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PREFACE

This Textbook is devoted to essential aspects of Financial Management
on the micro level (company level). It is helpful in conveying lectures and
training classes in Financial Management Course for students going
through the Bachelor Degree Program in Management.

Financial Management is a part of Management that deals with Fin-
ances of a company. This textbook is designed as a study book and in-
cludes sections that cover the following topics

- Financial Statements Evaluation,
- Financial Planning and Forecasting
- Capital Budgeting Analysis.

Here you may find answers to questions concerning financial ratios,
their essence and ways of calculation; stages of financial planning;
types of budgets in the company; basis for capital investment decision
etc.

There is a Workbook that supplements the Textbook. The Workbook
presents a set of financial problems for each section of the Textbook
and is focused on obtaining practical experience and developing skills in
solving of problems concerning regarded aspects of financial manage-
ment.

The Workbook contains assignments, which the student must fulfil. The
material in Work book is presented in accordance with sections and
chapters of the Textbook.

The author welcomes yours suggestions for improvements of future edi-
tions of this textbook.
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Section I: Evaluating Financial Perfor-
mance

Chapter 1: Return on Equity

Ratios

It is said that you must measure what you expect to manage and ac-
complish. Without measurement, you have no reference to work with
and thus, you tend to operate in the dark. One way of establishing refer-
ences and managing the financial affairs of an organization is to use ra-
tios. Ratios are simply relationships between two financial balances or
financial calculations. These relationships establish our references so
we can understand how well we are performing financially. Ratios also
extend our traditional way of measuring financial performance; i.e. rely-
ing on financial statements. By applying ratios to a set of financial
statements, we can better understand financial performance.

Calculating Return on Equity

For publicly traded companies, the relationship of earnings to equity or
Return on Equity is of prime importance since management must pro-
vide a return for the money invested by shareholders. Return on Equity
Is a measure of how well management has used the capital invested by
shareholders. Return on Equity tells us the percent returned for each
dollar (or other monetary unit) invested by shareholders. Return on Eg-
uity is calculated by dividing Net Income by Average Shareholders Equi-
ty (including Retained Earnings).

EXAMPLE — Net Income for the year was $60,000, total sharehold-
er equity at the beginning of the year was $315,000 and ending
shareholder equity for the year was $285,000. Return on Equity is
calculated by dividing $60,000 by $300,000 (average shareholders
equity which is ($315,000 + $285,000) / 2). This gives us a Return on
Equity of 20%. For each dollar invested by shareholders, 20% was
returned in the form of earnings.

SUMMARY — Return on Equity is one of the most widely used ra-
tios for publicly traded companies. It measures how much return




management was able to generate for the shareholders. The formula
for calculating Return on Equity is:

Net Income / Average Shareholders Equity

Components of Return on Equity

Return on Equity has three ratio components. The three ratios that
make up Return on Equity are:

1. Profit Margin = Net Income / Sales
2. Asset Turnover = Sales / Assets
3. Financial Leverage = Assets / Equity

Profit Margin measures the percent of profits you generate for each dol-
lar of sales. Profit Margin reflects your ability to control costs and make a
return on your sales. Profit Margin is calculated by dividing Net Income
by Sales. Management is interested in having high profit margins.

EXAMPLE — Net Income for the year was $60,000 and Sales were
$480,000. Profit Margin is $60,000 / $480,000 or 12.5%. For each
dollar of sales, we generated $0.125 of profits.

Asset Turnover measures the percent of sales you are able to generate
from your assets. Asset Turnover reflects the level of capital we have
tied-up in assets and how much sales we can squeeze out of our as-
sets. Asset Turnover is calculated by dividing Sales by Average Assets.
A high asset turnover rate implies that we can generate strong sales
from a relatively low level of capital. Low turnover would imply a very
capital-intensive organization.

EXAMPLE — Sales for the year were $480,000, beginning total as-
sets were $505,000 and year-end total assets are $495,000. The
Asset Turnover Rate is $480,000 / $500,000 (average total assets
which is ($505,000 + $495,000) / 2) or 0.96. For every $1.00 of as-
sets, we were able to generate $0.96 of sales.

Financial Leverage is the third and final component of Return on Equity.
Financial Leverage is a measure of how much we use equity and debt
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to finance our assets. As debt increases, The financial leverage in-
creases. Generally, management tends to prefer equity financing over
debt since it carries less risk. The Financial Leverage Ratio is calculated
by dividing Assets by Shareholder Equity.

EXAMPLE — Average assets are $500,000 and average share-
holder equity is $320,000. Financial Leverage Ratio is $500,000 /
$20,000 or 1.56. For each $1.56 in assets, we are using $1.00 in eg-
uity financing.

Now let us compare our Return on Equity to a combination of three
component ratios:

From our example, Return on Equity = $60,000 / $320,000 or 18.75% or
we can combine the three components of Return on Equity from our
examples:

Profit Margin x Asset Turnover x Financial Leverage = Return on Equity
or 0.125 x 0.96 x 1.56 = 18.75%.

Now that we understand the basic ratio structure, we can move down to
a more detail analysis with ratios. Four common groups of detail ratios
are: Liquidity, Asset Management, Profitability and Leverage. We will al-
so look at market value ratios.

Chapter 2: Liquidity Ratios

Liquidity Ratios help us understand if we can meet our obligations over
the short-run. Higher liquidity levels indicate that we can easily meet our
current obligations. We can use several types of ratios to monitor liquidi-

ty.

Current Ratio

Current Ratio is simply current assets divided by current liabilities. Cur-
rent assets include cash, accounts receivable, marketable securities, in-
ventories, and prepaid items. Current liabilities include accounts paya-
ble, notes payable, salaries payable, taxes payable, current maturities of
long-term obligations and other current accruals.

Current Assets

Current Liquidity Ratio =
Current Liabilities
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EXAMPLE — Current Assets are $200,000 and Current Liabilities
are $80,000. The Current Ratio is $200,000 / $80,000 or 2.5. We
have 2.5 times more current assets than current liabilities.

A low current ratio would imply possible insolvency problems. A very
high current ratio might imply that management is not investing idle as-
sets productively. Generally, we want to have a current ratio that is pro-
portional to our operating cycle. We will look at the Operating Cycle as
part of asset management ratios.

Acid Test (Quick Ratio)

Since certain current assets (such as inventories) may be difficult to
convert into cash, we may want to modify the Current Ratio. Also, if we
use the LIFO (Last In First Out) Method for inventory accounting, our
current ratio will be understated. Therefore, we will remove certain cur-
rent assets from our previous calculation. This new ratio is called the Ac-
id Test or Quick Ratio; i.e. assets that are quickly converted into cash
will be compared to current liabilities. The Acid Test Ratio measures our
ability to meet current obligations based on the liquid assets. Liquid as-
sets include cash, marketable securities, and accounts receivable. The
Acid Test Ratio is calculated by dividing the sum of our liquid assets by
current liabilities.

i . Cash + Marketable Securities + Accounts Payable
Quick Ratio =

Current Liabilities

_C*+tMS+AR
CL

QR

EXAMPLE — Cash is $5,000, Marketable Securities are $15,000,
Accounts Receivable are $40,000, and Current Liabilities are
$80,000. The Acid Test Ratio is ($5,000 + $15,000 + $40,000) /
$80,000 or 0.75. We have $0.75 in liquid assets for each $1.00 in
current liabilities.




Cash Ratio

Sometimes it may be necessary to measure our ability to meet current
obligations based on the most liquid assets, which include only cash
and marketable securities. Therefore Cash Ratio will be calculated by
dividing the sum of most liquid assets by current liabilities

Cash + Marketable Securities

Cash Ratio =
Current Liabilities

_C+MS
cL

CR

EXAMPLE — The Cash Ratio from a previous example is ($5,000 +
$15,000) / $80,000 or 0.25. We have $0.25 in most liquid assets for
each $1.00 in current liabilities.

It is desirable, that this ratio is more than 0.2

Defensive Interval

Defensive Interval is the sum of liquid assets compared to our expected
daily cash outflows. The Defensive Interval is calculated as follows:

(Cash + Marketable Securities + Receivables) / Daily Operating Cash Outflow

EXAMPLE — Referring back to our last example, we have total
quick assets of $60,000 and we have estimated that our daily operat-
ing cash outflow is $1,200. This would give us a 50 day defensive in-
terval ($60,000 / $1,200). We have 50 days of liquid assets to cover
our cash outflows.

Ratio of Operating Cash Flow to Current Debt Obligations

The Ratio of Operating Cash Flow to Current Debt Obligations places
emphasis on cash flows to meet fixed debt obligations. Current maturi-
ties of long-term debts along with notes payable comprise our current
debt obligations. We can refer to the Statement of Cash Flows for oper-
ating cash flows. Therefore, the Ratio of Operating Cash Flow to Cur-
rent Debt Obligations is calculated as follows:

Operating Cash Flow / (Current Maturity of Long-Term Debt + Notes Payable)




EXAMPLE — We have operating cash flow of $100,000, notes pay-
able of $20,000 and we have $5,000 in current obligations related to
our long-term debt. The Operating Cash Flow to Current Debt Obli-
gations Ratio is $100,000 / ($20,000 + $5,000) or 4.0. We have 4
times the cash flow to cover our current debt obligations.

Chapter 3: Asset Management Ratios

A second group of detall ratios is asset management ratios. Asset man-
agement ratios measure the ability of assets to generate revenues or
earnings. They also compliment our liquidity ratios. We have already
looked at one asset management ratio; namely Total Asset Turnover
when we analyzed Return on Equity. We will now look at five more as-
set management ratios: Accounts Receivable Turnover, Days in Recel-
vables, Inventory Turnover, Days in Inventory, and Capital Turnover.

Accounts Receivable Turnover

Accounts Receivable Turnover measures the number of times we were
able to convert our receivables over into cash. Higher turnover ratios are
desirable. Accounts Receivable Turnover is calculated as follows:

Net Sales / Average Accounts Receivable

EXAMPLE — Sales are $480,000, the average receivable balance
during the year was $40,000 and we have a $20,000 allowance for
sales returns. Accounts Receivable Turnover is ($480,000 - $20,000)
/ $40,000 or 11.5. We were able to turn our receivables over 11.5
times during the year.

NOTE — We are assuming that all of our sales are credit sales; i.e.
we do not have any significant cash sales.

Days in Accounts Receivable

The Number of Days in Accounts Receivable is the average length of
time required to collect our receivables. A low number of days is desira-
ble. Days in Accounts Receivable is calculated as follows:

365 or 360 or 300 / Accounts Receivable Turnover
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EXAMPLE — If we refer to our previous example and we base our
calculation on the full calendar year, we would require 32 days on
average to collect our receivables. 365/ 11.5 = 32 days.

Inventory Turnover

Inventory Turnover is similar to accounts receivable turnover. We are
measuring how many times did we turn our inventory over during the
year. Higher turnover rates are desirable. A high turnover rate implies
that management does not hold onto excess inventories and our inven-
tories are highly marketable. Inventory Turnover is calculated as follows:

Cost of Sales / Average Inventory

EXAMPLE — Cost of Sales were $192,000 and the average inven-
tory balance during the year was $120,000. The Inventory Turnover
Rate is 1.6 or we were able to turn our inventory over 1.6 times dur-
ing the year.

Days in Inventory

Days in Inventory is the average number of days we held our inventory
before a sale. A low number of inventory days is desirable. A high num-
ber of days implies that management is unable to sell existing inventory
stocks. Days in Inventory is calculated as follows:

365 or 360 or 300 / Inventory Turnover

EXAMPLE — If we refer back to the previous example and we use
the entire calendar year for measuring inventory, then on average we
are holding our inventories 228 days before a sale. 365 / 1.6 = 228
days.

Operating Cycle

Now that we have calculated the number of days for receivables and the
number of days for inventory, we can estimate our operating cycle. Op-
erating Cycle = Number of Days in Receivables + Number of Days in
Inventory. In our previous examples, this would be 32 + 228 = 260 days.
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So on average, it takes us 260 days to generate cash from our current
assets.

If we look back at our Current Ratio, we found that we had 2.5 times
more current assets than current liabilities. We now want to compare
our Current Ratio to our Operating Cycle. Our turnover within the Oper-
ating Cycle is 365 / 260 or 1.40. This is lower than our Current Ratio of
2.5. This indicates that we have additional assets to cover the turnover
of current assets into cash. If our current ratio were below that of the
Operating Cycle Turnover Rate, this would imply that we do not have
sufficient current assets to cover current liabilities within the Operating
Cycle. We may have to borrow short-term debt to pay our expenses.

Capital Turnover

One final turnover ratio that we can calculate is Capital Turnover. Capi-
tal Turnover measures our ability to turn capital over into sales. Re-
member, we have two sources of capital: Debt and Equity. Capital
Turnover is calculated as follows:

Net Sales / Interest Bearing Debt + Shareholders Equity

EXAMPLE — Net Sales are $460,000, we have $50,000 in Debt and
$200,000 of Equity. Capital Turnover is $460,000 / ($50,000 +
$200,000) = 1.84. For each $1.00 of capital invested (both debt and
equity), we are able to generate $1.84 in sales.

Chapter 4: Profitability Ratios

A third group of ratios that we can use are profitability ratios. Profitability
Ratios measure the level of earnings in comparison to a base, such as
assets, sales, or capital. We have already reviewed two profitability ra-
tios: Return on Equity and Profit Margin. Two other ratios we can use to
measure profitability are Operating Income to Sales and Return on As-
sets.

Operating Income to Sales

Operating Income to Sales compares Earnings Before Interest and
Taxes (EBIT) to Sales. By using EBIT, we place more emphasis on op-
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erating results and follow cash flow concepts more closely. Operating
Income to Sales is calculated as follows:

EBIT / Net Sales

EXAMPLE — Net Sales are $460,000 and Earnings Before Interest
and Taxes is $100,000. This gives us a return of 22% on sales,
$100,000 / $460,000 = 0.22. For every $1.00 of sales, we generated
$0.22 in Operating Income.

