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CONCIUSION <ot e e e e e e e e e e e e e o 5
Introduction

The fundamental aspect of any investment decisgorprofitability.
Before embarking on any major business projectiudysshould be
undertaken to determine the feasibility of suchr@qet and the degree
of risk associated with such an investment.

The main concern of feasibility study is a detaigsiimate of the cost
and the technical, commercial, management and diabaspects of the
project. It is an aid to an investment decision-mgk

Uses of Feasibility Studies

1. It helps to ascertain whether or not a projectastivundertaking.

2. It is normally required to support an applicatioar ffinancial
assistance.

3. It serves as an implementation guide to the prageathich it relates.

The Contents of a Feasibility Report includes:

e A brief description of the project

e The project objective

e The economic and social justification for the pobje
e Organisation and management

e Technical and production considerations
e Demand and supply outlook

e Marketing strategies

e Financial projections and profitability

e Cost of project

e Financing plan

e Risk analysis.

What You Will Learn In the Course

During this course, you will be learning about:

How to start a business -Business plan

Simple Cash Flow Forecasts

Feasibility Studies

Key Parts of Feasibility Report

Project Financing and Associated Risks

Project Cycle (with emphasis on the Financial andri®mic
Feasibility)

Project Planning and Control

Vi
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Financing of project- objectives of financial arsdy
Sources and uses of funds, Cash flow statements/arking
capital management,

Financial cost and benefits analysis,

Evolving of financial plan (budgeting),

Techniques and tools of analysis

Breakeven Analysis

Budgeting Techniques

Course Aim and Objectives

vii
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This course aims at:

Knowing how to start a business -business plan
Understanding simple cash flow forecasts

Knowing how to write feasibility studies

Stating Key Parts of feasibility report

Understanding project financing and associatedrisk
Understanding project cycle (with emphasis on tharcial and
economic feasibility)

Project planning and control

Financing of project- objectives of financial arssy
Sources and uses of funds

Cash flow statements and working capital management
Financial cost and benefits analysis

Evolving of financial plan (budgeting)

viii. ~ Techniques and tools of analysis

Breakeven analysis
Budgeting techniques

When all the above aims are considered, we canuaa¢hat the major
aim of the course is to expose you to various natand techniques of
feasibility study.

Working through This Course

For you to complete this course successfully, yeure@quired to read the
study units, reference books, and other resoutwsare related to the
unit. Each unit of the course contains a Tutor-Mdrkssignment.

The Tutor-Marked Assignment (TMA) is to be done isthately and
submitted to your tutorial lecturer/course factlitafor assessment.

The medium to be used and the time to submit th& Tl be specified
to you later. This course is a 2-credit courseséeh you are expected to
spend a minimum of two hours every week studyirggdburse. You are
expected to complete the entire course outlineiwighperiod of 18-25
weeks.

Course Evaluation
As stated before every unit of this course hasssigament attached to
it. You are required to keep an assignment fileteAkvery unit, the

assignment should be done. At the end of the cpthreeevaluation shall
be as follows:

viii
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Assignment — 30 %
Examinatior— 70%
Total = 100%

Out of all the assignment you will do, each onellsha marked and
converted to 3%. At the end, the best 10 shalldbected so as to make
up to 30%. The examination at the end of the costsal cover all
aspects of the course.

Course Units
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In this course, we have discussed the topic ottluese content
entitled concept, design and feasibility undereteht topics.
Based on this, the following units have been design

Module 1
Unit 1 How to Start A Business -Business Plan
Unit 2 Simple Cash Flow Forecasts
Unit 3 Feasibility Studies
Unit 4 Key Parts of Feasibility Report
Unit 5 Project Financing and Associated Risks
Module 2
Unit 1 Project Cycle (With Emphasis on the
Financial and Economic Feasibility)
Unit 2 Project Planning and Control
Unit 3 Financing of project- objectives of financenalysis,
Unit 4 Sources and uses of funds,
Unit 5 Cash flow statements and working capital
management,
Module 3
Unit 1 Financial cost and benefits analysis,
Unit 2 Evolving of financial plan (budgeting),
Unit 3 Techniques and tools of analysis
Unit 4 Breakeven analysis
Unit 5 Budgeting Techniques

Xi
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These units must be treated sequentially; as adbdink exists in the
arrangement. Every previous unit lays a foundafitmrsubsequent ones.
A maximum period of one week is required for evenit.

Reference Materials and Other Sources

As was earlier mentioned, materials relevant to dberse include not
only the ones below but also others that you cgry¢aur hands on. But
for now, the following references are recommended.

Odufalu, O. (2000).The Principles and Techniques of Project Analysis
and Evaluation’

Themistocleous G, Wearne SH. Project managemeiat ¢operage in
Journal of Project Management. 2000; 18:7-11.

Samuel, Eilon, “What is a Decision®Rfanagement Scien¢gPecember
1969): B-172.

International labour organization, (199w to Start a Small Business
“A manual for community workers assisting personis wi
disabilities” by Lena Karlsson.

John, A. (1985). Effective Decision-Making”: A guide to thinking for
management success

Jonathan, A. O. Ifechukwu. (2006jow to prepare a feasibility report
and establish your own business

Nwoye, Small Business Enterprise.1994.

Presentation Schedule

Specific dates for particular activities, such abrsission of assignment,
tutorial schedules and examination dates shall d@enavailable to you on
a later date. This will enable you plan your atigdd in the same line. The
method of submitting your assignment and receivioiper course

materials shall be agreed upon on a later date.
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You should endeavour not to be falling behind ttieeslule whenever it
IS given.

Conclusion

By the time you exhaust this course, you will fihdseful to set up and
manage a business through adequate feasibilityestud
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MODULE 1

Unit 1 How to Start A Business - Business Plan
Unit 2 Simple Cash Flow Forecasts

Unit 3 Feasibility Studies

Unit 4 Key Parts of Feasibility Report

Unit 5 Project Financing and Associated Risks

UNIT 1 HOW TO START A BUSINESS-BUSINESS
PLAN

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Writing a Business Plan
3.1.1 Clarity
3.1.2 Brevity
3.1.3 Logic
3.1.4 Truth
3.1.5 Figures
3.2 Designing a Business Plan
3.3 Deciding How much to Write
3.4 Getting Down to it
3.5 How do I Set About it?
3.6 Tackling Each Section
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Starting a new business venture is like going antoopical forest on a
treasure hunt. There are rewards to be won, bothaiterial wealth and
personal satisfaction, but there are dangers Igrkimd you can easily
lose your way.

Before taking the crucial decision to go into bess you have to weigh
your personal circumstances as to your abilityining, experience,

motivation and financial capability. After weighinigese factors and you
think you can go into business of your own, bymadlans, go ahead. In
reaching this important decision, however, theeeadher very
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important factors you have to consider. In paraicuyou will need to
ask yourself the following questions:

1. Have | discovered a business opportunity? Thatase | discovered
a product or service for which there is enough meg&rk

2. Do | have the ability and experience to exploit dpgoortunity? Or

can | acquire the ability and experience? Neverdijgtouraged if

you think you do not have enough experience. If laue enough

motivation, you will win as long as you are preghte start on a

small scale and acquire experience through practice

Do | have the necessary capital? Or can | raisad¢kessary capital?

What form of business organization do | want tod¥av

How will I manage the business?

Where shall | locate the business?

Have | done a feasibility study to satisfy mysékittthere is enough

market for the business and to examine more dedply

requirements of the business? Does the feasibdpprt indicate the

business will be profitable?

8. Have | considered the legal requirements, if anye met before the
commencement of the business?

9. When will the business operation begin?

NoObhow

Your efforts at answering the above questions feilte you to plan.
Can you imagine any business that has been undartsikccessfully
without proper planning? There is this dictum thahen you fail to

plan you plan to fail’. Is a must you plan; bute# for you if to plan for

failure or success in your dream business? To leessful in your
business you must learn one important task, PLANBIINVithout

proper planning, the business is bound to run sa&igous trouble and
may fail if corrective steps are not taken in time.

Before beginning work on your business plan, yoli o well to ask
yourself two vital questions:

¢ What do you really want out of the business?
e What feature of your product or service will giveuythe all
important edge over your competitors?

Is your product or service:

An entirely new idea?

An improved version of something that already est
Cheaper than the others?

More reliable as to delivery or after-sales ser¥ice
More readily available to local customers?

akrwpnPE
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2.0 OBJECTIVES

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

e explain the basic concept of business plan

e explain the simple cash flow forecast

e explain how not to write a business plan —or rlousiness
e explain how to maintain a business plan.

3.0 MAIN CONTENT

3.1 Writing a Business Plan

Business plans are required whenever money is traised, whether
from a bank, a finance house, or a provider of tggeapital. To you,
your business is of supreme interest and importandée bank or fund
manager, your plan is but one of many that is vetkiSo you must win
this person’s approval and keep his or her inteflestlo this:

Be clear

Be brief

Be logical

Be truthful

Back up words with figures wherever possible.

3.1.1 Clarity

The person reading your business plan is busyn df#es other issues to
deal with, and is consciously or unconsciously judgyou by the way
in which you express yourself. Therefore:

Keep your language simple

Avoid trying to get too many ideas into one senéenc
Let one sentence follow on logically from the last
Go easy on the adjectives

Tabulate wherever appropriate.

3.1.2 Brevity

If the banker or manager gets bored while readiogy wtuff, you are

unlikely to get the sympathetic hearing you deseBeeprune and prune
again, leaving only the essentials of what youdeeaught to be told.
In-depth descriptions are out.

3.1.3 Logic
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The facts and ideas you present will be easieake in and make more
impact if they follow one another in a logical seqae. Avoid a series
of inconsequential paragraphs, however, well plttadéso, make sure
that what you say under one heading chimes in alityou have said
elsewhere.

3.1.4 Truth
Do not overstate your case.
3.1.5 Figures

The banker or investor reading your plan is nunegriinking in terms
of numbers. Words will not impress a banker untesy are backed by
figures that you have made as precise as poss$bldry to quantify
wherever you can.

3.2 Designing the Business Plan

The layout of your business plan can help greatlgaeping the reader
interested. Above all, the information you give mtdlow a logical
pattern. You could present your material in theusege shown here,
using headings, so that the reader can survey piaur and navigate
without difficulty.

A brief statement of your objectives.

Your assessment of the market you plan to enter.

The skill, experience and finance you will bringtto

The particular benefits of the product or servwgdur customers.
How you will set up the business.

Your financial targets.

The money you are asking for and how it will beduse

The long-term view.

Appendices to back up previous statements, inctudspecially the
cash flow and other financial projections.

10.History of the business (where applicable).

©CoONoORr~WNE

The above list can be added to, of course, if @pfe who will read
your business plan have a special interest to wixichshould address
yourself. For instance, public authorities are &ned to know the
effect on local unemployment: write a special anoghpnent section to
tell them about it.

3.3 Deciding How Much to Write
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In all business plans something, however briefukhbe noted on each
of the items listed above. How much you put intohesection should be
in proportion to the size and scope of your progscthe reader of your
plan will see it. A busy bank official will not warto read through pages
of material if he is being asked for no more thdewa hundred pounds.
On the other hand, he will not be impressed if, nvlasked to lend

£100,000, he is given only a sentence or two onafjgect that is of

interest most.

3.4 Getting Down to it

Careful writing of your business plan will give yabetter insight into
your own business.

You have a marvelous project; you have a shrewd ttat there is a
market for it; you have obtained a good deal ofi@@Wrom experts and
have done sums to calculate your hoped-for profisy cash flow and
the money you need to raise. So, when you getitlaade, you will be
ready to go. Or so you believe! But it is odds-au \still have home
work to do. Now is the time to do it.

‘Writing’, said Sir Francis Bacon, ‘makes an exaotn’. There is
nothing so effective in testing the logic and ce@mee of your ideas as
writing them out —in full. As the future of your siness depends in large
part on your ideas working in a logical and cohemsay, now is the
time to subject them to test

3.5 How Do | Set About It?

Taking the sections numbered opposite one by oréenmotes under
each heading of all you have done or expect to Fw. example,
regarding Section 2, what do you really know alibatmarket you want
to enter? Have you done enough market research? Wilhdwe your

customers? How many will there be? How will you temh them? How
will you get your goods to them?

Or, when it comes to Section 5, have you a cleanciete picture of
what you will actually do to ‘get the show on tload'?

Write it all out! Perhaps you would like to adopetfollowing method:
taking a large sheet of paper for each of the alseetions, note down
the facts relevant to each of them; then sort thiemst, for truth and
coherence and arrange into a logical pattern.

You will prune hard when you come to write the doeunt itself. In the
meantime, you will have organized your ideas, yduhave noticed the
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gaps and weaknesses, and the business, and thedsus bound to go
the better for it.

3.6 Tackling Each Section

1. The Brief Statement

This should be to point. Just something to showrégssler what your
plan is all about. Say what you do in one sentelmca.second sentence,
state how much money you want and what you wdot.it

2. The Market

When you come to the main body of your documerat swith the
section that is most likely to impress your readine majority of
people lending money believe that what makes focess in business is
finding and exploiting a large enough market. Soaaule, the ‘market
section’ should be the one with which you lead off.

Though your product may be the best since the tnwerof the motor
car and you may have the talents of a Henry Fard,will get nowhere
if there is no call for your brainchild or you lattke means of projecting
your product into the market. The person readingryman will know
this only too well, and will want to find out whethyou are aware of
these facts and how well you have done your hom&.wéour market
research is crucial.

Note that where figures are given, and they shoeldjiven freely, the
authority for the figures should be quoted. If ydigures can be
checked, this will promote confidence.

3. The Skills, Experience and Resources of the Persomsolved

A lender or investor will want to know the traclcoed of the person to
whom his or her own or clients’ money is to be esied. Therefore,
you must give a fairly full account of your own iness career and
those of your co-ordinators or partners. School academic histories
are hardly relevant. Past achievements and tedhaquiedifications, on

the other hand, are.

Of almost equal importance is the degree of yowaurfcial investment.

You cannot expect others to risk money in an entFpo which the
founders themselves are not financially committed big way.

4. The Benefits of Your Product
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This is the most difficult part about which to corm because it is the
section in which you are likely to wax most entlassic. Human
progress depends on new ideas, and people with goesl need all the
support they can get. That been said, you musttfaeéact that only a
minority of innovations can be made commerciallgble. Your banker
or financier has probably seen hundreds of abdgluiglliant ideas
come to naught, and for all kinds of reasons. $oiththe section you
will have to write most soberly.

A famous American writer — a writer, not a busimeas — once said
that if you made a better mousetrap, the entirddwwould beat a path
to your door. This is just not true. Any succes$fusiness person could
have told him that simply making a better prodscbnly one step on
the way to success, and not even the first or th& mportant step.

Do not get too disheartened. You have, you beliavigst-class product
and, as you demonstrated (under number 2, abdwe)narket for it is
there. What you must do now is to persuade youwtenethat the product
iIs a good one and that it will have the edge t@ halu exploit the
opportunities set out under number 2.

Stick firmly to hard fact! ‘Puff’ sentences, suck &his is the best
widget-grinder on the market and will be the chesapgeo’, cut very
little ice. Show, with figures, why it is the bemtd why, despite this, it
IS not the most expensive. If you have some indépetitest results, say
so, and give at least a summary of them in an appeA few genuine
figures are worth a page of adjectives, on whichyas stated earlier,
you must go easy.

Information that could be included in this section:

- a brief description of the product or idea

- how it works

- why it is better than the rivals

- any independent appraisal (with details in areaplx).

5. The Method

By this time your reader will have clear idea otiyonarket, your skills
and the customer benefits of your product. Whatoheshe wants to
know is whether you are going to set about things isensible and
workmanlike manner. Tell your reader what he or sheuld know in
terms that are as concrete as possible.

a) First of all, how do you propose to market thedpct or service?
Will you have your own sales force? What will yow @bout
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publicity and advertisement? How will you ‘targgbur sales drive?
Under what terms will you sell? When will you barsing on all
this? Give a firm time schedule, if possible.

b) It will promote confidence if you outline your ‘magement
structure’. If you have partners or colleagues, wiwdl be
responsible for what? How do you intend to keep vagious
sections in touch with one another? Will you havanagement
meeting once in a week? Once a month? Or only where is a
desperate crisis? What about keeping employeesstboé what is
going on and what is expected of them?

c) Outline the production methods you will adopt a #tart of the
project. Write something, briefly, about the preesiyou will use. A
sentence, or possibly two, will tell of the plamdamachinery. You
may need a workforce. State how many people younsgd at the
beginning and later, as sales increase. What wilthe capacity of
the initial set up?

d) The office is your next concern. As a skilled eeginor a keen sales
person, you may be impatient of all the paper watkwever, to
convince your reader that your business will natcgad into chaos
or grind to a halt, tell him or her who will seeitdhat it does not.
Who will make sure that the letters are answereglomr absence.
Who will look after the books? Answer the phone@dess orders?
Invoices? Who will chase up debtors? Have you assethe amount
of work which will need to be done in this departitie

Your reader will also want to know how you will dool and monitor
the business financially. The smallest businesgiside know at all
times what its cash position is. As soon as thezdltsose who owe you
money, or to whom you owe money, it will be necegsa keep regular
check. Your banker or your investor will know thraéiny an otherwise
good business has come to grief through lack anhelgary financial
controls. Ensure not only that you have made theessary
arrangements, but that your investor knows you hgven this aspect
proper regard. Any good accountant should be h&ppgvise you.

The Long-Term View

So far, so good, you have explained how you willygeir project off the
ground and how it will run during the start up peliiNow the banker or
investor will want to know how he or she stands ttoe future. Some
enterprises are essentially short term. Some shouitinue to be very
profitable over a longer period. Some will be slgmwing, and their
financial needs can be met out of profits. Othdltishave to
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accelerate fast, and they will need further inpatdi of capital on a pre-
planned basis. Your financial banker will want toolw your thoughts
on all these points.

If yours is a project to exploit some ‘trendy’ idelae banker will expect
some assurance that, if the fashion were to chdmgeyr she could be
paid out of ready money and not be locked into wréed fixed
assets, i.e., fixed assets whose cost has notegat tecovered out of
profits and which would be difficult to sell. In geral, the banker
should be told how you see the market over fivegjeand in the long-
term. Also, what you propose to do about poterctahpetition.

Use of the funds

Now that your reader knows that you have a goodymt that there is a
market for it, and that you know how to run theibass in an efficient
way, you should explain, in fair detail, why youedehis or her money
and how you will spend it.

Emphasize how much money you and your colleaguesaesting. No
one is going to risk money on your project if yae aot substantially
committed.

Having added up the sums you are putting in anthatlyou are hoping
to raise, list the items you will be spending theney on, such as:

patents

land and buildings (give some details)

plant and equipment (specify major items)

cost of publicity for the initial launch

working capital (reference to cash flow forecasts)

reserve for contingencies.

Financial Targets

Although your hopes and plans for financing yousibass will be set
out in all the cash flow forecast, etc, which youll vattach as
appendices, it will be helpful if you give a brisimmary now of the
important points. No matter how small the businegsy will be

expected to show:

the expected turnover for the first year
the expected net profit for the first year

how much of the loan will be paid off in one year
when you expect to pay off the loan entirely
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o what you hope for in the second year (when paymkats the
business start-up allowance, if any, will no longercoming in).

You do not have to show that the business will maleofit in the first
year. Your banker knows that many businesses m&b&sanitially and
still go on to succeed. If you show that you capest to achieve profit
in the long term, your banker should be preparegbtalong with this.

However, if you are raising equity capital, theree aother
considerations. Most equity investors expect tevlie you a long time.
They are interested in capital gain and, if avddahlividends. The
additional information they will want is:

the rate at which you expect profit to grow
what your dividend policy will be

o what you and the other directors will be taking it the
business before the equity holders’ share in tbhétpr
o what plan or ambition you have (if any) to sell ,aat buy them

out, or to go on the AIM (Alternative Investment Mat), a
junior branch of the Stock Exchange.

The Appendices

What you have said so far should have told readdrabout you

project. You have now to add documentation to cecwihim or her that
you have done your homework properly and that yam show good
evidence for what you have said. Last, and mosortapt, will be the

detailed financial forecast. This will vary frometinelatively simple cash
flow forecast on a form supplied by your bank toedaborate ‘business
model’ prepared by a professional accountant.

The financial projections are the real meat ofttele business plan. A
great deal of information should be given, espécia the cash flow
forecast.

Other appendices could be copies of any documéatswill support
what you have said previously. They might include:

o accurate summaries of any market research, eit@r gwn or
research that has been professionally carried out

o photocopies of local newspaper articles descrilaingeed for a
service you propose to provide

o picture of your product or products

o copies of your leaflets or other promotional litera

o the results of any testing of your product, esghcigit has been

done by an independent organization.

10
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The general outline so far given is intended todguyou, for those
seeking funds for a new enterprise. If you wanaffice to expand an
existing business or to take over an existing slibg, principles will
remain the same, but you will need to write an toldal paragraph or
pages, preferably at the beginning of your busipéss, to do with:

The History of the Business

This section should be brief, factual, and basedhenaudited trading
results. At least three years’ results should tmavsh if possible, as well
as the last balance sheet. Reference may be madricto fuller
comment, explanation and plans for change as magiven in later
pages, e.g. under ‘Marketing’ or ‘Management'.

The history should also tell of any major changesownership or
management of significant market alterations treAdsother words, it
should mention any important happening that hasctdtl the business
over the past few years.

4.0 CONCLUSION

In conclusion, we have seen in our discussion dficb@oncept of
business plan that your plan is but one of manyitheeceived. So you
must win financial provider/ bank an approval aneef his or her
interest. To do this, you need to be clear; btagfical, truthful and back
up words with figures wherever possible and alsovkithe simple cash
flow forecast. Thus, this chapter taught us howtite a business plan
and run a business; as well as maintain a buspiass

5.0 SUMMARY

In the course of this study, we were able to disdusw to plan, write
and design a business. Also, the chapter discuksecharket and use of
funds and other sections and aspects of a bugaess

6.0 TUTOR-MARKED ASSIGNMENT

How can you establish a desire business of your wtim the help of
business plan?

7.0 REFERENCES/FURTHER READINGS

11
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1.0 INTRODUCTION

To those who are venturing into business for that fime, the prospect
of having to draw up a cash flow forecast can henidating; but the
banks will demand for this when a loan is sougintefigen the smallest
of one-man business. This is because they beltewdligive them at
least some idea as to whether and when they aedy lib get their
money back.

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

o forecast cash flow
o produce a sample of break-even analysis.

3.0 MAIN CONTENT

3.1 Whatis Cash Flow Forecast?

The cash flow forecast sets out, usually in monttdiumns, the sums
you expect to receive by way of sales, Businesg-8paAllowance, etc,
and compares this inflow of money with the paymeyas will be
making for stock, materials, overheads, equipmamd, the money you
will have to take out of the business for livingoerses.

It is not a forecast of probability of businesst merely a guess as to

whether, in the short term, more cash will come¢han go out. That is
not necessarily the same as profitability. On the loand, although your
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profit margins might not be adequate to cover ogads and write off
the cost of equipment, your cash flow could be gendugh to pay the
bank back its money while you were losing yours. tB& other hand,
there are profitable businesses (i.e. their ne¢tassae growing nicely)
that are called ‘cash hungry’. They may be makiing frofits, but all

the cash they take in, and more, is needed to aserestock or give
credit to an ever larger number of customers. ®olthnk will call a

halt, and they may have to close their businesspitieits underlying
profitability.

3.2 Is a Cash Flow Forecast of Any Real Use?

A cash flow forecast that is badly drawn up is dieaf little use. It

serves merely as a snare and delusion. Unfortynakel project figures
in your forecast will depend on the reliability gbur crystal ball in

foretelling your sales figures. You may improve tecuracy of those
figures by conscientious market research or bytipgento an uncertain
future.

However, if the sales figures appear reasonablecandervative, and if
the cash flow forecast has been well and logicdiBwn up, the bank
will be able to ‘take a view’ as to whether it dand the money (and get
it back again without having to sell up your hoasel furniture- a step
even the toughest bank manager is loth to take).

To persuade the bank or building society to lend ffte money you
need is, of course, the primary purpose of a chsh forecast. It has,
however, some other very important uses.

Actually producing a well-thought-out forecast fldfthe same function
as writing a well-prepared business plan. It whilhigpen up your ideas. It
will make you aware of the effect on your bank hakaof the decisions
you take in your planning, e.g. of the amountsdapent on advertising,
your terms of sale (very important for cash flowjether or not to buy
your own transport, etc. Giving thought to your lcdbw is a very
worthwhile exercise. Try drawing up several forésagach based on
rather different assumptions of sales and experadiithe few hours you
spend could prove the most profitable of your life!

Even the smallest business is more likely to dd Wwék owner keeps a
close eye on its financial progress, comparing whabped and planned
for with what is actually happening. In businesgygam this is called
‘budgetary control’. In your cash flow forecast youll have an
invaluable little tool when you come to set up yamwn small-scale
budgetary control. So don't tear it up once thekblaas seen it. Most of
the banks appreciate the value of their cash flosets as budgetary
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control documents and provide adjoining columns ‘forecast’ and
actual'. If, every month and immediately after thenth-end, you fill in
all the figures in the ‘actual’ column, you will iga quick indication of
anything that is going wrong, together with strdmgts as to target any
remedial action.

3.3 Principles to Observe when Filling in a Simple€Cash Flow

Form

Enter the more certain figures first.

Make every entry in the month in which cash andqcles are
handed over.

All entries must be inclusive of VAT where applitab

Start by entering those payments of which you amam (or
almost certain):

The rent- in the actual months when it must kd pa
The rates- for each month when they must be paid

HP payments on any vehicles or machinery

Loan repayments on any fixed-term loan you havesedjror
hope to agree

Wages of any regular employees

The sums you will have to draw from the busineds/&on

Any other payments you expect to have to make uf kiloow the
amounts

Now also enter the sure regular receipts, such as:

Business Start-up Allowance payments
Rents from any sub-let.

The next items are more difficult. They are ovethgayments, the
amounts of which are not yet certain because th&des have not been
received. These will include:

Gas and electricity bills

Telephone bills

Advertising and publicity costs

Petrol and other motor expenses

Stationary and printing

Postage and packaging

Insurances

Repairs and renewals

Contingencies; depending on the nature of the legsin
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These items cannot be predicted with any greatracgubut, if you
have done your homework, you should be able to nmaksonable
estimates. Enter them, of course, for the monthsnwou will have to
pay them. ‘Repairs and renewals’ are a special. Cisey are by their
very nature uncertain, both as to amount and tinifegke a good guess
as to the yearly cost and divide this into fournerdy payments.

The next thing to do is to enter the initial re¢gipnd payments- those
once-and-for-all transactions that get you stariBue receipts could
include:

o Fixed loans from the bank

. Loans from family or friends

o Money of your own which you pay into the businessoant
after the date of start-up

. Grants.

The payment could include:

. Capital payment for the lease
Machinery and equipment

Initial licence fees

Legal fees

Installation costs

Office equipment

Starting cost

Advertising to launch the product.

Remember that the cash flow forecast is deemedatd an a specific
day-usually the first of the month. Any paymentsdmeaor moneys
received before that date must be ignored. Yowaiteng a cash flow,
not a profit and loss account.

Many of these initial costs will be paid in thestimonth and should be
entered in the appropriate spaces for that monblveider, you may get
extended credit for, say, 30 days or six weekssfume items. Enter
them for the months in which they will actually paid.

Most of your figures will have been entered nowt Bou will have the
difficult part to do. You must tackle the salesesidhis is a matter of
putting hard figures to the faith you have in ypuoduct. You know in
your bone that the product or service will sellt Bow well? And how
soon will the money start to come in? You will haseme market
research even if, as a potential window cleaneu, lyave done nothing
more than call on the neighbors to find out how ynaill pay to have
their windows cleaned. Use all the information y@ave gleaned about
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your market; link this with the amount of time yaill be able to devote
to selling, and you should be able to make someafaducated guess
at the turnover you can expect once you have gaggwoperly.

3.4 The Break-Even Analysis

The cash flow forecast that you have just drawisiwgesigned to assure
a bank manger or other lender that he is likelggbhis money back. It
is also, as explained above, a fine tool for hgpyou to understand
your business better. Even more useful, howevewhat is called a

‘break even analysis’- a means of determining hawelmyou must sell

in order to meet your commitments.

To Produce a Sample Break-Even Analysis

Add up all your overheads and the payments you kalle to make
whether you produce anything or not. Included vié rent, rates,
insurance, lighting and heating, etc; also offitaffswages, the basic
wages, production workers, interest on bank ovéisliar loans, sales,
costs and, of course, depreciation.

Work out the cost of making one article, excludialj the above
overheads, etc. included in this ‘marginal coss$,itais called, will be
raw materials, and those wages that are directhte@ to production,
I.e. piece work or bonus payments and overtime.

