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About Expand Your Business (EYB) 
EYB stands for Expand Your Business. It is an integrated business training and support programme for small to medium 
scale enterprises that have growth potential and capacity to create more and better jobs. 
The vision of the EYB Programme is to assist growth oriented enterprises that have growth potential to develop effective 
strategies to exploit the growth potential of their enterprises. They are also assisted to strengthen their business functional 
areas in marketing, human resources and finance. 

The EYB Programme is targeted towards Growth Oriented Enterprises (GOEs) that have a growth potential, employ between 
6 to 100 employees, have basic management systems and have been in operation for at least one year. The EYE 
Programme is designed to enhance the knowledge and skills of Owners, Executive Directors, General Managers and 
functional managers in marketing, human resources and finance. The programme is designed to assist the GOEs to 
anticipate, plan and successfully manage the growth of their enterprises. 

The EYE is an integrated programme, which involves classroom training, facilitation of business and financial linkages, 
individual counselling sessions and facilitation of Business Support Groups. The individual counselling sessions assist GOEs 
to complete their Business Growth Plans. The Business Support Groups provide an opportunity for GOEs to meet and 
discuss common problems, challenges and solutions, network and receive expert advice from invited resource specialists in 
identified areas. 
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In this module, you will find: 
Relevant business knowledge and information 
Read the simple theory and information relevant to the topic o f  this manual. The examples 
on the case study that follow the theory and information show how knowledge i s  utilised to 
manage a business well. 

Practical exercises 
Do the exercises in the module and then compare your answers with the suggested answers 
given at the end of  the module to find out how much you have learnt. 

Action and Growth Plans 
17ill in and use tlic action and gl.owt11 plans. l'llis will liclp you lo O~II your ~ icw  knowlctlgc 
inlo practice. 

Useful business terms 
Useful business terms are denoted in bold italics when they used for the first time in the 
module. Look up the meaning o f  these terms in the text box next to them. Menlorise their 
meanings they can also located in the glossary section o f  this module. 

The symbols 
You will see the following symbols in the left hand margin. The symbols indicate the nature 
o f  the text contained in the boxes next to them as explained below. 

- 

Next to this symbol, you will find the objectives of the module and its chapters. 

Next to this symbol, you will find exercises for you to do or questions for you to 
answer. 

L 

The box next to this symbol gives you suggested answers to an exercise in the 
manual. Remember to work out your own answers before you read the answers in 
the module. 

I 

The box next to this symbol tells you where to find more information in the other 
modules or elsewhere, for example: EYB Module: Strategic Financial 
Management tells you more about how to interpret financial ratios. 

L 

The box next to this symbol tells you something, which is extra important for you 
to memorize. For example, the customer is the most important person for 
your business. 

b 

.... .. ,... . . . . . . 
53% ii ..:;::+:.H;<y Q .. . . . ..... . .. . . . ..... : .A.  . . :. . 

.... 

The box next to this symbol provides you with examples on the case study used in 
this module. It shows the use of theory and information in context in the case 
study. 

L 

The box next to this symbol asks you questions about your own business. 

I 
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PREFACE 

About the Strategic Financial 
Management module... 

In this Financial Management Module, we will discuss a practical system to manage your 
conlpany's li~lances in terms of both controlling the assets of the business, and measuring the 
success of the business in financial terms. 

The outputs of this module include: 
Development of financial management systems, 

Knowledge and skills to develop, analyse, and interpret financial statements: 

Income statement, 

Balance sheet, 

Cash flow statement, 

Development and control of financial plans, 

Analyses of capital investments, 

Working capital management policy, 

Sources of finance analysis, 

Strategy for safeguarding business resources, 

Establishment of financial growth plans. 

The underpinning philosophy of this module is that financial management is becoming an 
essential for those enterprises that intend to grow in an increasingly competitive and global 
business environment. This philosophy applies to small and medium size enterprises, as much 
as it applies to multinationaVgloba1 corporations. 

The primary focus of this module is typically to outline the various aspects of financial 
management necessary for growth -oriented enterprises (GOES). To progress through this 
module no prior knowledge of financial management other than personal experience is 
required. 

2. Whom this module is for... 
This manual is for YOU if you are managing a business, and is willing and planning to expand 
it, and improve its performance and financial results. It is for you if your business is currently 
employing between 6 and 100 employees, and having good market opportunities, good human 
resources, and product or products with a good position in the product life cycle (i.e. with a 
growing market share and volume). 

iii 
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This Module is for you if you are holding one of the followii~g posts in the business: 

The General Manager, CEO or Managing Director. 

The fillancia! manager, or one holdirg a sirllilar position 01- respo~~sibilities 

This Module is for you if you have acquired the basic business management systems in 
marketing, record keeping, costing, buying, stock control and business planning basics. 

3. How this module is presented ... 
This module comes in a nine -chapter format, each relating to a particular key element of 
financial management. The emphasis is very much on practical application of financial 
management supported by examples and exercises. 

At the end of each chapter, there is an action plan, which you should complete section- 
by-section after you have covered the relevant chapter. 

The following flow chart illustrates the module framework that indicates the 
interrelation between different chapters and parts. The chart consists of nine chapters that 
aim at assisting you to understand your financial performance, and manage your business 
finance. 

The chn~-t sllnws yo11 11ow this Fi~lnllcisl M;ulnge~reilt Mncil~le has beell o~*g:~~liseci 
and how it will lead you to prepare your financial growth plan. 

8. Sources of 
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Chapter 01 i e  is an introduction to the Financial Managenlent that aims to enhance your 
appreciation of financial management. 

Cliapter Two helps you understand the basic financial management information system 
in your business including, record-keeping systems and computerised accounting 
systems. 

Chapter Three helps you understand the basic financial statements of a business: 
Income Statement, Cash Flow Statement and the Balance Sheet. These represent the 
outcomes of your tinancial information system. 

Clial~ter IJoer focuses on financial analysis tools and techniques that will help you to 
evaluate the growth of your business, and provide you with new angles of the 
understanding of financial statements. This will cover trend analysis, common size 
analysis and ratio analysis. 

Chapter Five provides specific tools to help you budget and control the finances of your 
business. These budgets help you to plan the allocation, and use of the financial 
resources that are used to implement your business expansion strategy. They will, also 
help you to stay on track, and to recognise and correct problems before they become 
serious. 

Chapter Six provides tools to help you evaluate investnient decisio~is like, "Which is a 
better niachi~ie to bt~y? Alter~lalively, sIioul(l 1 lease my next trt~ck or buy it? As you 
implement your expansion strategy, these will be important decisions you need to make. 

Chapter Seven focuses on how to manage your working capital. As you implement your 
expansion plan, your business will require large amounts of money to fund inventory, 
payroll, operating expenses and debtors' accounts. The tools presented in chapter six will 
help you to manage your working capital, and ensure that you have sufficient funds to 
grow. 

Cliapter Eight focuses on how to obtain capital to finance the short and long-term needs 
of your business as it grows. All businesses owners feel that financing in the most 
challenging aspect of the business. l'llis chapter gives specific tools to make that job 
more manageable. 

Chapter Nine of this module focuses on safeguarding your business assets, and provides 
you with some techniques to protect your business from a disastrous loss. Your business 
maybe your single largest financial investment, and is probably the main source of 
income for you and your family. Natural disasters, robbery and theft can cause very 
serious problems, and it is important that you take measures to minimize this risk. 

Chapter Ten that contains the Financial Management Growtll Plan will provide you 
with tools and forms to develop your financial growth plan which provides you with a 
map to implement and monitor the financial performance of your business through the 
growth process. 
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4. Before you read this module, 
The Strategic Financial Management is a hndamental module in the Expand Your Business 
(EYB) Programme. You will benefit more from the EYB programme if you read the EYB 
modules: 

Strategic Management 

Slrillegic Ma)-keli~~g Mallagelllellt 

Strategic Human Resollrces Management 

5. What you will learn in this module ... 
If you aim to grow your business, this module will be of great help to you. The basic idea of 
this module is to help manage your business finance for growth. First, you should get ready 
for growth, then you need to plan your growth, and then you should organise your enterprise 
to grow. This Module seeks to enhance your understanding of financial management, and the 
tools you will need to deal properly with your finance. 
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Financial management enables you: to mci~surc thc pcrforrnance of your business, provide 
you with the necessary inforniation for taking corrective action when necessary. It will, 
also help you to track your business to achieve your ultimate business goals. Financial 
management provides you with tlle information to support decisions, and to forecast and plan 
your business. 

The financial management knction cannot exist in isolation. It is clwly- linked to the overall 
strategy and the goals of your business that you set up earlier. It also closely links with your 
marketing and human resource management strategies. 

Financial management totally depends on the cost and revenue information of your 
marketing, llunla~i resources and production hnctions. 

vii 
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APPRECIATE THE ROLE OF 
FINANCIAL MANAGEMENT 

What you will learn in this chapter ... 

PREVIOUS PAGE BLANK 
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1. What is Financial Management? 

Financial management is not just concerned about proper financial record keeping and the 
production, analysis and interpretation of financial statements. I t  is, also concerned about 
the control of your business resources, preventing theft and losses, and making decisions 
about investment. 

Financial nranagenrent is the business 
management hnction that is concerned with 
managing a businesSys finances It refers to the 
application of financial management tools and 
techniques to coordinate all financial functions 
in the business enterprise. This involves: 

Financia\ management is the business 
management function that monitors, 
controls and allocates the vital resources 
of a business. It plays a key role in the 
formation of the primaly business 
strategies and the achievement of key 
business objectives. 

Setting financial objectives. 
Financial analysis, planning, and control. 

Management of the acquisition and application of funds. 
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Financial management cannot operate in isolation. It must operate in relation to the other 
key business management functions. Financial management depends on information that is 
provided in a timely manner from the various business management filnctions, including 
marketing, production and human resources. 

Setting Financial Objectives 

Setting objectives is an important aspect of success in life. The most successful 
people in the world state that a major reason for their success is the ability to set and 
achieve specific objectives, l'llc snnle is true for a business, arltl the tliost s~rccess~ul 
businesses are goal oriented. 

A business should provide business owners with a satisfactory return on their 
investment whilst, at the same time, meeting the aspirations of other stakeholders 
such as employees, lenders, creditors and customers. Principal among the financial 
objectives of an enterprise are its short, medium and long-term profitability 
objectives. These s h o ~ ~ l d  be def i~~ct l  in very specific co~~crete tenns. 

Financial analysis, planning, reporting and control. 

The financial management filnclion uses financial statements generated by the 
li~l;~ncial accounti~lg systeln lo analyse the linancial pel-lormance, position and cash 
flows of the business. Based on this analysis and projections for the future, financial 
decisions and plans are made. As the business operates and prepares records on its 
financial results and position, the financial plans are compared with tliese reports, 
and where necessary control action is taken. 

Management of acquisition and application of funds. 

Financial management is also concerned with planning and acquiring the optimum 
finances required to meet the business's objectives and seeing that hnds are 
employed efliciently and effectively. This may involve the proper control of business 
resources, prevetiting tlief and losses, and making decisions about investment. 
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Financial management may utilise information from the financial accounting system. 
Financial accounting is concerned with proper financial record keeping and the 
production, analysis and interpretation of financial statements. 

2. Importance of Financial Management 
When you first started your business, you probably never thought that you would be 
dealing with income statements, balance sheets, cash flow statements and similar financial 
statenle~lts. Like   no st slllall busi~lcss owners, you started a busiliess based on owning your 
company, and doing something i.llat you like very mucll. 

However, as your business has grown and as you plan hrther growth, you will see how 
important it is to have good control over your finances. The truth is that money makes a 
business grow. 

How Does Financial Management Help You to 
Grow Your Business? 
As a growth oriented entrepreneur, you are concerned with the growth and expansion of 
your business. Managing financial resources efficiently and effectively is vital for all 
entrepreneurs to achieve their business goals. Finance is the life-blood of any organization, 
and every entrepreneur wants to earn a good return on his or her investnient. To achieve 
your goals in an ever changing and highly competitive environment, you have to make the 
right strategic decisions that provide the business with opportunities for growth, and allow 
you to earn a good return on your business investment. 

Your growing company is in a highly dynamic environment. As you develop existing 
markets and enter new markets, sales expand. Expanding sales require additional 
resources including labour, equipment and inventory. In addition, customers will demand 
more credit that you must extend in order to stay competitive in the market place. 
Financial management offers a system that helps you manage and control these important 
factors. 
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Financial managenlent helps you to: 

Plan the financial strategies of your business 

Financial management provides you with key information to assist in the planning of 
financial strategies of your business. 

For your business to continue growing, you will have to expand your existing 
markets, develop new markets, introduce new products and increase market share. As 
sales increase, you may need to realign your productive process, purchase new 
machinery, technology, and restructure your organization. 

You will find yourself with the task of reviewing your credit policies. An expansion 
of existing customer credit facilities and adding new accounts will place greater 
demand on the working capital of the business. 
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l'l~csc activilics require you to ~liake key strategic decisiol~s, arid plan tlie financial 
strategies of your business. You need a system to help you access vital information, 
analyse it and make good decisions. Financial management gives you that system. 

Measire the objective factors that affect the performance of 
your business 

The financial information system includes a series of reports that provide a monetary 
indication of the performance of your company. They help you to monitor the 
progress of your business toward achieving business goals and to take corrective 
acliolls wllcll 1lCcCSSiIl~y. 

For example, lncome Statements will provide you with detailed information on your 
incomes and expenses. From statements for successive periods, it is possible to detect 
trends in different items of income and expenses, which would explain deteriorating 
profit margins. 

Likewise, if your Balance Sheets for successive periods showed an increase in 
creditors, this could explain your recent shortages in cash. 

You should also utilise a variance report to compare budgeted with actual 
performance, allowing you the opportunity to make necessary changes to get 
operations back on track. 

Utilise financial information to make sound business 
decisions 

The financial information system provides you with a wide array of information that 
can be utilised to make better business decisions. 

For example, you should carefully consider the net profit margin before you make an 
important decision to increase promotional expenses. The debtors' turnover ratio 
(accounts receivable) helps you monitor and adjust your credit and collection 
policies. The break-even analysis will help you make better decisions regarding 
pricing and production costs and volumes when you introduce new product lines. 

Control key business functions 

Financial management provides you with a variety of tools and techniques to control 
and monitor the key business hnctions of marketing, production and human 
resources. For example, the sales budget will allow you to monitor the marketing 
function, and make adjustments as needed. 

Your fi~nctional budgets and variance reports will help you in monitoring and 
controlling the production, human resource, and other f~~nctions in your business. 
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Measure the achievement of business objectives 

Financial information is required to analyse and measure the achievement of key 
business objectives. You can compare the business achievements with targets that 
you set during the planning stage. You can compare your progress against last year's 
performance. 

As an example, you call determine if you have achieved the net profit margins that 
you planned. You can compare this year's net profit margin with last year's figures. 
You call conipare your lina~lcial acllicve~lle~lts will1 i~lduslry avcragcs, il'available, 01. 

with your firm's best perfoniiance figures ton1 years past. 

Maximise use of resources and avoid cash shortages 

If you are to succeed in rapid and sustained growth, you must maximise the efficient 
use of your limited resources. Cash shortages are one of the niost common problems 
with growing firms. Many owners run to the bank the first instance their firm faces a 
shortage of cash. Unfortunately, what they do not realise is that these cash shortages 
are often entirely avoidable. 

The following diagram illustrates the cash flow cycle. Cash constantly cycles through 
the business. First cash initially pays trade creditors; purcliase tlie inputs (raw 
materials, labour, and overheads) to prodt~ce goods and services. Goods are sold to 
custo~ners wlio pay, but ollen several months alter they receive the goods or service. 
In addition, cash is ear marked to pay wages and overhead expenses to produce goods 
and services. On the other hand, cash must go toward tax payments to government, 
dividends to shareholders, repayment to lenders and payments to fixed assets. 

Cash Flow Cycle 
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Financial management allows you to identify and plan for the use of your precious 
resources. It provides you with the information you need to evaluate your resource 
and financing needs. When you do go to the bank for a loan, it will be a planned and 
deliberate decision. 

Evaluate new business opportunities 

If a new business opportunity presents itself to you, how will you know if it is in your 
best interest to pursue it, or if the opportunity will be profitable? Will you have 
enough resources in your business to pursile the new opportunity without over- 
stretching yourself? 

Financial management provides you with the techniques and the key information 
required in answering these questions. You can effectively analyse a business 
opportunity, and determine if it is worthwhile for you to engage in it. You can, also 
determine if the activity is feasible given your current resources. 

Minimise disruptions caused by unforeseen events 

The internal and external environments of your business are constantly changing. In 
many instances, you can plan for these changes. However, so~netimes the unexpected 
happens. When it does, i t  can be very disruptive to the business operations. Financial 
management can minimise the disruptions caused by unexpected events. 
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4. Set objectives for your financial management 
plan to support your growth strategy 
Any goal or objective for financial management should support the management growth 
strategy of your business. The business will require specific financial resources to hnd 
growth, as well as, specific financial systems to help monitor and steer the business as it 
grows. It is critical to prepare the business finances to support the business expansion 
strategy in the early stages of the growth plan. 

Clear objectives are the compass that directs you to achieve your business mission. 
Financial management is the co ordinator of your all other business fi~nctions, wliicli 
includes marketing, human resoi~rces management and produc~ion rnanagenielit. 
'rtierefore, it is important to set clear long-term objective for your financial management 
hnction that support the business growth strategy. 

. - . . . . . .  - . . . .  - ............ - . - .. - - ................ - - - - .. - . - - - ..-.. ......- - ......... - . - - - .-....... 
Refer back to chapter two of your Strategic ~ a n a ~ e r n e n t  Module, 
where you find.mora details on how to set up goals, objectives and 
your business mission. 

Refer to the growth strategy that you developed in the Strategic Management 
Module, and prepare goals, long-term and short-term objectives for financial 
management function of your business. 

My Business goals are: 

- .......................................... .. 

.............................. .- ................................................................ ......................... ............ ................................. ...................................... ....................................................................................... 

Continued on the next page ... 
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Continued from the previous page ... 

My business long-term objective are: 

. .- ............ ... 

..................... .......................................... ................................................... ................ ......... 

........ . - .. 
... . ............ .. . . ..- 

. . . .......... ... ........ ................. -. ...................................... - ......... .- ... .- ..........-...-.- - -..-.-..........- .- . - ... -. 

. ....................................... - ...... .- ................... ... ...................... - ....................... - . --. ............. - ....... ........................................... ......... - ......... - ..... . ..-........ 

..................................................................................................................................................................................................... . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

. My business short-term objectives are: 

-..... - .. - ............... .............. .. ................ ... . - . -. - - ............................ -. .. - -. ........ -- 

-- .......... .- .......... - ...................................... .......... -. ......... -. ......... -- .... .............. - .... - 
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Chapter Summary 
Financial managenlent is tlle business management function tha t  manages the acquisition 
and applicatio~l of the financial resources of a business. I t  plays a key role in the fornlation 
of ~ l i c  pri~llary bi~sirlcss stl-ategics and achievement of key business o1)jectives. 

I-laving a financial management objective in line wit11 youl- mission statenlent is l l~e 
li)~~~lcliilii)~i c)l.yoi~~. Ii11i111ciiil g1.ow111 l)Ii111 

Financial managenlent helps you evaluate and make a choice about the strategic growth 
strategy you will pursue. I t  helps you to ensure that the growth strategy is both profitable 
and acl~ievable given your financial resources. Finally, financial management helps to 
monitor contini~ously yoi~r business as it expands to ensure that yo11 stay on track, and 
avoid colnnion pitfalls that can de-rail your growth plans. 

'I'llc I'ollo\vi~~g CII;II ) IL'I .S  will tle;~l  will^ I~ow lo ;~l)l)ly tlicse 1711;\nci;tl ~ ~ ~ s n a g e ~ n c l l l  tools 
n ~ ~ d  Lecl~~riq~~cs  in ~)l-;lclice. 

Make an action plan for improving your 
implementation of financial management 

Complete the form below to implement financial management in your business. The 
following action plan is usefill when you prepare yoilr financial growth plan, where you 
can have a master action plan for all aspects o f  your financial management. 
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ACTION PLAN 
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COMPREHEND THE FINANCIAL 
INFORMATION SYSTEMS 

What you will learn in this chapter ... 
The objective of this chapter is to enable you to understand the environment, and to 'predict' the 
direction things will go and then position your business accordingly> 
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Overview Of Financial Management 
Information System 

Financial management depends on information that is provided in a timely manner from 
the various business departments including, marketing, production and human resources. 
In addition, information is gathered from outside sources to  supplement the internal 
information. This information is reported on a regular basis and is then, compiled into a 
set o f  reports known as financial statements. 

The  diagram on  the next page sllows how information flows fiom the various fiinctional 
areas o f  the business into the financial management system. Analyses and reports are 
developed, and used t o  make strategic business decisions. 
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Financial management is responsible for collecting and analysing inforination 
provided by the other business hnctional areas. This information is presented to 
management, and assists in the development of strategic management goals and 
objectives. 

A Management Information System is central to the business decision making 
process. Information flows from the various departments including marketing, 
human resources, and production. This information is processed and analysed by the 
finance department. Reports are issued with key information that is utilised by the 
various departments for operation and planning activities. 

2. Overview of Financial Tools and Techniques 

There are several tools and techniques that are generally used in financial management. 
These tools and techniques can be used to analyse the business performance, and monitor 
the business plan. 
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The most conimon tools arid tecllniques are sllown i n  tlie diagram below: 

Budgets 
They are plans expressed in quantitative terms, usually financial. You use budgets to 
plan and control tlie growth of your business. 

Income Statement (Profit and Loss Account) 
It is the summary of all revenues and expenses of tlie business and (lie net income or 
loss of tlie business for a given period. The Income Statement is i~sed to measilre 
busiriess pert'orniauce, and can be closely monitored to detect performance trends. 

Balance Sheet 
I t  is a financial statcnient that sllows tlie financial position of the business at a 
particular point in time. It is a "snap-shot" of the business, which shows all the 
assets, liabilities and owners equity of the business at a give time. You can evaluate 
tlie financial strength (or weakness) of your firm using tlie balance sheet. 

Ratio Analysis 
It is a financial management technique used to analyse the financial perfor~nance, 
strength, or other business attribute by relating one financial statement lig11l-e with 
another. 'There are a nu~iiber of categories of financial ratios tliat may be used to 
analyse and interpret tlie financial performance and position of your bi~siness. Ratio 
analysis allows you to compare your business performance and strength with past 
periods, or with si~t~ilar businesses in your industry and determine if your business is 
on track to meet your established goals. 
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Cash Flow Statement 
I t  explains the change in the casli position of the firnl by showing you how much 
cash your business generaled from operating aclivities, how much casli was used (or 
released) from investment aclivities, and the net cash effect of financing activities. 
The cash flow statement allows you to keep close tabs on the cash flows of your 
business. 

Variance Analysis 
I t  involves the comparison ol' budgeled and actual performance, the analysis of 
causes of deviations and taking necessary action. I t  allows you to closely monitor 
the performance of your business, to find the causes of the deviations between 
planned and actual performance, and take action quickly when necessary. 

Break-even analysis 
I t  is a technique that uses the relationships between costs, volume, and profits to 
make various operating decisions. The break-even point is the point of production 
and sales voh~me where neither profit nor loss arises. Knowing the break-even 
point of your business helps you to decide your minimum operating level. A 
comparison of i.he break-even poinl and tlie current or planned level of aclivity 
indicate if you are in a stable posilion or not. Break-even analysis also helps you to 
assess your ability to make changes in your selling price and production volun~e. 

Time Value of Money 
l'he value of a specific amount of money in tlie future is worth less than the same 
amount of money loday. The return you get for today's investment must consider 
the opportunity costs of not having access to the money today and waiting for the 
money in the future. When you set financial objectives, and evaluate the 
performance of your business, you therefore, need to ensure that your return is 
worthwhile after taking into account the concept of the time value of money. 

1) Which financial management tools do you use today to monitor the performance 
and growth of your business? 

.. . . 
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Continued from the previous page ... 

2) What was the profit (or loss) of your business last year? Which tool did you use to 
determine this? 

................................................................................................................................................................................................................ 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

3. Sources Of Financial Information 
Each of ~llcse slalcmcnts is PI-epared liom the record keeping systelil ol'tlle business. The 
financial record keeping system of a business consists of business documents and books of 
account. The chart shown in the next page shows the flow of financial information from 
the business (sources) documents, through the accounting system and finally, into the 
financial stalcnlcnls. 
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Business documents 

\ 
Transact~ons data 
captured In Business 
Documents 

I 

T 
Business documents ' 
recorded in Books of 
Original Entry 

L 1 

V 
'Data from Books of \ ' Cash data from 

A business docunlent is a document that is used to record business transactions as 
they are recognised. (Business transaclions are events illat all'cct the assets, liabilities 
or equity of a business.) For instance, when you sell goods on credit, you capture the 
data in respect of tile sale transaction in a sales invoice. Other exanlples of business 
documents include debit notes, credit notes, suppliers' invoices, deposit slips and 
check stubs. The term source document is alternatively used in place of business 
document. 

relevant business 
document recorded rn 
Cash Book 

Orlglnal Entry and 
Cash Boaks recorded 
in Ledger accounts 
by a process Known 
as posting /' \ / 

I 

* 
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Books of account 

It is a collective term used to describe the set of more perinanent financial records 
created from data initially captured in business (source) documents. The tern1 'books 
of account' is a bit of a nlisnonier because the term does not only apply to records in 
bound books, bill to records in both paper and computer files. 'The books of account 
you need to maintain will depend on the size and specilic needs of your btlsiness. 

Books of original entry 

For a mcdil~m size business, the transactions data captured in business docunients 
may initially be recorded in books of account known alternatively, as books of 
original entry, books of prime entry, journals or day books. Books of original entry 
are essentially financial diaries used to record business transactions in a 
chronological order before they are recorded in the main book of account, the ledger. 
Typical examples of books of original entry are the sales day book, for recording 
liigli volume credit sales transactions; purchases day book for recording Iiigli volun~e 
credit purchases transactions; and the general journal, for transactions that do not 
warrant special jolirnnls. 

H The ledger 

The ledger, the main book of account, is a collective term for tlie set of records, in 
the forin of accounts of the assets, liabilities, incomes, expenses and itenls of equity 
of the business. The ledger may be divided into different sections. For instance, the 
cash and bank accounts may be removed from the main ledger and be constituted 
into a section of the ledger known as the cash book. Other sections of tlie ledger that 
may be maintained, if the number of the accounts involved warrants doing so would 
be the sales (debtors) ledger for debtors' accounts as well as tlie purchases 
(creditors) ledger for creditor's accounts. The general ledger contaii~s the accounts, 
which do not warrant the creation of a special ledger. 

Accounts in the ledger (including the cash book) are maintained using the double 
entry system of book-keeping. Double entry book- keeping is a system of recording 
financial tralisactions in a way that reflects the dual effect of each transaction. For 
instance, if you purchase goods for JD 6,000 on credit, you simultaneously increase 
your stock of goods by JD 6,000, and your liability of creditor by the same amount. 
If your debtor settles an outstanding account of JD 2,500 by check, your asset of 
debtor is decreased by JD 2,500, whilst your asset of cash at bank is increased by the 
same amount. 

Trial balance 

At periodic intervals, the accounts in the ledger (including the cash book) are 
summarised in a trial balance. A trial balance is a listing of account names and tlieir 
respective balances. The trial balance serves the dual filnctions of: 
a) Cliecki~ig the arithmetical accuracy of the double entry book-keeping of the 

business 
b) Providing a convenient summary of accounts and account balances to be used 

to prepare financial statements. 
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W Adjustments  

Financial statements are prepared 011 tlle accn~al basis of accounting. Under this 
basis, business transactions and other events are recognised when they occur, and 
not as cash or its equivalent is receivcd or paid. Birsiness transactions are, therefore, 
recorded in the acco~~nting records, and reported in the financial statement of the 
period to wliicl~ they relate. For instance, if at the end of an accounting period 
interest on investment amounting to JD8000 has been earned, but not yet received, 
an adjustment sllould be made to include the amount under revenue in the income 
statement, and to show the same amount as a debtor in the balance sheet at the end 
of the period. AFter an initial trial balance has been extracted, therefore, adjustments 
should be made for such i tem as expenses incurred but not yet paid (accruals), 
expenses paid for but not yet incurred (prepaid expenses), income received in 
advance and outstanding income, in order to ascertain the correct figures for 
expenses and income /or the period and the assets and liabilities at the end of the 
period. 

4. Importance of Record-Keeping System 
Your ~~ccol.d kccl)i~~g systc111 sllould gc~lcsale lii~a~~cial stalc~~lcnts that provitlc yo11 with 
usehl information for making economic decisions. Good financial management begins 
with a good record-keeping system. 

Understandability 

Your financial statements should provide inforination you can readily understand. 
For you to understand the information, you need to have a reasonable knowledge of 
accounting, and be willing to study the information contained in the statements with 
due diligence. 

Relevance 

Items includetl in your financial statements should be appropriately classified, so as 
to separately and acci~rately disclose items that  would influence your decision- 
making. insignificant items may need to be aggregated. If your lnconie Statement, 
for instance, separately discloses too many small items of expenses, it will end LIP 

being too cl~rttercd and hinder your understanding of what is happening with your 
expenses. 

Reliability 
Your financial statements should be a fair representation of the transactions and 
events that they purport to represent. They must be complete and free frorn 
significant errors. 
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Comparability 

You must be able to compare the financial statements of your firm through time in 
order to identify trends in its financial performance and financial position. You must 
also be able to compare your financial statements with those of comparable firms. 
To facilitate comparability, your financial statements should, as mucll as possible, be 
consistently prepared in accordance with standard accounting practice. 

Timeliness 

You need to have timely access to quality information for your financial 
management systems to make any difference in your business. For a growing 
business, access to timely and accurate information is the difference between success 
and failure. If there is undue delay in the production of your financial statements, 
they may lose their relevance. You may need to use estimates in preparing your 
financial statements if waiting for more accurate information is going to reduce the 
usefulness of the statements. 

Cost effectiveness 

The cost of your system sllould not exceed the benefit you derive from it. 'I'here are 
a variety of business record-keeping systems in use today. Some of these systems 
are quite simple, but they get the job done. Other systems are complex and address 
every aspect of the business operation. Your record-keeping system should be 
simple enough for you to understand it, whilst providing you with the information 
you need to operate and grow you business. 

Your record-keeping system sho~lld provide you with the information that 
l~elps you cot~trol vital elements of your business such as: 

Changes in revenues and expenses 

Amount of credit sales, and the quality of debtor accounts 

a Inventory levels 

Expenses 

The ability to meet tax and other government requirements 

Closely monitor and improve profit margins 

Closely monitor and improve cash flow 

Closely monitor your business assets and liabilities 

a Control the financial risks facing your business 

You should have an accountant to advise you on the type of record-keeping system 
that is most suitable for your business. The accountant should also set the system up 
for you and regularly review your business records to make sure they are accurate 
and reliable. 



Hana Juice Company (HAJCO) Ltd. 

Although Mr.  Jarneel has a recortl-keeping systern, but it is not an alrtornated one. He 
keeps track on his records by usiiig sorne Microsoft Excel sheets arid some manually 
produced sheets. His main problern is the delay in getting the f~rlancial data when tie 
needs it. Mr.  Jameel has reached to this conclusion after evaluatirig his record-keeping 
system according to the key criteria as follows: 

1 Characteristic I Score (I=worst I lO=best) I 
I Understandable 1 0  €3 0 0 0 o @ o  0 0 I 

-- - - - - 
Timeliness 

Cost effectiveness 

I Reliability 

By scoririg 42 oirt of 60, Mr. Jameel is now aware of the specific ai-eas of developinent 
of his record-keeping system. 

0 @ o o o @ d-@?T1 

I3cs11lt: F o l l o w i n g  is the ltey hr cvaluat i l ig the  lillaoci;rl i ~ l l i ) ~ . ~ i i a l i o ~ l  in  y o t ~ s  
birs i~lcss.  

Below 30 Paints Your record-kee?ir~g systern is insrficiont , Ood *you n o ~ d  

+ 10 impfoua your syslanr lo contribufa t o  yotlr Qrc)wlll. YQLI 
should focus on !he pOir\ts With a score bolow 5. 

31-45 Points 

46-60 Paints 
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Evaluate the record-keeping system in your business based on the following 
criteria: I 

. . . . . - . . . . . . . . . . . . . -- . . . . . .--. / Characteristic 
r- .-.--.- --E; score I 

1 4. Comparability 

1. Understandable 

2. Relevance 

3. Reliability 

l o o  0 0 0 0 0 0 0 s  

0 8  0 0 0 0 0 0 0 s  

0 0  0 0 0 0 0 0 0 s  

0 0  0 0 0 0 0 0 0 s  

5. Timeliness 1 0 0  @ 0 0 @ @ 0 0 @  

/ 6. Costeffectiveness 10 Q 0  0  0  0  0  0  0  (D 
. . . . . - 

TOTAL SCORE 

5. Importance of Developing a Computerised 
Financial Management System 
If you really want to successfirlly grow your business, you need to have access to accurate 
and timely financial information. Small companies, especially when they are new, 
typically have simple nlodule record keeping systems. These systems are usually 
adequate, because the conipanies have relatively low levels of activity and few 
transactions to record. 
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As a company grows, the module records become more elaborate and complicated. It 
becomes more dimcult to utilise the records for the purposes of managing tlie business. 
The business finds that the process of summarising module financial records can take 
several days and considerable labour. 

With the advent of computerised record-keeping systems, businesses are able to access 
vital financial information on a real time basis. Key financial reports can be produced on a 
daily basis if so desil-ed. I'rogress of t l~e Grm can be tracked, and fi-equent updates are 
possible. 

At one time, the costs of computers and computerised systems were so high that small 
companies could not afford them. Today, a growing business finds it both cost etrective 
and critical to install a computer based record keeping system. 

Several computer software accounting packages designed for smaller companies that 
provide all the features you need to grow your business exist. Janisl~id, Ideal 
A C C O I I I I ~ ~ I I ~  is one sucli programnle colninonly ~ ~ s e d  by niany small and lnedilrin 
businesses They are fully filnctional and relatively easy to use. 

Uelli~ i ~ ~ f o r ~ ~ ~ ; ~ l i c s ,  GCESol't, II'AC, Esk;~de~~ia ,  ATS, and Ci11;lxy tlle preceding 
companies produce computer-based accounting packages for small business. They offer a 
complete solution for business accounting needs. 

If you have reliable access to the Internet, you niay consider an internet-based accounting 
system. The Netledger system by 01-acle Small l311siness is tlle first Internet based small 
business accounting system. 'The major advantage of this system is that all of the business 
records are stored on a main computer owned by Oracle Small Business. No matter 
where you are in the world, you can always access your accounting records safely and 
securely via the Internet. 

6. Moving to a Computerised Accounting 
System 
Some financial statements may need to be prepared at fairly regular intervals. For 
instance, income statements may need to be prepared on a monthly basis, shortly after the 
month end. In a really volatile environment, cash flow projections and reports may need to 
be prepared every two wccks. (Cash llow projections are dealt with later in this module.) 
Other financial statements niay be prepared at longer intervals, like quarterly, half yearly 
or annually. 

One way of CI~SIII-ing accilralc ant1 tin~ely linal~cial information is by coml~t~tel.ising the 
accounting system. Small businesses, especially when they are new, typically have simple 
manual record keeping systems. These systems are usually adequate, because these 
businesses have relatively low levels of activity and few transactions to record. At this 
stage, the business does not need to computerise the accounting system. In any case, the 
cost of an accounting system should not exceed tlie benefits it offers. 
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As a company grows, tlle manual records become more elaborate and complicated. I t  
becomes more difficult to utilise the records for the purposes of managing the business. 
The business finds that the process of summarising manual financial records can take 
several days and considerable ethrt. 

When you decide to move your accounting records to a con~pi~terised system, you sho~rld 
follow a systematic process. 
Five steps are outlined below to help yo11 manage this transition. 

a) Recruit a professio~ial fioaocial expert. Many small business owners make the 
nlistakc of p~rrcllasing t l~c  lirst con~p\~tcr-based a c c o ~ ~ n l i ~ ~ g  package tl~cy co~uc 
across. 

b) Determine your company's record-keeping needs Work closely with your 
accountant to determine your record-keeping needs. Your accountant should be able 
to evaluate your business's record keeping needs and recommend the right system for 
you. 

c) Identify and evaluate coniputerised fi~ia~icial  management systems. Talk to the 
experts. There are many systems available, and the right system for you will depend 
on your specific business requirements. 

d) Choose the system that best meets your needs. The computerized accounting 
system you finally choose to install in your business should meet the information 
needs of your business. 

e) Implement a computerised financial management system. You sliould work with 
your accountant to develop a process, and schedule for moving your rccord-keeping 
system on to the computer. In some cases, the process nlay be very simplc and take a 
shul-t period ol' ti~lle. Iior a more complex company, the process nlay take several 
weeks, and require good planning. 
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I Hana Juice Company (HAJCO) Ltd. I 

- -.z:, 
-<;jlj * 5,: 

Mr. Jameel decided to use a computerised financial system, so he sub-contracted a 
professional financial expert to determine the company's record-keeping needs, and to 
identify and evaluate computerised financial management systems that fits the specific 
needs of HAJCO and provides him with relevant reports on timely basis. 

- < 

CASESTUDY 

The financial expert advised Mr Jameel of a ready-made package that is produced by 
one of the Jordanian software companies after analysing the specific needs of HAJCO, 
end properly understanding the specific objectives of having a computerized system. The 
implementation of the selected computerised financial management system required the 
involvement of Mr. Jarneel who required training on the new system, and suggested 
some modification of the reporting structure to fit the management needs. 

After using the software for three months, Mr. Jameel noticed that he gets more detailed 
financial reports much faster than before, which helped him a lot in making decisions for 
any recovery actions before having complications of any deviations. 

1) Do you think that Mr. Jameel did the right thing by implementing a computerised 
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7. Chapter Summary 
Sources of financial data: Your business collects data using many source documents, 
including invoices, receipts, and other business documents. This data is recorded into 
various books of original entry and then, into accounts maintained in the ledger. On a 
regular basis, this data is silm~narised from the accounts, and recorded into an initial trial 
balance. Adjustments are made to the initial trial balance. A post adjustment trial balance 
may ~llcn, be prcl~ar-ed from whicl~ the Inconle Statement, Cash Flow Statenlent and 
Balance Sheet are prepared. 

Aware~iess of record-keepiag systems: There are many types of business record-keeping 
systems. Some are very simple and others are quite complex. I t  is important tliat your 
record-keeping system provide you with timely and accurate information to enable you to 
make good financial management decisions and to control your business. 

Conlputerised record-keeping: Computerised record-keeping systems represent a 
popular solution for fast growing companies. Financial statements can be produced mi~cli 
more quickly using a co~np~lterised record-keeping system. This enables you to make 
be~ter managemenl decisions, and to control yollr business Inore ell'ectively. 'I'here Inany 
excellent compilterised business record-keeping systems designed to meet the needs ol' list 
growing small businesses and attune to Jordanian financial legalities. 

8. Make an action plan for improving your skills 
of financial information system 

Complete the form below to adapt financial information system in your business. The 
action plan shown in the next page is usetil when you prepare your financial growth plan, 
where you can have a master action plan for all aspects of your financial managenlent. 
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ACTION PLAN 
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ACTION PLAN 
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UNDERSTAND FINANCIAL 
STATEMENTS 

What you will learn in this chapter ... 

Financial statements provide you with information to enable you to continually monitor and 
eval~late the linancial performance, finallcia1 slatus and cash flow sitilatioll of your bilsincss. 
'I'hree key tinancial statc~nents used by businesses: 

II 'The 111cor11e Sl:iler~ier~l (of w l ~ i c l ~  llie r~iosl cor~iii~ori for111 is llle I'rolil : I I I ~  I,OSS 
Accooo t) 

Tllc n a l a ~ ~ c e  Sllect 

The Cilsli I'low St;~teo~clit 
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1. What are financial statements? 

Fincinciril stciterrretrt demonstrates the following: 

Financial position: what does the company 
own, how much does it owe, how healthy is 
it? 

4 Pioancinl perfora~nace: is the company 
profitable? Is tlie company growing? 

Financial statements are summaries 
of the transactions of a business 
presented in a structured manner to 
give information concerning the 
business 

Ciisli flow: does the company generate enough cash to finance its operations and 
growth? Where does the money come from and where does it go? 

The finallcia1 statements of a business are prepared from the bookkeeping records of tlie 
business. The book keeping system consists of business documents and books of account, 
follows later. However, the goal of this training manual is to help business managers use 
this financial information as a tool for good management. It is not our intention to teach 
the accounting process, but limit the discussion to the level of knowledge needed by 
business managers. 
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The COST of making those goods or providing the services; 

The EXPENSES for operating activities, such as sales and administration; the 
COST OF FINANCING including si~cli items as interest paid and tlie TAXES to 
be levied on the profits. 

The sun1 of tlie revenues less costs, expenses, financing costs and taxes gives the 
PROFIT or 1,OSS of the company. 'The illcome statement covers tlle business activity 
over a specified period; it  can be compared to a motion film of activity, as compared 
to the balance sheet snapshot. 

H The CASH FLOW Statement 

Makes the bridge from the Income statement 
to the net cash movements for the same 

statement that shows movement of 

operations, consumed by the business operations If this is negative; how much of 
this cash is reinvested i n  such items as Buildings, ~ a c h i n e 6 ,  O f k e  equipment, 
Vehicles etc. to enable the desired growth of the business, and how much outside 
financing was needed to fund the investment or operating needs, as well as, tlie 
source i f  such fi~nds. 

- 

3. The main users and uses of financial 
statements 

We now, start to understand that the financial statements are prepared for two 
distinct groups of users: 

H External users of financial statements 

Generally, the local law and Accounting bodies (Institute of Chartered Accountants) 
will tlcfi~lc tllc Accou~ltiog a~ld ~.cporti~~g rules to be fiollowcd lbr i~~l'or~nalion going 
into the public domain. It will tend to be rather succinct and avoids giving too much 
information to competitors. This is known as Fiscal or Financial Accounting and the 
information often has to be filed with local authorities such as company registration 
offices. You are advised to use an external accounting firm to ensure conipliance 
with all such requirements. 
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Internal users of financial statements 

The financial statements for internal uses have potential for critical 
management activities incloding: 

Business planning, including the long-term (3-5 year) strategic plan which must 
contain summary financial quantification of the plan to relate it to growth and 
profitability goals 

Butlgeting, tlle sliol-t term, generally one year, detailed financial plan, wllich sets 
the objectives in financial terms for each part of the business. Generally, broken 
down into months or quarters (See Chapter 4 for the Strategic Finance Plan and 
the Budget). 

Performance measurement and analysis, the assessment of the over or under 
achievement of each part of the company compared to budget, for purposes of 
fixing remuneration and rewards; making corrective action plans and redirecting 
the resources of the company, if necessary (see Chapter 3 for Financial Analysis 
tools). 

Decision support, this is analysis and evaluation necessary to ensure strategic and 
operatioaal decisions support the goals and objectives of the company (see 
Clla~)ler 5 for Invest~iienl Appraisal tools). 

The basic accounting rules will be the same as those applied for financial accounting, 
but the level of detail will be much greater and adapted to the structural requirements 
of each company. This is known as Management Accounting, and the company is 
free to define the level of detail it requires, taking into account that the cost will 
increase, as more detail is required. 
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Identify the segments of your business for which you need regular financial 
information in order to plan and monitor investments and profitability. Be practical, 
do not try to find every conceivable segmentation, but try to focus on those 
dimensions of your business which are strategically important to you 
corresponding to the level at which you make major decisions, and the main 
sections of your organization, so the information can be aligned with 

. . . . .. . . . . . . . . . . . . . .. . . . . . . . . ... . . .. . . .. . . . . .. ... . . . . . . . . . ... .. . . . . .. . . . . . . . . .. . . . . . .. ... . .. . . . . .. . .. . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . , , . . . . . . . . . . . . . 

4. The content of the basic financial statements 
Now, that we have considered the need for financial infol-nlation, the tllree basic financial 
statements and how they are used, let us look in more detail at the content and presentation 
structure of  the Balance Sheet, Income Statement and Cash Flow Statement. 

4.1 Balance sheet 
The balance sheet shows the financial position o f  your company at a particular 
point in time. 'The balance sheet represents the basic accounting equation. 

Tile bil l i l~~ce s l~ee l  s l~ows:  
W How finds are invested in the business (the assets, the items the business 

owns in order to finction) 

H The sources o f  those funds (money borrowed externally for financing, 

H Equity, (the proprietors' money invested in the business). 
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The following is the Balance Sheet of HAJCO Industries at December 31, 2003, with 
comparative figures for 2002. The notes that follow, and which are cross-referenced to 
the balance sheet explain the nature and significance of each particular balance sheet 

[Bl Current Assets: 
. 

[Cl Cash on hand and at banks 

[Dl Inventories 

273.00 309.00 ' .  

233.32 244.60 

' 
. . 

. . .  . . .  

. . :  . 

[I] --------- 
[Jl 
[Kl  

[HI 

[L] 
'[L] 

[Ll --- - 
[MI 

[Nl 
[Ol 

--.-- 

[PI - - . .. . - . -- 
[MI 

. . .  . . . . . .  . 
. . 

. . . .  . . . 

I Continued o n  the next page ... 

Liabilit ies and Shareholders Equity -- -- 
Current Liabilities - - ----- - 

Accounts Pagb le  
. . . . 

Accrued Expenses . .  . . . 
- - 

Total Current Liabilit ies -- -. - - - - -- - - - - - 
. . . . . . . . . .  . . 

. . , . . . .  . 