Return on Assets

Return on Assets measures the net income returned on each dollar of
assets. This ratio measures overall profitability from our investment in
assets. Higher rates of return are desirable. Return on Assets is calcu-
lated as follows:

Net Income / Average Total Assets

EXAMPLE — Net Income is $60,000 and average total assets for
the year are $500,000. This gives us a 12% return on assets,
$60,000 / $500.000 = 0.12.

Return on Assets is often modified to ensure accurate measurement of
returns. For example, we may want to deduct out preferred dividends
from Net Income or maybe we should include operating assets only and
exclude intangibles, investments, and other assets not managed for an
overall rate of return.

Chapter 5: Leverage Ratios

Another important group of detail ratios are Leverage Ratios. Leverage
Ratios measure the use of debt and equity for financing of assets. We
previously looked at the Financial Leverage Ratio as part of Return on
Equity. Three other leverage ratios that we can use are Debt to Equity,
Debt Ratio, and Times Interest Earned.

Debt to Equity

Debt to Equity is the ratio of Total Debt to Total Equity. It compares the
funds provided by creditors to the funds provided by shareholders. As
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more debt is used, the Debt to Equity Ratio will increase. Since we incur
more fixed interest obligations with debt, risk increases. On the other
hand, the use of debt can help improve earnings since we get to deduct
interest expense on the tax return. So we want to balance the use of
debt and equity such that we maximize our profits, but at the same time
manage our risk. The Debt to Equity Ratio is calculated as follows:

Total Liabilities / Shareholders Equity

EXAMPLE — We have total liabilities of $75,000 and total share-
holders equity of $200,000. The Debt to Equity Ratio is 37.5%,
$75,000 / $200,000 = 0.375. When compared to our equity re-
sources, 37.5% of our resources are in the form of debt.

KEY POINT — As a general rule, it is advantageous to increase our
use of debt (trading on the equity) if earnings from borrowed funds
exceeds the costs of borrowing.

Debt Ratio

The Debt Ratio measures the level of debt in relation to our investment
in assets. The Debt Ratio tells us the percent of funds provided by credi-
tors and to what extent our assets protect us from creditors. A low Debt
Ratio would indicate that we have sufficient assets to cover our debt
load. Creditors and management favor a low Debt Ratio. The Debt Ratio
is calculated as follows:

Total Liabilities / Total Assets

EXAMPLE — Total Liabilities are $75,000 and Total Assets are
$500,000. The Debt Ratio is 15%, $75,000 / $500,000 = 0.15. 15%
of our funds for assets comes from debt.

NOTE — We use Total Liabilities to be conservative in our assess-
ment.

Times Interest Earned

Times Interest Earned is the number of times our earnings (before inter-
est and taxes) covers our interest expense. It represents our margin of
safety in making fixed interest payments. A high ratio is desirable from
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both creditors and management. Times Interest Earned is calculated as
follows:

Earnings Before Interest and Taxes / Interest Expense

EXAMPLE — Earnings Before Interest Taxes is $100,000 and we
have $10,000 in Interest Expense. Times Interest Earned is 10
times, $100,000 / $10,000. We are able to cover our interest ex-
penses 10 times with operating income.

Chapter 6: Market Value Ratios

One final group of detall ratios that warrants some attention is Market
Value Ratios. These ratios attempt to measure the economic status of
the organization within the marketplace. Investors use these ratios to
evaluate and monitor the progress of their investments.

Earnings Per Share

Growth in earnings is often monitored with Earnings per Share (EPS).
The EPS expresses the earnings of a company on a "per share" basis.
A high EPS in comparison to other competing firms is desirable. The
EPS is calculated as:

Earnings Available to Common Shareholders / Number of Common Shares Out-
standing

EXAMPLE — Earnings are $100,000 and preferred stock dividends
of $20,000 need to be paid. There are a total of 80,000 common
shares outstanding. Earnings per Share (EPS) is ($100,000 -
$20,000) / 80,000 shares outstanding or $1.00 per share.

P/E Ratio

The relationship of the price of the stock in relation to EPS is expressed
as the Price to Earnings Ratio or P/E Ratio. Investors often refer to the
P/E Ratio as a rough indicator of value for a company. A high P/E Ratio
would imply that investors are very optimistic (bullish) about the future of
the company since the price (which reflects market value) is selling for
well above current earnings. A low P/E Ratio would imply that investors
view the company's future as poor and thus, the price the company sells
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for is relatively low when compared to its earnings. The P/E Ratio is cal-
culated as follows:

Price of Stock / Earnings per Share *

* Earnings per Share are fully diluted to reflect the conversion of securities into com-
mon stock.

EXAMPLE — Earnings per share is $3.00 and the stock is selling
for $36.00 per share. The P/E Ratio is $36 / $3 or 12. The company
is selling for 12 times earnings.

Book Value per Share

Book Value per Share expresses the total net assets of a business on a
per share basis. This allows us to compare the book values of a busi-
ness to the stock price and gauge differences in valuations. Net Assets
available to shareholders can be calculated as Total Equity less Pre-
ferred Equity. Book Value per Share is calculated as follows:

Net Assets Available to Common Shareholders * / Outstanding Common Shares

* Calculated as Total Equity less Preferred Equity.

EXAMPLE — Total Equity is $5,000,000 including $400,000 of pre-
ferred equity. The total number of common shares outstanding is
80,000 shares. Book Value per Share is ($5,000,000 - $400,000) /
80,000 or $57.50

Dividend Yield

The percentage of dividends paid to shareholders in relation to the price
of the stock is called the Dividend Yield. For investors interested in a
source of income, the dividend yield is important since it gives the inves-
tor an indication of how much dividends are paid by the company. Divi-
dend Yield is calculated as follows:

Dividends per Share / Price of Stock
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EXAMPLE — Dividends per share are $2.10 and the price of the
stock is $30.00 per share. The Dividend Yield is $2.10 / $30.00 or
7%

Chapter 7. Comparing Financial Statements

One final way of evaluating financial performance is simply to compare
financial statements from period to period and to compare financial
statements with other companies. This can be facilitated by vertical and
horizontal analysis.

Vertical Analysis

Vertical analysis compares line items on a financial statement over an
extended period of time. This helps us spot trends and restate financial
statements to a common size for quick analysis. For the Balance Sheet,
we will use total assets as our base (100%) and for the Income State-
ment, we will use Sales as our base (100%). We will compare different
line items on the financial statements to these bases and express the
line items as a percentage of the base.

EXAMPLE — Income Statements for the last three years are sum-
marized below:

1990 1991 1992
Sales $300,000 $310,000 $330,000

Cost of Goods Sold  (110,000) (105,000) (110,000)
G & A Expenses ( 80,000) (100,000)  (105,000)

Net Income $110,000 $105,000 $115,000
<------- Vertical Analysis - - ------- >

Sales 100% 100% 100%

Cost of Goods Sold 37% 34% 33%

G & A Expenses 27% 32% 32%

Net Income 37% 34% 35%

By expressing balances as percentages, we can easily notice that G
& A Expenses are trending up while Cost of Goods Sold is moving
down. This may require further analysis to determine what is behind
these trends.
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Horizontal Analysis

Horizontal analysis looks at the percentage change in a line item from
one period to the next. This helps us identify trends from the financial
statements. Once we spot a trend, we can dig deeper and investigate
why the change has occurred. The percentage change is calculated as:

(Dollar Amount in Year 2 - Dollar Amount in Year 1) / Dollar Amount in Year 1

EXAMPLE — Sales were $310,000 in 1991 and $330,000 in 1992.
The percentage change in sales is:

($330,000 - $310,000) / $310,000 = 6.5%

We can apply this analysis "horizontally" down the financial state-

ment for the year 1992:

Sales 6.5%
Cost of Goods Sold 4.8%
G & A Expenses 5.0%
Net Income 9.5%

Chapter 8: Summary

We started our look at ratio analysis with Return on Equity since this one
ratio is at the heart of financial management; namely we want to maxim-
ize returns for the shareholders of the company. Secondly, we have
three ways of influencing Return on Equity. We can change our profit
margins, we can change our turnover of assets, or we can change our
use of financial leverage. Next, we looked at how we can influence the
three components of Return on Equity.

There are several detail ratios that we can monitor, such as acid test,
inventory turnover, and debt to equity. Detail ratios help us monitor spe-
cific financial conditions, such as liquidity or profitability.

Ratios are best used when compared or benchmarked against another
reference, such as an industry standard or "best in class" within our in-
dustry. This type of comparison helps us establish financial goals and
identify problem areas.
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We can also use vertical and horizontal analysis for easy identification of
changes within financial balances.

It should be noted that ratios do have limitations. After all, ratios are
usually derived from financial statements and financial statements have
serious limitations. Additionally, comparisons are usually difficult be-
cause of operating and financial differences between companies. None-
the-less, if you want to analyze a set of financial statements, ratio analy-
sis is probably one of the most popular approaches to understanding fi-
nancial performance.
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Terminology
Section I: Evaluating Financial Performance

Chapter 1

Financial ratios ..........c.c..ccceeeenns = (oMHaHCOBbIE KO3(PPULMEHTHI

Financial balances....................... = (bnHaHCOBbIE canbao

Financial statement ..................... = (oMHaHcoBasA OTYETHOCTb

Earnings ......cccoeeevvivviiei e = goxof, npubbinb, NOCTYNNEHUS.

EQUItY...coevieie e = cOBCTBEHHbIN (aKLUNOHEPHbIN)
KanuTarn

RetUM ....oviiiiiiie e, = NpubbINb, AOXOA, Bblpy4yKa

Net INCOME ..., = YuncTbin poxon

Average Shareholders Equity ...... = CpegHuin AKUMOHEPHbIN
Kanutan

Retained Earnings ...........ccccc....... = HepacnpeneneHHasi npuobinb

Profit margin .......ccccoovveiiiviiinenes = YpoBeHb NpubbInn nnu PeHTta-
6enbHOCTb

SalesS....ooiiiii = O6bem npogax

Asset turnover..........cooeeveeieennnn. = O6opaynBaeMoCTb BCEX aKTU-
BOB

Financial Leverage............c.......... = ®nHaHCOBLIN NeBepesX Unu rno-

Ka3aTeJib NCnoJib30BaHUA 3aeM-
HbIX CpeacTB

Chapter 2
Liquidity Ratios ..........ccccevevvvvnennns = KoappuumeHTbl NMMKBUOHOCTU
Current Liquidity Ratio ................. = KoappuumeHT TekyLLen
NNKBUAOHOCTU
Current ASSetS......ocevvevveveineeeennnn. = 060pOoTHbIE (POHALI, 0OOPOTHBLIE

cpeacTBa (OeHeXHble cpeacTBa,
BMNOX€EHHbIE B 3anachl CblpbS,
MaTepuanos, TONIMBa, FOTOBOW
npoaykuuK, a Takke cyeTa B

BGaHkax)
Current Liabilities ...........cccccce..... = KpaTtkocpo4Hble obs3aTenscTBa
Cash e = Hanun4Hble AeHeXHble cpeacTBa
(cpeacTtBa B Kacce)
Accounts Receivable ................... = pnebutopckas 3a40/MKEHHOCTb
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Marketable securities.................... = Nnerko peanusyemble LeHHble

Bymaru

INVENOrES ....ccvvveveeveeee e = HanunyHble ToBapbl,
MaTepuanbHO NPO3BOACTBEH-
Hble 3anachl

Prepaid items...........coceviviiinenens = aBaHcupyeMmble cpencrea
(NpegonnayeHHble cpeacTea)

Accounts payable......................... = Kpegurtopckas 3a40rmMKEeHHOCTb
(cyeTa k onnaTe)

Notes payable............ccccoceevii, = Bekcens k onnate = hill, bill of
credit, paper, loan note

Salaries Payable............cc............ = 3af0/mKEeHHOCTb No onnaTe Tpy-
Aaa

Taxes Payable ............ccccooeeeennn. = Hanoru nognexawume K ynnare
B OtooKeT

MatUIILY ..oveeeeee e = CpoK nnaTexa no BeKkcesno

Current Accruals..........ccceevvnnnnee. = Tekywune HaumcneHus

Insolvency problems .................... = BaHKpPOTCTBO, HECOCTOATESb-
HOCTb

Acid Test Ratio (Quick Ratio)....... = KoadpULMEHT KPUTUHECKOMN

OLEHKWN (OTHOLLEHNe NUKBUOHO-
CcTV OMPMbI K CyMMe O0JITOBbIX

oba3aTenbCTB) = KOAPPUUNEHT
ObICTPOM NUKBUAHOCTW.

