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Series Outline

Part 1.1: Nature and Scope of Financial Decisions
e 1.1.1 Meaning of financial decisions
e 1.1.2 Types of financial decisions (investment, financing, dividend)
e 1.1.3 Importance of financial decision-making in business
Part 1.2: Overview of Financial Markets
e 1.2.1 Definition and role of financial markets
e 1.2.2 Types of financial markets (money market, capital market)
e 1.2.3 Participants in financial markets
Part 1.3: Link between Financial Decisions and Financial Markets
e 1.3.1 How financial markets influence business decisions
e 1.3.2 Flow of funds between investors and firms
e 1.3.3 Case examples of decision-making in markets
Part 1.4: Ethical and Strategic Considerations in Financial Decisions
e 1.4.1 Ethical issues in financial decision-making
o 1.4.2 Strategic alignment of financial decisions with corporate goals
e 1.4.3 Emerging trends in financial markets

Introduction

In every organisation, decisions about money are among the most critical choices managers
make. Whether it is deciding how much to invest in new equipment, determining the right mix of
debt and equity, or.choosing how to distribute profits, financial decisions shape the future of a
business. These decisions do not occur in isolation, they are influenced by the wider financial
markets where funds are raised, invested, and exchanged. Understanding this foundation is
essential for anyone who wishes to grasp the workings of business finance and its role in
corporate success.

The aim of this Series is to introduce you to the fundamental principles of financial decision-
making and the structure of financial markets. By the end of the Series, you will be equipped
with the knowledge to explain the nature of financial decisions, describe the role of financial
markets, and analyse how both interact to influence business outcomes.

We shall commence this Series by examining the nature and scope of financial decisions,
focusing on their meaning, types, and importance. Next, we will explore the overview of
financial markets, considering their definition, types, and participants. Following that, we will
study the link between financial decisions and financial markets, highlighting how funds flow
between investors and firms. Finally, we will wrap up by discussing ethical and strategic
considerations in financial decisions, including emerging trends that shape modern financial
practice.
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Series Learning Outcomes
Upon completing this Series, you should be able to:

e 2.1 define the meaning of financial decisions and identify their main types,

2.2 explain the importance of financial decision-making in business operations;

e 2.3 describe the role and functions of financial markets in the economy,

e 2.4 distinguish between the major types of financial markets and their participants,
e 2.5 analyse the interaction between financial decisions and financial markets,

e 2.6 evaluate ethical issues that arise in financial decision-making, and

e 2.7 assess how strategic and emerging trends influence financial decisions in modern
business practice.

1.1 Nature and Scope of Financial Decisions

1.1.1 Meaning of financial decisions

A financial decision refers to a choice made by managers or individuals concerning the
allocation and use of money within a business. It involves determining how funds are raised,
invested, and distributed to achieve organisational goals. Financial decisions are central to
business success because they directly affect profitability, liquidity, and long-term sustainability.

When managers decide whether to purchase new machinery, expand into a new market, or
borrow funds, they are making financial decisions. These choices require careful analysis of
costs, benefits, risks, and expected returns.

Fill in the blank: Financial decisions are choices concerning the allocation and use of
within a business.

-
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Figure 1.1 Flow of Financial Decisions in a Business:
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1.1.2 Types of finanecial decisions
There are three major types of financial decisions:

Investment decisions: These involve allocating funds to projects or assets that will generate
future returns. For example, deciding whether to build a new factory or invest in technology.

Financing decisions: These concern how a business raises funds to support its operations and
investments. Options include equity financing (issuing shares) or debt financing (borrowing from
banks).

Dividend decisions: These relate to how profits are distributed to shareholders. Managers must
decide whether to retain earnings for reinvestment or pay them out as dividends.

-
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Fill in the blank: The three major types of financial decisions are investment, , and
dividend decisions.

Table
Table 1.1 Types of financial decisions and their focus
Key Choices for Business Financial Management

Type of Decision il Focus , Examples
|
. Allocating resources | New projects, asset
Investment Decisions to projects and purchases, RdD
assets
Financing Decisions Determing the mix Loans, bonds,
Decisions of debt f debt share issuance
equity
Distributing Dividends,
Dividend Decisions profits to share buyacks,
sharehoders retained earnings

Overall Impact: Resource Allocation, 6‘%}
Capital Structure & Sharahener Returns Nt

1.1.3 Importance’of financial decision-making in business

Financial decisions are important because they determine the direction and stability of a
business. Poor decisions can lead to insolvency, while sound decisions enhance growth and
competitiveness.

Key reasons why financial decision-making is important include:
o Ensuring efficient allocation of resources.
o Balancing risk and return.

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



e Supporting long-term sustainability.
e Enhancing shareholder value.

For instance, if a company invests in a project without evaluating its risks, it may lose money
and weaken its financial position. Conversely, a well-analysed investment can generate profits
and strengthen the business.

Fill in the blank: Sound financial decisions enhance value and support long-term
sustainability.

Box 11 Case example of financial decision-making

Naviating Growth: Debt vs. Equity for ‘InnovateX’

Option 1: Debt Financing Option 2: Equity Financing

* Pros: Retain full ownership, * Pros: No repavements, shared
tax-deductible interest risk a expertise

¢ Cons: Fixed repawsments, interest ¢ Cons: Dilutes ownership, share
costs, collareal reuaial share profits, loss of venture
required of control

After careful consideration, InnoveX InnovaX chose * hybrid approach: a

smbrid apach: a smaler bank loan combined with a mority stake to venture
capisclalt, balaning growth and control.

OER
Overall Impact: Capital Structure, Risk & Future Growth sy
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Pilot questions 1.1
1. Which of the following best defines a financial decision? a) A choice about marketing
strategies b) A choice about the allocation and use of money c¢) A choice about employee
recruitment d) A choice about customer service

2. Which type of financial decision involves determining how profits are distributed to
shareholders? a) Investment decision b) Financing decision c¢) Dividend decision/d)
Strategic decision

3. Which of the following is an example of a financing decision? a) Deciding to purchase
new machinery b) Issuing shares to raise capital ¢) Retaining profits for reinvestment d)
Expanding into a new market

4. Why are financial decisions important in business? a) They determine the colour of
company logos b) They influence profitability and sustainability ¢) They decide
employee dress codes d) They control customer satisfaction directly

5. Fill in the blank: Poor financial decisions can lead to

1.2 Overview of Financial Markets

1.2.1 Definition and role of financial markets

A financial market is a platform, either physical or virtual, where buyers and sellers engage in
the exchange of financial assets such as shares, bonds, and currencies. Its primary role is to
facilitate the flow of funds between those who have surplus capital (investors) and those who
need capital (businesses and governments). Financial markets provide liquidity, meaning they
allow assets to be easily bought-and sold, and they help in price discovery, which is the process
of determining the fair value of assets.

Fill in the blank: A financial market is a platform where and sellers exchange financial
assets.

-
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Figure 1.2 Flow of Funds in Financial
Markets: Connecting Capital to Growth
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1.2.2 Types of finaneial markets
Financial markets can be broadly classified into two categories:

Money market: This market deals with short-term funds and instruments such as treasury bills,
commercial papers, and certificates of deposit. It provides businesses and governments with
quick access to liquidity.

Capital market: This market deals with long-term funds and instruments such as shares and
bonds. It enables businesses to raise funds for expansion and long-term projects.

Fill in the blank: The money market deals with
deals with long-term funds.

-

-term funds, while the capital market

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



Table 1.2 Comparison of money market and capital market
Key Differences in Financial Markets

Feature Money Market Capital Market

Instruments Treasury bills, commercial Stocks, bonds,
papers, certificates of disosit debuentes

Duration Short-term (up of year) Long-term (over of year)

Purpose Shorm borrowing/lending,  Lortom financing,
liquidity management investment, growth

Overall Impact: Liquidity, Financing & Economic Development O=R

summary

1.2.3 Participantsimfinancial markets
Participants in financial markets include individuals, institutions, and governments.

o Investors: Individuals or organisations who provide funds in expectation of returns.
o Businesses: Companies that raise funds to finance operations and investments.
e Governments: Authorities that borrow funds to finance public projects.

o Financial intermediaries: Institutions such as banks, brokers, and investment firms that
facilitate transactions between buyers and sellers.
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Each participant plays a unique role in ensuring that financial markets function effectively. For
example, investors supply capital, businesses utilise it, and intermediaries connect the two sides.