- Long Term ~i~biiitibi: - : ' i ' i  I ' , , ;  i ,  , . . . :  . 
. .  . . .. . .  . .  . 

. . . . .  
Long Term Loans : . .  . 

. . . 

'Total Long  Term ~ iab i i i t i e s  ::  
~ 

------- M I  --- . . . .  . 
. . 

Paid-up Capital 
. . . .  

General Reserves 
~ - - -  

Retained Earnings 
. . -- .- - -. . . - -- - - - - - - - - 

. . . . 

Total Shareholders' Equity i : i  . : . ' .  
. . . . . . .  . .  . . . .  . . 

. 

.-----.-.. - 

122.70 
25.00 

147.70 
. .  . 

. . 
. . 

: .  . .  

: .  : 90.00 
. 90.00 

. . . .  

: 100.00 --- 
40.00 ---- - 
89.39 

' ' 

. :229.39 . 

...- 
116.57 

. . 20100 

136.57 
. . 

78.00 
78.00 
P 

: . .  

100.00 
40.00 

.- ---.---.,,. 

166.97 
. 306.97 

' 

:: 
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ontinued from the previous page ... 

When you read the balance sheet of HAJCO, comment on the points for discirssion: 
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The elements of the balance sheet 

IAl Assets: 'This side of tlie balance slwet represents the uscs of available 
funds illto current, fixed alld iliiangible assets. The assets include the 
followillg items, as sliowll ill I 1  h.JCO balance sllcet. 

1111 C~rrr-er~t ;issets: Cur-rcilt assets i~iclude all assets tha t  can be liquidated ill 

the short term. I t  consists of cash and cash equivalent assets. 

ICI C;~sli: including bank accoullts and cash equivalents sucll as, short-term 
investments of surplus casll. 

ID) Ir~ventories: goods held for resale, including raw materials, finished 
goods and work in process. 

[El Accorlllts receivable: from customers for credit sales (Debtors) 
Any other items expected to be realised in, or held for resale or colisumptioli 
in the normal coilrse of the enterprise's operating cycle, witllin the colliillg 
12 lllolltlls. 

IF( Net boolc v a l ~ ~ e  (Fixed Assets at cost less acc~~m~rlated  depreciation): 
Tliese are the items of eqilipn~ent, which are acquired for use in the business, 
and not for conversion into cash in the normal course of business. These 
include all buildings (if owned), manufacturing macllinery, office 
machinery, vehicles and any other physical items which will be used over 
several years, and constitute the underlying physical infrastnlcture of the 
business. The charge against profits for the use of these items is handled 
tllrougll a nlecllanism called "Depreciation". An exarllple of this is given in 
tllc li)llowirig Case Study 0 1 1  lllc next page. 

I(;( Olllcr. ;issets are 11011-1)llysical assets of long-lerm value to t l~c  conlpany. 
Exaniplcs O F  intangible assets 31-e trademarks, patents, and franchises. 'These 
are also written-down proportionately over their usef~~l  lives, similar to 
depreciation, but in the case of Intangible assets, this is known as 
amortisation. Also included in this category would be Trade i l ~ v e s t ~ ~ l e l ~ t s  
representing the amount invested in other businesses for the long-term for 
strategic reasons, such as to firm up a business relationship. Short-term 
investments of surplus cash would be classified as Current Assets. 

( I l l  1,iabilities aatl sl~arel~olders equity: This represents all the items 
llecessaly for the f~~nctiorling of the business. In  principle, this side of the 
balancc sheet irlcll~dcs soirr-ccs of filnds available ibr the business. All 
LIADILI'I'IES: stated at their actual committed amounts (and where this 
information is not available), at the best estimate of the commitment. 
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The SHAREHOLDERS' EQUITY: represents the owners' contribution to 
finance their business. 

[I] Current liabilities: Current liabilities are amoupts owed by an enterprise 
payable within the next twelve months. 

I,I 1 A c c o ~ ~ l ~ t s  payable: (Creditors) for goods and services p~~rchased on credit for 
the business but yet unpaid. 

IKl Accrued expenses: this is similar to Accounts payable, but where the invoice 
has not yet been received, and the amount owed is estimated 

[Ll Long-term Liabilities: are amounts owed by the firm, and which are payable 
beyond one year. They generally, represent long-term loan capital invested in the 
business for a fixed period and a fixed interest rate. The terms of the loan may be 
guaranteed by a charge on certain assets (e.g. a mortgage on land and buildings), 
or by certain restrictions on the way the company is managed, such as 
mai~llaining a ccrlain lcvcl ol'liquidity. 

IM1 Shareliolder's equity, Shareholders' equity represents the investment of the 
owners in the business. For a company, owners' equity consists of share capital 
and reserves. 

IN] Paid-up capital is the nominal value of the shares that the business has 
actually issued. 

101 General reserves represent profits or surpluses that are reinvested in the 
business. A company may also have non-distributable reserves. For example, 
some countries require a percentage of profits to be held in a statutory reserve to 
prevellt shareholders taking out all the accumulated profits as dividends. In this 
way, the stability of the company is improved. 

[PI Retained earnings are the profits that have been reinvested into the business 
since the creation of the company. These may also be used to distribute dividends 
to the shareholders to remunerate them for use of their capital invested in the 
business. 

The retained profits at the end of each year comprise the accumulated profits 
invested in the business at the beginning of the year; plus the profit for the year; 
less transfers to reserves and dividends paid to stlareholders. For IIAJCO 2003 
and 2002, these movements are shown in the Case Study on the next page: 
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HAJCO retained profits reconciliation 
In th01~Sand~ of JD 

~eg~nningretained profits 
Add: profit forthe year 
Less: Transfer to general reserve , ,  

Less: Dividends to shareholders 
Ending retained profits 

unable to be used for dividends without the specific approval of the shareholders. 

4.2 Income Statement (Profit and Loss Account) 
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. . 

. . . . 

. . 

. . 

. , 

. : 

. . . . . . 
. . .  . . . . .  . : . .  , . . , .  . 

. . . . .  . . . . .  . . .  . . . 

. . , . 2002 2003 

. . J.D. 000 . J.D. 000 
. . 

Beginning Inventory . ' , ,  . : , 35,OO ' .  46.00 
. . Production cost: . '  ' . . 

. . .  

Raw material . . . . .  . . .  " :  ' 67,OO. . 73.00 
. . . . .  

Factory wages ' , ,  ' . ' : :'21;00 ' : '  .: 22.00 

Factory rent ' . . ' . . : - , I  I .OO . I I .OO 
. . 

Electricity and water 9.00 " I 1  .OO 
. . 

. .  . . ,  13*00 . : : 13 ,00  Depre'ciation, ~achinery .  : '  . : . . .  
. .. 

~ o t a l  production costs . .  . ' ' : '  121.00 ' , ' 130.00 
. . . . . . . .  . .. . . . .  . . 

Total available . .. ' . ' f 5 6 . 0 0  176.00 
. . . . .  

. . . . . . .  . . . . . . . . . . 
. . 

~ ess :  Closing inventory : 46 .00  33.00 

Cost of Goods sold 110.00 . 143,OO 

Distribution costs . " 42.00 . 53.00 - 
Total cost of Sales 152.00 196.00 

. . . .  . . . . . . . . . .  . . . .  . . . . 

. . .  . . . . . 

' . . . . 

. .  . 

. , : ;. 

:. .. . '  . . '  

' . .  

. . . 
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r The elements of the Income Statement 

[I] Net Sales, Net Sales alternatively known as tur~iover, consists of tlle net 
revenue earned from the sale of goods and services during the period. Sales 
are reSerl-ed to a Net to reflect the deduction of discoilnts, allow;3nces and 
retill-ns fi-om the li~ll list price of products sold. 

1111 Cost of S:~lcs (01- Cost of Gootls Soltl), tllis represents the fill1 cost of 
bi~ying (for a tradiilg company) or manil fact uri~lg (Sor a manuL~cturing 
company). The products or services delivered to customers, \vhich are 
included in Net Sales above. Note that Cost of Sales is the cost of the 
products sold, not the production costs of the period. 

[I l l ]  Cross Profit, this is the difference between the sale price and the 
manufactilred cost of goods sold. I t  is critical to set and maintain this margill, 
as lligll as possible, as this serves to finance all the operating ancl finallcial 
costs, as well as, income taxes. The ability of the company to finance filture 
growth from its own profits is dependent, largely, on good management of 
the gross margin on sales. 

[lVl 0per;lting cxpclises, operating expenses are all the bi~siness costs that 
are not related directly to acq~liring or producing the goods that are soltl. 
These costs can be looked at either by the way in whicll the money is spent 
(traditional approach used above), or the purpose for wllich it is spent. The 
latter app-oach has the merit of ~lnderstanding WHY tlle expense exists and 
aligning responsibility with the organizational structure. The followillg table 
illustrates this point: 

IVI EDI1'I)A - E:~t.~ii~ips Ilefore I~iterest, Tax, 1)el)reciatioti nlltl 
A~liortisat ion, this is calculated by subtracting operating expellses 
(excluding none cash items such as depreciation) from gross profit to give 
the profit or loss resulting from the actual business operations, a most 
useful piece of informati011 to management to know if the operating 
activities are profitable or not in cash terms. 
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[Vll l)eprecialion, tliis is tlie cost related to fixed assets and capital 
expenditures, wliicli reflects tlie cost of using tliese assets during their useft11 
life. 

[VII( Anlorlis;~lioli, tllis is tlie cost related to other intangible assets, wliicli 
reflects the cost of benefiting from tliese assets during tlle relevant period. 

(VIII( EIIIT= Earnings- Before- lilterest cPr Tax, l.llis is the profit earned 
for tlie period after charging all costs and expenses incurred to earn tlie 
revenue, but before taking into account the interest charges and taxes to be 
calculated on tliis profit. 

(1x1 lrlterest charges, this is the cost of servicing loans used in financing 
tlie company. 1t is separated from Operating expenses, as it results from tlie 
company's financing strategy, not its b~~siness o11er;ltion.s. 

[XI EBT= Ear~liilgs -Before -Tax, tliis is tlie profit earned for the period 
after charging all costs and expenses incurred to earn tlie revenue, but before 
taking illto account the taxes to be calculated on tliis profit. 

(XI1 Corporate Tax, this is an estimation of the taxes payable in future 
periods, but which will be calculated based on this period's profits, 
irrespective ofthe fiture date when they will be assessed. 

(XI11 Net Ir~come, this is the profit remaining for the owners of the business 
(the shareholders) after all costs and expenses Iiave been taken into account. 
They are free to decide to either reinvest it in the business, without 
restriction, or by transfer to the general reserve (see DIE above); the 
unrestricted part is able to pay dividends on the shares. 

4.3 Cash Flow Statement 
In the above two sections, we saw how a business evaluates its financial position 
through the Bnlaiice Sheet, and measures its profitability through tlie lilcoi~le 
Sti~temcnl. 'l'liere is however one more critical element lo tlie role of I~inancial 
management, which is the management of the most critical Financial resource, the 
Company's cash. 

Accountants pay particular attention to providing management with clear 
visibility to the sources and uses of Cash resources to ensure these are being 
tightly monitored and carefillly used. 
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It is relatively easy to prepare this i~iforniation from the accounting records, 
simply by analysing all the cash co~liillg in, and all the cash going out, into the 
categories shown below. 
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The elements of the Cash Flow Statement 

The basic purpose of the (lash Flow State~ncnt starts from tllc pl-inciple tllal the 
company's goal is to be profitable, and that the profit can be used either for 
distribution to the shareholders as dividends, or reinvested in the business for 
hture growth. However, neither of these needs can be achieved until the profit is 
converted into available cash. It is therefore, necessary for management to 
understand and manage this process to ensure maximum availability of cash, 
particularly in a growth situation. 
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[AAl Net cash flow from operating activities: to what extent the period's 
profit has been converted into cash. 

(BB] Net cas l  flow from irivcsti~ig activities: how much of tlle available 
cash has been invested in the assets needed for the planned business growth. 

JCCI 1Jl-c~ (3i1sl1 Flow: is lllc a~nount of cash from operations renlaini~lg 
alter the investlnents, il'tllis is negative, outside financing may be needed 

lDD\ Casli from financiog activities: as mentioned above, additional 
financing may be needed, this caption will give details of additional 
financing raised either by additional cash injected by the shareholders, or by 
additional financing loans. If additional Financing is systematically needed 
to finance cash shortages arising from operations, this is a sure sign tllat the 
company is in trouble, and celtainly not able to foresee sustained growth. 

[EE] Nct cash flow for the period: shows the sum of the above three items 
wllich, when added to the beginning cash balance, ties to the year-end cash 
balallcc ill lllc I3alo11cc sliccl 

[FF] Cash Opening Balance: shows the cash balance at the beginning of 
the analysis period. 

[GG] Cash Closing Balaace: shows the cash balance at the end of the 
analysis period. 

Ask your accountant to provide you with the most updated financial statements 
(Income Statement, Balance Sheet and Cash Flow Statement) and compare 
their presentation and contents to the ones presented in this chapter. 
Summarise the main differences and similarities, and the areas of development. 



STRATEGIC FINANCIAL MANAGEMENT -- 

Chapter Summary 

Financial statements provide you with information on tlle financial status, financial 
performance and changes in the financial position of the business. 

The principal groi~ps of users of a co~npany's financial statements are tliose ot~tside 
the company, such as tax authorities, banks, creditors, etc. and witliin the compaliy, 
management needs detailed, regular and timely informal.ion in order to monitor and 
nlanage the per-l'or~nance ol'tlie business, and as a basis for sound business decisions. 

Almost all the key information required systematically by management is included in 
the three basic financial statements: 

a) The BALANCE SIIEET, this document shows the financial position of the 
company at a given moment in time. It  gives information as to all the ASSETS 
the company owns and uses in the business; all the I,IAI3II,ITIES Ihe 
conipany Ilas towards otlier pal-ties (i.e. tlie moiiey it owes) and [.lie dill'erenct: 
between the two, being the EQUITY, the value of the owners' investment in 
the company. The Balance Sheet depicted as a stma/~.shol, as it shows the 
financial position at a specific moment in time. 

b) The INCOME STATEMENT, shows the REVENUES or income derived 
from the company's sales of goods and services; the COST of making those 
goods or providing the services; the EXPENSES for operating activities, such 
as Selling and Administration; the COST OF FINANCING including, such 
items as interest paid and the TAXES to be levied on the profits. The sum of 
the Itevenues less Costs, Expenses, Financing costs and Taxes gives the 
PROFIT or LOSS of the company. The lncome statement covers the business 
activity over a specified period; compare it to a motion film of activity, as 
compared to the Balance sheet snapshot. 

c) Tlie (11ISll liI,O\V: Stalcmcnt (or Statcine~lt of Sot11.c~ and Al~plicalion of 
Funds (a film of activity over a period). This statement highlights how mt~cli 
cash is generated by the normal business operations; how much of this cash 
becomes reinvested to enable the desired growth of the business and how much 
outside financing is needed to fi~nd tlie investment or operating needs. 

Whilst the three financial statements are linked together by being drawn from one 
central accounting system and that they are interdependent, each statement serves as 
the source for difl'erent types of information. The Balance sheet sliowing the 
financial health of the company; the l~lconle Statenlent showing the profitability of 
the cornpany and its dividends and tlie Casll flow sliowing tlie sources and i~ses of the 
financial r-esour-ces. 'fllis knowledge will now serve as the foirndation f'or all ot' tlie 
remainder of this training manual; it is therefore, well worth spending the time and 
effort to grasp its main principles before continuing. 
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6. Make an action plan for improving your 
understanding of financial statements 

Complete the form below to prepare yoilr financial statements. 'The form in the next 
page til.led "actioli plan" is uselill when you prcparc your linancial growl11 plan, 
where you can have a master action plan for all aspects of your financial 
management. 
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ACTION PLAN 
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ANALYSE AND INTERPRET 
FINANCIAL STATEMENTS 

What you will learn in this chapter ... 

Your busi~iess is growing and clianges are taking place witlii~i and outside tlie 
business. You need to monitor tlie sitnation: 

I Firstly, to assess how well your business is doing; 

Secondly, as a basis for malting financial projections. 
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1. Introduction to Financial Analysis 
In Chapter 3, we introduced the three basic financial statements; B;llaece slleet, l~ico~iie  
state~iie~it and Casli Plow and saw how the information therein was essential for good 
management and decision-making. In this chapter, you will look at how to add a firrther 
level of understanding and use of this financial information in a more structured way using 
financial ratios. 
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Wliat do we nican by "Fina~icial I<atios"'? 'I'lic ~)~.i~lciolc is 11i;it cacll ilclll i l l  ~ l lc  liriancial 
statements is dilticult to understand a~id evaliiate witliout putting it into its context. l'liis, 
generally, means comparing it to another piece of iiil'ormation and observing the trend. 

2. How analysis and interpretation of financial 
statements can help you to expand your 
business 
From the analysis and interpretation of your financial statements, you are able to get a 
better understanding of the significance of the figures. The danger though is to want to 
analyse everything in every conceivable way, which can create an acute case of " A i m ~ s i s  
yrrralys.i.s" whereby the analysis becomes an end in itself. 

The purpose of tinancial analysis is to identi5 areas needing attention, or indeed areas 
where performance is exceptionally good, and represents an opportunity to gain a 
competitive edge. 

The question: Which are the most critical ratios to monitor to ensure healthy business 
growth? Unfortunately, there is not one simple answer, as the analytical needs will depend 
very much on the industry, the business structure adopted by the company and the state of 
maturity of the conipany and the general business environment. 

Tliere are oevertlieless, certain critical qoestions we ni~rst try to aoswer with our 
analysis, wliicli are: 

Does the company generate adequate profits in relation to the investment and the level 
of sales? in addition, are these profits converting quickly into liquid cash resources 
nccdcd to li~lallcc tlic g~'owtli pla~i'? 

Is there undue short-term risk that the company cannot pay its workers and suppliers, 
thus endangering its immediate existence? 

Is there undue long-term risk that the company is too reliant on borrowed funds? 
These will need repaying one day, and rnay impose an unreasonable burden of interest 
charges on the profits. This is particularly pertinent in developing countries with weak 
currencies and high interest rates and for rapidly growing companies needing 
additional financing. 

1s management using efficiently the assets at its disposal? Alternatively, are sloppy 
management practices allowing too mlich potential invest~nc~lt mollcy being licd-u1) i n  
non-productive areas'? 
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Comparative financial statements 

A simple technique of analysing financial 
statements involves the use of corrq)circiti~)e 

fitlriticicrl stciter~ierits. This itivolves drawing 
in tabular form, your cotnpatly financial 
statements togetlier with comparative figures for 
a selected period, say ten years, six months or, a 
quarter, or whatever period is required. In each 
casc, tlic tabltlations arc uscfill in iisscssi~ig tlic 
period. 

The comparative financial statements 
method is an easy and straightfotward 
method of making comparisons. The 
distinct disadvantage however, is that 
the amount of the useful information that 
can be obtained from the comparative 
statements is limited. 

Alternatively, you can extract key financial data from the financial statements, and present 
them in tabular form. 

Comparative an;ilysis may take three approacl~es: 

l-lorizo~ital Alialysis (Trend Analysis): Comparing financial to denote the progress 
of the business by either percentages or absolute values. The trend analysis measures 
t l~e d ~ a t ~ g c  it1 variolrs ilc~lls liolli year to year by using tlie following equation: 

- .  - 
Gmwth (Change, Rate = AValue of the e previous year) x,OO% 

Value of the   re via us vear 

In the IIAJCO case study, the net sales growth rate can be calculated as follows: 

Growth Rate in 2002 = 
(31 4-237) 

237 
x 100% = 32% 

(408-31 4) 
Growth Rate in 2003 = 31 4 

- x 100% = 30% 

The trend analysis shows a positive trend in HAJCO's net sales indicates the 
progress of its business. 
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~ c c o u n t s  ~ e c e i v a b l e  ' ' 

Total Current Assets . . -- 

. . . . ... . . . . . .  .. . . . ,......... . .... ... ...,,...... ... . .,.,.., . .. ... , .,. ..,.,,,,, .. .. , ,  , . . . . ... . 
Less Accumulated Depreciation 

Net Book Value of Fixed Assets 
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Trend Analysis Form 

j 

2009 

71 % 

------ 
: Assets 2602' 

Continued on the next page ... 

Current Assets: 

Cash on hand and at banks 

Inventories 

Accounts Receivable 

Total Current Assets 

- 
Fixed Assets: 

Fixed Assets: At Cost 

Less Accumulated ---- Depreciation 

Net Book Value of Fixed Assets - -- - - - - - - -- -- - - - - - - - -- 

Other Assets 

TOTAL ASSETS 

- . 

- 

-33% 

. , . . , . , . . , . . 

-- 

-. . , . . . . . . . . 



STRATEGIC FINANCIAL MANAGEMENT -- 

Current Liabilities . ' . . .  

Accrued Expenses 

Vertical Analysis (Common Size Analysis): Comparing the performance of various 
items of the financial statement in comparison with a key component of that 
statement. For example, comparing the performance of various inco~ne statement 
items compared to revenues, or comparing various items of the balance sheet in 
rclalio~l to Lola1 asscls. 
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STRATEGIC FINANCIAL MANAGEMENT 

1) Prepare the trend analysis of your income statement and balance sheet for 
the last 3 years to assess the progress of your business by time. 

2) Prepare the common size analysis of your income statement and balance 
sheet for the last 3 years to assess the performance of the income statement 
items in relation to revenues, and the performance of balance sheet items in 
relation to total assets. 

4. Ratio analysis 
The actual cliangcs in your financial statenierlts from year to anotlier can be niisleading. I t  
is important to compare them on a percentage basis to see the true picture. 

A ratio is a relationship between two numbers. Financial ratios analysis uses the 
relationship between financial statement figures to analyse financial, and interpret 
financial statements. llatio analysis is, by far, the most important and informative of tlie 
techniques used to analyse and interpret financial statements. 
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As with all other financial analysis techniques, ratio analysis bases itself on comparisons. 
You may compare your current results with past results, budgeted results, industry 
averages or similar firms, but whatever you do; ~ o f e  financial analysis is not done in 
isolation. 

Financial ratios rllay be classified by the n a t ~ ~ r e  of the r;ltios. For irlstiincc, fil~i~l~ci;ll 
ratios are able to show tlle~llselves ill these forals : 

Profitability ratios 

Liquidity ratios 

Gearing ratios 

1 Activity ratios 

Working capital management ratios 

The ratio analysis will take the same classification as illustrated in the following pages. 

4.1 Profitability ratios 

You may not prepare all the financial statements on a monthly basis. Yet you 
should prepare your income statement on a monthly basis. In such a case, your 
monthly analysis of financial statements will emanate on the income statement. 

At your financial year-end, you will need to prepare both the income statement and 
the balance sheet. Your financial analysis at that stage will have its basis in both 
statements. 

lncome statement ratios are concerned with the analysis of the firm's profitability. 
Most of the income statement ratios relate various elements of the statement to 
turnover. 



