) or the retum on
investment (ROI) method) of appraising a capital project is to estimate the accounting
rate of retum that the project should yield. If it exceeds a target rate of retum, the
project will be undertaken.

I~m 1ola1 imeslml:lJ1 - NItAIlII1II1 PmlIt or[Rt+ (C - D)]
. Invesba:ul OuIIay '"

Note that net annual profit excludes depreciation.

Example:

A project has an initial outlay of $1 million and generates net receipts of $250,000 for
10 years.

Assuming straight-line depreciation of $100,000 per year.

tbeRRonlDtlliaRsllIullt- 1250.000 - 'UIO,OOO
1,000.000 = 15%

ARR an 1ola1 inrrRnelt _ Nit AlIIIIII1 Pmlt M[a. +(C - D)]
!mIeitJ'b,lOullay/2 "'11

=SZSO, 000 - SI00.000 =S150.000
S1,000,000+ 2 $500.000 =30%

Disadvantages:

• It does not take account of the timing of the profits from an investment.
• It implicitly assumes stable cash receipts over time.
• It is based on accounting profits and not cash flows. Accounting profits are
subject to a number of different accounting treatments.
• It is a relative measure rether than 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.

The payback and ARR methods In practice

Despite the limitations of the payback method, it is the method most widely used in
practice. There are a number of reasons for this:

• It is a particularly useful approach for ranking projects where a firm faces
liquidity constraints and requires fast repayment of investments.
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• It is appropriaI8 in situations where risky InveIbl.lis ..made in U1lC81laiii
rnarkeIlIlhat are IIIbject 10 fast design and product c:tB1ges orwhere fuIIn
cash ftows are particuI8rIy difIicuIt 10 predId.

• The method is often used in~ with NPV or IRR method and eels
as a first saeening device 10 ideidly projects which .. worthy 01 further
investigation.

• it is easily unrltideliM'llsllrloodxxt by allevels 01 management.
• It provides an important summary method: how qltiIy wi! the inlIilII

invesbnent be recouped?

Now altempt exerciSI 8.5.

Delta Cotpotation is considelilQ two capIIaI upencIIIn prope."•. Bath Ill••".
are for similar products and both are expecIIId 10 opel'" for four yurs. Only one
praposaI can be accepl8d.

The following information is availllble:

InIIIIII imllIiIIJliiIII
V.... 1
V..2
V 3
V 4
EsIimIIIed SCI8p vaIulllll the end of V..4

PrupaIIII A PrupaIIII B

• •48.000 48,000
11,500 4,500
3,500 2,SOO
13,500 4.500

Lass 1.500 PnIIIt 14.500
4,000 4,000

Depreciation is ctwged on the Ibalgtit line belli. P1oblem:

a) CaIn..... the following for both prapa....:

i) the payblIck period 10 one decilill piece
i) the average rate 01 rftIm on initial m85bliMl, 10 one dedlliill piece.

Allowing for Inflation

So fw', the erreet 01 i.1aIioot has not been considered on .. appIll" 01· ..
invesb.l&Illlllopoe8ls. Inflation is perticuI.ey illiporlaillin denlapilQ ClUtiIa ..
rate 01 inftaIion tBnds 10 be naIher high. As InIIaIIon rate i1MRIUI. so wi! the
millinun retum requRd by an milloi'. For ....npte, one might be hippy will a
retum 0I10'1ll with zero inftaIlon, but if inftation was~, one MUd expect a IIIUCh
QI_18r rftIm.
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Example:

Keymer Farm is considering investing in a project with the following cash flows:

TIME
o
1
2
3

ACTUAL CASH FLOWS---_._-
Z$

(100,000)
90,000
80,000
70,000

Keymer Farm requires a minimum return of 40% under the present conditions.
Inflation is currently running at 30% a year, and this is expected to continue
indefinitely. Should Keyrner Farm go ahead with the project?

Let us take a look at Keymer Farm's required rate of return. If it invested $10,000 for
one year on 1 January, then on 31 December it would require a minimum return of
$4,000. With the initial investment 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:

114,000

- (1.311l = $10.769

In terms of the value of the dollar at 1 January, Keymer Farm would make a profit of
$769 which represents a rate of return of 7.69% in "todays money" terms. This is
known as the real rate of return. The reqUired rete 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 falling in value. The real rate measures the return in
constant price leve' terms.