Fill in the blank: Financial intermediaries such as banks and brokers act as between
buyers and sellers in financial markets.

Box 1.2
Key participants in financial markets
Connecting Capital to Opportunity

* Investors: Individuals & institutions with funds (e.g. saverq,
pension funds)

* Busineses: Companes seeking caping capital for
growth (e.g. startups, corporations

e Governments: Borrowers & regulators (e.g. treasury
departments, central banks)

* Financial Interrediaries: Facilitators:
Facilitata's (e.g. (e.g), banks, brokers, exchanges

Overall Impact: Economic Growth,

Liqudity & Wealth Creation @ summa%

Pilot questions 1.2
1. Which of the following best describes the role of financial markets? a) To determine
employee salaries b) To facilitate the flow of funds between investors and businesses c)
To regulate customer service standards d) To design company logos

2. Which market deals with short-term funds and instruments such as treasury bills? a)
Capital market b) Money market ¢) Stock market d) Bond market

-
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3. Which of the following is an example of a capital market instrument? a) Treasury bill b)
Commercial paper c¢) Ordinary shares d) Certificate of deposit

4. Who among the following is considered a financial intermediary? a) A government
agency b) A commercial bank ¢) An individual investor d) A manufacturing company,

5. Fill in the blank: The capital market enables businesses to raise funds for
projects.

1.3 Link Between Financial Decisions and Financial Markets

1.3.1 How financial markets influence business decisions

Financial markets play a crucial role in shaping the choices businesses make. When interest rates
in the money market are high, borrowing becomes expensive, and firms may delay or reduce
investment projects. Conversely, when the capital market is buoyant, companies can issue
shares at favourable prices, making it easier to raise funds for expansion.

In this way, financial markets act as a mirror of economic conditions, guiding managers on
whether to pursue aggressive growth strategies or adopt a more cautious approach.

Fill in the blank: When interest rates are high, borrowing becomes for businesses.

-
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Figure 1.3 Influence of financial markets on business decisions
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1.3.2 Flow'of fundsjbétween investors and firms

The flow of funds refers to the movement of money from investors to businesses through
financial markets. Investors provide capital by purchasing shares, bonds, or other securities.
Firms then use these funds to finance operations, invest in new projects, or expand their
activities.

This flow is not one-directional. Businesses also return funds to investors in the form of
dividends, interest payments, or capital gains. The continuous cycle ensures that both sides
benefit: investors earn returns, and firms gain access to resources.

Fill in the blank: The movement of money from investors to businesses through financial
markets 1s called the flow of

-
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Figure 1.4 Flow of funds
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1.3.3 Case,examples ofddecision-making in markets

Consider a company planning to build a new factory. If the capital market is strong, the company
may issue shares to raise funds. However, if the market is weak, it may rely on bank loans or
delay the project altogether.

Another example is dividend policy. A firm may decide to retain profits for reinvestment if the
market signals that growth opportunities are abundant. On the other hand, if investors demand
immediate returns, the firm may declare higher dividends to maintain investor confidence.

Fill in the blank: A company may issue to raise funds when the capital market is strong.

-
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Box 1.3

Box 1.3 Case examples of financial
decision-making in markets

Real-World Scenarios of Capital Strategy

Case 1: Raising Capital for a Case 2:

a New Factory Dividend Policy Choices

Company X needs $50M for expansion Company Y generated $10M profit

¢ Debt: Bank loan, bonds (interest,  Pay Dividends: Cash to sharehoders
interest, repayment) (happy invetrs (happy investors)

* Equity: Sell shares (share * Retain Earnings: Renvest in growth
ownership, no repayment) (future value)

Decision: Decision:

* Decisior: Balanced mix to mange cost * 50% dividiend payvvun payout, 50%
& control reivestment

Overall Impact: Strategic Growth, Sharaholer Value & Future Sustainability

Pilot questions 1:3
1. Which of the following best explains how financial markets influence business decisions?
a) They determine employee salaries b) They affect borrowing costs and share prices c)
They regulate customer service standards d) They decide company logos

2. What term describes the movement of money from investors to businesses through
financial markets? a) Capital structure b) Flow of funds c) Dividend policy d) Risk
management

3. Which of the following is an example of a firm raising funds when the capital market is
strong? a) Issuing shares b) Borrowing from banks c) Retaining profits d) Cutting costs

rp
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4. Why might a firm declare higher dividends? a) To reduce borrowing costs b) To maintain
investor confidence c¢) To expand into new markets d) To increase employee salaries

5. Fill in the blank: Investors provide capital by purchasing , bonds, or other
securities.

1.4 Ethical and Strategic Considerations in Financial Decisions

1.4.1 Ethical issues in financial decision-making

Ethics refers to the principles of right and wrong that guide behaviour. In financial decision-
making, ethics ensures that choices are fair, transparent, and responsible. For.example, managers
must avoid insider trading, which is the illegal practice of using confidential information to gain
financial advantage. They must also ensure that financial reports are accurate and not misleading.

Ethical lapses can damage a company’s reputation and lead to legal consequences. Therefore,
managers are expected to act with integrity and accountability when making financial decisions.

Fill in the blank: The illegal practice of using confidential information for financial gain is called
trading.

-
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Box 1.4
Examples of ethical issues

in financial decision-making

Uphulding Integrity in Finance

Insider trading: Using non-public information for
personal gain

Mispresientation of financial reports:
Manipulating data to mielsad investors

Unfier dividend policies: Prioriizig of management
over sharahoders

Predatoy lending: Exploting vulnerable borrvers with
high-cost loans

Overall Impact: Trust,
\\V72/

Transparency & Market Fariness

1.4.2 Strategicalignment of financial decisions with corporate goals

Strategic alignment means ensuring that financial decisions support the overall objectives of the
organisation. For instance, if a company’s goal is to expand internationally, its financing
decisions should focus on raising long-term capital to support that expansion. Similarly,
investment decisions should prioritise projects that strengthen global competitiveness.

When financial decisions are aligned with corporate strategy, resources are used effectively, and
the organisation is more likely to achieve sustainable growth.

Fill in the blank: Strategic alignment ensures that financial decisions support the overall
of the organisation.

-
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Figure 1.5 Strategic aligiment of financial
decisions with corporate goals
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1.4.3 Emexging teendsdn financial markets
Emerging trends in financial markets are reshaping how decisions are made. Examples include:

» Digital finance: The use of technology such as mobile banking and online trading
platforms.

e Sustainable finance: Investment decisions that consider environmental, social, and
governance (ESG) factors.

e Globalisation: Increased integration of financial markets across countries, influencing
both risks and opportunities.

Managers must stay informed about these trends to make relevant and forward-looking financial
decisions.

-
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Fill in the blank: Investment decisions that consider environmental, social, and governance
factors are known as finance.