STRATEGIC FINANCIAL MANAGEMENT -- 

Imp +t p 

The ratios of net profit before tax to sales, and net profit for the year to sales, may 
also be calculated to determine the proportion that these profit figures constitute of 
turnover. 

Gross profit margin 

The gross profit that your business earns should be sufficient to cover the 
firm's costs and desired prolits. Your lir~n's level of gross is, tllerefore, the 
basis for the overall profitability of the business. You may monitor the gross 
profit levels of your firm by calculating the gross profit to sales ratio. 
Alternatively the ratio can be termed as the gross profit margin. It is 
calculated as follows: 

Gross profit margins vary considerably from industry to industry. However, 
regardless of the industry average, it is vital that you track this ratio very 
closely. 

Businesses that are able to maintain or expand the gross profit margin are able 
to generate cash to grow their businesses. However, declining gross profit 
margins lead to reductions of cash and can erode the overall profitability of the 
business. 

A decline in the gross profit margin could result from: 

Rising cost of sales that can not be matched by selling price adj\~stmen(s; 

Poor pricing policies. 



STRATEGIC FINANCIAL MANAGEMENT 

Different types of businesses aim for different profit margins. High turnover 
merchandising businesses often pursue a strategy of low profit margins and 
high sales volumes. Firms with heavy capital investments, such as 
manufacturing, mining and heavy engineering firms may follow a high 
profitability - relatively low turnover strategy. Your busiuess should aim to 
maintain your target gross profit margin for your particular sales volume. 

I Operating profit margin 

Operating profit is a key measure of the profitability of a firm. The operating 
profit margin measures the proportion of sales that operating profit constitutes. 
The ratio calculates as follows: 

Operating profit 
Operating profit margin = ~ 1 0 0 %  

Sales 

Operating profit is the proportion of the sales value that remains after cost of 
sales and operating expenses have been covered. 

Net profit margin 

The net profit margin measures the capacity of the business to generate profits 
from operating and non-operating activities. Tlie ratio calculates as follows: 

Net profit 
Net profit margin = ~ 1 0 0 %  

Sales 

Return on Investment (ROI) 

The measurement of profitability using income statement ratios only tells part 
of the profitability story. Profitability is better measured by calculating the 
return or profits earned on the investment made in the firm. A ratio that may 
be used to measure this is the return on investment. The return on investment 
is calculated as follows: 

Net Income 
Return on investment = --------------------- x 1  00% 

Total assets 

The returll on investment of a firm is determined by two factors: 

a) The proportion of the sales value that goes towards profit, as measured by 
the net income to sales ratio; and 

b) The ability of the firm to use the assets at its disposal to generate sales, as 
measured by the sales to total assets ratio. 
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4 Return on Equity (ROE) 

'I'he return on equity measures the capacity of sliareholders equity to generate 
net profit. 'The return on equity is calculated as follows: 

Net Income 
Return on equity = 

shareholders Equity 
--------------- ~ 1 0 0 %  
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4.2 Liquidity ratios 
Two principal ratios are used to assess the liquidity of a firin. These are: 

The current ratio. 

The quick ratio. 

Working capital. 

The liquidity ratios can be calculated from the balance sheet, wliicli sliows tlie 
financial position of the tirm. It is usehl to use the ratio analysis technique 011 

your balance sheet in order to assess and continuously monitor your firm's 
fillancia1 position. 

Current ratio 

The current ratio, alternatively known as the working capital ratio, is used to 
measure the net working capital position or short-term liquidity of tlie firm. 

Tlie current ratio formula is calculated thus: 
- - - - - -  r 

Current assets 
Current ratio = 

Current liabilities 
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The ratio helps to answer the question, '1Iow quickly can the business liquidate 
short-term assets to pay off short-term debts?' If your business is growing quickly, 
this ratio can help provide you with early warning signs of impending cash 
sllortages. Where the business prepares a balance sheet on a monthly basis, or 
otherwise calculates, on a niontl~ly basis, the total amounts of current assets and 
current liabilities, it can use the ratio to monitor liquidity on a monthly basis. 

Quick ratio 

The quick ratio, also known as the 'aci~l-fesl' ratio, measures 1:lle immediate liquidity 
of the firm. l'he quick ratio is calculated as follows 

Liquid Assets (current assets less stock) 
Quick ratio = - - .--- 

Current liabilities 

The ratio gives an indication of the extent to which cash or near cash assets cover 
current liabilities. This ratio is a very sensitive measurement of cash flow and 
helps a business predict cash flow shortages. 

Net Working Capital 

The strict definition of net working capital is current assets less current liabilities 
equal nct working capilal. In  practical terms, working cal~ilal is thc Inolicy that 
hnds the daily operations of the business. Shortages of working capital can cause 
serious interruptions in the business operations. Severe shortages may cause you 
to withhold payment from suppliers, or even to have trouble-making payroll. It 
remains is extremely important to track your working capital. 

Net Working Capital = Current Assets - Current Liabilities 
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4.3 Gearing ratios 
Gearing or capital structure ratios measure the composition of the capital used to 
finance the business. The focus of the gearing ratios is to measure the extent to 
which the firm uses debt in its capital structure. The use of debt may represent both 
an opportunity and risk to the firm. The use of debt capital may present a turn with 
an opportunity to increase the earnings attributable to shareholders by using 
borrowed capital, on which fixed interest is paid, to earn operation profits in 
excess of the fixed interest. The excess of the operating profits earned on borrowed 
capital, and the fixed interest paid to lenders accrue to sl~areholders. The use of 
debt in a tirm's capilal structure may represent a risk. If a firm hils to earn from 
the borrowed capital, enough operating profit, it will still be required to meet its 
interest obligation. In any such cases, the shortfall is met by the sl~areholders, 
whose earnings will be correspondingly reduced. 
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The principal gearing ratios are: 

The gearing (leverage) ratio 

The debt to equity ratio 

Gearing (leverage) ratio 

The gearing ratio measures the proportion of non-current debt capital in the capital 
structure of the firm. 'This ratio is calculated as follows: 

Interest bearing debt (loans)+Liabilities 
Gearing ratio = 

Total Liabilities and Shareholders Equity 

Debt to equity ratio 

Debt to equity ratio measures the extent of debt financing from the gearing ratio. 
'The ratio expresses non-current debt as a ratio of equity. More specifically, this ratio 
is calculated as follows: 

lnterest bearing debt (loans)+Liabilities 
Debt to equity ratio = 

Shareholders equity 

Ccrlain capilal sl~~irclurc ralios may be so low, ll~al lllcy represent niissctl 
opl)o~.l~~~iilics ol' i~silig deb1 lo earn p~.olit lbr  lie slia~.clioldcrs. Ollicr- ralios are so 
high, that they expose the business to the risk of failing to meet its debt serving 
commitments. In such an event, the firm will be forced into liquidation. In between 
these two extremes, the appropriate capital structure for your business depends on 
the risk inherent in the nature of your business, the specific conditions of yoilr 
business a~itl [Ire econoliiic e~ivir-onmenl. 
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4.4 Activity ratios 

The principal activity ratios are: 

Total assets turnover ratio 

Fixed assets turnover ratios 

Current assets turnover ratios 



.i i 
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Total asset turnover ratio 

The total asset turnover ratio ensures the efficiency with which the firm is 
using the assets at its disposal to generate sales. 

These ratios are calc~rlated as follows: 

Sales 
Total asset turnover ratio = times 

Total assets 

The trends in the total asset turnover ratio may be explained by hrther 
analysing efficiency in asset management using 

fixed asset turnover ratio 

Current asset turnover ratio. 

Fixed and current assets turnover ratios 

The ratios measure the efficiency with which the firm is using the fixed assets 
and current assets, respectively, to generate sales. 

These ratios are calculated as follows: 

Sales 
Fixed asset turnover ratio = times 

Fixed assets 

- 
Sales 

Current asset turnover ratio = times 
Current assets 
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4.5 Working capital management ratios 

The trends in the current asset turnover ratio measure the efficiency with which 
current assets are used to generate sales. The ratio gives an indication of whether 
the firm's investment in current assets is commensurate with its level of activity. 
Working capital management ratios measure this aspect in detail. 

Working capital ratios inclode: 

Inventory turns 

Days sales outstanding (DSO) 

Inventory turns 

Eficiency in the management of inventory may be measured using the 
inventory turns ratio (how many times does inventory turn each year). 
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This ratio i s  calculated as follows: 

Cost of sales 
Inventory turns = 

Ending Inventory 

A balance nli~st be struck between quickly turning over the inventory, and in the 
process earning profit on one hand, and ensuring that there is suflicient inventory on 
hand to nieet customer demands on the other. Quick turn of inventory is good for 
profits, but holding too little inventory and running short of goods may send 
custoniers lookitlg elsewhere. 

Days sales outstanding (DSO) 

This ratio reflects the average time to collect invoiced amounts from customers, 
which indicates collection practices in the business. 

This ratio i s  ca lc~~lated as follows: 

Accounts receivable 
Days sales outstanding = x 365 

Net sale 

0.69 . .  ' . . . 
. 

1. Describe the tren 
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5. Chapter Summary 
Financial Analysis is a series of tools, which we call Financial Ratios, and which allow us 
to take the information from the financial statements we studied in Chal~ter 3, and add a 
further level of u~ldcrstanding by relating individual items in the statement to other items to 
give them context and meaning. 

W e  examined Fillancial Ratios to understand better: 
If the company is protitable in relation to the shareholders' investment and the level of 
sales, and are these profits, converting quickly into liquid cash resoilrces needed to 
linancc thc growtll plan: 'l'hc 1'1-ofitirbility I< ;I 1' 10s. 



STRATEGIC FINANCIAL MANAGEMENT 

If there is short-term risk that the company cannot pay its workers and suppliers - The 
Liq~iidity Ratios. 
If there is long-term risk that the company is too reliant on borrowed Funds, and has 
high level of liabilities - The Gearing Ratios. 

If management is using efficiently the assets at its disposal, or are sloppy management 
practices allowing polential investmenl, money to be tied-up in non-produclive areas- 
Activity Ratios. 
If there is proper management of the working capital - The Worl<ing Ci~ l~ i la l  
Ma~lagement R il 1' 10s. 

So far, we have used these ratio tools to understand the financial statements, and to 
identify potential strengths and weaknesses in your company to prepare corrective actions 
where necessary. You also noted that the ratios are a good tool for understanding trcntls in 
the areas under scrutiny, which way is your company going? I t  is, also easy to envisage 
that these ratios can be used to compare your own company with competitors and similar 
companies to see where they are more or less elt'ective. 

In the next chapter, you will also see how these ratio tools are usefill in business planning 
and goal setting for performance measurement. 

Make an action plan for improving your 
analysing your financial statements 
Complete the form below to prepare your plan for analysing your financial statements. The 
action plan show in the next page is usehl when you prepare your financial growth plan, 
where you can have a master action plan for all aspects of your financial management. 
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ACTION PLAN 
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PLAN AND CONTROL YOUR 
FINANCE 

What you wCll learn in this chapter ... 
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I. What is financial planning and control 

To ensure that your organisation achieves its 
financial objec~ives yo11 need to use a financial 
and planning and corltrol system to; 

Translate the hnctional plans of your 
enterprises into financial plans. 
Compare actual results with the financial 
plans, and 
Where variations exist, take appropriate co~ltrol action 

-. . ..... ..- 

Financial planning involves quantifying 
in financial terms, the way in which the 
business intends to achieve its objectives. 

Financial control refers to how the 
business ensures that its performance is 
in line with its plan. 

A critical component of financial planning and control is the analysis of any variances 
between your financial plans and actual results of your business activities. If the variance 
is negative, you should be able to identi& the causes and plan corrective actions to bring 
your business back to plan as so011 as possible. If the variances are positive, you should 
also understand them and revise the plans upwards if there are sustainable additional 
opportunities. 

Financial planning takes place within the context of the overall business planning 
process. It is part of an integrated process, w l ~ i c l ~  incorporates the followi~lg n~ajor 
elements: 
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Strategic plan; sets overall goals for the business as outlined in the Strategic 
Management module 

of a short-tern plan of action. 
Annual budget; takes the first year of the 
Strategic plan and breaks it down into the 
specific elements which need to be planncd 
and quantified in detail to ensure they achieve the year's targeted goals of growth and 
profitability. l'he annual budget will include two principal sections namely; 

The operat i~~g budget, which consists of the budgeted income statement and 
its supporting budgets. 

Tlie financial bndget, which consists of the budgeted balance sheet and such 
supporting budgets as the cash and capital budgets as well as the budgeted cash 
flow statement. 

These plans will be surn~narised into the formats of the Income statement, Balance Sheet 
and Cash Flow statement we saw in Chapter 4. You will then need to assign 
responsibilities for each section of the budget, which you will use to measure the 
performance of each part of your organization. 

In this way, you will ensure that all parts of your organization are working towards the 
common goals as laid out in the Strategic plan and you will be able to reward employees 
fairly based on their contributions to achieving these goals. 

2. How financial planning and control 
can help your business to grow 

1Jsetl correclly, f i~~ancia l  pli~nning ;u~d COII~I-ol will Ilelp yo11 to derive the 
following advaotages: 

You will ensure that your underlying operating plans are feasible and that they take 
your business in the direction of your long -term goals. 

You will be able to allocate your resources efficiently. 
Budgetary planning helps you to co-ordinate the activities of the various firnctions of 
the business. 

Budgets help you to foster the communication process within the business. 

Budgetary planning and control can improve commitment and motivation, 
particularly if the process involves participation by those who will be affected. 

Budgets help the managers to stay in control of the operations. 

Budgets provide a basis for delegating responsibility to line managers. These 
managers are then required to operate within the parameters of the budgets. 

Budgets provide a basis for rewarding managers and employees based on their 
performance (compared to budgets). 
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3. Financial Planning Tools 

3.1 The Strategic Finance Plan 

Tlie first step in the financial planning process is to build tlie link from 111e higli- 
level goals ill  tlie Strategic pla~i to tlle nlol-e detailed Filialice section ol' tlie stralcgic 
plan. If we take the example of IIAJCO, we see that the Strategic pla~i delines llie 
following objectives: 
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infrastructure to 
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Hana Juice Company (HAJCO) Ltd. 
Continued from the previous page ... 

6, Corporate tax: A tax rate of 15% of earnings before tax (EBT) is assumed to 
apply to the whole planning period 

7, Net profit, because of the above; tho firm will achieve the two percent point per 
year increase in net profit to sales percentage targeted in the strategic plan. It is 
assumed that this will all be reinvested during this high growth period. 

The following table shows the projected income statements of HAJCQ for the plan 
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Hana Juice Company (HAJCQ) Ltd. 
Continued from the previous page ... ~ , . . - - ~ - - - - ~ ~ - - ~ . . - . .  

m r  ~ r r n c t e d  Cash Flaw &at~meia' 
hem rn 1qo4, 2u05: $006 

(JD 000) 

----- -. . 
136.51 

Cash Flows From Operating Activities -- - - - - -- -- - - -. --- -- . - - - - - -- - - - - - -- - -- 
Net Income 

(JD 000) 

. -- - 
181.69 

(JD 000) 

--*- 

103.28 

(JD 000) 

-A- - -. 
242.41 

Plus Depreciation 
Bad debts write affs 
Change in Working Capital:, 

o / - e  in Inventories 

(+)I- Change in Accounts Receivable 

+I(-) Change in Accounts Payable 

+I(-) Change in Accrued Expenses 
Cash generated from operations 

Finance costs 

Tax payments - . . . , . . . . . . , . . . 

Net Cash Flow From Operating Activities 

Cash Flows From Investing Activities 

Sale af Assets 

A c q u i s i t i o n  of Fixed Assets --- . . ..-- 
Net Cash Flows from InvestingActivities ------------- - 

Free Cash Flow 

24.72 
10.00 

( I  0.00) 

(1 7.00) 

(8,13) 

(5.00) 

, , 99 .87  

(1 2.00) 

(1 3.69) 

Flow) 

28.16 
12.61 

(1000) 

(62.61) 

(583) 

(5.00) 

(1 0.40) 

(1 8.92) 

. 

62.95 

204.10 

- &pa 
150.0g1 

154.10 

30.00 
16.18 

( 1  
(28.1 8) 

(554) 

(5.00) 

93.84179.15 

(9.07) 

(25.89) - . 
74.18 

( 3 6 g a 2  

38.18 

34.00 
15.65 

( I  0.00) 

(24.65 

(526) 

(5.00) 
247.15 

(7.87) 

(35.1 8) . .. . . , . -- 

74.47 

64.52 

1P;m 
21.52 

144.19 

-.. g29 . 
(23.00) 

121.19 

186.66 333.76 
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The annual budget 
The main short-term financial planning and control tool available to your business 
is budgetary planning and control. The annual budget of your business is a 
financial expression of your business' operational plan for tlie current year. 
Budgetary planning and control involves establishing the annual budget and using 
it in running the day-to-day affairs of the business. Some budgets alcll as capital 
expenditure budgels liiay contl.ibute towards tlie achievement of boll1 short-tern1 
and medium to long term objectives. In a large corporation, this involves many 
departments and managers and can take many montlis to prepare. In the cases of 
smaller business such as IIAJCO, or your own, the effort should be proportional 
to the size and complexity of the business. For IIA,JCO, probably olily Mr. 
Jameel, his wife and his financial advisor will be involved at this stage. The 
budget serves mostly to help them plan what they need to do and to follow 011 how 
well it is happening. 

The use of budgets i~~volves  two main pl~ascs: 

The budgetary planning phase, 

The budgetary control phase. 

3.2.1 Budgetary Planning Phase 
At the budgetary planning phase, you compile the various budgets that 
make up your suit of budgets. These include the budgeted income 
statement, the budgeted balance sheet, and the budgeted cash flow 
statement. 

You need to plan for what you want from your business. You use a 
budgeted income statement format to plan for the financial results you 
want to see at tlie end of yoirr budget period. The budgeted i ~ ~ c o ~ i ~ e  
statement and its supportil~g budgets are referred to as the operating 
budget. 
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You use a budgeted balance sheet format (or extracts from it) to plan for the 
financial position you want for your business at the end of the budget period. In 
reality, conlpanies tend to plan only.tlie critical operating assets and liabilities such 
as cash (see also cash budget), accounts receivable and payable, inventories and 
fixed assets. (See Capital Budget) 

You use a capital budgct to plan Tor tlie acquisition of plant and equipment required 
to meet the revenue and functional goals of your business. The Capital Budget 
lielps in understanding the financing needs of your business. 

You use a Cash budget to determine the Cash receipts and disbursements implicit in 
the above plans. The cash budget helps you to plan the liq~~id resources required of 
your business. 

You use the cash flow statement format to prepare the budgeted cash flow 
statement. 

The budgeted balance sheet and its supporting budgets, together with tlie budgeted 
cash flow statement make up the financial budget 

The budgeted income statement budgeted balance sheet and budgeted cash 
statement make up the master budget. 

The chart below is an illustratior~ of tlie relationships between the various 
budgets that make I I ~  tlie Master Budget. 
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a) The Operating budget 

Your operating budget consists of the budgeted income statement and its supporting 
budgets. Before you prepare your operating budget, you need to identi@ the key 
budget factor, alternatively known as constraining factor. Constraining factors are 
the bottlenecks, which limit the size of growth. For many businesses, tlie level of 
sales is the budget constraining factor. For other businesses, it could be production 
capacity or availability of key raw materials. Yo11 also need to ideritifi tiow tlie 
revenues alid costs will be spread over tlie year. It is not sullicient to prepare just a 
fill1 year's budget, as you have no milestones duririg the year to check progress. 

To prepare the sales bl~dget, you must start by preparing a sales forecast. YOLI need 
to consider the following factors when preparing the sales forecast: 

r the second half of the 
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For better control, the budget should be hrther analysed into monthly rather than 
quarterly control period. Supporting budget schedules will provide detailed break 
down by control period, of the individual income statement line items for instance 
sales, cost of sales, operating expenses 

The above example illllstrates that the a n n ~ ~ a l  b ~ ~ d g e t  is developed from: 

The strategic Finance plan, as the starting point 

Specific actions decided by the management to meet the planned growth 
(Sales development programmes and Production site facilities) 



STRATEGIC FINANCIAL MANAGEMENT 

Specific actions by management to . build , the infrastructure (New finance 
manager; new computer installation) 

External elements outside the company's control (Price of unprocessed fruit; 
general economic conditions driving Factory wages, etc). 

In practice, with the exception of the use of quarterly rather than monthly control 
periods, the work involved in preparing the budget is close to the above case 
information. You can, therefore take this as a guide for preparing your own budgets 
(Reality may, however, be more complicated and detailed than this!). 

b) 'The Capital Budget 
In order to support the Growth plan for 2004, HAJCO is obliged to invest further in 
Machinery and Equipment for the factory. In addition, Mr. Jameel had defined in 
the Strategic plan that he wanted to acquire a new factory site and relocate from his 
farm site and to upgrade his computer installation to improve his accounting and 
management reporting process. All these expenditures will benefit several years 
into the future, but the cash required to finance them must be made available at the 
time of purchase. In order to plan properly the company's finances, it is therefore 
necessary to plan both the amounts and the approximate dates of these Capital 
Expenditures. 

c) The Cash Budget 
In addition to planning for the profitability of your business, you must also plan for 
the business to have enough cash to meet its obligations as they fall due. 
The following table shows the differences between the calculation of profit and the 
calculation of case flows for a particular period. 
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It is, therefore, possible for a business to be very profitable and yet run out of cash 
and be forced to close. This is particularly true of a rapidly growing business. Fast 
growing businesses are forced to constantly inject new hnds into the business to 
pay for additional inventories, additional credit sales to customers and new 
buildings and equipment. A growing business must plan carefillly or risk running 
out of cash. 

A cash budget or cash flow projection is the most appropriate tool you can use to 
plan your cash flow. Through the cash budget, you can plan your business's cash 
receipts, payments and cash balances. 
Tlie followirig table sliows format for tlie quarterly Casli nt~tlget of IIAJCO. 
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d) Budgeted Cash Flow Statement 
The budgeted cash flow statement must be clearly distinguished from the 
cash budget. 

The cash budget is a simple statement of budgeted receipts, payments and 
balances. 
By contrast, a budgeted cash flow statement is prepared in the format of the 
cash flow statement discussed in chapter 3 .  In the budgeted cash flow 
statement, cash flows are suinmarised into operating, investing and fiilailcing 
cash flows. 

If you go to the bank and the banker asks you to submit a cash flow projection, the 
document that would be required would ordinarily be the cash budget rather than 
the budgeted cash flow statement. 

As with the budgeted income statement, the annual budgeted cash flow 
statement should be analysed into shorter control periods, for instance 
quarterly. 

3.2.2 The Budgetary Control Phase 
After you have prepared the budget for your bosiness, yo11 sl~oold use 
it to evaluate the performance of the b ~ ~ s i ~ l e s s  and its mno;lgers. 1'11~ 
bodgetary control pl~ase iavolves: 

The recording of actual results 

The comparison of actual results and the budget and the identification 
of variances 

Drawing the attention of budget holders to the variances 

Investigation of variances and reporting the results of the investigation 

Taking remedial action on variances. Depending on the causes of the 
variances this may involve: 

Controlling operations to avoid further variances 

Revising the budget in those areas where it has been rendered 
unrealistic by a change in circumstance. 

