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COURSE OBJECTIVES

By the end of this course, the student should tetab

Explain financial statement;

Identify financial statements as the basis forrimal analysis of an
enterprise;

Identify financial ratios as standard tools of el analyses in
businesses;

Apply simulation to working capital decision makjng

Use linear programming in choice of business armgbdpnity cost
of production;

Analyse pricing, profit and good programming.



COURSE DESCRIPTION AS IN THE OPP

Financial statement breakdown into short/mediungdterm

investment, financing choice problem; sensitivinabysis; use of linear
programme for short term decision; opportunity icgstand financial
control of production; cash management; inventorgnagement;
receivable management; simulation approach to wgrkicapital

decision; pricing and profit planning and goal paogming.
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UNIT 1 INTRODUCTION TO FINANCIAL STATEMENT
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1.0 INTRODUCTION

In this unit, you will be introduced to financialatement and its main
components. You will also be led through the distan on how
financial statement aids management in decisionkmggikrocess.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

» define and explain financial statement;
» identify the main components of financial statement
» discuss financial statement as a tool for managedemisions.

3.0 MAIN CONTENT
3.1 Financial Statement: An Overview

Financial statement is a statement that recordméial activities of a
particular business organisation (business ensapri It is the book
keeping and recording of source document from tadyestage of
business enterprise through journalization to #agér accounts, trial
balance and then the final accounts.



In the early times, keeping financial statement n@tsa priority because
business transactions were undertaken by mearar lsystem where
goods exchanged for goods. With the modern ecopathiyansactions
were monetized and therefore there was the ne&ddp records using
money as a common denominator, hence financiardeap known as
financial statement. This subject is a subset agfoant which also
emanated from economics as a discipline.

Financial statement is used for two purposes, nandefinitive purpose
and information purpose. Where it is used foriinfation purpose, it is
for comparative analysis to be made between onanggtion and
another and within the industry.

Users of financial statement have further insiglowt financial
strengths and weaknesses of the business entafprifmation (data)
reported in the statement are properly analysed. is |therefore
incumbent on the management to have interest inwkmp or
developing enough passion for the state of therpmgée at any point in
time. This shall be possible if management usesfitancial report
effectively to evaluate the performance of the bess and ensure that
the business is suitably organised along correctigasures.

Financial statement is also used for future planthe enterprise. The
present financial data of the business is compartddthe past in order
to project the likely outcome of activities in theéure. It is also worthy
of note that financial analysis is based on thea dadllected from

financial statement which itself is the startingrpqsource) of making

the plans before using same for forecasting. #s® good to note that
the past financial record is a prerequisite forcpeiting the future.

It therefore means that financial statement isdirgtodian of business
activity from the beginning and can be used to meashe business’s
progress and viability. It contains financial infeation required to

predict, compare and evaluate an enterprise’s rarmbility. It is the

basis for financial analysis, planning and decisimaking. The

financial statement is used as managerial guideaahd It is supported
on the premise that money values provide a comnemominator for

the varied activities of an organisation. Finah@tatement is an
accounting report.

Self Assessment Exercise 1

What is financial statement? Briefly explain itderin an enterprise.
Diagram of a Typical Financial Statement



The proforma (typical) financial statement of artegprise is shown
below. Itis made up of the following:

0] Balance sheet
(i)  Income statement
(i)  Cash flow statement.

These are prepared as final accounts for usensaridial reports of the
business at the end of the year.

ROI Enterprises
Balance Sheet as at 31December 20XX
N N
N
Cost Accumulated
NBV
Fixed Assets
Land and buildings X
X
Plant and machinery X
X
Furniture and fittings X X
X
Motor vehicles X
X

>

X

>

X
Long-term Investments
X

Current Assets

Stock X
Trade debtors X

Less: Provision for bad debt (X

X
Short-term Investments X
Prepayments X
Accrued income X
Bank X
Cash X
X

Less: Current Liabilities

Trade creditors X
Accrued expenses X
Incomes received in advance X
Bank overdraft X



Working capital
X
X
Long-term Liabilities
Bank loans
(X)
Net Assets
X

Financed By:

Owner’s Equity
Capitals at T January 19X4

X
Additional capitals introduced
X
Net profit
X

Less: Brawings

(X)

ROI Enterprises

I

Income Statement for the Year Ended 3%t December, 20XX

Sales
Less: Sales Returns

Less: Cost of Sales
Opening stock
Purchases
Purchases returns
Carriage inwards
Cost of goods available for sale
Closing stock

Cost of goods sold
Wages **

Cost of sales
Gross profit

Add: Other Incomes
Interest received
Rent received
Commission received

N N
X
(X
X
X
X
(X)
X
X
(X
X
X
X
X
X
X
X

[><
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Discount received X
Decrease in provision for bad/doubtful debt X

Less: Expenses
Salaries **

Rent and rates
Carriage outwards
Increases in provision for bad/doubtful debt
Depreciation

Printing and stationery
Discount allowed
Repairs

Telephone

Motor expenses

Loan interest
Advertising

X

|
KXo XXXy X g5 X

X
Net profit X

** Wagesshould be charged in the trading accoonly if shown
separately on the trial balance frosalaries In such
circumstances, the assumption, unless you arevagetold, is
that the wage is a direct trading expense to bkided in the
trading account while the salary is an indirece.(ioverhead)
expense to be included in the profit and loss (P&tgount.

If only wages is shown on the trial balance, itidddbe charged to the
P&L account unless you are otherwise told.

If both salaries andwages are combined as one itemne( salaries and
wages) on the trial balance, it should be charged toR&& account.

ROI Enterprises
Statement of cash flows for the Year Ended 31December, 20XX
N
N
Operating Activities:
Operating profit
X

Adjustments for items not involving flow of cash:
Depreciation charge for the year X
(Profit)/loss on sale of fixed assets and long-tarvestments(X)
Increase/(decrease) in provision of bad debt, etc. X



X
Net cash flow before changes in working capital
X

Change in working capital

(Increase)/decrease in stock (X)
(Increase)/decrease in debtors and prepayments X
Increase/(decrease) in creditors and accruals

(X)

X
Net cash flow generated from operations
z

VAT paid to government [excess of output VAT over

input VAT X)
VAT refund received from government [excess of inpu

VAT over output VAT] X
Increase taxes paid )X

X
Net cash flow from operating activities
X

Investing Activities:

Payment for purchase of fixed assets ) (X
Proceeds from sale of fixed assets X
Interest received X
Dividend received X
Payment for investments acquired (X)
Proceeds from sale of investments X
Net cash flow from investing activities

X
Financing Activities:
Receipts from issue of shares and debenture X
Interest paid (X)
Dividend paid X)
Long-term loans obtained X
Repayment of loans (X)
Redemption of debentures and preference shares (X)
Payment of finance lease rentals X)
Payments relating to acquisition of own shares (X)

Drawdown on loans and overdraft facilities

(X)



Net cash flow from financing activities
X) _ _
Net increase/(decrease) in cash and cash equivalent
X

Cash and cash equivalents at opening date

X
Cash and cash equivalents at closing date

X
In actual practice, all these statements have rnotegplain adjustment
and operations where necessary.

Source: Igben, R.O. (2004)

3.2 Main Components of Financial Statement

There are three main components of financial statémThey are as
follows:

(a) Balance Sheet

(b)  Income Statement

(c) Cash flow Statement

(a) Balance Sheet

Balance sheet shows the present statement of adsssi The
business as a single entity shows the financiallitton of an
accounting entity as at a particular point in time.

Balance sheet consists of assets (probable futaomoenic
benefits obtained and controlled by an entity assalt of past
transactions or events). They may be physicalteass&ch as
land, buildings, stocks, or inventory. Assets mago be
intangible such as trademarks, goodwill, copyrightpatent. For
instance, assets are normally categorized intoentrand long-
term. This will be discussed in detail in subsedjumits.

(b)  Income Statement

Income statement is otherwise known as profit @sd hccount.
Other scholars refer to it as statement of incostatement of
earnings and statement of operations. It is a sanyiof income
and expenses, gains and losses of a business safjani and
ends with the determination of net income for acgmeperiod.



()

Income statement reveals the revenue (income) ampense
(disbursements); hence the profit and loss is egaa with the
true position of the net income. Management walvér the
profitability index and decision will be taken bdsen this.

The management can ask basic questions like “Carptésent
profit margin sustain the business?” “Should thsifess go for
borrowing?” “Is the leverage position of the busselright?”
“Should the company expand its operations?” “Canlibsiness
add to its human resource needs?”

The elements of income statement are:

0] Net sales (revenue/income)
(i)  Cost of goods sold or cost of sales
(i)  Other operating revenue
(iv)  Selling expenses
(v)  Administrative expenses
Cash flow Statement

The analysis of cash flow benefits is for shortrtgrlanning with
a view to generating enough cash to settle indeletesimaturing
in the near future, to pay interest on borrowingd asther
expenses and to pay dividends to shareholders. efterprises
can make projects of cash inflows and outflows ttoe near
future to determine the availability of cash.

This cash balance can be matched with the neette dfusiness
for the period and appropriate arrangement canubéenplace to
meet deficit or invest surplus cash temporarilyt stould be
noted that a historical analysis of cash flow pdeg an insight
for the preparation of reliable cash projection tlee immediate
future.

On the other hand, the cash statement enables emaeag to
explain the changes in cash and cash equivalerduption.
Management can use cash flow statement for divigesling,
cash generated by operations, investing and fingrolicy.

Basic elements of cash flow include the following:

(1) Operating Activities:consist of all transactions plus other
events that are not investing or financing actegti Cash
flows from operating activities are generally thaslc
effects of transactions and other events that dded to
determine the net income.



(2) Investing Activities: consist of lending money and
collection of these loans and acquiring and selling
investments and productive long-term assets.

(3) Financing Activities: consist of cash flows relating to
liability and owners’ equity.

The details of these cash flow activities will bepeessed in
subsequent units with illustration to back them up.

3.3 Financial Statement as a Management Tool

Financial statement helps in presenting the fir@ntw oversee the
resources of the information and data of an orgdiois. The statement
will be meaningless if they are not appropriatdijiaed.

Users of financial statement include managers dfin@ss, financial
analysts, consultants, researchers, trade cred#oppliers of long-term
debt, bankers, investors, etc. In this coursewleconcentrate on its
usefulness to management as a tool for decisionngak

It is the overall responsibility of management t@isee the resources of
the enterprise. Financial statement presentsdbeuating reports with
dependable financial information to guide and aidnagement in
evaluating the performance of the business oufitiis is done through
the interpretation and analysis of the financiateshent, either directly
or through consulting experts, within or outside thanagement circle.

The financial statement properly prepared formshksis for financial
planning by management. The management will, at ¢éhd, take
appropriate decision on how to run the businessciefitly and
effectively.

Financial statement analysis helps management gyezbmpare and
evaluate the enterprise’s activities and foredastetarning ability of the
enterprise. It is the financial statement analytiat will direct
management on the financial condition of the emisepas well as the
statement of affairs of the enterprise at a padrconoment in time.

It should be noted that in modern management, daal lof financial

management belongs to the management team andagsah reference
point of the top management on financial issuess/hdr expertise is
always sort before a financial decision is madethik is ignored, the
management will not have the true and fair pictfréinancial position

and consequence is always a negative one.



With the balance sheet, the financial positionhaf &ssets and liabilities
is known and management will always be informedenée, it is worth

of note that financial statement position and islgsis/interpretation

would enable management to respond to the chalkepgsed by this
analysis appropriately.

Self Assessment Exercise 2
Discuss financial statement as a tool for managénesision making.
4.0 CONCLUSION

We hereby conclude that the financial statemeatrscord of financial
activities of an organisation which, when propenyilised by
management, can turn out to be a great blessirgetgrowth of the
enterprise.

50 SUMMARY

In this unit, we have taken a brief overview ofaifitial statement
alongside the main components like balance sheetme statement
and cash flow statement. The unit concludes vhtn discussion of
financial statement as a tool for management decisiaking.

In the next unit, you will learn, in detail, abobalance sheet, its
preparation and use in the context of financialysms

6.0 TUTOR MARKED ASSIGNMENT

1. Identify the main components of financial managetmen
2. Discuss financial statement as a tool for managénesision.

7.0 REFEENCES/FURTHER READINGS
Gibson, C.H. (1998)Financial Satement Analysis using Financial
Accounting Information, 7" Edition, Ohio, USA: South-western

College Publishing.

Jones, G.L. (1976)Financial Measurement for Managers. London:
Edward Arnold (Publication) Limited.

Pandey, I.M. (2005).Financial Management. New Delhi: Vikas
Publishing House PVT Limited.
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1.0 INTRODUCTION

In the last unit, we explained financial statemedégntified the main
components and discussed it as a tool for manageaeeision.

This unit continues with discussion on one of tl@mponents of
financial statement — Balance sheet.

The basic elements of balance will be stated alwitly its usage and
limitations as a financial analysis tool and itegmration.

2.0 OBJECTIVES

At the end of this unit, you should be able to:
 discuss balance sheet;

» state the basic elements of balance sheet;

» identify the usage and limitations of balance slased tool for in
financial analysis;

* prepare balance sheet.
3.0 MAIN CONTENT

3.1 Balance Sheet



Balance sheet is a statement showing the assets\goayj to an
organisation offset by its liabilities and sharetest’ funds. A balance
sheet shows the financial condition of a firm/aftgras at a particular
time. Balance sheet indicates the state of affafira business at that
particular time. Its function is to show the fin&alcstatus of a business
at a point in time. It provides a list of an entesp assets and liabilities
at a particular period.

Self Assessment Exercise

What is a balance sheet?

3.2 Basic Elements of Balance Sheet

The balance sheet consists of assets (i.e. thepes& resources),

liabilities (i.e. the debts of the enterprise) ghd owners’ equity (i.e.

owner’s interest in the enterprise).

The records of assets are obtained from two majarces, namely:

Owners and creditors. At any given point in tirtlee assets must be
equal to the contribution of the creditors and osne

The financial/accounting equation is expressed:thus

ASSETS =  LIABILITIES + OWNERS’
EQUITY

This is balance sheet using reported form. The@eccounting form of
balance sheet which is presented side by sideaheh

3.2.1 Assets

Assets are valuable economic resources owned l@ntmprise. They
are probable future economic benefits obtained amtrolled by an

entity as a result of past transactions. It israef as rights to advice
potentials or rights to future benefits.

Assets are stored as cash for purchasing power gynataims e.g.
receivables, dividends, etc). Tangible and intialegitems sold or used
in business to generate earnings.

Note:

Tangible assetsinclude copyright, patents, goodwill, trademarkdan
other non-physical items.



Assets are usually classified or categorizetinia namely: current and
non-current assets:

(1) current assets are known as liquid assets;
(2) non-current assets are known as fixed assets.

Current assets are resources of an enterprise \ahecim form of:

0] cash;

@i)  will normally be realised in cash, or

(i)  conserve the use of cash in the operating cycle {@ar)
of an enterprise or whichever is longer (accounyiegr).

Current assets include:

- cash, marketable securities;

- debtors (account receivables; and

- stock (inventory) of raw materials, work-in-progsesind
finished goods.

Non-Current (Fixed) Assets — Long-term Assets

These are long-term in nature and are held forogsrilonger than
accounting period. They take longer than a yeanooperating cycle to
be converted to cash or to conserve cash.

We have tangible fixed assets like: land, equipminbiture, etc.

Depreciation on these tangibles occurs yearly thereducing its value
by cost implication. Depreciating is a processltcating cost but does
not involve cash outlay.

There are also intangible fixed assets which reprtethe enterprise’s
rights including patents, copyrights, goodwill,rfchise etc.

Current assets are listed on the balance sheed@&n of liquidity, which
is the ability to be converted to cash.

Cash is the most liquid asset (including negotiable qres and
unrestricted balances in checking accounts and icasland, (savings
accounts are cash (at bank) even if it may notebeased for a specific
period of time).

Marketable Securities are short-term investments — embodied with
their marketability at a readily determinable mankece. They are held



to earn a return on near-cash resources. Managessants to convert
them to cash in the current period when urgenasadun arises.

Accounts Receivablesare debts that are due on accounts from
customers that arise from sales or services prdvidéhey are net of
allowances reflecting their realizable value anel #mount is expected
as collection e.g. bad debts allowance. There beagther allowances
accounting for expected sales discounts given f@mpt payment or for
sales returns. These kinds of allowances recogegenses in the
period of sales returns, at which time the alloveans established.
When the losses occur, in future, they are chatgdae allowance.

There are other receivables of current assets whif result from tax
refund claims, contracts, sales of assets etc.

Stocks (inventories) are the balance of goods indhaxample in
manufacturing enterprise will include:

- raw materials;
- work-in-progress; and
- finished goods.

These are associated at lower cost or market rule.

Raw materials are goods purchased for direct matwiag of a
product. They end up as part of the product. Eptanto manufacture
shirts, fabric, design formed pattern and buttocobges raw materials.

Work-in-progress represents initial goods but meidy for sales. They
consist of cost of materials, labour cost for woskeirectly involved in
the manufacture and factory overheads (which iredudost items as
rent, indirect wages and maintenance.

Finished goods and stock (inventory) ready for salihe market).
These include the cost of materials, labour costswiorkers directly
involved in the manufacture and factory overhead.

Supplies are items indirectly used in the producbbgoods or services
and register tapes, pencils, needles etc for tinefabtory.