Table 1.3

Emerging trends in financial markets
Shaping the Future of Finance

Trend Focus Examples

Digital Finance Technoloigal innovation in FinTech, Mobile
financial services Banking, Blockchain

Sustainable Investments considring Green Bonds, ESG

environmental, social &

Finance Funds, Impact Investing
governance (ESG) factors

Globalosation Interrnceteness of Cross-border Investments,
financial markets International Trade Finance
globally Global Stock Exchanges

OER

Overall Impact: Innovation, Responsiblity & Intermcectedness
summary

Rilot questions 14
1. Which of the following is considered an ethical issue in financial decision-making? a)
Insider trading b) Strategic planning c) Market expansion d) Product innovation

2. 'What does strategic alignment in financial decisions ensure? a) That decisions support
corporate goals b) That decisions reduce employee turnover c) That decisions improve
customer service d) That decisions increase advertising budgets

-
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3. Which of the following is an example of sustainable finance? a) Investing in
environmentally friendly projects b) Using insider information to trade shares c)
Misrepresenting financial reports d) Ignoring global market changes

4. Fill in the blank: Digital finance involves the use of such as mobile banking and
online trading platforms.

5. Which trend reflects the increased integration of financial markets across countries? a)
Globalisation b) Strategic alignment c) Insider trading d) Dividend policy

Series Summary

This Series has introduced you to the foundations of financial decisions and markets,
highlighting their importance in shaping the success and sustainability of'businesses. We began
by examining the nature and scope of financial decisions, focusing on their meaning, types, and
significance. Then, we explored the overview of financial markets; considering their definition,
types, and participants. Following that, we studied the link between financial decisions and
financial markets, emphasising how funds flow between investors and firms and how market
conditions influence managerial choices. Finally, we discussed ethical and strategic
considerations, including the need for integtity, alignment with corporate goals, and awareness
of emerging trends such as digital and sustainable finance.

By completing this Series, you should now be able to define financial decisions and explain their
importance, describe the role and types of financial markets, analyse the interaction between
financial decisions and markets, and @valuate ethical and strategic issues in financial decision-
making. These abilities directly align with the Series Learning Outcomes (SLOs), equipping you
with the foundational knowledge and skills needed to progress confidently into the subsequent
Series of the course.

Glossary of Terms

o Capital market: A financial market that deals with long-term funds and instruments such
as shares and bonds.

o Dividend decision: A financial decision concerning how profits are distributed to
shareholders, either retained or paid out.

o Ethics: Principles of right and wrong that guide behaviour, ensuring fairness,
transparency, and responsibility in financial decisions.

o Financial decision: A choice concerning the allocation and use of money within a
business, including investment, financing, and dividend decisions.

o Financial intermediary: An institution such as a bank or broker that facilitates
transactions between buyers and sellers in financial markets.

-
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o Financial market: A platform where buyers and sellers exchange financial assets,
enabling the flow of funds between investors and businesses.

o Flow of funds: The movement of money from investors to businesses through financial
markets, and back through dividends or interest.

o Investment decision: A financial decision involving the allocation of funds to projects or
assets expected to generate future returns.

e Money market: A financial market that deals with short-term funds and instruments such
as treasury bills and commercial papers.

o Strategic alignment: Ensuring that financial decisions support the overall objectives and
long-term goals of an organisation.

e Sustainable finance: Investment decisions that consider environmental, social, and
governance (ESQG) factors alongside financial returns.

Concept Check Questions [Series 1]
Objective questions

1. Which of the following is not a type of financial decision? a) Investment decision b)
Financing decision c¢) Dividend decision d) Marketing decision (Linked to SLO 2.1)

2. The money market deals with: a) Long-term funds b) Short-term funds c) Equity shares
d) Bonds (Linked to SLO 2.4)

3. Which of the following participants acts as a financial intermediary? a) A manufacturing
company b) A commercial bank c) An individual investor d) A government agency
(Linked to SLO-2.4)

Short-answer questions

4. Defing financial decision and explain why it is important in business. (Linked to SLO 2.1
and SLO 2.2)

5. Describe the flow of funds between investors and firms in financial markets. (Linked to
SLO 2.5)

6. Identify one ethical issue in financial decision-making and explain its impact on business.
(Linked to SLO 2.6)

Long-answer questions

7. Analyse how financial markets influence business decisions, using examples of interest
rates and share prices. (Linked to SLO 2.3 and SLO 2.5)

-
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o Basic response: Financial markets influence business decisions by affecting borrowing
costs and the ability to raise funds. High interest rates discourage borrowing, while
favourable share prices encourage equity financing.

e Value-added response: In addition to interest rates and share prices, globalisation and
investor sentiment also shape decisions. For example, international capital flows can
affect domestic investment strategies, and market volatility may lead firms to adopt
conservative dividend policies.

8. Evaluate the importance of aligning financial decisions with corporate goals, and discuss
how emerging trends such as sustainable finance affect this alignment. (Linked to SLO 2.7)

o Basic response: Aligning financial decisions with corporate goals ensures resources are
used effectively and supports long-term growth. Emerging trends like sustainable finance
encourage firms to consider environmental and social factors in their strategies.

e Value-added response: Beyond alignment, firms thatintegrate sustainable finance into
their strategies gain competitive advantage, attract socially conscious investors, and
mitigate regulatory risks. This demonstrates how strategic alignment can extend beyond
profit maximisation to broader stakeholder value.

Answers to Concept Check Questions [Series 1]
1. d) Marketing decision
2. b) Short-term funds
3. b) A commercial bank

4. A financial decision.i§ a choice concerning the allocation and use of money in a business.
It is important because it affects profitability, liquidity, and sustainability.

5. Investors provide funds to firms by purchasing securities, and firms return funds through
dividends, interest, or capital gains.

6. Insider trading is an ethical issue. It damages trust, harms investors, and can lead to legal
penalties.

7.. See Basic and Value-added responses above.

8. See Basic and Value-added responses above.

Answers to Pilot Questions [Series 1]

Part1.1
1. b) A choice about the allocation and use of money
2. c¢) Dividend decision

-
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3. b) Issuing shares to raise capital
4. b) They influence profitability and sustainability
5. Insolvency
Part 1.2
1. b) To facilitate the flow of funds between investors and businesses
2. b) Money market
3. ¢) Ordinary shares
4. b) A commercial bank
5. Long-term
Part 1.3
1. b) They affect borrowing costs and share prices
2. b) Flow of funds
3. a) Issuing shares
4. b) To maintain investor confidence
5. Shares
Part 1.4
1. a) Insider trading
2. a) That decisions support corporate goals
3. a) Investing in environmentally friendly projects
4. Technology

5./ a) Globalisation

Series 2: Understanding and Interpreting
Financial Statements

Series Outline

-
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e Part 2.1: Introduction to Financial Statements
e 2.1.1 Meaning and purpose of financial statements
e 2.1.2 Users of financial statements
e 2.1.3 Limitations of financial statements
e Part 2.2: The Balance Sheet
e 2.2.1 Definition and structure of the balance sheet
o 2.2.2 Assets, liabilities, and equity explained
e 2.2.3 Importance of the balance sheet in decision-making
e Part 2.3: The Income Statement
e 2.3.1 Definition and structure of the income statement
e 2.3.2 Revenue, expenses, and profit explained
e 2.3.3 Importance of the income statement in evaluating performance
e Part 2.4: The Cash Flow Statement
e 2.4.1 Definition and structure of the cash flow statement
e 2.4.2 Operating, investing, and financing activities explained
e 2.4.3 Importance of cash flow analysis in business decisions
o Part 2.5: Interpreting Financial Statements for Decision-Making
e 2.5.1 Techniques for interpretation (trend analysis, comparative analysis)
e 2.5.2 Linking financial statements to managerial decisions
e 2.5.3 Case examples of interpretation in practice

Introduction

In the last Series, we explored the foundations of financial decisions and markets, focusing on
how businesses make choices about investment, financing, and dividends, and how these are
influenced by financial markets. Building on that foundation, this Series turns to the essential
tools that managers, investors, and other stakeholders rely on to understand a company’s
financial position: the financial statements. These documents are the language of business,
providing structured information that guides decisions and reflects performance.

The aim of this Series is to equip you with the knowledge and skills to read, explain, and
interpret financial statements effectively. By the end of the Series, you will be able to identify the
components of thebalance sheet, income statement, and cash flow statement, and apply
techniques to interpret them for informed decision-making.

Wesshall commence this Series by introducing the meaning, purpose, and limitations of financial
statements. Next, we will examine the balance sheet, focusing on assets, liabilities, and equity.
Following that, we will study the income statement, highlighting revenue, expenses, and profit.
Afterwards, we will move on to the cash flow statement, considering operating, investing, and
financing activities. Finally, we will wrap up by interpreting financial statements for decision-
making, using techniques such as trend and comparative analysis, supported by case examples.

Series Learning Outcomes
Upon completing this Series, you should be able to:

-
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e 2.1 define the meaning and purpose of financial statements,

o 2.2 explain the different users of financial statements and their information needs,
e 2.3 describe the structure and components of the balance sheet,

e 2.4 explain the significance of assets, liabilities, and equity in financial reporting,
e 2.5 describe the structure and components of the income statement,

e 2.6 explain how revenue, expenses, and profit are reported and interpreted,

e 2.7 describe the structure and components of the cash flow statement,

e 2.8 explain the classification of cash flows into operating, investing, and financing
activities,

e 2.9 apply techniques such as trend and comparative analysis to interpret financial
statements, and

e 2.10 evaluate how financial statements inform.managerial decision-making in practice.

2.1 Introduction to Financial Statements

2.1.1 Meaning and purpose of financial statements

Financial statements are formal records that summarise the financial activities and position of a
business. They provide structured information about assets, liabilities, revenues, expenses, and
cash flows. Their purpose is to communicate the financial health of an organisation to
stakeholders such as managers, investors, creditors, and regulators.

Financial statements serve as the language of business, enabling comparisons across time and
between organisations. They are essential for decision-making, as they provide evidence of
performance and accountability.

Fill in the blank: Financial statements are formal records that summarise the activities
and position of a-business.

-
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Figure 2.1 Overview of Statements
Translating Data into Strategic Business Intelligence

Figure 2.1 Overview of Financial Statements: Translating

Data into Strategicl Int emince

Balance Sheet Income Statement \ ~ Cash Flow Statement |

« Operating Activities
* Revenue & COGS * Investing Activities
« Expenses » Financing Activities

« Profitability o &

¥

* Assets & Liabilities
* Equity
« Financial Position @

Inform Investment Assess Performance

Business
Decision-Making

ey

Inform Investment Evaluate Liquidity

OER

diagram

Overall Impact: Informed Strategy, Resource Allocation & Financial Health @

2.1.2 Users of financiallstatements
Users of financial statements include both internal and external stakeholders.

o Managers: Use financial statements to plan, control, and evaluate operations.
» Investors: Assess profitability and potential returns before committing funds.
e - Creditors: Evaluate the ability of a business to repay loans.

e Regulators: Ensure compliance with laws and standards.

Each user interprets financial statements differently, depending on their objectives. For example,
investors focus on profitability, while creditors emphasise liquidity and solvency.

-
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Fill in the blank: Creditors use financial statements to evaluate a business’s ability to repay

Box 2.1
Key users of
financial statements

Connecting Information to Stakebker Needs

Managers: For internal decision-making, performance
evaluation

Investors: For assessing proffabblity and growth potential

Crediors: For evaluating creditwrothess and repayment
capacity

Regulators: For ensuring compliance and market
market transparancy

AN
Overall Impact: Transparency, Accoutability & Strategic Direction

summary

2.2:3 Limitations of financial statements
Although financial statements are valuable, they have limitations.

o . Historical nature: They record past transactions and may not reflect current market
conditions.

e Non-financial information: They exclude qualitative factors such as employee morale or
customer satisfaction.

-
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e Accounting policies: Different methods of valuation (e.g., depreciation) can affect
comparability.

o Potential bias: Managers may present information in ways that favour the organisation.

Therefore, while financial statements are useful, they should be interpreted with caution and
supplemented with other information.

Fill in the blank: Financial statements are limited because they record transactions and
may not reflect current conditions.

Table 2.1
Limitations of financial statements

Key Challenges in Financial Reporting

Limitation Description Example
Historical Nature Based on past data, may not Old asset values,
reflect future performance oudcated trends
Non-Financial Excludes crucial non-monteary ~ Employee morale, brand
Information factors repustation, innovation
Accounting Policies Varying methods can distrot Depresation methods,
distrot comparisons inventory valuation
Management Bias Agrjessive revenue recongition,  Aggresive, concealed
judgments losses

Overall Impact: Incomplete Picture, Potential Milsieding OER

Information & Need for Critical Analysis @
summary

Pilot questions 2.1

-
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1. Which of the following best defines financial statements? a) Informal notes about
company activities b) Formal records summarising financial activities and position c)
Marketing reports for customers d) Employee performance reviews

2. Who among the following uses financial statements to assess profitability before
investing? a) Managers b) Creditors ¢) Investors d) Regulators

3. Which of the following is a limitation of financial statements? a) They provide®vidence
of performance b) They exclude non-financial information c¢) They help managers plan
operations d) They enable comparisons across organisations

4. Fill in the blank: Regulators use financial statements to ensure with laws and
standards.

5. Which of the following is not a user of financial statements? a) Managers b) Investors c)
Customers d) Creditors

2.2 The Balance Sheet

2.2.1 Definition and structure of the balafiee sheét

A balance sheet is a financial statement that shows the financial position of a business at a
specific point in time. It provides a snapshot of what the company owns (assets), what it owes
(liabilities), and the residual interest belonging to shareholders (equity). The balance sheet is
structured into two sides: assets on oneside, and liabilities plus equity on the other. By design,
both sides must balance, hence the name.

Fill in the blank: A balance sheet shows the financial of a business at a specific point in
time.

-
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Figure 2.2 Structure of a Balance Sheet
The Fundamental Accounting Equation

Assets Liabiities + Equity

* Current Assets * Liabrities
(Cash, Inventory, (Current Liabilities,
Recevaibles) Long-Term Debt)

¢ Non-Current Asses
(Property, Plant, of
Equipment)

* Equity
(Share Capital,

Assets = Retained Earnings)
- Liabilities + Equity

Overall Impact: Financial Position, Solveny & Equity Valuation

2.2.2 Assetspliabilitie€s, and equity explained

Assets are resources owned by a business that are expected to provide future economic benefits,
such as cash, inventory, and property. Liabilities are obligations the business must settle in the
future, such as loans, accounts payable, or accrued expenses. Equity represents the owners’
claim on the business after liabilities are deducted from assets. It includes items such as share
capital and retained earnings.

The relationship between these three elements is expressed in the accounting equation: Assets =
Liabilities + Equity

Fill in the blank: The accounting equation states that Assets = + Equity.

-
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Table 2.2 Examples of assets, liabilities, and
equity
Key Components of the Balance Sheet

- Type Description Specific Examples
A ssets Resources owned Cash, Accounts Cash, Acounts Receritable,
by the company Receritable, Inventory, | Inveerty, Plant & Equipmery
that have future Equipment (PP°E) (PP°E)
economic value
Accounits of Obligations of the Accounts Payable,
Liabilities ce company to third Salaries Payable,
third parties; Short-term Loans,
debts owed -Lorgtm Debt
(Bonds)
Equity The owners’ claim | Share Capital Share Capital, Retained
on the assets after | the ats after deducting | Earnings, Addiional Paid-|n
liabilities; residual | residual interest Capital
interest

Overall Impact: Financial Health, Owanship Structure &

Future Oblgations

2.2.3 Importanceofithe balance sheet in decision-making

The balance sheet is important because it helps managers, investors, and creditors assess the

financial stability of a business. It shows liquidity, solvency, and capital structure, which are

critical for evaluating whether a company can meet its obligations and finance future growth.

For example, a company with high debt compared to equity may be considered risky, while one
with strong asset reserves may be seen as financially stable. The balance sheet therefore guides
decisions about lending, investing, and strategic planning.

Fill in the blank: A company with high debt compared to equity may be considered

-
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Box 2.2

Box 2.2 Importance of the balance
sheet in decision-making

Key Insights for Strategic Financial Management

i\\

 Liquidity: Assesses short-torm ability to meet
obligations by comparing current assets and liabilities.