The two rates of return and the inflation rate are linked by the equation:

(1 + money rate) = (1 + real rate) x (1 + inflelion rate)

where all the rates are expressed as proportions.

In the example,

(1 +0.40) = (1 +0.0769) x (1 +0.3) =1.40

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.

qq
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b) If the cash flows are expressed in I8m1s of the value of the daI8r allime 0
(i.e. in constant price 1eve118m1s), the I'8lII rate of diIcounIing lIhouId be
used.

In Keymer Farm's C8S8, the cash flows are expressed In I8m1s of the lICluIII doII8Is
lhatwiI be receri8d or paid aI the nJIevant dales. Theiefore, wellhould discount them
using the money rate of 181um.

TIME CASH FLOW DISCOUNT FACTOR PV
$ 4mr. $

0 (150,000) 1.000 (100,000)
1 80,000 0.714 84,280
2 80,000 0.510 40,800
3 70,000 0.384 25,4lIO

30.540

The project h8s a positive nat pre I Int value of $30,540, so Keymer Farm lIhcUd go
ahead wiIh the project.

The future cash flows can be ........... In lIInns of the value 01 the daI8r at lime 0
as follows, given inIIaIion al3O'Ilt a yeer.

TIME ACTUAL CASH FLOW CASH FlOW AT TIlE 0 PRICE LE\IEl.
$ $

0 (100,000) (100,000)
1 80,000 I .,231

lIO,lIlIOx(iiijf-
2 80,000 1 47,337

IQ,lIlIO x J -
(I~

3 70.000 I 31,_
1O,lIlIII x(iiif-

(I

The cash tIows 8lqlI'8SS8d in I8m1s of the value 01 the dollar at lime 0 can now be
disaU'II8d using the I'8lII value 017.899(,.

TIME CASH FLOW DISCOUNT FACTOR PV
$ 7.8fto $

0 (100.000) 1.000 (100,000)
1 .,231 I 84'-

~.lJ'M9)1

2 47~7 1 40,_

(1.lJ'M9)i
3 31._ 1 25._

~.lJ'M9)J

30,540

The NPV is the same as bef0t'8.
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Expectations of inflation and the effects of inflation

When a manager evaluates a project, or when a shareholder evaluates hislher
investments, he/she can only guess what the rate of 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 can
be allowed for in project evaluation is by risk and uncertainty analysis.

Inflation may be general, that is, affecting prices of all kinds, or specjfic to particular
prices. Generalised inflation has the following effects:

a) Inflation will mean higher costs and higher selling prices. It is difficult to
predict the effect of higher selling prices on demand. A company that
raises its prices by 30%, because the general rate of inflation is 30%,
might suffer a serious fall in demand.

b) Inflation, as it affects financing needs, is also going to affect gearing, and so
the cost of capital.

c) Since fixed assets and stocks will increase in money value, the same
quantities of assets must be financed by increasing amounts of capital. If
the future rate of inflation can be predicted with some degree of accuracy,
management can work out how much extra finance the company will need
and take steps to obtain it, e.g. by increasing retention of earnings, or
borrowing.

However, if the future rate of inflation cannot be predicted with a certain amount of
accuracy, then management should estimate what it will be and make plans to obtain
the extra finance accordingly. Provisions should also be made to have access to
'contingency funds' should the rate of inflation exceed expectations, e.g. a higher
bank overdraft facility might be arranged should the need arise.

Many different proposals have been made for accounting for inflation. Two systems
known as ·Current purchasing power" (CPP) and "Current cost accounting" (CCA)
have been suggested.

cpp is a system of accounting which makes adjustments to income and capital
values to allow for the general rate of price inflation.

CCA is a system which takes account of specific price inflation (i.e. changes in the
prices of specific assets or groups of assets), but not of general price inflation. It
involves adjusting accounts to reflect the current values of assets owned and used.

At present, there is very liWe measure of agreement as to the best approach to the
problem of 'accounting for inflation'. Both these approaches are sbll being debated by
the accountancy bodies.

Now attempt exercise 6.6.

Exercise 6.6 Inflation

TA Holdings is considering whether to invest in a new product with a product life of
four years. The cost of the fixed asset investment would be $3,000,000 in total, with
$1,500,000 payable at once and the rest after one year. A further investment of
$600,000 in working capital would be required.
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The management of TA Holdings expect .. their invaatJ........ ID pdfy themlltves
financiaIy wiIhin fo&.r y&8i'II. after which the fill8d IiII8t is 8llI**MI1D be IOId for
$600.000.

The new venIunt wiI incu fixed COllIs of $1.040.000 In the tIiIt ,.... including
depnicialion of $400.000. These costs. exducIng depnM:iIdion....~ ID rile
by 10% each year because of inlIation. The II'lit Ising price 8Rd unit V8Iilble alit
are $24 and $12 respec:tiveIy in the first year and upeded r-tY IncniISS I bec8i..
of inlIation 818 8% and 14% respectively. Annual ..... are _tiii IIsd ID be 175,000
uniII.

TA Holdings monay alit of c:apiIaI is 28%.

'I the product worth inv8ltiiIII in?

Keytenns

Accounting ..... of return
Annuities
Capital budQetilll
Cashftow
Clauification of inv IIb118i1t
projeds
Compound iitlnlt
Cunent alit accounIIng (CCA)
Current purchasing power (CPP)
Dependent projeds
Independent projects

.......,.
lr1lIIfMIi'IbI of ieIum
Inn b.iW1t decisiM
Net prall it VIIue
Payb8ck period
Perpeluily
PreISnt VIIue
IUd8I of ..un
The time VIIue of monay
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Chapter 7 • Sources of finance

Chapter objectives

This chapter is intended to provide:
• An introduction to the different sources of finance available to

management, both intemal and extemal
• An overview of the advantages and disadvantages of the different

sources of funds
• An understanding of the factors goveming the choice between

different sources of funds.

Sourcing money may be done for a variety of reasons. Traditional areas of need may
be for capital asset acquirement • new machinery or the construction of a new
building or depot. The development of new products can be enormously costly and
here again capital may be required. Normally, such developments are financed
intemally. whereas capital for the acquisition of machinery may come from extemal
sources. In this day and age of tight liquidity, many organizations have to look for
short-term capital in the way of overdraft or loans in order to provide a cash flow
cushion. Interest rates can vary from organization to organization and also according
to purpose.

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 eamings as another source. However, whilst these
may be "traditional" ways of raising funds, they are by no means the only ones. There
are many more sources available to companies who do not wish to become "public"
by means of share issues. These altematives include bank borrowing, govemment
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 following sources:

• The capital mar1<ets:

i) new share issues, for example, by companies acquiring a stock
market listing for the first time

ill rights issues

• Loan stock
• Retained eamings
• Bank borrowing
• Govemment sources
• Business expansion scheme funds
• Venture capital
• Franchising.

103



•

Financial Analysis For AgrIbueineu .......
Compullittacls.al ..& AgrIbusInen

Ordinary (equity) shares

0rdin8ry shares are issued to the owners of 8 conrpany. They have 8 nomiIl8I or
'face' value, typicaIy of $1 or 50 cents. The market value 018 quo8I con1P8li(s
shares bears no relationship to 1heir nominal value, except that when Cli&li.y....
are issued for cash, the issue priCle must be equal to or be mont'" the nomil8l
value of the shares.

are 8 form of ClIdinary shares. which are .. itilled to a dividend orIt aII8r 8 C81tai. dIIlII
or if profIIs rise above 8 certain ernount. Vollng rights might also cIffer from those
attacJied to other ClIdinary shares.

Ordinary sh8nihclIdenI put funds into their CClIq)8i1y.

a) by paying for 8 new issue 01 shares
b) through I8t8ined profIIs.

Simply retaining profiIs, insl8ad of paying them out In the form 01 dividends, oIfers an
important, simple IoN cost SClIR8 of finance, lIIIhough ttis melhod may not p10vide
enough funds, for example, if the finn is Sllking to grtlW.

A new issue of shares might be made in 8 variety 01 dilflnnt c:iralI.........