Note: The costing of inventory is a difficult procesBor instance, an
enterprise buys two units of raw materials. Thstfunit costs N5.00;
the second costs N7.00. If by the end of the ybarenterprise utilised
only one of them, what is the cost (expense) ofuthi¢ utilised? What
Is the cost assigned to the unit in stock (inven)tor

There are various methods of costing e.g. firgirgt out (FIFO), last in
first out (LIFO), average and lower-of-cost or netrkule methods.



These will be elaborated in module three of thisrse under inventory
management.

Prepaid are expenditure made in advance of theoliiee services or
goods. It represents future benefits out of pasistictions. If insurance
is paid in advance for some years, e.g. three yaathe end of the first
year, two years’ worth of the outlay will be preghai The entity can
retain the right to be covered by two more yeanmisifirance. Examples
of other prepaid are: taxes, advertising, promotiost, insurance an
early payment on long-term contracts.

Long Term Assets — They are usually categorized into tangible,
intangible investments and other assets.

Tangible Assets— These are physical facilities used in the bissrike
land, building, equipment, machinery (as mentioeadier). You will
learn how to review these facilities.

Land is identified at acquisition cost. Pleaseenttat land is not
depreciated because land does not get used gpntHins resources that
will be used up. For example, mineral depositsedty etc. may be
depleted.

(Depletion expense at this point attempts to meahe wear and tear of
these resources. It seems like depreciation bptedation handles
tangible fixed assets while depletion is concermvaith a natural

resource).

Buildings — These are structures at cost and the cost adindas
improvements. Building depreciates over time oegirthestimated
usefulness.

Machinery is recorded at cost (historical/basic) plus deljveand

installation and improvements material that addhe value of the life
or quality of service. Machinery depreciates ongrestimated useful
life.

Construction in Progress — This represents cost of projects under
construction and is transferred to the proper targasset account at
completion of construction. From experience, thaese always
distortions when classifying this group of assetd b be on safe side,
they are sometime classified as other long-terratass

Accumulated Depreciation— As you have learnt how to review the
above physical facilities, you will also learn treview of accumulated
depreciation an issue related to building and nreiyi



Depreciation is the process of allocating the coktbuilding and
machinery over the periods of usefulness. The adégiion expense
considered each period is accumulated in a sepacatunt known as
Accumulated Depreciation Account.

This is a contra asset, subtracted from the coglasft and equipment.
This is the net amount (book value) of the assdtdoes not represent
the current market value of the asset.

Depreciation Methods — There are a number of methods but an
enterprise chooses a particular approach (for starsy) for financial
statements and another for tax purposes (returrisy should note that
for financial statements, an enterprise prefersdépreciate slowly
(gradually). This is so because this results m lighest immediate
earning with highest asset balance. The same dmssienterprise will
want to depreciate fastly for income tax returrighis is because this
results in the lowest immediate earning ensurimgelancome taxes.

Over the life of an asset, the total depreciatiofi v the same
regardless of the depreciation method selected.

Three factors are normally used when calculatingrel@ation. They
are:

(1) the cost of asset;
(2) the life-span of asset;
(3) the salvage value at the end of service.

The lifespan and salvage value is estimated asaptebn service. For
clarity sake, the different methods will be namesl atraight-line
method and units of production/service/ operatiomhese are most
popular methods asterisks in the table below.

lllustration below shows and confirms these deptgmn methods
applied for financial reporting purposes by differédirms (enterprises)
surveyed for the 1995 edition of Accounting Treadd Techniques.



Depreciation Methods — 1991 to 1994

Methods 1994 | 1993] 1992 199
e Straight line 573 | 570 | 564 | 558
Declining balance 27 26 26 28
Sum of the year’s digit 9 9 12 8
« Accelerated method — not specified 49 56 62 70
« Units of production 49 46 a7 50
e Others 11 9 5 7
Source: Accounting Trends & Techniques © 1995 by American

Institute of Certified Public Accountants, Inc., B86.
Printed with permission — Reproduced by Gibson,.C.H
(1997), p. 105.

The accounting trends and techniques are crysat.clThe one with the
highest application is the straight line method alkhis commonly used
even in Nigeria and is acceptable by experts ariamal interpretation
like the auditors, analysts, consultants and rebeas at various levels.
You will learn an illustration of this method.

The following assumptions will be made to show éem@tion methods:

Cost of asset — N10,000,000.00

Estimated lifespan of asset — 5 years

Estimated salvage (or residual) value — N2,000(®DO0.
Estimated total hours of use — 16,000.

PoONPE

Straight-Line Method:

This method recognises depreciation in equal ansounter the
estimated lifespan of the asset. Calculate degaieniusing the straight-
line method as follows:

Annual depreciation = Cost — Salvage Value
Estimated lifespan

10,000,000 — 2,000,000
5

N1,000,000.00

The N1,600,000 (N1.6 million) depreciation amouatagnised yearly
for five years lifespan of the asset. The salvagedsidual) value is not
depreciated.

The unit-of-production method relates depreciatim the output
capacity of the asset estimated for the lifespah®fsset.




Intangible Assets— These are non-physical assets such as: copyrights
trademark, patent, etc. They are recorded at rigatocost and
amortised over their useful years or legal lifespahichever is shorter.
Current Generally Acceptable Accounting Princip{€RAAP) requires
amortisation for intangibles over a period thatre#nexceed 40 years.
Research and development costs must be expendeduased though
this differs, according to countries. In Nigeridigeria Accounting
Standard Board (NASB) accepts the Internationalodoting Standard
(IAS) which accept this.

Goodwill is from the acquisition of an enterprige & sum greater than
the physical asset value, usually as attributéefiusiness with unusual
earning power which may have a resultant effectform of good
customer relations, a well-respected owner etccalt be a substantial
asset hence the amortisation period can ensureteriahanfluence on
income.

Patents — This is an exclusive rights granted to an investod are
valued at acquisition cost, not their future betsefi

Trademarks — This is a situation where the rights of the holdes
granted. These are peculiar and distinctive naansgmbols associated
to the organisation.

Organisational costsare legal cost incurred when an enterprise has an
asset and usually written off over a period, sase fio ten years.
Development costs of starting a new businessr#ilthis category.

Franchises are legal rights of operating under a particularporate
name to provide trade name product or service.

Other Assets— these categories of assets do not fit into dnéh@

previously discussed assets. They fall into tlesslof exigency and
might include non-current receivables and non-curpeepaids.

Self Assessment Exercise

State the basic elements of balance sheet.

3.2.2 Liabilities

According to Statement of Financial Accounting Cepis No. 6,

Paragraph 35, Gibson noted that liabilities areb@abte sacrifices of
economic benefit arising from present obligatiohs garticular entity



to transfer assets or provide services to othatienin the future as a
result of past transactions or events.

Liabilities are usually classified into currentlong-term.

Current liabilities are obligations with short-terdiquidation within a
year or operating cycle.

Items of current liabilities include:

(1) Payables which is short term obligations created thg
acquisition of goods and services such as accopaysble,
wages payable, tax payable and notes payable;

(2) Income received in advance; and

(3) Bank overdratft.

3.2.3 Owners’ Equity

Trial balance is working paper for the accountamtwiork out the

arithmetical accuracy of entries recorded duringaanounting period

and makes the first step in the preparation ofrfizaaheet.

When you are to prepare a balance sheet from tepiion, you should
note the following points:

Kritzinger and Fourie stated that:

* All items that contribute to the economic benefittioe enterprise
like assets, loans and cash are shown in the akrest;

e Jtems in the balance sheet have a balance whichrrsed forward
from year to year;

 The balance sheet follows a fixed format;

* The first section is capital employed indicatingvhonuch capital
available and source of obtaining capital — capigbosit, retained
earnings/profit or loans;

* The second section is employment of capital (usagether it is
fixed assets, debtors or stock as well as debthoft-term, assets
and current assets.



The balance of net current assets is the differdret@veen current
liabilities and current assets (items convertilwecash within a short
period — less than a year).

The balance sheet consists of assets which aredezfjas the enterprise
resources, and the liabilities which constituteel diebts of the firm; and
owners’ equity (owners’ interest in the enterprise)

The assets are from two sources namely: creditudoaners. (At any
point in time, the assets must be equal to theriboriion of the creditors
and owners). This is expressed in accounting/Gr@m@quation thus:

Assets = Liabilities + Owners’ Equity

As stated above, when reporting the financial pwsibf a firm in a
balance sheet, the assets must of necessity dgudhbilities plus the
owners’ equity. This may also be presented sidesidg in account
format.

Preparing a balance sheet is a two-stage procassaplinformal stage
based on a worksheet and a formal stage represegteéde balance
sheet presented as a financial statement/report.

Limitations of Balance Sheet

» Balance sheet is not an account, but only showdatences of the
accounts following the preparation of the inconaesnent;

» Balance sheet does not set out for things other thate residual
balances;

* Residual debit balances are indicated in the Balsheet as assets.

By accounting measurements to debit and creditnbak described as
assets and liabilities respective, the balancetshadten interpreted as
showing the net worth of the business. (This msisconception and in
the case of corporate enterprise has given riserttroversy).

Collecting and classifying balances during the prapon of the balance
sheet need not await the entry of all adjustmaeritsdifferent individual

accounts following income statement preparatidns usually prepared
in draft form from trial balance and the finalizddaft of the income
statement.

When verifying balances, accounts are usually stéje to yearly
audits. The purpose is to check the accuracy efrélcords. with this



move, evidence of assets is verified alongsidesitigtence of liabilities
in various creditors’ accounts. In this link, thaye required to that
balance sheet as well as income statement showe atrd fair view of
the information they are statutorily expected tanay.

Bank reconciliation statement, while preparing dabee sheet, the
balance at the bank as shown in cash book musty@ged by bank
statement showing the balance on the last dayeo&ticounting period.
Reconciliation statement explains the nature of tineadjusted
differences between the cashbook and the bankrstatan the balance
sheet as shown below.

The balance of the bank according to cash bookN@&800 on the 31
of December, 2009. The bank statement balance N8aS00. The
difference is explained thus:

0] cheques received from debtors or™Tecember, 2009 which
were not banked until”?January, 2010 amounted to N250;

(i) cheques sent to creditors on®3December, 2009 and not
presented for payment until afte danuary, 2010 amounted to
N750.

Particulars Amount

Bank Reconciliation Statement as on®3december
2009

6,500

Balance at bank as per bank statement 250
Add: Cheqgues received but not lodged 6,750
750

Less: Cheques issued but not presented 6,000

Balance at bank as per cash book

The importance of balance sheet for the purpos@nancial reporting

and investment decision-making focuses attentiotherarrangement of
specific groupings to aid the interpretation anel éimalysis of activities
and results. We shall deal with this analysis iadole 2, but the
relationship between long-term finance and longatemvestment

requirements.

3.3 Assets
Balance sheet indicates the financial conditioafédirs of a business at

a particular moment of time. It provides list betenterprise’s assets
and liabilities at the moment, benefits obtainedantrolled by an entity



as a result of past transactions. It is definedhasrights to service
potentials or rights to future benefits.

Assets are stored purchasing power (e.g. cashgy iflglude:
* Money claims (e.g. receivables, stock);

» Tangible (physical) and intangible items that cansbld or used in
business to generate earnings.

Note: Tangible assets include: land, buildings, i@gent, stock
(inventory) and other physical items. Intangiblesets include:
copyrights, patents, goodwill, trademark and othesn-physical
existence items.

Assets are usually classified or categorized wim hamely:

0] Current assets otherwise called liquid assets;
(i)  Non-current assets otherwise known as fixed assets.

Current assets are assets (resources) of an esgangrich:

(@) arein form of cash;

(b)  will normally be realised in cash, or

(c) conserve the use of cash in the operating cycle y@ar) of
an enterprise or whichever is longer (accountiray)ye

Current assets include: cash, marketable securidiebtors (account
receivables) and stock (inventory) of raw mateyiaerk-in-progress
and finished goods.

Current assets are listed on the balance sheetdier @f liquidity —
which is the ability to be converted to cash.

Cash is the most liquid asset (including negotiableeques and
unrestricted balances in current accounts andiodsénd

Current assets are listed on the balance sheetder of liquidity —
which is the ability to be converted to cash aswahdn necessary.
Cash is the most liquid asset (including negotiableeques and
unrestricted balances in current accounts and tas$tand). Savings
accounts are cash (at bank) even though it maybeateleased for a
specific period of time.

Marketable securities are short-term investmentboshed with their
marketability at a readily determinable market @ricThey are held to



earn a return on near-cash resources. Manageresaitt to convert
them to cash in the current period when urgenasadun arises.

Account Receivables are debts that are cash duacoaunts from

customers that arise from sales or services prdvidéhey are net of
allowances reflecting their realizable value anel #mount is expected
as collection e.g. bad debts allowance. They nmeapther allowances
accounting for expected sales discounts given f@mpt payment or for

sales returns. These kind of allowances recogmipenses in the period
of sales returns, at which time the allowance tal#shed. When the
losses occur in future, they are charged to tluavalhce.

There are other receivables of current assets whif result from tax
refund claims, contracts, sales of assets, etc.

Stocks (inventories) are the balance of goods mlhdor example, in a
manufacturing enterprise, inventories will include:

- raw materials,
- work-in-progress, and
- finished goods.

These are associated at lower cost or market rule.

Raw materials are goods purchased for direct maturfag of a

product. They end-up as part of the product. iRstance, in order to
manufacture shirts, fabric, design formal pattend @utton becomes
raw materials.

Work-in-progress represents initial goods which @we ready for sale.
They consist of cost of raw materials, labour dostworkers directly
involved in the manufacture and factory overheadsdh includes cost
items as rent, indirect wages and maintenance.

Finished goods and stock (inventory) ready for sdline market).
These include the cost of materials, labour costswiorkers directly
involved in the manufacture and factory overhe&lpplies are items
indirectly used in the production of goods or seggiand register tapes,
pencils, etc. needles for the shirt factory.

Note: The costing of inventory is a difficult proces&or instance, an
enterprise buys two units of raw materials. Thst funit costs N5.00,
the second costs N7.00. If by the end of the ybarenterprise utilised
only one of them, what is the cost (expense) ofuthi¢ utilised? What
is the cost assigned to the unit in stock (invey)tor



There are various methods of costing inventorigsey include:

0] First in first out (FIFO);

(i)  Lastin first out (LIFO);

(i)  Weighted average;

(iv)  Average and lower of cost, or
(v)  Market rule methods.

These will be elaborated in module 3 of this counseéer inventory
management.

Prepaid expenses are expenditure made in advantdee afise of the

services or goods. It represents future benetitsob past transactions.
If insurance is paid in advance for some yearstbrge years, at the end
of the first year, two years worth of the outlayiiviie prepaid. The

enterprise can retain the right to be covered by tmore years of

insurance. Examples of other prepaid expensesares, advertising,

promotion cost, insurance and early payment on-teng contracts.

Fixed or Non-current Assets: These are long-termature and are held
for periods longer than the accounting period. yTtake longer than a
year or an operating cycle to be converted to cast conserve cash.

We have tangible fixed assets like land, equipmémmiture, etc.
Depreciation on these tangibles occurs yearly thereducing its value
by cost implication. Depreciating is a processlticating cost but does
not involve cash outlay or movement of cash.

There are also intangible fixed assets which repriethe enterprise’s
rights which include patents, copyrights, goodwitnchise, etc.

Long-term Assets — They are usually categorized itdangible,
intangible investments and other assets.

Tangible assets — these are physical facilitiesl useghe business like
land, building, equipment, machinery (as mentioeadier). You will
learn how to review these facilities.

Land is identified at acquisition cost. Note thad is not depreciated
because land documents not got used up. It cantasources that will
be used up. For instance, mineral deposits, fetesmay be depleted.

Depletion expenses at this point attempts to meashe wear and tear
of these resources. It seems like depreciationdbpteciation handles
tangible fixed assets while depletion is concernath a natural
resource.



Buildings — these are structures at cost and thst ©b lasting
improvement.  Building depreciates over time of ithestimated
usefulness.

Machinery is recorded at cost (historical/basicispdelivery, installation
and improvements material that add to the valuthefliife or quality of
service. Machinery depreciates over its estimasadul life.

Construction in progress — this represents costpmijects under

construction and is transferred to the proper targasset account at
completion of construction. From experience, theme always

distortions when classifying this group of assetd & be on the safe
side, they are sometimes classified as other leng-assets.

Accumulated depreciation — as you have learnt lmweview the above
physical facilities, you will also learn the revieaf accumulated
depreciation — an issue related to building andmm&cy. Depreciation
Is the process of allocating the cost of buildimgl anachinery over the
periods of usefulness. The depreciation expengsidered each period
is accumulated in a separate account known as Adcieal
Depreciation account.

This is a contra asset, subtracted from the coglasft and equipment.
This is the net amount (book value) of the assdtdoes not represent
the current market value of the asset

Depreciation methods — there are a number of methatan enterprise
could choose a particular approach (for consistefmyfine statements
and another for tax purposes (returns). You shawte that for

financial statements, an enterprise prefers to etggie slowly

(gradually). This is because this results in thghést immediate
earning with highest asset balance. The same dmssianterprise will
want to depreciate in an increasing rate for incoaxereturns. This is
because this results in the lowest immediate egreimsuring lower
income taxes.