» Solveny: Evaluates the-lorrm financial stability and
debt-debt-paying ability using debt-to-
equity ratios.

« Capital Structure: Shows te mix of debt & equity
financing, guiding future funding decisions.

Overall Impact: Financial Health, Risk Management &
Future Strategy A

Pilot questions 2.2
1. Which of the following best defines a balance sheet? a) A statement showing revenues
and expenses b) A statement showing cash inflows and outflows c¢) A statement showing
assets, liabilities, and equity at a point in time d) A statement showing dividend
distribution

2. Which of the following is an example of an asset? a) Accounts payable b) Retained
earnings c¢) Inventory d) Bank loan

3. Which of the following expresses the accounting equation? a) Assets = Liabilities —
Equity b) Assets = Liabilities + Equity c) Assets = Equity — Liabilities d) Assets =
Liabilities + Equity

-
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4. Why is the balance sheet important in decision-making? a) It shows profitability trends b)
It shows liquidity, solvency, and capital structure c¢) It records historical transactions only
d) It measures customer satisfaction

5. Fill in the blank: Equity represents the owners’ claim on the business after are
deducted from assets.

2.3 The Income Statement

2.3.1 Definition and structure of the income statement

An income statement is a financial document that summarises a company’s revenues, expenses,
and profit over a specific period of time. Unlike the balance sheet, which shows a snapshot at a
point in time, the income statement reflects performance across a duration, such as a month,
quarter, or year. Its structure typically begins with revenues, deducts expenses; and ends with net
profit or loss.

Fill in the blank: An income statement summarises revenues, expenses, and over a
specific period of time.

L]
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Figure 2.3 Structure of an Income Statement

Reporting a Company’s Financial Performance

Revenues

« Sales Revenue
« Service Revenue

oy

Cost of Gods Sold (COGS)

« Direct Materials

Gross Profit

Operating Expenses ° galaries

ent

« Utilities
Operating Profit (EBIT)

Interest Expenses l

Net Profit (or Loss)

OER
Overall Impact: Profitability, Efficiency & Business Health @

2.3. 2 Revenue)expenses, and profit explained

Revenue refers to the total income earned by a business from its operations, such as sales of
goods or services. Expenses are the costs incurred in generating revenue, including wages, rent,
and utilities. Profit is the difference between revenue and expenses, representing the financial
gain achieved during the period.

The income statement highlights whether a business is profitable or not, making it a key tool for
evaluating performance.

Fill in the blank: Profit is the difference between revenue and

-
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Table 2.3
Examples of revenue, expenses, and profit items
Key Components of the Income Statement

Account Type Description  Specific Examples

Revenue Income from normal business Sales Revenue, Service Income,
activities Interest Income

Expenses Costs incurred to Wages & Salaries, Rent & Utllities,
generate revenue Cost of Gods Sold (COGS)

Profit The residial amount after deducting Gross Profit, ~Operating Profit,
all expenses from revenue Net Income

Overall Impact: Financial Performance, Efficiency & Business Health

2.3.3 Impertance of the income statement in evaluating performance

The income statement s important because it shows how effectively a business generates profit
from its operations. Managers use it to identify areas of strength and weakness, investors use it to
assess profitability, and creditors use it to evaluate repayment capacity.

For example, a company with rising revenues but also rising expenses may need to control costs
to improve profitability. Conversely, consistent profits signal stability and growth potential.

Fill in the blank: The income statement is important because it shows how effectively a business
generates

-
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Box 2.3

Importance of the income statement
in evaluating performance

Key Insights into Business Profitability

-
( * Managers: For internal decision-making, performance tracking
operational efficiency.

* Investors: For assessing profabbiity, growth potential &
return on investment.

* Credtors: For assessing debt-servcing capurn on investment.

* Crediors: For evaluating debtservcing capacity & financial health

before lending.
_ W,

Overall Impact: Financial Performance, OER
Operatioial & Stakeoker Confidence summary

Pilot questionsi2.3
1.. Which of the following best defines an income statement? a) A statement showing assets
and liabilities b) A statement summarising revenues, expenses, and profit over a period c)
A statement showing cash inflows and outflows d) A statement showing dividend
distribution

2. . Which of the following is an example of revenue? a) Wages b) Rent c¢) Sales income d)
Utilities

3. Which of the following is an example of an expense? a) Service income b) Net profit c)
Rent d) Share capital

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



4. Why is the income statement important in evaluating performance? a) It shows liquidity
and solvency b) It shows profitability trends and operational efficiency c) It records
historical transactions only d) It measures customer satisfaction

5. Fill in the blank: Profit is the difference between revenue and

2.4 The Cash Flow Statement

2.4.1 Definition and structure of the cash flow statement

A cash flow statement is a financial report that shows the movement of cash into and out of a
business during a specific period. Unlike the income statement, which records revenues and
expenses, the cash flow statement focuses only on actual cash transactions. Its structure is
divided into three sections: operating activities, investing activities, and financing activities.

Fill in the blank: A cash flow statement shows the movement of into and out of a
business.

-
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Figure 2.4 Structure of a

Cash Flow Statement
Analyzing the Movement of Cash

[Cash Flow Statementj
'y A
=)

Operating Investing Activities Financing

Activities Ea ot Activities
« Cash Inflows: Sales, Collections * Cash Inflows: Sale of + Cash Inflows: Borewing,
from Customers Assets, Investments Boving, Issuing Stock
* Cash Outflows: Wages, Rent, » Cash Inflows: Purchase of * Cash Inflows: Loan Repayments,
Supplies, Taxes Assets, Investments Dividends

—@I@—

( Net Increase/Decrease in ]

Cash

[Beginning Cash Balancew = [ Ending Cash Balance}

Overall Impact: Liquidity Analysis, @ER

Solveny & Financial Health diagram

2.4.2 Operating, investing, and financing activities explained

Operating activities are cash flows from the core business operations, such as receipts from
sales and payments for wages or supplies. Investing activities are cash flows related to the
purchase or sale of long-term assets, such as property, equipment, or investments. Financing
activities are cash flows from transactions with owners and creditors, such as issuing shares,
borrowing loans, or paying dividends.

Together, these categories provide a complete picture of how a business generates and uses cash.

Fill in the blank: Cash flows from issuing shares or paying dividends are classified as
activities.

-
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Table 2.4 Examples of operating,
investing, and financing activities

Categorizing Cash Flow Movements

Activity Type Cash Inflows Cash Outsfows
Sales to customers, Wages & salaries, Purchase of PPPE,
Collection from accounts | Rent & utiities, Equiipments
recesvable Income taxes

Sale of property, plant, | Purchase of inventory | Purchase PPPE,

(PP’E) investments investments
Issuance of new stock, Purchase of PPPEPeple | Repayment of loans,
Borrowing, londs) bonds) | Payment of loans,

" Payment of dividends

|
Financing Activitities Redemption of stock

Overall Impact: Liquidity Management, Strategic

Growth & Capital Structure

2.4.3 Importanceoficash flow analysis in business decisions

Cash flow analysis is important because it reveals whether a business can generate enough cash
to sustain operations, invest in growth, and meet financial obligations. Even profitable
companies can face difficulties if they lack sufficient cash to pay bills or service debts.

Managers use cash flow analysis to plan for liquidity, investors use it to assess financial health,
and creditors use it to evaluate repayment capacity. A strong cash flow position signals stability,
while weak cash flows may indicate potential risks.

Fill in the blank: Even profitable companies can face difficulties if they lack sufficient to
pay bills or debts.

-
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Box 2.4 Importance of cash flow
analysis in business decisions

Key Insights into Business
Liquidity & Stability

(. Managers: For daily liqudity management, )
operational health, and planning future
investments.

* Investors: For assessing a company’s abiity
sabiity of generate cash, fund growth, and

pay dividneds.
* Crediors: For evaluting debt-repavment capacity and
\_ finaincal solventy. J

Overall Impact: Liquiity Management,

Operational Health & Financial Stability

Pilot questions 24
1. Which of the following best defines a cash flow statement? a) A statement showing
revenues and expenses b) A statement showing assets and liabilities ¢) A statement
showing cash inflows and outflows during a period d) A statement showing dividend
distribution

2. 'Which of the following is an example of operating activity? a) Purchase of equipment b)
Payment of wages c) Issuing shares d) Paying dividends

3. Which of the following is an example of investing activity? a) Borrowing a loan b)
Selling property c) Paying rent d) Declaring dividends

-
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4. Which of the following is an example of financing activity? a) Cash received from sales
b) Purchase of machinery c) Issuing shares d) Payment for supplies

5. Fill in the blank: Cash flow analysis is important because it reveals whether a business
can generate enough to sustain operations.

2.5 Interpreting Financial Statements for Decision-Making

2.5.1 Techniques for interpretation (trend analysis, comparative analysis)

Interpreting financial statements involves applying techniques that help reveal patterns and
insights beyond the raw numbers. Trend analysis examines financial data across multiple
periods to identify growth, decline, or stability. For example, tracking revenue over five years
can show whether a company is expanding or contracting. Comparative analysis involves
comparing financial statements of different companies or different periods to highlight strengths
and weaknesses.

These techniques allow managers, investors, and creditors to make informed decisions based on
evidence rather than assumptions.

Fill in the blank: Trend analysis examines financial data across multiple to identify
growth or decline.

-
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Figure 2.5 Trend analysis of financial

performance
Visualizing Performance Over Time
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Overall Impact: Performance Insights,
Strategic Planning & Future Projections

2.5.2 Linking finaneial statements to managerial decisions

Financial statements are not just records; they are tools for decision-making. Managers use the
balance sheet to assess solvency, the income statement to evaluate profitability, and the cash
flow statement to plan liquidity. Together, these statements provide a comprehensive view of the
business, guiding decisions such as whether to expand, invest, borrow, or distribute dividends.

Forexample, if the cash flow statement shows weak operating cash flows, managers may delay
expansion plans until liquidity improves.

Fill in the blank: Managers use the balance sheet to assess , the income statement to
evaluate profitability, and the cash flow statement to plan liquidity.

-
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Box 2.5 Linking financial statements to
managerial decisions

Translating Financial Data into Actiontaible Strategy

» Balance Sheet: Informs decisions on liquidity, solveny, asset
management, and iatstructure. Helps manages duany's financial health
capacity for growth.

* Income Statement: Supports decisons ond, courtromal baralysis.

* Income Statement: Supports decisions on pricing, cost control,
operational efficiency and protoility analysis. Guides managers. Guide
manaagers in optimize revenue generration on and managing for
expenses.

» Cash Flow Statement: Essential for decisons o short-shorm cash
management investment in new projects, and financing activities.
Provides insight into the company ints company ablity of generate and
us use cash.

Overall Impact: Strategic Planning, Resource

Allocation & Business Intelligence

2.5.3 Case‘examplésiofinterpretation in practice

Consider a company whose income statement shows rising revenues but declining profits. This
may indicate that expenses are increasing faster than sales, prompting managers to control costs.
Another case might involve a balance sheet showing high liabilities compared to equity,
signalling financial risk and influencing creditors’ lending decisions.

These examples demonstrate how interpretation transforms financial statements from static
reports into dynamic tools for guiding action.

Fill in the blank: Rising revenues but declining profits may indicate that are increasing
faster than sales.

-
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Table 2.5 Case examples of intepreting financial statements
Real-World Scenarios & Finansion Insights

Case Example Financial Observation Financial Observation Interpetation & Decision Impact
Over the last thrie years: Issue: Rising Cost Goos of Decision:
P Revenues +3O°/Z annually, | Goods Sold or Opgrat‘n Assue: Analyze cost structure, net
Tech Starfun but !\let Prit-15% annually. Expgnses terms, improve negotiate supplier terms, improve
me't. aoffy. Gross . | Dciaing. efficiency, or revsst pricing
Margin Margin declining. strategy
Balance Sheet shows Issue: High Financial Risk, Decision:
Total Liabiiities = $M, | Potential Solveny Concerns. | Develop debt reduction plan,
Company Bj Total Equity = $1M. Debt-to-Equity Ratio = 5:1. seek equity financing, assess
Manufacturmg assess abiity t meet debt obligtions,
Firm or restucture debt

Overall Impact: Actionable Insights, Risk Management & Strategic Financial
Decisions ot

summary

Pilot questions 2:5
1. Which of the following best defines trend analysis? a) Comparing financial statements of
different companies b) Examining financial data across multiple periods ¢) Recording
historical transactions d) Measuring customer satisfaction

2. Which of the following best defines comparative analysis? a) Comparing financial
statements across companies or periods b) Tracking revenues over time c) Recording
cash inflows and outflows d) Measuring employee morale

3. How do managers use financial statements in decision-making? a) To design company
logos b) To assess solvency, profitability, and liquidity c) To measure customer
satisfaction d) To record historical events
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4. Fill in the blank: Rising revenues but declining profits may indicate that are
increasing faster than sales.

5. Which of the following is a case where creditors may hesitate to lend? a) High liabilities
compared to equity b) Strong operating cash flows c) Consistent profits d) Rising
revenues with controlled expenses

Series Summary

This Series has guided you through the essential aspects of financial statements, showing how
they serve as the language of business and a foundation for decision-making. We began with an
introduction to financial statements, their purpose, users, and limitations. Then we examined the
balance sheet, focusing on assets, liabilities, and equity. Following that, we studied the income
statement, highlighting revenues, expenses, and profit. Afterwards, we explored the cash flow
statement, considering operating, investing, and financing activities. Finally, we concluded with
techniques for interpreting financial statements, linking them to managerial decisions, and
reviewing case examples.

By completing this Series, you should now be able to define and explain the purpose of financial
statements, describe the structure and components of the balance sheet, income statement, and
cash flow statement, and apply interpretation techniques such as trend and comparative analysis.
These abilities align directly with the Series Learning Outcomes (SLOs), equipping you to
evaluate financial information and make informed business decisions.

Glossary of Terms

o Assets: Resources owned by a business that are expected to provide future economic
benefits.

o Balance sheet: A financial statement showing assets, liabilities, and equity at a specific
point in time.

o Cash flow statement: A financial report showing cash inflows and outflows during a
specific period, divided into operating, investing, and financing activities.

o Comparative analysis: A technique that compares financial statements across companies
or periods to highlight strengths and weaknesses.

e Equity: The owners’ claim on the business after liabilities are deducted from assets.
o Expenses: Costs incurred in generating revenue, such as wages, rent, and utilities.

o Financial statements: Formal records summarising the financial activities and position
of a business.

-
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o Financing activities: Cash flows from transactions with owners and creditors, such as
issuing shares or paying dividends.

o Income statement: A financial statement summarising revenues, expenses, and profit
over a specific period.

o Investing activities: Cash flows related to the purchase or sale of long-term assets such
as property or equipment.

o Liabilities: Obligations a business must settle in the future, such as loans ot accounts
payable.

e Operating activities: Cash flows from core business operations, such as receipts from
sales and payments for wages.

o Profit: The difference between revenue and expenses, representing financial gain during
a period.

e Revenue: Total income earned by a business from its operations.

o Trend analysis: A technique that examines financial data across multiple periods to
identify growth, decline, or stability:

Concept Check Questions [Series 2]
Objective questions

1. Which of the following best defines a balance sheet? a) A statement showing revenues
and expenses b) A statement showing assets, liabilities, and equity at a point in time c¢) A
statement showing cash inflows and outflows d) A statement showing dividend
distribution (Linked to SLO 2.3)

2. The income statement summarises: a) Assets and liabilities b) Revenues, expenses, and
profit/over a period ¢) Cash inflows and outflows d) Dividend distribution (Linked to
SLO 2.5)

3., Which of the following is an example of financing activity in the cash flow statement? a)
Payment of wages b) Purchase of equipment c) Issuing shares d) Selling property (Linked
to SLO 2.8)

Short-answer questions

4. Define financial statements and explain their purpose. (Linked to SLO 2.1)

5. Identify two users of financial statements and describe their information needs. (Linked
to SLO 2.2)

6. Explain one limitation of financial statements. (Linked to SLO 2.1)

-
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Long-answer questions

7. Analyse the importance of the balance sheet in decision-making, using examples of
liquidity and solvency. (Linked to SLO 2.4)

o Basic response: The balance sheet is important because it shows assets, liabilities, and
equity, helping managers and creditors assess liquidity and solvency. For example, high
current assets indicate strong liquidity.

e Value-added response: Beyond liquidity and solvency, the balance sheet-also reveals
capital structure, risk exposure, and long-term sustainability. Analysts may use ratios
such as debt-to-equity to evaluate financial risk and guide strategic decisions.

8. Evaluate how trend and comparative analysis can be applied to interpret financial
statements for managerial decisions. (Linked to SLO 2.9)

o Basic response: Trend analysis tracks financial data across periods to identify growth or
decline, while comparative analysis compares performance across companies or periods.
These techniques help managers make informed decisions.

e Value-added response: Advanced interpretation may involve combining trend and
comparative analysis with ratio analysis, benchmarking, and industry comparisons. This
provides deeper insights into efficiency, profitability, and competitiveness, supporting
strategic planning.

Answers to Concept Check Questions [Series 2]
1. b) A statement showing assets, liabilities, and equity at a point in time
2. b) Revenues, expenses, and profit over a period
3. c¢) Issuing shares

4. Financial statements are formal records summarising the financial activities and position
of a business. Their purpose is to communicate financial health to stakeholders.

5. Managers use financial statements to plan and evaluate operations, while investors use
them to assess profitability before investing.

6. One limitation is that financial statements are historical in nature and may not reflect
current conditions.

7. See Basic and Value-added responses above.

8. See Basic and Value-added responses above.

Answers to Pilot Questions [Series 2]
Part 2.1

-
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1. b) Formal records summarising financial activities and position
2. c¢) Investors
3. b) They exclude non-financial information
4. Compliance
5. c¢) Customers
Part 2.2
1. c¢) A statement showing assets, liabilities, and equity at a point in time
2. c¢) Inventory
3. b) Assets = Liabilities + Equity
4. b) It shows liquidity, solvency, and capital structure
5. Liabilities
Part 2.3
1. b) A statement summarising revenues, expenses, and profit over a period
2. c¢) Sales income
3. c¢)Rent
4. D) It shows profitability trends and operational efficiency
5. Expenses
Part 2.4
1. c¢) A statement showing cash inflows and outflows during a period
2. b) Payment of wages
3./ b) Selling property
4.  ¢) Issuing shares
5.. Cash
Part 2.5
1. b) Examining financial data across multiple periods
2. a) Comparing financial statements across companies or periods
3. b) To assess solvency, profitability, and liquidity
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4. Expenses

5. a) High liabilities compared to equity

Series 3: Financial Analysis and Ratio Evaluation

Part 3.1 Introduction to Financial Analysis

e 3.1.1 Meaning and purpose of financial analysis
e 3.1.2 Users of financial analysis
e 3.1.3 Limitations of financial analysis

Part 3.2 Understanding Financial Ratios

e 3.2.1 Definition and role of financial ratios
e 3.2.2 Categories of financial ratios
e 3.2.3 Importance of ratio evaluation in business decisions

Part 3.3 Liquidity and Solvency Ratios

e 3.3.1 Current ratio and quick ratio explained
e 3.3.2 Debt-to-equity ratio and interest coverage ratio
e 3.3.3 Significance of liquidity and solvency ratios for creditors and managers

Part 3.4 Profitability and Efficiency Ratios

e 3.4.1 Gross profit margin and net profit margin
e 3.4.2 Return on assets (ROA) and return on equity (ROE)
e 3.4.3 Inventory turnover and receivables turnover

Part 3.5 Applying Ratio Analysis in Decision-Making
e 3.5.1 Techniques for interpreting ratios (trend, cross-sectional, benchmarking)

e 3.5.2 Linking ratio analysis to managerial and investment decisions
e 3.5.3 Case examples of ratio evaluation in practice
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Introduction

In the last Series, we explored how financial statements provide a structured view of a
company’s performance and position. While those statements are essential, they often require
deeper analysis to reveal meaningful insights. This is where financial analysis and ratio
evaluation become important. Ratios transform raw figures into indicators of liquidity,
profitability, efficiency, and solvency, helping managers, investors, and creditors make sound
decisions.

The aim of this Series is to equip you with the knowledge and skills to calculate; interpret, and
apply financial ratios in evaluating business performance. By the end, you will be able to use
ratio analysis as a practical tool for decision-making and strategic planning:

We shall commence this Series by introducing the meaning, purpose, and limitations of financial
analysis. Next, we will focus on financial ratios, their categories, and their rele in business
decisions. Following that, we will examine liquidity and solvency ratios, before moving on to
profitability and efficiency ratios. Finally, we will wrap up by applying ratio analysis in decision-
making, using techniques such as trend analysis, benchmarking, and case examples to bring the
Series to a close.

Series Learning Outcomes
Upon completing this Series, you should be able to:
e 3.1 define the meaning and purpose of financial analysis,
e 3.2 explain the limitations of financial analysis,
e 3.3 define financial ratios and explain their role in business decisions,
e 3.4 describe the categories of financial ratios,
e 3.5 calculate and interpret liquidity ratios such as the current ratio and quick ratio,

e 3.6 calculate and interpret solvency ratios such as the debt-to-equity ratio and interest
coverage tatio,

e 3.7 calculate and interpret profitability ratios such as gross profit margin, net profit
margin, ROA, and ROE,

o 3.8 calculate and interpret efficiency ratios such as inventory turnover and receivables
turnover,

e 3.9 apply techniques such as trend analysis, cross-sectional analysis, and benchmarking
to ratio evaluation, and

e 3.10 evaluate how ratio analysis informs managerial and investment decisions through
case examples.
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3.1 Introduction to Financial Analysis
3.1.1 Meaning and purpose of financial analysis

Financial analysis is the process of examining financial information to assess the performance,
stability, and prospects of a business. It involves interpreting figures from financial statements to
identify strengths, weaknesses, opportunities, and risks. The purpose of financial analysis is.to
provide insights that guide decision-making for managers, investors, creditors, and other
stakeholders.

For example, by analysing profitability trends, managers can decide whether to expand
operations, while creditors can determine whether to extend loans.

Fill in the blank: Financial analysis is the process of examining information to assess
performance and stability.

-
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Figure 3.1 Financial analysis process

Translating Data into Strategic Action

FiancialiStatomarits Financial Analysis Informed Decision-Making
3 Process v .
KA ‘ * Oparational, Investment,
« Balance Sheet %} « Ratio Analysis Managers s e & Financing Decisions
* Income Statement « Trend Analyeis »
* Cash Flow Statement ~ @&f « Comparaiive Analysis Creditors | Buy/Sell/Hold Stock ZZ@
_ Approve/Reject Loans g

Overall Impact: Strategic Planning, Resource Allocation & Value Creation diagram

3.1.2 Users of financial analysis
Users of financial analysis include both internal and external stakeholders.
o Managers: Use analysis to plan, control, and evaluate operations.
o Investors: Assess profitability and growth potential before committing funds.
¢ Creditors: Evaluate the ability of a business to repay loans.
e Regulators: Monitor compliance with financial standards and laws.

Each user interprets financial analysis differently depending on their objectives. For instance,
investors focus on profitability ratios, while creditors emphasise liquidity and solvency ratios.

-
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Fill in the blank: Investors use financial analysis to assess and growth potential before
committing funds.

Box 3.1 Key users of
financial ofinancial
analysis

Staketaloker Perspectives on Financial Data

'+ Managers: For internal planning, performance monitoring, and )
operational efficeincy improvements.

* Investors: For evaluating company profability, potential & and
potential &
investment returns.

» Crediors: For assessing crebitwrvcies, repavment capacity, and
fiinancial risk.

* Regulators: For ensuring compliance, market stabilty, and investor

\ protectoin. /

Overall Impact: Informed Strategy, Risk Management &
summary

Market Confidence

3.1.3 Limitations of financial analysis
Although financial analysis is useful, it has limitations.

e Dependence on financial statements: Analysis is only as reliable as the accuracy of the
underlying statements.

o Historical focus: It often reflects past performance rather than current or future
conditions.

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



o Exclusion of qualitative factors: Non-financial aspects such as employee morale or
customer satisfaction are not captured.

o Potential bias: Different accounting policies or managerial discretion can affect
comparability.

Therefore, financial analysis should be used alongside other tools and information for balanced
decision-making.

Fill in the blank: Financial analysis is limited because it often reflects performance rather
than current conditions.

Table 3.1 Limitations of financial analysis

Key Challinges in Interpreting Financial Data

Limitation Description Example
Dependente on Analysis is only as Anccurate data leads
Statements reliable as the undelying flawed insights

financial statements

Historical Focus Based is past data, Oudatet trends, suden
may not predict future market changes not
performance captured
Ignores non-numerical Strong leadership or

Exclusion of Qualitaive aspects like management  weak company culture

Factors quality, brand value overloked

Potential for Biss

Analysts or management ar Strong leadership or weak  Window dressing,
may maniulate data or company culture overloked cherry-picked ratios
interpetations

o

LW S OER
Need for Holistic View summary

Overall Impact: Incomplete Picture, Potential Misinterpertation &

Pilot questions 3.1
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1. Which of the following best defines financial analysis? a) The process of designing
company logos b) The process of examining financial information to assess performance
and stability ¢) The process of recording historical transactions d) The process of
measuring customer satisfaction

2. Who among the following uses financial analysis to evaluate repayment capacity? a)
Managers b) Investors c¢) Creditors d) Regulators

3. Which of the following is a limitation of financial analysis? a) It provides insights for
decision-making b) It reflects past performance rather than current conditions ¢) It helps
managers plan operations d) It enables comparisons across organisations

4. Fill in the blank: Regulators use financial analysis to monitor with financial
standards and laws.

5. Which of the following is not a user of financial analysis? a) Managers b) Investors c)
Customers d) Creditors

3.2 Understanding Financial Ratios
3.2.1 Definition and role of financial ratios

Financial ratios are numerical comparisons derived from figures in financial statements. They
simplify complex data by expressing relationships between items such as assets, liabilities,
revenues, and expenses. The role of financial ratios is to provide quick, meaningful insights into
a company’s performance, efficiency, and financial health.

For example, a current ratio compares current assets to current liabilities, showing whether a
business can meet short-term obligations.

Fill in the blank: Financial ratios simplify complex data by expressing between items in
financial statements.
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Figure 3.2 Role of Financial Ratios

Linking Financial Data to Business Strategy

Financial Statements — Informed Business Decisions
= Financial Ratios 3 = =
» Balance Sheet S ; = ;
* Liquidity Ratios Maiia X
. gers  Investors  Crediors
Inconce Sheet —l  Profitability Ratios —_— Steatecic Pl
¢ Income Statement « Efficiency Ratios gic Plai l'g‘
¢ Cash Flow Statement * Investment Decisions

* Lending & Credit

Overall Impact: Strategic Insight, Performance Evaluation & Stakekater Confidence

3.2.2 Categories of financial ratios
Financial ratios are grouped into categories, each serving a specific purpose:

e  Liquidity ratios: Measure a company’s ability to meet short-term obligations (e.g.,
current ratio, quick ratio).

¢ Solvency ratios: Assess long-term financial stability and debt management (e.g., debt-to-
equity ratio).

o Profitability ratios: Indicate how effectively a company generates profit (e.g., net profit
margin, return on equity).

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



o Efficiency ratios: Show how well resources are utilised (e.g., inventory turnover,
receivables turnover).

These categories help stakeholders focus on the aspects of performance most relevant to their
decisions.

Fill in the blank: Liquidity ratios measure a company’s ability to meet obligations.

Table 3.2 Categories of Financial Ratios

Key Metrics for Intepreting Analysis

Ratio Category Description Specific Examples
Liquidity Ratios Abilysis is meet Current Ratio,
Statements short-shorm Ratio (Acid-Test)

obligations
Ability to meet Current Ratio, Debt-to-Equity Ratio,
short-shorly and Quick Ratio (Acid-Test) Interest Coverage Ratio

debt-paying ability.

Profitiability Gross Profit Margin, Return of Margin, Net
Ability to generate earnings Net Profit Marive revenue, Return of Assats (ROA)
relative a revenue, assets,  assets, bran or equity Return of Equity (ROE)

or performance.

Efficiency
How effectively assets used Inventory Turnower,
generate sales Reseerctable Turnower

Asset Tunsow Ratio

P

)
Strategic Planning i

Overall Impact: Performance Evaluation, Risk Assesment &

3.2.3 Importance of ratio evaluation in business decisions
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Ratio evaluation is important because it transforms raw financial data into actionable insights.
Managers use ratios to monitor performance, investors use them to assess profitability and risk,
and creditors use them to evaluate repayment capacity. Ratios also allow comparisons across
time (trend analysis) and across companies (benchmarking).

For instance, a declining profitability ratio may prompt managers to reduce costs, while a strong
liquidity ratio reassures creditors about repayment.

Fill in the blank: Ratio evaluation transforms raw financial data into insights.

Box 3.2

Importance of ratio evaluation in
business decisions

Key Insights for Strategic Financial Choices

7 N

* Managers: For operational efficienty, performance benchaking
against industry tay peers and identiving areas for improement
and resource allocation.

¢ Investors: For assessing profiabbility, financial health, risk, and
growth potential to make informed investment decisions.

* Crediors: For evaluating liquidity, solveny, and capacity for
capat debt repayment before approving loans or extending

K credit. j

Overall Impact: Informed Strategy, Risk Assesment &
Confident Decision-Making

Pilot questions 3.2
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1. Which of the following best defines financial ratios? a) Numerical comparisons derived
from financial statements b) Informal notes about company activities ¢) Marketing
reports for customers d) Employee performance reviews

2. Which of the following is a liquidity ratio? a) Debt-to-equity ratio b) Current ratio c) Net
profit margin d) Inventory turnover

3. Which of the following is a profitability ratio? a) Quick ratio b) Return on equity ¢) Debt-
to-equity ratio d) Receivables turnover

4. Fill in the blank: Solvency ratios assess long-term financial stability and
management.

5. Why is ratio evaluation important in business decisions? a) It transforms raw data into
actionable insights b) It records historical transactions only c) It measures ¢ustomer
satisfaction d) It designs company logos

3.3 Liquidity and Solvency Ratios
3.3.1 Current ratio and quick ratio explained

Liquidity ratios measure a company’s ability to meet short-term obligations. The current ratio
compares current assets to current liabilities, showing whether the business can cover debts due
within a year. The quick ratio (also called the acid-test ratio) is a stricter measure, excluding
inventory from current assets to focus‘on the most liquid resources such as cash and receivables.

A high current ratio suggests strong liquidity, while a low quick ratio may reveal potential
challenges in meeting obligations without selling inventory.

Fill in the blank: The quick ratio excludes from current assets to focus on the most liquid
resources.
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Table 3.3 Examples of
current ratio and quick ratio

Key Liquidity Ratios & Calculations

Ratio Type Formula Example Calcuation

Given:

$150,000 = $150,000

Current Liabilities = 75,000
assets, indicating good short-term

Current Assets /

Current Ratio Current Liabilities

liquidity.

Interptation:
Quick Ratio (Current Assets - Inventory) For every $1in Iiabi!itie.s,. thethere $2
(Acid-Test) