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ABSTRACT

Financial Management in Health Care Organization, A case study of Mater
Misericordiae hospital was carried out to assess how the hospital manages her
funds/resources.

Financial Management involves acquiring and utilizing funds. Cash is
gotten from different sources, its used to purchase inventory, the inventory when
sold results in cash or accounts receivables [credit sales] when collected cash is
made available for recycling. However if there is a problem along the flow other
areas are affected also.

In this study, the various sources of funds that can be utilized by a firm was
review. Planning for this financing is also needed and budgeting, as a tool for
financial planning was discussed. The various components of current assets and
current liabilities was studied in the light of accepted techniques and models for
managing them. This was used to assess how the hospital manages her own

components.

The research method used here is the description and the case study
method. Data was collected through interview, observation and from text books
and journals.

It was discovered that the hospital has a weak cash position as a result of
the limited sources of funds and the management of her current asset with
accounts receivable being very high, this in turn affected her current liabilities.
Also the hospital does not use most of the management techniques rather she

depends more on intuition and past experience in managing her working capital.



Also the amount expended an drugs is usualy a significant portion of the hospital
recurrent expenditure. Thus the mismanagement of drugs could easily result in
great loss. Carrying too high inventory means a lot of capital is being tied down.
So the problem is finding a suitable balance between the cost of carrying a large
inventory and the ordering cost, determining optimal quantities of safety stocks so
as to balance the cost of stockout with that of carrying the safety stock.
Another area was the investment of funds in fixed asset or marketable securities,
the mgor decision here is what to invest in and when considering the economic
recession and the expected revenue from the investment.

In conclusion, recommendations were made with a call on the government
to consider the voluntary missionary hospital in the budget alocation. The
recommendation if put in place would help the hospital manage her resources

effectively.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Health services refer to all activities established to maintain a community
in a state of complete well-being-physically, socially and mentally. The level of
development of any country determined to a large extent, the state of health care
delivery in the coundry. This is because health services by their nature can only be
established and maintained by proper funding.

The history of health care in Nigeria can be traced back to the traditional
healers that had existed from time immemorial and provided the carliest known
form of primitive medical care. The missionaries bodies were the first to
established organized medical care in Nigerta in the 1850's. The wide network of
mission health care facilities in different parts of the country today is ia great
testimony to the work ' Next came the British medical services in 1880s
which was largely devoted to the care of sailors of the naval squadrorls. The
colonial government hospitals were later established in Lagos and Asaba in 1873
and 1888 respectively and were then iﬁtegrated with Army services and developed

into the colonial medical service. *

Health Care in Nigeria is a modification of the system handed dow;x to us
by the colonial government. ‘

According to the World health Organization {WHO?} the leading authority
on health, the enjoyment of the highest attainable standard of health is one: of the
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fundamental rights of every human being without distinction of race, religion,
political belief, economic or social condition™ |
It further stated that government has a responsibility of providing adequate health
care and social services for its citizens. To enhance this WHO suggests that 5% of
the annual budget of a country be spent in providing health care. * ‘

Chapter II, section 17 [d] of the Nigerian constitution of 1975"i states
among other things that “the state shall directs its policy towards ensuring that
there are adequate medical and health facilities for all persons. > ‘

In chapter IIl, section 3.3 of the fundamental principles mderlyihg the
National Health Policy States “Health resources shall be equitably distributed
giving preference for those at greater risk to their health and the under-served
communities as a means of social justice and concern”.

In Nigeria the National Health Care system is developed at three levels.
- Primary Health Care

- Secondary Health Care

- Tertiary health Care.[see definition of terms]

Apart from the government [federal, state and local government] other vatiety of

voluntary/non-governmental agencies especially religious bodies provide health
!

care including both curative and preventive services, private practitione;'s, also

provide health care. similarly, private companies also provide health care to staff

members and their families. This they do to complement the role of government

since government cannot service every community effectively.




The general economic situation facing the country has affected every
sector, the health sector inclusive, the health sector is saddled with a lot of
problems ranging from inadequate funding to gross mismanagement of the
available financial resources.

The budget allocations to the health sector are grossly inadequate not even upto
the 5% [for example 1997, 3.23% and 1998. 4.9% of the total budget, source:
federal Republic of 1Nigeria Budget of Transition 1998 pg.25] requirements of
W.H.O as a result of increasing population, high cost of medical care and the
dismalling low per capital income of the average Nigerian. This has resulted in the
poor and terrible state of our hospitals that one government said “our health
services are in shambles as our hospitals have reduced to mere consulting clinic
without drugs, water and equipment”. The cost of health is rising, drug
manufacturers and importer of hospital equipment blame the rising cost on the
Structural Adjustment Programme {SAP} and the consequent devaluation of the
naira. All imports now cost more in naira terms. Manufacturers and importers say
the extra costs are passed on to the consumers. °

No wonder the era of free medical treatment is a thing of the past. In virtually all
hospitals, people are now required to contribute to financing the Health Care
services.

Even within the same country, whatever the level of development, there is a gap
in the quality of health care received by different groups of the same population.

This is because the ability of the various section of the population to pay for



health services in relation to their needs is dependent on income level. [The worst
hit being those in the rural or sub-urban area].

In the face of this dwingling economy, how can the government and other
health care providers/organization provide the needed services and achieve health
for all by the year 2000. There is a relationship between health and economic
growth. Health is wealth. Health is an investment. A healthy population produces
a change in the quality of the people who then make a colossal contribution to the
economic growth of any nation by creating a healthy labour force.

A lot has to be done to salvage this sector from poor planning, bad
financial management, low manpower utilization and productivity, inadequate
resource allocation, lack of cost benefit and cost effective analysis and most
especially inadequate and badly distributed health services within the country. As
if these were not enough shortage of drugs, obsolete or poorly maintain
equipment reign in most hospitals. The brain syndrome is not left out. The country
is witnessing mass exodus of medical and para-medical personnel in search of
greener pastures.

In view of the fact that the budget allocation is grossly inadequate, how does this
sector intend to finance its activities especially the non-governmental/voluntary
missionary hospitals whose sources of funds is limited when compared to the
government hospitals. What alternative area can be explored to increase their
source of revenue and how can the funds acquired be managed effectively and

efficiently to achieve the objective of health for all by the year 2000.



1.2 STATEMENT OF THE PROBLEM

The magnitude of the quantum of resources needed to keep the health service

going make one wonder how best to finance them. The importance of having

adequate cash in any organization cannot be over emphasized.
The problem this study seek to address include:-

i. What are the available sources of income

il. How can more funds be mobilize to enhance their activities and how to
manage their resources effectively

. Why is there little or no participation of government in funding of

missionary/voluntary hospitals

iv. Why the liquidity problems in these hospitals

V. Why are government hospitals in a deplorable condition considering the
amount of money given to them when compared to the high standard in
missionary hospitals.

Vi. Why can’t the average Nigerian [especially those in rural or sub-urban
areas] pay for cost of medical treatment

vii.  Problems and prospects.