Please note that, over the life of an asset, tted tiepreciation will be
the same regardless of the depreciation methodtsdle

Three factors are normally used when calculatinge@ation, they are:
(1) the cost of asset;

(2) the lifespan of asset;
(3) the salvage value at the end of service.



The lifespan and salvage value is estimated asapteln service.

For clarity sake, the different methods as: strialigie method, reducing
balance and units of production/service/operatiofhese are most
popular methods asterisks in the table below.

lllustration below shows and confirms these deptemn methods
applied for financial reporting purposes by differérms (enterprises)
surveyed for the 1995 edition of accounting treagd techniques.

Depreciation Methods (1991 — 1994)

Methods 1994 1993 1992 1991
* Straight-line 573 570 564 558
Declining balance 27 26 26 28
Sum-of-the years’ digits 9 9 12 8
*  Accelerated method - not 49 56 62 70
specified
* Units of production 49 46 47 50
Others 11 9 5 1

Source:
Institute of Certificate Public Accountants, Inc, 386.
Printed with the permission/reproduced by GibsorH.C
1997, p. 105

The accounting trends and techniques are crysat.clThe one with the
highest application is the straight line method alkhis commonly used
even in Nigeria and is acceptable by experts arigmal interpretation

like the auditors, analysts, consultants and rebeas at various levels.

You will learn an illustration of this method.

The following assumptions will be made to show ée@tion methods:

1. Cost of assets N10,000,000

2. Estimated lifespan of assets 5 years

3. Estimated salvage (or residual) value N2,00D,00
4. Estimated total hours of use 16,000

Straight line method: This method recognises dzatien in equal
amounts over the estimated lifespan of the agSatculate depreciation
using the straight line method as follows:

Cost — Salvage value
Estimated lifespan

Annual depreciation =

10,000,000 — 2,000,000
5

Accounting Trends & Techniques © 1995 by American




N1,600,000

The N1,600,000 (N1.6m) depreciation amount recaghiearly for five
year lifespan of the asset. The salvage (or rabidualue is not
depreciated.

The Unit-of-production method — relates deprecratio the output
capacity of the asset estimated for the lifespah®fsset.

Intangible Assets — These are non-physical assets as copyrights,
trade mark, patent etc. They are recorded at rigatocost and

amortized over their useful years or legal lifespahichever is shorter.
Current GAAP — Generally Acceptable Accounting Eiples requires

amortization for intangibles over a period thatro@nexceed 40 years.
Research and development costs must be expresseduazd though

this differs according to countries. In NigeribgtNigeria Accounting

Standard Board (NASB) accept the international anting standard

(IAS) which accept this.

Goodwill is from the acquisition of an enterprigg & sum greater than
the physical asset value, usually as attributéefusiness with unusual
earning power which may have a resultant effectform of good
customer relation, a well respected owner etccait be a substantial
asset hence the amortization period can ensureteriadanfluence on
income.

Patents — this is an exclusive rights granted tmaentor and are valued
at acquisition cost, not for their future benefits.

Trademarks — this is a situation where the rightghe holder are
granted. These are peculiar and distinctive naanggmbols associated
to the organisation.

Organisational costs are legal cost incurred wherrgerprise has an
asset and usually write off same over a period, fseyto ten years.
Development costs of starting a new businessr#ilthis category.

Franchises are legal right of operating under &iquéar corporate name
to provide trade name, product or service othestass

These categories of assets do not fit into onehef dnes discussed
previously. They fall into the class of exigenegydamight include non-
current receivables and non-current prepaid.



Self Assessment Exercise

Discuss the basic elements of balance sheet.

3.4 Liabilities

According to Statement of Financial Accounting Cepis No. 6,

paragraph 35, Gibson noted that liabilities arebplbde sacrifices of
economic benefit arising from present obligatiohs @articular entity

to transfer assets or provide services to othatienin the future as a
result of past transactions or events.

Liabilities are usually classified into current tong-term. Current
liabilities are obligations with short-term liquittzn within a year or
operating cycle.

Items of current liabilities include:

0] Payables which is short-term obligations created the
acquisition of goods and services such as accopaysble,
wages payable, tax payable and notes payable;

(i)  Unearned income — these are advanced paymenterioces to
be rendered in future time;

(i)  Other current liabilities — current obligations faettlement
(payment) within the accounting year. For examplejdend,
interest, insurance, advertisement, warrantiegroed taxes etc.
There are also liabilities relating to financingregment — they
may be long-term in nature but requires systemadigment of
principal and interest like bonds payable, notegapke and credit
agreements. There are also liabilities relatingoperational
obligations which include obligations arising fraime business
e.g. pension obligations;

(iv)  Minority interest is associated with the ownersbipminority
shareholders in the enterprise. Note — minoritgrast does not
reflect/represent a liability in the enterprise @& Deferred
profit on sales is another non-current liabilityRedeemable
preferred stock is subject to mandatory redemptsmuirements
or has a redemption feature without the contrdhefissuer.

Owners’ equity according to Statement of Financitcounting
Concepts No. 6, paragraph 212 noted that it isréisedual ownership



interest in the asset of an entity that remain®rafteducting its
liabilities.

There are two basic categories of owners’ equigmely: paid-up
capital and retained earnings. Other accounts apgear in owners’
equity which are normally presented apart from paidapital and
retained earnings. Accounts like foreign currentianslation
adjustments, unrealized decline in market valu@w#stments, etc.

Owners’ equity is simply called equity (the finagicinterest of the
owners). The owners’ interest is residual in retas inferred from the
definition quoted above. They reflect the excessth& enterprise’s
assets over liabilities. Please note that liabgditare the claims of
external parties. Equity represents owners’ clagainst the enterprise
as stated in the balance sheet though the natutaiofs differ.

Time defines the difference between them as; @ediclaim is to be
fulfilled within a specific period while that of avers’ change the
payable amount can be determined only when therpmige is
liquidated. The assets values are stated at dumice can be
considerably different between the owners’ book #ralreal claim at
liquidation.

Owners’ equity is initially on account of investofands, but changes
with the earnings of the enterprise and their #hstron pattern. The
earnings/losses of the enterprise do not affectliiens of the creditor
because they are not the risk bearer like the yaquiners. Owners’
equity will increase when the enterprise makes mnearaings and part is
retained. Any losses by the enterprise will redineeclaims of owners,
the risk bearers.

Owners’ equity can be referred to as shareholdeguity or
shareholders’ funds. | here again reiterate thetgbat owners’ equity
has two parts: paid-up share capital and retairedirgys/or revenues
and surplus.

Pandey (2005) defined paid-up share capital asatheunt of funds
directly contributed by the shareholders througtchase of shares and
that reserves and surplus or retained earning adestubuted (book)
profits. The net worth is paid-up share capi@searves and surplus.

4.0 CONCLUSION
In this unit, you have the conclusion that the bedasheet is a financial

statement of an enterprise’s assets, liabilitiesequity on a specific
date.



5.0 SUMMARY

In this unit, you were taught of balance sheet dimancial statement
and basic element, its preparation, uses in theegbrof financial

analysis were learnt along side its limitations. tHe next unit, you will
learn how to prepare income statement and its ases financial
statement.

6.0 TUTOR MARKED ASSIGNMENT

1. What is the use of balance sheet in financial amslyf an
enterprise?

2. Identify the limitations of balance sheet as ariirial analysis
tool.
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1.0 INTRODUCTION

The Income statement is another aspect of finasteaement which is
considered important because it measures the falasitength of an
enterprise. It is used to state the income (reegnearnings and
operational expenses of an enterprise. This uiitdiscuss income
statement, its usage, basic element, limitatiowspgaparation.

2.0 OBJECTVES

At the end of this unit, you should be able to:

0] discuss income statement and state its usage;

(i)  explain the basic elements of income statement;

(i) identify its limitations.

3.0 MAIN CONTENT

3.1 Income Statement

This is a record of all income and expenditure witiich the enterprise
conducts business activities in the period undeeve It is designed to
measure the results of transactions which haventplece between two
balance sheet dates. Itis a summary of all tdimses which take place

during a period. It shows the result of operatasa period of time.

3.2 Basic Element of Income Statement



A simple multiple-step income statement lists aling, and then list all
expenses and losses. Many firms use this singfeistome statement
with total expenses and loss items deducted frdal tevenue and gain
items to determine the net income.

It is worthy to emphasise that income statementrsanses the revenue
and expenses and gains and losses of a businesssatipn, and ends
with the net income for a specific period.

The elements of income statement are:

0] Net sales (revenue) or income — sales here standsevVenue
from goods and services sold to customers. Tha f@arns
revenue (income) from the sale of its main products

(i)  Cost of goods sold or cost of sales — this is the of goods sold
to obtain revenue. You need to develop a salesl naircapture
this explanation. That is, for a retailing enté&ser the cost of
goods sold equals beginning inventory plus purchasenus
ending stock (inventory).

(i)  Other operating revenue (income) — this depends tlom
operations of the business which may bring abowalties and
lease revenue (income);

(iv) Operating expenses — this is made up of two typaspely:
selling and administrative. Selling expenses waduct of the
enterprise’s effort to create sales, including atisieg, labeling,
packaging, sales supplies, sales commission, &dicninistrative
expenses emanates from the general administratiorth®
enterprise’s operation. These include office sadarinsurance,
telephone (communication, ICT), bad debt expenaed, other
cost which is not easily pinned down;

(v) Other income and expenses are mostly secondarylldayic
activities not directly related to the operatiorfstioe business
enterprise like rented warehouse in a producingrprise. This
lease will be other income, interest expense madl this category
of expense.



Sample of an Income Statement

Sales
Less: Sales Returns

Less: Cost of Sales
Opening stock
Purchases
Purchases returns
Carriage inwards
Cost of goods available for sale
Closing stock

Cost of goods sold
Wages **

Cost of sales
Gross profit

Add: Other Incomes
Interest received
Rent received
Commission received
Discount received

Decrease in provision for bad/doubtful debt

Less: Expenses
Salaries **

Rent and rates
Carriage outwards

Increase in provision for bad/doubtful debt

Depreciation

Printing and stationery
Discount allowed
Repairs

Telephone

Motor expenses

Loan interest
Advertising

Net profit

3.3 Usage of Income Statement
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Income statement shows the earning capacity ongermgise. With it,
the potential of an enterprise is known. It is theoreboard of
performance during a period of time for a busiras®rprise. It shows
the result of operations for a period of time.islihot a stock or status
statement. With it the position of assets, lidiedi and owners’ equity at
a point of time is not known.

3.4 Preparation of an Income Statement

Preparing an income statement starts with the eiara of a trial
balance at the close of the accounting period sdrearlier in Unit 2 in
the preparation of balance sheet (the two instrisnare related to each
other) is the basic step. You require to havekiiewvledge of the role
of the trial balance at this level of learning ima&ncial Accounting
course earlier in the programme.

Just like the preparation of balance sheet in dlsé unit of this course,
income statement is a two-stage exercise. Theiéiran informal one

which consists of a worksheet for accumulating #lle data

incorporating the various adjustments. After thal tbalance has been
adjusted, certified and confirmed, the adjustmemts then put in the
appropriate accounts.

At this point, income statement is formally incldde the accounting

system. It is important at this point for you &call that the income
statement is an account to which the revenue apdnses accounts for
the accounting period are transferred as summahmighaexists mainly

for the aim of measuring the accounting income tf@t period. As

operational statement, a lot of adjustments haueetcarried out from

time to time as will be shown in accruals, assdétesetc. to arrive at
periodic income.

[llustration of the nature of the Income Statement

The following trial balance was extracted from bwoks of John Smith
on 37" December, 2009, being the end of the year’s tgadin

Debit
Credit
NO00O
N'000
Capital
25,000
Motor vehicles 10,000
Furniture & Fittings 2,500

Purchases 31,000



Cash at bank 6,000
Sales

70,000
Sundry debtors 18,000
Sundry creditors
3,500
Rent 4,500
Salaries 22,800
Insurance 400
Motor expenses 2,000
Light and heat 1,000
General expenses 300
98,500
98,500

We assume the adjustment required as follows:

0] Rent unpaid at the end of the year N1,500;

(i)  Insurance paid in advance amounted to N50;

(i)  Rent receivable, but not recorded in the accounvuemed to
N60O;

(iv) Closing inventories at the 31December, 2009 were valued at
N3,000.

We now received additional information:

0] Depreciation to be charged on the under-mentiosedta and is
to be calculated on the depreciating balance method

Motor vehicles 20% (N1,000)
Furniture and Fittings 10% (N250)

(i)  Bad debts to be written off N180 with a provisiar foubtful
debts is to be created in the sum of N178.

Adjusting for accruals above resulted in the follogv revisions of
balances in the trial balance:

Items Original balance  Adjustment
New balance
-N000 NO00
N’'000
Rent 4,500 1,500

6,000



Insurance 400 50
350

Insurance prepaid - 50
50
Rent receivable - 60
60
Rent payable - 60
60

The correct adjustable total revenues and expemsgsbe listed on a
worksheet used in the income statement preparation.



Draft Income Statement for the year ended 3 December, 2009

NO000

N'000
Purchases 31,000 Sales

70,000
Rent 6,000 Rent receivable

60

Salaries 22,800
Insurance 35( Closing inventory
(31/12/10) 3,000
Motor expenses 2,000
Light and heat 1,000
General expenses 300

Adjusting for inventories:

Periodic measurement involved valuing the inventifrgoods unsold at
the end of the account period. The closing invgnis valued in
accordance with the cost convention. This reptssie residue of the
purchases of the year which have not been soldeaend of the year.
This will be sold in the next accounting period.

Adjusting for the loss in asset values:

The most important losses in asset values recadnisethe period
measurement of income. The most significant losseasset values
which are involved in the process of adjustmene litalculation of
depreciation and provision of doubtful debts.

(a) Calculating depreciation to be charged againsiribeme of the
year as follows:

0] Motor vehicles =R000
N'000
Cost 10,000
Less: Estimated residual value 1,000
Net cost for depreciation 9,000
20% Depreciation for the year 2009 1,800
1,800
Residual balance for depreciation in
the following years 7,200

(i) Furniture and fittings
Cost 2,500



Less: Estimated residual value 250

Net cost for depreciation 2,250

10% Depreciation for the year 2009 225
225

Residual balance for depreciation in

the following years _ 2,025

Total depreciation for the year
2,025

The provision for depreciation (wear and tear)aspect of the
different fixed assets may be reconciled and shiovthe balance
sheet.

(b)  Calculating the provision for doubtful debts:

Duration of debt Balance£RD00) Loss Rate %
Provision (N'000)

Less than 1 month 15,960 5
80

1 — 2 months 1,800 5
90

2 — 3 months 40 10
4

Over 3 months 20 25
4

17,820

178

This goes with the presumptions of bad and doubtfabts as
projections in case the debts are not paid, théhmeaxy business has to
continue by assuming that a portion of the debtcdbwél be paid and
the other position categorise as bad (not foreseeab

With income statement calculation period, incomese out and
distinction is made between gross income and mene.

Gross income is the income after deducting fronsgsales revenue of
expenses directly connected with the productiopunchase of goods
sold. Net income is the deduction of overhead es@erfrom gross
income.

The net income figure is the most important regliltiding the income
statement into two parts indicating overhead expebsrden and
focusing attention on important aspects of busiaessity.



(i)

Calculating Gross Income:

For a trading business based on the example ininb@me
statement given above, gross income from trading b like
this:



Trading Account for the year ended 31/12/2009

N000
N'000
Purchases 31,000 Sales
70,000
Less: Closing inventory
@ 31/12/09 3,00d
Cost of sales 28,000
Gross trading income 42,000
70,000

(ii)

70,000
Calculating Net Income:

This is effected by charging against gross incohee ihdirect
expenses accumulated in the trial balance andxpenses such
as:

- bad debts
- provisions for doubtful debt, and
- depreciation

With the above data, an updated income statemeud & used
to calculate the following net income for the yearded 3%
December, 2009 as follows:

Profit and Loss Account for the year ended 3 December, 2009

N000
N'000
Rent 6,000 Gross trading income
42,000
Salaries 22,80( Rent receivable
60
Insurance 35(
Motor expenses 2,000
Light and heat 1,000
General expenses 300
Depreciation:
Motor vehicle 1,800
Furniture and fittings _2252,025
Bad debts 180
Provision for doubtful debts 178

34,833



Net income 7,227

42,060
42,060

Note: Miscellaneous income (like interest, rent and adkwvids) which
are minor element of business income are dealt withet income
calculation rather than igross income calculation. This approach
provides a clearer view of significant ratios.

Finally, in the preparation of income statement alahis part of the
accounting system, the formal presentation is arfaed in the financial
statement reporting.

This has given room for further classification oferest expenses into
selling, administration and financial expenses. usfhthe vertical
presentation of the income statement would be lasnfs:

John Trading Inc.
Income Statement for the year ended 31December, 2009
N'000 N000
N'000
Sales
70,000
Less: Cost of Sales:
Purchases 31,000
Less: Closing inventory 3,000
28,000
Gross Trading Income
42,000
Add: Other Income:
Rent
60
Total Income
42,060

Less: Selling and Distribution Expenses:
Salesman'’s salaries 12,000
Motor expenses 2,000
Depreciation — Motor vehicle 1,800 15,800

Less: Administrative Expenses:

Rent 6,000
Office salaries 10,800



Insurance 350

Light and heat 1,000
General expenses 300
Depreciation: Furniture and fittings 225 18,675

Less: Financial Expenses:

Bad debts 180
Provision for doubtful debts 178 358

Total Overheads
34,833
Net Income
7,227

3.5 Limitations of Income Statement

The limitations of income statement are based enfdlt that it is part
of the accounting system (financial statement).ddpends on other
financial procedures to succeed. From the poirtagiumentation, trial
balance arrangement to its preparation and thectsffgf the balance
position of the last and the preceding balancetsiékinfluence the

end result of the true income statement.