Settle on your selling price (which should be thghbst your market
will stand).

Work out the difference between the cost (2) arel délling price to
determine your gross profit per unit.

Now work out how many units you will have to seall imeet your
commitments before you make a penny for yourself.

4.0 CONCLUSION

A cash flow forecast is probably as complicated@dpction as can be
expected from someone lacking professional trainingill just about
do when a loan of up to two-or three-thousand psusdvanted. But if
tens of thousands of pounds are required, then i@ mophisticated
document will have to be prepared, preferably & lhukiness model,
with forecast profit and loss accounts and balasteets. This is a task
that should be put into the hand of professionallglified accountants,
and is not covered here.

5.0 SUMMARY
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In the course of this study we were able to distlesmeaning of cash
flow forecast and its various uses as well theqypie to adopt while
applying cash flow forecast. And finally, the studigcussed the break-
even analysis.

6.0 TUTOR-MARKED ASSIGNMENT

1. What do you understand by break-even analysis
2. Discuss the principles guiding the application afskt flow
forecast?

7.0 REFERENCES/FURTHER READINGS

Edward Blackwell, (2002X-ow to Prepare a Business Plan

Www.acas.org.uk
www.adas.co.uk
www.businesslink.org
www.dti.gov.uk
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1.0 INTRODUCTION

The fundamental aspect of any investment decissorprofitability.
Before embarking on any major business projectiudysshould be
undertaken to determine the feasibility of suchr@get and the degree
of risk associated with such an investment.

The main concern of feasibility study is a detaigstimate of the cost
and the technical, commercial, management anddiahaspects of the
project. It is an aid to an investment decision-imgk

Uses of Feasibility Studies

o It helps to ascertain whether or not a projectestivundertaking.

) It is normally required to support an applicaticor financial
assistance.

) It serves as an implementation guide to the praatvhich it
relates.

The Contents of a Feasibility Report

A brief description of the project

The project objective

The economic and social justification for the pobje
Organization and management

Technical and production considerations
Demand and supply outlook

Marketing strategies

Financial projections and profitability

19



TSM 303 CONCEPT, DESIGN AND FEASIBILITY |

J Cost of project
. Financing plan
o Risk analysis.

2.0 OBJECTIVES

At the end of this unit, student will understandatfeasibility studies is
all about and will be able to conduct a good faésibstudy for the
success of a business.

3.0 MAIN CONTENT
3.1 Whatis a Feasibility Report?

Put in a very simple language, a feasibility redeits you whether a
business plan will succeed or fail. In other wortti& report concerns
itself with determining whether the business yoanpto do will be
profitable. If the report indicates that the bussmeannot succeed then
you must think of another business plan.

Such a report, no matter how elementary, is vepomant and should
be prepared by anybody who wants to start a neméss or expand an
existing one. If you happen to go to any bank or imstitution giving
loans to businessmen, you will probably hear tlaa lofficer telling you
to go and bring a feasibility report or businesaplvhich will show him
whether there is a market for your product, whetloer can manage the
business and the financial implications of the psgb and whether or
not the business proposal will be profitable.

A feasibility report helps you not only to make ectsion whether to
invest or not but also it helps you to raise muepital for your
business.

A feasibility report also serves as a basis forsueag the performance
of your new business.

3.2 How to Collect Information for Writing Your Feasibility
Report

In our country where there is poor record keepingd gooor
dissemination or publication of information, colieég information can
be challenging and sometimes frustrating. But ytwousd not be
intimidated by this challenge.
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Without information (or data, to use a technicaggm) it will be very
difficult for you to determine what kind of inforrhan you need so as to
prevent you from collecting useless material.

3.3  The Kind of Information Needed for a Feasibiliy Report

The following are the major kinds of information merson doing
feasibility study will need:

1. Market Information
You should try to answer the following questions:

Who are the major consumers of your product?

Where are they? What is their purchasing power?

What is the competition? How many competitive basses are in the
market? Where are they located? What are theittipegcand policies?
Their pricing policies? What is total known or estted volume of

competitive business within the geographical areavhich you want to

do the business? What are the channels of disoifitWhat kind of

advertising and sales promotion do the competittw® What are the
sources of raw materials and their cost?

You should study business directories, industriedalories, telephone
directories and any other relevant directories it fout who your
competitors are and where they are located. You almo get
information on your competitors from other publicusces you can
think of.

2. Logistics Information

Here you will be concerned with identifying the s of transport
available and their cost. You should also thinkudhmossible locations
for your business and the comparative costs ofalteznative locations.
Are there any custom duties or excise duties tpaie?

It is important to note that location selection atwes different factors
for different kinds of businesses. For example, sahthe factors you
consider when trying to decide where to locate etofy are the
following:

Nearness to the market

Sources of raw materials

Availability of shipping facilities

Availability of public utilities like electricity,water, telephone,
etc.
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o Avalilability of financial institutions like banks
. Avalilability of labour
. Avalilability of housing and so on.

You have to consider each factor in relation torypwposed location
and determine to what extent it is going to affdwt cost of your
operation. If the raw materials are bulky and tpgmsng them might be
costly you should consider sitting your factory mdee area where the
raw materials are available. If the consumers @& groducts are
concentrated in a certain geographical area oisayea have to weigh
the costs of transporting the finished goods to rtieeket where your
customers are. You should weigh the financial iogilons of each
factor and compare the costs of alternative looatio

Then, site your project at the location which giwasu maximum
comparative advantage. Remember that you are imdassto make
profit. Therefore, site your project in a locatitmat will enable you
make the desired profit.

If you are proposing a wholesale business it walvibise to have the
location near the center of your customer poputatibsuch a business
Is in Lagos, for example, a location in Lagos Idlanill be quite
satisfactory. Retailers can come to your wareheasdy to collect their
supplies.

If you are proposing retail business its locatisrtiitical for success. It
must be near the centre of where your customerscaneentrated.
Alternatively, it must be located in a high-footffic area where so
many people pass-by to be able to notice and pa&ggour shop. You
should take into consideration the age group ofgbpulation in the
area where the shop is to be located, the grompg@me level, and the
group’s buying habits. You should try to match 8tep’s products,
image, price class, and mode of operation.

If you are proposing a service business you hawdetermine whether
visits by customers or clients are necessary.,l{so have to make sure
that facilities for customer comfort are adequatee location must also
be consistent with the type of customers or cliggga want and its

habits in buying the service. You have to consttlerneed for efficient

public utilities.

We have discussed location at length because ofimfsortance.
Location is very important for success. It can makenar a business.
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3. Information on Manpower Requirements

You should gather information on the kind and gratlemployees the
business may require and their pay.

4. Information on Capital Requirements

Kind of machines and equipment needed? Any buildiecessary? Any
land acquisition necessary and the cost?

5. Legal Requirements

You will need a lawyer if you want to operate thasimess as a
partnership or as a limited liability company. Ywil have to complete
registration formalities if you want to operate thesiness under a name
other than your own.

6. Bankers’ or Lenders Requirements

This is the last but not the least. You must gdbirch with the bank or
financial institution or ministry to which you maytend to approach for
a loan to finance the business. You have to find teir loan

requirements so that you can present your loanestqun the form
acceptable to them.

3.4 Collecting the Information You Need

You can collect the information you need by a cambon of the
following methods:

1. Observation

Observation involves recognizing and noting peoplgects and events
rather than asking people to give you informatiéor example, instead
of asking consumers what kind of shoes they buygmto the markets
or shops where people are buying shoes and obséraiekind of shoes
are bought and by whom. If you want to know whatdkof people

patronize certain types of hotels and restauramwois,visit the hotel and
restaurants and observe things for yourself.

Visit the places where your existing or prospectoampetitors are
doing business and collect as much information as gan by
observation. You can go there as ordinary cust@ndrthis is perfectly
alright. Make as many mental notes as you can ahgiqur observation
in writing as soon as you leave the scene.
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2. Questions

This is called the questionnaire method. You meatn to ask questions
to get information on the market for the produogistics, manpower
requirements, and capital requirements. You cantpese questions
either verbally or in writing depending on the ation. You must

determine who you are going to ask the questionm, frcustomers,

suppliers, competitors, government officials etor Example, if you

cannot visit the supplier of the machine you need, can write him and
ask him to give a quotation covering the cost ef timachines, and their
transportation to intended site. You can go to amst and find out

whether there are import duties if the machines@te imported.

All these mean you must come out and visit places affices where
you can get information in all the areas wherenmiation is needed. In
this area, you must demonstrate your own creatitgl ingenuity, for
research is, after all, a creative task.

3. Library Research

To the uninitiated, going to the library is intinaithg. Library research is
easy and | will show you how.

Before you go into the library make sure you knolatwou are looking
for. There are librarians and library clerks alwagady to help you in
any good and well managed library. If you are logkfor information
on imports of certain commodity in this countryy szars, request the
librarian to help you locate any publication, whietill give you
information on the amount of cars imported intostlountry. The
librarian can collect some copies of annual abstodcstatistics and
Nigeria Trade Summary. Go through them patientlgl painstakingly
and collect the information you need. You can dogame on any other
issues about which you want to do any other rebedde humble and
tell the librarian you are new to the library armbyneed help on how to
use the library.

4. Research on the Internet

You can also do research on the internet. The neters the world
largest library. You can collect information on asubject on the
internet. All you need to do is to know what yow &oking for and
how to browse on the internet.

Once you have collected all the information neetihedugh observation,

use of questionnaires and through reading of paitodios either in the
library, the internet or elsewhere you are readyegin the writing of
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your report. Before you start writing, however, youst make sure that
you have organized the information you have calécOrganize them
in a file or two as the case may be.

4.0 CONCLUSION

In conclusion, collection of information can be esasy or complicated
depending on how you handle it and your professioapability. And

the information gotten as a long way to affect ytmasibility report. It

is of importance to get the right information, irase of any
complication, contact your consultant.

5.0 SUMMARY

This study discussed the meaning of and how toegatiiormation for a

feasibility report, as well as relevant informat@pplicable to feasibility

report.

6.0 TUTOR-MARKED ASSIGNMENT

1. What do you understand by feasibility report?

2. Discuss the various methods of gathering infornmatmbe used
in a feasibility report?

7.0 REFERENCES/FURTHER READINGS

Jonathan A. O. Ifechukwu, (2006jow to Prepare a Feasibility Report
and Establish Your Own Business
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1.0 INTRODUCTION

Now that you have mastered how you can identify wsiness
opportunity and how you can gather the requiredrim&tion for writing

a feasibility report, you are now set for the nemajor aspect of
feasibility study-writing the report. As you havees by now, | have
tried to remove as much technical jargon as pasditht baffles the
uninitiated to show you that there is no mystergubcarrying out a
feasibility study and writing report. One critica@quirement, however,
is that the study must be logically and carefullygamized and
painstakingly done.

2.0 OBJECTIVES

At the end of this unit, the student should be dbleliscuss the basic
features of a feasibility report and how they agag carried out.

3.0 MAIN CONTENT
3.1 Features of a Feasibility Report

The major features or parts of a feasibility repmah be outlined as
follows:

the product

the market for the product

the management team

the production process and the production plan
the marketing plan

manpower requirements

estimated capital expenditure

estimated working capital
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cash budget
projected income statement
projected balance sheet

profitability analysis and evaluation of the prdjec

1. The Product

Give a brief and clear description of the naturehaf product or service
you are talking about. If it is a food product, gia clear description of
what exactly it is.

2. The Market

Here you give an account of the nature and sizth@fmarket for the
proposed product or service. You must indicate lene you did the
market study. With the information you collectecbabthe market you
can now make your forecast. The market forecagbus estimate of the
total size of the market and the estimate of ydare of the market.
Your market share simply means the proportion efttital market (for
the particular product or service) which you hopecbntrol if you

establish the business.

Your share of the market becomes your sales fareths sales forecast
IS very necessary because such important areascadich making like

production, planning for plant and equipment, mavgrorequirements,

raw material purchases, advertising and cash fleedas depend on your
estimate of sales. Nothing happens without salesledd there is

sufficient market for your product or service, illbe a waste of money
and effort to establish the business.

To Estimate the Market You Have to Determine

The number of competitors in the industry and wg@at or proportion of
the market will be left for you after the competgdave got their own
market share.

You can estimate the market in a number of wayshdpes, one of the
most common approaches is to estimate the numbéanafies using
your product in the geographical area where youtwwanmarket the
product and multiply the number by their estimaéechual expenditure
for your kind of product per family.

To determine who competitors are is quite easy.cKlee business or
industrial directory and identify your competitor¥ou can also
undertake a tour of the trade area of your intei@stbserve things for
yourself. You can also ask people who you think sgoply you with
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the necessary information. Visit the ministry aide and industry. Your
banker may also know who your competitors are. Twalkexisting
retailers and wholesalers of the product. Visitthamber of commerce
and any manufacturers association near you. Expiresources of
information earlier discussed and any new onescgouthink of.

Once You have the Two Figures, namely

o the estimated market for the product in the induaird
o the number of competitors (including, of courseungelf) you
can then estimate your market share.

Let us illustrate. Let us take, for example, thegre are 50,000 families
in the geographical area where you want to sellr yonoduct. We
assume each of the families spends N200.00 a yeyoor proposed
product. Let us assume also that there are fivepetitors (including

you).

Then the estimated market for the product in théustry can be
calculated as follows:

Market for the product = Number of families xAnneapenditure
= N200x50,000
= N10,000,000
N10,000,000
Market share per competitor = 5
= N2,000,000.

While your estimated share of the market is N2,000, you must
remember that you are new to the market. It widréiore be unrealistic
for you to assume you will capture your whole shafrenarket initially.
You may therefore have to reduce your estimateaofr \share of the
market by some percentage to make your estimalistiea

Anther forecasting approach is to assume that salegrow according
to past history at a given percentage or that whidygrow in proportion
to the value of the Gross National Product (GNPe GNP means the
market value of all goods and services produced bguntry in a given
year. This approach assumes not only that you leeady in business
but also that there are no ups and downs in theagey. If you are just
starting a new business, you have no past salesrowith. If, you can
get your competitors’ salesmen to make such estgn#tat will be
fantastic. At the end of your opinion poll you aage all the estimates of
sales for your proposed product and arrive at #hessestimate and the
market for the product. For example, assuming feaesmen give
estimates of a particular product as follows:
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Salesman Estimate
N5,000,000
6,500,000
7,000,000
6,000,000
5,500,000
Total N30,000,000

moO o>

Average = N6,000,000

You can therefore assume that the size of your etark about
N6,000,000

It must be cautioned that this estimate is sulifettte problem of human
estimating optimism.

There are more sophisticated approaches to estignéte market for
your product. You can consult books on businessstta or market
research for more sophisticated approaches if yeuirderested. Any
combination of the approaches discussed aboveewilble you make a
reasonable estimate of the market for your prodticti can also devise
other creative approaches to assess the markee @nchave made a
sales forecast, you have built the foundation faakimgy the other
estimates in your feasibility report.

3. The Management Team

Another item of utmost importance in your feastlilreport is a brief
but sufficient description of the background andoemence of the
persons who will manage the enterprise. One fir@nistitution

considers strong market for the product and soumshagement as
crucial. The financier’s decision will depend hdgwn his evaluation
of the management team and its members’ abilitypeoform their

assigned roles.

4, Production Process and Production Plan

Under this section you describe how to make thedyet if the
proposed business is a manufacturing enterprise. déscribe clearly
the stages the materials will go through beforefthished product is
produced from the factory. You can also includeoiinfation on the
location of the factory, space requirements andoso You should
outline the production costs involved.

If your project is agriculture, you should also chiése the production
methods. For instance, if you are planning to distala vegetable farm,
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you should include under the production procesh sativities like land
clearing, seed bed preparation, nursery manageamehso on. If your
agricultural project is concerned with crop produet you should
describe such activities like land preparation,nptey, weed control,
harvesting, storage etc.

Where your proposed business is not manufacturingomething like
agriculture, you do not need a production plan exdted budgets but
you will have to adapt the principles provided lmstcourse to prepare
relevant estimates like sales, purchases, operaxipgnses, etc.

Let us assume you are going into manufacturinghdf is the case, you
have to prepare a production budget. This budgetvsithe quality of

finished products to be produced during a givenopersay a year. You
should remember that the quantity to be producedildhbe based on
your sales forecast, availability of raw materiaisl the capacity of the
factory. You should also estimate the quantity gypes of the materials
to be used, the numbers, hours of work and graflesodkers to be

employed and their pay. You should also estimagetype and cost of
any facilities you may want to provide at the fagto

In this connection, you may have to prepare a nasecost budget. In
this budget, you set a standard materials costhw$lows the quantity
of materials (standard quantity) to be used to peeda unit of finished
product and the price to be paid for the right guadf material. The
standard material cost can be calculated as follows

Standard Material Cost = Standard gty x Standaoe pr
Your material cost budget is thus derived by mujig the standard

material cost per unit (i.e. single product) by thember of unit to be
produced. Your material purchases should be entugbver:

o the requirements of the factory for a flow of matksr into
production, and
o planned changes in the amount of materials to e inethe

materials store.

It needs to be pointed out here that the preparaifoa material cost
budget may not be possible sometimes and may @t le& necessary in
some situations. The important thing, howeverha you give a careful
thought to the quantity and cost of materials taubed in your factory.
This will force you to plan very carefully like agd businessman.

Setting standard costs can be learned from exmeridhis as you go
along that you may be able to set a standard. Ewm the standard
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needs review periodically especially if economicnditions in the
country are not stable.

Just like in the case of materials you can alsauped labour budget. It
Is the same principles used in setting a matedast budget that you
use here. A standard labour cost can be developedrisidering labour

time and wage rates. You should estimate the nuwitlabour hours to

be spent on producing a unit of finished produd dre rate of pay for
the right grade of labour. A formula for calcul@tistandard labour cost
may be as follows:

Standard Labour Cost = Standard Hours x Standa diday

The calculation of the labour cost forces you tadgtthe operations or
stages involved in making the product in the fagtdhe time to be
taken and the type of labour required, if you axpeeienced. For
example, you can ask a production manager, supereisforeman in a
similar factory to give you some help. A cost agtant in such a firm
can also be of help.

Another cost you may think of estimating is the tnead or indirect

costs of making the product. Factory overhead seterthose costs
arising from the provision of factory facilities @rservices required to
produce the finished products. The overhead buddletherefore cover

all production cost not included in the materiais éabour cost budgets,
including such items as management and superviseadaries,

depreciation of plant and equipment, repairs anihi@aance, light, fuel

and power and so on. With these estimates you aviive at the

production cost comprising:

° materials
. labour and
. overhead.

As you go through all the activities we have ddmemtiso far you can see
that doing a feasibility study is quite interestizagd you can learn a lot
in the process. It forces you to develop a highrele@f discipline in the
way of managing your affairs and business, in paldr.

5.  The Marketing Plan

It is very important that you indicate in your feémlty report the
marketing strategy you intend to follow to achiguir sales target as
reflected by your sales forecast. It is necessagmphasize that failure
to meet your sales forecast will affect your NedfRrand will threaten
the ability of the business to remain profitableuvtherefore under the
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marketing plan state your marketing goals and how sre going to
achieve them.

You should describe the distribution channel yoll wse to sell the
product. You should also describe your advertisind sales promotion
arrangements. You should also specify who, wherd wamen to

implement the marketing plan.

Manpower Requirements

Apart from your management team, there may be otrades of

personnel the business will require in order tocfiom properly. You

should therefore under your estimate of the manpawguirements,
outline the kind and number of personnel the bissivall need and their
pay. For example, you need to determine whetherngmd one or two
accountants, bookkeepers, production managersyvssqme, labourers,
etc. You must also estimate their salaries or ffayou have done your
research well, you will have no difficulty in estiimg the type and the
cost of your manpower requirements.

Estimated Capital Expenditure

Capital expenditure refers to expenditure on sinhgs like plant and
machinery, tools, transportation equipment, powdants, office
furniture and equipment. Capital here thereforenefo those items that
tie up capital for a long time and do not turn oo cash fast enough
but take several years to return their cash ouilay money spent on
them).

Under this section you should therefore estimateefadly your
equipment requirements and the cost of each equipny®u can get
help on this from suppliers of the machines andpygent. Determine
the types and cost of office furniture and equipimemu need to run the
business. In the case of machines and equipment,skould include
their transportation cost to the site and theitaltation charges as part of
the capital expenditure. Your total capital expémai should be made up
of

o the cost of your fixed assets (equipment and feguas earlier
explained) and
. start-up costs — initial expenditure in starting thusiness before

actual operation commences.

Estimated Working Capital
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Under this section you estimate the amount of cestessary to cover
anticipated expenditure before revenue begins figvim. This involves
a study of anticipated payment for labour, utififieents, supplies and
other expenses following initiation of the businesiventory
requirements (covering initial raw material costpsld be included in
this estimate. If you have performed all the ati#gi| have suggested so
far, you will have no difficulty in determining th@mount of working
capital needed for, say, the first month or two.

Cash Budget

The estimate of your working capital is followed yyur cash budget,
which is in a way planning for your working capitdhe cash budget is
nothing more than an estimate of your cash recaiptscash payments
over a given period. To use the technical jargbe, ¢ash receipt and
cash payments are referred to as cash flow. THe ftas thus has two
aspects: the cash inflow (the receipts) and theh castflow (the
payments).

When you deduct your total cash payments from yotat cash receipts
you get the estimated cash balance. You may prepasesh budget for
12 months in respect of each year you want to peepaprojected
balance sheet. The cash budget will help you nbt anticipate your

cash needs but also enable you exercise properotomwer the

management of cash in your business. Such comtbheonitoring help

you prevent your business from experiencing finaincrises whereby
you run out of cash or have excess cash.

Projected Income Statement

If you have done a good job up to this point inneating your sales,
inventory requirements (both raw materials and shed goods),
payments for labour and other expense items, ytithawe no difficulty
in preparing your estimated income statement. iBHiecause the income
statement summarizes your estimated operating egpesind operating
revenue and show the Net Profit or Loss as themasebe.

The Net Profit is the return on your investmentthié Net Profit is not
up to the desired minimum or acceptable level, lyave to think twice
before deciding to go ahead with the project. leparing the income
statement, you put all the income items on thetrigide of the
statement.

Projected Balance Sheet
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The balance sheet summarizes the assets andtissodf your business.
Again all the information here will come from preloeg estimates. The
estimated figures for cash balance for a year, wdsoreceivable and
inventories are together called current assetshwtgter, to all the items
in the estimated capital expenditure (after dedgctallowances for
depreciation).

Liabilities will consist of amounts due to thirdrgas and the owners of
the business. Amounts due to third parties inclacunts payable (i.e.
the amounts the business owes on purchases). Amduetto owners
include the capital invested and, of course, theRyefit.

When all the assets (except cash), liabilities, @aqultal are projected on
to balance sheet the cash on hand can be deterinjnddducting the

sum of the assets from the sum of liabilities, thdb say, after you have
listed all the liabilities and all the assets (exithg cash), you obtain the
total of liabilities and the total of assets. Thgu subtract the total of
assets from the total of liabilities; the differenbecomes the cash
balance at the end of the period. For examplehaf sum of assets
(except cash) is N900.00 and the sum of liabilieN1,000.00, the cash
balance is N100.00.

3.2 Profitability Analysis and Evaluation of the Poject

So far, all your estimates and analysis are geanedrd enabling you to
take the crucial decision to invest in the businassefrain from doing
so. Here you will be given a few guidelines to hgtju make the final
decision.

Break—Even Analysis

First, it is a good exercise for you to determinigew the business will
break-even. That is, when it will make no loss oofip. At the break-
even point your total expenses will be equal to tb&l revenue
generated by the business.

Determination of break-even point is easy. You @arthis by following
one of two approaches or both. We can call onecagpr the algebraic
or computational approach. Another approach igthphical approach.
-the Algebraic Approach

Under this method you use a simple formula to dateuthe break-even
point.

The formula can be stated thus:
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EC
B-E Point=P - VC
Where = C stands for fixed cost, P stands for sglitng price, and VC
stands for unit variable cost.

Fixed cost is a cost that remains fixed and nacéd by changes in the
level of production/sales or business activity. lpées of fixed costs are
rent, insurance, property taxes, and depreciatioging from time
passage. You have to determine in your businesshwasts are fixed.

A variable cost varies with the volume of businastvity. Examples of
variable cost are cost of goods sold, sales connisssome salaries,
etc. the total variable cost is used in calculatimg unit cost or cost per
unit of the product produced. Thus if you make 1L@@s and your total
variable cost is, say N200, then your unit cod2s00.

If we assume that the unit selling price is N4ib@n the

EC
B-E Volume =4 -2
=FC
2
If FC = N500.00

Then B-E volume = 500/2 units =250 units
B-E Point (in naira) = N4 x 250 = N1,000.00.

Marginal Safety

It is not enough to calculate break-even point. ¥bauld also determine
the margin safety. The margin safety is the exoésstual or budgeted
sales over the break-even volume. It is a measutteecextent sales may
drop before the business begins to make losses. mbans that sales
must not be allowed to fall to such an extent that margin of safety
becomes very small. The smaller the margin of gdfet less profitable
the business becomes.

We can calculate the margin of safety with the $nfiprmula:
Margin of Safety = A - B
Where A stands for budgeted sales, and B standsd¢ak-even sales.

Let us take the break-even sales calculated abogeassume that the
budgeted sales are N2,500. The margin of safeheis calculated thus:

Margin safety = N2,500 — N1,000
= N1,500.00.
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This means you must allow sales to fall below NQ@,%@herwise the
profitability of the business will be in danger.sale below break-even
volume will automatically result in a loss.

The idea is simple. If you want to make no profitlanake no loss, then
sell up to the break-even volume. On the other h#ngou want to
make a profit, make your margin safety as largpassible.

Our analysis of break-even point has so far assuhedyour business
will be producing only one product. This in praetis not always the
case. How then can you calculate the break event pghere the
business produces or sells more than one product?

The answer to the above question is that you shaskl the same
techniques as you used in the one-product caseewawin the multi-

product situation you must exercise great careur pllocation of fixed

costs and indirect costs to the various produats.sare, you have to
determine what proportion or percentage of thd fotad cost and total

indirect cost will be allocated to a particular guat or product line. The
problem here is that the total fixed cost and totalirect cost are
common to the whole business and you have to déddeto distribute

those costs among the product lines.

Another point worth emphasizing is that in a mpladuct company
(that is, a company producing or selling more tbaa product) the sum
of individual break-even point, unless the salgsire for each product
bears the same relationship to total sales asnifligidual break-even
points bear to the overall break-even point.

Let us give an example. Let us assume a businezduqes three
different products as follows:

A B C

Suppose, their total projected sales and theirkbesan sales are in the
proportions given below:

PRODUCT TOTAL
A B C
Projected Sales N10 N50 N40 N100
Break-Even Sales N5 N25 N20 N50

The sum of the individual Break-Even sales of theve three products
will be equal to their overall Break-Even point.ighs because their
individual projected sales bear the same relatiprshtotal projected
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sales bear the same relationship to total projesaédes as the individual
Break-Even points bear to overall Break-Even point.

Just take product A, for example. You can seeited@reak-Even sales
constitute 10 percent of the overall sales. Howvekdget 10 per-cent?

This is it.
5/50 x 100/1 =10% Also, 10/100 x 100/1 = 10%.

-the Graphical Approach
A graphical method can also be used but it is Evsact than the
computational method so, there is no need wastimg on it.

Multiple Break-Even Charts

Just as you can calculate multiple Break-Even pointmulti-product

firm using the computational approach so also y@uanstruct multiple
Break-Even charts. If you are interested you cansgld books in

accounting or managerial finance. As long as yau wse the algebraic
approach the determination of multiple Break —Epemts should pose
little or no problem.

Sensitivity Analysis

This is a kind of analysis in which factors or asptions made in the
study are changed and the effect on the rate afrrrebr profit is
observed. In other words, it is a technique usechéasure the changes
in the key factors that affect a project’s caslilonvs and cash outflows.
Do not, therefore, be scared by the term, senitanalysis. It is easy to
understand. Let us illustrate.

When you try to estimate what will happen to yowofis if the cost of
your doing business rises or falls, you are doiagsgivity analysis.
Examples; what will happen to your profits if co$traw materials falls?
What will happen if the cost rises? What will happkyou raise your
selling prices? All these are changes in the factorvariables that can
have impact on your profits. When you considerabiesequences of any
of these assumed changes you are doing sensdivalysis.

Let us take a concrete example. Suppose you aendhe following
information earlier used in or derived from the qa@ing Break-Even
analysis:

unit selling price .......ooovvviiiiiiie e N4.00
unit variable COSt...........ooooeiiiiiiii e N2.00
marginal income (i.e. N4 —N2)...........ccoceen N2.00
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fixed COSt ......uvvmiiiiiiiiiiiiiiiinns N500.00
operating profit...................... ..N750.00
break-even point.................... .N1,000.00

What will happen to profits if either of the follamg two events occurs;
the selling price rises by 10%, or
unit variable cost rises by N1.00?

Let us consider the impact of the first case. # timit selling price rises
by 10% it means that the new selling price is NAHMOw did we get
N4.40? Here is how we arrived at it.

First, 10% of N4.00 = 10/100 x 400k/1 = 40k
Therefore N4.00 + 40k = N4.40k

If at the selling price of N4 the business madedditpof N750.00, then
at a selling price of N4.40 the profit can be cidted as follows:

Profit = 750/4 x22/5 =75 x 11 = N825.00

If the unit variable cost rises by N1.00 while atHactors remain
unchanged, it means that the new variable cost 0N The
contribution margin or marginal income will thenldéd — N3 = N1.00

We can calculate the impact on profits of the imaseein unit variable
cost as follows.

At a marginal income of N2.00 (i.e. N4-N2) the praas N750.00.
Then at marginal income of only N1.00 the profitlveie N375.00. We
got this result by the following calculations:

Profit = 750/2 x 1 = N375.00

We may then arrange the results of the above satysiinalysis in a
table as shown below:

TABLE 1: SENSITIVITY ANALYSIS

Nature of Variation or Assumption Profit

Unit Selling Price, Unit Variable Cost
And Fixed Cost remain unchanged N750.00

Unit Selling Price rises by 10% while other
Factors remain unchanged. N825.00

Unit Variable Cost rises by N1.00 while other
Factors remain unchanged. N375.00
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Before we leave this subject of sensitivity analygiis pertinent to point
out that it is not absolutely necessary that youttdo analysis. It will
however enhance the quality of the feasibility gtifdyou do so. The
whole idea behind the exercise is to alert youh® ¢onsequences of
possible changes in the circumstances of your basin

Evaluation of the Project
It is necessary to appraise your project to deteemivhether it is

worthwhile going into the business or not. In piest there are three
parties who may be interested in the appraisalpsbgect. These are:

. You — the entrepreneur. Your aim here is to satysfyrself that
the project has high prospects of being profitable.
. Institutional investors and financiers. These idellcommercial

banks, investment banks, development banks likebtrgk of
industry (BOI) and Nigeria Agricultural, Cooperaiand Rural
Development Bank (NACRD). The banks want to ensine
project has an impact on the national economy. Et&y want to
ensure the project is profitable and that it wéingrate adequate
cash to enable it (the business) pay its debn{ij to the bank.

The Government

The aim of the government in project appraisalosehsure that the
overall social and economic impact is good andeiemine what forms
of incentives the project is eligible for. Govermhds particularly
interested in determining to what extent the pitojean contribute
towards the saving of foreign exchange for the tgun

In appraising a project, therefore, the aim is toimize the capital and
operational costs, to ensure high production efficy and that the
products or services can be sold at fair markeepriBut above all, from
your stand point as an entrepreneur, you shoultleeao establish the
business if it passes profitability test i.e. ifetlproject promises a
satisfactory rate of return. The rate of return@inrefers to the Net
Profit generated by the business.

In general, there are four methods of appraisingusiness proposal.
These are:

. Payback Method

° Annual Rate of Return
. Net Present Value and
. Discounted Cash Flow.
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We shall be concerned with the payback method amia rate of
return method.

The Payback Method

The payback period is the number of years it vaket a business to
recover the original investment from net cash wBoAssume a project
will cost N2,000.00. Assume also that the net cidlows from the
investment are estimated as follows:

Net cash inflows

Year I- 1,00(
Year2- 80C
Year - 60C
Year 4- 400
Year 5- 200
3,000

In the above example, the paybackig ears. We arrived at'3 years
in this way. In the first two years the businessagated only N800 +
N1,000 i.e. N1,800. This amount was N200 shorthef investment of
N2,000. then in the third year the business geedr&600 and we
assume the first N200 was generated in the first faonths. So, the
payback period for this project i$/2years.

A simple formula for calculating Payback Period miag stated as
follows:

Payback Period = Total Investment
Net Profit + Depreciation.

An implicit assumption in the above formula is tiNgt Cash inflows
will be even through the forecast period. Thatwe, have to find the
average of the net cash inflows for the forecastode In the above
example, the average will be N600 (i.e. N3,000/6)we apply the
above formula (assuming that depreciation is alreaaken into
consideration in arriving at each net cash inflaav €ach year) the
payback period will be calculated as follows:

Payback Period = 2,000/600 = Y3/ears

As you can see, the above formula does not take gohsideration
the timing of the arrival of the cash inflows. Thieeans that there is
an average yearly net cash inflow of N600 withoakihg into
consideration the variations in the amounts of¢hsh inflows from
year to year. As our example shows, there will ie0Q0 net cash
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inflow in the first year, N80O in the second ydd600 in the third year
and so on. Using the formula given above may residrefore in, a
situation where two alternative projects have thme payback period
without considering the timing of the arrival oktleash inflows. This is
a serious shortcoming which the user of the fornshlauld bear in mind
if he chooses to use the formula.

It is suggested that, wherever possible, you shosédthe first approach
which takes into consideration the timing of theval of the cash flows.

In the example given here, where we took the tinohghe arrivals of

the cash flows into consideration, we even hadastshpayback period
of 2%/, years!

You should set the time limit within which the bosss should payback.
In a highly risky project you can set payback pers low as 1.5 years.
Generally, if the calculated payback period is &rothan the time you
set, you should go ahead with the project.

Generally, a project involving a relatively smadipital investment and
with a short payback period can be established ownithundertaking
detail analysis beyond the payback calculation. Thethod can,
however, be dangerous where large amounts of ¢agiainvolved. |
assume that you are interested in establishing latively small
manufacturing business or service and do not intenmhvest several
millions of Naira. In my opinion, if your proposeuoject has a payback
period beyond 5 years you should think twice befoneesting your
funds in the business.

Annual Rate of Return Method

In this method, the profit on the investment isresged as a percentage
of the capital outlay. In the above example invadvian investment of
N2,000 the profit on the project is N1,000. Thati3,000 — N2,000 =
N1,000. As this profit is earned over five yeah® ainnual rate of return
is 10% per annum.

That is;
1000/5x 100
2000 1
= 200/2000 x 100/1 = 10%

Under the Annual Rate of Return Method of investiregpraisal, the
entrepreneur sets a target rate of return acceptaldiim. For a project
to be approved, the rate of return must be highen the projected rate.
Currently in Nigeria, some banks charge about 2&pet on loans. You
can bear this interest rate in mind in evaluatiagryproject. By
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this I mean you can use that interest rate as degun setting your
desired rate of return. For instance, one can lsayunless the business
can yield 26 per cent Net Profit, after all expensgery year, he/she
will not go into it.

4.0 CONCLUSION

In conclusion, it is necessary to remind you tlhator any reason, you
do not want to cover all aspects of feasibilityagpyou should at least
prepare the following:

A market forecast i.e. sales forecast
A market plan

A cash flow budget and

Projected income statement.

PopnppE

Now that you are on a firm ground, go ahead andRgmember the old
adage: ‘if you try and do not succeed, try, tryd &1y again.’ There is no
way you can learn except by practice.

5.0 SUMMARY

The overall company’s objective will be fully integed into the various
aspects highlighted below:

o Purpose of the Report
This is to ascertain the viability and profitalylaf such project.
o The Objective and Scope

The objective of the study should reflect the psdor which the
owner/investor commissioned the consultant.

° The Business

For an already established company/business, & biséory of the
business will be necessary. The nature of the basjrthe status of the
company, that is, whether it is limited liabilityr aot, and if it is
indigenous or foreign. The total shareholding aisdcomposition, the
business head office, directors and their natitinali

For others, personal details of the investor ougrof investors will be
given. It may be pertinent here to state that fomninstitutions are
more favourably disposed towards an incorporatesiness. Even then
some financial institutions have peculiar demands.
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o The Project

Here, the project to be undertaken should be gledelscribed. The
product or service should be well defined. The siduto which the
business belongs should be well identified. In,féuis is the point at
which the total project package is considered.

° Land and Location

The description of the area where the business wlbbe located and
the plant layout are necessary here. Title to dmel lhas to be secured
either from the state or local government.

. Operational Plan

The plan of the conversion process and its usegatiad setting, policy
making, forecasting, timing and standardizationwdrk should be
described. Details of each sub-unit of the proghculd be discussed.

o Desirability of the Project

Why is the particular project necessary? Of whaiartance is it to the
society? What is the government policy on similaojgct? Is it export —
oriented type that will earn the country foreigncleange? All these
guestions need to be answered in this section.

o Demand and Supply Outlook

There should be a market analysis of the produsteorice. This is to

identify the gap in the supply/demand profile. Thector should also
identify the market segment and their compositiad aompetitors in

terms of their names, location, strengths and wesdes as well as
strategies.

o Management and Manpower Requirement

Much of the success or failure of the operation eebend on the ability
of personnel to effect the plan. In doing this, ymed to consider the
size of the organization, the resources, and ggt taliber of personnel
within the limit of available financial resources.

) Salaries and Benefits

The salaries provisions should take into considarathe manpower
projection. Allowances should be made for annualeases in salaries
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in subsequent years which will be directly relai@the qualification of
staff, nature of work, and occupational hazardeher

o Administrative Expenses
This can be considered under the following headings

- Salaries

- Transport and vehicle maintenance
- Insurance

- Advertising

- Utilities

- Contingencies

- Interest expenses

- Tax

- Depreciation

Production cost

Marketing strategy

Distribution and promotion
Sales and pricing

The project’s general appraisal.

6.0 TUTOR-MARKED ASSIGNMENT

1. State and discuss various key parts of a feagibdport?
2. Discuss various methods used to appraise a bupieas3
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UNIT 5 PROJECT FINANCING AND ASSOCIATED
RISKS
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1.0 INTRODUCTION

Project financing is an innovative and timely ficang technique that
has been used on many high-profile corporate pojedemploying a
carefully engineered financing mix, it has long hhesed to fund large-
scale natural resource projects, from pipelinesrafideries to electric-
generating facilities and hydro-electric projedtscreasingly, project
financing is emerging as the preferred alternative conventional
methods of financing infrastructure and other lasgale projects
worldwide.

Project financing discipline includes understandihg rationale for

project financing, how to prepare the financialmplassess the risks,
design the financing mix, and raise the funds. didion, one must
understand the cogent analyses of why some préjemncing plans

have succeeded while others have failed. A knovddaitse is required
regarding the design of contractual arrangementsugport project

financing; issues for the host government legigtatiprovisions,

public/private infrastructure partnerships, pulgic/ate financing

structures; credit requirements of lenders, and hovdetermine the
project's borrowing capacity; how to prepare cdst fprojections and

use them to measure expected rates of return; nax agcounting

considerations; and analytical techniques to vadidéhe project's

feasibility.

Project finance is finance for a particular projessich as a mine, toll
road, railway, pipeline, power station, ship, htapor prison, which is
repaid from the cash-flow of that project. Projécance is different
from traditional forms of finance because the fitianprincipally looks
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to the assets and revenue of the project in oodsedure and service the
loan. In contrast to an ordinary borrowing situafidn a project
financing the financier usually has little or nocoerse to the non-
project assets of the borrower or the sponsorshefproject. In this
situation, the credit risk associated with the baer is not as important
as in an ordinary loan transaction; what is mospdrant is the
identification, analysis, allocation and managemet every risk
associated with the project.

This unit explains, in a brief and general way, itienner in which risks
are approached by financiers in a project finamaestction. Such risk
minimisation lies at the heart of project finance.

In a no recourse or limited recourse project fimagcthe risks for a
financier are great. Since the loan can only baidewhen the project is
operational, if a major part of the project fatlse financiers are likely to
lose a substantial amount of money. The assetgehain are usually
highly specialised and possibly in a remote locatild saleable, they
may have little value outside the project. Therefar is not surprising
that financiers, and their advisers, make substihetiorts to ensure that
the risks associated with the project are reduceeliminated as far as
possible. It is also not surprising that becausthefrisks involved, the
cost of such finance is generally higher and mn@re time consuming
for such finance to be provided.

2.0 OBJECTIVES

At the end of this unit student will be able toaliss:

e discuss the risk minimisation process

e types of risks

e risks common to both construction and operatiohalkps
Participant/credit risk.

3.0 MAIN CONTENT
3.1 Risk Minimisation Process

Financiers are concerned with minimising the dasigdr any events
which could have a negative impact on the finangeaformance of the
project, in particular, events which could result (1) the project not
being completed on time, on budget, or at all; {2 project not
operating at its full capacity; (3) the projectiifag to generate sufficient
revenue to service the debt; or (4) the projecinaterely coming to an
end.
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The minimisation of such risks involves a thregspeocess. The first

step requires the identification and analysis bfre risks that may bear
upon the project. The second step is the allocatfdhose risks among

the parties. The last step involves the creatiomethanisms to manage
the risks.

If a risk to the financiers cannot be minimised fmanciers will need
to build it into the interest rate margin for tloaih.

STEP 1 - Risk Identification and Analysis

The project sponsors will usually prepare a feasilstudy, e.g. as to
the construction and operation of a mine or pigelifhe financiers will
carefully review the study and may engage indepandsxpert
consultants to supplement it. The matters of paercfocus will be
whether the costs of the project have been propassessed and
whether the cash-flow streams from the projectpaoperly calculated.
Some risks are analysed using financial models dterthine the
project's cash-flow and hence the ability of theojgmt to meet
repayment schedules. Different scenarios will bengred by adjusting
economic variables such as inflation, interestssa¢xchange rates and
prices for the inputs and output of the projectridias classes of risk
that may be identified in a project financing viié discussed below.

STEP 2 - Risk Allocation

Once the risks are identified and analysed, theyadlocated by the
parties through negotiation of the contractual gamrk. Ideally, a risk
should be allocated to the party who is the mogr@miate to bear it
(i.e. who is in the best position to manage, cdrgnal insure against it)
and who has the financial capacity to bear it.a$ been observed that
financiers attempt to allocate uncontrollable rigskdely and to ensure
that each party has an interest in fixing such stisksenerally,
commercial risks are sought to be allocated topheate sector and
political risks to the state sector.

STEP 3 - Risk Management

Risks must be also managed in order to minimisegotssibility of the

risk event occurring and to minimise its consegeent it does occur.
Financiers need to ensure that the greater the tiskt they bear, the
more informed they are and the greater their comver the project.

Since they take security over the entire project mrust be prepared to
step in and take it over if the borrower defaulthis requires the
financiers to be involved in and monitor the projelosely. Such risk
management is facilitated by imposing reportinggailons on the
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borrower and controls over project accounts. Suehsures may lead to
tension between the flexibility desired by borrowand risk
management mechanisms required by the financier.

3.2 Types of Risks

Of course, every project is different and it is possible to compile an
exhaustive list of risks or to rank them in ordérpoiority. What is a
major risk for one project may be quite minor foother. In a vacuum,
one can just discuss the risks that are common dst projects and
possible avenues for minimizing them. However, st helpful to
categorize the risks according to the phases optbgct within which
they may arise: (1) the design and constructiors@h@) the operation
phase; or (3) either phase. It is useful to divigke project in this way
when looking at risks because the nature and tloeagion of risks
usually change between the construction phasehenoeration phase.

1. Construction Phase Risk-Completion Risk

Completion risk allocation is a vital part of thiskr allocation of any
project. This phase carries the greatest risk foe ffinancier.
Construction carries the danger that the projetitnet be completed on
time, on budget or at all because of technicalouap and other
construction difficulties. Such delays or cost eagses may delay loan
repayments and cause interest and debt to accumdlaéy may also
jeopardise contracts for the sale of the projectifout and supply
contacts for raw materials.

Commonly employed mechanisms for minimising compietrisk
before lending takes place include: (a) obtainiagpletion guarantees
requiring the sponsors to pay all debts and ligedadamages if
completion does not occur by the required date; db3uring that
sponsors have a significant financial intereshmduccess of the project
so that they remain committed to it by insistingttlsponsors inject
equity into the project; (c) requiring the projeéctbe developed under
fixed-price, fixed-time turnkey contracts by repalea and financially
sound contractors whose performance is secureciigrmance bonds
or guaranteed by third parties; and (d) obtainimgependent experts'
reports on the design and construction of the ptofeompletion risk is
managed during the loan period by methods such aking pre-
completion phase drawdowns of further funds coodél on certificates
being issued by independent experts to confirm ti@tconstruction is
progressing as planned.
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2. Operation Phase Risk-Resource/Reserve Risk

This is the risk that for a mining project, raibpect, power station or toll
road there are inadequate inputs that can be medesr serviced to
produce an adequate return. For example, thiseigik that there are
insufficient reserves for a mine, passengers faaiavay, fuel for a

power station or vehicles for a toll road.

Such resource risks are usually minimised by: kg@eds' reports as to
the existence of the inputs (e.g. detailed reseramid engineering
reports which classify and quantify the reservesafmining project) or
estimates of public users of the project based wneys and other
empirical evidence (e.g. the number of passengdrs will use a

railway); (b) requiring long term supply contradis inputs to be

entered into as protection against shortages @e dtuctuations (e.g.
fuel supply agreements for a power station); (clamling guarantees
that there will be a minimum level of inputs (efgom a government
that a certain number of vehicles will use a tokat); and (d) "take or
pay" off-take contacts which require the purchasemake minimum

payments even if the product cannot be delivered.

Operating Risk

These are general risks that may affect the cash-6if the project by
increasing the operating costs or affecting thejegptts capacity to
continue to generate the quantity and quality efgplanned output over
the life of the project. Operating risks includer €xample, the level of
experience and resources of the operator, inefitoés in operations or
shortages in the supply of skilled labour. The usway for minimising
operating risks before lending takes place is tuire the project to be
operated by a reputable and financially sound dperavhose
performance is secured by performance bonds. Qpegraisks are
managed during the loan period by requiring thevigion of detailed
reports on the operations of the project and byrotimg cash-flows by
requiring the proceeds of the sale of product tgoaiel into a tightly
regulated proceeds account to ensure that fundsise@ for approved
operating costs only.

Market/Off-Take Risk

Obviously, the loan can only be repaid if the pmidihat is generated
can be turned into cash. Market risk is the riskt th buyer cannot be
found for the product at a price sufficient to paevadequate cash-flow
to service the debt. The best mechanism for minngiznarket risk
before lending takes place is an acceptable forwales contact entered
into with a financially sound purchaser.
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3.3 Risks Common to both Construction and Operatioal
Phases Participant/Credit Risk

These are the risks associated with the sponsortherborrowers

themselves. The question is whether they havecserfti resources to
manage the construction and operation of the pr@ed to efficiently

resolve any problems which may arise. Of courseditrrisk is also

important for the sponsors’ completion guarantd@s minimise these
risks, the financiers need to satisfy themselvasitie participants in the
project have the necessary human resources, erperie past projects
of this nature and are financially strong (e.gtrsat they can inject funds
into an ailing project to save it).

Technical Risk

This is the risk of technical difficulties in the@mstruction and operation
of the project's plant and equipment, includinghatdefects. Financiers
usually minimise this risk by preferring tried atebted technologies to
new unproven technologies. Technical risk is alsoaimised before

lending takes place by obtaining experts reportsoashe proposed
technology. Technical risks are managed during ldan period by

requiring a maintenance retention account to bentaized to receive a
proportion of cash-flows to cover future maintereegpenditure.

Currency Risk

Currency risks include the risks that: (a) a dejatean in loan

currencies may increase the costs of constructibverev significant
construction items are sourced offshore; or (b)earéciation in the
revenue currencies may cause a cash-flow problerthenoperating
phase. Mechanisms for minimizing resource inclu@: matching the
currencies of the sales contracts with the curemnof supply contracts
as far as possible; (b) denominating the loan enntlost relevant foreign
currency; and (c) requiring suitable foreign cuogmedging contracts
to be entered into.

Regulatory/Approvals Risk

These are risks that government licenses and agigraequired to
construct or operate the project will not be iss(@dwill only be issued
subject to onerous conditions), or that the propidl be subject to
excessive taxation, royalty payments, or rigid negjuents as to local
supply or distribution. Such risks may be reducgdobtaining legal
opinions confirming compliance with applicable laasd ensuring that
any necessary approvals are a condition precedethtet drawdown of
funds.
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Political Risk

This is the danger of political or financial insilél in the host country
caused by events such as insurrections, strikespessgion of foreign
exchange, creeping expropriation and outright naliaation. It also
includes the risk that a government may be ablavtnd its contractual
obligations through sovereign immunity doctrines. on@non
mechanisms for minimising political risk includea) (requiring host
country agreements and assurances that projectnafllbe interfered
with; (b) obtaining legal opinions as to the applite laws and the
enforceability of contracts with government enstie(c) requiring
political risk insurance to be obtained from bodmsich provide such
insurance (traditionally government agencies); itdplving financiers
from a number of different countries, national exoedit agencies and
multilateral lending institutions such as a devetept bank; and (e)
establishing accounts in stable countries for #eeipt of sale proceeds
from purchasers.

Force Majeure Risk

This is the risk of event which renders the corditom or operation of

the project impossible, either temporarily (e.g.nami floods) or

permanently (e.g. complete destruction by fire). cNenisms for

minimizing such risks include: (a) conducting duégdnce as to the
possibility of the relevant risks; (b) allocatingcé risks to other parties
as far as possible (e.g. to the builder under thresttuction contract);
and (c) requiring adequate insurances which naditlanciers' interests
to be put in place.

4.0 CONCLUSION

This unit only gives a brief overview of the commiasks and methods
of risk minimisation employed by financiers in pof finance
transactions. As stated previously, each proja@niting is different.
Each project gives rise to its own unique risks hadce poses its own
unique challenges. In every case, the parties {fawgk advising them -
need to act creatively to meet those challengestareffectively and
efficiently minimize the risks embodied in the @i in order to ensure
that the project financing will be a success.

5.0 SUMMARY

In the course of this study we were able to disqusgect finance and
the various risks associated with it.
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6.0 TUTOR-MARKED ASSESSMENT

State and discuss the various risks associatedonojbct financing in
Nigeria?
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MODULE 2

Unit 1 Project Cycle (With Emphasis on the Finahcand
Economic Feasibility)

Unit 2 Project Planning and Control

Unit 3 Financing of project- objectives of financanalysis

Unit 4 Sources and uses of funds

Unit 5 Cash flow statements and working capital agggment

UNIT 1 PROJECT CYCLE (WITH EMPHASIS ON THE
FINANCIAL AND ECONOMIC FEASIBILITY)

CONTENTS

2.0 Introduction

2.0 Objectives

3.0 Main Content
3.1 Project Cycle Management
3.2 Application of Project Cycle by World Bank
3.3  Financial and Economic Feasibility

4.0 Conclusion

5.0 Summary

6.0 Tutor-Marked Assignment

7.0 References/Further Readings

1.0 INTRODUCTION

The World Bank defines project as “a proposal fapital investment to
develop facilities to provide goods and servicdt’is a technically
coherent production undertaking which can be cadroet independently
of other projects by a private or public agencyisithe smallest unit of
investment activity for producing goods and sersice

The United Nations (1958) on its part defines ajgmto as ‘the
compilation of data which will enable an appraisalbe made of the
economic advantages and disadvantages attendamthgallocation of
a country’s resources to the production of speg@iods and services”.

Projects may be conceived and prepared for all stypk activities

contained in the International Standard IndusCialssification, and may
vary from a simple car-wash undertaking or an a&apbp farm to

produce maize or beans, through a more complex faetowing outfit

such as aluminum cooking pots, to a more genedhlin@estment
involving many facilities and activities such as tutomobile, the kainji
dam, the iron and steel complex, the petroleunmee§i, and the
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construction of the railways. A project may be awmeistment to build
something entirely new for example the BRT road stautting by
Lagos State Government or for the expansion, inmgent,
rehabilitation, replacement or modernization okaisting facility.

A project may be distinguished from a programmeprAgramme is

defined by Odufalu (2000), as a coordinated sgirofects within the

same country, state, local government areas or ety example, a rice
project may require for its success, access roatl teansportation

facilities for the evacuation of the products, awdter supply for

parboiling rice to prevent the germination of tfevested rice. Both the
road and transportation facilities, the water sympid the rice project
may be regarded as a programme if they have toirbeltaneously

implemented to ensure the success of the ricegiroje

The World Bank, according to Odufalu (2000), reggpdoject study as
a continuous and self-sustaining cycle of actiwityich runs through
four principal stages viz.: the identification ohet project, its
preparation, its appraisal, and supervision of tmwject in its
construction and operating stages to make sure ithathieve its
objectives.

2.0 OBJECTIVES
At the end of this unit students will be able to:

e describe process of project cycle management, and
e application of project management by World Bank.

3.0 MAIN CONTENT

3.1 Project Cycle Management

The process of planning and managing projects eardown as a cycle.
Each phase of the project leads to the next.

Identification: To identify what a project will focus on, we needfind
out who should benefit and what their needs arhekds assessment
will give an overview of community problems. A ‘capty assessment’
will help identify which problem the project showdddress.

The manner in which the process of project idesdtion proceeds
depends on the findings of the preliminary reviethe situation and
identification of relevant stakeholders. For exaenpf the constraints
exist principally at the macro level, the problenayrbest be tackled
through stakeholders operating at the national |&takeholders
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network vertically as well as horizontally. Thusitarmediate level
stakeholders can assist with addressing constrainthke community
level as well as provide linkages from the field the policy
environment.

Design: Once it is decided to go ahead with the projectcese start to
think about the detail. This involves carrying dutther research into
the people affected by a problem and how they Hextad by it. We
also need to consider the risks to the projectreowd we will measure
the project’s performance.

Implementation: During the implementation of the project it is
important to monitor and review the progress of fingject and any

outside changes that affect it. The project plansukl be adjusted

where necessary.

Evaluation: Evaluation should be carried out at or after prjec
completion. Evaluation could be carried out a feanths or years after
the project has finished in order to assess itg-tenm impact and
sustainability.

Lesson Learning: While the project cycle is a useful way of outligin
the stages of a project, it has one drawback: kewat look as though
one tool follows another. In fact, many of the pigry tools can be used
at any stage of the project. They should be repetiteoughout the
project’s life to ensure that any changes that adfect project success
are accounted for. Findings should also be usedofganizational
learning and to improve other projects.

3.2 Application of Project Cycle by World Bank

Each year the World Bank lends between US$15-8H6rbfor projects
in the more than 100 countries it works with. Pctgerange across the
economic and social spectrum in these countrie® frdrastructure, to
education, to health, to government financial managnt. The projects
the bank finances are conceived and supervisedrdicgoto a well-
documented project cycle. Documents produced asqgbahe project
cycle can be valuable sources of information foerested stakeholders
wanting to keep abreast of the work the bank isrfaing and for
businesses wishing to participate in bank-finangegects. Below is a
step-by-step guide to the project cycle, the docusmthat are produced
as part of the process, and how to access them.

55



TSM 303 CONCEPT, DESIGN AND FEASIBILITY |

8. Caiva Dy Msionlistin Soa gy
Thae Bk proguran lendhng ol
L Dwadustaon iy L, Bubii] o Uha
Fhe Mokt rddeperdent O sfiom Fealugbon 1l bty fraraveerl andd e of
(o P T T P dd PR o atree schisabsge, targased B
deviahaibici T B0 el A by 14 G (el By Pl 0 e EE S

ased For Fubure progest dledgs ﬁp-"u'

1. Mdan brfurs o
Fresect e eentded thad
AR | BT i) s @i

7. el wrvbatican ared b prvlly, pioreredally,
Cine T o okl anad Erwirenman by

1w b Toebe Pt & et a e arssysed
4 i 10 el b
tha g Femarz o of E
o b Bk gond] ;

e bxcer v P H t

Fha Bar prowaks
policy snd projct
ik gl it

Haruansiad »patenos
Chwires coreduel Pudem

and prepae eal prog

by S

The Borstves amphem snt
1k |:-':|_|l|l\.| Thei B o, difsbabiri
i thie keun: prooeech. e

p— Cycle
\

wrerdl for TPa hd A s P
wi duw regard Fo scorsamy

¢ M aprery, ] e L i A g i

T o Srii-mas ol delderaleve_

vkl At onal, trandal,
£ Weprtiatant snd Baaal Appeoval arwirorersertal, snd poscial s pesrtn of the progect

Thop Bk el besrsomnps 3 i S0 loan &0
Sl degaETant ancl S P ot @ preenied to Lh "ﬂl:?;:‘lmwm ared ot begal

ki Baard b appsiecal

How the Process Begins: Poverty Reduction and Country Assistance
Strategies

The bank recognizes that many past assistancesfiocluding some
of its own, failed because the agenda was driveddnpors rather than
by the governments it was trying to assist. Undex current

development policy, the bank helps governments tdie lead in

preparing and implementing development strategiethe belief that

programmes that are owned by the country, with spdead stakeholder
support, have a greater chance of success.

In low-income countries, the bank uses fhaverty Reduction Strategy
(PRS) approach which involves widespread consaftadind consensus-
building on how to boost development. Under thiscpss, a national
poverty reduction strategy is prepared by the aguntreating a

framework for donors to better co-ordinate and raligeir programs

behind national priorities. The government consaligide cross-section
of local groups and combines this with an extensinalysis of poverty

in the country's society and its economic situatibhe government
determines its own priorities from this process anaduces targets for
reducing poverty over a three to five-year peribdese are outlined in a
Poverty Reduction Strategy Paper (PRSP). The bamk ather aid

agencies then align their assistance efforts with tountry's own

strategy - a proven way of improving developmefgaiveness.

The bank's blueprint for its work with a countryhiased on a Country
Assistance Strategy (CAS) which, in the case ofilmme countries,
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is derived from the priorities contained in the woys Poverty
Reduction Strategy Paper. The CAS is produced {opswation with the
government and interested stakeholders. The prigaraf the CAS
may draw on analytical work conducted by the ban&tber parties on a
wide range of economic and social sectors, sucheasth, education,
agriculture, public expenditure and budgeting, dismanagement, or
procurement, among others.

The Identification Phase

The bank'sCountry Assistance StratedZAS) forms the blueprint for
its assistance to a country. In low-income cousfribe CAS is based on
the priorities identified in the country's PoverReduction Strategy
Paper (as outlined above). The goals outlined & @AS guide the
priorities of the bank's lending programme and aneseful source of
information for interested stakeholders and busesswishing to

identify potential future areas of bank lending.ring the identification

phase, bank teams work with the government to ifyeptojects which

can be funded as part of the agreed developmerci®gs. Once a
project has been identified, the bank team creaté¥oject Concept
Note (PCN) which is an internal document of fourfitee pages that
outlines the basic elements of the project, itppsed objective, likely
risks, alternative scenarios to conducting the qutpj and a likely

timetable for the project approval process.

Useful Public Documents

The Project Information Documen({PID) is prepared after an internal
review of the PCN and is released publicly throtigh bank'dnfoShop.

It is usually four to five pages long and contaite information
mentioned above - the objective, a brief descnptaic. It also contains
the name of the World Bank Task Manager or Teamdéeavho is
supervising the project, a useful contact for comngs interested in
bidding for work on the project. The PID is an ed&e resource for
tailoring bidding documents to the project concdrne

The Integrated Safeqguards Data Sh€EDS) is also prepared for the
first time after the project's first formal revieand made available
publicly. It identifies key issues under the WorRank's safeguard
policies for environmental and social issues, amaviges information

about how they will be addressed during projecparation.

The Preparation Phase

This part of the process is driven by the courttiat the bank is working
with and can take anything from a few months teehyears, depending
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on the complexity of the project being proposede Tdank plays a
supporting role, offering analysis and advice whexguested. During
this period, the technical, institutional, economénvironmental and
financial issues facing the project will be studiadd addressed -
including whether there are alternative methodsafdrieving the same
objectives. An assessment is required of projectpgsed for bank
financing to help ensure that they are environmbntsound and
sustainable (Environmental Assessment). The scope tloe

Environmental Assessment depends on the scopes acal potential
impact of the project.

Useful public documents
An__Environmental Assessment RepdfEA) analyzes the likely

environmental impact of a planned project and stepmsitigate possible
harm.

An_Indigenous Peoples Development Pldaentifies potentially adverse
effects on the health, productive resources, ecaa®mnand cultures of
indigenous peoples.

The Environmental Action Planr describes the major environmental
concerns of a country, identifies the main causkgroblems, and
formulates policies and concrete actions to dedl thie problems.

The Appraisal Phase

The bank is responsible for this part of the precBank staff review the
work done during identification and preparatiorteafspending three to
four weeks in the client country. They prepare bank management
either Project Appraisal Documents (investmentemis) or Programme
Documents (for adjustment operations) and the [EiahiManagement
team assesses the financial aspects of the prdjeet.PID is updated
during this phase. These documents are releaste tpublic after the
project is approved (see below).

The Negotiation and Approval Phase

After bank staff members have appraised the prappsgect, the bank
and the country that is seeking to borrow the funégotiate on its final
shape. Both sides come to an agreement on the @rdhsonditions of
the loan. Then the Project Appraisal Document (PAD}he Program
Document (PGD), along with the Memorandum of theskient and
legal documents are submitted to the Bank's BodrdExecutive

Directors for approval. The appropriate documengsadso submitted for
final clearance by the borrowing government whickyrmvolve
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ratification by a council of ministers or a coursgriegislature. Following
approval by both parties, the loan agreement imddtly signed by their
representatives. Once this has occurred, the loarrealit is declared
effective, or ready for disbursement, after theevaht conditions are
met, and the agreement is made available to thiecpub

Useful Public Documents

The Project Appraisal Documer{fPAD) presents all the information the
Board needs to approve bank financing of the pralp&sefore 1999, this
document was called the Staff Appraisal Report. _TRegram
Document(PGD) describes adjustment lending operations, satsl out
the bank's appraisal and assessment of the fags#ant justification for
the programme.

The Technical Annex supplements a Memorandum and
Recommendation of the President for freestandiogrtieal assistance
loans, which do not require Project Appraisal Doeuis.

The Implementation and Supervision Phase

The implementation of the project is the respotigybof the borrowing

country, while the bank is responsible for supeovisOnce the loan is
approved, the borrowing government, with technasdistance from the
bank, prepares the specifications and evaluatesfbrdthe procurement
of goods and services for the project. The bankevew this activity to

ensure that its procurement guidelines have bewked. If they have,

the funds will be disbursed. The Bank's Financianslgement Team
maintains an oversight of the financial managemehtthe project

including periodically requiring audited financ&thtements.

Useful Public Document

Report on the Status of Projects in Executmovides a very brief
summary of all projects that were active during pihevious fiscal year.
Previously an internal communication to the Board Executive
Directors, the SOPE Report now is available toghblic. Projects that
closed during the fiscal year are no longer inatudethe SOPE, since
their Implementation Completion Reports are aldoliply disclosed.

The Implementation Completion Report

At the end of the loan disbursement period (anyelieem 1-10 years),
a completion report identifying accomplishmentlgpems, and lessons
learned is submitted to the Bank Board of ExecutiMeectors for
information purposes.
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Useful public document

Implementation Completion Reponteview the results and assess an
operation on completion of each loan financed leylibnk. Operational
staff prepare these self-evaluations for every detad project.

The Evaluation Phase

Following the completion of a project, the Bankperations Evaluation
Departmentconducts an audit to measure its outcome agakhmest t
original objectives. The audit entails a reviewtlod project completion
report and preparation of a separate report. Bethornts are then
submitted to the executive directors and the boerowhey are not
released to the public.

Useful Public Documents

Project Performance Assessment Repoate project outcomes (taking
into account relevance, efficacy, and efficiensystainability of results,

and the institutional development impact. One ur foompleted projects
(or about 70 a year) is chosen for a Project Perdoce Assessment
Report, which takes Operations and Evaluation Depart staff about

six weeks to produce and normally includes a ¥esithe project in the

borrowing country.

Impact Evaluation Reporiassess the economic worth of projects and the
long-term effects on people and the environmeneséh'second looks"

at projects are performed five to eight years after close of loan
disbursements.

Inspection Panel Reporteview claims by affected parties that the bank
failed to follow its operational policies and prdcees with respect to
the design, appraisal and/or implementation of akdamanced
operation.

Projects may be dropped at any point in the pro@gtle from
preparation to approval. For these projects, wimieter achieve active
status, Project Information Documents, describeavapare effectively
the final documents.

3.3 Financial and Economic Feasibility

What is a Feasibility Report?

A feasibility report tells you whether a businetanpwill succeed or fail.
In other word, the report concerns itself with det@ing whether
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the business you plan to do will be profitablethié report indicates that
the business cannot succeed then you must thiakather plan.

Such a report, no matter how elementary, is vengontant and should
be prepared by anyone who wants to start a newéssior expand an
existing one. If you happen to go to any bank oy ather institution

giving loans to businessmen, you will probably h#as loan officer

telling you to go and bring a feasibility report lousiness plan which
will show him whether there is a market for youoguct, whether you
can manage the business and the financial impicatof the proposal
and whether or not the business proposal will befitable. The

formality, detail and complexity of the plan camryavith the size of the
business. But irrespective of the size, the fekisilseport should include
at least a market forecast, a marketing plan, fdash-budget and

proforma income statement.

A feasibility report has many advantages. It hgips not only to make a
decision whether to invest or not but also it helps to raise capital for
your business. It is doubtful if you can raise maapital without it. It is
on the basis of your bankers evaluation of yourirass plan or
feasibility report that he can decide whether yousiness has a chance
of success and therefore the ability to repaydhe s and when due.

A feasibility report also serves as a basis forsndag the performance
of your new business. For example, if in your fegity report it was
estimated you will make N100,000 sales of your pobdor service a
month, you should compare your sales with the ed@cth sales of
N100,000 to ascertain whether you are performingpvibeor above
forecast. Whenever there is a significant diffeesbetween the actual
performance and estimate, you should find out winy take corrective
action.

Critical Aspects of a Feasibility Report

No two feasibility reports are the same but theeecertain aspects of a
feasibility report which every good report shouldve. Among these
critical aspects are:

a. Size of the market for your product or service.

b. The management team for the business i.e. whooang ¢p run the
business and what is their background and expexienc

c. Financial requirements of the new business.

d. A marketing plan i.e. how you will sell the productservice to be
produced.

e. Determination of profitability. You must be abledscertain after
some analysis how much profit to be expected fioenbusiness. If
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there is no adequate profit, the proposal should dbepped.
Similarly, of course, if the analysis shows tha¢ thusiness will
make losses it will not be wise to invest your searapital in it.

4.0 CONCLUSION

In the course of our study in this unit we wereeat examine the
process of project management cycle. The projeatlecyrocess
discussed the project identification, design, impatation, and
evaluation. While the application of the projectleyby World Bank
followed the same processes. Therefore, it is waportant to use the
foregoing mentioned sequence of events in desigpiogect cycle for
both private and public projects

5.0 SUMMARY

In summary, project cycle entailed those sequemavents needed to
follow in order to complete a project. It usualiyvolves the project
identification where people needs and capacity ssssents are
conducted, project design, which involves carryig further research
into the people affected by a problem and how theyaffected by it.

During the implementation of the project it is inn@mt to monitor and
review the progress of the project and any outsidanges that affect it.

6.0 TUTOR-MARKED ASSIGNMENT

Enumerate the process of project cycle and relatéh a particular
project?

7.0 REFERENCES/FURTHER READINGS

Bryce, M. D. (1960). Industrial Developmewt:Guide to Accelerating
Economic GrowthUSA: McGraw Hill.

Odufalu, O. (2000)The Principles and Techniques of Project Analysis
and EvaluationLagos: Y2K Academy Ltd.
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UNIT 2 PROJECT PLANNING AND CONTROL

CONTENTS
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3.2 Project Control
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
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1.0 INTRODUCTION

Engineers and engineering teams vary greatly in bway carry out
their projects, in the university and in busine$teir performance
varies from smooth easy productivity, to completaas, ending in
failure. Variations are expected, because of tiherent differences in
the difficulties in the projects. This alone is rsoifficient to explain all
the differences in performance. On close examinatize variation can
usually be attributed to the lack of proper plagnand control. High
performing engineers and engineering teams alwayg kheir project
under control. When faced with an impossible takkytfind out
quickly, face it, and reorient themselves. Theyrowme the difficulty
and then get on with the next problem.

The basic elements of any project are the samediffegences can be
attributed to the difficulties and details of bagslements. A typical
project would consist of the following elements:

Defining the objectives of the project
Defining the constraints; physical, financial, mamer, and time
Gathering information

Generating alternate methods of solution
Evaluating alternative solutions
Selecting the best solution

Carrying out solution

Evaluating against objectives
Generalizing and extending the results
lterate

Report results.
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Recognizing that these things have to be done isptamning. All
projects are composed of these. Planning meangifideg for each
element the specific tasks that must be accomplishat must be
done, bywhom, andwhen.

Unfortunately most projects do not permit the ugenéinite time or
money. Usually the time and/or money are estaldistidhe start. They
represent a constraint of the project. The quessior longer, how the
technical requirements are optimized. Rather, hovadcomplish the
technical requirements with the time and moneylakbe. Therefore,
the technical goals schedules are based upon e @#nd money
available. With the cost and delivery fixed as evstones, the technical
effort must be made to fit.

Good project planning means identifying, early amahtinuously, the
specific tasks that must be achieved; considerimg rtesources in
money, personnel, facilities, and time availableisTmeans that where
more than one person is needed, specific tasksassgned to the
individuals by name. They must commit themselvesicoomplishing
the task by a fixed time. And, there should be oplidation of effort.
The interfaces between tasks must be recognizedhencesponsibility
for resolving the differences assigned.

Beyond the responsibility for the performance oéithown specific
tasks, every engineer on the team must accepetponsibility for the
success of the whole project. An excellent engingetask that is part
of an unsuccessful project is wasted.

From experience and many examples it is apparatit th

e Good technical work is often obscured and even teeghy poor
administrative control.

e Good technical work cannot by itself control a padj and a project
cannot control itself. Engineers must consciousbyliat controlling
their projects.

e As the work on a project progresses the plans ahddsiles must
change.

Many engineers erroneously believe that techniaalkwannot be
controlled. This in itself becomes a self-fulfidjpprophesy.

e Management expects and demands that technical wmrk
administered and controlled effectively.
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2.0 OBJECTIVES
At the end of this unit students will be able to:

e use a project management discipline that is appkct most
projects

use a step-by-step process for successful projects
improve scheduling of project tasks

improve estimation of project costs, resourcestane

control projects through special methods, toolstastiniques
assess and improve your current project managepnecess
immediately apply project management principlekketovork.

3.0 MAIN CONTENT

3.1 Project Planning

The Project Management Triangle

Project management control can ohk/achieved when cost, schedule,
and technical objectives are clearly documentedistecally derived,

and managed deliberately.

COST SCHEDULE

TECHNICAL OBJECTIVES

The planning process should result in major patteébe project having
a clear sense of the cost, schedule, and techoiggctives. The
establishment of these three should attempt tonedfie possible. The
project's technical objectives should be derivedbnfr a clear
understanding of the business requirements. Prajests should be
realistic and affordable. The schedule should béaiezable and
appropriate for the business needs.

Trade-off studies balancing technical performarsofiedule, and costs
may be used to adjust project parameters to fih witganizational

priorities. The realism inherent in determining sbethree project
parameters can largely affect the perceived sucoedailure of the

project.
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Efforts to accelerate project schedules will uguaticrease project
risks. Innovative techniques must be used to aeh@derly schedule
compression without creating unacceptable risks qumlity impacts.
Without reducing project scope or attempting radidavelopment
methodologies, a project schedule can often be oesspd by up to
20% by increasing concurrency of tasks and adddditianal staffing.
A typical project environment will usually involvpressures to add
scope, accelerate schedule, and decrease costxtiNggss, changes to
project scope and schedule accelerations will tendnake cost the
dependent variable, causing cost to expand aseifwgre squeezing a
balloon.

Planning and Establishing the Project Baseline
An lterative Process

Begin Here:
INPUT
I RE QUIREMENTS I ®  EeTMATE
PLaN SCHEDULE
ALl — PROJECT :
TE=M
l : OUTPUT
¥
IDENTIF Y
DEFIME EST MATE RECQHCILE RE ALISTIC
WOR K [
SCOPE [ > — | COST 2 SCHEDULE
ELEMENTS COSTS CONSTRAINTS E'AI;SSILNE
T [terations to defive ackievahle scope

Project baseline definition begins with understagdithe user or
customer requirements. Understanding requiremanishies making

judgments about what the organization, technologied markets will

be like in the time-frame after project completioBometimes a
requirements analysis will have to penetrate beyoniere synthesis of
what user’s think they need. The project requirgnmeay be part of a
larger need to improve vital business processes.

After the requirements analysis has resulted imiieih of the project’s
technical scope, the cost and schedule estimatebeaefined. Project
costs and schedules can be estimated with no geatainty than that
inherent in the definition of technical scope. Caistl schedule estimates
will require assumptions about labor categoriesjlalilities, and rates -
knowing who will do the work - so assumptions andhmitments about
organizational involvements are needed. When csshedule, and
requirements definition are acceptable to the argdéion, a project
planning baseline must be established.

Very often, establishing the project baseline Wwél an iterative process
involving a number of successive approximation®teeh baseline is
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established. The first pass may result in a prdjeat is too costly and
will take too long. This can happen if the requiesits analysis is done
well. If the requirements analysis is done incortglle the project plan
may look affordable and achievable, but further gmg requirements
may drive the project over budget and prolong tireedule.

A rigorous requirements analysis and a realistist cand schedule
estimate are necessary to establish a projectibaggan that provides a
practical map for project success.

Manage Your Project as a Closed-System

The only way to really control a project is to tréaas a closed system.
That means you put the project "in a box" and tbentrol what goes
into the box and what comes out. The closed systerst address each
element of the project management triangle. Eaemeht must be
established as a BASELINE, and then changes traekedd managed
methodically. You will never be able to stop chasge a project, but if
you don't manage them methodically, your projedt ga out of control.
Don't be surprised if establishing and maintainiogntrol of the
schedule, cost, and scope baselines is a consitrugigle.

, Your Project Actual Work
Labor + Mat'ls Performed
—_
Closed System
Measurement Against

Baseline Schedule/Budget

Most project environments are so turbulent that walli have to work
hard to control the project as a closed systems fieans you need to
manage the scope, cost, and schedule in such @ghalyou understand
and can generally quantify anything that changesttes project
progresses. The primary way to do this is by varifmrms of "baseline
controls.”

The project scope needs to be defined clearly stape document or
specification, and then any changes to that docunmeed to be
incorporated into the project plan very carefullhe cost estimates,
project budgets, and project schedule (with aststiaommitments of
work hours and resources) need to be baselinettar ¢o have a useful
standard against which to measure.
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You need to be able to measure the work that go@sa project in
dollars and work hours and the productivity thaimes out of the
project, in per cent completions and tasks accanetd. Without a
stable baseline and measurement of input and qutpuproject cannot
be measureable and in control.

On modest sized projects and in informal projectnaggment
environments you will need to develop innovativeysvdo set up a
performance measurement baseline and keep thdineasible enough
to be able to track project progress. In some ¢asepe changes will be
small enough so your baseline can still be usedulpioject tracking.
For larger changes in project scope, the baselihédave to be updated.
This is a judgment call for the project manager &ordthose involved
with the project control function. You just needt@ve a sense that your
baseline is useful for tracking schedule progresd #or measuring
project team productivity.

3.2 Project Control

Project control is making sure that the technidgédtives of a project
are achieved within the time and money constraifitfie and money
scheduling is not separated from the technicalvi#igti Technical
decisions by their very nature affect time and nyocensiderations.

Engineers must take responsibility for the contbkheir projects. If
they do not, management will assign others to thwetrol. Then the
engineer will not have all of the factors under joissdiction. If others
have control of time and money, rational trade-a#&nnot be made.
Control comprises of those administrative measures that ree
betaken to get and keep a project on schedule re#pect to time and
money.

The three parts of control are:
e Scheduling
e Monitoring
e Controlling

Scheduling
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To schedule Scheduling is the planning and recording part aftcol.

the engineer

must identify and list the tasks that must be aqimned, and the
activities required. The level of detail will degkan the purpose of the
schedule and who will use it. Including too littketail, not enough
planning takes place to anticipate major problems.

Including too much detail, obscures the importask$s and milestones in
trivia and reduces flexibility. The level of detaihould reflect the size

and importance of the project. The preparation stlzedule generates a
check list to be sure that nothing is forgottethatplanning stage.

On large projects, it is sometimes convenient talpce a relatively un-
detailed schedule covering the entire project. Tikissupplementing
periodically with more detailed schedules showingcisions and
assignments over short intervals between everitseiroverall schedule.
These supplementary schedules can be producece gwdfect moves
into different phases of the work.

It is essential to make and maintain schedules.ré&here than one
individual is concerned the schedule must be predwnd distributed
in a form that is easy to understand. The peoglegusand responsible
for the work should easily see where they stand apputeciate what is
expected of them. Each individual should perceixacdy what he is
responsible for, and how their effort fits into tloeerall schedule.
Although actual names do not normally appear on theschedule, the
items on the schedule should appear in a form thatthe
responsibility can be identified with a single indvidual.

SCHEDULING

Schedule the whole project at the beginning.
Identify the critical items early.
Seek the best time and cost estimates.
Modify and update the schedule.

Bring all the contributors into the scheduling pess.

Often, tasks overlap in time on a schedule. Thisy show the

interdependency between tasks or resources. thiasgfore, valuable to
find, list, and show the milestones that signaftste& completion of a
tasks. Milestones should indicate when resourcemformation from

one task must be available for use in another fEsks, the schedule
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will indicate when a task is completed and what tmhes available to
perform or start additional tasks.

Sometimes, there may be a cost schedule assoamthdthe time
schedule that shows the relative intensity of #@gtion the project. The
cost schedule acts as warning if the costs arefoaontrol. It ensures
there is a reasonable balance between costs aagamd that time/cost
trade-offs are made deliberately.

Schedules provide a common meeting place betwegmesrs, co-
workers, and management during its construction idsubsequent
updating. If everyone contributes to its constiuttand agreeing to its
validity, everyone will make every effort to keapit, where necessary.
When circumstances dictate changes, they can bee nvathout
recriminations.

Monitoring

Monitoring means; the progress of the project mhestcontinuously
measured against the established schedule.

No matter how good the schedules are, if they awe used for
monitoring, they serve very little purpose otherarth recording
expectations. Monitoring does not require holdirg the schedule
rigidly. Circumstances change and as the projecteldps new
information becomes available that may require angle in plans. The
schedules serve as a yardstick against which tosunegprogress, to
show where and how plans must change. The schedaléool to keep
attention on the final objective and goal.

The project's progress must be continually monitavéh respect to the
be higher for the first units and decrease theseaintil the point at

which a market schedule. The engineer uses thelslEht see where he
stands and to ensure that commitments are meaasqd. If they cannot
be met, then those whose work depends on them edorbwarned.

Resources can be diverted, reallocated, and thedatehrevised so the
overall project commitment is achieved.

The checking of progress against schedules is riatenesting and the
temptation is to avoid it. Therefore, it should demandatory routine.
The most useful way to do monitoring is to combineith the regular

project technical reviews. Thus, once technicabpss is reviewed and
established, the project's status is checked aghmschedule.

Most projects do not always run smoothly, unexmkatéficulties do

occur. Monitoring is the only way that resources d# reallocated
effectively and judiciously.
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Controlling

Controlling is the adjustment of the work when resgdso the overall
time and money commitments are maintained or ait le@timized.

Thus, controlling means taking the appropriateoactn the light of the

information gained from monitoring. The whole puspoof scheduling
and monitoring is to permit intelligent control.

Scheduling and monitoring by themselves are notrobrControl must

be deliberately exercised. The engineer must, Wélp, if necessary,
decide what action must be taken to keep the pgrojeschedule. Once
the controlling action has been decided on, it rbesimplemented.

The most common error in project control is notirggtsoon enough.
Action is delayed either because of poor monitororgmore often
because of unwillingness to face the facts. Thateol to a problem is
assumed to be just around the corner or will yadcompletion of the
next test. The true facts cannot work against geptobut erroneous
assumptions can. When it becomes reasonably tiabatcertain line of
investigation or approach is not going to workpsto Redirect the effort
in a more fruitful direction. Delay wastes time andney.

It is often a mistaken assumption that delays dficdities can be
overcome by working hardeEngineers should always be working
hard. This will rarely solve the problem. Delays can oblky overcome
by adding extra time or extra resources. Exper bah be sought, tests
can be run concurrently, overtime can be put intherapproach can be
changed to one that is more likely to yield res@tintrol is exercised by
a definite, specific action.

One of the major blocks to effective control is @mnon error in the
engineer's view of the project. When engineerggasen a task they tend
to identify with it, and feel that its success ®it success. The more
effort they put into it the stronger they feel thaay. This is good
because it means commitment. Unfortunately, thégnobegin to see
their solution or approach as the only correne. Controlling actions
threaten this image and engineers often resentesnst them. Engineers
must learn to identify with success of the wholejgect. The controlling
actions are for the good of the whole project. Vidilial success comes
from being identified with successful projects.

4.0 CONCLUSION
In the course of our discussion in this unit, wahde to conclude that

project planning and control could be achieved ugto proper
establishment of project baseline and project mameagnt triangle
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which comprises of costs, schedule and technicgctizes. Also, we
established that planning control comprises ofehr&jor parts which
are scheduling, monitoring and controlling. Thusy auccessful project
officer must be articulate enough to effect theefming in their current
and future projects.

5.0 SUMMARY

Proper project management means excellence iretaital, cost, and
delivery aspects of the project. This requires pragitention being paid
to the administrative aspects of the proj&cheduling, Monitoring,
and Control.

For good project planning and control, the follogvimas to be observed:

Schedule the whole project at the beginning
Recognize interdependence of the parts

Identify the critical items early

Seek the best time and cost estimates

Modify and update the schedule

Bring all contributors into the scheduling process
Follow and monitor on a regular basis

Include all contributors in the monitoring process
Plan general alternatives for each contingency
Keep the goals and alternatives in mind

Take early corrective action when needed
Balance project effort

Look for where effort can be reduced

Make changes early rather than late

Take early corrective action when needed
Balance project effort

Look for where effort can be reduced

Make changes early rather than late

6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss project control with particular referencest¢heduling,
monitoring and controlling?

2. Compare and contrast between project planning anttal?

7.0 REFERENCES/FURTHER READINGS
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Roadstrum W.H. "Being Successful As An Engineeragibr 4.
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1.0 INTRODUCTION

Financial statement analysis is the analysis ofltx@ower’s financial
statement as it relates to the project and asate®to the amount asked
for. The first establishes the end and need forldhe as well as the
repayment ability while the second will establisiwhmuch is required,
for how long, when required, and whether the loamand conforms to
the existing directives/guidelines both of headheéad office and of the
Central Bank

2.0 OBJECTIVES
At the end of this unit students will be able to:

explain the principle of financial analysis
describe the roles of credit officers
investigate loan requirement of a project
use ratio analysis as financial tools.

3.0 MAIN CONTENT

3.1 Principles and Components of Financial Analysis

One is the analysis of borrower’s financial statetres it relates to the
project and as relates to the amount asked for.fif$teestablishes the
end and need for the loan as well as the repayimaihty while the
second will establish how much is required, for Homg, when
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required and whether the loan demand conforms t® dRisting
directives and guideline both of head office anthef Central Bank.

In analyzing the end use, the banker should endeatm establish
whether all reasonable estimated costs are alldaredand whether the
estimates are realistic, He should also attemptsstablish whether the
sources of finance contemplated by the sponsoisbeiladequate and
whether they would, in fact be forthcoming .othessvthe banker will be
stuck with his own lending. Finally, he would at{@nto ascertain the
likely impact of the project on the level of prodoo, sales, net
earnings, borrowings etc. of the borrower, and whiea project is
expected to break even and start yielding profit.

Having established the above, the banker then ttonanalyze the
amount of the loan asked. An up-to-date audite@rz sheet or the
appropriate financial statement normally gives sartues. Generally,
the capital employed including any undistributedfiis is one guide to
how much the customer can borrow; while the figuescreditors of
all kinds, of stock and work-in-progress and ofdgalebtor show the
liquid position of the business and may indicate dhfficulty or with
which credit can be paid regularly. All in all, tlobjective must be to
determine that the amount demanded is neither toachmor too small
but is just adequate, and that magnitude of thelabta surplus or
profits, including any other cash accruals, will ddequate to service
the loan effectively through repayment of principald interest plus a
margin for incidentals. The point to emphasizehat there should be a
proper perspective of the financial position of t@ncern. For this
purpose, a single year’s performance as revealedermprofit and loss
account and the balance sheet will not be adeqéatiynamic view
has to be taken of the organization both in prospec retrospect
(Nwankwo, 1991 pp.125).

3.2 Tools and Techniques of Financial Analysis

The tools for financial analysis are intended tovglrelationships and
changes. Among the more widely used of these tqaksiare horizontal
analysis, trend analysis, vertical analysis, atid enalysis.

3.2.1 Horizontal Analysis

Generally accepted accounting principle calls f@spnting comparative
financial statements that give the current year jpast year's financial
information. A common starting point for studyingch statement is
horizontal analysiswhich involves the computation of dollar amount
changes and percentage changes from year to yéar.pé&rcentage
change must be figured to show how the size otltaage
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relates to the size of the amounts involved. A gleaof N1 million in
sales is not so drastic as a change of N1 millonet income, sales is a
larger amount than net income. The percentage eh@&ndigured as
follows:

Percentage change = 100 (amount of change
(base-year amount )

the base year in any set of data is always theyk&ar being studied. For
example, from 1981 to 1982, the base year will &f#&11

3.2.2 Trend Analysis

A variation of horizontal analysis is trend anadysn which percentage
changes are calculated for several successive yesiead of between
two years. Trend analysis is important becausd, igtlong-run view, it

may point to basic changes in the nature of thenbss. Besides
comparative financial statements, most companies gut a summary
of operations and data on other key indicatordi¥eror more years.

3.2.3 Vertical Analysis

Vertical analysis uses percentages to show thetioeship of the

different parts to the total in a single statem&fartical analysis sets a
total figure in the statement equal to 100 per aerd computes the
percentage of each component of that figure. Tigisr¢ would be total

assets or total liabilities and stockholders’ eguit the case of the
balance sheet, and revenues or sales in the cdise imicome statement.
The resulting statement of percentages is calletccanmon-size

statement’.

Vertical analysis is useful for comparing the impoce of certain
components in the operation of the business. lalso useful for
pointing out important changes in the componerdmfone year to the
next when comparative common size statements asepied

3.2.4 Ratio Analysis

Ratio analysis is a useful tool in financial statetnand project analysis.
It is used in the initial stages to reduce thedangmber of individual
items in the financial statements to a fewer nundfeneaningful ratios
that assist the lending officer to analyze the dwars’ current position.
It helps also to identify critical areas for furthéetailed examination.
The basic commonly used ratios relate to liquiditganagement
efficiency, leverage or debt, and profitability. eltratios are not
universally applicable to all situations. Inventéwynover, for instance
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Is not relevant and meaningful in the analysises¥ise firms but very
relevant and important in the analysis of retaibmanufacturing firms.
The table below shows the key ratios commonly useanalysts.

Table 7: Commonly used Ratios in Financial Analysisf Project

(2) Profitability

(3) Leverage

b) Quick (Acid
test)ratic

Nel Profit
Margin or
Return on Sale
(ROS)

a)

Return on
Equity (ROE)

b)

Return on Asset
(ROA

<)

a) Debt to Asset

b) Debt to Equity

c) Times
or Financia
Charges
coverage

d) Account Payab

Turnover

Interest Measures the coverage of

Type of Name Function How Measured
Ratio
(1) Liquidity a) Current Ratio | Indicate the extent to whichCurrent asset (C/

claims of short-term creditors

are covered by assets that ca@urrent liabilities (CL)

be readily converted into cash
without loss. High values
suggest high safety margins
for short-term creditar  bu
does not consider quality
receivables and inventories.

A more reliable measure of
liquidity than the current rati

CA - Inventories

Purges the current ratio of lack
of concern for the quality of
receivables and inventories.

NB: a and b, each measures
the ability ofthe firm to
generate cash to meet short-
term obligation

Measures profitability of tt

Current liabilities

Net Incom:

firm relative to sales.

Measures profitability of the

Sale

Net Income

firm relative to net worth or
owner's equity in the firm.

Measures profitability of the

Total Equity or Net
worth

Net Incom:

firm in relatior to asset
employed.

Measures the amount of debt

Total Assets

Total Debt

employed by the firm in

relation to the total assets of
the firm. The bigger the debt
the more volatile the earnings
because of the fixed charge.

Measures the amount of

Total Assets

Long Term Dek

debt employed by the firm
in relation to total equity or
net worth.

Total Equity
(Net Worth)

Earning before Intere

+ Taxe:

interest payment in the de

Measures account payable in
relation to purchas

Annual Interest
Expense

Average accounts
rayduie

Av. Purch. Per Day
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(4) Activity or | a) Collection Measures the degree of  Average Account
Managemer Perioc efficiency with whict Receivable
Efficiency management collects | Sales per Day
receivables.
b) Total Measures the degree | Sale:
Assets efficiency with Total Assets

Turnover which management
utilizes assets in
relation to sales

Measures management  Sales

c) Inventory effici(_ency in tgrning Av. Inventory
Turnover over inventories to

generate profit i.e.

inventory control

Measures net sales o | Sale:

d) Fixed Asse | net fixed assets Net Fixed Assets
Turnove
Measures sales 0\ Credit Sales Accou
e) Receivable | receivables Receivables
Turnover

For better results, common size ratios should keidd by expressing
each balance sheet item as a percentage of totahue and each
expense item as percentage of total expenses.afibs should also not
be analyzed in isolation as there are no absotatelard for them. They
can be analyzed cross-sectionally by comparindithes ratios with the
ratios of peer firms in the industry or at a pamtime. Another way is
time series. This deals with historical trends I tratios, in effect
measuring the firm against itself at different tiperiods. This helps to
detect looming problems before they occur.

A firm experiencing rapid sales but steadily dealin profit margin
because of rising costs may find, through timeeseanalysis, that the
rapid growth may have masked the dangerous sligeafit margins and
would then try to do something about it — get adrayn the euphoria of
rapid growth and correct deficiencies in costingrireand therefore in
profit margins.

It is also usually advisable not to rely on a singhtio but on

combination of ratios. Return on equity, for ing@rcan be broken down
to its constituents such as leverage, profit margativity and common
size ratios. This enables analysts to simultangowstw the key

relationships governing the business enterprises.

4.0 CONCLUSION
In the course of our study in this unit we wereeabd discuss the

principles and components of financial analysisvai as use financial
ratios as financial tools in analyzing and assestia financial
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capability of the borrowers of funds. Thus, theefping are very
important in order to safeguard any future defali®an repayment.

5.0 SUMMARY

In analyzing the end use, the banker should endmai®m establish

whether all reasonable estimated costs are alldareédnd whether the
estimates are realistic, He should also attemmstablish whether the
sources of finance contemplated by the sponsoisbeiladequate and
whether they would, in fact be forthcoming. Othessyithe banker will

be stuck with his own lending. Finally, he woulteatpt to ascertain the
likely impact of the project on the level of protioo, sales, net
earnings, borrowings etc. of the borrower, and wiles project is

expected to break even and start yielding profit.

6.0 TUTOR-MARKED ASSIGNMENT

State and discuss how a loan requirement of agirogeild
be investigated?
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UNIT 4 SOURCES AND USES OF FUNDS
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1.0 INTRODUCTION

The profit and loss account provides details o#iricial performance
resulting in the net profit figure; the balance eshis an explanation of
the financial status of the enterprise in the fafa listing of its assets
and liabilities at the close of the accounting peri

Accounting flows may be classified into three disti types — profit
flows, funds flows and cash flows. Therefore, fufidss and cash flow
statements are needed to obtain a complete piofusecounting flows
in respect of accounting period.

The funds flow statement provides reconciliatiotmisen the opening
and closing balance sheets for a given accountergg through an
explanation of the changes which have occurreds €kplanation is in
the form of an analysis of the sources of addificmads available to the
enterprise during the accounting period, as welaasanalysis of the
manner in which they have been utilized. Consedyetite funds flow

statement cover both the funds internally generatetladditional funds
obtained by the enterprise during the accountingoge The funds

statement deals with the changes which have oatumréhe size of the
business, as well as changes which in the strueisets, liabilities, and
invested capital. For all enterprises of a stipdatsize, SSAP10
‘Statement of Source and Application of Funds’ isg® a disclosure of
a periodic funds flow statement, in addition to treditional profit and

loss account and balance sheet. In this unit wé ekamine various

aspect of sources and uses of funds.
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2.0 OBJECTIVES
At the end of this unit, you will be able to:

discuss fund flow statement

compute fund flow statement

apply fund flow statement

analyze sources and uses of funds in organization.

3.0 MAIN CONTENT
3.1 Sources and Uses of Cash

Those activities that bring in cash are called sesirof cash. Those
activities that involve spending cash are calledsusr application of
cash. What we need to do is to trace the changéwirfirm’s balance
sheet to see how the firm obtained its cash and thewfirm spent its
cash during some time period. To get started, denshe balance sheet
for the ABC Nig. Plc. in Table 6.1. Notice that Wwave calculated the
change in each of the items on the balance shkeetking over the
balance sheet for the ABC Nig. Plc, we see thategai few things
changed during the year. For example ABC increaisedet assets by
N149 million and its inventory by N29 million. Whedid the money
come from? To answer this and related questions,need to first
identify those changes that used up cash (uses}harsg that brought
cash in (sources).

Table 3.1
ABC NIGERIA PLC
Balance Sheets as of December 31, 2001 and 20082 (riNlion)

| 2001 | 2002 | Changeg
Asset:
N N N

Current Assets:
Cash 84 98 +14
Account receivables
Inventory 165 188 +23
Total 39¢ 422 +2¢

642 70¢ 66
Fixed Assets:
Net plant and Equipment
Total Assets

2,731 2,88( +14¢

3,37: 3,58¢ +21F
Liabilities and Owners’ Equitit
Current liabilities:
Account payable 31z 344 +32
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Notes payab 231 19¢€ -35
Total 543 54C -3
Long term det 531 457 -74
Owners’ equity:

Cammon stock and paid in surp 50C 55( +5C
Retained earnini 1,79¢ 2,041 +242
Total 2,29¢ 2,591 +292
Total liabilities and owners’ equity 3,37t 3,58t +21¢

A little common sense is useful here. A firm usashcby either buying
assets or making payments. So, loosely speakingn@ease in an
assets account means the firm, on a net basishbeage assets, a use
of cash. If an asset account went down, then cgt &asis, the firm sold
some assets. This would be net source. Simildrlg, liability account
goes down, the firm has made net payment, a usasbi.

Looking again at Balance sheet of ABC Plc, we &a¢ inventory rose
by N29 million. This is a net use because ABC Eftectively paid out
N29 million to increase inventories. Accounts pdgalpose by N32
million. This is a source of cash because ABC ¢iffety has borrowed
an additional N32 million payable at the end of ylear. Note payable,
on the other hand went down by N35 million, so ABfectively paid

off N35million worth of short-term debt — a useaafsh.

Based on our discussion we can summarize the soarod uses from
the balance sheet as follows:

Source of cash: N’Million
Increase in account payable 32

Increase in common stock 50

Increase in retained earnings 242

Total sources 324

Uses of cash:

Increase in account receivables 23
Increase in inventory 29
Decrease in notes payable 35
Decrease in long-term debt 74

Net fixed asset acquisition 149
Total uses ~ 310
Net additional cash 14

The net addition to cash is just the differencevieen sources and uses,
and our N14 million result here agrees with N1 imillchange shown
on the balance sheet.
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To further trace the flow of cash through the fooring the year, we
need an income statement. For ABC Plc., the reflthe year are
shown in Table 3.2.

Notice here that the N242 additional to retainechiegs we calculated
from the balance sheet is just the difference betwbe net income of
N363 and the dividends of N121.

Table 3.2
ABC NIG. PLC
2002 Income Statement
N’ million

Sales 2,311
Cost of goods sold 1,344
Depreciatiol 27€
Earnings before interest and ta 691
Interest pai 141
Taxable income 550
Taxes (30% 165
Net incomq 38E
Dividend:s 121

Addition to retained earnings 242
3.2 The Statement of Cash Flows

There are some flexibility in summarizing the s@sreand uses of cash in
the form of a financial statement. However, ifsifpresented, the result is
called statement of cash flows. Historically, thiatement was called the
statement of changes in financial position andaswresented in terms
of the changes in net working capital rather thashcflows. We will
work with the newer cash format.

We present a particular format for this statemeritable 3.3. The idea is
to group all the changes into three categoriesratipg activities,

financing activities, and investment activities.eThxact form differs
from one preparer to another.

Don't be surprise if you come across different agement. The types of
information presented will be very similar; the earder can differ.
The key thing to remember in this case is that taetesd out with N84
million in cash and ended up with N98 million, ®mnet increase of N14
million. We are just trying to see what event ledtis change.

Interest paid should really go under financing \aiéis, but

unfortunately that is not the way the accountingasdled. The reason,
you may recall, is that interest is deducted asxqense when net
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income is computed. Also, notice that the net pasehof fixed assets
was 149. Because ABC Nig Plc. wrote off N276 milliworth of assets
(the depreciation), it must have actually sperdtal tof N149 + N276 =
N425 million on fixed assets.

Once we have this statement, it might seem ap@@pto express the in
cash on a per-share basis, much as we did fonoetne.

Table 3.3
ABC NIG. PLC.
2002 Statement of Cash Flows
(N in million)

Cash, beginning of year 84

Operating activity:
Net income 385
Plus:
Depreciation 276
Increase in account payable 32
Less
Increase in account receivables - 23
Increase in invento - 29

641

Investment activity
Fixed asset acquisitio - 42F

Net cash from operating activ -42¢

Financing activity

Decrease in notes paya - 35
Decrease in long term debt - 74
Dividend paid -121
Increase in common stc 50
Net cash from financing activi - 18C
Net increase in ca 14
Cash end of the year 120

Ironically, despite the interest we might have amge measure of cash
flow per share, standard accounting practice esprgsohibits reporting
this information. The reason is that accountang flieat cash flow (or
some component of cash flow) is not an alternativeaccounting
income, so only earnings per share are to be reghort

As shown in Table 3.4 it is sometimes useful tospre the same

information a bit differently. We will call this hie sources and uses of
cash statement”
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ABC NIG. PLC.

2002 Sources and Uses of Cash

(N in million)

Cash, beginning of ye

Sources of cas
Operations
Net income
Depreciatiol

Working cépital:
Increase in account payable

Long term financing:
Increase in common stc

Total sources of ca

Uses of cas

Working capits

Increase in account receivat
Increase in inventory
Decrease in notes payable
Long term financing:
Decrease in long term debt
Fixed asset acquisitio
Dividend pait

Total uses of ca

Net addition to cas

Cash end of the ye

4.0 CONCLUSION

In the course of our study in this unit we wereeatd discuss sources
and uses of funds. Those activities that involvensing cash are called
uses or application of cash while those activitiggat involve
accumulation of cash are called sourcing for fufiderefore, ability to
balance the two activities or making the sourciogftinds greater than
use and application of funds constitutes a goocerkeye for any

company.

5.0 SUMMARY

In summary, this unit emphasized on source andotisash, statement
of cash flows and its computation.
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6.0 TUTOR-MARKED ASSIGNMENT

State and discuss how a loan requirement of agirogaild
be investigated?

7.0 REFERENCES/FURTHER READINGS

Nwankwo, G. O. (1980)'he Nigerian Financial System

CBN Briefs: Research Dept. series No. 95/03, J@¥5 1+ Monetary
Policy in Nigeria.
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1.0 INTRODUCTION

Cash flow simply means the difference between nunobeNaira that
came in and the number that went out. For examplgou were the
owner of a business, you will be very interestethaww much cash you
actually took out of your business in a given yétow to determine this
amount is one of the things we shall discuss mlart of our study.

At the fundamental level, firms do two differenins: they generate
cash and spend it. Cash is generated by sellinpdupt, an asset or a
security. Selling a security involves either boriogv or selling an
equity interest (i.e. shares of stock) in the fi@ash is spent in paying
for materials and labour to produce a product angurchasing assets.
Payments to creditors and owners also requiregbeding of cash. The
cash flow identity summarizes the total cash resukill transactions a
firm engages in during the year.

In the short term, however, a considerable amounimanagerial
resources is devoted to day-to-day decision makingespect of
working capital. Working capital, which also has affect on a
company’s total market value, consists of shomtérurrent) assets and
short-term (current) liabilities which, by defimh, have terms to
maturity less than one year. Current assets canrimked wholly or in
part on a short-term basis, with net working cdpritaasured as current
assets less current liabilities.
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This begins by defining the main components of enirrassets and
current liabilities and by describing the role obrking capital in a
company'’s operations.

Attention is then turned to the core element in kiay capital: the
management of cash flows. In long-run analysis,ftloels is on annual
net cash flows. In short-run analysis, a key issu@ow the current
year's net cash flows are expected to take shapa daily or weekly
basis. The expected short-term behaviour of ndt fasvs involves a
company in developing strategies to avoid finanaikétress and
bankruptcy, especially if the company anticipatestaned periods over
which cash outflows will exceed cash inflows.

Following this, some of the basic principles invadvin modeling the
components of working capital are described. Thesate to the
management of cash and marketable securities, toyeand account
receivable (or trade debtors). In terms of curlialilities, there are two
main components: accounts payable (or trade crsjliemd short-term
debt financing.

Finally, overall working capital policy is examineith terms of a
company’s overall level of investment in currensetsand in respect of
the strategy the company adopts in matching themiastructure of its
assets and liabilities.

2.0 OBJECTIVES
At the end of this session students should betable

e describe cash flow statement
explain the various changes occur over the periodhe balance
sheet

e prepare an income statement

e describe the core element in working capital: thenagement of
cash flows

e explain the basic principles involved in modelihg tomponents of
working capital

e define the working capital policy

e describe the various strategy involved in applaatof working
capital.
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3.0 Main Content

3.1 Cash Flow

Cash flowis an accounting term that refers to the amountsashbeing
received and spent by a business during a defirextbdp of time,
sometimes tied to a specific project. Measuremértash flow can be
used:

e to evaluate the state or performance of a busimregsject.

e to determine problems with liquidity. Being probta does not
necessarily mean being liquid. A company can faitduse of a
shortage of cash, even while profitable.

e to generate projeatate of returnsThe time of cash flows into and
out of projects are used as inputs to financial @®duch asmternal
rate of returnandnet present value.

e to examine income or growth of a business when Hidlieved that
accrual accounting concepts do not represent edcnogzalities.
Alternately, cash flow can be used to 'validate® thet income
generated by accrual accounting.

Cash flow as a generic term may be used differeddpending on
context, and certain cash flow definitions may ldamed by analysts
and users for their own uses. Common terms (withatively
standardized definitions) includgperating cash flovmndfree cash flow.
Classification

Cash flows can be classified into:

4. Operational Cash Flows Cash received or expended as a result of
the company's core business activities.

5. Investment Cash Flows:Cash received or expended through
capital expenditure,investments or acquisitions.

6. Financing Cash Flows:Cash received or expended as a result of
financial activities, such as receiving or payirmaris, issuing or
repurchasing stock, and payidiyidends.

All three together are necessary to reconcile #grning cash balance
to the ending cash balance.

3.2 Benefits from Using Cash Flow

The cash flow statemem$ one of the four main financial statements of a
company. The cash flow statement can be examinetktermine the
short-term sustainability of a company. If cash ingreasing (and
operational cash flow is positive), then a compeaiilyoften be deemed
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to be healthy in the short-term. Increasing orlstahsh balances suggest
that a company is able to meet its cash needsreandin solvent. This
information cannot always be seen in the incomeestant or the
balance sheet of a company. For instance, a compangybe generating
profit, but still have difficulty in remaining saéwt.

The cash flow statement breaks the sources of gashration into three
sections: operational cash flows, investing andriging. This breakdown
allows the user of financial statements to deteemhere the company is
deriving its cash for operations. For example, angany may be
notionally profitable but generating little opematal cash (as may be the
case for a company that barters its products rdkizer selling for cash).
In such a case, the company may be deriving additioperating cash by
iIssuing shares, or raising additional debt finance.

Companies that have announced significawitedowns of assets,
particularly goodwill, may have substantially higleash flows than the
announced earnings would indicate. For examplecoshs firms that
paid substantial sums foBG licenses or for acquisitions have
subsequently had to write-off goodwill, that is,dicate that these
investments were now worth much less. These wotens have
frequently resulted in large announced annual yss&ch a¥odafone's
announcement in May 2006 that it had lost £21.%ohildue to a
writedown of its German acquisitiodMlannesmannpne of the largest
annual losses in European history. Despite thigelaloss”, which
represented a sunk cost, Vodafone's operating tasls were solid:
"Strong cash flow is one of the most attractiveeasp of the cellphone
business, allowing operators like Vodafone to mtunoney to
shareholders even as they rack up huge paper losses

In certain cases, cash flow statements may allosefelaanalysts to
detect problems that would not be evident from thker financial

statements alone. For example, WorldCom committedaecounting
fraud that was discovered in 2002; the fraud coedigprimarily of

treating ongoing expenses as capital investmehe&elby fraudulently
boosting net income. Use of one measure of cash (icee cash flow)
would potentially have detected that there washange in overall cash
flow (including capital investments).

3.3 Managing Short-Term Net Cash Flows

In the short term, how net cash flow takes shapa aaily or weekly
basis has an important bearing on value.
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Cash Outflows

Over a year, cash outflows will consist of regutryments to meet
wages and salaries, and bills furnished by sumpli€ash outflows will
also occur in respect of tax-demands, interest paysnand fees which
can be expected at specific times during the yedria respect of the
purchase of plant and machinery for long-term edjpivestment. These
constitute what is referred to as the transactmosve for holding cash.

There may also be unanticipated events over a whah requires a
company to have immediate access to cash resourbes constitutes
the precautionary motive for holding cash. A spatué motive can

exist to enable a company to take advantage ofrualied inputs or
equipment which come up for sale due, for examygea competitor

going bankrupt. There is a fourth reason for hagdoash known as a
compensating balance motive. Here a company’s bamkrequire it to

hold minimum balances in its current account ineortb indirectly

cover the bank’s costs of administration. If a camyp receives no
interest on its current account, its bank recealesf he income earned
on the company's balances through the bank's owwesiment

strategies. Recently there has been a tendencyote mway from

compensating balances, with companies negotiatiagsactions fees
with banks and receiving current account inter@gnpents, or investing
their surplus cash elsewhere.

Cash Inflows

Where cash inflows are concerned, these can becexpéo occur at
regular intervals over the year largely as a resuthe pattern of sales.
This pattern can, however, be uneven if saleseasanal. For example,
in the cases of toy manufacturers, and departmergssthe majority of
sales, and hence cash inflows, can be expectedciar in the months
around Christmas. In the case of a clothing manufac a significant

proportion of orders can be expected during theka/ee which this

industry has its national and international fashebaws.

In addition, anticipated cash inflows may be disedpdue to sudden and
unexpected change in the economy. If, for exantplere is an unanticipated
rise in interest rates, short-term trade debtors alko have high levels of bank
debt may respond by delaying settlement of therlwes, using their own
cash inflows to meet higher bank interest chargagher, a major customer of
a company may fail leaving significant amounts ipaid debts.
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Net Cash Flow Policy

Given the opportunity costs of cash, in terms afdeing and lending
rates, it is in the interests of a company to:

o delay its expected cash outflows as long as p@&sshbject
to minimizing the risks of jeopardizing input suiesl
° maximize, at a current point in time, its expeatadh inflows,
subject to minimizing the risk of jeopardizing ausker good will
o avoid significant periods when excess cash balasaesing no

interest are likely to increase as a result of caditows
exceeding cash outflows; and

o avoid incurring costs associated with using shemtatbank loans
or overdrafts to cover significant periods whenhcasitflows
exceed cash inflows.

In the short-term in order to cope with periods wimet cash flows are
expected to be negative and to avoid, at otherstirhelding excessive
amounts of idle cash balances, a company can innestportfolio of
marketable securities which earn interest. Investmethis portfolio is
increased when short-term net cash flows are pesitivhen cash
outflows exceed incoming cash receipts, some of shert-term
marketable securities are sold to meet the deficit.

There are problems of capital or interest raté insolved in holding a
portfolio of marketable securities. Consequentlympanies, in seeking
to avoid financial distress, tend to invest surgtash balances in short-
term marketable securities which long-term pricesesponse to a given
interest rate change, vary less than those of teng-marketable. This
minimizes interest rate risk but entails a costcesjnwith the term
structure of interest rates sloping upwards for tmueyiods of time,
short-term marketable securities earn a lowerohteturn than longterm
marketable securities.

In general the optimal level of cash and marketageurities will be

determined in a much wider risk-return trade-offitext, where the risk
of not being able to meet short-term cash outflesvset against the
opportunity costs of foregoing investments in ldaghn physical assets.
On average, returns on the latter exceed the etvnich companies can
earn on both short-term and long-term financiaétiss
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3.4 Liquidity Management

Liquidity is defined as the ability to realize valun cash. It has two
components:

o the convertion time of an asset, that is, the tiag between
deciding to sell an asset and receiving paymernit;fand
o its convertion price.

Cash has zero conversion time and no conversice pgk. Marketable
securities, provided they are actively traded, hzet® conversion time
but have significant conversion price risk asseclatvith interest rate
risk.

The optimal level of liquidity, that is, a level wh is not too low as to
produce significant probabilities of financial dets and bankruptcy,
and not too high as to reduce the rate of returtfong-term investment,
is difficult to determine. As a rough guide a numizé short-term
financial ratios can be examined to determine ifoptimal liquidity
policy is being pursued. Beginning with cash andkeiable securities
ratios, these are:

Cash + Marketable Securities

Current Assets
and

Cash + Marketable Securities

Current Liabilities

Reasonably large values of the former indicate ¢aah and marketable
securities can provide substantial sources of futmdinance any
increases in current assets which might occur witlreased sales.
Reasonably high levels of the latter measure thigyato meet current
liabilities without the need to liquidate other mnt assets, for example
inventory, or without recourse to external sour@iefnance.

It would be wrong, however, to determine the ligtyicposition of a

company purely in cash ratio terms. As indicatadentory can be sold
directly for cash, but it may have a relatively goconversion time and
have a conversion price which is significantly I&san the inventory’s
intrinsic value. The latter will occur especiallfy it is known that

inventory is being offered for sale in a situatafrfinancial distress.
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Banks and financial institutions provide factorisgrvices in respect of
inventory and invoice discounting in respect ofascts receivable so as
to eliminate conversion time. Here, a part or a whaf a company’s

inventory and/or its accounts receivable are pugetiaby a factoring

company which, consequently, provides an immedistesion of cash.

Again, however, the conversion price will be beliw intrinsic value of

the current asset being purchased since factorsthair returns from

obtaining assets at significant discounts and tksalling them or, in the
case of accounts receivable, collecting paymergs du

Two, more broadly based liquidity, measures takeesmf the above
points into account. The first is the current ratedined as:

Current Ratio = Current Assets
Current Liablilities

This encompasses net working capital (current assets current
liabilities) and is a measure of a company’s cadpath meet its

liabilities, due within one year, out of currentsats. Because a
substantial proportion of current assets includegemtory which,

assuming factoring services are not used, hasiay@sonversion time
and significant conversion price risk, a desiralehel for this ratio is

taken, on average, to be 2.1. The second liquid#gsure is referred to
as the Acid Test or Quick ratio. This ratio netst tlie effect of

inventory and is defined as:

Quick Ratio = Cash Assets - Inventory
Current Liabilities

On average, its optimal level is considered tolie 1

These cash, current and quick ratios are unlikelyite a full picture of
a company’s liquidity position. Back-up lines ofedit which may not
be explicitly observable can be important, for epden a bank’s
willingness to provide it has placed on a comparyisent account and
a bank’s willingness to provide additional shomnrteloans at short
notice. These factors will help to determine a camps financing
flexibility which, as explained in unit 11, partlepends on the levels
of short-term and long-term tangible assets alrgadgiged in existing
loan contracts. Indeed the ability of a companyitovide a near-term
cash flow forecast, and the variability surroundingar-term cash
flows, also play a part in determining the effedt liguidity on a
company’s market value.

The above introduces a dynamic aspect to liquidilyich is not
normally picked up in static (at a point in timépst-term financial
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ratios. The dynamic aspect involves the speed wliich a company

can alter its short-term position to avoid a crifi©ias been argued that
one possible way of accommodating this is by cargig a ratio based

on a company’s earning power, that is, the ratio of

Cash Liabilities — Quick Assets x 365
Operating Funds Expected to be Generated over a Yea

This ratio gives the number of days required to giiyet current debt,
that is, current debt not covered by liquid or §uissets. If, for
example, this ratio exceeds 365 a company willrble to meet its net
current obligations out of its current year's expec earnings.
Alternatively, if the ratio is significantly belovd65 and short-term
difficulties arise. The indication may be that doial short-term
finance will be obtainable since banks would viewcts funding as
entailing low risk. Expected earnings over the entryear are not.,
however, a substitute for a short-term cash flosedast which provides
better evidence of the ability to repay net curcketit.

3.5 Managing Inventory

Cash and marketable securities are a form of imvgntherefore, when
considering inventory in the wider context of ravaterials, finished
goods and spare parts, the basic principles usedsim management are
applied. Indeed, the Economic Order Quantity Modek developed
originally with physical inventory in mind. Here rfaexample, the
optimal level of raw materials over an inventoryldiog periods is
determined in relation to the demand for a compapybduct and the
holding and ordering costs of stock. Holding costelude the
opportunity costs of financing inventory and of elausing space
together with any insurance costs.

As in the case of running out of cash, there astsdnvolved in running
out of raw materials spare parts in terms of paérdisruptions to
production runs and sales patterns. Additional aysnventory costs
can include the danger of a deterioration in thaliguof inventory if it
is held for too long; obsolescence, especiallyhd tnventory is of a
technical nature, and lead time variations, thathe time lag between
ordering and receiving new inventory. An importgmtential benefit
from holding inventory is associated with possiphkice discounts on
bulk purchases. Moving beyond the Economic Ordear@ity Model,
optimal control theory can be used to take accotimnpredictability in
product demand patterns.

A recent approach to inventory management in comegarwith
repetitive manufacturing systems has involved eé&arination of stock

94



TSM 303 CONCEPT, DESIGN AND FEASIBILITY |

holdings. This just-in-time inventory system re@sir suppliers to
provide that relevant inputs, in their relevant mfitees, at the precise
points in time when they are needed in a manufegwperation. There
are costs in attempting to ensure that the jusime- system works.
These involve developing co-coordinating and maimp operating
plans between a company and its suppliers.

Inventory Turnover = Costs of Goods Sold
Inventory

A relatively high inventory turnover ratio may s&g that a company is
managing this current asset relatively efficienttycould suggest, for
example, that excessive amounts of stock, which ldvdocur a
significant probability of obsolescence and highretusing costs, are
not being held. On the other hand, a relativel\nhigtio could indicate
that not enough stocks are being held to suppaurdupotential sales
growth. In effect, a company’s inventory turnovetio should be
judged in relation to the nature of the stock beietd and in respect of
a base point, such as the average inventory turnmtgo for the
industry in which the company is located.

3.6 Managing Accounts Receivable

A company which grants trade credit to its cust@maeates current
assets in the form of accounts receivable or trddbtors. It also
influences its average collection period, thattie average time lag
between supplying customers and receiving cash eatgnn settlement
of invoices. As explained, granting trade credi ¢eve an important
effect in stimulating a company’s sales and thuserg its average
collection period, its sales revenue.

The average collection period is important in apapunity cost sense
since it involves a company in foregoing interestoash which could
have been invested in marketable securities. Anortapt additional
factor in offering trade credit is the probabildaf/incurring bad debt that
is, selling to customers who significantly delayemen default on their
payments. Granting trade credit can be analyzéerms of NPV.

As an investment decision, while the factors inficiag the trade credit
decision are complex, two simple examples are ptedebelow to
illustrate the basic principles.

This is followed by a brief discussion of consuraedit evaluation.
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The Average Collection Period

Looking at the average collection period, one whgeducing this is by
changing or introducing, if not already in existendiscounts on the list
price of goods sold, the discounts only being add to customers who
settle their accounts within a specified periodugtta policy can also
influence sales). While a reduction in the averagjeection period has a
benefit in that it reduces interest foregone oroants receivable, it has
a cost to the extent that discounts are taken upustomers and,
consequently, profits from increased sales arecestiu

To illustrate these concepts, consider a companighwhas monthly
sales of N2m and annual sales of N24m. Its averaltjection period is
30 days, indicating that there is approximately omenth between it
supplying its products and receiving payments fam. The company
has therefore, an average investment in accouogsveble of N2m. in
terms of its annual sales the company has an atxaaceivable
turnover ratio.

Receivables Turnover = Annual Sales = N24m
Average Receivables Balance N2m = 12

Note that the ratio for the average collection getis formally defined
on 365 days in the year, as:

Average Collection Period = Accounts ReceivaKI865
Sales

In the present example this ratio is (365)(N2m/N24m30.4 days.
Normally in accounting terms this would be rounde@d1 days.

3.7 The Cash Operating Cycle

Having introduced some of the ratios associatet wutrrent asset and
liability management, it is useful to return to lcamanagement and
consider the cash operating cycle. This indicatesret time interval
between cash inflows from goods sold and cash awifl for the
purchase of resources. It is a measure of theHeoigtime a company
has funds tied up in working capital, an increasefease) in the cycle
indicating an increase (decrease) in working capgads.

A company’s cash operating cycle is equal to:

e the average number of days a given inventory id,hmakasuring the
length of time required to purchase and sell it®lpct: plus
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e the average collection period on its account rext#e; measuring
the length of time required to collect sales rexeminus

Table 3.5: The cash operating cycle

Annual N100.000
Cost of goods sold N40.000
Balance Ratios

Inventory 5000 Inventory Cost of goods N40.0008
Inventory 5000

Accounts 10,00@Receivable Sales 100.000 10

Receivable Turnover Receivables 10.000

Account 5000 Debtor Sales 100.000 10

Payable Turnover Account Payable 10.000

* The average period of its accounts payable, measthe length

of time payments can be deferred on its purchasesoiurces.

This is, the cash operating cycle is equal to:
365 1 + 1
[Inventory Turnover Ratio Receivables turnover Rati

- 1
Debtor Turnover Ratio]

Since each of these ratios measures, respectthelyyumber of times in
a year that inventory, accounts receivable and wadsopayable are
‘turned over’, dividing each ratio into the numbefr days in a year
measures the average number of days each of tlmspooents of
working capital is held.

To illustrate, consider a company which has averageual sales of
£100,000 at an average annual cost of goods satd@0D00. given the
average balances in its inventory, accounts reblvand accounts
payable and the relevant ratios, the cash operayidg is:

3661 +1 -1
8 10 10=365[0.125+ 0.1 - 0.1] = 45.6 days

If for example, the company reduced its investméntaccounts

receivable there would be, all other things beiggat, an improvement
in liquidity as measured by the cash operatingecy8ksuming accounts
receivable are reduced to £6000, the receivableowar ratio falls to

£100,000/£6000 = 16.7. Thus, the cash operatintesyeduced from
45.6 days to 31 days: that is, in the latter case:

3651+ 1 -1
8 16.7 10 = 365 [0.125 + 0.06 - 0.1] = 365[0.08%H8ys
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Overall Working Capital Policy

To bring this unit to a close it is important tonsaler the overall policy
which a company might adopt in respect of its wagktapital. There are
two aspects of this, one involving the investmestision and the other
involving the financing decision. The former is exaed first.

Current Asset Policy

In an earlier part of this unit, when discussinglcand marketable
securities, the importance of the risk-return relathip was identified.
It was argued that the benefits of liquidity, inns of producing low
risk but low returns, should be weighed againsitiregly higher returns
but higher risk produced by investing in long-tephysical or fixed

assets.

This risk-return principle applies to a companyigastment decision in
respect of its overall current assets. In this exmtthere are three
alternative strategies which can be adopted. Thewlve average,

conservative and aggressive approaches to risk geament. Under the
conservative strategy, relative to the averagegetie a relatively high

proportion of investment in current assets. Thdpces below average
risk and below average total return. Under the eggjve strategy,

relative to the average, there is a relatively [maportion of investment
in current assets, producing above average riskaaode average total
returns.

The choice of strategy varies from industry to isttys depending on the
nature of the product and/or service being suppéird, among other
factors on sales variation and the degree of operdéverage. Sales
variation and operating leverage determine businseksand hence the
variation in net cash flows. The overriding objeetishould be to
determine the ratio of current assets to totaltasshich maximizes the
total market value of a company.

Current and Long-Term Liability Policy

Once the investment decision has been made, sestéy financing
current assets must be addressed. This strategiek/eé choosing the
term structure of liabilities appropriate to a giverm structure of assets.
The analysis is aided by considering a companyisutative capital
requirement at a given point in time, that is, thial capital necessary to
fund a company'’s total investment. The cumulatigpi@l requirement
Is determined by fixed, or long-term, assets, peena assets; and
spontaneous, or fluctuating current assets.
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The division of current assets into permanent sp@dus componen
arises to the extent that a company can predidoiig-term trend ir
sales. To the extent that it can do this, the prots of its current asse
necessary to support this trend can be considerdx ton¢-term and
therefore, effectively permanently. The remainimgpgortions of curren
asset investments (in cash and marketable sesuriigentories an
accounts receivable) are spontaneous. "are spontaneous in that the
current assets fluctuate to facilitate unanticigatkanges in sales and
a result of the innate variation in the current eassomponent
themselves. The cumulative capital requirementlustrated in figure
3.1

There ae three alternative financing strategies whicholwe average
aggressive and conservative hedging approachesinencfal risk
management.

The average hedging approach consists of marchireg nhaturity
structure of assets and liabilities, on the assion that permaner
current assets can be treated as-term investments. Here all fixed a
permanent current assets are funded by-term debt and equity, wil
spontaneous current assets being financed by -term debt an
accounts payable. This eroach exposes a company to ‘average’
with ‘average’ risk with ‘average’ expected retu

N
Shor-term
Financing
/\ + Long-term
DeDbt an

«4—Spontaneous current as¢ Equity

/y\/‘/

FIXed ASsel

Time

Figure 3.1: The Cumulative Capital Requirement anc
Average Hedginc
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3.8 Forecasting Working Capital

A company may occasionally require a forecast a& #mount of

working capital needed to finance an increase tpuiwr introduction of

a new product. In preparing a working capital fastcthe factors to be
considered include anticipated production level g@mdduction costs,

length of production cycle, planned stock leveld aredit terms.

lllustration:

The following information relates to XYZ plc.

Turnover N3million
Cost as a percentage of turnover:

Direct material 30%
Direct labour 25%
Variable overhead 10%
Fixed overhead 15%
Selling and distribution overhead 5%

Note: On average, debtors take2 months before payment. Raw
materials are in stock for 3 months. Work-in-pragrerepresents 2
months half produced goods. Finished goods represae month

production.

Credit is taken as follows:

Direct material 2 months
Direct labour 1 week

Variable overheads 1 month
Fixed overheads 1 month

Selling and distribution overheat$a month

Work in progress and finished goods are valued a&enal, labour and
variable expense cost.

You are required to compute the working capitauisgment of XYZ
plc (assume 50 working weeks in a year)
Hint. Estimate the total amount of debtors and itoesl

Solution
|. Debtors =3,/12 x N3m =N625,000
[l. Direct materials cost =30% x N3m =N900,000

[ll. Stock of raw materials = 3/12 N90O,( =N225,00(
IV. Valuation of Work-in-progress:
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Raw material = 2/12 x N900,000 = N150,000
Direct labour = 2/12 x N750,000 =N 62,000
Variable overhead = 2/12 x 0.5 x N300,000 =N 28,00
Total = N237,500

V. Valuation of Finished Goods:

Raw materials = 1/12 x N900,000 = N75,000
Direct labour = 1/12 x N75,000 = N62,500
Variable overhead = 1/12 N300,000 = N 25,000

Total =N162,500

Total Stock = N(225,000 + 237,500 + 162,500) = 19,620

VI. Creditors

Direct materials = 2/12 x N900,000 =N150,000
Direct labour = 1/50 x N750,000 = N 15,000
Variable overhead = 1/12 N300, 000 = N 25,000
Fixed overhead = 1/12 x 450,000 = N 37,500
Selling and distribution %2/12 x N150,000 =N 6,250

N233,750
Therefore working capital required = Stock + DebterCreditors
W.C. = N(625,000 + 625,000 — 233,750)
= N1,016,250

4.0 CONCLUSION

In conclusion, this unit critically discussed cdlslw statements, income
statement sources and uses of cash, working capialagement in
terms of cash management, inventory managemenh@ando forecast
working capital for an organization.

5.0 SUMMARY

In summary, cash flows can be classified irf@@erational cash flows:
Cash received or expended as a result of the coytgpaare business
activities; Investment cash flowsCash received or expended through
capital expenditureinvestments or acquisitionginancing cash flows:
Cash received or expended as a result of finam@avities, such as
receiving or paying loans, issuing or repurchasstack, and paying
dividends.All three together are necessary to reconcilebibginning
cash balance to the ending cash balance.

6.0 TUTOR-MARKED ASSIGNMENT

1. Differentiate between cash inflows and outflows?
2. With appropriate illustrations discuss cash opegatiycle?
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MODULE 3

Unit 1 Financial Cost and Benefits Analysis
Unit 2 Evolving of Financial Plan (Budgeting)
Unit 3 Techniques and Tools of Analysis
Unit 4 Breakeven Analysis

Unit 5 Budgeting Techniques

UNIT 1 FINANCIAL COST AND BENEFITS ANALYSIS

CONTENTS
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1.0 INTRODUCTION

Cost-benefit analysis (CBA or COBA) is a major taahployed to
evaluate projects. It provides the researcher witlet of values that are
useful to determine théeasibility of a project from an economic
standpoint. Conceptually simple, its results aigydar decision makers
to comprehend, and therefore enjoys a great de&hwar in project
assessments. The end product of the procedureasedit/cost ratio that
compares the total expected benefits to the tatatlipted costs. In
practice, CBA is quite complex, because it raisesnumber of
assumptions about the scope of the assessmenimidrame, as well
as technical issues involved in measuring the lsreeid costs.

Before any meaningful analysis can be pursueds #@ssential that an
appropriate framework be specified. An extremelpaniant issue is to
define the spatial scope of the assessment. Trenppmects tend to
have negative impacts over short distances fromsitee and broader
benefits over wider areas. Thus, extending a runway impact

severely on local residents through noise generatand if the

evaluation is based on such a narrowly defined, &ineacosts could
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easily outweigh any benefits. On the other hanfinuhg an area that is
too broad could lead to spurious benefits. “The ainthe study area
definition should be to include all parts of thansport network which
are likely to include significant changes in floegst or time as a result
of the project” (UN 2003, 17).

Because transport projects have long-term effeat&]l because the
analysis is carried out on a real term basis, #rebts and costs must be
assessed using specific and pre-determined pananéter example,
when is the project start date, when will it be ptgted, over what
period of time will the appraisal run, and whatocdignt rate will be used
to depreciate the value of the costs and benefiey ¢he appraisal
period? These and other parameters must be agrmmd Costs and
benefits are presented in nominal values, i.e. taoypealues of the start
year and discounted fanflation over the project period. Because most
transport projects are assessed for a 30-yeardpenploying different
discount rates may influence greatly the outcomes.

Costs associated with the project are usually easier ¢find and

measure than benefits. They include both investmedtoperating costs.
Investment costs include the planning costs incumethe design and
planning, the land and property costs in acquiring site(s) for the
project, and construction costs, including matsrikdbor, etc. Operating
costs typically involve the annual maintenance <adtthe project, but
may include additional operating costs incurredoagxample the costs
of operating a new light rail system.

Benefits are much more difficult to measure, particularly fransport
projects, since they are likely to be diffuse amtkepsive. Safety is a
benefit that needs to be assessed, and while #rereomplex issues
involved, many CBA studies use standard measurg@sogierty savings
per accident avoided, financial implications foduetions in bodily
injury or deaths for accidents involving peopler Egample, Transport
Canada uses $1.5 million in 1991 dollars for eathlity saved. One of
the most important sets of benefits are efficiegains as a result of the
project. These gains might be assessed by estigrdwintime savings or
increased.

Many other elements relating to social impactsthesss, health and the
environment are more difficult to assess. The Haite particular, is a
major factor in contemporary project assessmemd, wsually separate
environmental impact analyses are required. Whessiple these factors
must be considered in CBA, and a variety of measame used as
surrogates for environmental benefits and costs. &mample, the
commercial losses of habitat destruction and ptgpgamage can be
estimated. For example, the difference in the \&abfeproperties
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adjacent to airports and those further away ard tsassess the costs of
noise.

2.0 OBJECTIVES
At the end of this unit student will be able to:

differentiate between costs and benefits of a ptoje
explain the theory of costs and benefits

state the importance of costs and benefits

state the application of costs and benefits

discuss the various methods of estimating costs.

3.0 MAIN CONTENT

3.1 Theory of Cost-Benefit Analysis

Cost-Benefit Analysis is an economic tool to aidiabdecision-making,
and is typically used by governments to evaluate dbsirability of a
given intervention in markets. The aim is to gatige efficiency of the
intervention relative to the status quo. The casid benefits of the
impacts of an intervention are evaluated in ternfisti@ public's
willingness to payor them (benefits) or willingness to pay to avthém
(costs). Inputs are typically measured in termsmgortunity costs - the
value in their best alternative use. The guidiriggaple is to list all of the
parties affected by an intervention, and place aetary value of the
effect it has on their welfams it would be valued by them

The process involves monetary value of initial andoing expenses vs.
expected return. Constructing plausible measuresthef costs and
benefits of specific actions is often very difficuh practice, analysts try
to estimate costs and benefits either by usingesumethods or by
drawing inferences from market behaviour. For eXampa product
manager may compare manufacturing and marketingersgs to
projected sales for a proposed product, and ontyddeto produce it if
he expects the revenues to eventually recoup tlsés.c&ost-benefit
analysis attempts to put all relevant costs andefitsnon a common
temporal footing. A discount rate is chosen, whishthen used to
compute all relevant future costs and benefits nesg@nt-value terms.
Most commonly, the discount rate used for presahiescalculations is
an interest rate taken from financial markets. ThEn be very
controversial - for example, a high discount ratplies a very low value
on the welfare of future generations, which mayehavhuge impact on
the desirability of interventions to help the eowiment, and so on.
Empirical studies have suggested that in realgppbes’ discount
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ratesdo decline over time. Because CBA aims to measurepthmic's
true willingness to pay, this feature is typicddyilt into studies.

During cost-benefit analysis, monetary values miap &#e assigned to
less tangible effects such as the various riskshvhould contribute to
partial or total project failure; loss of reputatjomarket penetration,
long-term enterprise strategy alignments, etc. Tikiespecially true
when governments use the technique, for instanaetale whether to
introduce businesegzgulation,build a new road or offer a new drug on
the statéhealthcareln this case, a value must be put on human lifiner
environment,often causing great controversy. The cost-bempeiiciple
says, for example, that we should install a gudrdna a dangerous
stretch of mountain road if the dollar cost of dpiso is less than the
implicit dollar value of the injuries, deaths, aptbperty damage thus
prevented (R.H. Frank 2000).

Cost-benefit calculations typically involve usinigne value of money
formula. This is usually done by converting theufet expected streams
of costs and benefits topesent valuamount.

3.2 Importance of Cost-Benefit Analysis

Cost-benefit analysis is used for determining whatternative is likely
to provide the greatest return for a proposed imvest. Sometimes
referred to as cost-effectiveness analysis, ielsvant to businesses as
well as to not-for-profit entities and governmentialts.

A business might find it helpful to use cost-benhafialysis to determine
if additional funds should be invested in a fagilit the home country or
in another country. A community not-for profit orgazation that
provides a variety of programmes for children migise cost-benefit
analysis to assist management in determining wlachvities will
provide the most services for the costs specifiefbderal governmental
agency might use cost-benefit analysis to deternmheeh of several
projects planned for the national parks is likelybe most used, given
the costs, by interested citizens.

Because resources such as money and time aredjnaiteorganization
usually cannot undertake every project proposedddmde whether to
undertake a project, decision makensigh the benefits from the project
against the cost of the resources it requires, albyrapproving a project
when its benefits exceed its costs. Cost-benefilyars provides the
structure and support for making such decisions.

Benefits increase the welfare of the organizatiSome benefits are
monetary benefits, such as the dollar amount df cd®ws from
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additional sales of a product or the saving in cagfiows that a project
enables. Other benefits are important but harderquantify. For
example, a project may increase custonsatisfaction;increased
customer satisfaction may increase future saled, the exact
relationship between sales and satisfaction is\dfeed to specify.

Costs are the outlays or expenditures made in dodebtain a benefit.
Many costs are measured monetarily, such as theo€dmiying a new
machine or of hiring an additional employee.

3.3 Applications of Cost-Benefit Analysis

Cost-Benefit Analysis in Business

A cost-benefit analysis is straightforward whencalts and benefits are
measurable in monetary terms. Assume that Compamyust decide
whether to rent an ice cream machine for the suniare$900. The ice
cream machine will produce additional cash inflos¥s$1,000 during
the summer. The benefit of additional cash in-floi$%,000) exceeds
the additional cost ($900), so the project shoddubdertaken. Not all
cost-benefit analyses are this simple, howevethdfbenefits and costs
occur in different time periods, it may be necegsar discount the
future cash flows to their equivalent worth today.

In another example, cost savings is a benefit. lesthat Company B
makes about 100,000 photocopies a year. CompargeB ot have its
own copy machine and currently pays 4 cents pey,cop $4,000 a

year, to Copycat Copiers. Company B can lease § owgchine for

$2,500 a year. It must also pay 2 cents per pagpdier for the leased
machine, or $2,000. In this example, the cost adileg the machine and
buying paper ($2,500 $2,000 $4,500) exceeds thefibai saving the

$4,000 normally paid to Copycat Copiers. CompanshBuld continue

to use Copycat Copiers for its photocopies. Howe€empany B must

have a pretty good estimate of the number of copieeeds to be

comfortable with its decision. If Company B nee@®,000 copies this
year instead of 100,000, the cost of the leasiegmiachine and buying
paper ($2,500 $3,000 $5,500) is cheaper than the086(150,000

$0.04) savings in fees to Copycat Copiers.

A third example involves a project with benefitattrare difficult to
guantify. Assume that Company C is deciding whetbegive a picnic
costing $50,000 for its employees. Company C worddeive the
benefit of increased employee morale from the picBetter employee
morale might cause employees to work harder, isonga profits.
However, the link between increased morale andeas®d monetary
profits istenuousThe decision maker must use his or her judgment to
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compare the nonmonetary benefit to the monetary possibly deciding
that increased employee morale is worth the $500080 but would not
be worth a $100,000 cost.

In the preceding examples, cost-benefit analysiwiged a framework
for decision making. The range of objectivity relhito measurement of
the factors is typical. Techniques used in businassa basis for
determining costs and benefits, such as return roresiment, are
generallyquantifiableand thus appear to be objective. However, it ts no
uncommon forqualitative factorsto enter into the decision-making
process. For example, providing a product thatviddials with limited
incomes will be able to purchase may not providelilghest monetary
return on investment in the short run, but migliverto be a successful
long-term investment. Careful decision makers giteto deal with a
difficult-to-quantify factor in as objective a mam as possible.
However, cost-benefit analysis in most situatioostioiues to introduce
measurement problems.

Cost-Benefit Analysis in Non-Business Entities

Cost-benefit analyses are also common in non-bssieatities. Boards
of not-for-profit organizations establish priorgtiéor their programmes,
and such priorities often specify desired progrartpots. For example,
assume a not-for-profit organization is interesteteducing the level of
illiteracy among the citizens of a rural communitya state that has one
of the lowest per- capita incomes in the Unitedt€3taAs alternative
programmes for those who need to learn to reaccansidered, there
will be cost-benefit analyses that focus on a nunabbdactors, including
the extent to which a particular programme caraettthose who are
illiterate. A programme in the downtown area of a small towghinbe
considered because a facility is available therewatcost and that low
cost is appealing. Focus on cost is not sufficieatyever. When benefits
are considered, it might become clear that those avh eager for such a
program do not have cars and that there is no @tialnsportation from
where they reside to the center of the small tadwnther consideration
of relevant factors and of alternatives, undertaikegood faith, should
result in cost-benefit analyses that provide vdkRiabformation as the
agency makes decisions.

At all levels of government in the United Statesstebenefit analyses are
used as a basis for allocating resources for th#iqpgood to those

programmes, projects, and services that will mbet dxpectations of
citizens. For example, decision makers at the tddewvel who have

policy responsibility for environmental standards-quality rules, or

services to the elderly often find information fraost-benefit analyses
to be critical to the decision-making task.
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3.4 Methods of Estimating Cost
There are four principal methods of estimating :cost
I. Reference to Similar Projects

Reference to any similar project previously carreed by the project
sponsors or by enterprises in the same industheisimplest method of
costing; the only basic condition being that thejget be comparable in
every respect to the previous one. This methodh®advantage that it
provides a realistic basis for costing as it all@msexhaustive checklist
of all the ancillary equipment and facilities whiphevious experience
has shown to be important.

When using this method it is important to ensued the costs indicated
are still valid. Changes which may be due to cuwyedepreciation or
and inflation must be noted.

It happens quite often that the capacity of the pewyect differs from
that of the comparable earlier project. The probtéraxtrapolation then
arises. A very rough and ready estimate indicating orders or
magnitude may be made by applying the “six-tenttidid (OECD,

1968).

If Snand Sare the capacities of two plants A and B andid Ketheir
respective investment costs, then

Ka/Ke= (Sa/ Ss) “ where x < 1

The coefficient ‘X’ represents economies of scaf@r chemical
engineering, it was suggested that the value ofioulsl be 0.6. it is
emphasized that the rule should be applied withi@auThere are many
kinds of industrial machinery that will not exhibihis relationship
between area (cost) and volume (capacity).

. Enquiry from Possible Suppliers

Enquiries from possible suppliers are the safest wfaobtaining the

latest price of equipment. The only draw-back & the prices indicated
do not include cost of related facilities, trangpamd assembly with the
result that the initial price has to be doubledaider to arrive at a figure
for equipment erected or installed on site and amkimg order. For this
reason, prices indicated should always be qualiwedpecific delivery

terms, and conditions relating to erection or ifstian, and also the
conditions of guarantee during the initial opemgeriod should be
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specified. A similar approach should be used wetipard to suppliers of
raw materials required for operating the project.

iii. Use of Published Tariffs, Surveys and Official Regations

Some costs may be laid down in official regulationgublic tariffs e.g.
water and electricity rates, guaranteed minimumesaand salaries, etc.
Surveys, whether connected with the project or nm@y provide
information about the real level of wages and sedarand other
expenditure items such as average building costsegof certain raw
materials etc.

\Y2 Use of Technical Experts

Technical experts may have to be called in to ml®vihe possible
solution. The nature of their work puts them ineitér position than
anybody else for assessing prices which dependhanacteristics of
materials and equipment.

3.5 Measuring Benefits and Costs
Marketed Benefits and Costs

1.
2. Non-Marketed Direct Benefits and Costs
3. Non-Marketed Indirect Benefits and Costs

A properly constructed cost-benefit analysis witeenpt to measure the
change in economic welfare associated with allscasid all benefits
uniquely generated by a project. In general, theslefit into one of
three categories: (1) marketed (direct) benefitd ansts, (2) non-
marketed direct benefits and costs, and (3) norketed indirect
benefits and costs. For benefits, we attempt tosoreathe willingness
to pay by all affected consumers for the relevaojgut benefits. The
rationale for doing so derives from applied ecoromelfare analysis.
This approach argues that economic welfare derik@® preference
satisfaction and that preference satisfaction ifleceed by the
consumer's willingness to pay.

More specifically, economists infer willingnesspay for direct benefits
and costs by observing choices made in markets abbkerving other
choices to spend dollars to facilitate direct congtion of the resource.
This is said to measure preferences revealed bicetoor simply to
measure revealed preferences. For non-marketemlechdenefits and
costs, stated preference estimates derived fromeguresearch are
employed. For costs, we attempt to measure thertappties foregone
(opportunity costs) due using the economic resaur@and, labor,
materials, etc.) in the project rather than in sather use. For direct
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private costs, market prices of resources are uded-marketed costs,
tend to be treated as benefits foregone, and dreatsd exactly as are
benefits. For a more detailed discussion of bemeiitd costs, in non-
technical terms, the reader is referred to the ®ess for the Future
publication"Cost-Benefit Primer."

1. Marketed Benefits and Costs

Marketed benefits, also referred to as private tisnere measured as
the sum of willingness to pay by consumers for tieev quantity of

product produced by the project being evaluated.dxample, assume
that the construction of a marina produces 10,03 @f new available
dockage. The question then becomes, how to vaisieltitkage.

In the private sector, the firm would simply measwa price times
guantity dollar value, but because public sect@isien making seeks to
take into account changes in welfare, rather tife@mges in revenues, a
somewhat different approach is taken. The accepteproach for
measuring the willingness to pay for the new doekéand for other
privately marketed goods) is to measure the madketand curve for
dockage and to calculate the incremental pricedbasumers' would be
willing to pay for the dockage. In general, thisulnot be a constant
price, but rather it would -clearing (or margingt)ce is reached, a price
that would on average rent out all available dga#ce. Thus, while all
renters may pay the same market clearing pricegsmight have been
willing to pay a higher price than others, but weot required to do so.
In fact, each renter may have been willing to edrd different price, but
the marina may not have been able to charge eadiffement price.
Observing the price paid tells the analyst a lolaarnd for benefits; that
is, if the consumer did not receive benefits astlesqual to the price
paid, he or she would not have purchased the gAdding back an
amount the consumer would have been willing to adpists the total
revenue measure obtained from multiplying the tqtantity rented by
the price to affect more accurately the increaseconomic welfare as a
result of the marina. This concept is referred socansumers surplus
within the economics literature. It is used to eahil benefits when a
demand curve can be estimated. This same appraacdhsed for
estimating welfare for non-marketed direct andrect benefits.

The private costs associated with the project,kenthe benefits, are
typically measured at market prices. This refletis fact that factor
inputs, like land, labor and materials tend to helmmore substitutable
and therefore supplied at roughly constant pri€esw projects are by
themselves large enough to cause changes in pifweagh project
activities, and, hence, the assumption of congtaoeés is reasonable.
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The issue of under utilized resources is a bit nppoblematic, however.
Local administrators are typically enthusiastic @boew jobs created
economic developed, private or public. National adstrators, on the
other hand, recognize that the benefits are noguenito the project,
because they would occur anywhere a project wasrtadcen, and would
likely be similar for quite different projects aoughly equal magnitude.
The only question to a national decision maker wdaé whether special
weight would be given to economic development irtipalar areas as a
matter of policy. For those local administratorterested in exploring
ways to measure new jobs created by a project,D@partment of

Commerce, Office_of Business and Economic Reseangtovides

multipliers and other tools of analysis.

2. Non-Marketed Direct Benefits and Costs

A large number of natural and environmental resesirare consumed
directly, but are not purchased in markets. Exampleclude fishing in

a mountain stream, enjoying a panoramic view, gvin a community

or neighborhood with clean (or dirty) air, or wargiin an occupation
that provides opportunities to enjoy increased rgised health). We
note that environmental "dis-amenities" as welbagenities can come
into play.

As it turns out, individuals who consume these ate=nand dis-

amenities often leave behavioral "footprints” frowhich revealed

preferences can be recovered using statistical adsthFor example,
some individuals work in highly desirable occupasip like forest

rangers, and as a consequence receive lower whgastitey would

otherwise receive. Symmetrically, workers in veryndesirable

occupations often received wage premia. A stasiktiool called

hedonic analysis can be used to estimate these diffgeentials. In

simple terms, a forecasting model is developed/ésious occupations,
such that the impacts of job attributes such a$sskiducation, as well
as desirable and undesirable job features on wegese estimated.
Hedonic models are also often used to measurerthaats of favorable
or unfavorable environmental conditions on propevgiues. For

example, the impacts of a view could be isolateatidically, by

controlling for size of house, size of lot, constran, and other features.
In other cases, a travel cost approach is useafdo willingness to pay
for an environmental amenity. For example, costarired by fishers
can be observed and related to stream attributesh as beauty,
isolation, average catch, average sized catchttandlke. By isolating

other affects statistically, it is possible to infee willingness to pay for
attributes of many natural attractions, like natioparks, seashores,
lakes and mountains.
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These approaches are referred to as revealed gme&ermeasures
because they infer willingness to pay as revealeddmsumer choices.
From them, demand schedules can be estimated arsdiroer surplus
measured.

3. Non-Marketed Indirect Benefits and Costs

Non-marketed indirect benefits and costs arisebecause of direct use
of a resource, but rather because individuals pleakie on the
"existence" of the resources. For example, manylpdoave never seen
the redwood forests, but have willingness to pagde them preserved.
Likewise, people who will never encounter a babgl seitside of a zoo
may have strong feelings, backed by willingnesgagp, concerning their
harvest for use as furs. These values are apptem@sts and benefits.
The challenge lies in measuring these values innmgtul scientific
ways, that is, ways that can be validated andcaad.

In general, because there are no behavioral fadpfrom which to

infer value survey based approaches are used iededirect values.

The most commonly applied approach is called cgetm valuation

analysis wherein a hypothetical, or "contingenhbice is made that is
designed to reveal an individual's willingness &y.pTypically, these
analyses present detailed scenarios to responddras include

information about the programme under consideratidrat it hopes to
accomplish, how it will be paid for, and over whiambe period actions
will take place. Various formats are then employed obtain a

contingent value that is an estimator of actualinghess to pay. Some
analysts use a family of approaches termed conpmatlysis to seek
similar information. These are termed stated pezfee measures
because respondents are asked to state theirgméiss to pay.

Stated preference measures have been criticized farge number of
reasons, some quite esoteric and others quiteigaghcBome question,
for example, if individuals actually have prefereador a diverse and
nearly limitless set of resources that can be eséchin this way. Others
question the sensitivity to the quality of the praogme being purchased.
Still others concern themselves, that respondesgssing that their
answers may affect policy, respond strategicalhwery large or with
zero responses. Analysts are making some headwayavnoming these
problems. A good review of these issues can bedanna book by
NCEDR researcheiBjornstad and Kahn.

These approaches have also been criticized by tindse question
whether or not preference satisfaction is a usefydroach to making
environmental decisions. These critics suggest thavironmental
decision making is essentially an ethical prockashould be removed
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from economic considerations. At the extreme, thelsgervers might
argue that a clean environment is a "right" and tilaexpense should
be spared in this pursuit. The difficulty with suditicism is that it flies
in the face of scare resources and the need to rnaie decisions.
Ultimately, some mechanism must provide guidanceoagriorities,
proportions and overall costs of programmes thastncompete with
other activities for funding. In addition to costrefit analysis
approaches such as citizen juries, focus groupssida analysis, risk
analysis, and many other approaches have beengaopo help decide
these difficult issues.

A more pragmatic concern, however, is just whosfgoences should
count when the sub-national decision maker con$roah issue.
Certainly it is informative that other citizens fawr away regions value
the actions of others in other regions, but they walikely to support
these activities financially. A good rule of thunsbthat the citizens in
the jurisdiction that will make economic sacrificésr the project
should be included.

4.0 CONCLUSION

In the course of our study in this unit we wereeats differentiate
between the costs and benefits of a project, ifledtihe theory of costs
and benefits, examined the importance of costsbemefits, stated the
application of costs and benefits and finally entated various
methods of estimating costs. Thus, cost-benefilyarsais a major tool
employed to evaluate projects. It provides the aesdeer with a set of
values that are useful to determine the feasibdfty project from and
economic standpoint. Conceptually simple, its msswire easy for
decision makers to comprehend, and therefore ergogseat deal of
favor in project assessments.

5.0 SUMMARY

In summary, this unit discussed theory of cost-Benanalysis,
importance of cost-benefit analysis, applicatiorco$t benefit analysis
in business, non-business entities, and finallyhoat of estimating/
measuring cost and benefits.

6.0 TUTOR-MARKED ASSIGNMENT
1. What do you understand by cost benefit analyse mioject?
Discuss the importance of cost benefit analysis?

2. State and discuss four methods of estimating tostgroposed
project?
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1.0 INTRODUCTION

The purpose of a financial plan among other thisg® determine the
financing of an enterprise. It examines the inteswurces of finance
namely: forecast of net profit after tax, depraomtand sale of used
equipment; and attempt to balance these agairetding requirements
such as investments, expected increase in workiapgitat, and

allowance for unforeseen requirements.

2.0 OBJECTIVES
At the end of this unit students will be able to:

e estimate sales revenue from the proposed project
e estimate operating and maintenance costs
e estimate project financial profitability.

3.0 MAIN CONTENT
3.1 Estimating Sales Revenue

After considering the total investment requiremeoitshe project the

next is to start to prepare a budget of income expenditure by which

the worthwhileness of the project can be asse3s$edincome or earning
of the project depends on the difference betweersties revenue and
the operating costs. The sales revenue in turnndispen the volume of
sales and the price which can be obtained for tbdyzt. Therefore, it is

important to determine the volume of output anésal
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The physical volume of sales depends on:

xi.  the production capacities of the plant
xii.  the quality of the product
xiii.  the potential size of the market

xiv. the state of competition , and
xv.  the price being asked for the product.

Therefore, estimating sales revenue is not a simaliter of multiplying
full capacity output by the existing price. From mgavariables, it is
necessary to construct alternative output-revenogets from which one
is selected by judgment each year after produciionmences.

The volume of output is limited by the physical aejy of the plant.
However, rated capacity should not be taken withguéstion. The
following considerations are important:

I. It may be possible and practicable to operate thetpn two or
three shifts. Therefore, the maximum possible dutpay be
twice or thrice greater than rated capacity.

. Capacity figures may not take into account the nemds days
the plant may be shut down e.g. for maintenanceligpholidays
etc.

iii. Experience has shown that plants cannot be opeatedll
capacity from the beginning because of technicaltemthing
problems. It may sometimes take up to three toyea's to solve
all problems which keep plants working below capacit is
therefore realistic to assume that plant may aeht#6 capacity
output in the first year, 75% in the second yeat 88% in the
third year.

Of course it is impossible to make any sound judgras to the volume
of the product which can be sold without takingcerinto account. The
price elasticity of demand may provide information the extent to
which sales revenue will be affected by loweringn@reasing prices. In
the market analysis for the product of the projdwt size of the
estimated market was that which apparently existethe going price
for the product.

In estimating sales revenue the prospective saliesne can be built up
by counting on selling at a price lower than thenggrice. However, if
there is no reason to doubt the ability of the gamige to sell all it can
produce at the existing price, there will be nonpan lowering the
price. Some judicious price cutting may be secoag of introducing a
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new brand name, or a new product, or overcomirgalmesistance to a
product due to quality differences. The revenuemedes should be
broken down into local and foreign currency.

3.2 Estimating Operating and Maintenance Costs

Just as the estimates of sales revenue providesideeof the income
forecast, the estimates of the operating costsigigdtne other. Each item
of cost should be systematically analyzed on thsisbaf the sales
volume previously arrived at as reasonable for gaein.

As with the revenue estimates, the cost estimduesld be broken down
into local and foreign currency.

Raw Materials: The major cost item for most manufacturing entegsi
is raw material. The quantity of raw material. Theantity of raw
material required for a given volume of productisnnot difficult to
estimate. For many manufacturing processes thefairly well fixed
percentage relationship between input and outpaiily. So many tons
of cotton give so many tons of yarn or so many tohs/heat give so
many tons of flour.

Operating Labour: Operating labour costs are usually important in
amount and use standards in advanced industriaipehtries. It is
obvious that this may not be safe because of lddkdustrial culture,
poor training and lack of experience. It is impbksito establish a good
measure of the number of workers a pioneer plantildhhave. On the
basis of experience, it can be observed that agdiest in a developing
country will do well if it does not have more thamice or thrice the
number of workers of a comparable plant in Europ@merica. Having
forecast the number and specification of workeng, &verage yearly
labour cost must be forecast as well.

Depreciation: Depreciation represents an attempt to spread theato
an asset over its useful operating life. Over thary that the cost of an
asset is usable, the accumulation of the creditshé depreciation
allowance should exactly equal the original costhe asset, less any
residual scrap value when it goes out of servidee problem with
depreciation is to estimate the useful life of éisset.

Amortization of Expenditures: Similar to depreciation is amortization

of expenditures for advance expenditures, intargibhd preliminary
expenses.

Interest Payments for the purpose of making realistic estimates or
financial profitability, it is necessary to inclutlee cost of interest on
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borrowed funds. To do this, an estimate must beenaasdthe amount or
debt the project will have. It is well to assumattiabout half the
project’s total cost will be financed by long-tedebt, and to allow in
the cost estimates for interest payments on theuatof loan so
indicated.

Management Cost: Adequate management must be allowed for.
Usually, the minimum complement of key manageriabgle in a
medium-sized plant will include the general managlee production
manager, the maintenance engineer, a productiorristgndent for
each shift and probably for each major departneenhief accountant, a
personnel officer, a sales manager. Salary rates peurealistic.

Administrative and Sales Costs:these should be provided for on a
basis which takes into account the costs of settipg adequate
accounting and administrative systems, and a seffiy strong sales
organization to develop the market for the product.

Taxes: these can be calculated quite accurately on thes bafs
established rates and estimated net profits bédauess.

Contingency: As in the case of capital cost estimates, an alho&af
10% should be made for unforeseen expenses.

3.3 Estimating Project’s Financial Profitability

Having prepared the revenue estimates based os #aliemes for the
different years, and having drawn up complete amaticus operating
and maintenance cost forecasts, all that remairts isring the two
estimates together as a budget of income and eipendn order to
arrive at a forecast of net profits for each year.

Format of Operating Budget of Income and Expenditue

Production % of capacity | First Year Second Yea | Third Year
(50%) 75% 90%

Revenue
Gross sale
Less discounts
Net sales

Operation Cost
Direct Labou
Supervision
Direct Materia
Supplies
Power and fu
Maintenanc
Rent

Insurance
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Interest on Debt
depreciation

Gross Profit:

Less selling and
distribution

R&D

General Administratic

Net profit before tax
Less ta

Net Profit after Tax

4.0 CONCLUSION

In the course of our study in this unit we wereedll explain budget as
a document that expresses financial plan of prappsaiect in terms of

estimating sales revenue, operating and mainteneosts and finally

estimation of project’s financial profitability.

5.0 SUMMARY

In summary, this unit discussed project’s budgetelstimating sales
revenue which depends on the production capaaiiegbe plant; the
guality of the product, the potential size of tharket; the state of
competition, and finally the price being asked fioe product. While
estimating operating and maintenance costs coultrbken down to
both foreign and local currency as raw materiaiserating labour,
depreciation, amortization of expenditures, interegayments,
management costs, administrative and sales castss tand finally,
contingency. Also, estimates of project financiatofpability is
computed from net revenue over costs.

6.0 TUTOR-MARKED ASSIGNMENT

1. State and discuss factors to be considered fonasitig
operating and maintenance costs?
2. What is a budget? Discuss factors upon which sipsnd?
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1.0 INTRODUCTION

Project analysis may be defined in several waysiaBgand Van der
Tak (1975) define it as “...one method of evaluatalternatives... It
assesses the benefits and costs of a project ahating them to a
common Yyardstick”. Project analysis refers to tlwedy carried out
during any part of the project cycle, which is mded to clarify one or
several aspects covered by the terms costs, beraid feasibility.
Project analysis may be defined as the compilatmogcessing, and
critical examination of a variety of economic, firedal and technical
data in respect of a proposed capital investmerth va view to
determining whether its economic advantages aratidentages justify
the commitment or allocation of scarce resourcesjeBt analysis is
thus an investigative study carried out by or fgraspective investor
to determine the worthwhileness of the investment @nable a
decision to be taken whether or not to go aheal tié investment.
The importance of project analysis lies in the theit it enables scarce
resources to be put into the most profitable aciefit uses by ensuring
that (a) the project is technically sound, (b) il wrovide a reasonable
economic and or financial return, and (c) its obyes cannot be
achieved by a less costly alternative. Project yammalthus covers
investigations that are often referred to as temdinand economic
feasibility studies.
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2.0 OBJECTIVES
At the end of this unit students will be able to:

explain project analysis and its objectives

explain various techniques/tools of project analysi
discuss the superiority of one technique over gther
compute for acceptance or rejection of a projecppsal.

3.0 MAIN CONTENT

3.1 Purpose of Projective Analysis

The objective of projective analysis depends onpthiet of view of the
entity for whom the analysis is undertaken. Projacalysis may be
carried out from the point of view of four entities

I the private firm

. the equity shareholders

1 the debenture holders; and

iv.  the nation or the economy as a whole.

The over-riding objective of the firm is to maxinaiprofit: that is to use
the optimum volume and combination of resourceshstitat the

difference between the discounted stream of ecanealue created by
the project and the discounted stream of the valwesources utilized is
maximum. It is simply a measure of the efficienay the use of

resources. The flows of both the output and thewe®s are valued at
market prices, that is, the firm is concerned \tfith prices it can obtain
for its products, and those it must pay for itsolaty raw materials,

finance, machinery and equipment, spare parts, paupplies, and

others. It is little concerned with the benefitglaosts it may cause for
the economy as a whole, which do not enter intoprit and loss

accounts. Thus, a firm is concerned only with tharicial analysis and
financial profitability of the project.

The equity shareholders are the owners of the bssinThey are the
residual recipient of any profit made by the entsg after all debt
obligations have been settled. For this reasoly, ltear most of the risks
associated with the project. The objective of thyeity shareholders is
therefore to maximize the financial return on therquity shares with all
costs and benefits measured in financial termg, ihausing market
prices. Thus, like the firm the equity shareholdeconcerned only with
financial profitability of the project and the retuto equity.
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Like the equity shareholders, the debenture holde¥snterested in the
financial soundness and profitability of the projand its ability to pay
its debts when due.

In the case of the nation, the objective of theneoay as a whole is the
maximization of the welfare of its citizens. WeHBamaximization is
translated into a number of operational objectitkesee of which being
(i) maximization of aggregate real output, thisusually referred to as
the economic efficiency objective; (i) a more dgble distribution of
income and (iii) self-sufficiency objective whicham be interpreted as
autarky, or balance of international payments. &€Hast two objectives
are often referred to as social objectives.

The benefits and costs of a public sector projeet @efined and
measured in relation to these objectives, and aheed by the use of
shadow or accounting prices which are not generaligerved. The
benefits from these multiple objectives are therdenaommensurable
and together with the costs, are summarized in& @bonomic and
social profitability index of the project. This dpsis is commonly
referred to as economic and social cost benefilyaisa Thus, the
objective of project analysis from the nation’s rgoof view may be
regarded as the maximization of economic and specdltability.

However, the starting point of the economic andaa@nalysis which
Is the financial analysis is very important. Fin@hcprofitability
analysis is an essential part of economic and boo&-benefit analysis
because a financially unprofitable project whichsaxially profitable
would have to be subsidized if executed, or madanitially profitable
by protection. This would raise important issuegolring the fiscal
authorities. Without the financial analysis, thedaifiscal implications
would not be known. Furthermore, foreign lendersally generally
insist on a financial profitability analysis asoifers some assurance of
the security of their loan, even though they kndwttthis is more
affected by the soundness of government policias the balance of
payments position of the country.

3.2 Techniques/Tools of Project Analysis

3.2.1 NPV and IRR

Turning to the main appraisal techniques, the amalypegins by
considering the NPV and IRR approaches, both otlvlaire based on
the discounting principles developed in Unit 2 twe Time Value of
Money.
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Obtaining the NPV of a project involves estimatitgfuture net cash
flows; discounting these at the appropriate oppuwtyLcost of capital to
obtain their present value; and subtracting thigaincapital cost, or net
investment outlay, at the beginning of the projectmally;
n
NPV =4 NCFR- I,
t=1 (1+r)

Where,
NCF is the net cash flow received at the end ohegar or
periodt, t=1, 2, ....,n.
r is the project’'s opportunity cost of capital.
I, is the net investment outlay in time zero

Expressing Equation 6 .1 in terms of present vaiterest factors:
n
NPV =4 (NCR/PVR)- |,
t=1

The IRR on a project is based on the NPV concepgtianfound by
solving for the discount rate which makes the NRVagproject equal to
zero. In a more formal sense the IRR is the discoate which, if
applied to the future NCF series, equates the ptasdue of that series
to the initial or net investment outlay.

n
NPV =4 (NCFR) - I, =0
t=1 (1+ IRR}
or
n
NPV =4 (NCR) = I,
t=1 (1+ IRR}

A Conventional NPV Schedule

To obtain a clearer understanding of these two austhit is useful to
consider the NVPV schedule, defined in relation aostandard or
conventional project. A conventional project is omdnich always
generates positive future NCFs, subject to the lusitaal negative net
investment outlay.

Consider project B, detailed in Table 6.1, whichs han initial net
investment outlay o700 and which produces a series of NCFs over a
subsequent five — year period. Given r, the NP\t project is:

200 + 50 + 200 + 200 + 600 - 700
NPV =1 +r (1-rf (1 + ry? (1+1)+ (1+1}
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Table 9.1 Net Investment outlays and NCFs for three
independent projects

Projects
A B C
Year Qs Qs Qs
0 -200 Net Investment PVIFs@r=8
Outlay
-700 -700 1.00
1 20C
2 50C
3 400
4 600
5 500
NPV 287 30 0327.91 0598.25
@ 8% 294% 21 29% 30.09%
IRR

As an illustration of the relationship between NBW r, the following
four discount rather are applied to project B: @60Q0%, 20% and 25%.
If the discount rate is zero the NPV is simply sluen of the future NCFs
minus the initial net investment outlay, that is\NP 0650. At r = 10%
the NPV =0265.20; at r = 20% the NPl24.15, and at r = 25% the
NPV = -063.07. Thus, for this project, and its standardfyhe NPV is
inversely related to the discount rate: the higther discount rate the
lower the NPV.

From the NPV schedule in Figure 6.1, the IRR isadieillustrated.
Since the IRR is determined as the discount ratehmmakes the NPV
of a project zero, the IRR always occurs whereNR/ schedule of a
conventional project crosses the horizontal axighé case of project B,
this point is achieved at a discount rate of 21.2%ppendix 6.1
demonstrates how an approximate estimate of thecl®Roe obtained.

3.3 Selecting Independent Investments

Under the NPV investment selection rule, all indegent projects are
acceptable provided that, for each project I,
NPV >0

That is, all independent projects which at the ehodiscount rate have
positive, or at minimum zero, NPVs should be acegpA project with a
negative NPV is automatically rejected. In the €peexample of
project B above, providing the opportunity costcafpital, or discount
rate, is not in excess of approximately 21%, atp@sNPV would occur
and the project would be accepted.
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The reasoning behind the NPV is straightforwardndiasures the extent
to which outflows and, therefore, the extent toahhshareholder wealth
will be increased if the project is accepted. A pamy is indifferent to a
project with a zero NPV since the funds that a zMi®V projects
generates are just capable of covering the prgjeett investment outlay
and meeting the company’s required rate of retieno NPV projects do
not, however, make a net contribution to wealthojétts with negative
NPVs would reduce value, if accepted.

In general, under the IRR investment selection,raleindependent
projects are acceptable provided that, for eacfegird,
IRR,>r

That is, only independent projects whose IRRs ekcee at minimum
are equal to, the cost of capital would be accéptdin the specific
example of project B. if the cost of capital is &ex than 21.29%, the
project would be automatically rejected. If thetoofscapital is equal to,
or below, this cost of capital the project woulddmeeptable. Since the
IRR is determined from the NPV schedule, its accejeict decision rule
has implication for wealth creation similar to NP&enerally, when the
IRR exceeds the cost of capital, NPV > O; whemlisfbelow it, NPV <
O. There are, however, some problems with applifmegIRR rule to be
discussed in the next section.

To illustrate the above two investment appraissuconsider all three
independent projects in Table 6.1 and assume aorippty cost of

capital of 8%. The PVIFs at r = 8% are given in tinal column of the

table. The NPVs of projects B and C are positivd Aoth would be
accepted; however, with a negative NPV, project duld be rejected.
Similarly, projects B and C would be accepted ugimg IRR decision
rule since each one’s IRR exceeds the cost of alapit8%. Project A

would be rejected, however, since its IRR is laéss 18%.

Table 9.2 Mutually exclusive projects are incremeral cash flows

Mutually Exclusive Projects Incremental project
D E z
Os Os Qs
Net Investment Outlay
0 -800 -800 0.00
Net Cash Flows
1 100 400 -300.00
2 200 300 -100.00
3 30C 10C 100.0(
4 400 400 0.00
5 1000 500 500.00
NPV
@ 8% IRR  [0597.42 0541.26 056.16
25.08% 30.35% 12.69%
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One of the advantages of using NPV is that it confoto what is
refereed to as the value additivity principle, sithe overall NPV of a
set of independent projects is simply the sum efitidividual project
NPVs. In the present example the overall NPV ofegtiag projects B
and C is0327.91 +{3587.25 1915.16.

3.4 The Technical Superiority of NPV

For technical reasons the NPV investment seleatibm is superior to
the IRR rule, especially in a situation where aichdas to be made
between a set of mutually exclusive projects.

In the mutually exclusive case, when using NPV, pha@ect with the

highest positive NPV is chosen. Under the IRR meflioe project with

the highest is chosen, provided the project’s IRRtileast equal to the
opportunity cost of capital. If, for example, theojects in Table 6.1

were mutually exclusive, instead of independentjgat C would be

selected by both methods. In the case of mutuadbjusive projects,

however, a straight application of the IRR meth@h @roduce an
incorrect project choice.

This is exemplified in Table 6.2, where the netesivnent outlays and
future NCFs are recorded for two mutually exclugwvejects: D and E.
The discount rate is 8% which, assuming certaimty perfect capital
markets, is the market determined opportunity afsborrowing and
lending.

If the two projects in Table 6.2 had been indepantiere would be no
ambiguity, since both projects would have been @ated@e using either
NPV or IRR. Both projects have positive NPVs andheproject’'s IRR

exceeds the opportunity cost of capital. Since tine projects are
mutually exclusive, however, there is an obviousbfgm. Under the
NPV rule, project D with its higher NPV would beasen in preference
to project E. Using the IRR rule, project E with ftigher IRR would be
chosen in preference to project D. The correctaghas made on the
basis of NPV.

The conflict between the two decision rules aridescause, in
diagrammatic terms, the NPV schedules of two ptsjemss over. This
is demonstrated in Figure 6.2 where the NPV sclesdfdr these two
projects are sketched. The cross over point ocauesdiscount rate of
12.69%. If the opportunity cost of capital had bedove 12.69%, the
NPV method would have yielded the same projectaehais the IRR
method. The opportunity cost of capital of 8% ifohethis, giving rise
to alternate choices under each selection methwe pfoblem is that,
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while NPV changes as the opportunity cost of caphanges, the IRR is
constant and independent of the cost of capital.

Non-Discounting Appraisal Method

There are two other prominently used methods ofstment appraisal,
the Pay — Back (PB) and the Accounting Rate of Re(ARR). These
methods, which do not take the time value of moimy account, are
examined next.

Pay Back

The PB method of appraisal is based on the numeeroods taken for
the future NCFs on a project to pay back the ihitiat investment
outlay. Normally, in formulating PB decision rulasnaximum pay back
period, PB™ is specified.

All independent projects under consideration aeptable providing
that, for each project i,

PB& PB™

To illustrate, consider the four projects specified able 6.4. If these are
independent, and PB has been set at four years, project F will be
rejected, and the other projects accepted. UnaeN#V decision rule,
however, with a discount rate of 10%, project | Wohe rejected but
project F accepted. If, alternatively, the fourjpots are assumed to be
mutually exclusive, project H, with the smallest 8Bhree years, would
be the preferred option. Under the NPV decisior,rhbwever, project F
would be preferred.

The PB method is defective on a number of countsst,Fby not
considering the time value of money, it gives eguaight to all future
NCFs over each project’'s PB period. Consider thee da respect of
projects G and | which have equal PBs of four ye@he PB selection
method is incapable of recognizing that, in eagang, the large NCFs
on project G, relative to project |, are more valeathan the latter’s.
Second, once the PB period on a project has bederndaed,
subsequent NCFs which occur beyond this periodigirered in their
entirety. This is particularly important in projets case where the
NCFs in the last two years are negative. Thirdrehere no objective
criteria for determining PB™. Fourth, there is ambiguity in respect of
defining the initial period of net investment oy#a If, for example, net
investment outlays on one project occurred onlyear zero, but on
another project over the first three years ofifs there is no guidance
on the point in time at which counting the numbePB periods should
begin.
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Project Discounted
NCFs Project
F G H I G @10%
Year & Jo.s Jo 5 Jo 5
Net I nvestment Outlay
0 -1000 -1500 -2000 -1500 -1500
1 20C 100( 50C 10C 90¢
2 400 400 400 400 330
3 100 50 1100 500 38
4 200 50 300 700 34
5 100 150 500 -50 93
6 2000 200 100 -100 113
Standard pay
back 5yrs 4yrs 3yrs 4yrs
NPV @ 10943915.17 017.42 £183.38 8477.53 5.85yrs

Some attempt has been made to partially accommdiaatime value of
money in the PB appraisal method, with the suggedtat discounted
PB should be used. Here the PB on a project isdbaseats discounted
future NCFs; however, this simply reduces the armaifirfuture NCFs

which are ignored, subsequent to the discountedpBiBod. As an

example the NCFs for project G are discounted &b 20d presented in
the final column of Table 6.3. The discounted PBgmject G is 5.85
years compared to its standard PB of four years.

Accounting Rate of Return

The ARR is based on a definition of the averageuahmccounting

profits from a project divided by a definition ofiet annual average
investment outlays over a project’s life. The ARRthen compared to
some hurdle rate arbitrarily set by the companye ARR, as a non —
discounting method, is subject to the same typexit€ism as the PB,
although the ARR does give consideration to all abeounting profits

over the life of a project.

There is a serious additional problem with the ARRsing from the
possibility that the use of accounting numbers rgage a misleading
view of the NCFs generated by a project. This paatlises because
depreciation of the initial capital costs over thwire life of a project are
treated as explicit cash costs. Further, the adogudefinition of profit
and the accounting treatment of investment outlaisdepend on the
accounting convention operated within individuaing@nies and on the
accounting standards which happen to be in forcéhattime when
particular project appraisals are being made. Tis=ses are more fully
discussed below, when the factors which shouldakert into account in
formulating a project’'s NCF profile are specifi@&&fore considering
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these factors, however, it is useful to reflectlom general superiority of
NPV as an investment appraisal method.

The General Superiority of NPV

The NPV approach to investment appraisal has beanrs in a technical
sense, to be superior to the IRR approach and moavgeneral sense, to
be superior to the other commonly used approachB8@nd the ARR.
The merit of the principle of NPV is that it meassithe net wealth —
creating potential of capital projects, and investts in general, by
considering all of a project’'s NCFs and discountingse at the project’s
opportunity cost of capital. Maximizing the NPV pfoject investment
maximizes shareholders’ wealth. Even in the preseaot risk and
imperfect capital markets, the most appropriateestment choices are
made using investment appraisal techniques whiehf@arnded on the
NPV principle. Some of these are discussed in &x¢ chapter.

Despite the theoretical superiority of NPV, survewgich have

investigated the appraisal techniques used in ipeactdicate that all

four methods appeal to corporate executive. Lookitrgss a wide range
of these surveys, there is even the suggestion dnabalance, the PB
approach is most favoured. The PB is followed uheorof preference, by
the ARR, the IRR and finally the NPV. The prefererardering does,
however, appear to vary with the size of companith wery large

companies undertaking highly sophisticated investra@praisals based
on NPV; although even here the other techniqueshimigave a

supplementary usage.

One argument in favour of using the IRR is thahgwercentage rate of
return it is conceptually more familiar than NPV ialh as an absolute
measure, is some what abstract. The rate of retoncept combined
with management’s familiarity with accounting nurmbean explain use
of the ARR.

In the case of PB it may be used as a convenieresmg device to
make an initial selection of projects which wouheén become subject to
detailed formal appraisal using NPV. In additiomce capital projects
are medium to long-term, full appraisal involvesefmasting all future
NCFs. Forecasting, even in the short-term, can toblgmatic. (Just
consider the difficulties in using macro economiodels to forecast
short — term behaviour in the UK economy).

Consequently, in those situations where managermeli¢ves that a
very low level of confidence can be placed in fasig revenues and
costs which occur in eight, nine or ten years’ tirtteere may be a
rationale for using PB (or better still, discount). If a project can
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pay back the net investment outlay over the eagbry of its operation,
when NCFs can be measured with a reasonable Iéweindidence, the
project is acceptable. By monitoring the projeateit is operational and
gaining more information as time passes, on thelikuture NCFs
beyond the initial PB period, abandonment or cardiion decision can
be made at a later date.

Fervent supporters of NPV might well view this @&dsy. The argument
would be that NPV should always be used, if neecgssacombination

with simulation and sensitivity analysis. Here, lpabilities are assigned
to future outcomes and changes in a project's NRMlyaed as

assumptions about the future are varied. Such gonnant is correct,
provided decision makers are operating in an enwent of risk where,

as Knight (1921) argues, probabilities can be meakwobjectively or

subjectively. Using Knight's distinction betweerskiand uncertainty,
this is not possible in the latter situation sinog definition, uncertainty
exists where numerical probabilities (either obyector subjective)

cannot be assigned to future outcomes.

3.5 Project Analysis and Other Techniques of Optinaing
Behaviour

It is obvious from the foregoing discussion thatjpct analysis involves
two techniques of optimizing behaviour: (i) thesdial theory of the
firm in the case of private sector projects, amdgtonomic and social
benefit-cost analysis for public sector projectstHe classical theory of
the firm, the business firm is represented as miaxgp profits; that is,

the difference between the discounted stream oknme® and the
discounted stream of costs, both revenue and ¢tesitgy measured in
financial terms. The revenue includes only the eabl those benefits
which the firm can market and costs include onlgsth that the firm

bears.

The benefit-cost analysis of s public investmesenebles the analysis of
profit maximizing firm. The difference between tiwo lies in the
identification and measurement of benefits and s;aste problem of
incorporating the multiple objectives of the puldiector in the analysis,
the determination of social discount rate and shado accounting
prices where market prices do not reflect the trakie of the good or
service to the economy.

Both the financial and the benefit-cost analyseg aptimizing
techniques because (i) they consider alternatiogepts that will satisfy
the same objectives before choosing the best, @ndb the chosen
project, they consider alternative sizes and looatibefore choosing the
best that satisfy the stipulated objectives. Thuere is no known
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alternative that can yield a better result. Theglaun average cost curve
and equilibrium analysis of the firm exemplifiesisthoptimizing
technique.

Project analysis may be contrasted with two othechiiques of
maximizing behaviour; cost-effectiveness analysend classical
operations analysis. Cost-effectiveness analyspesifically directed to
problems in which the output cannot be evaluatethamket prices, but
where the inputs are substitutable at exchangéaeships developed in
the market. It addresses itself to maximizing dffemess subject to a
generalized resource constraint measured in fiahnerms (Odufalu,
2000).

Cost-effectiveness analysis is appropriate in sittia where there is no
market evaluation of alternative outputs; as inedeté sector , and
where the resource inputs can be appropriatelyuatedl at market
prices.

Classical operations analysis is addressed to gmublof maximizing

effectiveness, subject to a set of specific rem@anstraints which are
measured in the amount of the several types oluress available. The
analysis can be conducted entirely in physical aiteétr non-monetary
terms. Such analysis is appropriate where therm imarket evaluation
of either input or output, for example, as in tiebexluling of production
with a given set of production resources.

4.0 CONCLUSION

In the course of our study in this unit we wereeabd discuss the
objectives of techniques or tools for analyzing pmsed project,
enumerate the use of various techniques such asutited cash flow
methods and non discounted cash flow methods. TNes$, Present
Value method was found to be most useful becausenisidered time
value of money. However, it is very important foralysts to make use
of the foregoing method for effective and efficiemmalysis of any
proposed project.

5.0 SUMMARY

In summary, this unit discussed project’s tools tauthniques of analysis
among which are pay back period, accounting ratetofn, profitability
index, net present value, and internal rate ofrnstu
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6.0 TUTOR-MARKED ASSIGNMENT

1. Discuss the superiority of NPV over all other toolgroject
analysis?

2. What is project technique? Differentiate betweestolunted cash
flow and non discounted cash flow techniques?
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UNIT 4 BREAK-EVEN ANALYSIS
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1.0 INTRODUCTION

Break-even analysis is a technique widely used bgdyrction
management and management accountants. It is loasedtegorizing
production costs between those which are "variaf@ests that change
when the production output changes) and thoseatwat'fixed" (costs
not directly related to the volume of production).

Total variable and fixed costs are compared witasseevenue in order
to determine thdevel of sales volume, sales value or production at
which the business makes neither a profit nor a les(the "break-
even point").

2.0 OBJECTIVES

At the end of this unit student will be able to:

e discuss what break-even point defines when an imerd
will generate a positive return.

e discuss the fact that fixed costs are not direellgted to the level of
production.

¢ lllustrate the fact that variable costs changeiieat relation to
volume of output.

e Explain the fact that total fixed costs do not daas the level of
production increases.

3.0 MAIN CONTENT
3.1 The Break-Even Chart

In its simplest form, the break-even chart is ggieal representation of
costs at various levels of activity shown on thensachart as the
variation of income (or sales, revenue) with thesaariation in
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activity. The point at which neither profit nor g made is known as
the "break-even point" and is represented on theatdbelow by the
intersection of the two lines:
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In the diagram above, the line OA represents thi&tian of income at
varying levels of production activity ("output").BOrepresents the total
fixed costs in the business. As output increasesiable costs are
incurred, meaning that total costs (fixed + varalalso increase. At low
levels of output, Costs are greater than Income.thf& point of

intersection, P, costs are exactly equal to incoam& hence neither
profit nor loss is made.

Fixed Costs

Fixed costs are those business costs that areineatly related to the
level of production or output. In other words, evethe business has a
zero output or high output, the level of fixed cowstill remain broadly
the same. In the long term, fixed costs can aligerhaps as a result of
investment in production capacity (e.g. adding & tiactory unit) or
through the growth in overheads required to suppotarger, more
complex business.

Examples of Fixed Costs

- Rent and rate

- Depreciation

- Research and development

- Marketing costs (non- revenue related)
- Administration costs

Variable Costs
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Variable costs are those costs which vary direatith the level of
output. They represent payment output-related smich as raw
materials, direct labour, fuel and revenue-relateasts such as
commission.

A distinction is often made betweelDirect” variable costs and
"Indirect" variable costs.

Direct variable costs are those which can be directlybatible to the
production of a particular product or service aldcated to a particular
cost centre. Raw materials and the wages those imgorkn the

production line are good examples.

Indirect variable costs cannot be directly attributable rodpction but
they do vary with output. These include deprecrati@vhere it is
calculated related to output - e.g. machine hourgintenance and
certain labour costs.

Semi-Variable Costs

Whilst the distinction between fixed and variabests is a convenient
way of categorizing business costs, in reality éhare some costs
which are fixed in nature but which increase wharipat reaches
certain levels. These are largely related to theral "scale" and/or
complexity of the business. For example, when anlegs has relatively
low levels of output or sales, it may not requiosts associated with
functions such as human resource management otlyardaourced
finance department. However, as the scale of ttsenbas grows (e.g.
output, number people employed, number and contylexif
transactions) then more resources are requirecprdtiuction rises
suddenly then some short-term increase in warehgusnd/or
transport may be required. In these circumstaneessay that part of
the cost is variable and part fixed.

3.2 Break-Even Method of Investment Analysis

Break-even analysis is a useful tool to study #Hationship between
fixed costs, variable costs and returns. A breaaguoint defines when
an investment will generate a positive return aad be determined
graphically or with simple mathematics. Break-ewasalysis computes
the volume of production at a given price necessargover all costs.
Break-even price analysis computes the price nacgss a given level
of production to cover all costs. To explain hovedk-even analysis
works, it is necessary to define the cost items.
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Fixed Costs,incurred after the decision to enter into a busrsdivity
is made, are not directly related to the level midoiction. Fixed costs
include, but are not limited to, depreciation omipmqent, interest costs,
taxes and general overhead expenses. Total fix@d ace the sum of the
fixed costs.

Variable Costs change in direct relation to volume of output. They
may include cost of goods sold or production expensuch as labor
and power costs, feed, fuel, veterinary, irrigateomd other expenses
directly related to the production of a commodityiovestment in a
capital asset. Total variable costs (TVC) are thm ©f the variable
costs for the specified level of production or autpAverage variable
costs are the variable costs per unit of outpubfolf VC divided by
units of output.

Total fixed costs are shown in Figure 1 by the brokorizontal line.
Total fixed costs do not change as the level ofdpction increases.
Total variable costs of production are indicated thg broken line
sloping upward, which illustrates that total valealcosts increase
directly as production increases.

The total cost line is the sum of the total fixezbts and total variable
costs. The total cost line parallels the totalafale cost line, but it begins
at the level of the total fixed cost line.

The total income line is the gross value of theatitThis is shown as a
dotted line, starting at the lower left of the dragnd slanting upward. At
any point, the total income line is equivalent k@ thumber of units
produced multiplied by the price per unit.

The key point (break-even point) is the intersecbbthe total cost line
and the total income line (Point P). A verticaklidown from this point
shows the level of production necessary to coverosts. Production
greater than this level generates positive revelogses are incurred at
lower levels of production.

137



TSM 303 CONCEPT, DESIGN AND FEASIBILITY |

24
22 =
20 =
18 -
16 ~
L]
=
= 14 =
g
w 12 =
s
£ 10
g
o B
5._
4 -
o -
] T T T T T T T T T T T T T
1 2 3 4 5 6 T & 9 w0 w1 12 3 W4 % 16 17
unit of Quiput
0 Variable Cost + Tolal Cost @ Inceme & Fixed Cost

Figure 1. Graph form of break-even analysis.

Mathematical Explanation

The graphic method of analysis helps the readeenstahd the concept
of thebreak-even point However, graphing the cost and income lines
is laborious. The break-even point is found faatet more accurately
with the following formula:

B-E=F/(S-V)

where:

B-E = break-even point (units of production),

F = total fixed costs,

V = variable costs per unit of production,

S = savings or additional returns per unit of piaiun, and
The mathematical approach is best presented usamgmes.

Example 1

A farmer wants to buy a new combine rather thare rar custom

harvester. The total fixed costs for the desirechlwoe are $21,270 per
year. The variable costs (not counting the operatabor) are $8.75 per
hour. The farmer can harvest 5 acres per hour. Clis¢om harvester
charges $16.00 per acre. How many acres must bedtad per year to
break-even?
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Fixed costs (F) = $21,270

Savings (S) = $16/A

Variable costs (V) = $8.75/hr / 5 Alhr = $1.75/A

B-E = $21,270 / ($16/A - $1.75/A) = $21,270 / $BIR = 1,493 Acres

Example 2

Break-even analysis can be easily extended to @ensther changes. If
the farm operator can save two additional bushéla/tweat per acre
more than the custom harvester, what would be tbakbeven point if
wheat is worth $4/bushel?

Additional income = $4/bu * 2 bu/A = $8/A
B-E = $21,270 / ($16/A + $8/A - $1.75/A)
=$21,270/ $22.25/A = 956 Acres

Example 3

A farmer raising 1,200 acres of wheat per year idems purchasing a
combine. How much additional return (to land, capitabor,
management and risk) would result?

Additional return = (savings or additional income)fixed costs +
variable costs)

Additional profit = [ $16/ac + ($4/bu * 2 bu/ack]1200 A = $21,270 +
[ ($8.75/hr / 5 A/hr) x 1200 A] = $28,800-$23,37G65,430

Thus, the farmer would generate another $5,43@ ditianal return by
purchasing the combine. A farmer harvesting onlY @@res would
probably choose not to buy the combine becausedheage is below
the break-even point of 956 acres. The farmer manytwo evaluate the
purchase of a smaller or used combine.

Additional Situations

Two additional situations are presented as follows:

Problem 1. If the fixed costs for the combine are $12,000 ymar, no
additional yield is expected, variable costs ar@&7hour and the farmer

can combine 4 acres per hour, what is the new beeak point?

Problem 2.If 900 acres are harvested, what is the effecherfarmer's
profits?
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Solutions

Fixed costs = $12,000

Savings = $16/A

Variable costs = $7/hr / 4 Alhr = $1.75/A

Problem 1:

B-E = $12,000 / ($16/A - $1.75/A) = $12,000 / $B1R = 842 Acres

Problem 2:

Additional profit = ($16/A x 900 A) - [$12,000 + T#¢hr / 4 A/hr x 900
A =%$14,000 - $13,575 = $825 increase

3.3 Appraisal of Break-even Analysis

The main advantage of break-even analysis is thabints out the
relationship between cost, production volume andrns. It can be
extended to show how changes in fixed cost-variabs relationships,
in commodity prices, or in revenues, will affecofir levels and break-
even points. Limitations of break-even analysidude:

e Itis best suited to the analysis of one produet tatne;

e It may be difficult to classify a cost as all vdni@ or all fixed; and

e There may be a tendency to continue to use a leeak-analysis
after the cost and income functions have changed.

Break-even analysis is most useful when used wattigd budgeting or
capital budgeting techniques. The major benefiusing break-even
analysis is that it indicates the lowest amountbakiness activity
necessary to prevent losses.

Break-Even Analysis

This type of report is neither one that is autooadly generated by most
accounting software, nor is it one that is normahpduced by your

accountant, but it is an important analysis for ytm have and

understand. For any new business, you should grediat gross sales
volume level you will have to achieve before yoaate the break-even
point and then, of course, build to make a profiar early-stage

businesses, you should be able to assess your patiiction and

determine how accurate they were, and monitor véretyou are

actually on track to make the profits you need.rEthee mature business
would be wise to look at their current break-evempand perhaps find
ways to lower that benchmark to increase profitse Tecent massive
layoffs at large corporations are directed at tipml, lowering the

break-even point and increasing profits.
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Break-even is the volume where all fixed expenseseacovered.You
will start a break-even analysis by establishidgred fixed (overhead)
expenses of your business. Since most of thesdare on a monthly
basis, don't forget to include the estimated mon#rhount of line items
that are normally paid on a quarterly or annualisogsch as payroll,
taxes or insurance. For example, if your annualreasce charge is
$9,000, use 1/12 of that, or $750 as part of yoantmy budget. With
the semi-variable expense (such as phone chargesel,t and
marketing), use that portion that you expect tongpeach and every
month.

For the purpose of a model break-even, let's asstime the fixed
expenses look as follows:

Administrative salaries $1,500

Rent 800
Utilities 300
Insurance 150
Taxes 210
Telephone 240
Auto expense 400
Supplies 100
Sales and marketing 300
Interest 100
Miscellaneous 400
Total $4,500

These are the expenses that must be covered by gross profit.

Assuming that the gross profit margin is 30 pertcesmat volume must
you have to cover this expense? The answer inctsse is 15,000—30
per cent of that amount is $4,500, which is yougeéanumber.

The two critical numbers in these calculations taee total of the fixed
expense and the percentage of gross profit mafgypour fixed expense
is $10,000 and your gross profit margin is 25 pet,cgour break-even
volume must be $40,000.

This is Not a Static Number

You may do a break-even analysis before you evgmb@ur business
and determine that your gross margin will come in aa certain

percentage and your fixed expense budget will betsa certain level.
You will then be able to establish that your busswill break-even (and
then go on to a profit) at a certain level of salelsime. But your
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prestart projections and your operating realitiesy/rhe very different.
After three to six months in business, you showlchpare projections to
the real-world results and reassess, if necesaduat, volume is required
to reach break-even levels.

Along the way, expenses tend to creep up in bahdifect and indirect
categories, and you may fall below the break-ev@nnae because you
think it is lower than it has become. Take yourfprand loss statement
every six months or so and refigure your break-dgeget number.

Ways to Lower Break-Even

There are three ways to lower your break-even veluamly two of
them involve cost controls (which should alwaysyeeir goal on an
ongoing basis).

1. Lower direct costs, which will raise the gross niardge more
diligent about purchasing material, controlling emtory, or
increasing the productivity of your labor by momst effective
scheduling or adding more efficient technology.

2. Exercise cost controls on your fixed expense, awel the
necessary total dollars. Be careful when cuttingeases that you
do so with an overall plan in mind. You can cut teeply as
well as too little and cause distress among worka&rgou may
pull back marketing efforts at the wrong time, whiwill give
out the wrong signal.

3. Raise prices! Most entrepreneurs are reluctantatserprices
because they think that overall business will ¢éfl More often
than not that doesn’t happen unless you are inrg pece-
sensitive market, and if you are, you really haveaaly become
volume driven.

But if you are in the typical niche-type small mess, you can raise
your prices 4 to 5 per cent without much noticeyadir customers. The
effect is startling. For example, the first moded Yooked at was the
following:

Volume $15,000
direct cost 10,500 70%
gross profit 4,500

Raising the prices 5 per cent would result in ghiange:

Volume $15,750
direct cost 10,500 67%
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gross profit 5,250

You will have increased your margin by 3 per centyou can lower the
total volume you will require to break-even.

4.0 CONCLUSION

You are in business to make a profit not just brean, but by
knowing where that number is, you can accompligb@d bit:

You can allocate the sales and marketing effodebyou to the point
you need to be. Most companies have slow months, wou project

volume below break-even, you can watch expensesirionize losses.
A few really bad months can wipe out a good bitpaévious profit.

Knowing the elements of break-even allows you tmagg the costs to
maximize the bottom line. Once you have gotten tlais in the

knowledge of the elements of your business, youaslé on your way

to success.

5.0 SUMMARY

In the course of this study various definitions lmeak-even were
identified, while the elements of break even wet@ngined and finally,
the analysis of break-even vis-a-vis project finagc

6.0 TUTOR-MARKED ASSIGNMENT
1. What do you understand by break-even analysistidte
break-even point on a graph?

2. Discuss the merits and demerits of break-even aisaily project
financing?

7.0 REFERENCES/FURTHER READINGS
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UNIT 5 BUDGETING TECHNIQUES

CONTENTS

1.0 Introduction
2.0 Objectives
3.0 Main Content
3.1 Purposes of Cash Budgeting
3.2 Consistent Budgets
3.3 Computation of Cash Budgeting
4.0 Conclusion
5.0 Summary
6.0 Tutor-Marked Assignment
7.0 References/Further Readings

1.0 INTRODUCTION

Planning for and controlling the use of cash aneartant tasks. Failure
to properly anticipate cash flow can lead to idisltbalances and lower
rate of return on one hand and to cash deficiherother hand.

Cash budget is a device that all financial managlens for and control
the use of cash. It is a work sheet that shows icdlslws, outflows and
cash balances over some budgeted time perioanjptsriance include:

1. it helps to determine operating cash requirements
2. it helps to anticipate short-term finances
3. it helps to manage money market investment.

The time frame work of a cash budget is usuallytshmaximum one
year. Within this time frame work the firm will fecast cash inflows,
outflows and cash balances typically on a monthiyweekly basis.
2.0 OBJECTIVES

At the end of this unit students will be able to:

e state the purposes of cash budgeting
e discuss the various types of cash budgeting
e compute a cash budget.
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3.0 MAIN CONTENTS
3.1 Purposes of Cash Budgeting

Properly preparing your cash budget will show hashcflows in and
out of your business. Also, it may then be useglamning your short-
term credit needs. In today's financial world, yare required by most
financial institutions to prepare cash budgets teefmaking capital
expenditures for new assets as well as for expamditassociated with
any planned expansion. The cash budget determmasfyture ability
to pay debts as well as expenses. For exampleimmmaly budget
estimates may reveal that your disbursements anedd together and
that, with more careful planning, you can spreadrypayments to
creditors more evenly throughout the entire year.aAresult, less bank
credit will be needed and interest costs will beda Banks and other
credit-granting institutions are more inclined t@mt you loans under
favorable terms if your loan request is supportgcabmethodical cash
plan. Similarly, businesses that operate on a ta@syato-day basis are
more likely to borrow funds at inopportune timesdan excessive
amounts. Without planning, there is no certaingt you will be able to
repay your loans on schedule. However, once yotevefully mapped
out a cash budget, you will be able to compare ithie actual cash
inflows and outflows of your business. You will dinthat this
comparison will go a long way in assisting you dgrifuture cash
budget preparation. Also, a monthly cash budgetpshgbinpoint
estimated cash balances at the end of each mohtbhwnay foresee
short-term cash shortfalls.

3.2 Consistent Budgets

Cash budgeting is a continuous process that carcheeked for
consistency and accuracy by comparing budgeted @is\@ath amounts
that can be expected from using typical ratios inarfcial statement
relationships. For example, your treasurer willinegte the payments
made to your suppliers of merchandise or matertks, payments to
employees for wages and salaries, and the othengiatg that you are
obligated to make. These payments can be schebulddtes so that all
discounts will be taken, and so that no obligatwitt be overlooked
when it comes due. Cash collections from custongans also be
estimated and scheduled by dates along with otlpeoted cash
receipts. With careful cash planning, you shouldabte to maintain a
sufficient cash balance for your needs and noyputself in the position
of holding excessive balances of non-productivencés the normal
course of operations in a merchandising business, example,
merchandise is purchased and sold to customersewdratually pay for
the merchandise sold to them. Usually there ima tag in business
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operations. It may be necessary to pay the suppter merchandise
before the merchandise is sold to the customer®r&eand during a
busy selling season the demand for cash may behtghan the inflow
of cash from operations. In this case it may beesgary to arrange
short-term loans. When the selling season is @ash collections from
customers will be relatively large and the loans loa paid off.

3.3 Computation of Cash Budgeting

FORMAT OF CASH BUDGET:

A. ESTIMATED CASH INFLOW:

Jan. Feb. March April May June

Cash Sales

Receivable Collection

XX XX XX XX XX XX

XX XX XX XX XX XX

Sales of Marketable Securities XX XX XX XX XX XX

Other Cash Receipts
Total cash inflow (A)

XX XX XX XX XX XX

B. ESTIMATED CASH OUTFLOW:

Cash Purchase
Payment of loan

Interest on loan
Taxation and dividend paid
Payable payment

Other payments

Total cash Outflow (B)
C. NET CASH FLOW
(A-B)

Opening cash balances
Closing Cash Balances

Less: Min. Closing Balance
Cash Surplus / Deficit

XX XX XX XX XX XX

XX XX XX XX XX XX

XX XX XX XX XX XX

XX XX XX XX XX XX

XX XX XX XX XX XX
XX XX XX XX XX XX

XX XX XX XX XX XX
XX XX XX XX XX XX
XX XX XX XX XX XX
(XX) (XX) (XX) (XX) (XX) (XX)

XX XX XX XX XX XX
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Example 1

The expected sales and purchases figure of GréattistLtd. from
November 1995 to June 1996 are as follows:

Month Sales Purchases
N N

Nov. ‘95 3,000 2,000

Dec. "9t 3,50( 1,00(

Jan. '96 2,500 800

Feb. '96 2,000 1,000

Mar. '96 2,500 1,200

April '96 3,00( 1,40(

May’'96 3,500 1,500

June '96 3,800 1,500

The company has established a sale policy of 208 aad 80% credit,
40% and 60% of credit sales are collectable in fire# and second
month after sales respectively. The company sugplgganted credit
purchases of 1 month. All company’s purchases veereredit. The
company has budgeted for a capital expenditurel®d0Q and N300 for
the month of March 1996 and April '96 respectiveRividend of

N1200 is to be paid in three installments startirggn April '96. an

outstanding tax liability of N250 is planned to jb&d in May '96. The
company has a begin cash balance of N100 and irttemdaintain a
minimum cash balance of N1500 in each month. Sdtargach month
will amount to N500.

Required:

Determine the cash position of the company from 3 Also indicate
how much the company has to withdraw from his sgaocount every
month or how much the company must be saved evenghfi

Solution
A. ESTIMATED CASH INFLOW:

Jan. Feb. March April May June
N N N N N N

Cash Sales (Note 1) 500 400 500 60600 760
Receivables (Note 256( 248(C 184C 176C 216C 256(
Total cash inflow (ABO6C 2880 2340 2360 2860 3320
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B. ESTIMATED CASH OUTFLOW:

Creditors 1000 800 1000 1200 1400 1500

Capital Expenditure - - 150 300 - -

Dividend paid - - - 400 400
400

Tax liability - - - - 250 -

Salary 500 500 500 500 500 500otal

cash Outflow (B)_1500 1300 3000 2400 2500 2400

C. NET CASH FLOW

(A-B) 1560 1580 (660) (40) 310 920
Opening cash balances 100 1660 3240 2580 2540 2850
Closing Cash Balances 1660 3240 2580 2540 2850 BF54)
Min. Closing Balance (1500)(1500)(1500)(1500) (16Q%00)

Cash Surplus / Deficit 160 740 1080 1040 1350
WORKINGS:

Note 1- Expected sale

Month Total Sale  cash sale (20%) credit sale (80%)

sales’ payment
40% = a month after
60% = 2 months after

Nov 95 3000 600 2400 -

Dec. 3500 700 2800 960

Jan 9t 250( 50C 200C 1440 + 112 = 256(
Feb 200( 40C 160C 1680 + 801 = 248(
March 2500 500 2000 1200 + 646 1840
April 3000 600 2400 960+ 800 =1760
May 3500 700 2800 1200 +960 = 2160
June 380( 76C 304C 1440 + 112 = 256(
July - - - 1680 + 1216- 2560
August - - - 1824

Note 2 - Expected Purchase

Month Total Purchase Cash Purchase
credit purchase payme

Nov 95 2000 - -

Dec. 1000 - 2000

Jan '9¢ 80C - 100(
Feb. 1000 - 800

March 1200 - 1000
April 1400 - 1200
May 150( - 140(
June 1500 - 1500
July - - 1500
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4.0 CONCLUSION

In the course of our study in this unit we wereeal discuss the
purpose of cash budgeting, various types and famsash budgets,
format of cash budget and computation of cash budbeus, cash
budget is a financial plan that considers both riutincome and
expenditures and should be given adequate attention

5.0 SUMMARY

In summary, this unit discussed the purposes df taglget and also
gave the format for computing a cash budget as wsll some
illustrations of cash budgeting.

6.0 TUTOR-MARKED ASSIGNMENT

1. What is cash budgeting? State and discuss purpbsesh
budgeting?

2. The expected sales and purchases figure of Gréatt/tLtd. from
November 2007 to June 2008 are as follows:

Month Sales Purchases
N N

Nov. ‘07 3,00( 2,00(

Dec. '07 3,500 1,000

Jan. '08 2,500 800

Feb. '0¢ 2,000 1,00(

Mar. '08 2,500 1,200

April ‘08 3,000 1,400

May’ 08 3,500 1,500

June '08 3,800 1,500

The company has established a sale policy of 408 aad 60% credit,
30% and 70% of credit sales are collectable infite¢ and second
months after sales respectively. The company seygpljranted credit
purchases of 1 month. All company’s purchases vegrecredit. The
company has budgeted for a capital expenditurel@08 and N400 for
the month of March 1996 and April '96 respectiveldividend of
N1200 is to be paid in three installments startirmm April '08. An
outstanding tax liability of N300 is planned to jp&id in May '08. The
company has a begining cash balance of N200 aaddstto maintain a
minimum cash balance of N2000 in each month. Sdtargach month
will amount to N500.
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Required:

Determine the cash position of the company from T Also indicate
how much the company has to withdraw from its sgsiaccount every
month or how much the company must have saved exwengh?
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