1.3 OBJECTIVES AND PURPOSE OF THE STUDY

From the research problems stated above, its desired that this research
work would give solutions to the problems facing the health care organizations
especially the missionary hospitals in the rural and sub-urban areas. Identify the

operational problems encountered and to examine the existing sources of



financing and suggest alternative methods to increase their source of financing.
The study also is intended to create an interest and understanding of the activities
of these hospitals so as to motivate the government and other agencies to

participate or assist in funding these hospitals.

1.4 SIGNIFICANCE OF THE STUDY

This study will be very useful to members of the public, the governments,
voluntary/non-governmental agencies, hospital management and international
bilateral agencies.

The public or members of the communities where the hospital is located will
better appreciate the services rendered by the hospitals. They should participate in
financing of health care not expecting everything to be free as before.

The government is suppose to be responsible for the health care needs of
its citizens, here it is not possible. The government should therefore give a
helping hand to those organization whose motives is not profit maximization
because in a way they are assisting the government. The government should
reciprocate by coming to their assistance from time to time.

This would serve as a call to voluntary/non-government agencies,
charitable organizations and the international bilateral agencies like W.H.O.,
UNICEEF, to come to the aid of these hospitals, get to know more of their activities

and render assistance were necessary.



To the management of the hospitals themselves this study should better
equip them on ways to acquire more funds and how to manage the funds

effectively and efficiently

1.5 SCOPE OF THE STUDY
There are varieties of health care organizations in Nigeria. This study
covers only the activities of a missionary hospital located in the rural and sub-

urban area of Ebonyi state. The period under review is between 1990 to 1997.

1.6 LIMITATION OF THE STUDY

It would be very unrealistic to assume that all necessary facts can be
gathered in the process of this kind of research work. Literatures on this study
were very scanty at the time of making the research which affected the
sources/amount of data and information available, Also the system of accounting
operated by the hospital due to the nature of services does not have some data
needed to compute some financial ratios. The constraints imposed by time and

money 1is also a limitation. Furthermore the findings here cannot be generalized
1.7 DEFINITION OF TERMS

Financial Management:- is that part of management activities which is
concerned with the sourcing and allocation of financial resources for the purpose

of achieving desired objectives.

~1



For the purpose of this work financial management is defined as that part
of the total management function concerned with the effective and efficient
raising and used of funds.

Health:-The world leading authority on matters relating to health [WHO]
defines health as “the state of complete, physical, mental and social well-being
and not merely the absence of disease or infirmity. ’

Health care:- Implies the provision of conditions for normal, mental and
physical development and functioning of the human being individually or in a
group. It includes health protection measures, promotion of health preventive and
curative medicine in all its ramification. *

Health care organization:- Refers to those organizations rendering health
care services. However this study is concerned with the voluntary/missionary
hospitals.

Primary health care level:- Implies essential health care made universally
accessible to all individuals and communities by means acceptable to them, with
their full participation and at a cost that both community and country can afford,
whilst permitting the people to lead a socially and economically productive life. It
is the 1st level of contact of individuals, the family and the community with the
National Health systems bringing health care as close as possible to where people
live and work. This is usually done in small clinics and health centres in the rural

areas.



Secondary health care level:-Involves providing specialized service to
patients referred from the primary health care level through out patient services at
hospital centres for general medical, surgical and pediatric patients.

Tertiary health care:-Consists of highly specialized services provided by
teaching hospitals and other specialist hospitals.

Lease:-Is a contract whereby the owner of an asset [the lessor] grants to
another party [ the lessee] the exclusive right in return for the asset, usually for an
agreed period of time, in return for the payment of rent. Forms of leasing include
sale and lease back, direct leasing, leveraged leasing.

Drug:-Here refers to tablets, injections, syrup, laboratory reagents, x-ray
film etc.

Current assets:- Assets that are normally converted into cash within the
operating cycle of the firm (normally a period of one year or less]. Such item as
cash, accounts, receivables, marketable securities, prepared expenses and
inventories are frequently found among the firm current assets.

Current liabilities:-Liabilities are debts of the firm that must be paid
within the firms normal operating cycle [usually one year or less] such as accounts

payable, notes payable, income tax payable wages and salaries payable.

1.8  ABBREVIATION

MMH - = Mater Misericordiae Hospital
SAP - Structural Adjustment Programme
EOQ - Economic Order Quantity



WHO - World Health Organization
MS - Marketable securities

UNICEF United Nations International Children Emergency Fund

ACP - Average Collection Period
OPD - Out Patients Department
ARR - Average Rate of Return
PBP - Payback Period

IRR - Internal Rate of Return

NPV - Net present value
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CHAPTER TWO

LITERATURE REVIEW

2.1 THE CONCEPT OF FINANCIAL MANAGEMENT

Financial management is a term that mean different things to different
individuals and firms. Some define it as that management activity which is
concerned with the planning and controlling of the firms financial resources’
Others say financial management is defined by the functions and areas of
responsibilities of financial manager”. Still yet another its defined as a study of
the relationship between the raising of finance and the deployment of finance’ .

The job of a financial manager has grown beyond records, reports, the
firms cash position, paying bills and obtaining funds to investing funds in asset
whereas financial managers were once limited to some book-keeping, cash
management and the acquisition of funds they now have a major voice in all
aspect of both the raising and allocation of financial capital*

Finance today is best characterized as ever changing, finance has changed from
primary a descriptive study to one that encompasses rigorous analysis and
normative theory, from a field that was concerned primarily with the procurement
of funds to one that includes the management of assets, the allocation of capital

and the valuation of the firm in the overall market.
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The evolution of finance has greatly impacted the role and importance of
financial management. The function of finance involved three major decision.
Investment decision
Financing decision

Dividend decision.

The Investment decision determines the total amount of assets held by
the firm, the composition of these assets and the business-risk complexion of the
firm as perceived by suppliers of capital. The forms of assets either current or
fixed assets, the proportion of current asset to cash, receivables and inventories,
need to be ascertained. Apart from selecting new investment, existing assets needs
to be managed efficiently.

With financing decision, the financial manager is concerned with determining
the best financing mix or capital structure. What is the proportion of long-term
financing to short-term financing and the component of each.

The dividend decision Includes the percentage of earnings paid to
stockholders in cash dividends, the stability of absolute dividends about a trend,
stock dividends and splits and the repurchase of stock.

Financial management involves the solution to the three major decisions.
Similarly West, D.A and wood G.L , see financial management as problems
solving, solving the problems associated with four aspect of financial

management.

13



1. Financial management must be based on sound overall financial planning.
2 It must provide enough income to sustain the plan.
3. It must control the expenditures
= Financial management must solve specific problems *

Financial management is an all embracing term, it involves, the acquisition
of funds from the best source, allocation of the funds so acquired among
alternative projects effectively and efficiently so as to achieve the objective of the

firm concerned.