As a financial statement, it requires interpretatibecause of the
dynamic nature of business transaction and reogrdifhe timing of
events and the economic factors influence the pestfi the income
statement variables for any given period. It iwasls in done in
conjunction with balance sheet position to analyke financial
performance of any enterprise. It cannot explaa ¢hanges in assets,
liabilities and owners’ equity.

4.0 CONCLUSION

You have learnt the use of income statement asmgoriant part of
financial statement used to state the income armkraditure of an
enterprise. You also learnt about its preparation.

5.0 SUMMARY

The summary of this unit involves discussion ofoime statement, its
basic elements, usages as well as the limitatiofinencial analysis.
The simple procedure in preparing income statenedohg with
necessary adjustments was also explained.

6.0 TUTOR MARKED ASSIGNMENT



1. Explain the basic elements of income statemenn@&rderprise.
2. Discuss the role of income statement of a busioessern.
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1.0 INTRODUCTION

Cash flow statement is the other aspect of finano@nagement that
complements the role of balance sheet and incominsent. Its

analysis explains the changes which focus on césis. prepared based
on the concept of cash which include short-ternrimsents mainly for

current (immediate) planning. We will define arngplain cash flow

statement, discuss its basic element, identifyugage and how it is
prepared.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

0] define and explain cash flow statement;

(i)  discuss the basic elements of cash flow statement;
(i) highlight its usage;

(iv) prepare cash flow statement.

3.0 MAIN CONTENT
3.1 Cash Flow Statement

This is an aspect of financial statement which ples useful

information about a business organisation actwitie generating cash
through its operations to settle debt, distribukgdeénds, or reinvest
such funds in order to maintain or expand the dpeyaapacity of the

business financing activities (be it debt or equatyd about its investing
or spending of cash).



The statement is the base for the analysis of ftasts which is useful
for short-term planning. In principle and practiavery enterprise
needs enough cash to settle its indebtedness thiaired in the near
future, pay interest as they fall due, pay divickeadd other expenses.

The enterprise can project cash flows and outfltmwshe near future to
determine cash available. This cash balance camlib matched with
the enterprise’s need for cash for the period aldequently arrange to
meet the deficit or cash surplus is temporarilyested. At this juncture,
you should note that a historical (book-keepingrds) analysis of cash
flows makes way for a reliable cash flow projecsigmeparation for the
immediate future.

This is a financial position that changes basedash and ‘near’ cash
(immediate liquidity). It summarises the causescbénges in cash
position between dates of last and proceeding balameets. (Cash
flow statement is similar to fund flow statemehi bnly dissimilarity is
the emphasis on ‘cash’). In short, cash flow state summarises the
flow of cash in and out of the enterprise over aqgokof time.

3.2 Basic Elements of Cash Flow Statement

The basic elements of cash flow statement inclh@efollowing main
activities headings:

(@) Operating activities

Operating activities consist of all transactionaspbther events
that are not investing or financing activities.

Cash flows from operating activities are genertily cash effects
of transactions and other events that is addedetermline net
income such as: typical cash inflows and typicahcautflows.

(b) Investing activities
Investing activities consist of lending money aradlecting on
these loans and acquiring and selling investmemdspaoductive

long-term assets such as: typical cash inflows tgpdctal cash
outflows.

(c) Financing activities



Financing activities consist of cash flows relattogiability and
owners’ equity including typical cash inflows angpical cash
outflows.

3.3 Sources and Uses of Cash

Pandey (2005) stated the sources of cash as follows

» the profitable operations of cash;

» decrease in assets (except cash);

* increase in liabilities (including bonds);
» sales proceeds from shares issued.

It also stated that the uses of cash are:

» the loss from operations;

* increase in assets (except cash);

» decrease in liabilities (including redemption ohbs);
* redemption of redeemable preference shares;

» cash dividend payment.

0] Cash flow statements are useful by focusing on ¢lasvs in a
business enterprise. It helps in explaining théuneaof the
financial activities affecting cash inventory. Haostance, if an
enterprise had a balance-ex At the beginning of the accounting
year andy at the end, the cash flow statement will show the
reason for the difference.

(i)  Cash flow statements are required for financianpiag. In
budgeted cash flow statements, a vital element udgbtary
planning indicates cash surpluses and shortfatien flbudget
plans. These surpluses and shortfalls are exmlesger the
planning period and management will be expectedeta with
the forecasted cash surplus or deficit. {The fornmesolves a
short-term investment surplus cash while the laster short-term
borrowing arrangement (overdraft or short-term treatility by
banker)}.

(i)  Cash flow statements contrast the enterprise’sirgaroapacity
with its spending activity. Income statement istrieted by
financial conventions to matching periodic revenwéh the cost
of earning those incomes (revenues). On the gacash flow
statement, there is no restriction in this approadimerefore, it
provides an extended view of the financial infloarsd outflows
by including both capital and revenue flows. I inference,
borrowings and capital injections and proceeds fragsets



realisation are incorporated with the cash genédriiten sales to
give a more complete idea of financial inflows. cBuas loans
repayment, capital expenditure, dividends and ianatare
incorporated with revenue expenses to give a moraptete
picture of financial outflows.

3.4 Cash Flow Management

The analysis of cash flow benefit is for short-teplanning. With
enough cash to pay indebtedness maturing in the flodare to pay
interest, other expenses and to pay dividend toebbéders. The
enterprise can make projects of cash inflows arttlosus for the n ear
future to determine the availability of cash.

This cash balance can be matched with the cashireeqfior the
business for the period and appropriate arrangeocanbe put in place
to meet deficit or invest surplus cash temporarily.

Please note that a historical analysis of cashdlpmvides insight to the
preparation of reliable cash flow projection foe immediate future.

On the other hand, the cash flow statement enabksagement to
explain the change in cash and cash equivalentigmosi Management
can use cash flow statement for dividend policyshcgenerated by
operation, investing and financing policy.

3.5 Preparation of Cash Flow Statement

The first thing to note is that the main thrustagh flow statement is to
reconcile the opening balance with the closingi@deof cash at the end
of an accounting period. Hence, we start with egaat the beginning
of the year.

Cash flow statement is concerned with cash traimsectand does not
distinct whether they are of revenue or of a camitdure. Cash flow
does not involve adjustments like income statement.

The form and content of a cash flow statement &g@urpose may be
seen in the light of the following:

[llustration:

The income statement for the year endeti B&cember, 2009 showed
that a trading stores made a profit of N18,000,00bie bank balance
had reduced from N210,000,000 at the beginning @& tear to
N3,000,000 at the 31December, 2009. By this adverse situation, the



entrepreneur requested the Financial Manager faxatanation of the
reduction in the cash balance. The analysis oh aaseipts and
payments in the year is summarised as cash movament

Cash Receipts: =00
N'000
Cash receipts from sales and debtors
145,000
Loan raised for expansion
20,000
Cash Payments:
Purchases of goods and payment to credits 109,000
Payment of wages and salaries 10,000
Payment of interest and bank charges 1,000
Expenditure on extension of premises 30,000
Payment for new fittings 5,000
Cash withdrawn by the entrepreneur 10,000
Payment of miscellaneous expenses 7,000
172,000

Excess of cash payment over cash receipts in e ye

(7,000)

From the above presentation, a cash flow statefoetihe period (year)
can be prepared to explain the change in the rsdt balances at the
beginning and end of the financial period. Notwi#inding, in order to
produce a cash flow statement which will enablehgagsition to be
known, the analysis of cash receipts and paymeatsoabe re-arranged
and classified to indicate the causes of the caskipts and the purposes
for which cash was expended.

At this point, you are advised to segregate casWwdlassociated with
current operations from cash flows connected waghital items and this
shown below.

For financial analysis, by cash flow statement,gkplanation of the fall
in the bank balance from N10 million to N3 millioiespite recording a
profit of N18 million is to be in the capital expditure incurred during
the year. Hence, total capital expenditure amagri N35 million was
financed by N20 million loan and N18 million fronme& cash flow
generated by current operations. The differenddmillion had to be
found from available cash in the bank account.

Cash Flow Statement for the year ended 31December, 2009



-N00O N000

N'000
Bank balance as at'Danuary, 2009
10,000

Net cash flows from current operations

cash receipts from sales and debtors 145,000

Less:

Purchase of goods and payments to creditors 109,000

Payment of wages and salaries 10,000

Payment of interest and bank charges 1,000

Payment of miscellaneous expenses 7,000127,000
18,000

Less:

Payments from profits to owner 10,000

Cash flow fro current operation available for

capital purposes 8,000

Net cash flows on capital items cash obtained by lo 20,000

Cash obtained by loan 28,000

Less:

Expenditure on extension to premises 30,000

Payment for new fittings 5,000 35,000

Excess of cash payments over cash receipts

during the year 7,000

Bank balance as at 3% December, 2009 3,000

4.0 CONCLUSION

You have learnt about cash flow statement whicthésthird and final
part of financial statement that assists in thdyasmaof changes in cash
position of an enterprise during a given periodiroe.

5.0 SUMMARY

In this unit, we have discussed cash flow statersbotving the basic
element, highlight of its usage in financial anayand the preparation
procedure of same.

6.0 TUTOR MARKED ASSIGNMENT
1. Explain the sources and uses of cash in an ergerpri
2. Name with explanation the three categories of déshs that

make up the cash flow statement.
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1.0 INTRODUCTION

Financial ratio is a proportion or fraction or pemtage expressing the
relationship between one item in a set of finangitements and
another item in the same financial statements.arfgial ratios are the
most powerful of all the tools used in the analydifinancial tools, with
empirical approach. In this unit, you shall leaiquidity ratio analysis
the definition, computation, types and the analgsithe short-term debt
payment ability.

2.0 OBJECTIVES
At the end of this unit, you should be able to:
. define and explain liquidity ratio

. identify the different types of liquidity ratios drstate their usage
. compute the different liquidity ratio.



3.0 MAIN CONTENT
3.1 Liquidity Ratio — Definition

This is a tool generally used to express the extenthich a business
can meet its short-term obligations as at when divden an enterprise
owes short-term debts (bills — water electricity.)ethe liquidity is the

loop to show the capability.

3.2 Types of Liquidity Ratio

Liquidity position is assessed with the following:
Current ratio

Quick (Acid-test) ratio

Cash ratio
Net working capital ratio

PONPE

3.2.1 Current Ratio

This ratio compares all current assets with curdetiilities in the
financial statement and indicating the ability afenterprise’s ability to
meet its short-term obligation with its currentetss

Current ratio = Current Assets
Current Liabllities

A low current ratio indicates that the enterpriseymmot be able to pay
its future bills on time especially, if a it is slan debt collection. A

high current ratio indicates an excessive amountusfent assets and
management’s inability to utilize the enterpriseésources effectively.

To be able to withstand the sudden adverse consegsieof such

eventualities and reduction of creditors (or exioe@ ants of bad it

debts) is necessary to ensure that it is neceslatythe current assets
adequately cover the current liabilities.

To determine whether this ratio is high or low wstjright, comparisons
should be made with current ratio of previous misi@and of similar
businesses. As a general rule (convention) amcuragio 2:1 is accepted
as ideal. This ratio is regarded as industry aeraA comparison with
this should be made to determine typical curretib f@r similar firms.
In some other industries, a current ratio sliglotlysubstantially below 2
Is adequate, while other industries require a miaher ratio. In
general, the shorter the operating cycle of a lassinthe lower the
current ratio. The longer the cycle, the higherchrrent ratio.



A comparison of the firm’s current ratio with prigreriods, and a
comparison with industry averages, will help toedetine if the ratio is
high or low. These comparison do not indicate whyg high or low.

Possible reasons can be found from analysis ofntlieidual current

asset and current liability, a/c often found inetaded analysis of a/c
receivable and inventory stock.

3.2.2 Quick (Acid Test) Ratio

This ratio expresses the relative amount of cashotimer assets that can
be easily converted to cash that are availabledetrourrent liabilities.
This is a more conservative measure of liquiditpaly liquid assets are
considered. It excludes stocks (inventory) fronrent assts. The ratio
emphasizes more on assets easily converted into(cato a reasonable
period without loss of value.

Therefore, stocks are deducted from current assetd in the current
ratio above. (In practice, an analysis of debisrgerformed to enable
debtors’ balances which are doubtful of recoverly be deducted from
the current assets — for examination purposessiaigoided).

Quick (Acid Test) ratio =_ Current Assets — Stéickrentory)
Current Liabilities

As a general rule quick ratio is 1:1 is accepteitiesl.

You should note the striking difference as a finahanalyst that the
current ratio evaluates an enterprise’s overalluitiify position
considering current assets and current liabiliti€3n the contrary, the
quick (or acid-test) ratio relates the more liquadsets to current
liabilities.

The usual guideline for the acid-test ratio isAL.comparison should be
made with the enterprise’s past acid-test ratiak wajor competitors
and the industry averages. Some industries fiatlahratio less than 1 is
adequate, while others require a ratio greater.tlram example, a
grocery store may sell only for cash and not haeeivables. This type
of business can have a quick ratio which is belbe 1 guideline and
still have adequate liquidity.

It also worthy of note that before computing qurekio, compute debt
(at receivable) turnover for this should help yowmi an opinion of the
quick ratio.



3.2.3 Cash Ratio

This ratio examines cash and its equivalent (malketsecurities) in
relation to current liabilities. It measures madisjuid asset of an
enterprise by considering only cash and marketablaurities in the
current asset (numerator).

Cashratio = Cash + Marketable Securities
Current Liabilities

Cash ratio is an analyst need to view the liquidityan enterprise from
an extremely conservative view point. For examitie,enterprise may
have pledged its receivables and its stock (invghtar he/she suspects
severe liquidity problems with stock (inventory)dareceivables. The
best indicator of the enterprise’s short-term lkijtyy may be the cash
ratio.

Observation

You should note that cash ratio analyst seldom gihee ratio much
weight when evaluating liquidity of an enterprisecause it is not
realistic to expect an enterprise to have enougih eguivalents and
marketable securities to cover current liabilitidsan enterprise depend
on cash equivalents and marketable securitiesitfodiquidity its
solvency may be impaired.

Financial analysts should consider the cash rdtenterprises that have
natural show-moving inventories and receivablesertdrprises that are
highly speculative. For instance, a land develaptneempany in Lagos
may sell lots paid for over a number years instakaléy.

The cash ratio indicates immediate liquidity of firen. A high cash
ratio indicates that the enterprise is not usirg dash to its best
advantage. It is pertinent to put cash to worthaenterprise operation.
A cash ratio that is too low could indicate an incila¢e problem with
payment of bills.

3.2.4 Net Working Capital (NWC) Ratio

Working capital is defined as the excess of curessets over current
liabilities and is regarded as being available $opporting current
operations.

Net working capital is the difference between cotr@ssets and current
liabilities excluding short-term bank borrowingt i sometimes used as
a measure of an enterprise’s liquidity. This is@dy considering that



between two firms, the one having the larger Netrkivig Capital has
the greater ability to met its current obligations’his nevertheless
measures the enterprise’s potential reservoir wfisu This relationship
to net assets or capital employed can be expressed

NWCratio = NWC
NA

Where NWC = Net Working Capital
NA = Net assets.

SELF ASSESSMENT EXERCISE

Define liquidity ratio. List the different typed diquidity ratios and
their role in financial decision.

4.0 CONCLUSION
You have learnt that liquidity ratio is one of teancial ratios used as a

tool to ascertain the level of a business prepassito settle short-term
obligations (debts).

5.0 SUMMARY

In this unit, you have learnt definition, explamatiand types of liquidity
ratios and usage in financial analysis and manageaian enterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain liquidity ratio of an enterprise.
2. Identify different types of liquidity ratios anldeir uses.
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1.0 INTRODUCTION

In this unit, we will consider another ratio fondéincial analysis known
as profitability ratio which emphasis the efficignof the operation of

the enterprise. It will indicate how well the nsss enterprise is being
managed. Profitability is the ability of an entésp to generate

earnings.

You shall be shown how profit (ability) is the d@ifence between
revenues (income) and expenses over a period ysuadl year. The
management of an outfit uses profitability to measerformance.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. define and explain profitability ratios
. identify the different profitability ratio
. compute the profitability ratio.

3.0 MAIN CONTENT

3.1 Profitability Ratios

These ratios are used to measure the operatingieeify of an

enterprise profitability indices are expressedhia tncome statement.
The primary financial analysis of profit ratios sk include only the

types of income arising from the normal operatiohthe business.



An enterprise is expected to earn profit to sunawne grow over a long
time. Profit making is essential, but managemdmukl not place

customers concern, employees welfare consequericesppliers and

other social needs in the lower rung of the laddets quest for profit

maximization. You will agree with me that the mess need to survive
first before profit is sort.

Yes, profit is the difference between revenues axpresses over the
period could be one year computation. This isdhkpectation of the
enterprise and will help in evaluating the perfonee (efficiency) of the
business.

As an objective, the entrepreneur — owners (masagel through this
process, want to get the rate of return of theiegt. On the other hand,
creditors will evaluate the ability for them to ¢mme business if the
profitability ratio is assuring for interest and irqmipal regular
repayment.

Generally, there are two major types of profitapitatios — profitability
in relation to sales and the one based on investmen

3.1.1 Profit Margin
What is Profit Margin?

It is margin that indicates the extent to whicheaerprise can generate
profit from sales. It is a measure of an entegsi®perating efficiency
l.e. it helps in measuring the relationship betweales and operating
profit. The profit margin in other words measutks profit made on
sales after all the running expenses have beenctitiirom gross
profit. Expressed as
Operating Incomex 100
Sales

Net Profit Margin

When operating expenses, interest and are remooetdthe gross profit
you get the Net Profit. Net profit margin ratiodsrived from dividing
profit after tax by sales. Expressed thus below:

Net profit margin = _Profit after Taxx 100
Sales

You should note that Net Profit Margin ratio rekateet profit with sales.
This establishes management’'s efficiency in manufag,



administering and marketing the products. It shamsenterprise’s
ability to withstand adverse economic condition&. high net margin

ratio connotes an advantage position to survivintplselling prices,

rising costs of production or declining in proddeimand. An enterprise
with low net margin ratio would find to difficultot survive adverse
situation in the market.

It may be of interest for you to know as studenfiin&ncial analysis
that, similarly an enterprise with high net prafiargin can make good
use favourable condition. Such as:

. rising selling prices
. falling costs of production or
. increasing demand for the product.

An enterprise of such will be in advantage to am@de its profits faster
than an enterprise with low net profit margin.

Gross Profit Margin

This ratio shows profit relative to sales after theect production cost
have been deducted. In other words, it shows\taeage gross profit on
goods sold. It can be used as an indicator o€ieficy of production
operation and the relationship between selling epdnd production
costs. This is expressed as an equation as fallows

Gross Profit Margin = _ Sales — Cost of Goods Sold 100
Sales

Or

Gross Profit x 100
Sales

As a norm, the higher the ratio, the more efficiam enterprises’
operation could be.

Note: If the product of an enterprise is mono, ttaio should
correspond to the trade mark-up. For an enterpvide multi-product
background, which does not apply uniform trade markto all the
different lines of goods sold, a different grossrgna should be
calculated for each line goods.

Placing a reliance on the gross margin computexfdlowing factors
should be considered.



. The method of stock valuation (this need to be isteist)

. Trade discount granted to customers
. Purchase or production cost
. Sales mix

. Whether theft occurred.

If sales are not recorded, the cost of goods sotélation to the sales is
very high. If stock is being stolen, the endingentory will be low and

the cost of goods sold will be high gross profitrgia analyzing help

users like managers of budget gross profit levets their predictions of

profitability. The margins are also used in coshtecol. Estimations

utilizing gross profit margins can determine stdickentory) levels for

interim statements in the merchandising industrigscan also be used
to estimate stock (inventory) involve in insurvedes. Also, the margin
are applied by auditors and Interval Revenue Serv judge the

accuracy of accounting system.

3.1.2 Mark-Ups on Cost

This is another ratio used in analyzing trading fipability of an
enterprise. It shows the profits relative to direosts of production
expressed as follows:

Gross Profit x 100
Cost of Goods Sold

This ratio shows gross profit in different waysfall of two ratios.

SELF ASSESSMENT EXERCISE 1
Explain profitability ratios and their uses.

3.2. Basic Earning Power

You should note that to analyse an enterprise’anttial performance,
two aspects are of interest to investors.

First, its financial performance — that is its @piko generate income.
(Return on investment). Ratios of financial ety in this respect
focus on ROI the relationship between income atessand income and
asset.

Second, its financial performance employed may $sessed based on
the value of its shares to investors. That isosatof financial
performance focus on earnings per share, divideetd yand price
earnings ratios.



The analysis of efficiency as earning power shohest the overall
measure of earnings performance for purpose of aosgn is the ratio
of return on capital employed, otherwise knownedam on investment.
This ratio consists of several components which am® of the most
important of which are the asset turn-over ratid geturn on sales ratio.

3.2.1 Return on Investment (Capital Employed)

The term investment refers to in this context &al tassets or net assets.
The funds employed in net assets are known asatagriployed. Net
assets equal net fixed assets plus current agsstsatcount liabilities
minus bank loans. Alternatively, capital employg@qual to net worth
plus total debit.

As could be inferred in summary there are sevemsiof stating the
value of this ratio.

Note:

As discussed earlier in Module 1 analysis couldobeed on intra or
inter-enterprise comparison. (intra- the same itgusnter — different
industry; inter — different industry). In this easare must be taken in
making it inter — enterprise comparison.

The ratio may be expressed thus:

. Net Income/Shareholders’ Equity
. Net Income + Interest/Equity + Long-term Liabilgie
. Net Income/Gross Tangible Assets.

You should note that when you are to analyse agrgmse’s efficiency
In generating income, it is more appropriate totos& assets, that is net
fixed assets plus current assets, as the denominato

On the other hand, the investors would be intedegterelating net
income to the value of the shareholders’ equity.

In this unit, we shall assume that we are seekingeasure of the
enterprise’s internal efficiency in the generatodnncome and apply the
ratio of net income to total assets.

We therefore breakdown the factors which affect th&o return on
capital employed into the following ratios:



Sales Net Income
Assets Sales

Sales Gross Income Overhead
Fixed Assets Current Assets Sales Sales

You should also know that these ratios may be éurubdivided by a
closer analysis of the components of current asHeds is inventories
(stocks) and debtors, and the elements of diretbaerhead expenses.

Hence, the ratio is generally expressed as follows:

R.O.l = S X NI x 100
(ROCE) CE S
Where

ROI Return On Investment

ROCE Return On Capital Employed
S = Sales

CE = Capital Employed

NI = Net Income.

We will discuss the two components of return oniteagmployed (1)
the asset turnover ratio.

This is the first component of the formula above.

Intension: To reflect the intensity with which assets arepkayed.
That is, if the enterprise is with a low ratio ddles to
assets, it memo that some substantial under-uidizaof
assets will occur or alternatively that assetsreniebeing
efficiently employed. The focus of managementnistioe
use of assets made. This is a prime determinarnteof
level of future flows of income.

1)) The ratio of net margin on sales

This second component of the formula for calcutatthe Return on
Investment seeks to assess the profitability oessalvhich is the
efficiency of sales as a critical and vital eveniricome generation.

The ratio of net margin on sales varies widely fremterprise to
enterprise and could be used solely for comparefosimilar business
organizations in the same enterprise/industry.s Tglps in comparing
the operation of similar companies over a timequkri



At this juncture, you should note that some entsegrmay operate by
low profit margins and high levels of turnover, fagxample
manufacturers and marketers of foodstuffs.

3.2.2 Earnings per Share

Investors trade in shares of a particular compangarn reasonably at
the end of the business year. They seek to makédht allocation of
his investment funds. The earnings efficiencyhafttcompany is very
important to him, but it has to be in tangent withshares. For this fact,
ratios of several dimension are applied by invesiarappraising the
performance of companies in terms of share prindsyzeld.

I Ratio of Earnings per Share
Stock Exchange prices are quoted on a share bdtsis. pertinent to
interpret a company’s financial performance in teraf earnings per

share.

For ordinary shares the ratio is expressed thus:

E.P.S. = NIAT-PDR
oS
Where EPS = Earnings per share
NIAT = Net Income after Tax
PDR Preference dividend requirement

0.S Number of ordinary shares

Note: This ratio is significant only for ordinarareholders.
Preference shareholder only have right to a foigalend.

Generally, it is acknowledged that ordinary shal@érs market value is
closely related to the earnings per share. Thikesdhis ratio to be
used as a basis for predicting the future ordirsdngres value. It also
aids in the forecasting of future dividends.

Ii. Dividend Yield

The dividend yield focuses on the value of dividerkclared to an
investor (shareholder).

The formula for its calculation is as follows:

Dividend yield = Ordinary dividend per share x 100
Market price per ord. share




Note: Dividend yield is used to evaluate the sharehsldegturn in
relation to the market value of the shares (investin Hence, the result
is to be compared with returns from other typesweéstment for right
decision taking.

Rightly stating, investors interested in seekinghhyielding share can
compare the dividend yield of other shares investsnm other to select
for purchase highest yielding shares.

iii. Dividend pay-out ratio

This ratio is otherwise known as Dividend covereg®. It reveals the
percentage of dividend in relation to the percemteggained to expand
the growth of the enterprise or firm.

It indicates the continuous ability of a companyp#y current dividend
levels in the future forecasted by the dividenderage ratio. This is
calculated as follows:

Dividend per Sharex 100
Earnings per Share

The ratio bears strongly on what accrues to theesioédders as cash
dividend since it is a directory to future/potehtiavestors. It will
reveal how much is retained for future expansiod growth of the
company’s internally financed source. It is obwdhat the company
has provided ample margin of earnings enough tcencakrent dividend
declaration.

\2 Earning Yield

This yield states the earnings yield in relatiomtarket price per share.
This is expressed thus:

Earnings yield = Earnings per Share x 100
Market Price per Share

V. Price earning ratio

This relates earnings per share to the current ehgmice of the share.
It reciprocates earnings yield and allows an inmest contemplate on
the ordinary shares in other to obtain a more ateuriew on return on
investment associated by current earnings. Thdis fanakes it a
capitalization factor.



Expressed in formula as:__Market Price per Share
Earnings per Share

Example: If the earnings per share in the Eneolfongis N10.00 and
the Lagos Stock Exchange share price on the dapeldication of this
result is N25.00 per share. (The price earninge & 2.5). This ratio
may be the basis of comparing several purchasmatiee in making a
decision.

SELF ASSESSMENT EXERCISE 2
What is return on investment for an enterprise?

4.0 CONCLUSION

The conclusion drawn from this unit is that there different analysis
of profitability ratios. Each tends to approacloffir from various

perspective, the users of the financial informatiorhe core investors,
the financial analyst, creditors, financiers, etach consider the
analysis from what is for its part.

5.0 SUMMARY

In summary, profitability ratio expresses differgmofit level of a firm
as it affects users. These include profit margiark-ups on cost, basic
earning power and return on investment.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain profit margin of a business enterpristating the
different types.
2. Discuss basic earning power of an enterprise.

7.0 REFERENCES/FURTHER READING
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1.0 INTRODUCTION

In this unit, you will learn that leverage ratio @other aspect of
financial ratio analysis based of financial statemmformation. It
measures the extent of an entrepreneur applying fadetmcing and its
implications as opposed to equity financing.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. define and explain leverage ratio
. identify different types of leverage
. assess debt ratios implications in a business m&jon.

3.0 MAIN CONTENT
3.1 Leverage Ratios

This ratios measure the relationship between thesprovided by the
owners (shareholders) of an enterprise and funogiqed by creditors
(non-shareholders) of the business enterprise. fiihes provided by
the owners (Equity shareholders) are known inténgénerated and
when funds are contributed by non-shareholders shiirce is known as
externally generated funds. Every business usdl bources for
funding but the ratio the leverage which measuhes ability of the

business enterprise service (operate) the chagesilag from the use
of outsiders funds (creditors). Borrowing capadlgverage) ratios
measure the degree of protection of suppliersrajtierm funds.



Short-term creditors, like bankers and suppliers méterial are
concerned with the enterprise’s current debt-pawhijty. The long-
term creditors, like debenture holders and findnamermediaries
considered the enterprises long-term financiahgite

Every business have to assess the financial lesesagapital structure
ratios to ascertain the funds mix provided by tlj@ity owners and

creditors (lenders). The statute guiding financimmcourages
appropriate mix of both means. The process ofipjathe owner’'s

equity return through the use of debt is calledafiicial leverage or
financial gearing or trading on equity. This phemmon leverage, can
work in opposite direction too. With higher codt @ebt than the

enterprise’s overall rate of return, the earningstareholders will be
reduced. Also there will be threat of insolvendy. case the enterprise
is actually liquidated for non-payment of debt-reokl dues — the
residual owners will bear the brunt as shareholders

Hence, using debt magnifies the share earningsreneases their risk.
Furthermore, a highly indebted enterprise, finddifficult to raise funds

from creditors and owners in future. Margin of etg@faccording to

creditors is the owner’s equity. If the equity &as small, the creditors
risk will be presumably high. Hence, leverageositare computed to
measure the financial risk and the firm’s ability asing debt to

shareholder’s advantage.

You should note that leverage ratio can be compireich both the
balance sheet and income statement.

From the balance sheet items is to determine thpoption of debt in
total financing. The ratios under this cover irdecthe extent to which
the enterprise lies on debt financing assets.

While from income statement computation is by dateing the extent
to which the fixed charges.

3.2 Types of Leverage Ratios

We have discussed leverage ratio, now, leveragrigr the following
ratios.

I Debt Equity Ratio
This ratio assesses the extent to which firm imgidorrowed funds.

The calculation is by dividing the total debt of anterprise by it
shareholders equity (Networth).



This is expressed thus:

Total Debt
Shareholders Equity (Networth)

For creditor, this ratio is best indicated to bev Ibecause the higher
level of the enterprise’s financing that is madeail@ble by owner’'s
equity, the larger the margin of protection in caseet values shrink or
losses occur. (Where there is preference sham@® #re treated as debt
with leverage ratio computation).

il Debt Total Asset Ratio:

This measures the amount of the total funds praviol creditors in
relation to total assets of the enterprise. Thexpressed as:

Total Debt
Total Assets

In this case creditors also want a low ratio fdraabt’'s ratios, since
lower ratio ensures greater safety against credilosses in case of
liquidation of the enterprise.

1 Long-term Debt to Total Capitalization

This measures the relative weight of long-term tepo the capital
structure of the enterprise. This is known as (BgdRatio.

This is expressed as:

Long-term Debt
Total Capitalization (capital employed)

It measures the extent to which an enterprise meldd by long-term
loans. The lower the ratio, the lesser the finantsk of the enterprise.

iv.  Times Interest Earned Ratio measures how satig€tory an
enterprise meet its interest payment. This is exgssed as:

Earnings before Interest and Tax
Interest Charges

It checks propensity to bankruptcy as it measuhes ability of the
enterprise to pay interest and capacity for new.deb

The higher the ratio the greater the likelihood tha& firm could cover
its interest payments without difficulty.



V. Fixed Charge Coverage

Just similarity interest earned ratio but it is manclusive since it
recognizes that many enterprises lease assistsirmd long-term

obligation under lease contracts for the paymem¢ade premium. This
is expressed thus:

Earnings before interest and tax + lease obligation
Interest charge + lease obligation

This ratio is preferable to the interest earnetb rir financial analysis
leasing is widespread in financing businesses.

SELF ASSESSMENT EXERCISE

List the types of leverage ratios used by an entap

3.3 Debt Ratios Implications

What debt ratio imply is that it show cases thesleaf debt — financing
has been used in the business. A high debt tdayemoplies that clams
of creditors are greater than those of owners gquit

A high debt enterprise

1. Can borrow funds from be restricted in terms amaldition since

the bargaining stand is not strong. This goes wiéltain condition
before loan agreement is honoured such as

. Maintaining a certain working capital
. Restricting the payment of dividend
. Limit salary of workers which will in tern limit #n number and

caliber of staff employed.

It leads to creditors pressure

It constraints independence of management fomicty properly
It leads to the enterprise entangling in a dedyg-if not timely
managed out of the quagmire.

W

A low debt-equity ratio implies a greater ownerklim than creditors.
The creditors regard this position as satisfac®iyation since a high
proportion of equity provides a greater margin afesy. During low
profit period, low debt-equity ratio enterprise &y less burden in debt
servicing exercise.



From the owners equity views, they are disadvansagleis period. The
higher the debt equity ratio the larger the shddedre earnings as the
cost of debt is less than the overall rate on netur investment of the
enterprise.

The need arises to strike a proper balance betieense of debt and
equity. This balance hangs on appropriate debityegqombination
trade off between risk taken and return obtainetthénentrepreneurship.
There is need to be cautious in the interpretatiotihis phenomenon —
debt ratio.

4.0 CONCLUSION

In this unit you learnt of leverage ratios as apeas of financial ratios

as an aspect of financial ratio which measure eliellof debt as against
equity in an enterprise.

5.0 SUMMARY

This unit is summarized into explaining and defiileverage ratio,

identifying the types of leverage ratios and deltibs implication for an

enterprise which is a going concern.

In the next unit you will learn of Activity ratias a business enterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain leverage ratio in a business enterprise.
2. What is the implication of debt ratios in a Imesis organisation?
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1.0 INTRODUCTION
In this unit, you shall learn of another aspectiméncial ratio known as
activity ratio. Its main focus is to measure tierall performance of an

enterprise. It is employed as a tool to evaluagedffectiveness of an
enterprise as for the use of its resources.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Define and explain activity ratio
. Identify types of activity ratios
. Measure activity ratios.

3.0 MAIN CONTENT
3.1 Activity Ratio

The activity ratios are used for the evaluatioriferprise efficiency. It
aids the entrepreneur or the manager to managet#izd the assets.

Owners equity and creditors fund are invested inous assets to
generate profits and sales. With proper analylsectivity ratios of an
enterprise assets will be better managed. Actnatyps are also known
as turnover ratios because they show the speedwtitbh assets are
converted to sales. Hence, the ratio demonstiage rélationship
between sales and assets. When they are well manégreflects a
proper balance between sales and assets utilization



SELF ASSESSMENT EXERCISE

What is main focus of activity ratios?
3.2 Measurement of Overall Performance

Overall performance can be measured by severaVitgctiatio as
follows:

1. Return on Capital Employed — ROCE

ROCE relates profit earned to the amount of lomgiteapital invested
in the enterprise. With this ratio, managementsusess how useful the
enterprise’s resources are efficiently managed.capital employed is
total assets less current liabilities.

Expressed as Earnings before Interests + Tax
Capital Employed

2. Current asset turnover measures the number ofres current
assets has been converted into sales.

Expressed as
Sales
Total Current Assets

If this ratio indication is higher, then it reflachow more effective the
revenue generation of an enterprise is.

3. Fixed Asset Turnover exposes the efficiency imé usage of
fixed assets in the revenue generation expressed as

Sales
Net Fixed Assets

Note: If the ratio is higher, it reflects bettesposition for the enterprise.

4. Inventory (Stock) Turnover Ratio: shows how efftient and
effective an enterprise inventory and its liquidityis managed.

Expressed as
Cost of Sales
Average Inventory

To arrive at average inventory we divide by two skien of opening and
closing inventories (stocks).



Note: Higher inventory turnover indicates how efficierthe
management of an enterprise’s inventory and itsidity is. Low
inventory turnover is often a sign of excessiveyvglor obsolete items
in store.

5. Average Payable Period/Creditors Payment Period:

This ratio measures the insolvency of an enterpri3éis shows the
average number of days an enterprise uses in payitgcredits.

Expressed as
Account Payable x 360
Annual Credit Sales

Low credit period ratio shows that the enterprisekes credit payments
promptly and that the credit system is efficiefiihe high ratios shows
that the credit payments are not prompt and inefiic

6. Average Collection Period/Debtors Collection Pénd

This ratio measures the speed which an enterpoitects amount owed
by customers. It determines average period reblEvar collected after
sales.

Expressed as
Receivablesx 360
Net Sales

7. Receivables Turnover Ratio

It measures the quality of the receivables of tha find the efficiency
in its collection.

Expressed as:
Annual Net Credit Sales
Receivables

Note: Activity ratios is varied and abound. Theyuld be extend to
other areas but for the purpose of this coursetoe @t these few ones
which are the basics. Good management which fameasures the
inventory and liquidity?

4.0 CONCLUSION

In this unit, you have learnt about the activitfigaf an enterprise as an
aspect of financial ratio which measures the oVarivity.



5.0 SUMMARY

The summary of this unit entails the activity ratie- definition,
explanation, identification of various types and theasurement. In the
next unit, you will learn the investment ratio af @nterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain activity ratio of an enterprise
2. Identify different types of activity ratios usgtdan organisation.

7.0 REFERENCES/FURTHER READING
Gibson, C.H. (1997). Financial Statement Analysislsing Financial
Accounting Information Ohio:  South-Western  College

Publishing.
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Panday, I.M. (2005). Financial Management. New hDeNikas
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INTRODUCTION

credit arises when an enterprise sells @slymts or services on
credit and does not receive cash immediately assaantial marketing
tool to retain customers. The management of theseivables is very
vital to the business as a going concern. You wWelrn cash

management and sensitivity analysis role.

Cash as you will agree is the basic input to keepusiness on a
continuous basis — the management of it is of egsenthe life of the

business.

In Unit 1 of Module 3 of this course, you will betioduced to another
important aspect of working capital and currenteassash and
receivables (debtors) which assist in the operatidna business

enterprise.



2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Explain cash management

. State the steps to cash management

. Link sensitivity analysis to cash management
. Identify the motives of holding cash.

3.0 MAIN CONTENT
3.1 Cash Management and Control
Cash management is concerned with the managing of

. Cash flows into and out of the enterprise

. Cash flows within the enterprise

. Cash balances held by the enterprise at a pointinoé by
financing deficit or investing surplus cash.

Cash management focuses on managing cash flowadroat of an

enterprise i.e. cash flows within and cash balahetd by an enterprise
at a given point in time which is utilised either tinancing the deficit

gap or investing surplus cash.

Note: Sales generate cash disbursed.
Surplus cash is invested while deficit is borrow@dhake-up.

Cash management attempts to control cash cyclemienum cost and
tries to achieve liquidity. Cash management plazesh as the most
significant and at the same time the least prodecsset at the disposed
of an enterprise. Itis a means of settling inddbéss of the enterprise.
It is not easy to predict cash flows accuratelgt tmeans, it takes time
and dexterity to achieve its ideal position. Thegans the aim of cash
management is to maintain adequate control ovdn pasition to be
able to keep the enterprise sufficiently liquid d@aoduse excess cash in
some profitable way.

Controlling cash in small enterprise is a probleracduse they
entrepreneurs need the secret of controlling ttesh through effective
cash management skill. The secret of controlliaghcis simply having
the right amount on hand and in using the surpliselyw when they
occur.

The right amount of an enterprise is based comgpltash balance. An
enterprise should aim to have just the right amaintash in hand —



never too little for its needs and never too muchifs needs. If a
business enterprise has a permanent year arousslupeeon cash, that
enterprise may be undercapitalised. Such shoxégash can lead to
disaster in that the entrepreneur/owner of businesg not be able to
pay the firm’s bills as at when due. This may léathe business going
broke because it is a sign that the owner lacksrntimediate financial
resources to meet the sudden demands of new-madtthompetition.
This situation motivates the entrepreneur to mowsatd acquiring
additional capital into his/her enterprise to shagpeenough cash to keep
the business financially healthy.

Also, an excess amount of cash often indicates boatness is not
utilizing its liquid assets properly. Invariablxcess cash gives room to
purchase of new stock investing in short-term deear redeemable as
funds needs arises (Treasury bills), profitabletwmas which enables the
business to grow. In the case of accumulatindyféarge amounts of
excess cash on a regular basis, the best invesiopéion investment
probably would be that of ploughing the money imtodernizing (ICT)
and expansion of the enterprise into attractingigrepatronage.

3.1.2 Steps to Cash Management

This involves two paths of action — (i) having tight amount on hand
to pay your bills (2) using any excess of that amauisely.

We will now consider an approach for a reliable hcasanagement
which involves four steps.

1) Keeping adequate records on cash book control
2) Identifying the cashflow pattern

3) Estimating future cash balances and

4) Utilizing excess cash to generate income.

Adequate Records

Most entrepreneurs operate without adequate bopkkgeo control
cash hence there is no smooth path in the firstsgphaf cash
management procedure. To start with, there is teeteck the present
way of bookkeeping to ensure the records on casladequate. Does it
show what is needed about the cash that comeshatbusiness?... and
what goes out of the business? Does it alert $b cificits or to cash
surpluses?

Cash comes from:

. Daily cash sales



. Payments made by customers to their accounts
. Loans acquired for short-term needs
. Additional capital borrowed on long term basis.

Cash flow Pattern

Book control provides information needed for theas® phase of cash
management. This path is concerned with keepirsinbas healthy by:
providing funds when deficits occur in cash, utilg surpluses with
prudence and working with dynamic situations (chaggveek to week,
month to month, etc.)

Estimated Cash Balances

This is the third phase of cash management. That pehich cash
balances estimates are projected for the next eae(2 months). This
achieved through cash budget (forecast). Wittbtidgeting the income
and expenses of the enterprise during the nexthmduming the next 6
months and up to the next 12 months.

Use of Balances to Produce Earning

This is the fourth phase of cash management. Tlevleaige of cash
balances of an enterprise (all things being edquaps to achieve proper
and dynamic control of cash. When there is cashagement and
control

. it guards cash balances and makes them availatede néeded.

. it alerts on month to month when the cash balasckgs than
expected expenses. (This problem can be tackleahlbyverdraft
or short term bank loan to tide the business dwerstag and to the
next peak).

. it aids to determinate the growth rate of the qise. It serves as
chart in utilising the cash surplus.

. Finally, if the enterprise grows to the extent tlaager amounts of
excess cash are accumulated, the alternative ilsvest them in
government securities, savings and loans shareg, $&vings etc.
or approach a reliable investment experts whonsli@ with the
enterprise’s investment objectives for proper dives.

SELF ASSESSMENT EXERCISE

State steps of cash management of a business noncer



3.2  Sensitivity Analysis

In practice, there are alternatives to cash managemamely: forecast
(budget) planning because of uncertainty basedsen®f assumptions
of cashflows. One very reliable method of havingight about viability
of cashflows of an enterprise is sensitivity analyBy use of insight or
experience, the firm would know that sales showdrelase at the most
by x% under unfavourable conditions as compardtiégamost probable
estimate. This means cash forecasting can begbedjeinder three sales
conditions:

I Optimistic
. Most probable
iii.  Pessimistic

Determining the outcome of extreme expectations halp the firm to

be prepared with contingency plans. If cash budgdéiased on worst
circumstances, it will become useful to the manag®nto face those
circumstances.

3.3  Motives for holding cash

The Enterprise need to hold cash to achieve thewwig three motives:

. Transactions
. Precautionary
. Speculative

Explanations of each motive are:
Transaction Motive

This requires an enterprise to hold cash to perfibrondinary business
activities. This cash is to pay for purchase, wgaged salaries, other
operational expenses, tax dividends etc. Withgoerianagement of
cash receipts and cash payment will make the hgpldih cash not
necessary as there will be enough cash when paysienbe made.

Precautionary Motive

This is for the enterprise to meet up contingeneigshe arise in the
future. Cash at this stage is used to provide shion or buffer to
withstand some unexpected emergency. The precanyicamount of
cash will depend upon the predictable nature ofdhaeh flow of the
business. With predictable cash flows less cashbeimaintained for



an emergency. This can also be influenced bytabdiborrow within a
short notice by an enterprise.

Speculative Motive

This is holding cash for investing in profit-makiogportunities as and
when the need arises. The opportunity to makeitdogfan enterprise
may arise when the security prices change. Theni®pportunity to
hold cash and expect a rise in interest rates aadrisy prices will fall.

This is the inter-play in the capital market whihproperly studied

those holding cash have better opportunity i.e.usees can be
purchased when the interest rate is expected o Tdle business will
benefit if price fall subsequent in interest ragading to increase in
security prices.

SELF ASSESSMENT EXERCISE

Explain the three principal motives for holding lcas

4.0 CONCLUSION

We have identified cash management as a tool tatemaicontrol over
cash position which enhances the effectiveness anderprise to keep
the required liquidity level and utilise the excesssh for profitable
venture.

5.0 SUMMARY

In this unit, we have discussed cash managemeps sted control,
sensitivity analysis and motives for holding cash.

6.0 TUTOR-MARKED ASSIGNMENT

1. In sensitivity analysis, explain under salesditton the means of
cash forecasting.

2. Explain cash management in an enterprise.
7.0 REFERENCES/FURTHER READING
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1.0 INTRODUCTION

Organisations usually have claims to future inflosfscash. These
claims are known as accounts receivables and neteiviables
expressed in financial statements.

The main claims come from selling of goods or sEsion account to
customers — trade receivables (debtors) with tlstoooer promising to
pay within limited period of time e.g. 30 days.

These claims from customers bear no interest naive claims against
specific resources of customer. It is purely basedinderstanding and
relationship to keep the business going.

The major factor of receivables is that the orgatios expects to
receive cash sometime in the future. The managensénthese
receivable alternative will be discussed and th&tjpm of this unit.

In this unit, you will learn about receivables mgement, credit sales
versus cash sales as well as credit policy.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. Explain receivable management
. Differentiate credit from cash sales
. Show credit policy — its nature and goals.



3.0 MAIN CONTENT
3.1 Receivables Management

Trade credit make way for trade debtors otherwisewn as account
receivable which a business (an enterprise) expectceive in form of

cash in the near future (usually which a shortqeewithin the financial

period e.g. a week, fortnight, month, quarter, lzalfear, a year). The
customers benefiting from this gesture are knowrirade debtors or
generally listed as debtors (to be claimed as aéshe organisation.

Receivables are risk elements, meaning that maragemust identify
some elementary facts (characteristics).

1. It involves the analysis of the implication @flwe of credit sales.
Cash sales are riskless. Credit sales need tarb&utty analysed
as cash payment will be in future. The integritytte# beneficiary
of the sales must not be in doubt judging by tlaekrrecord of
the trade business.

2. Based on economic value, the purchaser berafitee time sales
immediately while the owner of the sales expecte@unvalent of
the trade value in future time.

3. It connotes that the buyer will provide the caslyment for the
good/services received in a future period.

The time lag is the risk which is borne by the esell He need be
sufficient and surplus in its cash holding, contanld management to
stay afloat till that aspect of account is receiasch whole. Any hiccup
in repayment by the customer (beneficiary) will atage affect the cash
flow level at the expected time. You should ndtattdebtors form a
reasonable part of current assets of many enterpspecially where the
customer need this service to enhance their beitgsiness as a going
concern.

SELF ASSESSMENT EXERCISE

“Receivables expect cash in future”. Discuss

3.2  Credit Sales versus Cash Sales

When credit sales are granted to customers by pesdidistributors/
providers of goods/services, debtors are creaiduls leads to engaging

the enterprise’s funds until the debt is repaidhe Tinterval of sale
between commitment date and the date of settleofeht indebtedness



has to be financed out of working capital. Thislasme with strong cash
management base. The proportion of cash sales Imusubstantially

adequate to sustain the gap. Banks and other sowfceustaining

necessities of the business need be cordiallyisestarhis is the aspect
needed for effective management of the amountuged: trade debtors.
If the cash trade is say 80% and 20% is left feditrtrade, the policy
will be positively skewed, but if otherwise 20%:80%e cash balance
position will be negatively skewed. The receivableanagement
approach will have to adhere to the proportion #imiws cash balance
to be favourable to the sustenance of the business.

3.3  Credit Policy

Policy is a plan of action, statement of aims ahehis especially one
made by business, company etc (Hornby, 2006). Earterprise
organised develop many policies and for a goingceom— credit policy
is also put in place as a tool of managing the lalk credit
arrangement.

Many firms arrange loan commitments from banks psurance
companies for future loans. Often the firm does intend to obtain
these loans but has arranged the credit arranggostnh case a need
exists for additional funds. Such credit arrangetsi€lo not represent a
liability, unless the firm actually represents tlumds. Analytically, a
substantial credit agreement is a positive comlitio that it could
relieve pressure on the firm if there is a problemmeeting existing
liabilities (Gibson, 1997).

The finance house obtains a fee in return for githre credit agreement
— usually a percentage of the unused portion ottmemitment.

3.3.1 Nature of Credit Policy
Credit policy is usually the combination of decisovariables — credit
standards credit terms and collection efforts onciwhhe financial

manager has influence.

. Credit standard are criteria to decide the typesustomers to
whom goods could be sold on credit.

. Credit terms specify duration of credit and termhpayment by
customers.

. Collection efforts determine the actual collectperiod. (Pandey
(2005: 602).



3.3.2 Goals of Credit Policy

An enterprise may follow a lenient or stringentditgolicy depending

on the type of business. The gestation of the ventietermines the
policy thrust. The enterprise with a lenient crepldlicy operates on
liberal terms and standard with long gestation werate even to those
customers with doubtful creditworthiness.

The business enterprise with a stringent crediicpobperates on a
highly selective basis only to those customers witinoven
creditworthiness with strong financial base. Thégyofalls in between
lenient and stringent approach. The cost-benefdlyars helps in
determining the point of decision making.

Credit Policy Variables
The optimum and credit policy of an enterprise &ablished by

considering the main decision variables which dffdwe level of
receivables namely:

. Credit standards and analysis
. Credit terms
. Collection policy and procedures.

Whenever administers credit policy of a firm (Fingh or credit
manager) considers variables from the firm's opengbroduction
(service/product), marketing and finance function answering the
following questions and also ensure that the firwedue of share is
maximised.

. What will be the change in sales when a decisiomabke is
altered?

. What will be the cost of altering the decision ahie?

. How would the level of receivable be affected bymiing the

decision variable?

. How are expected rate of return and cost of funelated?
(Pandey, 2005).

Credit Standards
In selecting customers for the purpose of crediém@sion, criteria are set

as standards as previously discussed. Standgpdsdien policy — tight
or loose. In credit administration, such standavdkresult in no bad



debt losses and this will cost less. The profdriiaed on lost sales
may be more than the costs saved by the enterprise.

For credit analysis, credit standard determinescHibre of the firm’'s
customers — the time taken by the customer to repadit indebtedness
and the default rate.

. The average collection on period
. Default rate
. Default risk.

Moreover, character, capacity and condition (thi€s) are the
gualitative consideration the management will weiglfiore granting the
credit sale.

Economic considerations, information collated frafee customers
themselves, their published financial statementd ather agencies
reports on credit information about customers shobe able to
categories customers to identify enterprise with

. Good accounts
. Marginal accounts
. Bad accounts.

Once an enterprise has ascertained the creditwmegki level of a
customer, credit granting decision is taken — that whether or not to
grant credit. Good account is a sine-qua-non goetitension of credit,
while bad account holder is rejected for a crediteesion. Most

enterprise consider evaluating marginal account®t-so bad account
customer with not too strong financially but mainta dependable trend
in the business — could be extended credit.