The following is an example of a variance report for Hana Juice 
Company. I 



STRATEGIC FINANCIAL MANAGEMENT 

Use the formats incl~~ded earlier in this chapter for Strategic Finance three year 
plan in respect of 

Projected Income Statements 
Projected Balance Sheets 
Projected Cash Flow Statements 

. . . . .  . . . . . . . .  . . . . .  . . . . .  ' . .  : . . . ,  . .  . . . . . . .  . . . . .  . . .  . . . . . . . . . .  , . , : :  .'..Hans Juice Company (HAJCO):U~, :. ' .  . .  ,:!, .. . . . . . . . . . .  : 
. . . .  . . .  . . . . . .  . . .  . . . . 

. . 
. . . .  . . .  . . . . . . . . . .  . . . . . .  ... . . .  . . . .  . . . . .  . . . . .  . . . . . . . . . .  . . . . . .  . . . . .  

. . 
. . . . . . 

Outline the steps you need to follow to put similar processes in place for your 
company. Identify where you are lacking information and processes to allow you 
to do this, at least at a simple level. Put these into an action plan for the next 3-6 
months, so you can have a first attempt at a budget for next year. 

Once you have your process in place, look at your accounting system, can you 
get results sufficiently timely and accurately to compare results each year to 
allow you to react to variances, as did Mr. Jameel? If the answer is NO, then 
follow the same steps as for the budget to identify ,what is stopping you and 
make an action plan to remedy the problems. 

. . . .  . . . .  
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. . 
.:Gross Profit : I ; :  , , : ' , I : , : : : : : i ,  : :. ; : '  i :  i i  

Keep this activity at a very basic level. Do not be too ambitious. As soon as you 
have some elementary processes in place, you will quickly see how you can 
continually improve them into a solid management tool. 
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4. Chapter Summary 
To ensure that your business achieves its objectives, you need to convert you strategic 
plan into a three-year strategic finance plan. From this, the first of the three years will be 
the basis for operational plan and budget. You can then use the plan to control your 
operations. 

The principal financial planning and control tool is a budgetary planning and control 
system. A budget is a plan with actions, but essentially expressed in quantitative terms. 

Budgetary planning and control helps you in planning, resource allocations, co- 
ordination of activities, communication, motivation, control and staff training and 
development. 

You may prepare, as budgeted statements, the basic financial statenlents yo11 will 
prodrrce as at the end of the period. Budgets inclrrde: 

a Budgeted inco~ne statement, the Operating budget 

a Budgeted capital expenditures 

a Cash Budget 

a (With this information you could actually construct a fill1 budgeted Balance Sheet, 
but this is really not necessary, as long as you have the key metrics identified such as 
Inventory levels (inventory turns); Accounts receivable collection period (DSO) and 
of course, cash.) 

The whole set of budgets is referred to as the master budget. 

You should use the Cash Budget to track and manage the actual cash flows of your 
business. No matter how profitable your business may be, it must not run out of cash. By 
closely monitoring your cash flows by means of the cash flow budget, you can ensure 
that your business has the healthy cash flows needed to fund the investments for growth. 

5. Make an action plan for financial planning 
and control 

Complete the form below in respect of your financial planning and control. The 
following acliorl plan is uscfi11 wl~en you prepare your Linancial growl11 plan where you 
can have a master action plan for all aspects of your financial management. 
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ACTION PLAN 
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EVALUATE YOUR CAPITAL 
INVESTMENTS 

What you will learn in this chapter ... 
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What is capital investment appraisal? 
As your business grows, you will need to invest, for example, in a new delivery truck to 
increase your distribution capability; new machinery to increase your production capacity 
or you may want to start a new business line, which will require investment. The 
profilal~ili~y relurns fiom lllese types of investments must eqi~al or exceed the return on 
investment you plan to make for your shareholders, the Return on Equity ratio described in 
Chapter 4 to make them worthwhile for the company. The process of identitjling, 
analysi~lg and selecting such investments is, as capital investment appraisal. 

By the end of this chapter, you will have a more advanced understanding of the more 
common investment appraisal tools that can help you to make soilnd investment decisions 
[or l l~c  ilnplc~~~cnlalio~~ ol' your gl.owl11 plan. 

2. Why capital investment appraisal is 
important? 
Your investment decisions are very crucial, as they represent a cost commitment, which is 
often substantially higher than other expenditure decisions. Additionally, the benefits will 
not be immediate, but over a period of several years in the future. It is therefore, necessary 
to be sure that the profitability over the entire life of the investment project meets the 
profitability goals. 
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When you have sufficient funds to invest in a number of projects, you will need to select 
projects not only according to the availability of funds, but also according to their 
profitability. You may find it helpful to rank projects in order of profitability. This ranking 
will help you choose the best investment for your company. 

Capital investments tie-up your precious capital, and may lead your business to cash 
shortages for the day-to-day business activities making it necessary to borrow cash to 
finance them. Those borrowed fi~nds are re-paid with interest. In that regard, yo11 niust 
consider the cost of capital, and ensure that the rate of return you get in from your 
inveslment is enougl~ to compensate you, and to pay the costs of bor.1-owing fiom the bank. 

3. lnvestment appraisal tools and techniques 
There are number of techniques to analyse the feasibility and attractiveness of investments 
you are considering. Furthermore, these techniques are used to choose the best option 
from alternative investment opportunities. The tools that are considered in this module are: 

Pay-Rack Period (PRP) 

Net Present Value (NPV) 

Profitability Index (PI) 

Internal Rate of Return (IRR) 

NPV and PI are interchangeable and very similar in concept, but we will explain both as 
either may come-up in your practical experience, for example, a requirement of a bank or 
other financing institution. 

Payback period (PBP) 
The payback period of an investment tells us the number of years required to 
recover your initial investment based on expected cash flows from that 
investment. 

The formula for the payback period calculation is simple; the annual cash flows 
are distributed evenly over payback period. Initially, net cash inflow is 
determined. Then, it is then divided by the initial investment. 

Original lnvestment 
Payback Period = 

Annual Cash Flow 

When the cash flows are uneven, the payback period calculation is somewhat 
more complicated. In this case, the annual cash inflow is accumulated until the 
original investment is recovered. The payback period in years equals the amount 
of time necessary to recover the initial investment. 
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Companies use Paybsclc mostly as a restrictive criteria in that, they will chose not 
to take projects with payback beyond say three years, as this ties-up capital for a 
too long period, and the longer ttie time to recover the original investnient, the 
greater the risk of problems. 

One problem you may encounter with Payback is that it  uses the basic accounting 
assumption of the constant value of money, which is very misleading in an 
inflationary environment. This can render the use of payback very misleading. 
One way to overcome this is to make assumptions about the hture local inflation 
rate, and therefore, the weakening exchange rate of the local currency. You can 
then convert all tlie fi~lure revenue predictions into a strong currency (.ID) usilig 
these assumed fi~ture weakening rates. 

3.2 Net Present Value (NPV) - The time value of 
money 
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I t  is a fact that money received at a future date is not of the same value as money 
received today, in that, you do not have the opportunity to invest that money until 
you actually receive it! 

Let us assume that your bank will pay an annual interest rate of 10% on deposits. 
Thus, if you deposit JD 100 on January 1, the interest for the year to December 3 1 
will be JD 10 and the balance on your account at December 3 1 will be JD 110. 
You can therefore conclude that JD 1 1  0 available one year from now has a value 
today of JD 100 (Assuming the interest rate of 10% per annum). From this 
assumption, you can develop the following tables: 

If we then take this logic, and ask the question "How much do I need to invest 
today to have exactly JD 100 in my account at the end of a given number of 
years?" you can create the following table: 

Year 

O w  

Two 
Three 

~ ~ . . . . .  
Four 
Etc., etc. ... 

That is to say that if you invest J.D. 68.30 today at an interest rate of lo%, in four 
years you will have exactly J.D. 100 in your account. To prove this: 

Beginning 
Investment 

-. .. , .  

J.D. 1 .OO reinvested 

J.D. 1.1 0 reinvested 
J.D. 1.21 reinvested - 
J.D. 1.331 

Number of years 
ahead 

One 

Two 
Three 

Thus, we can conclude that receiving J.D. 100 four years from now is the same as 
receiving J.D. 68.30 today. That is to say, that today's value, or the Net Present 
Value, of J.D. 100 received four years from now is J.D. 68.30. Similarly, the Net 
Present Value of J.D. 100 received in three years is J.D. 75.13; in two years, 
N P V  is J.D. 82.64 and in one year, N P V  is J.D. 90.90. 

Interest 10% 

J.D. 0.1 0 

J.0. 0.1 1 

J.D. 0.121 

J.D. 0.1331 

Four J.D, 68.30 (10011.4641) 

End Capital 

A.0. 100 

J.D. 100 

J.0, 100 

Year 1 

Year 2 

Year 3 

Year 4 

With this logic, you can recreate the same table at any given interest rate to know 
the NPV of money received at any time in the future. 

Ending Investment* 

- 
J.D. 1.1 0 this is then for a 
second year 
J.D. 1.21 this is for a third year 
J.D. 1.331 this is for a fourth year 

---. .. , . . .. 

J.D. 1.4641 

Division FactoP 

1 .I 

1.21 

1.331 

Start 

Original Investment 

J.D. 90.90 (10011 . l )  

J.D. 82,64 (1 0011.21) 

J.D. 75.13 (10011.331) 

J.D. 68.30 

JD.  75.13 

J.D. 82,64 

J.D. 90.90 

lnlerest 10% J.D. 6.83 

J.D. 7.51 

J.D. 8.26 

J.D. 9.09 

End J.D. 75.13 

J.Q. 82.64 
J.D. 90.90 

J.D. 99.99+J.D. 0.01 
rounding=J.D. 100 
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You can conclude therefore, that it is very important for you to determine future 
revenues (or costs) at their Net Present Value to evaluate your investment 
decisions. In this way, you can determine whether an investment gives the 
required return, taking into account the time-value of money. That is to say, are 
you getting equal or better than the rate of Return on Equity you want to earn for 
your shareholders? With this knowledge, yo11 can easily conclude whether a given 
investment can earn a satisfactory return or not. 

Furthermore, suppose you want to select the most protitable investment option 
from a set of investment opportunities. By determining the NPV of each 
opportunity, you will quickly see which is the most attractive, and which 
opportunities meet the minimum requirement for shareholders Return on Equity. 
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Choose a new investment you are contemplating, and complete the following 
chart for the number of years the investment will be useable. If you are uncertain, 
do not exceed five or six years as the future beyond this timeframe is too 
uncertain, and the investment should justify itself within that timeframe. 

Income (J.D.) Costs Net Income 
Zero (Investment) None Cost of Cost of investment 

investment 
Additional sales Additional Net income (loss) 

operating costs 
Additional sales Additional Net income (loss) 

Enter the above information into the chart as described previously 
Chose your required Return on Investment rate (per your strategic plan) 
Complete the chart, as in the example, if value is positive, the required rate 
is reached the project acceptable. If the value is negative, accepting it will 
dilute future profits 
Track the actual performance each year to ensure forecast net revenue is 

- - - -. ... ............ .- ............. - .. 

... .. - .... 

...... -. 

3.3 Profitability Index (PI) 

Practically, the profitability index i s  another presentation o f  the net present value. 
I n  NPV calculations, you deduct the net cash outflows from the net cash inflows 
to end up with and absolute value that does not reflect the size o f  the project. 
However, in profitability index calculations, you divide the cash inflows over the 
cash outflows to measure how many times the present value of project's returns 
cover the present value of the project's costs. 
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3.4 Internal Rate of Return (IRR) 
The internal rate of return is the discount rate that makes the net present value 
equal to zero. If the IRR is higher than the investor cost of capital, the project is 
feasible since its returns are higher than required rate of return by investors 

C a l ~ t ~ l i ~ t i ~ ~ g  the IRR via one of three methods: 

Using the computer: Any financial software or Microsoft Excel 

By trial and error: To keep trying different discount rates to get a zero 
NPV. 

By graphical display: There is a linear relationship between JRR and NPV, 
therefore, drawing a line between a discount rate that gives a positive NPV, 
and a discount rate that results in a negative NIDV will cross the axes where 
NPV is zero. 
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4. Practical application 
The real work in using this kind of tool is however, in making good estimates of the cost 
of the investment, and the potential revenues and operating costs relating to the specific 
investment project. Here, there is no alternative to making a very detailed and realistic 
study of these elements, based on all available information. The risk is to be too optimistic 
in order to justify the investment, as emotionally you will naturally want the result to sllow 
the project to be attractive. I t  is therefore advisable for each investment that you tfetermine 
the performance really achieved, year by year, in order to build your experience in making 
these forecast evaluations. 

5. Chapter Summary 
Capital investment decisions are very crucial, as they represent a cost that is often, 
substantially higher than other expenditure decisions. Additionally, the benefits will come 
over a period of years into the future. Therefore, it is important to evaluate the feasibility 
of those investments before you commit to them. Capital investments (appraisal 
techniques) provide the tools for such evaluation. 

The payback method tells you the number of years required to recover your initial 
investment based on expected cash flows from that investment. It enables you to compare 
and choose the project with shortest payback period from different alternatives. You 
should, also set a payback limit for all projects to achieve, this should not be more than 
four or five years as the hture is too uncertain beyond that. 
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In making investment decisions, it is very important to consider time value of money, 
because the return for your investment today will be received as a series of cash flows well 
into the fhture. The present value. of those cash flows may not always be enough to 
compensate you for your investment. Therefore, it is very important to calculate the value 
of future revenues (or costs) to their present value to evaluate your investment decisions. 

6. Make an action plan for using capital 
investment appraisal tools 
Complete the form below to use capital investment (appraisal tools). The action plan 
shown in the next page is useful when you prepare your financial growth plan, where you 
can have a master action plan for all aspects of your financial management. 
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ACTION PLAN 
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ACTION PLAN 
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MANAGE YOUR WORKING 
CAPITAL 

What you will learn in this chapter ... 
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1. What is working capital management? 
Every enterprise has to arrange for adequate 
filnds to meet day-to-day expenses, apart from 
investing in tixed assets. fVorking ctipitcil is 
the capital tl~at is needed and available for you 
to conduct the day-to-day operations of your 
business. Thus: 

Net working capital refers to the net of 
current assets (including inventory, 
accounts receivable and cash), and 
current liabilities (including accounts 
payable, accruals and bank overdrafts). 

. . 
Net Working Capital = Current Assets - Current Liabilities 

Alternatively, net working capital is termed as working capital. 
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As your business grows, the need for working capital will increase, but so will your scope 
for being more efficient. The challenge is to keep the Working Capital investment, as small 
as possible, to free-up hnds for real growth investments. l'his chapter focuses on 
managing the levels needed, and the efficient management of your current assets. The 
financing of current assets is explained in Chapter eight, which deals with the whole topic 
of sources of finance 

To illustrate Working Capital, here is the FIAJCO example for 2001-2003, as shown in 
Chapter 3, BUT with additional projections for 2004. To illustrate what will happen if tight 
control is not maintained over the level of Current Asset items, such as Accounts 
Receivable (Collection process continues to perform badly) and Inventories (build-up due 
to lack of co ordination of production with sales): 

The increase in ASSETS is a good thing if you can finance it with cash. A dramatic 
increase in Net Current Assets or Working Capital of J.D. 65,800 (J.D. 206,180- J.D. 
140,380) as projected here is lower than the profits generated, so there is no need for 
outside financing by loans. However, using the cash resources and borrowing capability to 
finance non-productive current assets may prevent using these resources for the 
investments essential for the planned growth of the company. 

Total Current Assets 
Current Liabilities: 
Accounts Payable 
Accrued Expenses 
Total Current --A Liabilities 
Working capital 

On the other hand, ninning out of working capital is worse! For example, the Inventories 
and Accounts receivable could be managed down to a very low level, which is good, but 
without an equivalent increase in Cash (presumably due to over-investing, paying 
excessive dividends to shareholders or business being less profitable, or a combination of 
these elements). The consequence here is that there are not enough liquid assets to pay the 
creditors! In either case, a very bad piece of asset management, avoid this at all costs! 

234.80 

129.16 
30.00 

159.16 
75.64 

233.77 

122.70 
25.00 

147.70 
86.07 

276.95 

1 16.57 
20.00 

136.57 
140.38 

331.92 

1 10.74 
15.00 

125.74 
206.1 8 
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2. How working capital management can help 
you expand your business. 
The management of working capital is important to ensure that there are s~~fficieai 
funds available at all times to cover ongoing cash outlays: 

To meet the acquisition and storage cost of inventories of raw materials, work-in- 
process, finished goods and consun~ables, 
To pay for wages and salaries 

To meet production, operating and other overhead costs, including administ~~ation, 
selling and distribution costs. 

With the growth of your business, you may find that you need more and more worki~lg 
capital to meet the above purposes. As a guideline, the current assets of a merclla~ldisi~~g 
(wholesaling and retailing) business, generally accoilnt for over half  of its total asscts. Iior 
a manufacturing business, they may account for eve11 more as the co~nl)lc~cly 
manufacturing cycle needs financing. 

Be aware however, that excessive working capital leads to a lower rate of retilrll on your 
business' total investment. For instance, unnecessarily high inventories do not add to your 
business' efficiency or profitability, but increase inventory management costs and losses 
due to theft, wastage, mishandling and obsolescence. 

On the other hand, inadequate working capital results in shortages and difficulties in 
maintaining smooth operations. If your investment in working capital is inadequate, you 
will fail to meet your obligations to both customers and suppliers. This will result in loss of 
goodwill and creditworthiness. Current liabilities are the source of external financing of 
current assets. This is attractive, because the money is free of charge, but do take care to 
pay your suppliers correctly, as defaults can lead to cutting-off supplies, a bad reputation in 
your industry and inability to negotiate good prices in fi~ture. 

Small businesses can often experience cash shortages during their growth and expansion 
phase. 

These shortages can retard the growth of your business. Some common causes of 
these shortages are: 

Excessive inventory holding: excessive stock ties-up precious cash. You hold the 
stock in storage, and you only convert to cash when you sell it. While sitting in storage, 
it can loose value through wastage or obsolescence. 

Increase in invesi~nent in A c c o ~ ~ ~ i i s  receivi~ble (debtors): extension of credit to 
customers deprives you of cash. You produce the goods or services, and incur costs of 
production, but your customers do not pay you immediately on delivery. 

Acquisition of fixed assets for cash: the acquisition of additional equipment for cash 
will lead to increases in activity and therefore, cash in the long, but reduces working 
capital in the short term. 
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Increase in sales and marketing costs: to increase your sales, you will certainly need 
more resources to penetrate new markets and develop customer contacts. There is a 
time lag between these activities and the additional inflow of cash from the new 
business. This again increases cash outflows in the short-term. 

Careful working capital management will help you to plan and manage your current assets 
to ensure smooth operations and growth of your business. Your goal must be to convert all 
current assets, particularly inventories and accounts receivable, to cash, as quickly as 
possible, in order to use this cash to finance the investments needed for your continued 
growth. 

3. How to manage your business' working 
capital 
In order to manage your business' working capital efliciently, you need to: 

a) Have a clear understanding of the objectives of sound working capital management, 

b) Have a sound appreciation of the factors that determine your working capital 
requirements, 

c) Apply appropriate working capital management tools and techniques 

3.1 Objectives of sound working capital 
management 
Working capital management i~~volves the management of all aspects of both 
c ~ ~ r r c ~ r  t i~ssets a ~ r d  c t ~ r r c ~ l t  lii~l)ililies wii l~ tllc followi~rg i111e11lioo: 

On one hand, minimising the risk that the business may fail to meet its 
obligations as they fall due, and 

On the other hand, maximising the returns on its assets by not carrying excess 
working capital. 

It is, therefore, necessary to determine the minimum level necessary for each item 
of current assets, and to negotiate the most favourable payment terms for all 
purchases of goods and services. 

3.2 Determinants of working capital requirements 
The chart shown on the next page, illustrates the working capital cycle, and the 
points where your working capital is tied-up in the process of the business 
operation. 
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Worlting Capital Cycle 

The aln01111t of working capital required for the sn~ootlr operntio~~ of yollr 
b ~ ~ s i ~ ~ e s s  depends 011 several factors: 

Cost of raw materials: working capital will be larger if the cost of raw 
materials is high. 

Ql~antity and value of inventory: if you need to keep large inventories of 
raw materials and finished goods, your working capital requirement will be 
high. 

Doration of production period: if it takes a long time to complete the 
production cycle, you will tie up more funds in work-in-progress than if your 
process time is shorter. 

Credit sales and cash purchases: if you do more sales on credit, and if you 
purchase on cash, you will need much more working capital. 

Type of besiaess: generally speaking, manufacturing businesses need more 
working capital than merchandising businesses, as their business cycle is 
longer due to the time required for production. 

Crowtll ilatl expa~ i s io~~:  fast growing businesses require larger amounls of 
working capital than businesses that are not growing, as the level of activity 
drives the Working capital requirement. 

Tnvento~y turn over ratio: if your stocks are turning over fast, you will need 
fewer inventories in relation to the activity than if they turn slowly. 
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3.3 Working capital management tools and 
techniques 
Worlting capital ma~lagement tools and tecllniqnes help yo11 to: 

a) Decide on optimum working capital management policies, and 

b) Monitor the operation of those policies. 

The working capital management policies you select will determine your level of 
investment in inventories, accounts receivable or other items of working capital. 
In this manual, specific tools and techniques are dealt with under each class of 
working capital item. 

Inventory management 

Inventories consist of three major types of business stocks. The following 
shows the three main types of inventories: 

Three Main Types of Inventory 

In some businesses, inventories of cons~rmables may also be significant. 

The objective of sound inventory management is to maintain an optimum 
level of inventory. To achieve this objective, you need to strike the right 
balance between 

Holding too m ~ ~ c l l  inveetory: to ensure the efficient and profitable use of 
the capital invested in inventory, you sho~ild not hold too much inventory, 
whilst at the same time, 

1-loldi~lg too little illventory: to ensure the smooth operation of your 
business, you need enough inventory to avoid disruptions to production 
and deliveries resulting from running out of inventory. 

The table sllows in the next page, problems caused by having too m ~ ~ c l l  
or too little inventory in your b~~siness 
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There are numerous mathematical formulae to calculate required inventory 
levels, and to evaluate the efficiency of a business' inventory management. 
The following table st~mniarises two of these formulae. It is iniporta~lt Ibr you 
to use this type of approach in Inventory goal setting and to measure your 
actual performance. In this way, you will keep your investment in inventory 
well under control. 