2.2 FINANCIAL PLANNING

One of the most critical elements in a business formation or promotion is
the availability of adequate financing. The financial manager must estimate the
quantity and type of capital needed and how to raise it at the proper time.
Financial planning involves analyzing the financial flows of a company,
forecasting the consequences of various investment, financing and dividend
decisions and weighing the effects of various alternatives® The idea is to
determine where the firm has been, where it is now, and where it is going, not
only the most likely course of events but deviations from the most likely outcome.
Financial planning is important because it forces management to take account of
possible deviations from the company anticipated path.

The tools used in financial planning include:-

14



Funds flow statement, a financial manager uses it to evaluate how a
firm uses funds and may determine how these uses are financed. It can be
used to evaluate future flows, also to asses needs, as well as to determine
the best way in which to finance those needs.

Cash budget, is a forecast of the future cash receipts and cash
disbursements of a firm. A firm needs it in determining the short term cash
need of the firm and, accordingly, in planning its short-term financing.
Others include the pro forma balance sheet and income statement’s and
sustainable growth modeling.

Financial planning is necessary because of the wide gap between almost

unlimited needs and scanty resources. Financial planning can be used to:-

1.

[

Take a “snapshot” of current supply, and compare this with the needs and
with their foreseeable development over different periods
Determines the desirable objectives and the resources needed to attain
them, taking into account the constraints [financial and economic, human ,
social, medical, legislative, town-planning-related]
Define priorities, i.e to select what is possible in terms of capital
investment, operating budget, management of human resources, in short,
to decide.
To phase funding and decision-making over time
To ensure follow-up; and
To make evaluations at different points in time of the impact of the

choices made, their application and the quality of adherence to the plan.

-7/ 7
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They can be used to highlight the risk of uncorrected development, to
amplify the effects of an action, and to conduct a conceptual review of an issue. It
acts as an ideas laboratory.

Planning comprises several phases, this can be related to financial

planning.

Definition of needs and objectives: This phases comprises several stage
of analysis.

i. Review of current strategy and of the hospital image

il. Analysis of the environment: Threats and opportunities.

Factors to be considered here may include demographic, geographical,
psychosocial, socio economic, institutional factors such as the existence of other
health care structures.

iii. Analysis of organization: strength and weaknesses factors here may
include the reputation of the hospital, technical and service facilities.
healthcare unit etc.

iv.  Evaluation of changes and definition of objectives.

v Formulation of the master plan.

3. Defining the pathway

(source “The hospital of tomorrow™ D.Jolly and 1 Gerbaud WHO . SHS paper

number 5 page 1-7.)
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2.2.1 SOURCES OF FUNDS

Most funds used by established firms are intemnally generated.
Nevertheless, external finance are a vital resources required from time to time by
nearly all organizations. For a business to grow it must have adequate funds. The
financial manager has to make a decision about -the sources of finance the
organization should use, he has to decide either to use internal or exteral, debt
versus owners fund or equity fund, and either to use short term or long term
financing’ .

The source of funds can be broadly categorized mto two.

- Equity financing

- Debt financing

Equity Financing:- Apart form the initial capital invested into the business the

firm can raise more funds by the sale of ownership shares. There are two types of
ownership shares organization use, these are common stock and preferred stock..

A common stock is a security representing residual ownership in an
organization. It guarantees holders the right to participate in the sharing of the
eamings of the organization when there is profits. Common stock have the
following features.

It has last claim on the dividend of the firm, it has last claim of the asset
of the organization in the event of liquidation.

Ii guarantees voting right on issues regarding fundamental policies of the

organization, election into the board of directors.

17



Common stock holders have the right to inspect the records and books of
account and also the right to evaluate management performance.

Also they have the right to transfer their ownership by selling their shares
without the consent of the organization.

A preferred stock holder is a part owner, he takes precedence over
commeon stock holder in sharing of dividend or claims on asset in the event of
liquidation.

Debt financing- This refers to the portion of the organizations fund that is
provided by creditors. The firm can borrow funds, to finance its operation on a
short-term or long-term basis.

Short-term debt — This refers to all shori-term facilities that are expected to
mature within one Calendar year. They are generally required to finance a
substantial portion of an organization current asset such as cash, inventory. They
are usually unsecured.

There are two major types of debt instrument. Trade credit and Bank
loans.

Trade Credit:- Is a significant source of short-term funds, its usually created by
the

purchase of raw material, and other supplies on credit, it involves no explicit cost
except when a cash discount for early payment is offered. Example a credit term
of 2/10 net 30.

The types of trade credit include the open account, trade acceptance. Other

spontaneous source would include accruals like employees wages and salaries.

18



Accruals as sources of funds result from the fact that wages and salaries are paid
at discrete points in time after the services has been rendered.®  This source of
funding is hard to manipulate but does not incur any cost.
Bank loan:- Another source of short-term fund is loans taken from commercial
banks to meet seasonal needs. It usually involves the signing of a promissory note
which specifies the repayment schedule. Bank loans are usually unsecured. They
include:-
Notes payable:- This is a written promise by a borrower to pay back the amount
borrowed at a specific future time. It is usually for a short period and given to
individuals or organizations that have a good credit rating.
Line of credit:- This is an arrangement between a bank and it borrower specifying
the maximum amount of unsecured credit that the bank can permit the customer to
own at any given one time. Included in this category is an overdraft facility, this is
also a means of raising short-term funds to finance seasonal needs.
Commercial paper:- Another way by which organizations can raise external
short-term funds is through the issmance of written notes to the public called
commercial papers.
Long-term debt:- A loan from a bank or financial institution is said to be long if
its maturity is five years and above. The amount here is usually large and its
mainly to finance an investment in fixed asset. They are usually secured. There are
many types of long term debt instruments examples term loan, bonds etc.

A term loan is a long term credit contract under which a borrower agrees

to make a series of interest and principal payments on specified dates to a lender,
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most of which are amortized which means paid up in equal installment over the
life of the loan

A bond is a security representing long-term promising to pay a certain
sum of money at a certain time with a fixed rate of interest payable to the holder
of the bond. The maturity period is longer than those for term loan. Specific
promises and details of the bond agreement are contain in the bond indenture.
Interest is usually paid annually or semi annually or even quarterly with the
principal only repayable at maturity.

There are different types of bonds, these are
. Mortgage bond
- Debentures
- Subordinated debentures
- Convertible bond
- Income bond

- Collateral trust bond

The financial manager has to decide which method to use in raising the

funds needed.

2.2.2 BUDGETING AND BUDGETARY CONTROL

Budget according to Okoh LE means
a) a statement of estimated income and expenditure

b) a plan for the co-ordination of resources and expenditure



¢)  the amount of money that is available for, required for, or assigned to.

d) A financial and a qualitative statement prepared and approved prior to a
define period of time, or the policy to be pursued during that period for the
purpose of attaining a given objective.’

A budget is simply a financial plan. It is a statement of how funds will be
spent and how they will be acquired for a given period of time say six months, one
year or more.

The budgetary process is a method of improving operations. It is a
continuous effort to specify what should be done to get the job completed in the
best possible ways. It required a set of performance standards or targets that can
be compared to actual results. It is a continuous  monitoring procedure, reviewing
and evaluating performance with reference to the previously established standard.

Budgeting is thus a management tool used for both planning and control.

Budgets performs three basic function:-

L. Indicate the amount of timing of the firms need for future financing.

2.  They provide the basis for taking corrective action in the event that

budgeted figures do not match the actual or realized figure.

3. Provide the basis for performance evaluation.

TYPES OF BUDGET
The three important components of the master budget are:-
1. Operating budgets

ii. Financial budgets
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1ii. Capital budgets

Operating budgets relate to the planning of the activities or operations of
the organization such as production, sales and purchases. Its composes of two part
- a programme or activity budget which specifies the operation or functions to be
performed during the next year and a responsibility ‘i)udget which specifies plans
in terms of individual responsibilities.

The financial budgets are concerned with the financial implications of
the operation budgets, the expected cash inflow and cash outflow, financial
position and the operating results. The important components of financial budgets
are cash budger, proforma balance sheet and income staternent and staterent of
changes in financial position.

A cash budget being the most important. The major objective is to plan for cash in
such a way that the company always maintain sufficient cash balance to meet its
needs and use the idle cash in the most profitable manner.

A cash budget reveals expected cash position of an enterprise while
proforma financial system give information as to the future assets, liabilitics and
income-statement items. The proforma statements are prepared to identify the
anticipated result of the budgeted operations. The analysis of the present and past
financial statements indicates the direction of change in the financial position and
performance of the enterprise.

The causes of the changes in the financial position of an enterprises is
better revealed by the statements of changes in financial position. The statement

shows very clearly the sources and use of the firms financial resources.



Capital budgets involves the planning to acquire worthwhile projects
together with the timing of the estimated cost and cash flows of each project.
Capital budgets are difficult to prepare because estimates of the cash flow over a

long period have to be made which involve a great degree of uncertain.

Advantages of Budgeting

As Peter Drucker puts it “if you fail ic plan, you plan to fail”. The
importance of a good budget in any organization cannot be over emphasized.

The following are some of the advantages of budgeting.

1. Budgeting compels management to plan for the future. The budgeting
process forces management to look ahead and become more effective and
efficient in administering the business operations.

2. Budgeting help to co-ordinate, integrate and balance the efforts of various

departments in the light of the overall objective of the enterprise.

3.  DBudgeting facilities controls by providing definite expectation in the
planning phase that can be used as a frame of reference for judging the
subsequent performance.

4. Budgeting helps to optimize the use of the firms resources — capital and
human, it aid in directing the total efforts of the firm into the most

profitable channels,

b

Budgeting measure efficiency, permits management self-evaluation and

indicates the progress in attaining the enterprise objectives.
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It is important to note that a budget if not properly planned and monitored
to adapt to changes has a negative impact on the smooth running of the
organization.

BUDGETARY CONTROL

Budgetary control is the establishment of predetermined measures of
performance, a comparison of actual and budgeted results so as to disclose any
variation and take corrective measure '°

The budgetary control process involves a number of step
1. Realistic budgets or plans are prepared to provide direction to carry out

business operations.

] Actual performance for each area of responsibility is measured.
3. Actual performance is compared with the budgeted performance to
identity significant deviation
4. As a feed back mechanism, reports are prepared to inform management
about deviations from budgets [plans]
-3 Corrective action is initiated to ensure that performance is in accordance
with budgets [plans].

Action may involve motivating people to implement policies, modifying

certain policies, retraining employees or changing the manufacturing methods.

The budget will have to be revised if the deviation is due to incorrectly set budget.
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2,3 CURRENT ASSET MANAGEMENT

The management of current asset is of vital importance to companies and
this forms a major function of the financial manager. Current asset by accounting
definition are normally converted into cash within one year'' . Current assets
represent more than half of a {firms total asset. The ﬁomponcnts of current asset
are cash and marketable securities, inventories and account receivables. There is
an interrelationship between the various components, cash is disbursed to
replenish or acquire inventories, inventories when sold (credit sales) resuits in
accounts receivables and the collection of accounts recervable increases the cash
balance. The management of cach component must result in optimum level of
each.

There are factors that affect the amount and quantity of current assets.
Some are
i.) Nature and size of business. The bigger the firm the larger the current

assets components

ii.)  Business fluctuation due to macro economic and seasonal variations,

iii.) Firms credit policy. This affects the level of account receivables and cash.
A harsh policy will mean low account receivables and a relaxed would
mean high receivables along with its attendants risks of bad debt and
erosion of value if and when collected.

iv.) Growth and expansion activities. A fast growth calls for higher amount of
cash for investment,

Others include efficiency in operation and changes in price level.
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In general, current assets are called liquid assets but the most liquid is
cash. Their varying degree of liquidity depend upon the ease with which they are
converted to cash, the time necessary for the conversion and the degree of

associated certainty with the conversion ratio or price.

2.3.1 MANAGEMENT OF CASH AND MARKETABLE

SECURITIES.
CASH MANAGEMENT:

Cash management involves managing the monies of a firm in order to

maximize cash availability and earn interest income on any idle funds, 2 of all
the current assets a firm profess to manage, cash is the most liquid. Cash is any
asset that is widely and legally used as an exchange medium " .
It is a bench mark for liquidity in the sense that other current asset transformation
into cash requires time, expense or both. It is needed to acquire inventories,
equipment, pay wages and salaries to workers, taxes to government, interest and
principal to creditors, dividend to stockholders etc.

Cash management involves the effective and efficient control of:-

i) cash inflow and outflow of the firm
ii.)  Cash flow within the firm
iii.)  Cash balance held by the firm at a point in time.

4733 +
MOTIVES FOR HOLDING CASH

Management must provide adequate liquidity for the purpose of running
the organization. However the problem is matching the need to spend money with

w
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its availability over a period of time, how to provide sufficient cash to allow
transaction to be undertaken promptly while at the same time preventing the
accumulation of excess liquidity.*

Firms retain some minimum cash balance to bridge the gap between cash
inflow and outflow. Firms and individuals hold cash for the following reasons.

i) Transactionary motive
ii) Precautionary motive
iii)  Speculative motive

Transactionary Motive — is the need for cash to meet payment arising in
the ordinary course of business such as purchases, labour etc.

Precautionary Motive- relates primary to the predictability of cash inflow
and outflow. If the predictability is high, less cash must be held against an
emergency or any contingency. Another is the ability to borrow additional cash on
short notice when circumstances necessitate, Precautionary balances are buffer
stock of liquid assets, it relates to the maintenance of balances to be used to satisfy
possible but at yet indefinite needs.

The speculative motive relates to holding cash in order to take advantage
of expected changes in security prices. It involves being ready for profit making
opportunities. Holding cash for speculative motive is more common among
individual investors.