8) The company might want to I'lIise mont CIIlIh. If.,.....Cli&li.y ..... for
cash. should the shares be issued pro nita to ulAnD shMihoIders, so
that COl Ibol or ownership of the company is not iIftI&dIId? If. for 6ll8IIlpIe, •
company with 200,000 ordinary ....... in issue decides to issue 50.000
new shares to raise cash, shoukI it otfer the new ..... to existiuD
sh8rehoIders, or should it ... them to new stwlllholdenl inll.llI?

i) If • company sels the new ....... to iIldsIiiijj ...1IIhoIdenI in
JlfllPOIIion to their 6llisting shalllholdlng In the compeny, we have 8
tfghta issue. In the example above. the 50.000 ......... be
isslied • a ane-In-four rights issue, by oIf&f1ijj "'lIhoIdeIa one
new share for every four shares they curenIIy hold.

i) If the number 01 new shares being lulled Is IIIl8II CllIJ4)8iecl to the
numberol ........1Iudy in issue,ltrnightbeclecidecl iill.ld to'"
them to new "'IIIhoIdenI, sinee ownership 01 the company ....
only be m/ninaIJ a1fecl8d.

b) The company might want to issue ..... I*tIY lID IIiIe CIIlIh, but IIlOI8
irnpoI18 illy to tIoat' its shares on • stidt 6llICh8I iQ8.

c) The company might Iuue new shares to the shaleholderl 0I.1OIt.- con..".
in ClIder to IBIai It over.

New .............

A COliip8fIJ Slltling lID oblain additional equity funds may 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 methods by which an unquoted company can obtain a quotation on the stock
market are:

a) an offer for sale
b) a prospectus issue
c) a placing

.d) an introduction.

Offers for sale:

An offer for sale is a means of selling the shares of a company to the public.

a) An unquoted company may issue shares, and then sell them on the Stock
Exchange, to raise cash for the company. All the shares in the company,
not just the new ones, would then become marketable.

b) Shareholders in an unquoted company may sell some of their existing
shares to the general public. When this occurs, the company is not raising
any new funds, but just providing a wider market for its existing shares Call
of which would become marketable), and giving 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 smaller issue is more likely to be a placing, since the
amount to be raised can be obtained more cheaply if the issuing house or other
sponsoring firm approaches selected institutional investors privately.

Rights Issues

A rights issue provides a way of raising new share capital by means of an offer to
existing shareholders, inviting them to subscribe cash for new shares in proportion to
their existing holdings.

For example, a rights issue on a one-for-four basis at 280c per share would mean
that a company is inviting its existing shareholders to subscribe for one new share for
every four shares they hold, at a price of 2BOc per new share.

A company making a rights issue must set a price which is low enough to secure the
acceptance 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

Preference shares have a fixed percentage dividend before any dividend is paid to
the ordinary shareholders. As with ordinary shares a preference dividend can only be
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paid if sufficient dislribulable profits are 8Y8i'.bIe, aIIhough wiIh 'cumulalive'
preference shares the right to an unpaid divldend is carried fal u.d to .... years.
The arrears of divldend on cumulative pieferanc:e shares must be paid befOIIe eny
dividend is paid to the ordinary shareholders.

• DiYidands do not have to be paid In a ,... In wI*:h pruIIIa are poor, while
Ihis· is not the case with inl8rest payments on long term debt .. or
debentures).

• Since they do not carry voting rights, piefetence shares avald dIuIing the
COIlbol of existing shareholders while an issue of equity .....would not.

• Unless they 8f8 red.emable, issuing pieferanc:e shares wi! lower the
cornpany's g.aring. Red••mable piere.'1nC8 .,.. arel1Cll'll'lllly 11"1 atad as
debt when g....-,g is caIClllal8d.

• The issue of pieleience shares does not ntSlrid the company's bOiLOwilg
power, at Ie8st In the sanse Ihat P1efwence share capitlII is not secured
against assets In the business.

• The non-paymant of dividend does not give the P1ef8A11a ...ehc*Iers the
right to appoint a receiver, a right wI*:h is nonnaIy given to d.bell....
holders.

However, dividend payments on prefelence shares are not tax deduct'''' In the W8y
Ihat inl8rest paymanIs on debt are. FuriMmlUl'8, lor P1....a ... tID be
albaclive to imlastDrs, the level of payment needs to be hlghw Ihan lor i_est on
debt to compensat8lor the additional risks.

For the investor, pieferanc:e shares are less albaclive Ihan Io8n IIDc:k bec8I...