The following Case Study illustrates the application of these formulae, as 
used in Chapters 3 and 4 for setting the budgeted inventory level for 2002. 
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Accounts Receivable (Debtors) Management 

The pressure to extend credit to customers onen comes from the need to 
increase sales. When credit is, available customers buy more. On the surface, 
this seems like a very good thing, and is the growing practice for business 
between to businesses. However, you should be very careful about how you 
manage the extension of credit to customers. When making a decision to 
extend credit to your customers, always weigh the costs of extending credit 
against the benefit related to increased sales. 
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Advantages and l~isailvantages of Granting Credit 

As your business grows, you will have to extend more and more credit to 
your customers. Before you decide to extend credit to your c~rstomers, you 
 nils st first establish a credit managenlent system in your business. 
It iilvolves the following steps: 

Credit policy 

Credit policy involves the determination of credit standard, credit selection 
and credit terms. 

Credit stnn(lar(1: credit standard refers the n~inirnum requirement for 
extending credit to a potenlial customer. The key variables that should 
considered in  the setting or changing of a credit standard include the effect 
of the proposed standard on sales volumes, the level of investment in 
debtors, and the risk of losses through bad debts. Some credit standard 
systems rely on a credit rating system. The following example, illustrates the 
application of a credit standard based on a rating system by IlAJCO to its 
hotel customers, using a theoretical customer as an example. 
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'I'be lb l lowi~~g  table tlefi~les ~)rocetl~ll-es fool. cl.etlit lir~iit settillg and 
collectiiig custonier payrliellts 

Credit Standard Assessnient Form 

Notes: 

a) It is much better to deal with a registered company where you can 
consult the state company's register to obtain information about the 
company, its officers and its annual audited financial statements. A sole 
trader is much more risky. 

b) You would naturally want the client to be consistently profitable. 

c) The longer the client has been in business, the better. Anything beyond 
10 years is good. 

d) Ownerstlip of property is a positive indicator. 

e) If you can, get the customer to give you a bank reference. Third-party 
references are however, less indicative than direct information. 

f )  If you can, get a report from the credit agency this can also, add some 
degree of assurance, if positive. 

g) The above is an example, you may of course define your own criteria 
and minimum score required, but you must be consistent across all 
custoniers. Even if the metliod is subjective, it  allows you to rate 
customers and possibly highlight risks. 

Evaluatio~i of credit applications involves following steps: 
a) Collection of credit information about the customer 
b) Investigating the credit capacity of the customer 
c) Credit analysis 

d) Fixing credit limits 

e) Deciding collection procedure 
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The credit information about individual customers is collated from financial 
statements, trade references, bank references and credit bureau reports. 

In evaluating the creditworthiness of your credit applicants, you need to 
assess them via the 5Cs of credit: 

Credit selection: credit selection is concerned with deciding whether, or not 
to extend credit to a potential customer and if so, llow much credit to extend. 
To qualify for credit, a customer needs to meet the minimum criteria set by 
the credit standard. A business cannot follow the policy of treating all 
customers the same way in matters of extending credit. I t  stlould have clear 
guidelines and procedures for granting credit to individual customers. 

Credit terms: are the terms under which a business's credit customers are 
required to pay their accounts. 

Credit terms may cover snch issues as: 

i. The cash disco~lnt offered to customers to reward early settlement. Be 
carehl though, this is pure profit given away, and sllould be only 1 or 
2 percent if you can afford it, and if you really need the faster cash 
collection for your ow11 cash flow needs. 

ii. The cnsl~ d i s c o ~ l ~ ~ t  period: is the period within which a custo~ner 
should settle an account to qualify for a cash discount, should not be 
more than 10 days for cash or money already in your bank account, 
and be prepared to make the effort to control this! 
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iii. The credit period: is the time within which a customer is required to 
settle an account before collection procedures come into affect. 
Normally, this is 30 days. If a customer requires extended credit 
beyond this, an additional preniium placed on the invoice to cover the 
cost (time value of money - see Chapter 6 )  for customers who do not 
pay within tlie prescribed period. 

iv. The Credit lielit: tlie maximum permitted unpaid balance a custo~iier 
to accumulate on his account. Deliveries will be suspended if this limit 
is exceeded until payments are received to bring tlie balance back 
within the limit. 

Determining collection policies and methods 

The collection policy is the set of procedures for collecting amounts due 
from customers. I t  is important to develop a collection policy before you 
begin granting credit to your customers. Many companies wait until they 
have problems collecting from their customers before they institute a 
collection policy. By the time, a customer reaches the point of having 
trouble paying you, the problem may be very difficult to resolve. I t  would 
be far better if yoir start working with the customer before the first sign of 
trouble. 

Important aspects to consider in a collection policy include: 
Ensuring compliance with credit policy 
Ensuring timely invoicing to customers 
Control and analysis of debtors 
Defining procedure to be followed on defaulting debtors. 

The need for, and procedures for, ensuring compliance with credit policy 
and timely invoicing of customers are obvious. 

Control and analysis of receivables 

In order to control your accounts receivable, you need to analyse 
them using: 

a) Relevant ratios (see Chapter 4) to get a broad picture of the status of the 
debtors 

b) An aged analysis of individual and total amounts past due. 

This will help to keep the investment in accounts receivable within 
reasonable limits, and to manage better the liquidity of the business assets. 

a) Accounts receivable ratios: chapter Four describes the collection 
period (DSO - Days Sales Outstanding) ratio and Chapter Five shows 
how this in use 

b) Age analysis of debtors: you need to monitor your debtors to ensure 
that they do not become long overdue or, if they do, you are able to 
take appropriate action. Remember that the longer the debt is overdue, 
tlie higher the risk that it may be irrecoverable. 
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Let 11s now look at HAJCO, their credit policy and recent performance: 
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customer accounts receivable under control; are your day's sales outstanding 
ratio reasonable compared to your sales terms? 

Raw Materials 
Is your level of raw material inventory sufficient to keep production running 
smoothly, but not so high that you have losses through theft, deterioration or 
obsolescence? 

Work in Progress 
Is your production cycle time optimised and under control, or do  you have 
excessive amounts of material in a semi-finished state? 

Finished Goods 
Is the level so low at times, that it interrupts deliveries to customers, or so high 
that you have the problems mentioned above of theft, deterioration or 
obsolescence? 

you could use better elsewhere? 

Accounts Receivable (Debtors) 
Do you sell on credit? 
If so, do you have Credit approval procedures similar to those described 
above? 
Do you review regularly the overdue balances and have a defined follow-up 
process to avoid losses through bad debts? 

Other working Capital items 
Do you negotiate the best payment terms with your suppliers or do you pay 
faster than you collect? 
Are there other Working Capital items tying up your valuable funds? 

.- ... 

...... ........................ ... ..................... ..... .................. .. ..................... _._ ._ _ __ ....._..__._ -. 

....... ........ - ....... 
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4. Chapter Summary 
Working capital is the flow of ready funds necessary for day-to-day working of the 
enterprise. Excessive working capital means inefficient use of the company's funds and 
risk of losses in inventory and accounts receivable; filnds for investing in growth get tied- 
up in non-productive assets. Insufficient working capital results in shortages of materials 
for production and finished goods for deliveries, which preclude smooth operations. 

Deciding and maintaining of optimum level of inventory investment is critical for efficient 
inventory management. Excessive inventory leads to unnecessary blocking of fi~nds; 
inadequate inventory causes delays in production; failure to deliver finished goods on tinie 
and additional order cost and transportation cost with the additional risks of theft, 
degradation and obsolescence. 

When credit is, available customers buy more. As a growing business, you may want to 
advance credit to your customers to help boost sales. However, many businesses extend 
too much credit to their customers only to find later that those customers cannot pay. 

Extending credit to customers is a birsiness decision. When making a credit policy 
decision, always weigh the costs and benetits of extending credit to your customers. 

It is important to develop a collection policy before you begin granting credit to your, 
customers. Good collection practices include: 

Monitor the quality of your accounts by regularly computing your day's sales 
outstanding and performing an aging analysis each month. 

Immediately making and implement a corrective action plan if either of these two 
items shows an unsatisfactory position. 

Monitor regularly other items in the working capital, in particular try to have at least as 
attractive payment terms fiom your suppliers as those, you grant to your customers. 111 this 
way, your creditors will finance par1 of your current assets. 

5. Make an action plan for credit management in 
your business 
Complete the form l~clow to manage your working capital. Tllc ac~iorl plan sllown in lllc 
next page is usehl when you prepare your financial growth plan, where you can have a 
master action plan for all aspects of your financial management. 
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ACTION PLAN 
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ACTION PLAN 
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SOURCES OF FINANCE 

What you will learn in this chapter ... 
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1. What are the principal sources of finance for 
a growing business? 
At the outset, all businesses need financing to get started. Most often, you, the 
entrepreneur, and maybe some friends and acquaintances irlvesl personally to tinance the 
starl-up phase of the business. 

Some businesses are able to generate some or even all of this finance internally through 
the business' profits. They are the lucky few. Most companies must resort to some 
additional sources of finance to meet the investment needs of their business. The following 
chart summarises the principal sources of business finance into its two main categories of 
investor filnds and loan filnds. 
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This chapter will discuss the critical phases of setting aiid implementing yoilr 
company's Financing Strategy, covering tlte following critical steps: 

Quantifjr the financial needs, 

ldentifjr potential sources of finance, 

Decide on appropriate mix of sources of finance -The financing strategy, 

Actually raising the finances req~~ired. 

How does the use of additional finance help 
you expand your business? 
As discussed in the introduction, fast-growing businesses often need additional financing 
at a rate faster than the profits of the company can generate. This is not to be seen as 
negative or a failure on the part of management. On the contrary, it is very positive to see 
your business growing so fast that you need more financial resources, providing of course 
that your business is profitable, and that investments in assets are managed etiiciently, as 
detailed in Chapter 6, Capital investment appraisals, and Chapter 7, Working Capital 
management. Once you have identified this as the case, your problem is to decide the best 
way for the business to raise the additional capital, whilst protectilia the interests of the 
current owners (the shareholders).Then you will be in a position to seize all the 
opportunities you can, and continue the profitable growth of the company. 

Determine appropriate sources of finance, the 
financing strategy 
While many business owners may not think beyond the local bank for their financing 
needs, the reality is that there are several alternative sources of financing. Bank financing 
is just one of these, and may be the least desirable form of financing for a small b~~siness. 
Oflen, other sources of financing are never even considered because, the business owner is 
too preoccupied with his day-to-day problems to spend time on working out a financing 
strategy. The following chart summarises the alternatives, you will look at the advantages 
and disadvantages of each alternative, create a simple model to help you define your 
strategy. 
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3.1 Factors to consider when selecting 
appropriate sources of finance. 

Your financing plan should raise hnds to your business at lowest cost and lowest 
commitment and risk. There should be a balance between sollrces of financing, it 
shol~ld be a&)rdable to tlic btlsiness, and finally it sliot~ld be all exectltable plan. 
Consider the followi~ig facrors wllen selecting appropriate financi~lg sources for 
your growing business: 

Cost: if the cost of finance (interest rate + other cost of capital) is higher, you 
will get lower profit from your business. Compare the cost of each source 
before you choose. 

D~lration: consider the nature of your financial requirement, whether it is short 
term or long-term. As a rule "long term assets should be financed by long-term 
hnds, and short-term assets should be financed by short-term fi~nds" 

Accessibilily: not all companies have access to all sources of finance. As an 
example, small companies have dit'ficulties in raising funds through share 
issues outside the immediate circle of family and friends. 

Gearing: gearing is the ratio of debt to equity. Higher debt has the risk of 
meeting regular repayments of interest and principal. Therefore, there should 
be a balance between debt and equity. (Refer back to the gearing ratio in 
Chapter 4), but can be attractive if the investment is in profitable business 
growth 

Term str~lcture of interest rates; this describes the relationship between 
interest rates charged for different maturity periods. Consider them with the 
time required to repay your loan. 

The first level of decision is whether the additional hnding you need is only to 
bridge a short-term cash shortage, or whether you are looking for long term 
financing which will enter into the permanent financing structure of the company. 

Tf the need is short-term, naturally you sho~~ld look to a short-tcrm solt~tion s ~ ~ c l i  as 
a crcdil li~ic or lixcd sIio1.t-tcr111 loall lio~ii a ba~ik, or indeed a personal loan to the 
company by citlier yourself or close Pdmily or friends. In either case, the interest 
burden must be affordable, and repayment terms easy to meet from operating cash 
flows within the repayment period. 

The real consideration in this chapter is the longer term financing needs, where the 
first question is whether to increase the amount of shareholder hnds by increasing 
the share capital, or whether to use third-party fi~nds by borrowing or similar 
mechanisms, which we will consider below, or a combination of both. 'The basic 
considerations for this decision are summarised in the following table shown in the 
next page. 
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The first conclusion you will reach is that any solution you chose has drawbacks, 
as well as advantages and that there is no perfect solution. Indeed, to some extent it 
is very mucll a question of judgment and personal and cultural factors. 
Nevertheless, there are some guidelines, which are useful, and some constraints, 
which will practically limit your choices. So let us look at the alternatives in more 
detail. 

Consider Your Equity Sources 
Owners' equity (owner's capital) is the financing provided by the owners of a 
business in their capacity as proprietors. It represents the owners' interest in the 
business. The financial investment you have made in your business is the 
foundation of the financial structure of the business. 

Owners' equity is an important source of financing for every business. Bankers like 
to see equity in a business as a cushion for any loan they may make to the business. 
Owners' equity is also money that does not have to be repaid with, nor carry, a 
fixed rate of interest. 

Equity financing has several major advantages for a business. The most important 
advantage is that, unlike debt financing, equity financing typically does not have to 
be repaid on any strict payment schedule. Normally, equity investors' 
compensation is paid to them in the form of dividends, but only when the business 
has made profits and those profits are not reinvested in the business. 'l'llis allows 
equity financing to act as a financial cushion for the business. If the business does 
not achieve profitability as quickly as expected, or if cash flow is less than planned, 
you do not have a creditor breathing down your back. After all, it is your money. 

In the first place, as with Mr. Jameel, you probably started with your own money 
or that of close family and friends. As your business grows, you may well want to 
bring more people into your business and ask them to contribute also, to the 
capital. This will have the benefit of providing the business with "Free" financing, 
but will have the drawback that the new participants will want to have a say in how 
the company is run, and will be entitled to their share in the profits. It is therefore, 
essential to know hlly the motivation of people coming into the company in this 
way, and to have hll confidence in them, as you will be sharing your company 
with them. 
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Equity is also the basis for all debt financing. As we will see, when a bank 
considers making a loan to a business, one of the limiting factors as to the amoulit 
of the loan is the amount of owners' equity. The more equity you have in your 
business, the more debt you will be able to support. 

The following table shows some available sources of equity. 

3.3 Consider debt sources 

Equity financing is typically the first part in the mixture of financing for your 
business. Once you have identified your equity sources, you may want to look 
toward debt sources. Together with institutional venture capitalists, these sources 
typically involve more formal application processes and credit standards. As you 
consider these sources, it is important to do some research. You should know and 
understand how the organizations and their services operate before you attempt to 
apply to the organizations for financing. 

Debt financing may be broadly classified into long-term and short-term sources of 
finance. 
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Short-term finance; short-term borrowing has been discussed above. Here we will 
consider long-term borrowing as an alternative to raising more equity capital for 
the long-term needs of your company. 

Long-term finance; when small business owners first think of financing, they 
often think of the bank as the first and last source of financing for the business. In 
fact, there are many sources of financing for the small business. Depending on the 
circumstances of your business, one or more of these sources of financing may be 
more appropriate for your business. 

3.4 Long term debt financing 

Commercial Bank financing: commercial banks offer a wide range of loans 
to businesses. Commercial banks tend to be the most conservative lenders. 
However, their loan products tend to provide the best interest rates and terms. 
The loans can take the form of Sec~~red loans, where the bank has the specific 
right to take over specilied assets of the conlpany in case of defdult on interest 
payments or capital repayments; the most typical example being a mortgage 
and buildings owned by the company. Generally, secured loans carry the most 
attractive interest rates and longest repayment terms. Guaranteed loans, These 
are similar to secured loans in that the bank has a charge on assets, but these 
will be assets outside the company, which have been pledged as security. 'l'lie 
pledged assets may be your own or belong to sonieone willing to act as 
guarantor. Unsecured loans, banks will also, grant loans without any specific 
security or guarantee if they consider your business to be sound and low risk, 
the interest rate will however be higher to cover the additional risk compared 
to secured or guaranteed loans. 

4 Other lending instit~~tions: as well as banks, there are other financial 
institutions, wliicli lend nioney in similar ways to those described above. 'They 
can vary from State-run organizations set-up to encourage business start-ups, 
which can be very attractive, but can impose conditions on how the business 
must be run. To private individuals in your own environment who may be 
prepared to help out and get a bit better rate than they would on bank savings; 
to the extreme case of "Loan sharks" who will charge exorbitant interest rates 
and have no sympathy if you run into any kind of difficulties. In all of these 
cases, bc extre~rlely careful WI 10 you are dealing with, and on what TEI\MS. 
If necessary, get your lawyer to set-up a proper loan contract. 

The first attraction of borrowing, as opposed to raising Equity capital is that 
eventually you will repay the loans without having diluted your ownership of the 
company, and any commitments, such as charges on tlie assets and interest 
payments will cease. Additionally, though there is the attraction of what is called 
'leverage'. The advantage of 'leverage' is that you will use tlie borrowed lnoliey to 
earn more profits. The extent to which those profits are higher than the interest cost 
is extra profit for you, without you having invested more money. If Mr. Jameel 
adopted this approach for his financing needs as shown in the following case study 
you could see: 
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In thousands of JD 
Equity at June 30,2001 
Additional financing: 

Original borrowing 
Borrowing at 23% 

Return on Invested capital, 
Before interest 

Here, you see  that if the profit rate (12%) drops below the borrowing rate of 23%, the 
company will nat make sufficient profits to cover the interest. The interest is nevertheless 
due, a s  it is not dependant an the company making profits. 

The conclusion to this demonstration is that, for a profitable business, leveraging 
borrowed capital can be attractive, but the risk must be managed. If the Return an 
Equity of your company is less than or only slightly more than, the borrowing rates DO 
NOT ENVISAGE USING LEVERAGE! 

In reality, reputable lending institutions are unlikely to  lend beyond a reasonable 
level o f  risk, and you are advised not to  allow your borrowing to  exceed yollr own 
invested funds. Naturally, as  the business earns profits and these are reinvested, 
your invested filnds will increase, as well as your borrowing capability. It is critical 
to  be  conservative in the Capital Investment Appraisal [described in Chapter 6 (Net 
Present Value - NPV)] t o  set the required Return o n  Equity rate sufficiently high t o  
cover the loan interest rate [and to  leave a good margin for the shareholders (e.g. if 
the bank lends at 15%, the investment must earn 25% o r  more)]. 

In the example above, Mr.  Jameel decided that he can invest a further J.D.5Ok o f  
his own money and will keep his borrowing t o  45% o f  the total funds invested, 
including the existing loan. 
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This gives the following capital structt~~.e: 

Based on the above, Mr. Jameel felt putting-in J.D.5Ok of his own money and 
borrowing a fbrther J.D.210 is a reasonably safe strategy. He tested this in the 
model above as follows: 

Example: HAJCO impact leverage on borrowed funds - Example 3 
In thousands of JD 

Case 1 Case 2 
Profit @ 50% Profit @ 12% 
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Mr. Jameel then reasoned: 
He can mortgage the new building at better than 23% interest, thus bring the 
average interest rate down to soniethiiig close to 20% 
He used 50% return on Equity in the inodel, but the rate in 2001 was 73%. He 
knows this will come down over time, but not this fast, so 50% was 
conservative and 12% very pessimislic. 

He therefore, concluded that the financing strategy ol~tlines above was not risky 
and llad Sill-Illel- poteiltial to Ilelp his busii~ess to grow. 

ln addition to Bank loans, there are other financial tools to consider. They are 
unlikely to be cheaper than secured or even unsecured bank loans, but may be a 
good complement if your borrowing capacity is limited. 

3.5 Debtor account financing and factoring 
when you sell to customers on credit (open account), they promise to pay you for 
the goods and services you provided within a certain date of delivery. This can put 
a huge strain on the working capital of your business. Sometimes you cannot wait 
for your customers to pay you back. However, if your customers are very well 
established companies, or government organizations, you may be able to sell these 
accou~lls to yollr local bank or anolher colilpany that specialises in purchasing 
debtor accounts. Typically, this is an expensive form of financing where the buyer 
will pay for the accounts at a steep discount. On an annualised basis, debt-factoring 
discount rates equate to very high interest rates. llowever, if you rleed the money, 
it may be worth looking into factoring (selling the accounts) and ploughing the 
money back into the business. 

3.6 Hire purchase, operating lease and finance 
lease arrangement 
'I'llis kind of tinancing is related to a specific asset purchase, such as machinery or 
vehicles. You may want to acquire a specific asset for your business, your 
alternatives are: 

Hire purchase; this is an arrangement whereby you can get the use of a piece 
of equipment or a vehicle over a specified period of tinie, without having to 
pay cash up-front to purchase it. 
There are two types of Hire Pi~rcl~ase agreement: 

Operating lease: under this type of contract, there is no purchase option 
at the end, the item must be returned to the owner. You never own the 
equipment, but may of course make an after for it at the conclusion of the 
lease, but will pay the market price. 
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a Finance lease; a finance lease is a lease arrangement that transfers 
substantially all the risks and rewards associated with ownership of an 
asset from the original owner to the lessee. Under finance lease, the lessee 
is only required to pay a relatively small deposit in advance to obtain tlie 
equipment. Over the term of the lease, regular payments are made to tlie 
financial institution or equipnient dealer. During the leasing period, llle 
legal title to tlie equipment resides with the original owner. When the 
lease term expires, the lessee usually has an option to take legal title to the 
equipnient when all lease payments have been made. If however the 
lessee defaults on payments, tlie owner is entitled to retake the iterr1 leased 
without any compensation, the lessee forfeiting all payments made to 
date. 

Businesses can borrow from either Commercial banks with competitive 
interest rates or equipment dealers, hire-purchase finance companies whose 
rates are not as preferential. Nevertheless, these arrangements can be attractive 
in specific circumstances; for example, automobile manu~~cturers ofien offer 
very low or zero interest rates to stimulate sales. 

Always check with your bank for a more competitive offer before entering a 
hire-purchase agreement. 

3.7 Credit cards 
In the past, credit cards were rarely used by businesses for anything but travel 
and entertainment expenses. However, today credit card companies have 
become very aggressive, and companies are able to obtain competitive 
financing for business expenses, including equipment, through this metllod. 

4. Planning for and actual raising of required 
finance 

4.1 What Information Will Be Required 

When you go to financial institutions to apply for financing: Venture capital or a 
loan, information will certainly be required from you. You should have this 
information compiled in a professional manner before you go to apply for 
financing 

You should be organised and prepare well with your materials. 'The lender may 
have questions regarding the information you provide. It will help gain his 
confidence if you are well prepared to answer the questions completely. If you 
appear well organised in your meetings, the lender will feel that your business is 
well managed. However, if you come to the meeting il l  prepared, with 
incomplete information, the lender could assume that your business is in a similar 
state of affairs. 
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You may be required to provirle 111ost or all of the following items of 
iofor~naiion: 

Loan Application; you may get a copy of the banks loan application form in 
advance of your appointment with a loan officer. You should complete the 
application form before your meeting, and incl~lde it in your package. 
Income Tax Returlls; income tax returns may be required for you and your 
business in respect of the last three years. 
Financial Statemeots; you will be required to produce the balance sheet and 
income statement (profit and loss account) for the last three years. 
Strategic and l~inancinl plaas; all lenders and investors will ask yo11 to 
explain your business with financial projections. If you have done a good job 
preparing your Strategic plan, your Strategic Finance plan, your Operating 
Capital and Cash budgets as outlined above, you will be well placed in this 
area. 
C ~ ~ r r i c ~ ~ l ~ ~ r n  Vitae (or RCsumCs); you should include CV's (resumes) of all 
owners and managers. The bank wants to see who is running the business, 
and know about their experience and education. 

W Collateral security list: You should include a list of all assets, both business 
and personal, that are available as collateral to secure the bank loan. The list 
should include approximate rnarket value of the assets listed. 

W Copies of Articles of Incorporation or Partnersl~ip Agreements; the bank 
will require all the legal documents that address the legal form of your 
company. 

W Contracts, leases and other legal obligations; all the significant legal 
obligations that can affect your business's ability to pay the loan will be of 
interest to the bank. 

Remember, when working with a lender, it is important to provide complele and 
accurate information in a timely manner. If you delay responding to a request for 
more information, it will only slow down the entire process 

4.2 Effective Presentations for Securing 
Financing 

In finance circles, the key elements of credit that the lender will be most concerned 
with are referred to as the 5 C's of Credit Your loan application should 
thoroughly address these factors. 

'I'l~e live C's or <:l-edit 

Capacity (management): the ability of the borrower to repay the lender 
depends on its profitability and liquidity. No banker, lender or investor will 
place their money in the hands of someone if they do not think it will be 
repaid. Cash flow from the business is the ultimate so&ce of repayment You 
should develop realistic cash flow projections, based on reasonable 
assumptions, which clearly demonstrate your ability to repay with interest. 
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1. Take your Strategic plan (See the Strategic Management Module and your 
Finance plans as described in Chapter 4 of this Module, and be sure that 
the financing requirements are clear and make sense. You will need to be 
able to argue your case based on these. 

2. Determine the sources of money currently available to you to cover these 
needs. The funds already in the business (from the Balance sheet), what 
additional funds you may be prepared to invest, and what other private 
capital you may be able to access. 

3. Apply the information into the financial strategy model, be CONSERVATIVE 
with your estimates of profitability and cash generation. Decide, for yourself, 
what is the maximum risk you can safely take. 

4. Complete the Financial Strategy models per the examples for HAJCO 
shown on pages 139-141 to assess your borrowing power in relation to your 
current level of profitability. Do some simulations to see the effect of 
increasing or reducing levels of profitability and debt leverage to get a feel 
for your own business' potential. 

5. Shop around the banks and other finance companies, check if there are any 
government or International funds available (such as World Bank, European 
Union sponsored development funds etc). Show your file to all of them, and 
make sure you get the best deal. 

6. FOCUS on making your business perform as planned, it is the only way to 
cover interest and repay loans on time! 

Chapter Summary 
Use your Strategy Plan; your Strategic Finance Plan: Your annual budgets to determine 
what financing you need - How much and for how long. 

Determine your short and long-term needs and set a conservative strategy. How much of 
the company's and your own and private finds can you count on. How much can you 
borrow safely without jeopardising the hture of the business? Test this out with the 
Finance Strategy (Gearing) model. Are you with reasonable safety limits? Have you been 
conservative in your approach? 

Consider your equity sources. Equity financing has several major advantages for a 
business (but can also dilute your ownersl~ip!). 

There are many forms of financing. You should explore all the different forms of 
financing, and determine which ones best suit the needs of your company. 

When you apply for business financing, be prepared. Certain information will 
certainly be required from you. If you appear well organised in your meetings, your 
lender will feel that your business is well managed. 
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H Your finance application should tlioro~~glily address tlie 5 C's of Credit: Your lender 
expects that your business will have some weaknesses. Be realistic about the 
potential of your business, you will have to live up to whatever you promise. 

6. Make an action plan for identifying sources 
and securing finance for your business 
Complete the form below to assess the sources of finance and secure financing 
requirements for your business. The action plan shown in the next page is useful when you 
prepare your financial growth plan, where you can have a master action plan for all aspects 
of your financial management. 
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ACTION PLAN 
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ACTION PLAN 
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SAFEGUARD YOUR BUSINESS 

What you will learn in this chapter ... 
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This section of the Financial Management addresses the potential areas where you are 
most likely to suffer loss. As you grow your business, it is important to identi5 potential 
vulnerabilities and take action to minimise risk a~ld loss. 

This chapter will focas oa these key areas: 

l nternal business controls 

H I'l-cvc~llion ol' Etllployce 'l'l~cll 
H Prevention of Burglary and Robbery 

H Prevention of Shoplifting 

Insurance Coverage to safeguard assets 
Family and business 
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Each of these areas presents specific risks to an expanding business. This risk has to be 
controlled, or the expansion plans of your business can be de-railed by financial losses that 
could probably have been avoided or minirnised. 

2. How do safeguarding business resources 
help your business expand? 
Close your eyes, and imagine what you would do if your business was destroyed by a fire. 
Think about what would happen if the person you thought were your best e~ilployee 1~11-ned 
out to be tlie best thief you ever knew, and stole the entire monthly payroll fio~ll your 
business. If you are a retailer, you probably already know about the losses that you incur 
when people steal merchandise from your business. You may have faniily i~lvolved in your 
business; think about the disruptions this could cause to your business if there was a ~ni~jor 
disagreement within your family that caused tlie business to be shutdown. 

For a business to grow successhlly and implement expa~lsio~i plans, it is necessary tlliit tllc 
business establish specific systems that safeguard business assets. Many busi~iesses that 
should grow and become successhl companies end up faili~res, as they do not have proper 
systems in place to protect the business against colnmon niishaps arld disasters. 'l'his is 
because tlie owners of those businesses think that to grow their business into a large arid 
successhl company it takes only clever and creative products, and aggressive marketing 
plus adequate capital. It turns out that while these things are necessary, it is also, 
important to take precautions against events that could seriously disn~pt tlie growth of your 
business. 

How to safeguard business resources 
One of the reasons many businesses do not bother to take measures to safeguard from 
threats is that they are so busy with the day-to-day running of the business that, they do not 
think about what they need to do to protect the business. Often business owners will say, 
"What can I do if my employee steals from me? Alternatively, if my business burns down? 
I will just have to start over again and try to survive." This approach is very erroneous. 
The fact is there are many things that a business owner can do to help prevent or minimise 
the common problems that can cause such financial losses. 

In this section, you will learn about tlie problems that businesses face than can cause 
serious disruptions to the business expansion. You will also learn about reasonable, 
affordable and reliable methods to implement and safeguard your business assets, and 
help you stay on track as you implement your business expansion plans. 
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your business. In column two, make a list of your protection against these 

2. How many threats to your business did you identify? Do you have a defence 
for each of these threats? If not, what defence can you put in place to counter 

........................................................................................................................................................................................................................................ 

..... - - . .................................... - -- ........................................................................................................................................................... .......... .- ........... 
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nd loss of earnings 

Tlie following is a list of typical incidents, which occur to 1~11siaess not well prepared 
to deal with them: 

Cash 

One scheme involves the employee taking cash without making a receipt of the 
transaction. Unless you have a system of controls in place, this is very difficult to 
detect. Spot checks and other monitoring procedures can be used to help prevent this 
type of embezzlement. 



STRATEGIC FINANCIAL MANAGEMENT 

Receipts 

Another scheme that is somewhat more complicated involves the temporary 
withholding of receipts, such as paynients on accounts. Money is taken against the 
receipt and made up for with anotller, second receipt. 

H Cheques 

In this case, an employee will use the time lag from when a cheque is deposited in a 
bank to pull cash out of the company's bank account. This type of fraud requires at 
least two bank accounts, one being the employee's and the second for the company. 

H Payroll 

Employees may add fictional or deceased friends or family members to your payroll. 

H Purchases 

An employee may set-up a fictional conipany to supply your company with goods or 
services. Of course, the payments end up in the employee's pockets. 

H Computer Based Crime 

Computers are changing the way small companies operate just as they are changing the 
rest of the world. Computers allow companies to perform common business operations 
quicker and much more efficiently than ever before. However, computers also bring 
extra risks to a company. 

Internal Controls 
Internal controls are the controls that you establish within your business to ensure 
that no one in the business has too much access to business assets to easily steal 
or defraud your business, or even through oversight or incompetence cause the 
business to lose money. Many businesses are often the victim of criminal activity 
or negligence within their organization because they allow people too much 
freedom. Maybe you have someone who handles a large quantity of cash on a 
daily basis. Alternatively, maybe the people who work in your stock room are 
able to steal without your knowledge. Maybe you deliver goods or services to 
customers, but never bill them through either poor processes or fraud. You need 
to take ~)~.cca~ltious so 11o11c ol'yol~r workers can easily stcnl witl~out being cal~gllt 
or make mistakes, which cost you money. 

Embezzlement and Fraud are very common forms of employee theft. Employees 
that have access to key assets or records can take advantage of this, and use it to 
steal fiom you. Embezzlement and fraud comes in many forms. 
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Action required 

To prevent or minimise problems with fraud and embezzlement, it is essential to have 
your accountant set-up a good systeni of internal controls. This system of internal 
controls should also include separation of duties. Most fraud schemes are easily 
defeated if employees are not allowed too niucli authority over too many transactions. 

'There is a wide variety of things you can do to double check on your employees. An 
accountant can work with you to develop methods to double check on employees. 

A few examples of metl~ods are: 
8 Assignment of Responsibility: responsibility and authority for given functions 

and tasks should be clearly assigned to an individual or group. This avoids 
duplication of effort and insures that if the job is not done, responsibility can be 
assigned, or if the job is done well, the good work can be praised 

8 Division of Work: no one person in the firm should be responsible for all aspects 
of any related transactions. For example, the person who autliorises purchases 
should not also be the person who autliorises payment of invoices. Two people 
sho~~ld be used for this filnction. This makes it harder for one person to steal and 
helps detect errors and omissions. 

Separation of Accountability: custody of assets is maintained separately from 
record keeping. The person who is physically in-charge of stocks should not, also 
maintain the stock records. 

8 Adequate Records: a business grows it becomes more complicated; it is easy to 
loose track of equipment and other assets. If the company keeps good records, it 
will be easier to track assets, and discover if things are missing. Poor records are an 
invitation for employees to steal. If you do not keep track of it, you will not know 
it is missing. 

8 Rotation of Personnel: if people become very secure in their position, they niay 
beconie careless, or worse they may find ways to defeat your control systems and 
steal If you rotate personnel, they will not be able to become overly comfortable 
in their positions. Carelessness and dishonesty will become easier to discover. 

8 Internal Auditing: larger companies have internal, independent auditing 
departments. Internal auditors attempt to uncover waste and ineff~ciency, and make 
recommendations to management to improve operations. A smaller company may 
wish to contract this fi~nction out. However, you do it, it is important to have an 
"outside" unit regularly monitoring the operations of the business. 

8 Physical Protection of Assets :this is the simplest and most important method to 
reduce risk of loss. Protection niay include locks, hidden cameras, security guards 
and alarm systems. Additionally, every business should maintain adecluate 
insurance coverage for fire and outside theft. 

8 Cash Controls: do not keep excess cash around! This includes cheques, money 
orders and order negotiable instruments. Deposit cash receipts into the bank on a 
regular (minimum daily) basis. Cash that must be kept on site should be held 
securely in a safe 
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As you saw in the TTAJCO example previous, it is very easy for errors and fraud to 
occur if inventory controls are weak. It is essential that all movements in and out of 
inventories be subject to properly approved, pre-numbered documents with copies sent 
directly to the accounting department. In addition, no goods should leave the premises 
without being checked at the exit gate to ensure that the goods on the vehicle 
correspond to the paperwork. Additionally, drivers should either not be allowed to 
collect cash or, if this is unavoidable, they sllould handed in the cash each evening, and 
someone should check that it corresponds to the receipts. 

3.2 Employee theft 

Many businesses find that the greatest potential crime threat comes from their own 
employees. You may think that your employees are honest and loyal to you and 
generally, that is the case, but under certain circumstances, employees can become 
your greatest threat. You, probably, will not be able to eliminate the threat of 
stealing. However, you can install certain control procedures that reduce the 
tenlptalion and make it more difficult for your employees to steal. 
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2. Did you carefully screen all of your existing employees before you hired 

3. Where in your business do  you think you are  vulnerable to fraud and 
embezzlement? 

... - ............... - .... .. -- 

4. Do you use  computers in your business? If so ,  have you developed systems 
to prevent computer-based crime 

- -. .. ...... ........ 

.......... - ....................... .......... 

- . ........ ....... ............................... ................................... ....... 

3.3 Prevention of Burglary and Robbery 
While your employees can present an important risk for your business, there are 
many more threats that come from the outside. As it is important for you to 
protect against internal threats, you must, also take into account threats from 
outside the business. 
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Private Security Patrols: private security patrols are available and can add 
an additional level of security to the business. Be sure to check the references 
of any private security firm you hire. Check to see that they are reliable and 
properly equipped. 

As a business owner, you are seen as a good target for a robber because you are 
s~~ccessfi~l and you may have money. Your business is a target For tlie saliie 
I'CBSOIl. 

There are several things that you can do to reduce the risk of robbery: il'a robbery 
happens, reduce the risk of personal injury. 

Train your employees: make sure that they know what to do if a robbe~y Iiappens. 
Tell them it is important to protect their lives. Robbers can be vely dangero~~s. No 
one should feel the need to be a hero. 

Instruct your employees not to resist the robber, stay calm and make ~nental noies 
of the criminal to provide an accurate description to the police wlicn they arrive. 

Do 11ot have excess cash: excess cash invites a robbery. Your cash sl~ould be 
deposited in the bank on a regular basis. When taking cash to the bank, do so 
during the day when the streets are busy and there is less chance for you lo be 
robbed. Tf necessary, use an armoured car service. 

Opening and closing: there should always be at least two people around for 
opening and closing the business. Opening and closing times are popi~lar for 
robberies because fewer people are around. Two people, working together, 
can help prevent problems during these times. One person can act as a look 
out, while the other performs tlie opening and closing procedures. 

Shoplifting 

Shoplifting: when customers steal merchandise from you while they pretend to be 
shopping. Shoplifting is the most common crime facing retailers and it can be 
extremely costly. 

There are systems and policies that you can implement that can reduce the 
amount of shoplifting or virti~ally eliminate it .  Some of the sol~~tions are more 
expensive; however, you should carehlly consider all of your options, and 
choose based on a costs-benefit analysis. 

Sliopliiters come in all shapes arid sizes. I t  is very dinic~~lt to profile a shopliller. 
They can be young or old, amateur or professional. The reason for shoplilling 
may be real need, or it may be for the thrill. The best defence against any 
shoplifting is a good preventative system. 

There are three areas where you should focus your energies for shoplifting 
prevention. 
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'rl~ey are: 

H TI-aio your employees: having employees on the iloor, engaged with 
customers, offering assistance, is an effective deterrence for shoplifting. 
Shoplifters are scared off easily by the presence of alert store personnel. 

H 1,ayout: good visibility tlirougli out tlie store is important. Avoicl "blind" 
spots, which can be formed by high shelving or protruding aisles. Use mirrors 
or closetl circuit television canieras if yo11 cannot pliysically monitor Ilie 
entire store. 

Protective eqt~ipr~~ent:  installing special equipmen1 may help deter 
slioplifti~ig. While closed circuit television systems are highly effective, you 
may find them expensive. Two-way mirrors may be a good substitute. 

3.5 lnsurance cover 
Insurance is used by businesses all over the world to help manage risks to 
business assets. Through insurance cover, you can pay a regular prenii~irn (fee) to 
an ins~~i-ance conipany wlio will in-hrn uiitlei-wi-ile ~ O L I I  risk slio~~ltl aiiyl.lii~ig, bat1 
happen lo your business. 'I'ypically, insurance companies will insure your 
business for several types of risks: 
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Local legislation may require some o f  these insurance policies (e.g. Worker's 
Compensation) if you are an industrial business, which employs workers. It is 
important t o  be  familiar with the Jordanian laws to  insure that you are in 
compliance. 

You may, also find that some of  these types o f  insurance are very expensive, and 
that they will be unaffordable o r  the premium may be  too  high given the relative 
risk you face. For example, if you have a very old machine, it may not be worlh 
insuring it, because the insurance company would charge yo11 a high premiml, 
but they would not pay you very much if the machine were da~naged,  anti yo11 
made a claim. 

Insurance companies will not insure all the risks you can possibly face in yoill- 
business. Most insurance will not cover loss and damages due to war. Ilowever, 
the most common types o f  loss and damage yollr bl~siness can Fice ciin be 
covered, t o  some degree, by insurance. 

3.6 Family and business 

Your family and your business are probably the two  most important things in 
your life. They are mutually dependent on  each other. What happens to  one will 
most probably affect the other. 



STRATEGIC FINANCIAL MANAGEMENT 

In most cases, the family supports you and your business; your business provides 
support for you and your finlily. llowever, sometimes, the family can exert a 
negative influence on the business. This can l~appe~i several ways. 

YOU 

Managing your finlily can be as dilticult as managing your business. You need to 
strike a balance between the demands of your family and the demands of your 
business. If yo11 fdvour tlie business too mucll, tlie relationsl~ip wit11 your li~mily 
may sufl'er, if you favour the family too much, your business may suffer. 

The good news is there are some things you can do to minimise the problems that 
can exist between family and business. 

Conflict over funds 

It is surprisingly easy for family members to disagree over money. 
Sometimes, family members will feel that one nieniber is i~nfairly treated and 
gaining too much money from the business. Other times a family member 
wilt feel they are underpaid and wilt be resenthl. These kinds of probletns 
can only fester like an open wound , as time goes on, they become more 
 serious. It is better to have agreements up-front, so everyone understands the 
'rules'. 

I 

Another place where conflict over funds arises is in tlie extended family. You 
may often feel pressure to help your brothers, sisters, uncles and cousins with 
money when you see they are struggling. Idowever, if you help everyone out, 
you will find that there is not enough money in the busincss to finance your 
expansion plans. You need to devise a way to limit the amoi~nt of Inoney yo11 
pay out to your extended family. 

Pay yourself a salary: a family emergency may require you to draw 
hnds from the business. This withdrawal of funds may be more than the 
business can support, and may have a negative impact on the business. 
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You need to pay yourself a salary that allows you to live comrortal~ly. At 
the end of the year, after you have objectively assessed the performance 
of t l~e company, and projected your capital requirements for the future, 
you may consider paying yourself a bonus if the company has done well. 
Your salary and year-end bonus should be the only money you take out 
of the business. 

Keep f;ioiily alld b ~ ~ s i ~ ~ e s s  finances separitte: you may mix personal and 
family finances with business finances. This can cause serious problems 
with business partners, tax authorities and olhers. Additionally, it can 
create considerable conf'usion with the business finances, and n~ake your 
financial management and planning extremely difficult. 

Conflict Over Family in and Around The Business 

Problems can arise when family members work for the business, or are part of 
the ownership structure. If family members do not have clear roles in the 
business, conhsion may result over authority and responsibilities. 
Additionally, employees may feel that family members are treated favourable 
at their expenses. This could lead to jealousy and impact employee moral. 

De carcfill WIICII e m p l o y i ~ ~ g  family: if you hire a family member in the 
business, think carefi~lly about your decision. Is this a business decision? 
What effect will it have on the business? Will I be able to treat this family 
member equally with other employees? 

Sometimes family members can be good employees. You may feel that 
you can trust your family more than an outsider. Your family member 
may bring commitment, skills and knowledge that your business needs. 
Ilowevcr, remember that it is not always easy for family members to 
work together in the same business. 110 not employ family members just 
because they need a job. This will only cause you greater problems in the 
filtiire. 

Manage yollr extcndecl family: the extended family may feel entitled to 
share in the benefits of the business. They may request financial support, 
which is beyond the ability of the business to pay, or they may request 
employment from the business you may not want to employ them. The 
extended family can exert considerable social and emotional influence 
causing you to make poor business decisions. 
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Your extended fanlily can place a large burden of responsibility on you. 
It is not possible to ignore your extended family. FTowever, you can set 
a limit. In reality, there is a limit to how much you can help. 

When you compute your salary, include an allowance for the extended 
family. This amount should be reasonable, but not so generous that it 
causes a strain on you and your family. 'The extended family allowance 
can be held in a separate bank account. When you receive a request for 
assistance from your extended family, you can pay them from the 
allowance instead of taking money from tlie business. 

Do not be blackmailed into providing jobs for family members who 
cannot legitimately contribute to the productivity and growth of the 
firm. If you give in to pressure, you may end up with more problems 
than you solved. 
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The Relationship between You, Family and Business 

1. Can you think of any examples where your family has had an impact on your 

2. Was that impact positive or negative? 

3. What actions could you have taken to improve the situation? 

Accounting Control and Fraud Prevention System 

Work with your accountant to develop internal controls for your company. 

Identify areas in your business where you are at particular risk for fraud or 
loss through poor procedures and negligence. 

Test your systems. 

When hiring new employees, screen them carefully and slowly add to their 
responsibilities as you gain confidence in them. 

Burglary and Robbery 

Assess your business for and identify risks for Burglary and Robbery. 

Work with a reputable security firm to design solutions to the risks you 
identify and implement these solutions. 

Chapter summary 

Every business has risks o f  loss. As a business grows, this risk becomes more so. I t  i s  
important to assess your risks, develop systems to control risk and minimise potential 
losses. 

Your business represents a very significant financial investment. Any loss to your 
business through errors due to poor procedures, natural disaster, fire, embezzlement, 
fraud, theft or robbery affects you directly. 

Many businesses find that the greatest potential crime threat comes from their own 
c~nployccs. 7'11~ EY 13: SLI-i~legic llu1ni111 I<esuo~-ce R l i ~ ~ l i r g ~ ~ l i ~ ~ l i  Motl~lle discusses 
ways to select, interview and hire new employees. By hiring quality people, you will 
avoid many problems and reduce the incidents o f  employee theft. 
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Work with your accountant to establish internal control systems. If the company keeps 
good records and has good operating procedures, it will be easier to track assets, and 
discover if things are missing. 

W Embezzlement and Fraud: is a very common form of employee theft. Learn to 
understand the various forms of embezzle~nent, fraud and how to prevent them. 

W Conip~~ter Crinie: Computers allow companies to perform common business 
operations quicker and much more eficiently than every before. However, computers 
also bring extra risks to a company. The computer you depend on to help nln yoi~r 
business can be used against you to damage your business. 

Burglary and Robbery: can be a major source of loss for many businesses. As a 
business owner, you are seen as a good target for a robber, because you are successfi~l, 
and you may have money. Your business is a target for the same reason. Understand 
the nature of your risks, and take precautions to minimise it. 

Customers and People Posing as Customers: can be a major source of loss through 
shoplifting, bad cheques, credit card fraud and money changing schemes. Lean to 
identify the common metllods; and develop strategies to minimise your risk of loss. 

Insurance coverage: is an important tool for a business to use to help minimise loss 
due to natural disaster, fire, theft or vandalism. It is also, important to consider using 
insurance to cover the injury of your workers in case of liability. You should contact 
an insurance broker and filly investigate your insurance options. 

Family and Basiness: in most cases, the family supports you and your business, and 
your business provides support for you and your family. However, sometimes, the 
family can exert a negative influence on the business. 

Keep family and business finances separate 

Pay yourself a salary 
8 Be careful when employing family 

Set-aside money in a budget for extended family needs. 

5. Make an action plan for sa,feguarding your 
business 
Complete the form below to safeguard your business and prevent burglary and robbery. 
The action plan shown in the next page is usefil when you prepare your financial growth 
plan, where you can have a master action plan for all aspccts of yokir fillancia1 
management. 
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ACTION PLAN 
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FINANCIAL GROWTH PLAN 

What you will learn in this chapter ... 
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What is a Financial Growth Plan 
A financial nianagenient growth plan is a plan that assesses tlie firni's financial resolrrces 
and financial needs, based on tlie overall business strategy, and then develops a specilic 
plan to ensure tliat the business has tlie necessary financial resources to implement the 
decided growth strategy. 

How does the financial growth plan help your 
business expand? 
While it is critical to develop a strategy for growth, it is equally critical to ensure that the 
growth strategy is financed. As this point in the Financial Management Module you should 
see tliat there are niany elements involved in business finance. Addilionally, tliese eletiie~its 
niusl collie together smootlily for the business to realise your growtli ambitions. The 
financial growth plan maps out the various items of the financial management matrix, and 
ensures that business can "afford" its growth plan. Without a financial management growth 
plan, the business enterprise may set-off on an effective growth strategy, but falter due to 
lack of funds. A well-conceived financial management growth plan will help ensure that 
your growth plans have the best possible chance of succeeding. 
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3. How to design the financial growth plan 
'I'lle financial grow111 plan is bascd 011 the sll.alegic ~iia~iagc~l~e~lt  plan. Once you liave 
decided the basic strategy for your company, you will then need to decide how you will 
finance the implementation of that strategy. Additionally, you will also need to implement 
systems to track tlie financial progress of your business and safeguard your business assets. 
To achieve all of these important objectives, you will have to layout a specific financial 
growth plan. 

The financial management growth plan s l ~ o ~ ~ l d  address the following areas: 
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3.1 Identify and implement an accurate and 
reliable record-keeping system including 
computerising your system 
Ultimately, the entire purpose of financial management and financial planning is to 
provide quality financial information for making management decisions. However, 
if the financial information provided to management is incomplete, inaccurate or 
out-of-date, then poor decisions result. Management must be able to rely on the 
accuracy of the financial information provided. The first step in the tinancial 
growth plan is to ensure that the financial information used to evaluate tlie business 
and plan for business growth is reliable, accurate and timely. 

If you are keeping your records by yourself, you need to hire an accountant to hclp 
you set-up a complete set of quality records. You may dislike the cost of an  
accountant, but it is extremely important to have the accountant to set up your 
record-keeping system correctly, so there will be no proble~iis in tlie li1l11r.e. If 
possible, conipi~terise the system, so that financial reports can cluickly be prod~~cetl. 

3.2 Develop and evaluate a set of financial 
statements for your last operating year 
Before you move forward, you have to know from where you are starting. It is 
important to develop a base-line set of financial statements including the Income 
Statement, Cash Flow Statement, and Balance Sheet. Your accou~itant should assist 
you with this step. 

Once the statements are developed, then you can analpse them by running the 
various financial ratios to determine profitability, efficiency, and liquidity, as 
outlined in Chapter 4. 

This is an important step, because it provides information on the current financial 
health and capacity of the business. This information is used to determine the 
financial resources you will require to implement your strategic growth plan. 
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You will also be able to determine if you have any financial vulnerability, such as 
shortages of working capital, or slim profit margins that must be addressed in your 
strategic plan to ensure successful implementation of your growth strategy. 

Your first step, therefore, is to have your accountant produce your financial 
statements, at least for the last two years, in similar format as used to demonstrate 
IIA.JCO's statements). 

3.3 Develop a master budget based on the 
complete set of subsidiary budgets 

Your Strategic Management Growth Plan is the map that your business will follow 
as you implement your growth strategies. In this plan, you will penetrate new 
markets, add new products and develop new ways to provide benefit to your 
customers. 

Your Financial Management Growth Plan helps you to identitjr, and allocate 
resources that will be used to implement the Strategic Management Growth Plan. 
This process is the budget process. Fundamentally, the budget is the financial 
component of a Business Plan. It tells you where your revenues will come from, 
when they will come and how much they will be. Tt tells you the same information 
for operating expenses and capital expenditures. 

The Financial Budget come from the Strategic Management Plan, and supports the 
Strategic Management Plan by planning the flow of financial resources that will 
fbnd the activities of the Strategic Plan. 

Firstly, you need to make a broad view of your Strategic Plan in financial terms, 
focusing on the key pieces of information including your Income Statement, your 
investments in buildings, plant and equipment required for your business growth 
and your cash flow potential, to understand your probable financing requirements. 

Once done you have a good overall view of how feasible your long-term growth 
plans are, you will need to develop your annual budget from the first year of the 
Slratcgic Finance plan. This involves breaking down the Strategic Plan numbers 
into a level of detail, which allows you to plan exactly how you are going to 
achieve each line of the Income Statement. The individual items of capital 
expenditures necessary for the planned volume of business and strategic moves 
into new markets, products etc. and lastly, the cash flows to be generated and 
required for the preceding elements. 
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In the first place, do your budgeting at a level where you are comfortable. This 
should cover at least the summary level Income Statement, Inventory and Accounts 
receivable from the Balance Slieet (Chapter 7 explai~is tlie working Capital 
Management tools to help you here), the Capital expenditure budget and some idea 
of the cash flows and financing needs implicit in these documents. 

3.4 Identify and evaluate capital equipment 
expenditures 
Your Strategic Plan and Master Budget will certainly identify the need for specific 
capital equipment purchases, as described previously. Capital equipment purchases 
are typically large, long-term investments that are critical to the success of your 
business. 

When making large financial investments, it is important to make sure that the 
limiled resources are given maxi~iium use. Each inveslment sl~ould provide an 
economic gain to the business that pays for the investment, and provides a profit 
for the business. 

The projected return on the investment must be calculated in advance of 
committing hnds to the project. This is important to be sure that the investments 
are profitable and worth pursuing. The tools we use for this are PAYBACK 
PERIOD, NET PRESENT VALUE, INTERNAL RATE OF RETURN AND 
PROFITABTLITY INDEX. You can use the models described in Chapter 6, for 
assessing whether such investments will bring the required profitability to your 
company. 

3.5 Develop Comprehensive Plan to Manage 
Working Capital 
Chapter 7 describes in detail how to plan and manage the main elements of 
Working Capital. 

In the first place, you should focus on putting in place tlie processes described her 
for planning and managing Inventories and Accounts receivable. The examples for 
HA JCO were: 
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Ideally, this exercise sho~ild be done separately for: 

Raw materials, 

Work in Progress 

Finished goods, 

As well as inventories, the major item in Working capital we considered was 
Accounts Receivable. We used two main tools in HAJCO, one for assessing 
whether a customer can be granted credit terms and the second, to track tlie 
customers who are late settling their accounts. The models we used, and which you 
too should use to control customers doing business on credit terms are discussed in 
Chapter 7. 

3.6 Calculate Financing Needs Over the Next 
Three Years and Identify Sources of Financing 

Once the Financial Growth Plans are developed, including projected balance sheet 
items (Cash, Accounts Receivable and Inventories), Income statements and Cash 
flow, it is then critical to go back and analyse these projected statements to be sure 
that minimum financial benchmarks will be met. Typical benchmarks that should 
be evaluated are profitability rations, liquidity ratios, turnover ratios and working 
capital ratios (Chapter 4 details what these ratios are and how they are calcl~lated). 

The goal here is to ensure that the financial plan that has been developed to support 
the strategic plan is financially sound, and provides an acceptable rate of return for 
the company. No matter how promising a financial growth plan may sound, if the 
numbers do not add up, then it is not worth pursuing. You will need to go back to 
adjust your plan to better fit the financial realities of the business. 

If the plan then reveals that, at some stage in the planning window, you will need 
additional long-term financing, Chapter 7 gives you the tools to establish your 
Financing strategy, and tips on putting a sourid strategy in place and implementing 
it. 

Tlie tools we esed to lielp IIAJCO were: 

a IdentifLing the capital structure options and understanding their effect on your 
balance sheet. 

a Understanding the advantages and disadvantages of Leverage and performing 
sensitivity analysis on your options to choose the right level of risk. 
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3.7 Adjust Strategic Growth Plan and Re-evaluate 
the Growth Plan. 
In Chapter 5, you also looked at the need to compare regularly and timely the 
actual performance against the budget. 'The purpose of this is to diagnose all 
problems, as early as possible, and put in place the appropriate corrective action 
plans. In addition, if significant variances start to occur, it will be necessary using 
the same processes for the budget to re-forecast the probable results for the full  
year. This will help decide on the appropriate actions either to get back to plan or 
to limit the losses, or indeed, maximise upside potential. 

This is how HAJCO structured this analysis and the plans put in place as a result. 

You need to develop a similar process to measure your results, and plan the 
appropriate actions. 

This whole cycle of': 

Updating the long-range plan, 
Preparing your budget, and 

Tracking performalrce, re-forecasting if necessary 
Making and executing corrective action plans 

Will then be repeated annually for, as long as, your business exists! 

It will become the drivinp and coordinating force of vorlr nlannin~ and br~siness 
management process. 

3.8 Implement a Comprehensive Business 
Protection System 
Lastly, you will need to look at your business practices and controls, including 
security. Cliapter 9 covers this in detail and suggests the following checklist for 
you: 

Accounting Control and Fraud Prevention System 

Work with your accountant to develop internal controls for your company. 
Identitjl areas in your business where you are at particular risk for fraud or loss 
through poor procedures and negligence. 

Test your systems. 

When hiring new employees, screen them carefirlly, and slowly add lo their 
responsibilities as you gain confidence in them. 
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Burglary and Robbery 
Assess your business for and identify risks for Burglary and Robbery. 

Work with a reputable security firm to design solutions to the risks you 
identi@ and implement these solutions 

Insurance 
Consult a reputable insurance broker 

Review all of your risks with him and ensure that you are adequately covered 
where it is cost-effective 

Review regularly the level of coverage, as your business grows, so will the 
risks 

Family and ntrsiness 
Pay yourself a salary. Do not run to the till every time you need money. 

Keep. business and family money separate. 

Set-up a special budget to save money for helping the family. 

Establisll a policy regarding Iliring of family members. Stick to it. 
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Company Name: ---- 

FINANCIAL MANAGEMENT GROWTH PLAN 

FOR THE PERIOD 
---a- --.- 

Month, 200- to Month, 200- 
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4. Financial Growth Plan Forms 
As stated in section 3 of Chapter 10, tlie Financial Growth Plan is based on the Strategic 
Management Plan. Once you have decided the basic strategy For your company, you will 
then need to decide how you will finance tlie implementation of that strategy. 
Additionally, you will also need to iniple~ne~it systems to track the financial progress of 
your business and safeguard your busitless assets. 1'0 achieve all of these illiportant 
objectives, you will have to layout a specilic financial management growth plan. The 
following flow chart illustrates the steps taken to develop a financial growth plan. Further, 
in this section, each step has a series of cllecklists and forms that must be completed in 
order to develop the financial growth plan. 
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Step One: Identify and iniplenierit an accurate reliable record-keeping system 
including compi~terisirig your system. 

When you decide to move your accounting records to a computerised system, you should 
follow a systematic process. The following five steps will help you manage this 
transition. IdentifL who will be responsible for completing each step and by when. Set a 
"Check on the Progress" date and tick it off when the task is complete. 

your accountant, 
you will need to 
simultaneously 
determine the 
management 
information needs. 

Identify and 
evaluate 
competing 
computerised 
financial 
management 
systems. 
Choose the system 
that best meets 
your needs, and 
financial resources 
available. The 
computerised 
system you finally 
choose should cost 

0 

0 

effectively meet 
the information 
needs of your 
business for 
several years to 
come. 

Implement the 
computerised 
financial 
management 
system, thoroughly 
testing it before 
stopping the 
manual processes. 
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Step Two: Develop and evrl~lnte n set or fil~n~lcial stntenlents for your last 
operating year. 

Before you move forward, you \lave to know from where you are starting. It is important 
to develop a base-line set of financial statements including the income Statement, Cash 
Flow Statement and Balance Sheet. Your accountant should assist you with this step by 
completing the form shown in the next page. Once the statements are developed, then 
yo11 can analyse I.llern by running the various financial ratios to tleter~uine profitability, 
efliciency and liquidity, as outlined in Chapter 4. 
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Step Two- Part 2: Financial Analysis Fornls 

1) Comparative Financial Statements 
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Total Cash Outflows 

Net Cash Flows from Investing Activities 

Free Cash Flow 

Cash Flows From Financing Activities: 

Cash Inflows - . , .  . . ,  

From Loans "-,,...-- 
Total Cash Inflows ,, 

Cash Outflows 

--- 

P 

To Loans (Prepayment) 
Total Cash Outflows -_..- 

Net Cash Flaws from Financing Activities --. . .  ---. 

---- 
Net Cash Flows for the Period 

Cash Opening Balance -- 
Cash Closing Balance 

P 

P 
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11) Ratio Analysis 

Utilize the exercises you solved during the course to analyse your 
financial statements to prepare your financial plan and set your SMART 
objectives for your financial management hnction. 

Step Three: Develop your budget for the next 3 years 

Your Financial Management Growth Plan helps you identifjl, and allocate resources that 
will be used to implement the Strategic Management Growth Plan. This process is the 
budget process. Fundamentally, the budget is the financial component of a business plan. 
Jt tells you where your revenues will come from, when they will come and how much 
they will be. It tells you the same information for operating expenses and capital 
expenditures. 

Firstly, you need to make a broad view of your Strategic Pian in fi~ia~~cial terms, focusing 
on the key pieces of information including your Income Statement, your investments in 
buildings, plant and equipment required for your business growth and your cash flow 
potential, to understand your probable financing requirements. 
The following forms can I)e ilscd as tools. 
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Once this is done, and you have a good overall view of how feasible your long-term 
growth plans are, you need to develop a capital budget. Capital expenditures are usually 
the largest investment for any enterprise and must be carehlly planned. Work tllrough 
the strategic plan, and develop a list of capital expenditures, which will occur in tllis 
planning year. 

Long Term Liabilities: 

. Long Term Loans 
Total Long Term Liabilities 

Step Three- Part 2: Analyse your Projected Financial Statements 

--- 

1) Comparative Fi~lallcial Statements 

11) Ratio Analysis 

Shareholders Eq -- 
Paid-up Capi!?! 
General Reserves 
Retained Earnings 
Total Shareholderst Equity 

TOTAL LIABILITIES AND 
SHAREHOLDERS EQUITY 

- 
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Step Four: Identify arid Evaluate Capital Equipment Investments. 

Based o n  your operating budgets, identify all o f  your capital investments. Utilising 
Payback Period Analysis and Net Present Value Analysis, evaluate the different 
investment options you are faced with, and ensure that they are good financial 
investments for your company. 

Calculate Pay Back Periods: using the following form 

Calculate NPV, PI and IRR, using tlie following form 
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Step Five: Develop a comprelie~isive plan to nialiage worlci~ig capital. 

You need to first analyse your working capital requirements. Then develop a set of credit 
and collection policies for your business. Analyse your debtor accounts, and develop a 
plan to improve collections. Finally, analyse your inventory requirement, and develop an 
Inventory Management Plan. 

Credit Management and Collection Policies 

............................................................................................. . .................................................................... > ...... ;: ........................... x. ;,:.:, """ ................... ................. .....,......,. """" ...................................... ... ,. : : :  ..... v ..................... ............,, .............................. .............. P:v ............... .......... ...,,. .,.: ......,.>. ......................................... ......,,..... > .... ..................... ......... ;...:.;<.:.:<.g ..... @~gfg$#~@@f~#;gg;;gg; .@@gs:a$@$i~ $gpjy&j@ 3~4. gmj&:t)d&~ %;$3,@(t:@f@$ 

The next step is to develop a credit management and collection policy for your company. 
'I'llis is a critical step in your overall working capital managenlent plan. 
Below are the steps you must take: 

.. ... ...... ....... .... ........... 

Inventory Management 

....... ............................ ...... ........... .................... 

By now, you know that inventory can tie up precious working capital in unproductive 
uses. On a quarterly basis, determine your required inventory holding and your inventory 
turnover period. It is important to monitor these areas closely, to avoid costly losses due 
to excessive inventory. 
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Inventory turnover period 
(To evaluate whether the business is 
operating in accordance with its policy with 

Analysis Clieck List 

Look at your most recent balance sheet and the Ratio analysis you did in chapter 2; 
review these various aspects of your business. If any one area looks wrong, conduct an 
investigation, and determine what is causing the problem. Be pro-active and take 
corrective action immediately. 

Are you satisfied with the level of your inventory turns? 

a Are you Customer Accounts receivable under control? 

0 Is your Days Sales Outstanding ratio reasonable compared to your sales terms? 

Inventories 

Raw materials 

Is your level of Raw material inventory sufficient to keep production nlnning 
s~iioo~l~ly, b u ~  1101 so l~igli ~lial you liave losses il~rougli ~.liel'l, delel.ioralio11 or 
obsolescence? 

Work in Progress 

Is your production cycle time optimised and under control, or do you have 
excessive amounts of material in a semi-finished state? 

Finislied goods 

Is the level so low at times, that it intern~pts deliveries to customers, or so high 
1l1al you Iiavc ~lic p~.oblc~i~s ~iic~ilio~ie(l above o f  ~Ilcl'l, clelcrioralioli or 
obsolcscencel? 

Total i~iventory 

Does your inventory and production planning ensure that you have the right 
quantities to keep the business flowing, but without unnecessarily tying up 
fbnds, you could use better elsewhere? 
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Accol~nts receivable (Debtors) 

0 Do you sell on credit? 

0 If so, do you have Credit approval procedures similar to those described above? 

a Do you review regularly the overdue balances and have a defined follow-up 
process to avoid losses through bad debts? 

Other working Capital items 

a Do you negotiate the best payment terms with your suppliers or do you pay faster 
than you collect? 

0 Are there other Working Capital items tying up your valuable funds? 

Step Six: Calcl~late Financing Needs Over Next Three Years and identify 
sources of financing. 

Based on your Strategic Plans and Operating Budgets, calculate your financing needs 
over the next three years. Ensure that your business can afford the Strategic Growth Plan 
you have mapped out for it. If cash shortages will occur, identi@ sources of financing and 
secure thal lillalici~ig well in advance of when you will need it. 

Go back to the income and balance sheet budgets and the capital expenditure budget. 
Develop the cash flow budget checking to make sure the business will maintain positive 
cash flow throughout the budget cycle, use the following forms. 
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STRATEGIC FINANCIAL MANAGEMENT 

Identify Sources of Financing 

Capital Employed 

Prepare Cash Flow from Financing 

Step Seven: Adjust strategic growtll plan and re-evaluate the new growlli plan. 

- 
Free Cash Flow (from previous table) ---- ------.------ ----- 

Cash Flows From Financing Activities 
Cash lnfl~ws 

From Loans 
Total Cash Inflows 

Cash Outflows 

Compare regularly and timely the actual performance against the budget. The purpose of 
this is to diagnose all problems as early as possible, and put in place the appropriate 
corrective action plans. In addition, if significant variances start to occur, it will be 
necessary, using the same processes for the budget, to re-forecast the probable results for 
the full year. This will help decide on the appropriate actions either to get back to plan or 
to limit the losses, or indeed, maximize upside potential. 

-- 
--.-,- 

---- 

pp 

To Loans (Prepayment) 
Total Cash Outflows 

Net Cash Flows from Financing Activities 

Net Cash Flows for the Period 

m O p e n l n g n c 0  
Cash Closing Balance 
(Cumulative Cash Flow] 

- , - - . . 
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After your budgets are developed, use the following form to track the progress of your 
business as you implement your financial growth plan. This form helps you to spot 
variances in your financial performance early in the implementation phase. Once you 
find a variance, discover what is causing the variance, and if necessary, take corrective 
action. 

Step Eight: Implement a comprehensive business protection system 

You will need to look at your business practices and controls, including security. Also, 
evaluate the impact your family has on your business. Develop a schedule, and 
implement the necessary changes needed to insure your business is adequately protected, 
use the following form. 
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develop internal controls for 
your company. 
Identify areas in your 
business where you are at 
particular risk for fraud or loss 
through poor procedures and 
negligence. Take corrective 
action. 
When hiring new employees, 
screen them carefully and 
slowly add to their 
responsibilities as you gain 
confidence in them. ------ 
Test your systems. U 

Burglary and Robbery 
Assess your business for and 
identify risks for Burglary and 
Robbery. 
Work with a reputable 
security firm to design 
solutions to the risks you 
identify and implement these 
solutions. 

0 

Insurance 
Consult a reputable 
insurance broker. 

0 ----- 
Review all of your risks with 
him, and ensure that you are 
adequately covered where it 
is cost-effective. ----- 
Review regularly the level of 
coverage, as your business 
grows, so will the risks. 

Family and Business 
Pay yourself a salary. Do not 
run to the till every time you 
need money. 
Keep business and family 

Set-up a special budget to 
save money for helping the 
family. 
Establish a policy regarding 
hiring of family members. 
Stick to it. 

-----. 

----- 

---- 0 

0 
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MY ACTION PLAN 

PREVIOUS PAGE BLANK 
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GLOSSARY OF MANAGEMENT 
TERMS USED IN THIS MANUAL 
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STRATEGIC FINANCIAL MANAGEMENT 

Liquidity Ratios Analysis Exercise: 

. . . . .  . . . . . . . . . .  . . . . . .  

Q"ick Ratio::; :. 1 :  . . . . .  : . :  . . .  : ~ i ~ & ' '  :From ~ a n u a l  . : : i i  0.47 I : :  : ! : : :  . '0:43'. i i .  . . .  0;7i 
. . . . . .  . . . . . . . . . . .  . . . . . . . .  

'working cepita/ , : :  . :OOOUS$.; From ~ a n u a l  . ::,:75.64 :.:  , ,  :":86.07 '":;;;:, !:,:140.38 

Gearing Ratios Analysis Exercise: 

Activity Ratios Analysis Exercise: 

Working Capital Management Ratios Analysis 
Exercise: 