= S = (id est; nat) = that is = T0 ecTb

Lo [P PPPTT = (exemli gratia; naT) = for exam-
ple = Hanpumep

Operating Cash Flow ................... = TeKYLLUUN NOTOK HaNN4YHOCTH
(BEeHexHbIX cpeacTs)

Current Debt Obligations.............. = Tekywme aonrosble obsa3atenb-
cTBa

Cash Flow Statement................... = oT4yeT 06 060POTHLIX CpeacTBaX

(6anaHc 060pOTHBLIX CPeacTB)

Chapter 3
Asset Management Ratios........... = KoadppuumeHTsl ynpasneHus
aKTMBamu
Accounts Receivable Turnover .... = ObopadnBaeMocTb Aedbutop-
CKOWN 3a00/MKEHHOCTH
Sales Return.......coooevvvviiiieineenn. = goxon OT npogax

Sales Returns .........ccccevvvviienennn. BO3BpALLIEHHbIN TOBap
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Allowance for Sales Returns........ = HOpMa BO3BpaLLEeHHOro ToBapa
(nonpaska Ha BO3BpaLLEHHbIN

ToBap)

Days in Accounts Receivable....... = lNepnog obopoTa gebutopckon
3a40JKEHHOCTU

Inventory Turnover...........cccc........ = ObopavnBaeMoCTb MaTepuarnb-

HbIX 3anacoB

Excess Inventories.........ccoceveenn... N3NuUHWe 3anachbl

Costof Sales .......coeevvveieiiiinnnnnn, CebecToMMOCTb peann3oBaH-
HOM NPOAYKUUK
Days in Inventory ..............ccceeeee. = [lepuog obopoTa maTtepmanb-

HbIX 3aMnacoB
3anacbl TOBapOB Ha cknage
OnepaunoHHbIN LMK

Inventory Stocks ........cccceevvvvnennns
Operating Cycle........ccooceevevennneens

Receivables ........cccccccceiiiviiininn, HebuTopbl

Debtor......ccovvviiiii Hebutop

DE] o] (TSI Creditor, Lender, Tenderer =
Kpeautop

Capital Turnover ...........ccceeeeevennn. = O6opavnBaeMoCTb KanuTana

Chapter 4

Profitability Ratios ........................ = KoadhdpurumeHTbl peHTabenbHo-
CTW (BOXOAHOCTM)

Operating Income ..........cccceeeeeeen. = OnepauunoHHas npubbinb (go-
xon)

EBIT (Earnings Before Interest and Taxes) = MpnbbInb go yn-
naTbl NPOLEHTOB N HANoOros
(BbanaHcoBaga npnbbIsb)

Return on AsSSetsS ........ccoeveveeeennnn. = PeHTabenbHOCTb aKTMBOB

Chapter 5

Leverage Ratios..............cccevnenns KoadhpmumeHTbl nesepenxa

Interest Earned ..........cccooeevveennnnnn. [MonyyeHHbIEe NPOLEHTHI

Times Interest Earned.................. OTHoweHne 6anaHcoBon nNpu-
ObINN K MPOLUEHTHBLIM U3aepXXKam
(banaHcoBas peHTabenbHOCTb
NPOUEHTHbIX N3aepXeK)

Chapter 6

Market Value Ratios..................... = KoahpunumeHTbl pbiIHOYHOMN
CTOMMOCTH
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EPS = Earnings per Share

Preferred stock Dividends............ = [uneBnaeHabl no
NPUBUAErMPOBAHHBLIM aKLMSM

Common Shares Outstanding...... = O6bIKHOBEHHbIE aKUuW, BbIMy-
LLleHHble B 06opoT

P/E RatiO....cceevieeiiiieeeieeeeie = Price to Earnings Ratio

BUIISN .o = WrpatoLimi Ha noBbllLEeHNE
(Bearish = urpatowwmnm Ha noHu-
XEeHue, CHIKAOLLNNCA) O PbIHKe
LeHHbIX Oymar

Book Value .......cocovvviiiiiiiiiiiinn = HeTTO-KanuTarn, octaToyHas
CTOMMOCTb KanuTana

Book Value per Share.................. = [O0nA HeTTo-KanuTana Ha ogHy
akuuo

face / nominal value..................... = HOMWHaNbHas CTOMMOCTb

depreciated value......................... = OCTaTO4YHad CTOMMOCTb

replacement value........................ = BOCCTAHOBUTENbHAsA CTOMMOCTb

balance sheet value..................... = HanaHcoBas CTOMMOCTb

salvage value............ccooceeeeennn = NUKBMOALMOHHAs CTOUMMOCTb

Dividend Yield........cocoveeiiiiiinninnns = [OOXOAHOCTb aKkuun (auBuaeHabl
/ CTOMMOCTb aKLnin)

G & AEXxpenses.......cccoocevveeeennnnn. = (General & Administrative Ex-

penses) O0Lwne u
aAMUHUCTPaTUBHbIE pacxoabl
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Questions
Section I: Evaluating Financial Performance

NOTE:
The following questions are based on the material of the section
and imply answers in a form of discussion

1. How would you explain what a financial ratio is?

N

What is the benefit of using financial ratios in financial manage-
ment?

What does Return on Equity Ratio show?

How do you understand Liquidity of a company?
What is included in current assets?

What is included in current liabilities?

What does defensive interval show?

What does Operating Cycle show?

© © N o o & »w

What does Capital Turnover show?

10. How do you understand Leverage?



True or False
Section I: Evaluating Financial Performance

Mark the following statements True if you agree with it or False if
you don’t agree with the statement?

1.

2.

ok

© o

10.

11.

12.

13.

14.

Ratio is a relationship between two financial balances or finan-
cial calculations.

Return on Equity tells the percent returned on each dollar in-
vested in total assets

High liquidity levels show that we can easily meet our obliga-
tions.

Acid test and Current Ratio mean the same thing.

Liquidity Ratios help us understand whether a company may
face insolvency problems.

Accounts receivable show what creditors are supposed to re-
ceive from the company.

Accounts payable show what the company has to pay to its
creditors

The higher inventory turnover rate is the better.

Capital turnover measures our ability to turn sales over into capi-
tal.

Leverage Ratios measure the use of equity and debt for financ-
ing assets.

Earnings per share is calculated as follows: Earnings divided by
Number of Common shares outstanding.

High P/E ratio indicates that investors are bullish (optimistic)
about the future of a company.

Dividend vyield for preferred shareholders is usually fixed and
doesn’t depend on the profit that the company earns.

Vertical analysis compares line item dynamics on a financial
statement over an extended period of time.
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Section ll: Financial Planning and Fore-
casting

Chapter 1: The First Steps

Introduction

Financial planning is a continuous process of directing and allocating fi-
nancial resources to meet strategic goals and objectives. The output
from financial planning takes the form of budgets. The most widely used
form of budgets is Pro Forma or Budgeted Financial Statements. The
foundation for Budgeted Financial Statements is Detail Budgets. Detalil
Budgets include sales forecasts, production forecasts, and other esti-
mates in support of the Financial Plan. Collectively, all of these budgets
are referred to as the Master Budget.

We can also break financial planning down into planning for operations
and planning for financing. Operating people focus on sales and produc-
tion while financial planners are interested in how to finance the opera-
tions. Therefore, we can have an Operating Plan and a Financial Plan.
However, to keep things simple and to make sure we integrate the
process fully, we will consider financial planning as one single process
that encompasses both operations and financing.

Start with Strategic Planning

Financial Planning starts at the top of the organization with strategic
planning. Since strategic decisions have financial implications, you must
start your budgeting process within the strategic planning process. Fail-
ure to link and connect budgeting with strategic planning can result in
budgets that are "dead on arrival.”

Strategic planning is a formal process for establishing goals and objec-
tives over the long run. Strategic planning involves developing a mission
statement that captures why the organization exists and plans for how
the organization will thrive in the future. Strategic objectives and corres-
ponding goals are developed based on a very thorough assessment of
the organization and the external environment. Finally, strategic plans
are implemented by developing an Operating or Action Plan. Within this
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Operating Plan, we will include a complete set of financial plans or
budgets.

Financial Plans (Budgets) = Operating Plan = Strategic Plan

The Sales Forecast

In order to develop budgets, we will start with a forecast of what drives
much of our financial activity; namely sales. Therefore, the first forecast
we will prepare is the Sales Forecast. In order to estimate sales, we will
look at past sales histories and various factors that influence sales. For
example, marketing research may reveal that future sales are expected
to stabilize. Maybe we cannot meet growing sales because of limited
production capacities or maybe there will be a general economic slow
down resulting in falling sales. Therefore, we need to look at several fac-
tors in arriving at our sales forecast.

After we have collected and analyzed all of the relevant information, we
can estimate sales volumes for the planning period. It is very important
that we arrive at a good estimate since this estimate will be used for
several other estimates in our budgets. The Sales Forecast has to take
into account what we expect to sell and at what sales price.

EXHIBIT 1 — SALES FORECAST

Product Volume Price Total Sales
Lace Shoes 16,000 $45.00 $720,000

Percent of Sales

Now we need to estimate account changes because of estimated sales.
One way to estimate and forecast certain account balances is by means
of the Percent of Sales Method. By looking at past account balances
and past changes in sales, we can establish a percentage relationship.
For example, all variable costs and most current assets and current lia-
bilities will vary as sales change.

EXAMPLE 1 — ESTIMATED ACCOUNTS RECEIVABLE

Past history shows that accounts receivable runs around 30% of
sales. We have estimated that next year's sales will be $160,000.
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Therefore, our estimated accounts receivable is $48,000 ($160,000 x
0.30).

Chapter 2: Detail Budgets

We also need to prepare several detail budgets for developing a Bud-
geted Income Statement. For example, production must be planned for
our estimated sales of 16,000 units from Exhibit 1. The Production De-
partment will need to budget for materials, labor, and overhead based
on what we expect to sell and what we expect in inventory.

EXHIBIT 2 — PRODUCTION BUDGET

Planned Sales (EXhiDit 1) .........cccoooeiiiiiiiiiiiieies 16,000
Desired Ending INVeNtory ..........ccccveevieeecee e, 1,500
Total UNItS....coooeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee 17,500
Less Beginning INVeNntory...........cccceevcveevcveevieee e, (:3,000)
Planned Production ........c.cccvceiiieiiennieeiie e 14,500

Once we have established our level of production (Exhibit 2), we can
prepare a Materials Budget. The Materials Budget attempts to forecast
the level of purchases required, taking into account materials required
for production and inventory levels. We can summarize the materials to
be purchased as:

Materials Purchased = Materials Required + Ending Inventory - Begin-
ning Inventory

EXHIBIT 3 — MATERIALS BUDGET

Lace Shoes require 0.25 square yards of leather and leather is esti-
mated to costs $5.00 per yard next year. Materials Required =
14,500 (Exhibit 2) x 0.25 = 3,625 yards.

Materials Required for Production ............cccccceeeeinneen. 3,625
Desired Ending INVENLOrY ........ccoooviiiiieiierecee e 375
Total Materials ...........coovieiiiieeee e 4,000
Less Beginning INVENLOry .........cccocvevieeneeniecnieeee e (_500)
Total Materials Required ...........ccccoociveeiiiiiee e 3,500
Unit Cost for MaterialS..........cccovveveeieiiesie e, x $5.00
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Total Materials Purchased .........ccoooeveveeeeeeenee... $17,500

The second component of production is labor. We need to forecast our
labor needs based on expected production. The Labor Budget arrives at
expected labor cost by applying an expected labor rate to required labor
hours.

EXHIBIT 4 — LABOR BUDGET

Lace Shoes require 0.50 hours to produce one unit.
14,500 units x 0.50 = 7,250 hours.
The expected hourly labor rate next year is $12.00.

Estimated Production HOUIS ............eevvveeveveeveveieeeinnnnns 7,250
Hourly Labor Rate ...........ccceecieeiiieeecee e x12.00
Total Labor COStS......ooovcvieeiieeee et $87.000

As production moves up or down, support services and other costs re-
lated to production will also change. These overhead costs represent
the third major costs of production. Each item that comprises overhead
may warrant independent analysis so that we can determine what drives
the specific cost. For example, production of rental equipment may be
driven by production orders while depreciation is driven by levels of
capital investment spending.

EXHIBIT 5 — OVERHEAD BUDGET (Based on Unique Drivers)

Estimated for each line item as follows:

Indirect Labor COStS *........oooecvveiiiiiee e, $12,000
] TS 5,000
(D=7 o] £=T o= 11 (o] IS 3,000
MaAINTENANCE ... .uvvvvveeiiiiiieirierirerererrererrrreeereeeerererrrre————.. 1,000
INSUrANCE AN TAXES......cvvveeeeeeiieieeereeereeeeeeeeeeeeereeeennnes 4.000
Total Overhead COStS.......coovvvvveveiiiiieeeeeeee $25.000

*Production Supervision and Inspection
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Once production costs (direct materials, direct labor, and overhead)
have been budgeted, we can work these numbers into our beginning in-
ventory levels for Direct Materials, Work In Progress, and Finished In-
ventory. Beginning inventory levels are actual amounts from the last re-
porting period. We need to apply our costs based on what we want end-
ing inventory to be. The end-result is a Budget for Cost of Goods Sold,
which we will use for our Forecasted Income Statement.

EXHIBIT 6 — COST OF GOODS SOLD BUDGET
Direct Work In Finished

Materials Progress Inventory
Beginning Inventory................. $2,500 ........ $16,000........ $46,000
Purchases (Exhibit 3) .............. 17,500
Less Ending Inventory............. (1,875)
Materials Required .................. 18,125
Direct Labor (Exhibit 4)............ 87,000
Overhead (Exhibit 5) ............... 25,000
Total Manufacturing Costs .. $130,125 ........ 130,125
Total Work In Progress........cccoecveevcees cveenne 146,125
Less Ending INVeNtory.........cccoceeveens veeenne (12,000)
Cost of Goods Manufactured.............. ...... $134,125 ........ 134,125
Cost of Goods Available for Sale ........ cooooeeeeeeeeeeiieiees e, 180,125
Less ENding INVENLONY.........ccoeeivieeiis e eeeen (36,000)
Cost of Goods SoOld........ccooviiiiiiiee e e $144,125

We can now finish our estimate of expenses by looking at all remaining
operating expenses. The first major type of operating expense is mar-
keting. Marketing and Sales Managers will prepare and submit a Mar-
keting Budget to upper level management for approval.