• they ca.lOI be secured on the CllIIIP8I1Y'I ......
• the c:f1Vldand yiald Il'adllioll.1y ol'f8l'8d on P1_.a clvldeudl has been

much 1DO low to provide an .lbaclive m. b61l con...ed wiIh the
inl8nlst yields on loan sIock in view of the lIddlIioIl8I risk involved.

Loanstock

Loan sIock is~ debt capital raised by. COl11J8I1Y Iorwhlch i ....1IIt is paid.
usuaIy half yearty and at. fixed 181II. HoIderI of Io8n stock are ...1Ioni Dig term
aeditors of the COl11J8I1Y.

Loan stock has. nomillII Y81ue, wI*:h is Ihe debt owed by the con...." and i .....
is paid at • sI8Ied "coupon yield" on Ihis aonount. For 8lC8fl1IIIe, .8COI~ ill _
1a.. loan stocky the coupon yield wi! be 1a.. of the nomlll. Y8Iue of theltoclc, 10
Ihat $100 of IIDc:k wi! recaive $10 ill8nllt eac:h ,.... The raI8 quo'.d is the gIOU
181II, before tax.

DebenIures are 8 ram of loan stoe:k,legIIIy cIef'.ied .. the Wi'" K1cIlOt"A.....it
of a debt incurred by a COIIIp8fly, normally c:ont8InIng P1ovisions about the Pl'Yn6 it of
i d8iest and the evenIuaIl'IIplIyIl'l8II of capiIIII.

Debentures with 8 tIoIitIng ..... of I.......
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These are debentures for which the coupon rate of interest can be changed by the
issuer, in accordance with changes in market rates of interest. They may be attractive
to both lenders and borrowers when interest rates are volatile.

security

Loan stock and debentures will often be secured. Security may take the form of either
a fixed charge or a floating charge.

a) Fixed charge; Security would be related to a specific asset or group of
assets, typically land and buildings. The company would be unable to
dispose of the asset without providing a substitute asset for security, or
without the lender's consent.

b) Floating charge; With a floating charge on certain assets of the company (for
example, stocks and debtors), the lender's security in the event of a
default payment is whatever assets of the appropriate dass 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.

The redemption of loan stock

Loan stock and debentures are usually redeemable. They are issued for a term of ten
years or more, and perhaps 25 to 30 years. At the end of this period, they will
"mature" and become redeemable (at par or possibly at a value above par).

Most redeemable stocks have an earliest and latest redemption date. For example,
18% Debenture Stock 2007109 is redeemable, at any time between the earliest
specified data (in 2007) and the latest date (in 2009). The issuing company can
choose the date. The decision by a company when to redeem a debt will depend on:

a) how much cash is available to the company to repay the debt
b) the nominal rate of interest on the debt If the debentures pay 18%

nominal interest and the current rate of interest is lower, say 10%, the
company may try to raise a new loan at 10% to redeem the debt which
costs 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.

There is no guarantee that a company will be able to raise a new loan to payoff a
maturing debt, and one item to look for in a company's balance sheet is the
redemption date of current loans, to establish how much new finance is likely to be
needed by the company, and when.

Mortgages are a specific type of secured loan. Companies piece the title deeds 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.

10-=1



CompulerIzed &

As far as companies are concerned, debt ClIpitlII is a potentiaIy albacllve soun:e ~
finance because i11terest charges reduce the pruIIts c:h8JgBIble to COIJIClIIlIIIon tax.

Retained earnings

For any company, the amount ~ earnings ,etsilled wiltin the buill.. has a dinIct
impact on the amount of dividends. Profit I8-invest8d as ietail1ed earnings is profit
that c:ouId have been paid as a cIvidencI. The ma,jor re II DO. for uUIg ,etBilled
earnings to finance new investments. rather than to pay higher chldl"ds and then
mise new equity for the new investi,....... as foIows:

a) The management~ many companies bBII'" that I..... _Iii lOS ..
funds Which do not cost anything, aIIhough this Is not IIue. Ho1i.... It is
true that the use of retained earnings as a source~ fUnds does not lead to
a payment~ cash.

b) The chidend poky ~ the company is In prw:tice dill II.... by the
d1redors. From their standpoint, ,etaIned eamillg...an .adIve IOUR:8
of finance because im.b'." projec:Is can be undeit8k8n wlIhout
Involving elIher the shareholders orany ouIIlders.

c) The use ~ i8IaIned earrings 81 oppel.ed to new .... or debenIui8I
avoids issue costI.

d) The use ~ ,etail1ed eamings avoids the poulbllty ~ a c:::t.-1g8 In aliltiul
resulting from an issue~ new ......

A~ flIdDr that may be of Importance is the tInanc:laI and taIlIItion pc.ition~ the
company's "'ehokIers. If, for exarnpIa, becal.. ~ IDalio" alillidei they
woukl rather make a capltaI profit (which wlI only be taxed when suId)
than receive amKlt income. then finance through ,etsilled _Ililgl would be
pierem.ct to oIher methods.

A company must iWblet iIlI seIf-.......1dng through I..... pnIIIs becae..
shanIhoIderI shoUd be paid a i8iISClIl8bIe dIvidand. In Ine wIIl~. Dille .4J6lI......
-. if the dIr8cIIllrs would rather keep the fUnds for iIlHnveIIng. At the ..... time. a
company that is IooIclng for exira fu1ds wi! not be uped8d by i1\l I:MS (such •
banks) to pay generous dlvidands. nor over-gellerous s • ".. to ~'"Cliledoi•.

Bank lending

BomJwlngs from banks .. an i1iipOrtant source of finance to ClliIljliIItlu. Bank
lending is sliD mainly short 18rm, although meclium-bInn .dllg is qulIIe alilllUi
these days.

Short I8rm lendlilg may be In the form of:

a) an ov_dia,., which a company shoUd keep wiltin a Init .. by the ba*..
1,__ is charged (at a variable ....) on the amount bywhlch the aliIlP_., Is
ovadiu"" from day to day;

b) • short-term loan. for up 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 medium-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 variable interest rate, so
that the rate of interest charged will be adjusted every three, six, nine or twelve
months in line with recent movements in the Base Lending Rate.

Lending to smaller companies 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 floating rate
loan. Longer-tenn bank loans will sometimes be available, usually for the purchase of
property, where the loan takes the fonn of a mortgage. When a banker is asked by a
business customer for a loan or overdraft facility, he will consider several factors,
known commonly by the mnemonic PARTS.

- Purpose
-Amount
- Repayment
-Tenn
- Security

.....,

p

R

T

S

IThe purpose of the loan A loan request will be refused if the purpose of the loan is not
~cceptable to the bank.
!The amount of the loan. The customer must state exactly how much he wants to
~rrow. The banker must verify, as far as he is able to do so, that the amount required
o make the proposed investment has been estimated conrectly.

How will the loan be repaid? Will the customer be able to obtain sufficient income to
make the necessary repayments?
What would be the duration of the loan? Traditionally, banks have offered Short-term

,loans and overdrafts, although medium-term loans are now quite common.
Does the loan require security? If so, Is the proposed security adequate?

Leasing

A lease is an agreement between twQ parties, the "lessor" and the "lessee". The
lessor owns a capital asset, but allows the lessee to use it. The lessee makes
payments under the tenns of the lease to the lessor, for a specified period of time.

Leasing is, therefore, a tonn of rental. Leased assets have usually been plant and
machinery, cars and commercial vehicles, but might also be computers and office
equipment. There are twQ basic fonns of lease: "operating leases" and ''finance
leases".

Operating Ie....

Operating leases 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 lease is fairiy short, less than the economic life of the
asset, so that at the end of the lease agreement, the lessor can either
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i) lease the equipment to SOIll8OIl8 else. and CIbtS a good rent for ..
or
Ii) seI the equipment secondhand.

Finance 1ea.1.

Finance leases are lease lIgIeements between the user 01 the Innd asset (the
lessee) and a provider of finance (the lessor) for most. or aI. 01 the ..........,.e:ted
usefulife.

Suppose that a compeny dec:ides to obtain a comp&ny C8I' 8IId finance the arq ililioi.
by means of a finance lease. A C8I' dealer wII supply the C81'. A nn.iC8 house wII
agree to act as lessor in a finance leasing arrangement, and so wII puid III the C8I'
from the dealerand lease it to the cornp8I'ly. The compeny wII take PllISIISiol. 01 the
car from the car dealer. and make regular payments (mollll.,. quMBrly. six II'iOiIdNy
or annually) to the fi .. iC8 house under the I8nns 01 the ......

Other irrlporBIt c:hanIc:t8risti 01 a Iinanee lease:

a) The Iessel is nISJlClrlIIlIe for the upk:llP, servIc:Ing and 11lIIi.....iC8 01the
asset The lessor is not involved in 1his III aI.

b) The lease has a pr'orray partod, which covers aI or moat 01 the economic
life of the asset. At the end of the lease. the lessor would not be able tD
lease the asset to someone else. as the asset would be worn out. The
lessor must, lhiwefore, ensure that the lease payrnenIs during the pf.'1lIIy
partod pay for the fuI cost of the asset as wei. piaVlding the .....wIh
a suitable I1lIum on his Iml b••a

c) It is usual III the end 01 the prinwy lease periOd to aIDiIr the ' ...11 tD
CIlIIti IU8 to lease the asset for an Ir.cter. ibilOiCIlI idaiy period, in Allum for
a very low nornineI rent. AIbImaIiveIy, the Ieslll might be aIll_d tD'"
the asset on the Iessor'. behalf (since the lessor is the owner) 8IId tD kIllIp
most of the sale proceBds. paying only a srnaI pelC8idage (perhaps 10'1(,)
to the lessor.

Why might "lllng be poplAr

The albacIiClI1s 01 lea... to the suppllr 01 the equipment. the IIIIII 8IId the lessor
are • foIIaws:

• The supplBr 01 the equipment is paid in fuI at the bellilining. The equipIIBlt is
sold to the lessor. 8IId apart fromobllgationl WIderau-ar III' or warraillies,
the suppfl8r has no further financial CIlIICBrn about the .....

• The lessor Invests tinancI by ptRhasing ..... from suppll.. and ...... a
Allum out of the lease payments from the IeS'II. Pruvlded ... a lessor carl
find 1es.IBS wiling to pay the amounts he wanIs to make his Allum, the lessor
can make good profits. He wIIl11so get capiIaI allor_as on his puid III 01
the equiprnenl.

• Leasing might be a"lblrlaclli~ve.tD the Iesnl:
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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 all; or

ii) if financa 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 leased equipment does not need to be shown in the lessee's published
balance sheet, and so the lessee's balance sheet shows no increase in its
gearing ratio.

• The equipment is leased for a shorter period than its expected useful life. In the
case of high-technology equipment, if the equipment becomes out-of-date
before the end of its expected life, the lessee does not have to keep on using
it, and it is the lessor who must bear the risk of having to sell obsolete
equipment secondhand.

The lessee win be able to deduct the lease payments in computing his taxable profits.

Hire purchase

Hire purchase is a form of instalment credit. Hire purchese is simHar 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 lesseeliever becomes the owner of
the goods.

Hire purchase agreements usuaHy involve a finance house.

i) The supplier sells the goods to the finance house.
ii) The supplier delivers the goods to the customer who will eventually
purchase them.
iii) The hire purchase arrangement exists between the finance house and the
customer.

The finance house will always insist that the hirer should pay a deposit towards the
purchase price. The size of the deposit WIll depend on the finance company'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 commercial business can use hire purchase as II source of finance.
With industrial hire purchase, a business customer obtains hire purchase finance from
a finance house in order to purchase the fixed asset. Goods bought by businesses on
hire purchase include company vehicles, plant and machinery, office equipment and
farming machinery.

Government assistance

The govemment provides finance to companies in cesh grants and other forms of
direct assistance, as part of its policy of helping to develop the national economy,
especially in high technology industries and in areas of high unemployment. For

",



example, the Indigenous Business Dewlopment CorpoIation 01 ZiIIbabw8 (IBDC)
was set up by the government to assist smallndigenouI buIinesIeI in th8t counIry.

Venture capital

Venture capital is money put Into an enterprise which IIllIy .. be IoIt If ...-prise
faUs. A businessman starting up a new business wiI invest venlLn •., 01 his own,
but he wi! probably need exira fmding from a scut8 olhw .... his own pock8l
However, the term 'venture capitar is more spec:lficaIIy associat8d wiIh pulling mOlley,
usually in return for an equity s1ake, Into a new business, a management buy-out ora
major expansion scheme.

The institution that puts in the money recogllilllthe gamble 1n.......1t In .. funding.
There is a serious risk of losing the entire irMlsbiiill1t, and it might take a long time
before any profits and returns mat8riaIise. But there is also.. JlI'OlIP8d 01 V8IY high
profits and a substanlial return on the inrilSbli8i1l A venlLn capillI,. wiI requR a
high expected rate of return on imlesbll8l1ls, to c:ornpensate for..high riIk.

A venIure c:apiIaI organisation wi! not want to ntIain its 1nv8Sbl_1t in • bUIIII.I
indefiniIeIy, and when it c:onsiders putting money Into • buIii III wnIIn, II wiI also
consider its "exit", that is, how it wiI be able to puI out of the buIin " 8IIeI*'8Iy
(after 4ive to seven Y'ND, say) and realise its profits. Exampla of venlLn • ., iIII
organisations are: Merchant Bank of CenInII Afric:lI lid and Anf1!O Ameiicali
Colpoialion ServIc:w lid.

When a c:ompany's diiec:too'S look for help from a venlLn c:apilaJI inIIIII!tion, they R1UII
recognise thai: . .

• .. instiIuIion wiI want an equity ItiIk8 In the CllilIP8"Y
• it wiI need COlI¥inc:ing that the company can be .ICCII~
• illIllIy want to have a repreII Itlilive appoi ilIId to .. c:ompany'l board, to
look after its iI.......

The direc:Iors of .. company mull then COlItlld wntunt • 1I'MaI OIgai '1 11kIl_, to tJy
and find one or more which would be wiling to offer financ:8. A venlLn •"'II"'"
organisation wiI only give fU'lds to • company th8t II bllilYel can IUCC lie!, and
before II wiI make any def. iIt8 offer, it wiI want from .. company management

a) a buIii... plan
II) dell' of how much financ:8 is nllded and how It.. be used
c) the mosI .-11 trading figurw of the company, • II I rat ...... CIIIh
flow forecaII and • profiI forecast
d) dell" of .. management 188m, wIIh 8\fIe!enca 01 • wide range of
management IIdII
e) dell" of III8i« sharehoIdel's
f) dell" 01 the c:omparr/I CUIWII batilg .,.1g8IIIMIa and any obr
sources of financ:8
g) any s.-1iI8raIunt or pubIIc:IIy lIl8IaIiai th8t..COlI,,1Y hw.....

A high pe.c8l itlIge of i&ql.... for venlLn c:apItlII.. rej I ct8d on an inIIIIIIlCI'II8Iillig,
and only a small pen:enlage of al requests survive boIh Ihis lCI'II8IiIIlg and fwther
investigation and result in actual invesb118ntS.
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Franchising

Franchising is a method of expanding business on less capital than would otherwise
be needed. For suitable businesses, it is an altemative to raising extra capital for
growth. Franchisors indude Budget Rent-a-Car, Wimpy, Nando's Chicken and
Chicken Inn.

Under a franchising arrangement, a franchisee 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 the 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 operating profit. These regular payments will usually be a
percentage of the franchisee's tumover.

Although the franchisor will probably pay a large part of the initial investment cost of a
franchisee's outlet, the franchisee will be expected to contribute a share of the
investment 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 franchisor are as follows:

• The capital outlay needed to expand the business is reduced
substantially.

• The image of the business is improved because the franchisees will be
motivated to achieve. good results and will have the authority to take
whatever action they think fit to improve th8 results.

The advantage of a franchise to a franchisee is that he obtains ownership of a
business for an agreed number of years (induding stock and premises, although
premises might be leased from the franchisor) together with the backing of a large
organisation's marketing effort and experience. The franchisee is able to avoid some
of the mistakes of many small businesses, because the franchisor has already
leamed from its own past mistakes and developed a scheme that works.

Now attempt exercise 7.1.

Exercise 7.1 Sources of finance

Outdoor Living Ltd., an owner-managed company, has developed 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 capital 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 capital likely to be available and the sources from which

they might be obtained
c) the method(s) of finance likely to be most satisfadory to both Outdoor

Living Ltd. and the provider of funds.
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