Other rcascms for holding cash include:-

i) To enjoy thajL advantage of taking discount. A credit term, for instance of

“2/10 net 30" allows a firm 2% discount if the invoice is paid within the
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first - ten days, with full payments required in 30 days. This means that
since the net amount is due in 30 days, failure to take the discount means
paying extra 2% for using the money for additional 20 days. Thus if one is
to pay 2% for every 20 day period over the year, the cost of not taking

discounts will be calculated thus:-

Cost = discount % X 360

(1- discount %) (Final due date — discount period)
02 x 360
98 20

0.0204 x 18

36.73%

Therefore, it is advantageous to hold adequate cash in order to take trade

discounts. This is because the cost of not taking discount is obviously higher than

the normal cost of capital in most firms.

ii)

iii)

If a firm has sufficient cash at hand it can maintain its credit standing. It
helps the firm maintain its liquidity position. A strong credit standing
enables the firm to purchase goods from trade suppliers on favourable
terms and to maintain its line of credit with bank and other lending
institutions since current and acid test are key items in credit analysis.

Taking advantage of favourable business opportunities that may arise from

time to time.
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TOOLS OF CASH MANAGEMENT

1-

Cash budget:- A cash budget is arrived at through a projection of future

cash receipts and cash disbursement of the firm over various intervals of time, it

reveals the timing and amount of expected cash inflows and outflows over the

period studied. With this information, the financial manager is better able to

determine the future cash needs of the firm, plan for the financing of these need,

and exercise control over the cash and liquidity of the firm.

i)

iii)

A cash budget is amrived at by:;

A good sales forecast and expected income from other source to get the
expected receipt for a given period

Next comes é forecast of cash disbursement both re-current and capital
expenditure

Once we are satisfied that we have taken into account all foreseeabie cash
Inflows and outflows, we combine the cash receipts and cash
disbursement schedule to obtain the net cash inflow or outflow for each
month. The net cash may then be added to beginning cash in January, and
the projected cash position computed month by month for the period under
review. [The beginning cash in January is the cash at hand and bank

balance as at 31st December brought forward].
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Example of a cash budget [vanhorme page 774]
Jan. Feb. Mar. April May June
‘000 ‘000 ‘000 ‘000 ‘000 ‘000
Total cash receipt $335.5 $294.0 $209.5 $250.5 $300.5 $348.5

Total cash disbursement 260.0 360.0 310.0 290.0 285.0 320.0

Net cash flow $755 §(66.0) $(100.5) $(39.5) S$155 8285
Financing 100.0 1755 109.5 9.0 (30.5) (15.0)
Ending cash without

Financing 1755 1095 9.0 (30.5) (150) 135

The cash budget indicates that the firm is expected to have a cash deficit in
April and May. With this the financial manager can plan ahead on how to source
for funds or may decide to cut down on some expenditures.

The other tools of cash management is based on the premise that cash flow
must be accelerated, disbursement slowed and the judicious investment of excess
cash in temporary investment.

2 Synchronization that is the removal of discrepancies between cash inflows
and outflows. If firms could arrange things so that their cash receipt
coincides with the timing of their cash out flow, then they can hold their
transaction balance to the minimum.

: A Speeding collection _of cheques received. Efficient firms go to great

lengths to speed up the processing of incoming cheques by means of
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concentration banking, lock box system, special clearance etc similarly
slowing down the collection period of cheques issued by a firm is used by
efficient firms.

4. Using float- Float is defined as the firm difference between the balance
shown in a firms cheque book and the balance on the banks books. If a
financial manager keeps a tab on this, he could utilize the fund for
investment during the float period to earn a return.

5. Accruals- This is for stretching fund payments in accruals. Increasing the
accruals delays payment.

6. Stretching accounts payable. This should be done with care so as not to add
additional cost.

Another way of managing cash in organization is to ensure that all monies
received is actually accounted for, make sure that all payments is dully authorized
and supported by relevant documents, see that all books/receipts balance
correspond with the physical cash, ensure accurate record keeping of all
transactions and safety of official documents like cheque books, official receipt.

payment vouchers etc.

DETERMINING THE CASH BALANCE

Cash is held primarily for transaction purposes, while the precautionary
and specu.lative.moﬁves are met by holding the portfolios of marketable securities
or by borrowing. Howevcr., some minimum balance may be held as safety stock:

In some businesses, the total transaction balance plus safety stock (i.e
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precautionary balance) make the minimum cash balance. The decision to
determine a firms optimal cash balance is always influenced by a risk retum trade-
off. The liquidity of a firm position becomes weak when the firm experiences
shortage of funds by maintaining a small cash balance. On the other hand, a higher
profitability can be attained by investing excess casﬁ in securities which can be
resold in times of cash shortages. Similarly a firm with excess cash will enhance
its liquidity position at the expense of opportunities to earn interest [if it had
invested the excess funds in securities]. Thus the interest forgone constitute and
opporfunity cost to the firm. As a result of this an optimal cash balance should be
maintained by equating the transaction cost and risk of a small balance with the

opportunity cost of a large cash balance. The optimal cash balance is:-

COST — Minimum Total Cost
AN .
\ Total cost (TC)
Opportunity Cost (OC)
‘Transaction Cost
Nz Optimum Cash Balance
» RC -
x W

2 Under conditions of certainty, one simple model for determining the
optimal average - amount.of transaction cash is the economic-order-quantity
(EOQ) used in inventory management.
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The optimal level of cash is found to be

formular

Where:
C = Optimal level of cash
C/2 = Average cash balance

Fixed cost of a transaction

=+]
I

T = Total demand for cash

1 = Interest charge
C
C
i ¢ J S =

TIME
3 Miller-or Model

It is assumed that cash balance fluctuates randomly and that the demand
for cash is stochastic and unknown in advance. Based on this assumption control

limits are set such that when cash reaches an upper limit, a transfer of cash to
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CASH BALANCE(DOLLARS)

marketable securities is consummated, and when it hits a lower limit a transfer

from marketable securities to cash is effected.

h ' Upper control limit
z .
Return point
0 Lower control point

When the fluctuating line {cash balance} touches the upper limit {h}, portfolio
purchased is made in an amount large enough to restore the cash balance to the
point {z}. Once back at Z, the cash balance line is allowed to wonder and no
further purchase or sales are made until the balance either breaks through the
upper limit {h} or the lower control limit {I}. When the lower limit is reached a
sell of security from portfolio is effected tn an amount that restore the balance to
point z again.

'thcrefore the optimum cash balance depends not only on limits hold z or
on fixed and oﬁportunity cost but also on the degree of likely fluctuation in cash

balance.
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Z= .3/
-V 4

Where b = Fixed cost associated with a security transaction

& = Variance of daily net cash flow

1 = Interest rate per day on marketable securities.