EXHIBIT 7 — MARKETING BUDGET

Estimated for each line item per the Marketing Department:

Marketing Personnel ..........ccccoeeeeeeieecee e, $75,000
Advertising & Promotion..........ccccceevveeieeescee e 42,000
Marketing Research .........ccccccoveieeiiiiece e 12,000
Travel & Personal EXpenses........cccccceveveeeiieeesveeennne 6,500
Total Marketing EXpenses.........ccoccvvevvieeneeennnn. $135,500
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The final area of operating expenses is the administrative costs of run-
ning the overall business. These types of expenses will be estimated
based on past trends and what we expect to happen in the future. For
example, if the company has plans for a new computer system, then we
should budget for additional technology related expenses. Several de-
partment managers will be involved in preparing the General and Ad-
ministrative Expense Budget.

EXHIBIT 8 — GENERAL & ADMINISTRATIVE BUDGET

Estimated for each line item per Department Managers:

Management Personnel............ccccoeevveeevieeciieeens $110,000
Accounting Personnel ..........cccceveeeiee e, 55,000
Legal Personnel...........cccooeeeviieeciee e, 40,000
Technology Personnel ... 45,000
Rent & ULIILIES .....ccveeiiiiiieeceee e 25,000
SUPPIES .. 15,000
MISCEIlANEOUS.......c.eeeiiieiiiieee e 7,500
Total G & A EXPENSES....ccoivveeeieeeiee e $297,500

Chapter 3: Budgeted Financial Statements

Based on the detail budgets we have prepared (Exhibits 1 through 8),
we can finalize our budgets in the form of a Budgeted Income State-
ment. A few new line items are added to account for non-operating
items, such as income received on investments and financing costs.
The Finance and Tax Departments will assist in estimating items like fi-
nancing expenses and income tax expenses. The Budgeted Income
Statement will pull together all revenue and expense estimates from our
previously prepared detail budgets.

EXHIBIT 9 — BUDGETED INCOME STATEMENT

Revenues (Exhibit 1) .........ccooeeieeieeiiecee e $720,000
Less Cost of Goods Sold (Exh 6)..........ccccvveeuennne. (144,125)
GrOSS Profit........cceceecccecccceececeecececee e 575,875
Less Marketing (EXhiDIt 7).......cccoooeeieiiiienieieee (135,500)
Less G & A (EXhIDIt 8) .......oeevcuveeeiiieiiiee e, (297,500)
Operating INCOME.........ccooiiiiiiiieeee e 142,875
Less Interest on Debt ............evvvevvvieevvvvieiiiviievervinnns (__8,000)
INCOME BEfOre TAXES ....cevvvvveeeviveiieeieeeeeieeeeveeeesenaennns 134,875




TAXES @ 37.5%0..ccccceeeieeeieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee (.50,578)
NEt INCOME ..o $84,297

EXAMPLE 2 — BUDGETED INCOME STATEMENT

Halton Company has compiled the following information:
Planned sales are 50,000 units at a price of $110.00 per unit.
Beginning Inventory consists of 5,000 units at a cost of $60.00 per unit.
Planned production is 55,000 units with the following production cost:
Direct Materials are $18.50 per unit
Direct Labor required is 4 hours per unit @ $12.00 per hour
Overhead is estimated at 20% of Direct Labor Cost
Desired Ending Inventory is 5,000 units under the LIFO Method.
Marketing Expenses are budgeted at $350,000
General & Administrative Expenses are budgeted at $400,000

T T T Budgeted Income Statement - - ------------ >
Sales (50,000 X $110)......cccveerereieeirienieeieeseesee e $5,500,000
Less Cost of Goods Sold:
Beginning Inventory (5,000 x $60.00)..........cccccceeruenne $300,000
Direct Materials (55,000 X $18.50).........cccccecvveevveennne. 1,017,500
Direct Labor (55,000 x 4 hours x $12.00) ..........c..c..... 2,640,000
Overhead ($2,640,000 X 0.20).......ccoveereererreeerieesennne 528,000
Cost of Available Sales..........oooovve 4,485,500
Less Ending INVENtOry (1) ......ccevevereernieeseeneeerieenee (_380,500)
Cost of Goods Sold..........ccccvvveeeiciieeeciee e (4,105,000)
GrOSS PrOfitS .coeeeeeeeeeeeeeeeeeeee 1,395,000
Less Operating Expenses:
Marketing EXPENSES ........cocvvieeiieiiieieesee e ( 350,000)
General & AdMINISLrative .........cccccceeeevee e, (__400,000)
Operating INCOME .......c..eeeciieiie e $645.000

(1) Under LIFO, last costs in are: $1,017,500 + $2,640,000 + $528,000 =
$4,185,500 / 55,000 = $76.10 x 5,000 = $380,500.

Now that we have a Budgeted Income Statement, we can prepare a
Budgeted Balance Sheet. The Budgeted Balance Sheet will provide us
with an estimate of how much external financing is required to support
our estimated sales.

The main link between the Income Statement and the Balance Sheet is
Retained Earnings. Therefore, preparation of the Budgeted Balance
Sheet starts with an estimate of the ending balance for Retained Earn-
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ings. In order to estimate ending Retained Earnings, we need to project
future dividends based on current dividend policies and what manage-
ment expects to pay in the next planning period.

EXHIBIT 10 — ESTIMATED RETAINED EARNINGS

Beginning Balance ..........cccccevvevieevie e $270,000
Budgeted Net Income (Exhibit 9) .........cccccvveviveennnnn. 84,297
Less Estimated Dividends ..........cccceeveeevieeeiieeennee (55,000)
Ending Retained Earnings ........cccccceviievieeieen $299,297

Next, we need to account for the acquisition of fixed assets. As a busi-
ness depletes its assets base, it must re-invest to sustain assets which
are the basis for generating revenues. For example, do we need to pur-
chase new machinery or computer equipment? Do we plan to expand
our production facilities? Operating personnel and upper-level manage-
ment will decide on future capital spending. Future capital expenditures
are summarized on the Capital Expenditures Budget.

EXHIBIT 11 — CAPITAL EXPENDITURES BUDGET

Purchase New Office EQuipment............c.ccccoeeeeee. $16,000
Replace Leather Cutting Machine...............ccccceeevee. 8,500
Total Capital Expenditures..........cccceecvveevveeeennenn. $24,500

Based on the beginning balance in assets and the budget for capital as-
sets (Exhibit 11), we can estimate an ending assets balance for the
Budgeted Balance Sheet.

EXHIBIT 12 — CHANGE IN FIXED ASSETS

Beginning Balance ..........ccccooeiviviiiienieeeeee $886,000
New Acquisitions (Exhibit 11)...........ccccceeeviiieeeennnee. 24,500
Less Depreciation for the Year..........cccccceeveeerveennen. (33,500)
Ending Fixed ASSetS......ccccviiviieiiieneeneeee $877,000

We will assume that liabilities and interest expense will remain the
same. However, after we have determined our level of external financ-
ing, we will need to revise these amounts. Additionally, we need to ana-
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lyze trends and ratios in order to ascertain accounts that do not fluctuate
with sales. For example, prepaid expense is a current asset that has lit-
tle to do with sales.

Since the Balance Sheet is a year-end estimate, it assumes that all oth-
er estimates have been met. In a world of rapid change, annual fore-
casts are rarely close. Therefore, we will simplify our preparation of the
Budgeted Balance Sheet by relying on relationships. Stable relation-
ships over the last five years are particularly helpful. The Budgeted Bal-
ance Sheet will show either a surplus (excess financing over assets) or
a deficit (additional financing needed to cover assets). This difference is
derived from the Accounting Equation: Assets = Liabilities + Equity.

EXHIBIT 13 — BUDGETED BALANCE SHEET
CaSh ..o $36,000 5% of Sales
Accounts Receivable............ccccceeuennne. 86,400 12% of Sales
INVENTONY ..o 50,400 7% of Sales
Prepaid EXpenses .........ccccovvevieennenne 11,000 5 year trend analy-
Sis
Fixed ASSELS ......evvveveeeieriveeeveerererinanns 877,000 Exhibit 12
Total Assets .......cccceeneee. $1,060,800
Accounts Payable...........ccccoveveninenns 79,200 11% of Sales
Current Portion of LT Debt.................... 6,000 Principal Paid
Long Term Debt .......ccccevveiiiiiiieennenne 60,000 Subject to Revision
Total Liabilities ...................... 145,200
Common StocK........ceeeveeeiieeeiieeenee 450,000 unchanged
Retained Earnings .........ccccceevveeenneen. 299,297  Exhibit 10
Total EQUItY .....oeeveiiiieeiee 749,297
Total Liab & Equity................ 894,497
External Financing Required ....... $166,303

We can also calculate External Financing Required (EFR) based on the
relationships between assets, liabilities, and sales. The following formula
can be used:

EFR=(A/Sx ASales)- (L/Sx ASales) - (PMx FSx (1 -d))



A/S:. - Assets that change given a change in sales, expressed as a
percentage of sales.

ASales: - Change in sales between the last reporting period and the fo-
recasted sales.

L/S: - Liabilities that change given a change in sales, expressed as a
percentage of sales.

PM: - Profit Margin on Sales; i.e. net income / sales.
FS: - Forecasted Sales

(1 - d): - Percent of earnings retained after paying out dividends; d is the
dividend payout ratio.

EXAMPLE 3 — CALCULATE EXTERNAL FINANCING NEEDED
Falcon Company has compiled the following information:

Assets of $900 (mostly current assets) from the last period change
with sales. Liabilities of $300 from the last period change with sales.
Sales were $3,000 for the last period. Forecasted sales are $3,900.
Profit margins on sales are 6% and 40% of earnings are paid-out as
dividends.

A /S =%$900/$3,000=0.30

L/S =$300/%$3,000=0.10

Change in Sales = $3,900 - $3,000 = $900

EFR = 0.30($900) - 0.10($900) - 0.06($3,900)(1-.40) = $270 - $90 -
$140.4 = $39.6

EXAMPLE 4 — PREPARE BUDGETED BALANCE SHEET
Gilmer Company has compiled the following information:

Sales for the last reporting period were ... $600,000

» Projected sales are .........cccccocvevieeiieinnnn, $800,000
I o 0] 110 = =11 [0 SRR 5% of sales
= Dividend Payout Ratio IS ........cccccceverriveereennnnn. 40%
= Current Balance in Retained Earnings is . $200,000
= Cashasa%of saleSis ....ccooceeeeeeeeieiicivrriieeeeenn, 4%
= Accounts Receivable as a % of sales .............. 10%
= Inventoryasa % of salesis ........cccoceeeevivineennns 30%
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Net Fixed Assets are budgeted at ............ $300,000

= Accounts Payable as a % of sales is ................. 7%
=  Accrued Liabilities as a % of sales is ............... 15%
=  Common Stock willremain at ................... $220,000

Budgeted Balance Sheet

Cash ($800,000 X 0.04)......cccceerrerrererirsieennens $32,000
Accounts Receivable ($800,000 x 0.10).............. 80,000
Inventory ($800,000 X 0.30) .....ccocvvereverversivennen. 240,000
Net FiXed ASSELS ......uuuvveiieeiriiiiieiiererereeeeeeeeeenaen. 300,000
Total ASSELS ..o $652,000
Accounts Payable ($800,000 x 0.07)................. $56,000
Accrued Liabilities ($800,000 X 0.15)...........c..... 120,000
COmMMON STOCK......ccuveiiiieiiiieiie e 220,000
Retained Earnings (1) .....cccoceeveerieenieenieeeen 224,000
Total Liabilities & EQUItY ........cccccecvveevveeenee. 620,000
Total Additional Financing Required.............. 32,000
Total Liabilities & Equity after financing .... $652,000
(1): Beginning Balance ...........cccccoceveecieeinnenen. $200,000
Increase for New Income:
$800,000 x 0.05 (profit margin) ........... 40,000
Less Dividends:
0.40 x $40,000 Net Income................. (16,000)
Ending Balance ..........ccccccooeeviieeciieccnen. $224,000

After we have prepared budgeted financial statements, it is very impor-
tant to carefully review these statements with management. For exam-
ple, can we truly expect to raise $166,303 in capital as indicated in Ex-
hibit 13? Will the budgeted financial statements meet the expectations of
shareholders? Several critical questions must be asked before we final-

ize our budgeted financial statements.

Additionally, our budgets were prepared on an annual basis. Many un-
planned events can take place during the year, making our annual
budgets extremely inaccurate. Therefore, financial planning is often im-
proved by simply forecasting on a monthly or quarterly basis as op-

posed to an annual basis.

The Cash Budget

A good example of short-term financial planning is the Cash Budget.
The Cash Budget is an estimate of future cash inflows and outflows.
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Cash Budgets are often included with the Budgeted Balance Sheet.
However, it should be noted that Cash Budgets are not widely used as a
general forecasting tool since they are specific to one account, namely
cash. Instead, Cash Budgets are often used by Cash Managers and
Treasury personnel for managing cash.

We can use our previous forecasts to help us prepare a Cash Budget.
For example, we can get an idea of payable disbursements for manu-
facturing by looking at the Materials Budget (Exhibit 3), Labor Budget
(Exhibit 4), and the Overhead Budget (Exhibit 5). We can start preparing
a Cash Budget by simply looking at our stable cash flow patterns, such
as accounts receivable, accounts payable, payroll, etc. We also have
several predictable transactions, such as insurance payments, loan
payments, etc.