SELF ASSESSMENT EXERCISE

State the goals of a credit policy.

Cash discounts

This is another way of encouraging customers. Tia reduction in
payment offered to customer to induce repaymeraredit obligations
within a specific time less than the normal creuitiod. The term

available shows:

. the rate of discount and
. the period thereof.



lllustration:
Credit term obligation may be expressed as: ‘ZhED,30”

This means that a 2 percent discount will be gdinfgovided the
customer is ready to make payment within 30 dage foonth).

This is a means of increasing sales and enhanantigctton from
customer not minding the reduction in the leveredeivables and the
costs involved.

Collection Policy, Process and Procedure

A collection policy is needed in an enterprise.lags down clear-cut
collection mode. The policy spells out the guide.

The process of operating the collection is workedt dy the
management as guided by the policy to ensure prangt regular
collection. The procedures for past dues or dakmd transactions
should be settled amicably as some of them mayegelar customers
with ‘hi-cup’ in their business. If they not properhandled, it is
possible the enterprise may lose them to their ethaps.

Note: It is a known fact that all customers do pay the firm’s bill at
once. Some pay show-payers while others don’t. géreeral consensus

(focus) should therefore aim at accelerating ansueng prompt and
regular collection.

4.0 CONCLUSION

The conclusion is that the major factor of managiecgivables is that
the organisation expects to receive cash eventualthe future. The
gap has to be followed up properly for a favouraieleirn for if left to

chance may not be gainful.

50 SUMMARY

In this unit, you have learnt about receivables ag@ment, cash sales
versus credit sales and credit policy.

6.0 TUTOR-MARKED ASSIGNMENT

1. “Credit sales are granted customers by producefs
goods/services and debtors are created”. Discuss

2. “Credit is a combination of decision variableBXplain



7.0 REFERENCES/FURTHER READING

Pandey, I.M. (2005). Financial Managemefit Bd. Vikas Publishing
House — PVT New Delhi.

Gibson, C.H. (1997). “Financial Statement Analyssing Financial
Accounting Information.” South-Western College Rsihing.



UNIT 3 INVENTORY MANAGEMENT
CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Nature of and Need for Inventory
3.2 Inventory Management
3.3 Inventory Management Techniques
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Reading

1.0 INTRODUCTION

Inventories are the balance of goods on hand ¢bartirrent assets). In
a producing enterprise, they comprise raw materiatgk-in-progress
and finished products. These inventories neecetonanaged properly
to avoid unnecessary cost.

In this unit, the management process and controhwéntory will be
explained.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Highlight the nature of and the need for inventory
. Explain the process for managing inventory
. Discuss inventory management techniques.

3.0 MAIN CONTENT
3.1 Nature of, and Need for Inventory

As noted in the 1.0 above, inventory is one of ¢herent assets of the
financial statement of an enterprise.

Managing current assets generally require a greétgnteon and
inventory is inclusive.

. Inventory is constantly being in use. Raw materaid work-in-
progress inventories are used in production. Redsgoods are



sold, spare parts replace worn-out parts. The ohteisage,
depend on the type of inventory.

. Managing the level of inventory can be comparedhwit
maintaining the level of water in a bath tub with @pen drain.
The water flows out continuously. If it flows tatowly, the tub
is soon empty. If it is let too fast, the tub dlews. Like the
water tub the particular inventory items is dyngmidile the
level may stay the same.

The fundamental financial decision problems are:
o to determine the proper level of investment in moeey and

0 to decide how much inventory to be acquired at gaciod to
maintain the required level.

. Maintaining inventories means:

o Tying up the enterprise’s funds and
o Incurrence of storage and
o Handling of costs.

. Just like cash (Unit 1, Module 3), there are thceaventional
motives for holding inventories namely:

o Transactions motive — the need to maintain enough
inventories to maintain enough inventories in order
facilitate smooth production and sales distribution

o Precautionary motive — enhances holding of inventories to
guard against risk of unpredictable changes in denand
supply and other factors in the market

0 Speculative motive — being decision to increase or decrease
inventories level at one point or the other to tasie on price
level fluctuations.

Yes, an enterprise is obliged to maintain adeqgstatek of materials for
a continuous supply to the factory. This continusupply will lead to

an uninterrupted production if the enterprise ibeécsustained as a going
concern.

SELF ASSESSMENT EXERCISE

Why is inventory held?



3.2 Inventory Management

Business enterprises manage inventory for diffepemposes as stated
above (3.1). Inventory management is a tool toichwxcessive and

inadequate levels of inventories and maintain sigffit inventory for the

smooth operations of the enterprise in terms oflpcton and sales
output. The management should provide the enserpyith an order at
the right time with the right source to acquire tight quantity at the

right price and quality.

An effective inventory management ensures

* A continuous supply of raw materials to facilitatenctional
production and distribution.

. The maintenance of sufficient stocks of raw maleria short
supply period and anticipate changes in price level

. Sufficient finished goods inventory for smooth sadkstribution in
order to sustain efficient customer service.

. Minimum carrying cost and time and
. Investment control in inventories and optimum lexebperation.
SELF ASSESSMENT EXERCISE

Explain the effectiveness of inventory managemant facilitating
production.

3.3 Inventory Management Techniques

In inventory management, the shareholders’ viewesiablishing the
enterprise is considered to be in consonance \Wehobjective of the
management. This is achievable by determiningoiitenum level of
inventory at a particular time taking into accoaktvariables.

When the inventory management is efficiently coligdy it begets a
flexible enterprise; while an inefficient inventorgontrol results in
unbalanced inventory. This may in turn lead to:

. Exhausting all available stock; and
. Sometimes, unnecessary stocks pricing.

To that extent, increasing the level of investnmremiders the enterprise
unprofitable. In order to manage the inventoriediciently, two



recognised systems are identified for the timind amount of the order
guantity. They are:

*  The first in the re-order level system (continuoegiew system).
This is where an order is made automatically oncertain stock
level is reached (i.e. sufficient is left to cotiee lead time).

» The second is the periodic review system in whiticlks are
examined after a pre-determined period and the atnoti the
order is judged according to the likely demandhe following
period.

Note: Both techniques can incorporate a marginadétg to reduce the
possibility of ‘stock-outs’.

A number of approaches are made for ensuring #ee cfi an order in
the re-order level system. Here, the one considele@rmines the
economic order quantity (EOQ):

Stock is used evenly throughout the period the agesistock has to be
half the re-order level, that is ¥z or .5Q.

Storage costs per unit per period represent thed foosts of holding
stock. If these costs are constant, the totahgtcosts of the period are
the average number of units multiplied by the gjer@ost per unit
expressed thus:

¥ SQ or SQ
2

Where S = the storage cost/unit/period
Q = the order quantity

The total number of orders can be determined biidig the total usage
for the period by the re-order quantity. This nmeé#mat the total stock
cost can be expressed as $QTO

2 Q

The larger the order, the higher the holding cbetshe less the number
of orders and their total cost.

The EOQ technique balances the fixed holding cgainst the cost of
orders by differentiation.

EOQ = V 270

S



Where:

T = Total period usage
O = Ordering cost per order
S = Storage costs per unit per period.

lllustration
An enterprise uses 10,000 units in 60 days. THerorg costs are N200

per order and the storage cost for one unit fod#&gs is N1. Calculate
the EOQ

EOQ = V 2 x 10,000 x 200
1
= 2,000 units

This technique is applicable in various circumséanc

Economic Ordering Quantity or Economic Batch Qugrdr Economic
lot size is a calculated ordering quantity whiclimises the balance of
costs between inventory holding costs and re-ardsts.

. Inventory management problems have been highlightedl the
techniques of the management discussed. Therenlaeeent cost
which is to be spelt out further below:

o Ordering cost and
o Carrying cost.

. Ordering costs include the entire costs of acqgirthe raw
materials. It increases with number of orders.

. Carrying costs — incurred for maintaining a givesvel of
inventory like special facilities. The summarytbé two costs are
shown in the table below:

Ordering costs Carrying costs

Requisition, order placing,Warehousing, handling, statff,
transportation, staffing, receivinginsurance, tax,
inspecting and storage obsolescence/deterioration

4.0 CONCLUSION

This unit has highlighted inventory management [@ols and the
techniques thereof and concluded that inventory peeper attention to



avoid unnecessary cost and keep the enterprisead ¢poting as a
going concern.

50 SUMMARY

In this unit, you have learnt about the natureraf aeed for Inventory,

inventory management and its technique. You aaonk about the two

problems associated with inventory management.

6.0 TUTOR-MARKED ASSIGNMENT

1. If an enterprise has an expected usage of 50,008 of a
product during the next year, the cost of procegssin order is
N20 and the carrying cost per unit is NO.50 foeary
Calculate the Economic Order Quantity.

2. Why is inventory management important?
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1.0 INTRODUCTION

This unit will focus on simulation approach to wmd capital in an
enterprise. The concept of working capital will hexplained.
Simulation approach will be defined and explainddng@ with its
usefulness in working capital application.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Discuss the concept of working capital
. Define simulation
. Link simulation approach to working capital.

3.0 MAIN CONTENT

3.1  Working Capital

This is defined as the excess of current assetsaweent liabilities. It
iIs regarded as being available for supporting cdrm@erations as
distinct from the financing of capital expenditure.

There are two concepts of working capital:

. Gross working capital and
. Net working capital.

Gross working capital refers to the enterprise\sesiment in current
assets. These are assets convertible to casmwifinancial year.



These are:

Cash, marketable securities, debtors (account vaokeis), bills
receivable and inventory (stocks).

Net working capital are the difference between enirrassets and
current liabilities which are expected to mature payment within a
financial year.

These are:

Creditors (account payable), bills payable andtantiing expenses.

Note: This working capital an be positive or negati

* A positive net working capital arises when currassets is more
than current liabilities;

. A negative net working capital is when current iliéibs are more
than current assets.

They are both significant in management point efwi

SELF ASSESSMENT EXERCISE

3.2  Simulation

Definition — Simulation is the process of experiteg or using a
model or noting the results which occur. In a bess the
experimenting with a model consists of insertinguts values and
observing the resultant output values.

lllustration:

In a simulation approach of a queuing situation itiput values might
be the number of arrivals and or services pointstaa output might be
the numbers and or times in the queue.

Why is simulation used?

Simulation is used where analytical techniques rawe available or
would be overly complex. Typical business examples

. Production
. Planning problems
. Corporate planning



Simulation often provides an insight into a problerhich would be
unobtainable by other means. By simulation apgrpte behaviour of
a system can be observed overtime and becauseaomigdel of the
system is used the actual time span can be conagkess

Fundamental to simulation is the concept of model.

Simulation models represent the behaviour of asgstem. Simulation
models are used where there is no suitable matiehatodel, where
the mathematical model is too complex or wheres ihot possible to
experiment on a working system without causing ugison. One
application of simulation models in the managenoemtext is the study
of relatively inexpensive computing facilities mabysiness games are
based on the simulation of the operation of thepeta business.

SELF ASSESSMENT EXERCISE
Define Simulation.
3.0  Simulation Approach to Working Capital

Through computer simulation theash flow of an enterprise can be
estimated and evaluated. This evaluation takesefdby estimating the
impact of a project on the firm's cash flow (infloand outflow),

especially in a large investment that affects masgpects of an
enterprise’s operation. The cash flow impact of rajget can be
estimated using simulation (Schall and Haley, 1979)

. Simulation is established as the artificial dugima of a process
for example, the duplication, at an abstract antphfied level, of
the operations of an enterprise.

. Simulation analysis can evaluate the effects oaiqular policy
or decision (such as working capital) on some neasd the
enterprise performance, for instance cash flow,kmgr capital —
(Gross or net), budget etc. One result of the kitimn study is an
estimate of the probability distribution of the emrise’'s
additional working capital need.

Glautier and Underdown (1978) stated that modemmprders have
greatly extended the range of probabilities whick aonsidered in
planning decision-making and applicable to suclpbl@ms of simulation
techniques which are more representative of réaldituations. To
them, there are various applications of large scateulation which
include working capital and it is evident that be scale of a problem
increases, so this technique becomes more useful.



One of the major contributions of simulation tecjugs to management
science is in improving our understanding of theywa which
organisation work, and therefore in improving tlfiiceency with which
decisions are made.

Large scale simulation does not aid only with diffties created by the
number of variables existing in a decision — propléut it also useful
in handling a much wider range of values attacltethése variables.
The analysis of investment proposals may be cargat through

simulation in order to test the probabilities atiad to receiving the
expected return and the nature of the dispersiochamurrounds these
probabilities.

Working capital is the difference between curresseds and current
liabilities and simulation approach will be usedstemming the gap in a
large enterprise.

SELF ASSESSMENT EXERCISE

Link up simulation approach to working capital

40 CONCLUSION

It is a worthwhile conclusion that when simulatiapproach is applied
to working capital level of a large enterprise,réhwill be solution as is
applied to cash flow, budget etc.

5.0 SUMMARY

The summary of this unit is based on: working apgimulation and
simulation approach to working capital especiatlyarge enterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. Associated in your own way simulation and wogkaapital of an
entrepreneur.
2. Discuss the limitations of calculating workingpdtal of a large

enterprise without simulation approach.
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1.0 INTRODUCTION

The nature of relevance of short term tactical flens depends on the
type of decision and problem for which are requirdd this unit, we
shall examine Linear Programming as a tool of aageng short term
decision in an enterprise.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Define Linear Programming
. Explain short-term decision
. Solve a solution through Linear Programming model.

3.0 MAIN CONTENT
3.1 Linear Programming
Linear Programming is a mathematical technique wisieeks to make

the best use of an enterprise’s limited resouraesmeet chosen
objectives, which in accounting terms, may be:



. Maximisation of profits or
. Minimisation of costs.

SELF ASSESSMENT EXERCISE
Define Linear Programming.
3.2  Short-term Decision — Explanation

Short-term decisions are aimed at making the best af available
facilities. The contribution margin is a fundanmartoncept of this and
it is defined as the excess of the revenue of atiyity over its relevant
costs, which is available as a contribution towafiled costs and
profits. Of course, profits are not made until faled costs have been
covered, but under particular circumstances thee&gpion of a
contribution margin will be enough to justify a taen decision.

We consider a decision problem with which a businem is frequently
faced is the acceptance of a special order whichbeaa large order at a
price below the wusual selling price and sometimedov total
manufacturing costs.

[llustration:

Bassey Umo Ltd. Manufactures a garment sold urfdetrade name of
Ofong. Its total productive capacity is 100,000tsim the current period
and actual production is running at 80% of prodigcitapacity. The
product sells at N1,000 per unit and the firm’stoofsproduction are
stated below:

Fixed costs N25,000.00
Variable costs NO.50 per unit

The enterprise receives a special order for 1006thg from a mail
order firm, subject to the enterprise agreeingelbtbe product at NO.60
per unit. The Chief Executive is refusing to ad¢dbp order because the
selling price is well below the manufacturing casttculated as thus:

Fixed costs per unit (allocated over 90,000 units)

N25,000
90,000

NO.28
Variable costs per unit 0.50

Total manufacturing cost NO.78 per unit



The contribution margin approach to the solution tbis decision
problem leads to a different conclusion. The rexeper unit is N0.60
and the relevant costs associated with the decaierthe variable costs
of production only, that is, NO.50 per unit.

Therefore a unit contribution margin of NO.10 pertwn that basis, the

firm accepts the special order. The fixed coses raot relevant costs

because:

1. They are sunk costs (they are not future costs).

2. They are not affected by the decision to acteptspecial order
which is not differential costs.

SELF ASSESSMENT EXERCISE

What makes up short-term decision?

3.3 Linear Programming and Short-Term Decision Prollem

For a particular situation where a manufacturer aakmited plant

capacity, the level and cost of output will be detieed by such

capacity. An example will be examined with lingarogramming

approach to find solution of a typical short-teractidion problem.

[llustration:

Elmobi Ltd. manufactures two high quality iron puoots in given the
following information:

Products

A B

N’000,000 N’000,000
Selling price per unit 30 20
Variable cost perunit 15 10
Contribution N15 10

Milling and grinding machines are used in the maotiring process
and the total machines hours are needed to prodreainit of each
product as follows:

Products A B
Milling 5 hours 1% hour
Grinding 2 2
Total 7 3%



. Both products are in high demand
*  The only constraint on output expansion is machaygacity

. The total machine hours available monthly are:
Milling (3 machines at 200 hours per month — 600red
Grinding (2 machines at 200 hours per month — 4104).

Based on these facts, the problem of decision rgakimo ascertain that
combination of output of products — A and B whichl wmaximise the
total contribution margin to overhead and profits.

Observations:

At first, it may seem that the enterprise shoul«kimise the production
of product A since that product yields the highasit contribution
margin.

Analysis:

Analysed in terms of the machine capacity limit tiotal number of
units of either product A or B which could be meaauitired are

expressed as:

Product A 600 hours + 5 hours
Product B 400 hours + 2 hours

120 units
200 units

These output limits are derived in the case of pcod\ by the fact that
output is limited to the capacity of the milling aoimnes for Product A
require 5 hours of milling as against only 2 hoofrgrinding. Product B
is limited in output by the capacity of the gringimachines of which it
requires 2 hours per unit as against 1% hours kihgitime.

Relating the calculation of the contribution margm the machine
capacity limits, the total contribution to overheaa$ts and profits which
will be obtained by the production of either A orsBexpressed below:

Product A: 120 units x N15 = N1800
Product B: 200 units x N10 = N2000

(Al amount expressed in N’'000,000 for better urstemding).

Therefore, that given the option of making eitherduct A or product B
the enterprise should focus attention on the ma&fngoduct B.



Linear Programming Approach

We have from 3.1 inferred that Linear Programmind)( is an

optimisation technique use to maximise total cbuotion margin of a
mix of products (the objective function) with mple constraints. The
solution to the problem stated above will be comsad under linear
programming.

The first step is to formulate the problem in sienplgebraic terms. We
observe two aspect of the problem:

. The wish to maximise profits and
*  The need to recognise the limits of production.

Let the two aspects be stated algebraically thus:

i The objective of maximising the contribution taed overhead
and profit. This is the objective known as theeghkye function
expressed thus:

Maximise C = 15A + 10B

Where C = the total contribution and A and B = tb&al number of
units of the two products which is to be manufaatuto maximise the
total contribution. This equation is subject te timits that

A

0
B 0

vV 1V

For it is not possible to produce negative quaetiotf either A or B.

. Constraints on production come from the mactdgapacity limits
of the milling section (600 hours) and of the gmgl section
(400 hours) and can be expressed thus:

5A+1¥%.B < 600
2A + 2B < 400

The first equation (inequality) states that thaltoiumber of hours used
on milling must be equal to or less than 600 hours.

The second equation (inequality) states that thal toours used on
grinding machine must be equal to or less thanhQ0s.

The problem may now be summarised.



Thus:
Maximise C = 15A + 10B
Subject to the constraints:

5A + 1% B< 600

2A + 2B < 400
A>0
B>0

Solving the problem by means of a graph showingntf@aaufacturing
possibilities for the two sections:

Milling section

Product A 600 = 5 = 120 units
Or Product B 600 = 1% = 400 units

Grinding Section

Product A 400 + 2 = 200 units
Or  Product B 400 + 2 = 200 units
20CA Grinding Section Constraint
-~ 2A + 2B = 400
E
=
<
S 100, D
8 (85) /// Milling Section Constraint 5a +
o / 1% B =600
0 / | I i |
100 20C 30C 40¢
(115)

Product A (units

The shaded region is the feasible areas to théi@olwontaining all the
combinations of products A and B. This is the iteiiy region.



The Optimal Solution:

The product combination A and B — the best ofladl freasible solutions
lies at the intersection of the lives at D in tlmaph. This may be read of
as 85 units of A and 115 of B.

Observation: The optimal solution lies on a tangeinich is the furthest
away from the point of origin. The graphical methof solving the
problem is susceptible to error unless plottedfadye A more reliable
answer may be calculated mathematically thus:

The optimal combination of products A and B mayftnend by solving
the simultaneous equation given above, that is:

(1) 5A+1% B =600
(2) 2A+2B =400

Solution:

Multiply (1) by 4 and (2) by 3 to produce the vahfeA, thus:

20A + 6B = 2400

- B6A+6B = 1200

12a = 1200
A = 8%7th5

As we are focusing only with completed units of #the optimal
production of product A is 85 units. The optimalmber of units of B
may be computed by inserting the known value oh# ithe equation
thus:

6x65+6B = 1200

510 +6B = 1200
6B = 1200 -510
B = 115

Therefore, the optimal combination of products Al &is 85 units and
115 units respectively, in terms of the limited tmae capacity which is
expressed thus:

Milling section Grinding Section
(hours) (hours)
Product A — 85 units 425 (85 x 5) 170 (85 x 2)
Product B — 115 units  _ 172(315 x 1%) 23@115 x 2)
Total hours used 597.5 400

Total hours available 600 400



The optimal combination will produce a total cobtrion to overheads
and profits of N2425 thus:

Product A 85 unitsat N15 = 1275
Product B 115 units at N10 = 1150
N2425

We therefore verify that this combination of protdus the optimal one
in terms of profits and available machine capaititys:

1. Altering the product combination from 85 units A and 115
units of B to 84 units of A and 116 units of B winiwould affect
machine use as follows:

Milling section Grinding Section
(hours) (hours)
Product A — 84 units 420 (84 x 5) 168 (84 x 2)
Product B — 116 units _ 17416 x 1%%) 232116 x 2)
Total hours used 594 400
Total hours available 600 400

Therefore, this combination is as efficient in thelisation of the
grinding department but less efficient in the gélion of the milling
machines. It is less profitable also yielding antabution of only
N2,420.00 as against N2425.00 as follows:

Product A: 84 units at N15 = 1260
Product B: 116 units at N10 = 1160
N2420

2. Altering the product combination from 85 units A and 115
units of B to 86 units of A and 113 units of B, wihiwould affect
machine use as under:

Milling section Grinding Section
(hours) (hours)
Product A — 86 units 430 (86 x 5) 172 (86 x 2)
Product B — 113 units 169%213 x 1%2) _226113 x 2)
Total hours used 599% 396

Total hours available 600 400



That means, whereas this combination is more efftdn the use of the
milling machines than the optional combinatiorisitess efficient in the
use of the grinding machinery. Moreover, to keafhiw the capacity
limits of the milling section production of 2 uniteve had to be forgone
of product B to expand the manufacture of produtlyfone unit.

The consequential contribution to profits is alsalyoN2420.00 as
against the optimal contribution of N2425.00, cédted thus:

Product A: 86 units at N15 = 1200
Product B: 113 unitsatN10 = 1130
N2420

You should note that the linear programming appnosx the best
contribution mix gives a solution which is more fable than the one
which relates the contribution margin to the maehaapacity limits
which we discussed earlier and which suggested dhbt product B
should be made so that 200 units of B would be rzerwred to yield a
contribution of N2000.

SELF ASSESSMENT EXERCISE

Practise more of short term calculation using Lin€aogramming
approach.

4.0 CONCLUSION

In conclusion, this unit has shown linear prograngnas a tool of
making short term decision for an enterprise.

5.0 SUMMARY

In this unit, we defined linear programming, dises short-term
decisions, and solved linear programming and sieont-decisions.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is linear programming?
2. Explain short term decision based on linear m@gning
approach.

7.0 REFERENCES/FURTHER READING

Glantier MWE & Underdown B. (1978) “Accounting Thgoand
Practice” Pitma Publishing, London.



Horngren, C.J., Foster, G. Dta, S.M. (2000) “Cosicdunting — A
Managerial Emphasis, Prentice Hall, London.



UNIT 2 PRICING AND PROFIT PLANNING
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1.0 INTRODUCTION

In this unit, you will learn how to explain pricingnd discuss profit
planning and how management applies them to theefiberf
entrepreneurial growth and development.

2.0 OBJECTIVES
At the end of this unit, you should be able to:

. Explain pricing
. Discuss profit planning.

3.0 MAIN CONTENT
3.1 Pricing

In our study of pricing, there are many factorgical to the success of
an enterprise’s short and long term plans. Impeoeas attached to cost
control because of its susceptibility to contraritother factors. In the
concept of cost-volume-profit analysis is the centf short-term
planning, but in any given enterprise’s cost stitet price changes
could affect both the sales volume and the prefiel. (Consideration
of the purchasing power, task demand rate etc)shbrt, management
ability to improve profits through price changesliwdepend on its
knowledge of how the market will react to such dem

Therefore, a well formulated pricing policy or &gy which considers
the likely effects of price changes on the market&smand for the
enterprises product, so as to plan a level of deravhich, given the
enterprise’s cost structure will produce the reggiprofit.



We may therefore associate in the study of pricitg problem of
management in the two-fold aspect

. The problem of control-in-the-large and
. That of control-in-the-small.

Pricing policy provides the means in which the girise can control to
a degree, its relationship with its external envment (control-in-the-
large) and at the same time, it is controlling iitgernal operations
accordingly (control-in-the-small).

A further dimension to the problem of pricing: likk an enterprise
formulates a pricing policy affecting its relatibms with the market,
such a policy has short term and long term impbeest (effect).

Any alteration in the volume of demand for the emtise’s products
which results directly from its own pricing polieyill affect its capital
budgeting programme.

Hence, in summation an enterprise’s long-term ptep plan should
reflect its long-term pricing policy. Thus, shéettm changes in that
policy should be effected solely for providing tlteEgree of flexibility

which essential for effective long-range planning aontrol.

SELF ASSESSMENT EXERCISE
Explain pricing and its implication, in an entegaias a going concern.
3.2  Profit Planning

Budget is the profit plan base. A well managed mmige usually
produces a budget cycle planning the performandkeobrganisation as
a whole including the profit projections. Profiapning is related to
considering four main factors — fixed costs, vdeatosts, selling price
and sales volume. Any change in one or severathdr factors, affect
the planned profit. The management has to de\alagpegies in making
sure these factors are properly mixed regarding tdren — short,
medium or long for the enterprise and the competsithereof.

4.0 CONCLUSION

Pricing in an enterprise has been shown as anraitdgcision form of
an enterprise which aids in planning process atidypfmrmulation.



5.0 SUMMARY

In the unit, pricing and profit planning were dissad in the line with
the pricing policy and decision limitation of anterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is pricing in an enterprise.
2. Discuss profit planning giving the main factofsonsideration.

7.0 REFERENCES/FURTHER READING

Glantier MWE & Underdown B. (1978) “Accounting Thgoand
Practice” Pitma Publishing, London.

Horngren, C.J., Foster, G. Dta, S.M. (2000) “Cosicdunting — A
Managerial Emphasis, Prentice Hall, London.



UNIT 3 ORGANISATIONAL GOAL PROGRAMMING
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7.0 References/Further Reading

1.0 INTRODUCTION
Organisational goal programming exists when pewojak out modality
toward achieving organisational goals of an enteepr In this unit you

will learn of managers working together in theirrotoest interest to take
actions that align with the overall goal of manageain

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Describe goal of an organisation
. Explain organisational goal programming
. Discuss long-range profit goal

3.0 MAIN CONTENT
3.1 Goals

These are objects of efforts or ambition or exgemnta as results. Every
enterprise has goals of its establishment rangiog fprofit making,

providing goals/services, employment opportuniteesl other social
responsibilities. There are two basic identifiablganisational goals
namely:

. Board corporate goals which are general in natacethey are in
form of policy statement which represents the isleaf the
organisation.

. There are other goals derived from these goalbledtang specific
targets for the organisation which include periphgpals — targets



for each units, departments and performance stdaddor
managers and employment.

SELF ASSESSMENT EXERCISE

What is the goal of an enterprise?

3.2  Organisational Goals Programming

Goal programming follow as guidelines for the eptee. This is a
general/broad look at estimated goals which sesvihe objective of the
enterprises that is, guidelines —

lllustration:

Uto and Sons Ltd. May have the following goals iagramme

. Profit goal — to achieve a profit level of suffioey adequate
enough to the yearnings of the shareholders.

. Financial goal — to secure adequate financial nessu

. Production goal — to improve in the efficiency abguction of
high quality products

. Market goal — to improve on public image and creptedwill for
products label and packaging

. Employee goal — to provide good working conditionémployees

. Technology goal — to initiate new and better praduhich will
stand the test of time.

Specific Goals

Specific goals quantified and set as targets whrehintended to apply
to the time span of the planning period.

lllustration:
The goals established by Uto and Sons Ltd. Fonéx¢ five years are:

. Profit goals — to attain a profit level of 20% befaax on the
market value of the shareholder’ equity by the ehthe fifth year.



. Financial goals — to improve the current cash 8dunaand reduce
debtors by 5%.

. Production goal — to increase output per employe&3¥% over the
next five years

. Market goal — to increase total sales of produer dlie period by
30%

. Employee goal — to reduce labour turnover by 10%

Technology goal — to improve on the quality of prodin the next
one yeatr.

SELF ASSESSMENT EXERCISE
3.4 Long-range Profit Goal

The essence of long-range planning is really ongrajecting for profit
goal. Future cash flows and the attendant praféshighly constrained
by past and present capital expenditure decisiofiie enterprise’s
success depends on its ability to generate sufticieash flows
represented by profit. The selection of a prdditget for long-range
planning purposes is not just a matter of fixingaabitrary figure such
as N5 million. A profit target has little meaninitg significance appears
when it is related to some other measurement likéotal asset
employed, and this makes the profit goal meaningful

Thus, the Return on Capital Employed (ROCE) in aremrise, which
relates to asset used provides a clearer view eowides an assessment
of significance of a profit target (goal) as expexsin formula below:

ROCE = Planned Net Profit
Planned Total Assets

It is a consensus in financial analysis (managebiat ROCE is the
most important performance evaluation for long-eptanning and for
setting long-range profit goals. In common pragtiROCE is computed
for each year covered by the long-range plan iriotd show whether
planned increases in annual profits will be in cmace with annual
increases in assets.

SELF ASSESSMENT EXERCISE

What is long-range profit goal setting?



4.0 CONCLUSION

In concluding this unit, you learn that goal pragraing exists when
management workout modality towards achieving asgdional goals
of a business organisation.

5.0 SUMMARY

In this unit, the summary is goal, goal programmingganisational
goals, long-range profit goal of an enterprise.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is long range profit goal setting necessarymanagement
of an organisation.

2. Explain goal programming in a typical businestegprise.
7.0 REFERENCES/FURTHER READING

Glantier MWE & Underdown B. (1978) “Accounting Thgoand
Practice” Pitma Publishing, London.

Horngren, C.J., Foster, G. Dta, S.M. (2000) “Cosicdunting — A
Managerial Emphasis, Prentice Hall, London.



UNIT 4 OPPORTUNITY COST AND CONTROL OF
PRODUCTION
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1.0 INTRODUCTION

In this unit, you will learn of opportunity cost moept and production
control mechanism of an enterprise as a going cone&d how
production is controlled by choice of product (seey.

2.0 OBJECTIVES

At the end of this unit, you should be able to:

. Describe opportunity cost concept and explain gsfuiness in
decision making
. Describe how to control production by choice ofdarats.

3.0 MAIN CONTENT
3.1  Opportunity Costs

The opportunity cost can be defined as the valughef next best
opportunity forgone or sacrificed, or of the nesitidow lost as a result
of preferring an alternative rather than the needtlone. Opportunity
cost is the contribution to income that is forgdregected) by not using
a limited resource in its next-best alternative. ug¢here it is clear that
only the opportunity cost will assist in making thecision, the financial
manager is often able to attempt its measurement.

[llustration:
The Allstate Investment Ltd is to invest N1 milliorit has two viable

projects for analysis:
Thus — Project A is estimated to produce an anmatain of 15%



- Project B is estimated to yield 20% annually.

Based on above information, Project B will be si&lddy the company.
The additional gain resulting from this decisionynaaly be measured
in terms of the opportunity costs of sacrificingjerct A, as follows:

Estimated annual return from N
Project B 200,000
Less: Opportunity cost (the sacrifice of the

estimated annual returns from Project B) 150,000
Advantage of Project B 50,000

The opportunity cost is always a relevant cost eptiovhen problem of
choice faces an enterprise. The measure of theofatecision is the
loss sustained by losing the opportunity of theosddoest alternative. It
is the opportunity cost which must be taken intocant in computing
the advantage of choosing one alternative rattzar the other.

Opportunity cost concept is illustrated in prodootoperation in the
situation — dropping a product line, making or mgya product, selling
or further processing a semi-manufactured prodiact e

SELF ASSESSMENT EXERCISE
Describe Opportunity Cost concept
3.2 Control of Production

Control is linked to the planning function becautse purpose is to
ensure that and enhance the enterprise’s actiyresluction) is in line

with the projected plan. It is effected by mearisan information

feedback system which enables performance to be@a@d to planned
targets. Control is essential in the realisatibiplans: long-range and
short-term.

/\Pl;nning

Control

Operations
(production)



In long-range planning, information feedback enlesnenanagement
assess to what progress is achieved in produdaiigartls the realisation
of the long-range objectives stated in the plan. adidition, it makes
management to review the long-range objectiveshe light of new
circumstances which may have rendered those obgsctinrealistic.

In practice, emphasis in on the control of product{operations) in
order to meet the objectives contained in the anowdget which is part
of the long-range plan. You should note that infation feedback is an
integral part of budgetary control procedures whact intended to be
sensitive to daily operational variations. Thighlights variations from
budget plan, thus alerting management for soludiciions to be taken

promptly.

A pre-requisite to a successful performance ofcti@rol function is an
efficient information system which reveals the némdcorrective action
at an appropriate time. This enables managerssdbeir target to
justify the appropriateness of production consigthe changes in the
environment, monthly and annually. The controlction in production
is closely linked to the planning function by meafhs proper feedback
system which provides information on the resultspakt decisions.
Such in-built system is needed to the assessmetiteofiuality of the
decision-making process and its improvement onyoton.

SELF ASSESSMENT EXERCISE
Briefly discuss control concept in an organisation
4.0 CONCLUSION

You have learned the role of opportunity cost imtoal of production
through choice of products.

5.0 SUMMARY

The summary of this unit are opportunity cost cacand control of
production as the affect an enterprise as a gangern.

6.0 TUTOR-MARKED ASSIGNMENT

1. Explain the usefulness of opportunity cost igisien making in
business.
2. Discuss the extent of ‘control’ in productionopess of an

enterprise.



7.0 REFERENCES/FURTHER READING
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