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Introduction 

This module is intended to provide the trainee with knowledge, skills, attitudes and techniques 

in financial management to enable him/her manage finance in supply chain management. 

General objectives 

At the end of this module the trainee should be able to: 

a) Explain the role of financial management in supply chain management 

b) Analyse the sources of finance for organizations 

c) Discuss the roles and operations of financial markets 

d) Determine the time value of money 

e) Apply budgeting and budgetary control concepts and techniques in supply chain 

management function 

f) Analyse various investments projects using various capital investments appraisals 

methods and make appropriate decisions 

g) Explain the significance of working capital management 

h) Compute the various financial ratios and use the findings to evaluate suppliers 

i) Analyse various types of risks encountered in supply chain and options of mitigating 

financial risks 

 

 
PL1.6.01 Overview of finance for procurement 

Competence 

The trainee should have the ability to relate financial management techniques to supply chain 

management 

Content 

Theory 

1. Definitions of terms used in financial management in relation to supply chain 

2. Linkage between financial management and supply chain management 

3. Roles of financial management in supply chain 

4. Agency problem 

5. Corporate governance 

Practice 

1.   Review management reports 
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PL1.6.02 Sources of finance 

Competence 

The trainee should have the ability to identify various sources of finance and explain why 

one source finance may be ideal for a particular firm at a given time 

Content 

Theory 

1. Short term sources 

i. Commercial paper 

ii. Bank overdrafts 

iii. Loans 

iv. Promissory notes 

v. Treasury bills 

vi. Bill of exchange 

vii. Letter of credit 

viii. Hire purchase 

2. Long term sources 

i. Equity 

ii. Rights issues 

iii. Bonus issues 

iv. Bonds/ debentures 

v. Notes payable 

vi. Lease or buy decision 

vii. Venture capital 

viii. Syndicate loan 

3. Criterial used to choose sources of finance 

4. Methods used to raise finance 

5. Determinant of cost of capital 

i. Components of costs of capital 

Practise 

1. Compare the various source of finance to determine viability 

2. Compute components of costs of capital 

 

 
PL1.6.03 Cost of capital 

Competence 

The trainee should have the ability to calculate cost of finance. 
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Content 

Theory 

1. Cost of capital concept 

2. Importance of cost of finance 

3. Components of cost of finance 

i. Cost of debts 

ii. Cost of equity 

iii. Weighted average cost capital(WACC) 

4. Weighted average cost of capital(WACC) 

Practise 

1.   Calculating the cost of finance 

 

 
PL1.6.04 Financial markets 

Competence 

The trainee should have the ability to differentiate the various types of financial markets 

Content 

Theory 

1. Money markets 

i. Commercial papers 

ii. Commercial banks 

2. Capital markets 

i. Non-banking financial institutions 

ii. SACCOs 

iii. Microfinance institutions 

Practise 

1. Determination of financial market drivers 

2. Select financing option 

 


PL1.6.05 Time value of money 

Competence 

The trainee should have the ability to compute time value of money 
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Content 

Theory 

1. Definition of time value of money 

2. Importance of time value of money 

3. Future value of money and present value of money 

4. Amortizing a loan 

Practice 

1. Computation of future value of money and present value of money 

2. Preparation of loan amortizing schedule 

 

 
PL1.6.06 Budgeting and budgetary control 

Competence 

The trainee should have the ability to contribute to budgeting process in an organization from a 

procurement and supply chain management perspective. 

Content 

Theory 

1. Definition of budgeting and budgetary control 

2. The relationship between functional budget and master budget 

Practise 

1.  Preparation of budgets 

 

 
PL1.6.07 Capital expenditures decisions 

Competence 

the trainee should have the ability to analyse various investments projects using various caital 

investments appraisal methods and make appropriate decisions. 

Content 

Theory 

1. Nature of capital expenditure decisions. 

2. Non-discounting techniques 

i. Accounting rate of return 

ii. Pay-back period 
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iii. Benefits and limitations of each technique 

3. Discounted cash flow techniques 

i. Net present value 

ii. Profitability index 

iii. Internal rate of return 

4. Benefits and limitations of each technique 

Practise 

1.   Choice of project using non-discounted and discounted cash flow techniques 

 

 
PL1.6.08 Working capital management 

Competence 

The trainee should have the ability to manage working capital. 

Content 

Theory 

1. Definition of working capital management 

2. Components of working capital 

3. Sources of financing working capital 

4. Mechanisms of controlling working capital 

5. Inventory management method 

i. Stock levels 

ii. Economic order quantity(EOQ) 

iii. Discounts/price breaks 

6. Debtors management 

7. Working capital cycle 

Practise 

1. Preparation of cash budget 

2. Compute working capital of a firm 

 

 
PL1.6.09 Financial statement analysis 

Competence 

The trainee should have the ability to compute various financial ratios and use the findings to 

evaluate suppliers. 
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Content 

Theory 

1.  Definition of financial statements 

2. Definition of ratio analysis 

i. Liquidity ratios 

ii. Profitability ratios 

iii. Activity/efficiency ratios 

iv. Solvency ratios 

v. Investments ratios 

vi. Steps in financial ratio analysis 

vii. Using financial rations to access a supplier 

3. Importance and limitation of ratio analysis 

4. Suppliers financial statements 

Practise 

1. Calculation of ratios 

2. Application of ratios to make business decisions 

3. Preparation of proforma income statements 

 

 
PL1.6.010 International finance 

Competence 

The trainee should have the ability to address challenges in international finance. 

Content 

Theory 

1. Definition of key terms in international finance 

2. Importance of international finance 

3. Challenges/risks encountered in international finance 

4. Foreign exchange market 

5. Various options of mitigating financial risks in international finance 

Practice 

1.  Computation of various options of mitigating financial risk in international supply chain 
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PL1.6.011 Emerging issues and trends in finance for procurement 

Competence 

The trainee should have the ability to identify various emerging issues and trends in the area of 

finance for procurement. 

Content 

Theory 

1. Identifying emerging issues and trends in finance for procurement 

2. Identifying challenges and opportunities posed by the emerging issues and trends in 

finance for procurement 

3. Method of coping with and adapting to the emerging and trends in finance for 

procurement 

Practise 

1. Discussion of challenges and opportunities posed by issues and trends in finance for 

procurement. 
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TOPIC 1 

 
OVERVIEW OF FINANCIAL PROCUREMENT 

 

Introduction 

Financial Management means planning, organizing, directing and controlling the financial 

activities such as procurement and utilization of funds of the enterprise. It means applying 

general management principles to financial resources of the enterprise. 

 
Supply chain management (SCM) is a process used by companies to ensure that their supply 

chain is efficient and cost-effective. A supply chain is the collection of steps that a company 

takes to transform raw components into the final product. 

 

 
 

Scope of financial management 

As an integral part of the overall management, financial management is mainly concerned with 

acquisition and use of funds by an organization. Based on financial management guru Ezra 

Solomon’s concept of financial management, following aspects are taken up in detail under the 

study of financial management: 

 
(a) Determination of size of the enterprise and determination of rate of growth. 

(b) Determining the composition of assets of the enterprise. 

(c) Determining the mix of enterprise’s financing i.e. consideration of level of debt to equity, 

etc. 

(d) Analyse planning and control of financial affairs of the enterprise. 

 
The scope of financial management has undergone changes over the years. Until the middle of 

this century, its scope was limited to procurement of funds under major events in the life of the 

enterprise such as promotion, expansion, merger, etc. In the modern times, the financial 

management includes besides procurement of funds, the three different kinds of decisions as  

well namely, investment, financing and dividend. All the three types of decisions would be dealt 

in detail during the course of this chapter. 

 
The given figure depicts the overview of the scope and functions of financial management. It 

also gives the interrelation between the market value, financial decisions and risk return trade 

off. The financial manager, in a bid to maximize shareholder’ wealth, should strive to maximize 

returns in relation to the given risk; he should seek courses of actions that avoid unnecessary 
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risks. To ensure maximum return, funds flowing in and out of the firm should be constantly 

monitored to assure that they are safeguarded and properly utilized. 
 

 

 

 
 

  
 

 
 

 
 

    
 

 
 

An Overview of Financial Management 

 
Investment Decisions are of two types – Long term investment decisions, also known as Capital 

Budgeting Decision and Short Term investment decisions, also known as working capital 

decisions. 

Objectives of Financial Management 

 
The financial management is generally concerned with procurement, allocation and control of 

financial resources of a concern. The objectives can be- 

 

1. To ensure regular and adequate supply of funds to the concern. 

2. To ensure adequate returns to the shareholders which will depend upon the earning 

capacity, market price of the share, expectations of the shareholders. 

 

THIS IS A SAMPLE. 

TO GET COMPLETE NOTES, 

0728 776 317CALL/TEXT/WHATSAPP  

info@masomomsingi.co.ke EMAIL: 

 

Maximisation of Share value 

Financial Decisions 

Financial 

Decisions 

Investment 

Decisions 

Dividend 

Decisions 

Trade Off 
Return Risk 

Financial Management 
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TOPIC 3 

COST OF CAPITAL 

COST OF CAPITAL CONCEPT 

 
Definition 

This is the price the company pays to obtain and retain finance. To obtain finance a company 

will pay implicit costs which are commonly known as floatation costs. These include: 

Underwriting commission, Brokerage costs, cost of printing a prospectus, Commission costs, 

legal fees, audit costs, cost of printing share certificates, advertising costs etc. For debt there is 

legal fees, valuation costs (i.e. security, audit fees, Bankers commission etc.) such costs are 

knocked off from: 

 
i. The market value of shares if these has only been sold at a price above par value. 

ii. For debt finance – from the par value of debt. 

 
That is, if flotation costs are given per share then this will be knocked off or deducted from the 

market price per share. If they are given for the total finance paid they are deducted from the 

total amount paid. 

 

 
IMPORTANCE OF COST OF CAPITAL 

 
 

Cost of capital is considered as a standard of comparison for making different business 

decisions. Such importance of cost of capital has been presented below. 

 
1. Making Investment Decision 

Cost of capital is used as discount factor in determining the net present value. Similarly, the 

actual rate of return of a project is compared with the cost of capital of the firm. Thus, the cost 

of capital has a significant role in making investment decisions. 

 
2. Designing Capital structure 

The proportion of debt and equity is called capital structure. The proportion which can minimize 

the cost of capital and maximize the value of the firm is called optimal capital structure. Cost of 

capital helps to design the capital structure considering the cost of each sources of financing, 

investor's expectation, effect of tax and potentiality of growth. 
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3. Evaluating the Performance 

Cost of capital is the benchmark of evaluating the performance of different departments. The 

department is considered the best which can provide the highest positive net present value to the 

firm. The activities of different departments are expanded or dropped out on the basis of their 

performance. 

 
4. Formulating Dividend Policy 

Out of the total profit of the firm, a certain portion is paid to shareholders as dividend. However, 

the firm can retain all the profit in the business if it has the opportunity of investing in such 

projects which can provide higher rate of return in comparison of cost of capital. On the other 

hand, all the profit can be distributed as dividend if the firm has no opportunity investing the 

profit. Therefore, cost of capital plays a key role formulating the dividend policy. 

 

 
COMPONENTS OF COSTS FINANCE 

 
The individual cost of each source of financing is called component of cost of capital. The 

component of cost of capital is also known as the specific cost of capital which includes the 

individual cost of debt, preference shares, ordinary shares and retained earning. Such 

components of cost of capital have been presented below: 

 
A. COST OF DEBT 

 Cost of perpetual or irredeemable debt 

 Cost of non-perpetual or redeemable debt 

 Cost of debt issued on redeemable condition 

 Cost of callable debt 

 
B. COST OF PREFERENCE SHARE 

 
 Cost of perpetual preference Share 

 Cost of redeemable preference Share 

 
C. COST OF ORDINARY/EQUITY SHARES OR COMMON STOCK 

 
D. COST OF RETAINED EARNING 
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METHODS/MODELS OF COMPUTING COST OF CAPITAL 

 
The following models are used to establish the various costs of capital or required rate of return 

by the investors: 

 Risk adjusted discounting rate 

 Market model/investors expected yield 

 Capital asset pricing model (CAPM) 

 Dividend yield/Gordon’s model. 

 
v) Risk adjusted discounting rate – This technique is used to establish the discounting rate to 

be used for a given project. The cost of capital of the firm will be used as the discounting 

rate for a given project if project risk is equal to business risk of the firm. If a project has a 

higher risk than the business risk of the firm, then a percentage risk premium is added to the 

cost of capital to determine the discounting rate i.e. discounting rate for a high risk project = 

cost of capital + percentage risk premium. Therefore a high risk project will be evaluated at 

a higher discounting rate. 

 
vi) Market Model – This model is used to establish the percentage cost of ordinary share 

capital cost of equity (Ke).  If an investor is holding ordinary shares, he can receive returns  

in 2 forms: 

 Dividends 

 Capital gains 

 
Capital gain is assumed to constitute the difference between the buying price of a share at the 

beginning of the (P0), the selling price of the same share at the end of the  period  (P1). 

Therefore total returns = DPS + Capital gains = DPS + P1 – P0. 

 
The amount invested to derive the returns is equal to the buying price at the beginning of the 

period (P0) therefore percentage return/yield = 

 
Total returns×100   = DPS + P1 – P0 x 100 

Investment  P0 

 
Illustration 

For the past 5 years, the MPS and DPS for XYZ Ltd were as follows: 

 1998 1999 2000 2001 2002 

 

MPS as at 31
st 

Dec 

Shs. 

40 

Shs. 

45 

Shs. 

53 

Shs. 

50 

Shs. 

52 

DPS for the year - 3 4 3 - 
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Required 

Determine the estimated cost of equity/shareholders percentage yield for each of the years 

involved. 

 
SOLUTION 

 

 

 

 

 

 

 

 
 

 

40 40 
x100  20% 

 

2000 53 8 4 8  4 

45   
12 
45 

 

x100 

 

  27 % 

 

2001 50 -3 3 3  3 



53 

0  
x100 

53 

 

 0% 

 
2002 52 2 - 

2  0  
 

2 
50 50 

 

x100 

 

  4 % 

 

vii) Capital asset pricing model (CAPM) – CAPM is a technique that is used to establish the 

required rate of return of an investment given a particular level of risk. According to 

CAPM, the total business risk of the firm can be divided into 2: 

 
Systematic Risk – This is the risk that affects all the firms in the market. This risk cannot  

be market/eliminated/diversified.  It is thus called undiversifiable risk.  Since it affects all  

the firms in the market, the share price and profitability of the firms will be moving in the 

same direction i.e. systematically. Examples of systematic risk are political instability, 

inflation, power crisis in the economy, power rationing, natural calamities – floods and 

earthquakes, increase in corporate tax rates and personal tax rates, etc. Systematic risk is 

measured by a Beta factor. 

Unsystematic risk – This risk affects only one firm in the market but not other firms. It is 

therefore unique/ diversifiable to the firm thus unsystematic trend in profitability of the firm 

relative to the profitability trend of other firms in the market. The risk is caused by factors 

unique to the firm such as: 

THIS IS A SAMPLE. 

TO GET COMPLETE NOTES, 

0728 776 317CALL/TEXT/WHATSAPP  

info@masomomsingi.co.ke EMAIL: 

Year MPS Capital

gain 

DPS % Return 

1998 40    

1999 45   5  3 
x100  

8
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TOPIC 5 

 
TIME VALUE OF MONEY 

 
 

DEFINITION AND IMPORTANCE OF TIME VALUE OF MONEY 

 
The time value of money (TVM) is the idea that money available at the present time is worth 

more than the same amount in the future due to its potential earning capacity. This core principle 

of finance holds that, provided money can earn interest, any amount of money is worth more the 

sooner it is received. Time Value of Money is also referred to as present discounted value. 

 

A shilling today is worth more than a shilling tomorrow. An individual would thus prefer to 

receive money now rather than that same amount later. A shilling in ones possession today is 

more valuable than a shilling to be received in future because, first, the shilling in hand can be 

put to immediate productive use, and, secondly, a shilling in hand is free from the uncertainties 

of future expectations (It is a sure shilling). 

Financial values and decisions can be assessed by using either future value (FV) or present  

value (PV) techniques. These techniques result in the same decisions, but adopt different 

approaches to the decision. 

 

 
Future value techniques 

 
Measure cash flow at the some future point in time – typically at the end of a projects life. The 

Future Value (FV), or terminal value, is the value at some time in future of a present sum of 

money, or a series of payments or receipts. In other words the FV refers to the amount of money 

an investment will grow to over some period of time at some given interest rate. FV techniques 

use compounding to find the future value of each cash flow at the given future date and the 

sums those values to find the value of cash flows. 

 

 
Present value techniques 

 
Measure each cash flows at the start of a projects life (time zero).The Present Value (PV) is the 

current value of a future amount of money, or a series of future payments or receipts. Present 

value is just like cash in hand today. PV techniques use discounting to find the PV of each cash 

flow at time zero and then sum these values to find the total value of the cash flows. 
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Although FV and PV techniques result in the same decisions, since financial managers make 

decisions in the present, they tend to rely primarily on PV techniques. 

 

 
FUTURE VALUE OF MONEY AND PRESENT VALUE OF MONEY 

COMPOUNDING TECHNIQUES 

Two forms of treatment of interest are possible. In the case of Simple interest, interest is paid 

(earned) only on the original amount (principal) borrowed. In the case of Compound interest, 

interest is paid (earned) on any previous interest earned as well as on the principal borrowed 

(lent). Compound interest is crucial to the understanding of the mathematics of finance. In most 

situations involving the time value of money compounding of interest is assumed. The future 

value of present amount is found by applying compound interest over a specified period of 

time 

 
The Equation for finding future values of a single amount is derived as follows: 

Let 

FVn= future value at the end of period n 
PV (Po) =Initial principal, or present value 
k= annual rate of interest 

n = number of periods the money is left on deposit. 

The future value (FV), or compound value, of a present amount, Po, is found as follows. 

At end of Year 1, FV1 =Po (1+k) = Po (1+k)
1

 

At end of Year 2,  FV2=FV1 (1+k) = Po(1+k) (1+k) = Po ( 1+k)
2 

At end of Year 3,  FV3    = FV2 (1+k) = Po ( 1+k) ( 1+k) (1+k)   = Po (1+k)
3

 

A general equation for the future value at end of n periods can therefore be formulated as, 
 
 

FVn = Po (1+k)
n
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Example: 

 
Assume that you have just invested Ksh100, 000. The investment is expected to earn interest at a 

rate of 20% compounded annually. Determine the future value of the investment after 3 years. 

 
Solution: 

At end of Year 1, FV1 =100,000 (1+0.2) =120,000 

At end of Year 2, FV2 =120,000 (1+0.2) OR { 100,000(1+0.2) (1+0.2)}=144,000 

At end of Year 3, FV3 = 144,000(1+0.2) =100,000 ( 1+0.2) ( 1+0.2) (1+0.2)   = 172,800 

Alternatively, 
 

FVn = Po ( 1+k)
n

 

 
At the end of 3 years, FV3= 100,000 ( 1+0.2)

3
= Sh.172,800 

 
 

Using Tables to Find Future Values 

 
Unless you have financial calculator at hand, solving for future values using the above 

equation can be quite time consuming because you will have to raise (1+k) to the nth power. 

 

Thus we introduce tables giving values of (1+k)
n 
for various values of k and n. Table A-3 at the 

back of this book contains a set of these interest rate tables. Table A-3 Future Value of $1 at 

the End of n Periods1 gives the future value interest factors. These factors are the multipliers 

used to calculate at a specified interest rate the future values of a present amount as of a given 

date. The future value interest factor for an initial investment of Sh.1 compounded at k percent 

for n periods is referred to as FVIFk n. 

 

Future value interest factors = FVIFk n. = (1+k)
n
. 

FVn = Po * FVIFk,n 

A general equation for the future value at end of n periods using tables can therefore be 

formulated as, 
 

 

 

FVn = Po× FVIFk,n 
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The FVIF for an initial principal of Sh.1 compounded at k percent for n periods can be found in 

Appendix Table A-3 by looking for the intersection of the nth row and the k % column. A future 

value interest factor is the multiplier used to calculate at the specified rate the future value of a 

present amount as of a given date. 

 
From the example above, FV3 = 100,000 × FVIF20%,3 years 

 

 

 

Future value of an annuity 

=100,000 × 1.7280 

=sh.172, 800 

 

So far we have been looking at the future value of a simple, single amount which grows over a 

given period at a given rate. We will now consider annuities. 

 
An annuity is a series of payments or receipts of equal amounts (i.e. a pensioner receiving 

Sh.100,000 per year for ten years after his retirement). The two basic types of annuities are the 

ordinary annuity and the annuity due. An ordinary annuity is an annuity where the cash flow 

occurs at the end of each period. In an annuity due the cash flows occur at the beginning of each 

period. This means that cash flows are sooner received with an annuity due than for a similar 

ordinary annuity. Consequently, the future value of an annuity due is higher than that of an 

ordinary annuity because the annuity due’s cash flows earn interest for one more year. 

 
Example: 

Determine the future value of a shs100, 000 investment made at the end of every year for 5 

years assume the required rate of return is 12% compounded annually. 

 
Solution 

The future value interest factor for an n-year, k%, ordinary annuity (FVIFA) can be found by 

adding the sum of the first n-1 FVIFs to 1.000, as follows; 
 

 

 

End of year Amount 

deposited 

Number of 

years 

Companied 

Future value interest factor 

(FVIF) from discount tables 

(12%) 

Future value 

at end of year 

1 100,000 4 1.5735 157350 

2 100,000 3 1.4049 140490 

3 100,000 2 1.2544 125440 

4 100,000 1 1.12 112000 

5 100,000 0 1 100000 

FV after 5 years.    635280 
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The Time line and Table below shows the future value of a   Sh.100,000 5-year annuity 

(Ordinary annuity) compounded at 12%. 

 
Timeline 

 
 

 
The formula for the future value interest factor for an annuity when interest is compounded 

annually at k percent for n periods (years) is 
 
 

 

 

 
Using Tables to Find Future Value of an Ordinary Annuity 

 
Annuity calculations can be simplified by using an interest table. Table A-4 Future Value of 

Annuity The value of an annuity is founding by multiplying the annuity with an appropriate 

multiplier called the future value interest factor for an annuity (FVIFA) which expresses the  

 
THIS IS A SAMPLE. 

TO GET COMPLETE NOTES, 

0728 776 317CALL/TEXT/WHATSAPP  

info@masomomsingi.co.ke EMAIL: 

 
 

,  = (1 + )  = 
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TOPIC 7 

 
CAPITAL EXPENDITURE DECISION 

 

 
NATURE OF CAPITAL EXPENDITURE DECISION 

 
Capital expenditure decision (also called capital budgeting) is also known as the investment 

decision. The capital budgeting process involves a firms decision to invest its funds in the most 

viable and beneficial project. It is the process of evaluating and selecting long term investments 

consistent with the firm’s goal of owner wealth maximization. 

 
The firm expects to produce benefits to the firm over a long period of time and encompasses 

tangible and intangible assets. For a manufacturing firm, capital investment are mainly  to 

acquire fixed assets-property, plant and equipment. Note that typically, we separate the 

investment decision from the financing decision: first make the investment decision then the 

finance manager chooses the best financing method. 

 
These key motives for making capital expenditures are; 

 
1. Expansion: The most common motive for capital expenditure is to expand the cause of 

operations – usually through acquisition of fixed assets. Growing firms need to acquire 

new fixed assets rapidly. 

2. Replacements – As a firm’s growth slows down and it reaches maturity, most capital 

expenditure will be made to replace obsolete or worn out assets. Outlays of repairing an 

old machine should be compared with net benefit of replacement. 

3. Renewal – An alternative to replacement may involve rebuilding, overhauling or refitting 

an existing fixed asset.. A physical facility could be renewed by rewiring and adding air 

conditioning. 

4. Other purposes – Some expenditure may involve long-term commitments of funds in 

expectations of future return i.e. advertising, R&D, management consulting and 

development of view products. Other expenditures include installation of pollution 

control and safety devises mandated by the government. 
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Features of investment decisions 

 
1. The investment requires a high outlay of capital which must be planned. 

2. Capital budgeting decisions have an influence on the rate and direction of the growth of the 

organization unlike normal operation costs. 

3. The investment has long-term implications. I.e. more than 1 year. 

4. The decisions are irreversible. This implies that there might be no second hand market for 

the assets since it’s usually tailor made for that particular firm. 

5. The future expected cash flows from this project are uncertain thus these decisions involve 

a high degree of risk. 

 

 

 
Steps in Capital Budgeting Process 

 
The capital budgeting process consists of five distinct but interrelated steps. It begins with 

proposal generation, followed by review and analysis, decision making, implementation and 

follow-up. These six steps are briefly outlined below. 

 
1. Proposal generation: Proposals for capital expenditure are made at all levels within a 

business organization. Many items in the capital budget originate as proposals from the 

plant and division management. Project recommendations may also come from top 

management, especially if a corporate strategic move is involved (for example, a major 

expansion or entry into a new market). A capital budgeting system where proposals 

originate with top management is referred to a top-down system, and one where 

proposals originate at the plant or division level is referred to as bottom-up system. In 

practice many firms use a mixture of the two systems, though in modern times has seen a 

shift to decentralization and a greater use of the bottoms-up approach. Many firm offer 

cash rewards for proposal that are ultimately adopted. 

2. Review and analysis: Capital expenditure proposals are formally reviewed for two 

reasons. First, to assess their appropriateness in light of firm’s overall objectives, 

strategies and plans and secondly, to evaluate their economic viability. Review of a 

proposed project may involve lengthy discussions between senior management and those 

members of staff at the division and plant level who will be involved in the project if it is 

adopted. Benefits and costs are estimated and converted into a series of cash flows and 

various capital budgeting techniques applied to assess economic viability. The risks 

associated with the projects are also evaluated. 

3. Decision making: Generally the board of directors reserves the right to make final 

decisions on the capital expenditures requiring outlays beyond a certain amount. Plant 
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manager may be given the power to make decisions necessary to keep the production line 

moving (when the firm is constrained with time it cannot wait for decision of the board). 

4. Implementation: Once approval has been received and funding availed implementation 

commences. For minor outlays the expenditure is made and payment is rendered: For 

major expenditures, payment may be phased, with each phase requiring approval of  

senior company officer. 

5. Follow-up: involves monitoring results during the operation phase of the asset. Variances 

between actual performance and expectation are analyzed to help in future investment 

decision. Information on the performance of the firm’s past investments is helpful in 

several respects. It pinpoints sectors of the firm’s activities that may warrant further 

financial commitment; or it may call for retreat if a particular project becomes 

unprofitable. The outcome of an investment also reflects on the performance of those 

members of the management involved with it. Finally, past errors and successes provide 

clues on the strengths and weaknesses of the capital budgeting process itself. 

 

 
This topic will majorly discuss on the second step: Review and analysis. 

 

Basic terminologies in capital budgeting. 

Independent Vs Mutually Exclusive Projects 

Independent projects are those whose cash flows are unrelated or independent of one another;  

the acceptance of one does not eliminate the others from further considerations (if a firm has 

unlimited funds to invest, all independent project that meet it minimum acceptance criteria will 

be implemented i.e. installing a new computer system, purchasing a new computer system, and 

acquiring a new limousine for the CEO. 

Mutually exclusive projects are projects that compete with one another, no that the acceptance  

of one eliminates the acceptance of one eliminate the others from further consideration. For 

example, a firm in need of increased production capacity could either, (1) Expand it plant (2) 

Acquire another company, or (3) contract with another company for production of required 

items. 

 
Unlimited Funds Vs Capital Rationing 

Unlimited funds- This is the financial situation in which a firm is able to accept all independent 

projects that provide an acceptable return (Capital budgeting decisions are simply a decision of 

whether or not the project clears the hurdle rate). 

Capital rationing This is the financial situation in which the firm has only a fixed number of 

shillings to allocate among competing capital expenditures. A further decision as to which of the 

projects that meet the minimum requirements is to be invested in has to be taken. 
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Conventional Versus Non-Conventional Cash flows 

Conventional cash flow pattern consists of an initial outflow followed by only a series of 

inflows. ( For example a firm spends Sh.10 million and expects to receive equal annual cash 

inflows of Sh.2 million in each year for the next 8 years) The cash inflows could be unequal 

Non-conventional cash flows This is a cash flow pattern in which an initial outflow is not 

followed only by a series of inflows, but with at least one cash outflow. For example the 

purchase of a machine may require Sh.20 million and may generate cash flows of Sh.5million 

for 4 years after which in the 5th year an overhaul costing Sh.8million may be required. The 

machine would then generate Sh.5 million for the following 5 years. 

Relevant Versus Incremental Cash flows 

To evaluate capital expenditure alternatives, the firm must determine the relevant cash flows 

which are the incremental after-tax initial cash flow and the resulting subsequent inflows 

associated with a proposed capital expenditure. Incremental cash flows represent the additional 

cash flows (inflowing and outflows) expected to result from a proposed capital expenditure. 

 
Sunk Costs Vs Opportunity Cost 

Sunk costs are cash outlays that have already been made (past outlays) and therefore have no 

effect on the cash flows relevant to a current decision. Therefore sunk costs should not be 

included in a project’s incremented cash flows. 

Opportunity costs are cash flows that could be realized from the best alternative use of an owned 

asset. They represent cash flows that can therefore not be realized, by employing that asset in the 

proposed project. Therefore, any opportunity cost should be included as a cash outflow when 

determining a project’s incremental cash outflows. 

 

 

CAPITAL BUDGETING TECHNIQUES. 

 

 
There are different methods of analyzing the viability of an investment. The preferred technique 

should consider time value procedures, risk and return considerations and valuation concepts to 

select capital expenditures that are consistent with the firm’s goals of maximizing owner’s 

wealth. 

 
Capital budgeting techniques are grouped in two: 

 
a) Non-discounted cash flow techniques (traditional methods) 

i. Accounting rate of return method(ARR) 

ii. Pay back period method(PBP) 
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b) Discounted cash flow techniques (modern methods) 

i. Net present value method(NPV) 

ii. Internal rate of return method(IRR) 

iii. Profitability index method(PI) 

 

 
 

NON-DISCOUNTING TECHNIQUES 

 

 
ACCOUNTING RATE OF RETURN METHOD (ARR) 

 
This is the only method that does not use cashflows but instead uses accounting profits as shown 

in the financial statements of a company. It is also known as return on investment (ROI). 

The ARR is given by: 
 

 
 

 

ARR = 
Average annual profit after tax 

Average investment 

 

x 100 

 

Illustration: 

Aqua ltd has a proposal for a project whose cost is Sh.50million and has an economic useful life 

of 5 years. It has a nil residual value. The earnings before depreciation and tax expected from 

the project are as follows: 

 

Year Earnings before depreciation and tax 

Sh.’000’ 

1 12000 

2 15000 

3 18000 

4 20000 

5 22000 

 

The corporate tax rate is 30% and depreciation is on straight line basis. 

 

 

 

Solution: 

 
 

Depreciation = 
50M − 0 

5 

 

= 10M 
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TOPIC 9 

 

FINANCIAL STATEMENT ANALYSIS 

 

DEFINITION OF FINANCIAL STATEMENTS 

 
Financial statements are reports prepared by a company's management to present the financial 

performance and position at a point in time. A general-purpose set of financial statements 

usually includes a balance sheet, income statements, statement of owner's equity, and statement 

of cash flows. These statements are prepared to give users outside of the company, like investors 

and creditors, more information about the company's financial positions. Publicly traded 

companies are also required to present these statements along with others to regulator agencies 

in a timely manner. 

 

Financial statements are the main source of financial information for most decision makers. That 

is why financial accounting and reporting places such a high emphasis on the accuracy, 

reliability, and relevance of the information on these financial statements. 

 

Example 

 
The statement of financial position (balance sheet) is a summary of the company position on 

one day at a certain point in time. The balance sheet lists the assets, liabilities, and owners' 

equity on one specific date. In a sense, the balance sheet is a picture of the company on that date. 

Investors and creditors can use the balance sheet to analyze how companies are funding capital 

assets and operations as well as current investor information. 

 

The income statement shows the revenue and expenses of the company over a period of time. 

Most companies issue annual income statement, but quarterly and semi-annual income 

statements are also common. Users can analyze the income statement to see if companies are 

operating efficiently and producing enough profit to fund their current operations and growth. 

 

The Statement of Changes in Owner's Equity (statement of owner's capital) summarizes all 

owner investments and withdrawals from the company during a period. It also reports the 

current income or loss recorded in retained earnings. 

 

Financial statement analysis is the process or critically examining in detail, accounting 

information given in financial statements and reports. It is a process of evaluating relationship 

between component parts of financial statements to obtain a better understanding of a firm’s 

performance. The measurement and interpretation of business performance is done through the 

use of ratios. The financial statements published by companies are too general to be used by the 
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several of stakeholders and hence ratios are used to highlight the different aspects of 

businessoperations. 

 
A ratio is simply a mathematical expression of an amount or amounts in terms of another or 

others. A ratio may be expressed as a percentage, as a fraction, or a stated comparison between 

two amounts. The computation of a ratio does not add any information not already existing in 

the amount or amounts under study. A useful ratio may be computed only when a significant 

relationship exists between two amounts. A ratio of two unrelated amounts is meaningless. It 

should be re-emphasized that a ratio by itself is useless, unless compared with the same ratio 

over a period of time and/or a similar ratio for a different company and the industry. Ratios 

focus attention on relationships which are significant but the full interpretation of a ratio usually 

requires, further investigation of the underlying data. Thus ratios are an aid to analysis and 

interpretation and not a substitute for sound thinking. 

 

 
DEFINITION OF RATIO ANALYSIS 

 
Financial ratios are relationships determines from a firms financial information and used for 

comparison purposes. There are basically 5 components of performance and measurements. 

 
Ratios can be classified into: 

 

1. Liquidity ratios 

2. Profitability ratios 

3. Activity ratios/Efficiency 

4. Leverage or gearing ratios 

5. Solvency ratios 

6. .Investment ratios 

 

 
Nature of financial ratio analysis 

 
In financial analysis, ratio is used as an index of yardstick for evaluating the financial position 

and performance of the firm. It is a technique of analysis and interpretation of financial 

statements. Ratio analysis helps in making decisions as it helps establishing relationship  

between various ratios and interpret thereon. Ratio analysis helps analysts to make quantitative 

judgement about the financial position and performance of the firm. Ratio analysis involves 

following steps: 

1. Relevant data selection from the financial statements related to the objectives of the 

analysis. 
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2. Calculation of required ratios from the data and presenting them either in pure ratio form 

or in percentage. 

3. Comparison of derived different ratios with: 

 The ratio of the same concern over a period of years to know upward or downward 

trend or static position to help in estimating the future, or 

 The ratios of another firm in same line, or 

 The ratios of projected financial statements, or 

 The ratios of industry average, or 

 The predetermined standards, or 

 The ratios between the departments of the same concern assessing either the 

financial position or the profitability or both. 

4. Interpretation of the ratio 

Ratio analysis uses financial report and data and summarizes the key relationship in order 

to appraise financial performance. The effectiveness will be greatly improved  when 

trends are identified, comparative ratios are available and inter-related ratios are  

prepared. 

 

 
Sources of Information 

The first procedure in financial statement analysis is to obtain useful information. The main 

sources of financial information include, but are not limited to, the following; 

 
1. Published reports 

Quoted companies normally issue both interim and annual reports, which contain 

comparative financial statements and notes thereto. Supplementary financial information 

and management discussion as well as analysis of the comparative years' operations and 

prospects for the future will also be available. These reports are normally made available 

to the public as well as the shareholders of the company. 

 
2. Registrar of Companies 

Public companies are required by law to file annual reports with the registrar of 

companies. These reports are available for perusal upon payment of a minimum fee. 

 
3. Credit and Investment Advisory Agencies 

Some firms specialize in compiling financial information for investors in annual 

supplements. Many trade associations also collect and publish financial information for 

enterprises in various industries. Major stock brokerage firms and investment advisory 

services compile financial information about public enterprises and make it available to 

their customers. Some brokerage firms maintain a staff or research analysis department 

that study business conditions, review published financial statements, meet with chief 
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executives of enterprises to obtain information on new products, industry trends, negative 

changes and interpret the information for their clients. 

 
4. Audit Reports 

When an independent auditor performs an audit the audit report-is usually addressed to 

the shareholders of the audited enterprise. The audit firms frequently also prepare a 

management report, which deals with a wide variety of Issues encountered in the course 

of the audit Such a management report is not a public document, however, it is a useful 

source of financial information. 

 

 
Users of financial statements and their informational needs 

 
The following are the different users of accounting information and their specific information 

needs. 

 

1. Managers require Financial Statements to manage the affairs of the company by 

assessing its financial performance and position and taking important business decisions. 

2. Shareholders use Financial Statements to assess the risk and return of their investment in 

the company and take investment decisions based on their analysis. 

3. Prospective Investors need Financial Statements to assess the viability of investing in a 

company. Investors may predict future dividends based on the profits disclosed in the 

Financial Statements. Furthermore, risks associated with the investment may be gauged 

from the Financial Statements. For instance, fluctuating profits indicate higher risk. 

Therefore, Financial Statements provide a basis for the investment decisions of potential 

investors. 

4. Financial Institutions (e.g. banks) use Financial Statements to decide whether to grant a 

loan or credit to a business. Financial institutions assess the financial health of a business 

to determine the probability of a bad loan. Any decision to lend must be supported by a 

sufficient asset base and liquidity. 

5. Suppliers need Financial Statements to assess the credit worthiness of a business and 

ascertain whether to supply goods on credit. Suppliers need to know if they will be 

repaid. Terms of credit are set according to the assessment of their customers' financial 

health. 

6. Customers use Financial Statements to assess whether a supplier has the resources to 

ensure the steady supply of goods in the future. This is especially vital where a customer 

is dependant on a supplier for a specialized component. 

7. Employees use Financial Statements for assessing the company's profitability and its 

consequence on their future remuneration and job security. 
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8. Competitors compare their performance with rival companies to learn and develop 

strategies to improve their competitiveness. 

9. General Public may be interested in the effects of a company on the economy, 

environment and the local community. 

10. Governments require Financial Statements to determine the correctness of tax declared 

in the tax returns. Government also keeps track of economic progress through analysis of 

Financial Statements of businesses from different sectors of the economy. 

 

 

 
Internal and External Users 

 
The users may be classified into internal and external users. 

 
Internal users refer to managers who use accounting information in making decisions related to 

the company's operations. 

 

External users, on the other hand, are not involved in the operations of the company but hold 

some financial interest. The external users may be classified further into users with direct 

financial interest – owners, investors, creditors; and users with indirect financial interest – 

government, employees, customers and the others. 

 

 

 
TYPES OF FINANCIAL RATIOS 

 
Ratios can be classified into: 

 
a) Liquidity ratios. 

b) Leverage or gearing ratios. 

c) Activity ratios. 

d) Profitability ratios. 

 
1. Liquidity ratios 

 
These measure firm’s ability to meet its short-term maturing obligations as and when they fall 

due. The lower the ratio, the higher the liquidity risk and vice versa. Failure to meet short term 

liabilities due to lack of liquidity may lead to poor credit worthiness, litigation by creditors and 

insolvency. 

1. Leverage or gearing ratios 
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These measure extent to which a company uses its assets which have been financed by non 

owner supplied funds. They measure financial risk of the company. The higher the ratio, the 

higher the financial risk. Gearing refers to the amount of debt finance a company uses relative to 

its equity finance. 

 
2. Activity ratios 

These measure the efficiency with which a firm uses its assets to generate sales. They are also 

called turnover ratios as they indicate the rate at which assets are converted into sales. 

 
3. Profitability ratios 

They measure the management’s effectiveness as shown by returns generated on sales and 

investment. They indicate how successful management has been in generating profits of the 

company. 

 
4. Investment or equity ratios 

These are used to evaluate the overall performance of a company. E.g. in determining 

company’s dividend policy, determining theoretical value of company’s securities and 

predicting effects of rights issue. 

 

 
1. LIQUIDITY RATIOS 

Current ratio 

This is computed by dividing total current assets by total current liabilities: 

 
 

Current ratio  = 
Current assets 

Current liabilities 
 

Current ratio of more than one means that a company has more current assets than current 

liabilities. 

 
Acid test or quick ratio 

 
This is calculated by dividing total current liabilities excluding stock by current liabilities. A 

firm with a satisfactory current ratio may actually be in a poor liquidity position when 

inventories form most of the total current assets. 



www.masomomsingi.co.ke  Page 250 

 

 

 

 

Acid test ratio   = 
Current assets − stock 

Current liabilities 
 

 

2. PROFITABILITY RATIOS 

 
Return on capital employed (ROCE) 

This measures the efficiency with which a company uses long term funds or permanent assets to 

generate returns to shareholders. 

 

 

ROCE = 
Profit before interest and tax or operating profit 

Total   Capital  employed 

 

Capital employed consists of shareholders funds (ordinary share capital, preference share 

capital, share premium and retained earnings) and long term debts. Capital employed can also be 

calculated as fixed assets plus net working capital. 

 
Gross profit margin 

This ratio shows how well cost of production has been controlled in relation to distribution and 

administration costs. 

Gross profit margin = 
Gross profit 

Sales 
x100 

 

Net profit margin 

This measures firm’s ability to control its production, operating and financing costs 

 

 

 
Net assets turnover 

 

 

 

 

 

Net profit margin = 
Net profit 

Sales 

 

x100 
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This gives a guide to productive efficiency i.e. how well assets have been 

used in generating sales. 

 