The optimal value of h is simialy 32. These simple arithmetic enable the
calculation of optima levels of cash. Also from experience it is possible to
determine in advance by using the following formula
Average cash balance=Z +h

3
Other methods used in determining the minimum cash balance are:
- Experience based on average expenditure
- Relate to the percent of expenditure

- Average use plus some safety stock. 3

Excess cash in an organization can be utilized in the following ways:-

- Investment in short term obligation

- Appliwﬁon of excess cash to amortize or reduce loans and thereby obtain
interest savi_qg_.

- Extension of loan
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- Investment in a fixed asset that will generate enough income
- To develop new products or buy more stock for sake of variety and

consequent satisfaction of customer needs.

MARKETABLE SECURITIES [MS]

The next liquid component of the current asset component after cash are
marketable securities. Once a firm has determine an optimal cash balance, the
residual of its liquid asset may be invested in marketable securities. The disposal
of marketable securities have attendant transaction cost. However investment in
Ms is rewarding i.e expected return-that the holder of cash has to forgo. Generally,
most Ms mature in one year.

REASONS FOR HOLDING MARKETABLE SECURITIES
- To provide for precautionary motive when outflow outstrip in flow
- As a temporary investment of idle cash

- To meet predictable financial requirement.

TYPES OF MARKETABLE SECURITIES
Many types of Ms exist but they all vary in their level of yield, have

different levels of default risk, marketability; length of maturity, taxability etc.

1.  Treasury Securities- The principal security issued are bills, notes and
bonds with maturity period of 90 days — 180 days. 1 to 10 years, over 10
year respectivgly. Treasury securities are the safest and most marketable

investment
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Repurchase Investments- The repurchase agreement or “ repo” is the
sale of short term security by the dealer to the investor, whereby the dealer
agrees to repurchase the security at a specified future time. The investor
receives a given yield while holding the security. The length of holding
period itself is tailored to the needs of the investor. It can be as little as
“over night” meaning a one day holding period or it may run to several
days, to a week or more.

Bankers Acceptance- Are draft that are accepted by banks and they are
used in financing foreign and domestic trade, the credit worthiness of
bankers acceptance is judged by the bank accepting the draft, not the
drawer. The maturity period is less than 6 months and are of higher
quality.

Commercial Paper- Consist of short term unsecured promissory notes
issued by finance companies and certain industrial concerns. Rates on
commercial paper are somewhat higher than rate on treasury bills. They

are sold on discount basis and maturity ranges from 30-270 days and are

usually sold in large denomination.

Negotiable certificate of deposit — Is a short term investment, the
certificate [CD} is evidence of the deposit of funds at a commercial bank
for a specified period of time and at a specified rate of interest. Maturity

ranges from 30 to 360 days.
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2.3.2 MANAGEMENT OF INVENTORIES

Inventories constitute a substantial part of the total current assets
employed. They are assets that can be converted into cash in a year. Inefficient
inventory management system may lead to over stocking or under stocking
without the expected corresponding increase or decease in demand. The objective
of inventory management are:-
- To maintain a large size of inventory for efficient and smooth production

and sales operation

- To maintain a minimum investment in inventories to maximize

profitability.
Excessive or inadequate inventories are not desirable so the main objective is to
determine and maintain optimum level of inventory investment. Advantages of
inventory are several, the firm can effect economies of production and purchasing
and can fill orders more quickly. The disadvantages are the total cost of holding
the inventory, including storage and handling costs and the required return on

capital tied up in inventory and the danger of obsolescence.

CLASSES OF INVENTORY

There are three main classes of inventory-
- Raw material
- Work-in-progress [W.LP]

- Finished goods.
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Raw materials — These are stocks held mostly by manufacturing industries prior
to their being utilized in the production process, they are held solely for the
purpose of supplying the factory with an uninterrupted flow of materials at all
time. A days delay making the factory idle could mean a loss of profits greater
than the cost of holding stocks equal to several weeks demand. Opportunities may
arise for buying more than is required because of unusually low prices or to take
advantage of seasonal fluctuations. The ability of the firm to buy in excess will
depend on the combined effect of borrowing costs, availability of funds and the
problem of storage.
Work-in-Progress - consist of raw material and bought in component, they are
products which are only half-way-through a manufacturing process. It permits
efficient production scheduling and utilization of resources without which each
stage of production would have to wait for the preceding stage to complete a unit.
Finished goods - Products sold to customers by the firm, it allows the firm
flexibility in its production scheduling and in its marketing. Large inventories also
allow efficient servicing of customer demands. If a product is temporarily out of
stock. present as well as future sales may be lost.
REASONS FOR HOLDING INVENTORIES

Economist have established three motives for holding inventories '®

The transactionary motives to satisfv the expected level of activities of
the firms. |

Precautionary metive is to provide a cushion in case the actual level of

activity is different than anticipated.

39



The speculative motive might entice a firm to purchase a large quantity
of materials than normal in anticipation of making abnormal profits.
COST OF HOLDING INVENTORY

Although inventory management is not the direct operating responsibility
of the financial manager, the investment of funds in inventory is an important
aspect of financial management. So inventories needs to be control effectively and
capital allocated efficiently . The cost of holding inventories include
- Carrying cost
- Ordering cost
- Stock out
Carrying cost - These represents the numerous cost associated with holding
goods in stock. They include interest or cost of money tied up, obsolescence
deteriorating, pilferage costs and insurance charges. These cost are incurred
immediately the item is put into inventory.
Ordering or set up costs - These include cost associated with placing order
And making charges in machine set up for production runs, also involve the cost
of unloading, inspecting and storing the goods. The magnitude of the setup cost is
affected by the size of the other, as a result the per unit setup cost decrease with

increases in the size of order.

Stock-out or shortage cost — These are the cost of running out of stock probably
because of insufficient inventories.Effects of stockout are lost of sales and profits,

lost of market share and goodwill.
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METHODS OF INVENTORY CONTROL

The primary methods of inventory control are the perpetual inventory
system and the periodic inventory system.

The perpetual inventory system provides constantly updated inventory
information particularly for merchandize with high Naira value, resulting in a
need to exercise close control over the number of unit of stock. For each item of
inventory the perpetual systems required a detailed record card and contains
information on the opening balance, purchases and sales and the current balances.
The periodic inventory system accounts for merchandizing by means of physical
counts of goods on hand at the end of each accounting period
TECHNIQUES OF INVENTORY MANAGEMENT

Acquisition of goods precisely when demand for them materialized is
economically unwise, if not physically impossible. So the concern about
inventory management bother on when orders for acquisition should be placed

and the size of order i.e the economic lot size.

1 Economic Order Quantity [EOQ] Technique
This is used to determine the optimal order quantity for a particular item of
Inventory cost and carrying cost.

The bas.ic assumptions of EOQ include:-

- Constant demand rate per unit of time

41



- Deterministic [known with certainty] environment with respect to
demand and cost.

- Insignificant or non-existent lead time between placing an order and
receiving the goods ordered.

- Unlimited cash available for inventory investments.

The EOQ is the order size that will result in the lowest total of ordering and

carrying cost of an item of inventory. By obtaining an EOQ), the firm identifies the

number of unit to order that will result in the lowest total of this two cost.

The two approaches that can be used in determining the EOQ are:-

a) Graphical approach

b) Mathematical approach

The Graphical Approach is where the EOQ is found by plotting order quantity

on the X axis and the cost on the Y axis

COSTS

Ordering cost

"""-—-..__

ORDER SIZE (Q)
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The EOQ occurs at the point of intersection of the ordering cost and carrying
cost. From the figure we see that whereas carrying cost vary directly with the size

of order, ordering cost very inversely with the size of the order.

Mathematical Approach.

This is where the EOQ is arrived at by the use of the following formula:-

EOQ= 280
c

where S = Annual Usage or consumption

O = Ordering cost

C = Carrying cost
The ordering cost and the carrying cost is the cost of maintaining average
inventory

Average inventory=Q
2
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INVENTORY lin units)

TIME

The total cost of inventory is the carrying costs plus the ordering cost or

T =CQ +8S0
2 Q

Example [taken from principles of finance, lecture note by Mal. S Abdullahi]
A firm has forecasted sales of 1,250,000 units of a product in the next 12 months,
each order will cost the firm N10, N20 per units for the products and estimate

that inventory carrying cost are 20%of inventory values. The EOQ is

Ordering cost O =N10
Annual consumption S =N1,250,000

Carrying cost per unit of inventory C = 20% of N20 =4



EOQ = V280
C

V2x1250,000%10
4.
= 2,500 units

2 ORDER POINT : : . |
In replenishing stock an order has to be sent outland the deliveriné date is

at some future time. This time lag in delivery is called the lead time expressed in

number of days. The purpose of the order point is to signal when the inventory
level of an item has reached the point where replem'sh|ment of stock is ;19edcd.

The functions include:-

1. It optimize the two opposing conditions of mil.nimizing investment in
inventories and satisfying demand by reducing the possibility of stoick outs
to an acceptable level. _

| .

2. It provides for the addition of safety stock. The amount of safety stock is

however determined by competitive practice and demands of trades. Here

the important consideration is to weigh the cost of additional inyentory

 against the loss of a sale or customer good will

The formula for order pointis . .. - A - |
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OP =  S[PLI+F___
: f,ﬁ

Where S = Sales or usage

L= Lead time

Q= Unit per demand

F=  Stock out acceptance factor

P=  Production or procurement cycle
3 AVERAGE STOCK LEVEL

It should be noted that some firms add safety stock to their average stock
level to avoid unforeseen contingencies. Such as variation in delivery times due to
bad weather, strikes and so on.. The size of the safety stock will be relatively high
if uncertainties about usage rates and delivery times are great and low if these
factors vary significantly. Furthermore, the size of the safety stock will be larger if

cost of stock out are great. The formula is

= EOQ
2

2.3.3 MANAGEMENT OF ACCOUNT RECEIVABLE

The issue of accounts receivable is as a result of extension of credit sales
to other firms and individuals by the firm. The problem is how to measure the
increase in sales and [profits] and make comparison with the costs and risk
associated with trade credit to determined the amount of gains achieved. This is
because it involves a trade off between the profits on sales that gives rise to

receivable on one hand and the cost of carrying these receivables plus bad debt



losses and credit and collection cost on the other. Th: management of accounts
receivables therefore, largely deals with the management of debtor account. The
level or size of accounts receivables is usually determine by the volume of sales
[credit] as well as the average collection policy which is the length of time an

organization has to wait after making credit sales before receiving actual payment.

FACTORS AFFECTING THE AVERAGE COLLECTION PERIOD
Economic Condition- Is an uncontrollable factor beyond the reach of the
organization to change. In period of economic boom, the level of credit sales may
increase or decrease, decrease because many customers can now afford to pay
cash and thus avoid credit purchases. However, in recession or an extremely tight
monetary period, customers maybe forced to delay payment which will obviously
increase the size of accounts receivables.

Credit standard- This refer to the quality of customers an organization advanced
credit to and the maximum riskiness or acceptable account. Where an organization
makes credit sales to its strongest customers it mean that there would not be bad
debt losses. On the other hand it will probably be loosing sales as well as profits.
As such the organization should aim at optimum credit standard, which is the
credit standard that tries to equate marginal cost of credit and marginal profit on
increase sale. That is aim at a credit standard that will ensure the cost of bad debt
you are trying to avoid equals the amount of sales and profit you will be loosing.
To evaluate credit risk, financial managers have five factors to consider otherwise

called the five Cs Of credit. There are:-
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- Character

- Capacity

- Collateral

- Condition

Character:- refers to the probability that the customer will honour his
obligation. It has to do with the moral standing of the customer.

Capacity:- is concern with the ability of the customer to pay, this is
measured by his past record supplemented by physical observation of the factory
and business methods of the customer.

Capital:-is usually measured by the general financial position of the
customers, determined by financial ratio analysis.

Collateral :- represents the assets the customer offers as a pledge for
security of the credit extended to him. The collateral should be worth the amount
of credit.

Condition:-refers to the impact of the general economy on the customer
or what are the impact of certain special development in the economy on the
customer, like the Structural Adjustment Programme [SAP] and other economic
and monetary policies.

In Nigeria there are 6¢ s which include connection.
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CREDIT TERM:

Credit term: involves both the length of the credit period and the discount given.
A clause or a paragraph in a sales invoice stipulates the maximum credit period
allowable, the size and period of cash discount.3/10 net 30 Means that the
customer will get 3% discount if he pays within 10 days, if he wants the discount
however full payment is expected by the 30th day.

The effect of granting cash discount is to speed up payment by debtors, it
may also attract customers who want to take discount thereby increasing sales.
Cost of trade credit

Where a supplier offers a certain percentage of cash discount and the
customer [debtor] decide to forgo the discount allowed, is there any cost
associated with that action? Although no explicit cost is levied on the debtor, the
firm extending the credit thus incur a cost in the sense that its money are tied up
in the interim instead of it being invested elsewhere and this cost is indirectly

passed to the purchaser in the cost of merchandize. The two side here involve:-

1 Take the cash discounts, pay less and pay earlier

2 .Forgo the cash discount, pay more at the end of the credit period.
However, some people argue that they forgo the discount so that they will
have enough time to recycle the money or invest it.

Also included in the credit term is seasonal dating, during period of slack firm

some times sale to customers without requiring payment for some time.
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COLLECTION POLICY
Collection policy refers to the procedures the firm follows to obtain payment of
overdue accounts. For example, a letter may be sent to such customers, personal
calls and legal action. The collection process can be expensive in terms of both
out of pocket expenditure and lost of goodwill, but at least some firmness is
needed to prevent an undue lengthening in the collection period to minimize
outright losses.
The cost of credit include:-
i. The risk of default and bad debt
ii. Capital tied up in receivables
iii.  Investigation and collection cost
iv.  Enlargement of the credit department and increased clerical expenses
' Opportunity cost of additional inventories.
MONITORING ACCOUNTS RECEIVABLE

Once a firm has established its credit policy, the financial manager must
constantly monitor his or her credit operations to ensure that the policy is being
followed and that satisfactory results are being followed. It involves paying closer,
attention to receivables of a firm from time to time with the aim of identifying
possible collection problems that may arise.
The methods used include period
i The av;arage collection period.
This refers to the number of average days credit sales is outstanding in

receivables. It measures the quality of debtors since it indicates the rapidity or
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slowness of collecting receivables. The shorter the period, the better the quality of
receivables. If the period is longer it indicates the firms receivables are
outstanding for longer period than necessary.
The formula is:-

Receivables x days in year

Annual credit sales
il. Ageing schedule
Here outstanding accounts are classified by vintage and expressed as percentage
of total uncollected balances on the analysis of data. Thereafter, any indicated
collection period can be interpolated to know how much percentage of receivables

falls due

2.4 Management of Current Liabilities

Liabilities are created by borrowing money or purchasing goods and
services on credit. Liabilities if efficiently managed can be a source of short-term
financing for a firm.
Current liability are debts payable within an accounting period. Current assets
are converted into cash to pay current liabilities.
The solvency of a business firm depends upon its ability to meet its obligation
when they are due, measurement of this ability involves among others, the
management of current assets in the light of the firm current liabilities. In other

words, a comparison of the amount of current liabilities with the amount of
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current assets available for paying these debts help in judging a company short-
run debt paying ability.

The component of current liabilities include

- Accounts payable

- Accruals

- Short-term loans etc

ACCOUNT PAYABLE

In ordinary course of events a firm buys its supplies and materials on
credit from other firms recording the debt as trade creditors it is a spontaneous
source of financing in that it arises from ordinary business transaction.

Buying firms must be careful that it is not really paying a hidden financing

cost. In the form of higher product prices than could be obtained elsewhere,
extending credit involves a cost to the selling firm, and this firm may well be
raising its own prices to off set the "free’ credit it extends.
If a firm stretches its payables excessively, so that trade payables are significantly
deligent, its credit rating will suffer. Suppliers will view the firm with
apprehension and may insist on rather strict terms of sales if indeed they sell at all.
ACCRUALS

For accruals, the expenses is incurred or accrued but not paid. The most
common accrual accounts are for wages and taxes. They also represent a
spontaneous source of financing. Services are rendered for wages and salaries, but

employees are not paid and do not expect to be paid until the end or after the end
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of the pay period. Similarly taxes are not expected to be paid until their due date.
Accrual, represent an interest free source of financing.

However, a company in extreme financial difficult can postpone tax, payment for
a short while. It may also postpone payment of wages at the expense of the
employees and morals. Employees may respond with absenteeism or reduced
efficiency or may seek employment elsewhere. A company has to be extremely
careful in postponing wages. If it is as a result of the financial difficuity,
employees must be well-informed and promised immediate payment at some
specified date.

SHORT TERM-LOANS

Loan collected from a commercial bank, individuals or other financial
institutions and yet to be paid form part of the current liabilities of a firm. These
short-term loans from the bank may be secured or unsecured. The loans maybe in
the form of an overdraft, a line of credit or a revolving credit agreement or a
transaction loan. The borrowing firm is expected to honour their obligation as
stipulated in the terms of agreement.

Current liabilities if managed efficiently can be used as a source of short-
term financing. However, failure to meet their obligation as at when due indicates
that the firm may be having same liquidity problems or that the firm is not
managing its current asset well. Another problem maybe that the firm is using
short-term loans to finance long-term projects or investment in fixed asset the

return of which would take a longer period.



A financial manager must be able to balance the current asset components

with its current liabilities.

2.5 INVESTMENT IN FIXED ASSET

The function of a financial manager includes making decision as to capital
investment, that is the allocation of capital to investment proposal whose benefits
are to be realized in futures. Also decision to reallocate capital when an asset no
longer economically justifies the capital committed to it.

Fixed asset consists of such long-lived tangible and intangible assets like
building, plants & Machinery, equipment, furniture, land, trade mark, goodwill
etc. Allocation of funds to fixed assets is a serious matter to a firm because of the
large amounts of fund s committed to these investments. A firm cannot function
without fixed assets and they contribute directly or indirectly to profitability.
Fixed assets involves long-term financing and as such the administration of fixed
assets is usually considered to fall within the realm of capital budgeting '’
Investment proposals are judge by their expected return. However, some capital
investment do not yield return but it facilitates the business operation [example a
new building to house an ultra-sound machine].

Investment proposals or project may take any of the following form.

- New products or expansion of existing products
- Replacement of equipment or building
- Research and developments

- Exploration
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- Others [include miscellaneous items such as the expenditure of funds to
comply with certain health standard or the acquisition of a pollution-
control device.

In carrying out an investment, it is important to note-that some projects are
mutually exclusive, while others are contingent. Two projects are said to be
mutually exclusive where the acceptance of one preclude the acceptance of the
other, that is the two project cannot be jointly undertaken. On the other hand
contingent projects are those whose utility depends on some other, the
acceptance of one necessitate the acceptance of the other. Example the addition of
a large machine may necessitate construction of a new wing to house it.

Another problem occurs where an organization is having more number of
viable and acceptable project than it can finance. The organization is constrain by
fund . Here capital has to be rationed. The organization is required to rank the
projects from the highest to the lowest in the order of priority and profitability. A
cut off point can now be established, those above the cut off point upto the
amount of fund available are accepted while those below are rejected or delay
until the availability of fund.

Another major task of a financial manager is to estimate the future cash
flows for a project. The firm invests cash now in the hope of receiving cash
returns in a greater amount in future. The expected future cash flows from a
project determmes also which project an organization should finance.

The followng methods are used to evaluate the cash flows:-

- Average rate of return
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- Payback period

- Internal rate of return

- Net present value

AVERAGE RATE OF RETURN [ARR]

The ARR represents the ratio of the average annual profit after tax to the
net investment of the project. It is calculated by dividing the average profit after
taxes by the net investment. It should be noted that the cash flow of a project is
made up of the profit after taxes and depreciation. The profit after tax is derived
from the cash flow by determining the depreciation and subtracting it from the
cash flow.

ARR = Average profit after tax

Net Investment.

As a decision rule any projects with ARR that meets the rate of return set
by management should be accepted. For mutually exclusive projects, the one with
the higher ARR should be accepted.

PAYBACK PERIOD. [PBP]

The payback period of an investment is the number of years required to

recover the initial cash investment.

Payback period = Net investment

Annual cash flow
However, where the cash flow from the investment is a mixed stream [ie
fluctuating figures over the life of the project] the pay back period is determined

by adding up the cash flow for the individual years up to the time where the initial