EXHIBIT 14 — CASH BUDGET FOR JANUARY

Beginning Cash Balance............cccccoeeennennen. $28,000
Cash Collections on Sales (60 day lag).......... $47,000
Sold old machine in January ...........cccocoeereeenen. 3,000
Investment REVENUES ............ccoceeeriiieeeiiiiienn, 2,000

Total Cash INflOWS ........ccooevveeeiiiiieien, 52,000
Disbursements for Manufacturing (30 day lag). 12,400
Marketing EXPENSES.........ccccecvveevieeeviee e 10,000
General & Administrative Expenses................. 26,000
Capital EXpenditures ..........ccccoveeviveeeiieeecieee e -0-
Repayments on Debt ..o 750
Debt Interest Payments...........ccccceeeeveeecieecciieeenns 450
Dividend Payments ..........cccceeveereeeneeniee e -0-
TaxeS Paid........cccoeeviiiiieiieerecee e -0-

Total Cash OULflOWS ........ccceeeeeeeieiiinen, 49,600

Net Cash Inflow (Outflow)............cccueeneeee. 2,400 .......... 2,400
Ending Cash Balance..........cccccovoieiiee e v 30,400
Minimum Desired Cash Balance ...........ccccccceveeiinniees oo, 10,000
Cash Surplus or (DefiCit) ..oovviiieeiee s e, $20,400

Summary of the Budgeting Process

We started our budgeting process by looking at strategic planning. Stra-
tegic Planning should always be the starting point for financial planning.
From the Strategic Plan, we develop a Plan of Action so we can imple-
ment the Strategic Plan. This is often called an Operating Plan. Within
the Operating Plan, we will include a set of budgets for successful im-
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plementation of the Strategic Plan. The entire set of budgets can be ca-
tegorized as follows:

Commm e Master Budget - - - - - -------------- >
<------ Operating Plan - - - - - - > | <------- Financial Plan - - - - - - >
Sales Forecast Budgeted Retained Earnings
(Exhibit 1) (Exhibit 10)
Budgeted Production Budgeted Capital Expenditures
(Exhibit 2) (Exhibit 11)
Budgeted Production Costs Change in Fixed Assets
(Exhibits 3-5) (Exhibit 12)
Budgeted Cost of Goods Sold Budgeted Balance Sheet
(Exhibit 6) (Exhibit 13)
Budgeted Operating Expenses Cash Budget
(Exhibits 7-8) (Exhibit 14)
Budgeted Income Statement
(Exhibit 9)

Chapter 4: Additional Concepts in Budgeting

So far, we have emphasized simple approaches to preparing budgets,
such as looking at relationships between account balances and sales.
We also should have a clear understanding of past financial perfor-
mance to help us predict future financial performance. Extending past
trends and adjusting for what is expected is a common approach to pre-
paring a forecast. However, we can improve forecasting by using sever-
al technigues. The first step is recognize certain fundamentals about fo-
recasting:

1. Forecasting relies on past relationships and existing historical
information. If these relationships change, forecasting becomes
increasingly inaccurate.

2. Since forecasting can be inaccurate due to uncertainty, we
should consider developing several forecasts under different sce-
narios. We can assign probabilities to each scenario and arrive at
our expected forecast.

3. The longer the planning period, the more inaccurate the fore-
cast. If we need to increase reliability in forecasting, we should
consider a shorter planning period. The planning period depends
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upon how often existing plans need to be evaluated. This will de-
pend upon stability in sales, business risk, financial conditions,
etc.

4. Forecasting of large inter-related items is more accurate than
forecasting a specific itemized amount. When a large group of
items is forecast together, errors within the group tend to cancel
out. For example, an overall economic forecast will be more accu-
rate than a specific industry forecast.

Quantitative and Qualitative Techniques

You should forecast for a specific reason — in order to make better deci-
sions. Forecasting is extremely difficult and you must pull from all rele-
vant sources. We previously discussed the Percent of Sales Method
and Trend Analysis as a way of forecasting. These forecasting tech-
nigues are quantitative. Quantitative techniques of forecasting are best
used when changes are infrequent. In today's world of rapid change,
guantitative techniques tend to be of little use.

We need to add more qualitative techniques into the budgeting process.
Qualitative techniques include surveys, interviews with people who are
“in the know", market reports, articles, and other information sources
that allow us to make a better judgement. Qualitative or Judgmental Fo-
recasting can help to improve the budgeting process, especially if we
are operating in a rapidly changing environment.

The Delphi Method is an example of a qualitative technique where a
group of experts gets together and reaches a consensus on what will
happen in the future. A questionnaire is sometimes used to facilitate the
process. Two disadvantages of the Delphi Method are low reliability with
the consensus and inability to reach a clear consensus.

Smoothing out the Numbers

One simple approach to forecasting is to setup a model that relies on
averages from past historical data. For example, we can take an aver-
age of the last five years. As we move forward to the next planning pe-
riod, a new moving average is calculated and used as the forecast for
the next planning period. Exponential smoothing can be used whereby
we place more weight on the most recent set of actual numbers. This
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can be important where changes have occurred, making older data less
reliable.

Regression Analysis

A statistical approach can be used for forecasting. We can rely on the
average relationships between a dependent variable and an indepen-
dent variable. Simple regressions look at one independent variable
(such as sales pricing or advertising expenses) whereas multiple re-
gressions consider two or more variables (such as sales pricing and ad-
vertising expenses together). Regression analysis is very popular for fo-
recasting sales since it helps us find the right fit over a range of observa-
tions. For example, if we plot out the following observations, we can
prepare a scatter graph and find the right fit:

Advertising Expenses Sales Dollars
$100 $1,500
150 1,560
180 1,610
220 1,655
270 1,685

Scatter Graph for
Five Observations

$1 700

$1 650 *

$1 600 *

$1 550 L

$1 500 .

$1 450 ‘ ‘
$0 $100 $200 $300

Sales Dollars

Advertising Dollars

Sensitivity Analysis

We can measure how sensitive our forecast is to changes in certain va-
riables. We can develop a range of possibilities under different assump-
tions and prepare alternative plans. If Plan A fails, we can quickly move
to Plan B. Sensitivity analysis also tells us which assumptions have the
biggest impact on the forecast. Managers can concentrate most of their
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resources on the biggest impact areas for improving the forecast. The
main benefit of sensitivity analysis is to measure the possibility of errors
in the forecast.

Financial Models

Budgets can be prepared with the use of formal models which take ad-
vantage of techniques like regressions and sensitivity analysis. Models
are built around the collection of equations, logic, and data that flows
according to the relationships between operating variables and financial
outputs. Financial variables (costs, sales, investments, taxes, etc.) can
be manipulated by the user so that the user can see the outcome of a
decision before it is made. This can help facilitate strategic thinking with-
in the budgeting process. The two types of financial models are simula-
tion and optimization. Simulation attempts to duplicate the effects of a
decision and show its impact. Optimization seeks to optimize (maximize
or minimize) a forecast objective (revenues, production costs, etc.).

Financial models provide decision support services for improvements
within budgeting. Some of the benefits of financial models include the
ability:

e To show the results of planning under a variety of assumptions, al-
lowing the user to assess the impacts of estimates that have been
used.

e To generate the Budgeted Income Statement and Budgeted Balance
Sheet as well as forecasted financials by business unit or depart-
ment.

In order to build a financial model, we need to establish variables, para-
meters, and relationships. Additionally, we can divide variables into
three types:

1. Control Variables: The inputs that the company can control, such as
the level of debt financing or the level of capital spending.

2. External Variables: Inputs that the company cannot control, such as
economic conditions, consumer spending, interest rates, etc.

3. Policy Variables: Goals and objectives of the company can impact
the expected outcomes. For example, management may set targets
for sales, profitability, and costs.
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Parameters are the baselines or boundaries for the financial model. For
example, the level of debt may have a minimum and maximum value.
We will also set our beginning account balances within the financial
model.

Relationships are the logic and specifications required for making things
work. For example, the Budgeted Balance Sheet will require that Assets
= Liabilities + Equity. Several equations will be used within the financial
model. Many of these equations will be relational; i.e. if we change sales
prices, total revenues will change. Equations are tested and added to
the financial model to make it complete. Equations can be expanded in-
to business and decision rules so that users do not have to worry about
calculating things like return on equity. The financial model takes care of
critical rules for running the business or making decisions.

EXHIBIT 15 — FINANCIAL MODEL FOR CASH

Relationships (Equations):

Cash(t) = Cash(t-1) + Cash Receipts(t) + Cash Disbursements(t)

Cash Receipts(t) = (a) x Sales(t) + (b) x Sales(t-1) + (c) x Sales(t-2) +
Loan(t)

Cash Disbursements(t) = Accounts Payable(t+1) + Interest(t) + Loan Pay-
ment(t)

Input Variables in Dollars:

Sales(t-1), Sales(t-2), Sales(t-3)

Loan(t), Loan Payment(t)

(a): Accounts Receivable Collection Pattern in current period
(b): Accounts Receivable Collection Pattern one period ago
(c): Accounts Receivable Collection Pattern two periods ago
@ +((M)+(c)<1.0

Parameters (Initial Values in Dollars):
Cash(t-1), Sales(t-1), Sales(t-2), Bank Loan(t-1), Accounts Payable(t-1)

Chapter 5: Making the Budgeting Process Work

Now that we understand what goes into financial planning, it is time to
focus on how to turn the process into a value-added activity. Many or-
ganizations are attempting to re-engineer budgeting practices since
budgeting is usually a non-value added activity; i.e. it does not add value
to the decision making process. The goal is to make the entire financial
planning process into a decision support service within the organization
whereby the benefits of the process exceed the costs.
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In order to fully comprehend the problems associated with budgeting,
let's quickly list the top ten problems with budgeting according to Con-
troller Magazine:

1. Takes too long to prepare.
Doesn't help us run our business.
Budgets are out-of-date by the time we get them.

2

3

4. Too much playing with the numbers.

5. Too many iterations / repetitive tasks within the process.
6

Budgets are cast in stone in a constantly changing business
environment.

~

Too many people are involved in the budgeting process.
8. Unable to control budget allocations.

9. By the time budgets are complete, | don't recognize the num-
bers.

10. Budgets do not match the strategic goals and objectives of the
organization.

We will now discuss several ways of making budgeting into a value-
added activity within the organization.

Automate the Process

In order for budgeting to be value-added, it must accept revisions quick-
ly and easily. A highly automated budgeting process can help streamline
the process for quick and easy updating. As a minimum, budgets should
be maintained on spreadsheets. A spreadsheet (such as Excel, Lotus 1-
2-3, etc.) can have an input panel for entering variables and automatic
generation of budgets within a fully integrated set of spreadsheets. For
example, we can use a formula to calculate interest expense as:

Interest Rate x (Beginning Long Term Debt + Current Portion of Long
Term Debt + External Financing Using Long Term Debt)



Also spreadsheets allow us to perform sensitivity analysis. We can
simply enter new variables into the input panel and review the impact on
our budgets.

We can also use more formal software programs for budgeting. The
best software programs will give us the option of controlling the level of
detail. For example, do we want a cash budget by customer or do we
want cash budgets by account or can we simply enter the cash flow da-
ta ourselves? It is very important that we have control over the detall
since commercial programs sometimes over-analyze transactions and
provide way too much detail. This is why many financial planners prefer
spreadsheets over commercial programs.

Ten Best Practices in Budgeting

Finally, here are some best practices that can transform budgeting into a
value-added activity:

1. Budgeting must be linked to strategic planning since strategic
decisions usually have financial implications.

2. Make budgeting procedures part of strategic planning. For ex-
ample, strategic assessments should include historical trends,
competitive analysis, and other procedures that might other-
wise take place within the budgeting process.

3. The Budgeting Process should minimize the time spent col-
lecting and gathering data and spend more time generating in-
formation for strategic decision making.

4. Get agreement on summary budgets before you spend time
preparing detail budgets.

5. Automate the collection and consolidation of budgets within
the entire organization. Users should have access to budget-
ing systems for easy updating.

6. Budgets need to accept changes quickly and easily. Budgeting
should be a continuous process that encourages alternative
thinking.

7. Line item detail in budgets should be based on material thre-
sholds and not rely on a system of general ledger accounts.
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8. Budgets should give lower level managers some form of fiscal
control over what is going on.

9. Leverage your financial systems by establishing a data ware-
house that can be used for both financial reporting and budget-

ing.

10. Multi-National Companies should have a budgeting system
that can handle inter-company eliminations and foreign cur-
rency conversions.

Chapter 6: Summary

Financial Planning is a continuous process that flows with strategic de-
cision making. The Operating Plan and the Financial Plan will both sup-
port the Strategic Plan. The best place to start in preparing a budget is
with sales since this is a driving force behind much of our financial activi-
ty. However, we have to take into account numerous factors before we
can finalize our budgets.

Budgeting should be flexible, allowing modification when something
changes. For example, the following will impact budgeting:

¢ Life cycle of the business

¢ Financial conditions of the business
e General economic conditions

e Competitive situation

e Technology trends

¢ Auvailability of resources

Budgeting should be both top down and bottom up; i.e. upper level
management and middle level management will both work to finalize a
budget. We can streamline the budgeting process by developing a fi-
nancial model. Financial models can facilitate "what if* analysis so we
can assess decisions before they are made. This can dramatically im-
prove the budgeting process.



One of the biggest challenges within financial planning and budgeting is
how do we make it value-added. Budgeting requires clear channels of
communication, support from upper-level management, participation
from various personnel, and predictive characteristics. Budgeting should
not strive for accuracy, but should strive to support the decision making
process. If we focus too much on accuracy, we will end-up with a bud-
geting process that incurs time and costs in excess of the benefits de-
rived. The challenge is to make financial planning a value-added activity
that helps the organization achieve its strategic goals and objectives.

Terminology
Section II: Financial Planning and Forecasting

Chapter 1

AlloCate ..., = pacnpegensaTb, pa3MewaTb.

Goal ..o, = objective, aim

Pro Forma........ccoooviiiiiiiiiineeennn, = [Npochopma

Budgeted Financial Statements ... = bBlogxeTHbIn PUHAHCOBLIN OTYET

Operating Plan.............ccccceeeevennnn. = [1pon3BoaCTBEHHbIV NSiaH

Financial Plan ............ccc..coeeee, = ®nHaHCOoBbLIN NMaH

t0 eNCOMPASS ....ccvvvveviiiiieeieennn, = to include = BkntoyaTb B cebs,
3aKkno4yaTb

financial implications.................... = fin. consequences =
doMHaHCcoOBbIE NOCNeacTBUA

Failure....ooooveiieie e, = incapability = HecnocobHocTb,
Heyaaya, nposarn

tothrive........oooveiiii = to prosper, to flourish =
npouBeTaTb, NpeycrnesaTtb

thorough assessment................... = estimation = rnybokas oueHka

toimplement............cccooiiiin. = to fulfill, to accomplish, to carry
out, to enforce

economic slow down.................... = 3KOHOMMUYECKN cnag

economic Slump.........ooceevevveeenee. = economic crisis, depression =
9KOHOMUYECKNIN KPU3NC

economic stagnation.................... = 3KOHOMWYECKMIN 3aCTOU

economic boom ... = 3KOHOMMUYECKUIN ByM

economic stabilization.................. = 3KOHOMMYeckasa ctabunusauma

economic collapse .........ccccceene... = 9KOHOMWYECKNIN KpaxX

lace Shoes......ccoocvvvvviiiiiiiiiii, = shoes with strings

Account Balances .............ccccceen... = OcTaTKu Ha cyeTax
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variable cost..........ccoooiiiinnn, = cost that depends on sales

O VAl ..o = to change
Chapter 2

Income Statement........................ = OT14eT 0 NpMbLINAX 1 YObITKax

Overhead (costs, expenses, charges) = HaknagHble pacxogpbl

Leather ..o, = dead skin of an animal

Beginning Inventory ...........c......... = MaTtepuarbHO-TOBapHble 3anachl
Ha Ha4arno nepmoaa

Ending Inventory........c.c.ooeevveenns = MTS3 Ha koHel nepuoga

Less Beginning Inventory............. = 3a BblMETOM 3anacoB Ha Ha4yano
nepvoaa

tO COMPIISE ..ovvvieeeci e, = to encompass, to be included in
= cogepxaTb, 3aknoyaTb B
cebe.

production rental equipment......... = apeHgyemMoe npon3BoACTBEHHOE
obopynoBaHue

Depreciation..............cccceeeeevvnnennn, = MN3HoC, amopTmnsauma (amortiza-
tion)

Wear and tear...........cccccceeeeeenennns = MI3HOC OCHOBHOrO KanuTana

Accumulated depreciation............ = HakonneHHbIn nsHoc /
amopTusaums

Direct Materials...........c...ccoeeeenn.. = OcCHOBHble MaTepuansl

Direct Labor ..........ccoevviiiiiiiiinnnnnn. = Tpya OCHOBHbIX (NPOM3BOACT-
BEHHbIX) pabounx

Beginning inventory level ............. = HayvasbHbIN YPOBEHbL 3arnacos

Work in Progress ........cccoeeeevvenne.. = HesaBepLueHHas npoaykums,
Npoun3BOACTBO

Finished inventory............cccccvuen... = KoHeyHble 3anachl

reporting period........cccocevvvvvnnenne. = period under review = OTYETHbIN
nepuog,

Operating Expenses .................... = Tekywue (onepaumOHHbIE) U3-
AEPXKKU

Miscellaneous...........ccccoeevvvvnnenns = pasHblii, CMELLaHHbIN, pa3HO06-
pasHbIn

Chapter 3

to account for.......cocoveviiiiiininninnes = 0OBbACHATb, ABNATLCS MPUYNHON

financing expenses ..............c....... = doMHaHcoBbIE pacxoabl (ex.
NPOLIEHTHbLIE NMMaTEXN)

ACQUISILION ....cccveiieviiieeeeeeeei, = lMNpuobpeTeHune
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Fixed Assets
Circulating Assets
to deplete
to sustain

expenditure
trend

to ascertain

Surplus
D] 1 od | T
excess

access
Principal Paid

Subject to revision................c.......
EFR (External Financing Required)

to compile

trEASUNY....cviieiiee e

disbursement
Payroll.........ccoooeiiiii,

= OcHoBHble cpeacTea

O6opoTHbIe cpeacTea
ncTowaTb, M3HaLLMBATb

to support, to uphold =
nogaepXxuneaTb

TpaTtTa, pacxogoBaHue geHer
KypcC, HanpasneHue, TeHaeHuma
(syn: vogue)

to clear up, to find out, to deter-
mine = BbISACHSATD,
obHapyxuBaTb, onpeaensTb

to depend on sales = 3aBuceTb
OT npoaax

[MpeasapuTenbHO OnNfiavyeHHble
pacxonbl

eXXerogHbin

Nannwek

HepocTtartok (deduuur)
Ype3amepHOCTb, NpeBbILEHME,
N30bITOK

Hoctyn

OnnayeHHasa oCHOBHasi cymmMa
posra

= NOAJSIEXUT NepecMoTpy
Heobxoanmbie NCTOYHNKN
BHeLlHero pnHaHcupoBaHus

to quilt, to pile up = cobupars,
HakannmeaTb

Ka3HayeuncTBo, (COKpOBULLHMLA
B Xpame)

= pacxogbl, N3OepP>XKn

[MnaTexHas BeaoMOoCTb

Chapter 4

Toextend......cooeeveieiiiiiiiiiann, =

Fundamentals
inaccurate

to assign probabilities

YONVHATD, NpoAoIKaThb,
npoanesaTb

basics = oCHOBbI

Incorrect, erroneous, faulty,
Wrong = HETOYHbIN, OLLNBOYHbIN
Ha3Ha4aTb, onpeaensTb, ycTa-
HaBnMBaTb BEPOSATHOCTb
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relevant SOUrCeS........ccoveevvevrvnnnen. = HapeXXHble NCTOYHUKN

SUIVEY ..o, = 0630p, nccnegosaHue

questionnaire ...........ccceeeeevvneeeennnn. = BOMPOCHMUK, aHKeTa

t0O SMOOth.....coviiiiiicieee = crnaxwuBsaTb

111 0= To! SR = influence = BnusaHue

OUTPUL. ..o = BbINYCK, MPONU3BOANTENBHOCTb,
MOLLIHOCTb NpoOn3BOACTBa

1] 01U | S = BBO3, pacxon, BXxoadLum napa-
MeTp

baseline ......coooveviiieen, = basis, foundation = 6a3a, ocHo-
BaHue

Boundaries.......cocoveveeiiiiiiiiiiin = border, limit = rpaHuua

Chapter 5

Value added...........c.ccovvvviiiiiinnnnn. = [lobaBneHHasi CTOMMOCTb

Value Added taX........coveevevenennenne. = Hanor Ha gob6aBneHHyl CToun-
MOCTb

Whereby ........ccoooiiiiiii = nocpeacTBOM Yero

tocastin...coccoeeeiiiiiie e, = BblpaxaTb B 4eM-nnbo

budget allocation.......................... = aCCUrHoBaHUSA, OTYUCNEHUS U3
owooxkeTa

Update........cooeeiiiiiiiiiiececieee, = oBHOBMEHNE, KOPPEKTUPOBKA,
MoAepHu3aums

OtherwiSe.......ocvviieiiiieieeeeen, = MHaye, B NPOTUBHOM Criy4yae

Spreadsheets.........cccoevvevevieeeennnn. = KpynHodopmaTHble Tabnuubl

Thresholds........c.coeviiiiiiin, = lNopor, HwkHAa rpaHuua, nopo-
roBoe 3Ha4eHune

Material Thresholds ..................... = PaKTUYECKNE HUXKHUE rPpaHunLLbl
N NOPOroBble 3HAYEeHUs

Ledger ..o = maBHas kHura (byxrantepckas)

General ledger accounts.............. = CyeTa rnaBHoun ByxranTepckomn
KHUIN

To streamline the budgeting process= YT106bl ynpocTnTb (MOOEPHU-
31MpoBaTb, paunoHann3npoBaThb)
npoLuecc coctaBneHust broaxe-
TOB

top down and bottom up............... = CBepxy BHU3 U CHN3Y BBEPX
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Questions
Section Il: Evaluating Financial Performance

NOTE:

a M 0D

8.
9.

The following questions are based on the material of the section
and imply answers in a form of discussion

What is Financial Planning? In what form are the results of financial
planning usually presented?

What are Budgeted Financial Statements based on?
What is Strategic Planning and what is it comprised of?
What methods of Sales forecast do you know?

What detail budgets are prepared for Budgeted Financial State-
ments?

What is the procedure of calculating Net Income in the Budgeting In-
come Statement?

What is EFR? What does it show?
What are the two main components of Master Budget?

What is included in the Operating Plan?

10. What is included in Financial Plan?
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True or False
Section Il: Financial Planning and Forecasting

Mark the following statements True if you agree with it or False if
you don’t agree with the statement?

1) Financial Planning is a periodical activity in the organization.

2) Strategic Planning helps to establish goals and objectives in the
long run.

3) Production budget, materials budget, labor budget and overhead
budget are prepared by production department.

4) GJ/A budget stands for Government and Administration budget.

5) Budgeted Operating Expenses include Marketing Budget and
G/A Budget.

6) Budgeted Income Statement and Budgeted Retained Earnings
are included in Financial Plan.

7) Fixed Assets are assets that don’t change over a certain period
of time.

8) Percent of Sales Method and Trend Analysis are examples of
Quantitative forecasting techniques.

9) Quantitative forecasting techniques are also called Judgmental
Forecasting.

10) The Delphi Method is an example of a qualitative technique.
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Section lli: Capital Budgeting Analysis

Chapter 1. The Overall Process

Capital Expenditures

Whenever we make an expenditure that generates a cash flow benefit
for more than one year, this is a capital expenditure. Examples include
the purchase of new equipment, expansion of production facilities, buy-
ing another company, acquiring new technologies, launching a research
& development program, etc., etc., etc. Capital expenditures often in-
volve large cash outlays with major implications on the future values of
the company. Additionally, once we commit to making a capital expendi-
ture it is sometimes difficult to back-out. Therefore, we need to analyze
and evaluate proposed capital expenditures carefully.

The Three Stages of Capital Budgeting Analysis

Capital Budgeting Analysis is a process of evaluating how we invest in
capital assets; i.e. assets that provide cash flow benefits for more than
one year. We are trying to answer the following question:

Will the future benefits of this project be large enough to justify the in-
vestment given the risk involved?

It has been said that how we spend our money today determines what
our value will be tomorrow. Therefore, we will focus much of our atten-
tion on present values so that we can understand how expenditures to-
day influence values in the future. A very popular approach to looking at
present values of projects is discounted cash flows or DCF. However,
we will learn that this approach is too narrow for a proper evaluation of
a project. We will include three stages within Capital Budgeting Analysis:

1. Decision Analysis for Knowledge Building
2. Option Pricing to Establish Position
3. Discounted Cash Flow (DCF) for making the Investment Decision

KEY POINT — Do not force decisions to fit into Discounted Cash
Flows! You need to go through a three-stage process: Decision
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Analysis, Option Pricing, and Discounted Cash Flow. This is one of
the biggest mistakes made in financial management.

Three Stages of Capital Budgeting
Decision

100% Analysis

80%

60%

40%

20%

0% ® ‘
$1,00 $2,00 $3,00

Option
Pricing

Level of Uncertainty

Investment Amount

Stage 1: Decision Analysis

Decision-making is increasingly more complex today because of uncer-
tainty. Additionally, most capital projects will involve numerous variables
and possible outcomes. For example, estimating cash flows associated
with a project involves working capital requirements, project risk, tax
considerations, expected rates of inflation, and disposal values. We
have to understand existing markets to forecast project revenues, as-
sess competitive impacts of the project, and determine the life cycle of
the project. If our capital project involves production, we have to under-
stand operating costs, additional overheads, capacity utilization, and
start-up costs. Consequently, we can not manage capital projects by
simply looking at the numbers; i.e. discounted cash flows. We must look
at the entire decision and assess all relevant variables and outcomes
within an analytical hierarchy.

In financial management, we refer to this analytical hierarchy as the Mul-
tiple Attribute Decision Model (MADM). Multiple attributes are involved in
capital projects and each attribute in the decision needs to be weighed
differently. We will use an analytical hierarchy to structure the decision
and derive the importance of attributes in relation to one another. We
can think of MADM as a decision tree which breaks down a complex
decision into component parts. This decision tree approach offers sev-
eral advantages:

1. We systematically consider both financial and non-financial crite-
ria.
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2. Judgements and assumptions are included within the decision
based on expected values.

3. We focus more of our attention on those parts of the decision that
are important.

4. We include the opinions and ideas of others into the decision.
Group or team decision making is usually much better than one
person analyzing the decision.

Therefore, our first real step in capital budgeting is to obtain knowledge
about the project and organize this knowledge into a decision tree. We
can use software programs such as Expert Choice or Decision Pro to
help us build a decision tree.

Simple Example of a Decision Tree:

20 ox more 209% + 10%%
Trade <
less than 20 209%
S0 or more 15%%
. 20 -49 ———10%
Private
6-19 — 0%
leas thane nil

Stage 2: Option Pricing

The uncertainty about our project is first reduced by obtaining know-
ledge and working the decision through a decision tree. The second
stage in this process is to consider all options or choices we have or
should have for the project. Therefore, before we proceed to discounted
cash flows we need to build a set of options into our project for manag-
iIng unexpected changes.

In financial management, consideration of options within capital budget-
ing is called contingent claims analysis or option pricing. For example,
suppose you have a choice between two boiler units for your factory.
Boiler A uses oil and Boiler B can use either oil or natural gas. Based on
traditional approaches to capital budgeting, the least costs boiler was
selected for purchase, namely Boiler A. However, if we consider option
pricing, Boiler B may be the best choice because we have a choice or
option on what fuel we can use. Suppose we expect rising oil prices in
the next five years. This will result in higher operating costs for Boiler A,



but Boiler B can switch to a second fuel to better control operating costs.
Consequently, we want to assess the options of capital projects.

Options can take many forms; ability to delay, defer, postpone, alter,
change, etc. These options give us more opportunities for creating value
within capital projects. We need to think of capital projects as a bundle
of options. Three common sources of options are:

1. Timing Options: The ability to delay our investment in the project.

2. Abandonment Options: The ability to abandon or get out of a project
that has gone bad.

3. Growth Options: The ability of a project to provide long-term growth
despite negative values. For example, a new research program may
appear negative, but it might lead to new product innovations and
market growth. We need to consider the growth options of projects.

Option pricing is the additional value that we recognize within a project
because it has flexibilities over similar projects. These flexibilities help us
manage capital projects and therefore, failure to recognize option values
can result in an under-valuation of a project.

Stage 3: Discounted Cash Flows

So we have completed the first two stages of capital budgeting analysis:
(1) Build and organize knowledge within a decision tree and (2) Recog-
nize and build options within our capital projects. We can now make an
investment decision based on Discounted Cash Flows or DCF.

Unlike accounting, financial management is concerned with the values
of assets today; i.e. present values. Since capital projects provide bene-
fits into the future and since we want to determine the present value of
the project, we will discount the future cash flows of a project to the
present.

Discounting refers to taking a future amount and finding its value today.
Future values differ from present values because of the time value of
money. Financial management recognizes the time value of money be-
cause:

1. Inflation reduces values over time; i.e. $1,000 today will have less
value five years from now due to rising prices (inflation).
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2. Uncertainty in the future; i.e. we think we will receive $1,000 five
years from now, but a lot can happen over the next five years.

3. Opportunity Costs of money; $1,000 today is worth more to us than
$1,000 five years from now because we can invest $1,000 today and
earn a return.

One way present values are calculated is by referring to tables. The dis-
count rate we will use is the opportunity costs of the investment; i.e. the
rate of return we require on any other project with similar risks.

EXHIBIT 1 — Present Value of $1.00, year =n, rate =k

Year (n) k=10% k=11% k=12%

1 0.909 0.901 0.893
2 0.826 0.812 0.797
3 0.751 0.731 0.712
4 0.683 0.659 0.636
5 0.621 0.593 0.567

EXAMPLE 1 — Calculate the Present Value of Cash Flows

You will receive $500 at the end of next year. If you could invest the
$500 today, you estimate that you could earn 12%. What is the
Present Value of this future cash inflow?

$500 x 0.893 (Exhibit 1) = $446.50

If we were to receive the same cash flows year after year in the future,
then we could use the present value tables for an annuity.

EXHIBIT 2 — Present Value of Annuity for $1.00, year = n, rate = k

Year (n) k=10% k=11% k=12%
1 0.909 0.901 0.893
2 1.736 1.713 1.690
3 2.487 2.444 2.402
4 3.170 3.102 3.037
5 3.791 3.696 3.605

EXAMPLE 2 — Calculate the Present Value of Annuity Type Cash
Flows

You will receive $500 each year for the next five years. Your opportuni-
ty costs for this investment is 10%. What is the present value of this in-
vestment?
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[ $500 x 3.791 (Exhibit 2) = $1,895.50

Another way to calculate Present values of future cash flows is using fi-
nancial formula:

FV
(L+i)'

PV =

where

PV - Present Value of Cash Flows
FV  — Future Value of Cash Flows

i — Discount rate for the period

t — Period under review

In case of annuity we may use the following financial formula to calcu-
late present value of future cash flows:

Where

PV, - Present Value of Annuity
PMT — Annuity Payment

n — Number of periods

[ — Discount rate for the period

t — Period under review

We now understand discounting of cash flows (DCF) and the three rea-
sons why we discount future cash flows: Inflation, Uncertainty, and Op-
portunity Costs.
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Chapter 2: Calculating the Discounted Cash Flows of
Projects

In capital budgeting analysis we want to determine the after tax cash
flows associated with capital projects. We are concerned with all rele-
vant changes or differences in cash flows once we invest in the project.

Understanding "Relevancy"

One gquestion that we must ask in capital budgeting is what is relevant.
Here are some examples of what is relevant to project cash flows:

1. Depreciation: Capital assets are subject to depreciation and we need
to account for depreciation twice in our calculations of cash flows. We
deduct depreciation once to calculate the taxes we pay on project
revenues and we add back depreciation to arrive at cash flows be-
cause depreciation is a non-cash item.

2. Working Capital: Major investments may require increases to working
capital. For example, new production facilities often require more in-
ventories and higher salaries payable. Therefore, we need to consid-
er the net change in working capital associated with our project.
Changes in net working capital will sometimes reverse themselves at
the end of the project.

3. Overhead: Many capital projects can result in increases to allocated
overheads, such as computer support services. However, the subjec-
tive nature of overhead allocations may not make any difference at
all. Therefore, you need to assess the impact of your capital project
on overhead and determine if these costs are relevant.

Financing Costs: If we plan on financing a capital project, this will involve
additional cash flows to investors. The best way to account for financing
costs is to include them within our discount rate. This eliminates the
possibility of double-counting the financing costs by deducting them in
our cash flows and discounting at our cost of capital which also includes
our financing costs.

We also need to ignore costs that are sunk; i.e. costs that will not
change if we invest in the project. For example, a new product line may
require some preliminary marketing research. This research is done re-
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gardless of the project and thus, it is sunk. The concept of sunk costs
and relevant costs applies to all types of financing decisions.

EXAMPLE 3 — Make or Buy Decision

You have the option to manufacture your own parts or purchase them
from outside suppliers. If we purchase the parts, it will cost $50.00 per
part. Our factory is operating at 70% of capacity and our total costs to
manufacture parts is:

Direct Materials $15.00 / part
Direct Labor $19.00/ part
Overhead - Variable $14.00 / part
Overhead - Fixed $12.00 / part

Total Costs $60.00 / part

Since we are operating at 70% capacity, we do not expect an increase
in fixed overhead; this is a sunk cost. We would manufacture the parts
since it is $2.00 / part cheaper:

Purchase $50.00 vs. Manufacture $48.00 ($15.00 + $19.00 + $14.00)

EXAMPLE 4 — Discontinue a Product

You are considering dropping product GX-4 from your product line be-
cause the Income Statement for GX-4 shows the following:

Traditional Relevant
Sales Revenues $10,000 $10,000
Cost of Goods Sold - Variable ( 6,000) (6,000)
Cost of Goods Sold - Fixed ( 2,000)
Operating Expenses - Variable (2,500) (2,500)
Operating Expenses - Fixed ( 600)
Income (LosS) $( 1,100) $1,500

Conclusion: We should continue selling GX-4 since it earns $1,500 of
Income.

EXAMPLE 5 — Accept a Special Offer

A customer has offered you $15.00 for 5,000 units of your product.
You normally sell your product for $25.00. Should you accept this of-
fer?

You currently produce and sell 40,000 units with a maximum capacity
of 50,000 units. Total manufacturing costs are $18.00 per unit, consist-
ing of $12.50 variable and $5.50 fixed.
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Change in Revenues $75,000 (5,000 x $15.00)
Change in Expenses ( 62,500) (5,000 x $12.50)
Net Change $12,500

Conclusion: You should accept the special offer since it results in
$12,500 of additional income.

So far, we have covered present values and relevancy within capital
budgeting. We now can proceed to calculate the present value of rele-
vant cash flows. Once we have determined the present value of cash
flows, we will have a basis for comparing our initial investment. Both
values (future cash flows and initial investment) will be expressed in cur-
rent values. The net of these two amounts will tell us how much value
we will create or destroy by investing in a project.

EXAMPLE 6 — Calculate Relevant Cash Flows for Capital Project

We plan on purchasing a new assembly machine for $25,000.. It will
cost $2,000 to have the new machine installed and we expect a
$1,000 net increase in working capital. By making the investment, we
will reduce our annual operating costs by $7,000 and we expect to
save $500 a year in maintenance. The new machine will require $750
each year for technical support. We will depreciate the machine over 5
years under the straight-line method of depreciation with an expected
salvage value of $5,000. The effective tax rate is 35%.

Annual Savings in Operating Costs $7,000

Annual Savings in Maintenance 500
Annual Costs for Technical Support ( 750)
Annual Depreciation (4,000) *

Revenues $2,750
Taxes @ 35% ( 962)
Net Project Income 1,788
Add Back Depreciation (noncash item) 4,000
Relevant Project Cash Flow $5,788

*$25,000 - $5,000 / 5 years = $4,000

We will receive $5,788 of cash flow each year by investing in this new
assembly machine. Since we have a salvage value, we have a terminal
cash flow associated with this project.

EXAMPLE 7 — Calculate Terminal Cash Flow for Capital Project

Estimated Salvage Amount in 5 Years $5,000
Less Taxes (1,750)
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| Terminal Cash Flow $3,250

Calculating the Present Value of Cash Flows

Our next step is to calculate present values of our two cash flow
streams. We will use our cost of capital to discount the cash flows. We
will assume that our cost of capital is 12%. We will use the present value
tables in Exhibits 1 and 2 for finding the appropriate discount factor per
the life of our cash streams and the 12% cost of capital.

EXAMPLE 8 — Calculate Present Value of Cash Flows

Annual Project Cash Flows $5,788
Discount Factor per Exhibit 2 x 3.605 (1)
Present Value of Annual Flows $20,866
Terminal Cash Flow $3,250
Discount Factor per Exhibit 1 x 0.567 (2)
Present Value of Terminal Flow 1,843
Total Present Value $22,709

(1): We use the Annuity Table since we have the same cash flows
each year for the next 5 years. If we look at Exhibit 2 for n = 5 years
and 12%, we find 3.605

(2): We need to discount the terminal cash flow received five years
from now to the present by using the Present Value Table in Exhibit
1.

Calculating Net Investment

Now that we have the current value of $22,709 for our cash flows, we
need to compare this to our investment amount. Our investment is the
total cash outlay we must make today and it includes:

1. All cash paid out to invest in the project and place it into service, such
as installation, transportation, etc.

2. Net proceeds from the disposal of any old equipment that will be re-
placed by the new equipment.

3. Any taxes paid and/or tax benefits received from making the invest-
ment.

\ EXAMPLE 9 — Calculate Net Investment ]
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Referring back to Example 6, we can calculate our Net Investment.
We will also assume that an existing machine can be sold for
$6,000.

Acquisition Costs $25,000

Installation Costs 2,000

Increase in Working Capital 1,000

Proceeds from Sale $(6,000)

Less Taxes @ 35% (2,100)

Net Proceeds from Sale (3,900)

Net Investment $24,100

So we now have a current value for our cash flows of $22,709 and a to-
tal net investment of $24,100. These amounts are derived by looking at
three different types of cash flows:

1. Relevant cash flows during the life of the project.
2. Terminal cash flows at the end of the project.
3. Initial cash flows (net investment).

Chapter 3: Three Economic Criteria for Evaluating Capi-
tal Projects

We have completed our three main stages of capital budgeting analysis,
including the calculation of discounted cash flows. The next step is to
apply some economic criteria for evaluating the project. We will use
three criteria: Net Present Value, Modified Internal Rate of Return, and
Discounted Payback Period.

Net Present Value

The first criterion we will use to evaluate capital projects is Net Present
Value. Net Present Value (NPV) is the total net present value of the
project. It represents the total value added or subtracted from the organ-
ization if we invest in this project. We can refer back to our previous ex-
ample and calculate Net Present Value.

EXAMPLE 10 — Calculate Net Present Value

Net Investment Outflow (Example 9) $(24,100)
Present Value of Inflows (Example 8) 22,709
Net Present Value $(1,391)
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If the Net Present Value is positive, we should proceed and make the
investment. If the Net Present Value is negative (as is the case in Ex-
ample 10), then we would not make the investment.

Modified Internal Rate of Return

Besides determining the Net Present Value of a project, we can calcu-
late the rate of return earned by the project. This is called the Internal Rate
of Return. Internal Rate of Return (IRR) is one of the most popular eco-
nomic criteria for evaluating capital projects since managers can identify
with rates of return. Internal Rate of Return is calculated by finding the
discount rate whereby the Net Investment amount equals the total
present value of all cash inflows; i.e. Net Present Value = 0. If we have
equal cash inflows each year, we can solve for IRR easily.

EXAMPLE 11 — Calculate Internal Rate of Return

Referring back Example 6, we would solve for IRR as follows:
$5,788 x discount factor = $24,100 or $24,100 / $5,788 = 4.164.

If we look in the Present Value Tables for n = 5 years, we want to
find a present value factor nearest to 4.164. By referring to pub-
lished present value tables, we find the following:

At6%,n=5 4.2124 4.2124
As Calculated 4.1640

At7%,n=5 4.1002
Difference 0.0484 0.1122

0.06 + (0.0484 / 0.1122) x (0.07 - 0.06) = 0.0643

Internal Rate of Return = 6.43%

If the Internal Rate of Return were higher than our cost of capital, then
we would accept this project. In our example, the IRR (6.43%) is less
than our cost of capital (12%). Therefore, we would not invest in this
project.

One of the problems with IRR is the so-called reinvestment rate as-
sumption. IRR makes the assumption that every year you will be able to
earn the IRR each time you reinvest your cash inflows. This assumption
can result in some major distortions between Net Present Value and In-

63



ternal Rate of Return. We will correct this distortion by modifying our
IRR calculation.

EXAMPLE 12 — IRR Distortions from Reinvestment Rate Assump-
tion

A summary of four simple projects with IRR and NPV:

Cash Inflows
Project Investment  Year-1 Year-2 IRR NPV
A $2,000 $0 $4,500 50%  $3,130
B 2,000 1,500 2,250 50% 2,810
C 2,000 2,450 1,000 55% 2,640
D 2,000 0 4,210 45% 2,940

If we use IRR, we would select Project C, but if we go by NPV, we
would select Project A.

In order to eliminate the reinvestment rate assumption, we will modify
the Internal Rate of Return so that the reinvestment rate is our cost of
capital. This will give us a more accurate IRR for our project. Fortunate-
ly, we can use spreadsheets like Microsoft Excel to calculate Modified
Internal Rate of Return.

EXAMPLE 13 — Calculate Modified IRR Using Microsoft Excel

Referring back to Example 6, we have the following:
$5,788 annual project cash inflows

$24,100 net investment amount

12% cost of capital

The formula for calculating Modified IRR in a Microsoft Excel
Spreadheet is: @MIRR(A1:An, k%, r%)

Al:An is the cell range for entering our data. We always enter the
net investment in the first cell and the cash inflows in each cell the-
reafter. k% refers to our cost of capital and r% is the rate we believe
we can earn when we reinvest cash inflows.

If we assume that we can earn our cost of capital on reinvested
cash flows, then we would enter the following from our example:

Cell Input Output
Al -24,100
A2 5,788
A3 5,788




A4 5,788
A5 5,788
A6 5,788
B1@MIRR(AL:A6, 12%, 12%) 9%

The Modified IRR on our project is 9%.

Discounted Payback Period

The final economic criteria we will use is the Discounted Payback Pe-
riod. Payback refers to the number of years it takes to recover our net
investment. In our previous example (Example 6), we could use a sim-
ple payback calculation as follows:

$24,100/ $5,788 = 4.2 years

However, this method does not recognize the time value of money and
as we previously indicated, we must consider the time value of money
because of inflation, uncertainty, and opportunity costs. Therefore, we
will use the discounted cash flows to calculate the payback period (dis-
counted payback period).

EXAMPLE 14 — Calculate Discounted Payback Period

Referring back to Example 6, we can calculate the discounted pay-
back period as follows:

Year Cash Flow x P.V. Factor = P.V. Cash Flow Total to Date

1 $5,788 0.893 $5,169 $5,169

2 5,788 0.797 4,613 9,782
3 5,788 0.712 4,121 13,903
4 5,788 0.636 3,681 17,584
5 5,788 0.567 3,282 20,866
5 3,250 0.567 1,843 22,709

Under the Discounted Payback Period, we would never receive a pay-
back on our project; i.e. the total to date present cash flows never
reached $24,100 (net investment). If we had relied on the regular pay-
back calculation, we would falsely assume that this project does pay-
back in the fourth year.

In summary, we use economic criteria that have realistic economic as-
sumptions about capital investments. Three economic criteria that meet
this test are:
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1) Net Present Value
2) Modified Internal Rate of Return
3) Discounted Payback Period

Chapter 4: Additional Considerations in Capital Budget-
ing Analysis

Whenever we analyze a capital project, we must consider unique fac-
tors. A discussion of all of these factors is beyond the scope of this
course. However, three common factors to consider are:

Compensating for different levels of risks between projects.

Recognizing risks that are specific to foreign projects.

Making adjustments to capital budgeting analysis by looking at the ac-
tual results.

Adjusting for Risk

We previously learned that we can manage uncertainty by initiating de-
cision analysis and building options into our projects. We now want to
turn our attention to managing risks. It is worth noting that uncertainty
and risk are not the same thing. Uncertainty is where you have no basis
for a decision. Risk is where you do have a basis for a decision, but you
have the possibility of several outcomes. The wider the variation of out-
comes, the higher the risk.

In our previous example (Example 6), we used the cost of capital for
discounting cash flows. Our example involved the replacement of
equipment and carried a low level of risk since the expected outcome
was reasonably certain. Suppose we have a project involving a new
product line. Would we still use our cost of capital to discount these cash
flows? The answer is "NO" since this project could have a much wider
variation in outcomes. We can adjust for higher levels of risk by increas-
ing the discount rate. A higher discount rate reflects a higher rate of re-
turn that we require whenever we have higher levels of risk.

Another way to adjust for risk is to understand the impact of risk on out-
comes. Sensitivity Analysis and Simulation can be used to measure
how changes to a project affect the outcome. Sensitivity analysis is used
to determine the change in Net Present Value given a change in a spe-
cific variable, such as estimated project revenues. Simulation allows us
to simulate the results of a project for a given distribution of variables.
Both sensitivity analysis and simulation require a definition of all relevant
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variables associated with the project. It should be noted that sensitivity
analysis is much easier to implement since sophisticated computer
models are usually required for simulation.

International Projects

Capital investments in other countries can involve additional risks.
Whenever we invest in a foreign project, we want to focus on the values
that are added (or subtracted) to the Parent Company. This makes us
consider all relevant risks of the project, such as exchange rate risk, po-
litical risk, hyper-inflation, etc. For example, the discounted cash flows of
the project are the discounted cash flows of the project to the foreign
subsidiary converted to the currency of the home country of the Parent
Company at the current exchange rate. This forces us to take into ac-
count exchange rate risks and its impact to the Parent Company.

Post Analysis

One of the most important steps in capital budgeting analysis is to fol-
low-up and compare your estimates to actual results. This post analysis
or review can help identify bias and errors within the overall process. A
formal tracking system of capital projects also keeps everyone honest.
For example, if you were to announce to everyone that actual results will
be tracked during the life of the project, you may find that people who
submit estimates will be more careful. The purpose of post analysis and
tracking is to collect information that will lead to improvements within the
capital budgeting process.

Chapter 5: Course Summary

The long-term investments we make today determines the value we will
have tomorrow. Therefore, capital budgeting analysis is critical to creat-
ing value within financial management. And the only certainty within
capital budgeting is uncertainty. Therefore, one of the biggest chal-
lenges in capital budgeting is to manage uncertainty. We deal with un-
certainty through a three-stage process:

Build knowledge through decision analysis.

Recognize and encourage options within projects.

Invest based on economic criteria that have realistic economic assump-
tions.
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Once we have completed the three-stage process (as outlined above),
we evaluate capital projects using a mix of economic criteria that ad-
heres to the principles of financial management. Three good economic
criteria are Net Present Value, Modified Internal Rate of Return, and
Discounted Payback.

Additionally, we need to manage project risk differently than we would
manage uncertainty. We have several tools to help us manage risks,
such as increasing the discount rate. Finally, we want to implement post
analysis and tracking of projects after we have made the investment.
This helps eliminate bias and errors in the capital budgeting process.
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Terminology
Section Ill: Capital Budgeting Analysis

Chapter 1

Capital budgeting

Expansion
Outlays
To commit to
To back out

Present Value

Discounted Cash Flow (DCF)

Decision Analysis............cccceeeeeees
Option Pricing

(070171 0] =) G

Outcome

Tax considerations
Disposal Value

Capacity Utilization

Consequently.........cccoeeeeveiiiennnnnn.

Hierarchy

Attribute

TOAEINVe ..

1) CocTaBneHne CMeT Kanu-
TanbHbIX BNOXEHUIA N UX OKY-
naemMocCTu

2) DKOHOMMYECKMIA aHanN13 Ha-
Me4YaeMbIX KanuTanbHbIX BMNO-
XeHun (AHaNn3 KansroXeHUN).
Pacwwunperue

expenses, costs

OpaTb Ha cebsi obsizaTenbCcTBa
OTKasaTbCs OT y4acTus, yKno-
HUTbCH

HacTosiLas, TekyLlasa cTou-
MOCTb

[VNCKOHTMPOBAHHLIN MOTOK Ha-
NINYHOCTH

AHann3 NPUHATUA peLleHnin
CTonmocTHas oueHka BapunaH-
TOB

hard, combined = cnoXxHsin, co-
CTaBHOM

result, consequence = pe3synb-
TaT, nocneacTene, Ucxonq
Onnata / BO3MeLLeHNe Hanoros
Salvage, Residual Value = ocTa-
TOYHasi CTOUMOCTb
Mcnonb3oBaHne Npon3BoaCT-
BEHHbIX MOLLIHOCTEN

Therefore, hence = [NoaTowmy,
cnegoBaTenbHO

Subordination system = Nepap-
Xuns

CBOWCTBO, NPU3HaK, xapakTep-
Hasa YepTa, XapakrepucTuka

to obtain, to draw, to get = nony-
YyaTb, M3BNeKaTb
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Contingent claims analysis........... = AHanun3 BeposiTHbIX (CNyYanHbIX)

TpeboBaHui
Todefer ..o = to delay, to postpone, to put off
Toalter ...cooovvveiiiei e, = to change
Bundle .....oovvieii = CB#A3Ka, BA3aHKa, Ny4yokK, naker,
BonbLUoe KONMMYecTBO
Timing options ...........ccccveveevennnnn.. = BpeMeHHble BO3MOXHOCTH
Abandonment options................... = B0O3MOXXHOCTM OTKa3sa
Growth options...........c.cceeveeeeennn. = Bo3MOXHOCTM Ans pocTa
Option Values ..........ccoeeeeeveeeeennnn. = BO3MOXHbl€ BbIrodbl
Time value of money.................... = BpemeHHasi CTOUMOCTb AeHer
Opportunity Costs (Losses).......... = N3gepxkn (noTepun) Bcneacteme

He Mcnonb3oBaHus bnaronpuaT-
HbIX BO3MO>HOCTEWN.

ANNUILY e = AHHyUTET
Chapter 2

Relevancy..........cccooveviiiiiiiiiencnen, = appropriateness = 3HAYNMOCTb,
CYLWEeCTBEHHOCTb, YMECTHOCTb

Working capital ............ccc..ccoeenn... = 0bopoTHbIE CpeacTBa, 0bopoT-
HbIW KanuTan

Allocated Overheads.................... = BblOesleHHble HaknagHble pac-
Xo4bl

SUnk COStS ..ovvviiieeveii e, = HeBO3BpaTHble N3OEPXKKU

NET. .o = (B9KOH.) canbgo, HEeTTO

Assembly machine....................... = C6opoyHbIN arperat

PresentValue .........ccccoeeveevvinnnnnnn. = HacTogdlasda (Tekywas) cTom-
MOCTb

Salvage value ..........ccc.ccoeviiennnnnn. = JlukBngaunoHHas CTOMMOCTb

Terminal Cash flow ...................... = KOHEYHbIN, 3aKMIOYUTENbHbIN
NOTOK HASIMYHOCTH

Net proceeds .........cceevvevveeveennnnnnn. = YUCTbIN AOX0A4, Bblpy4yeHHasd
cymma

Chapter 3

Net Present Value.............cc......... = Uncraqa npusBegeHHas CTou-
MOCTb

Internal Rate of Return................. = BHyTpeHHAs HopMa NpubbISb-
HOCTU (peHTabenbHOCTN) Npoek-
Ta

Criterion ......ccooevviii e, = [NpusHak, Kputepun
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Torefer. .o, obpaluatbces K Yemy-nmbo, ccbl-
naTbCs Ha YTO-NMBO

Toeliminate .........ooeevvvviiiiieiennnnn, = to remove, to expel = ycTpaHaATb,
NcKNYaTh, NMMKBNONPOBATb

Discounted Payback .................... = [JUCKOHTUpOBaHHasA oKynae-
MOCTb

Discounted rate.........covevvevvvvenrinnes = CTraBka ANCKOHTUPOBAHUS

Chapter 4

Consideration..........cccceeevevneeeennnn. = CyxgeHue, pasmbllUneHme,
B3rnsg, MHeHue

S Yoo] o1 = paHuubl, pamku, npeaensl

Uncertainty.........ccccooeveviiivininenenns = Where you have no basis for a
decision

RISK...uiiii e, = Where you have a basis for a

decision, but you have a possi-
bility of several outcomes

BIaS. . = OTKNoOHeHue, caBur, TeHAEHLUUSA

Improvement............cccceeeeeevineenn, = YnydweHune, yCoBEpPLLUEHCTBO-
BaHue

1Y = Habop

Toadhere ......cccooevvviiiiiiiiccei, = lNpununate, NpuaepXxmBaTbCA
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Questions
Section Ill: Capital Budgeting Analysis

NOTE:

S L A

~

10.
11.
12.

The following questions are based on the material of the section
and imply answers in a form of discussion

What is Capital Expenditure?

What is the purpose of Capital Budgeting Analysis (CBA)?
What are the Three Stages of Capital Budgeting Analysis?
Which stage of CBA implies the greatest level of uncertainty?
Which stage of CBA demands greater investment amount?

What is a Decision Tree and what is its purpose in the Decision
Analysis?

What is the purpose of Decision Analysis in the CBA?

What is the purpose of Option Pricing in the CBA?

What is timing options in the option pricing stage if CBA?

What is abandonment options in the option pricing stage of CBA?
How would you explain what Discounted Cash Flows mean?

What are some of the things that we need to take into considera-
tions when calculating DCF?
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True or False
Section Ill: Capital Budgeting Analysis

Mark the following statements True if you agree with it or False if
you don’t agree with the statement?

When you acquire new technologies for production it can NOT be
considered as capital expenditure.

Capital Budgeting Analysis helps us to answer the question wheth-
er future benefits of a project will be large enough to justify the in-
vestment given the risk involved.

Multiple Attribute Decision Model (MADM) is another name for De-
cision Tree.

A Decision Tree helps us to break complex questions down to a
number of simple ones.

Timing Options include the ability to alter the project.

Opportunity Costs are expenses that you undertake to use an op-
portunity of investing in the project

Relevancy helps us understand and determine which cash flows
are connected with the project and which don’t depend on it.

Present Value of Cash Flow shows its value when you receive it.

Net Present Value is the difference between Present Value of In-
flows and Net Investment Outflows.

. Internal Rate of Return helps us identify the profitability of the
project.
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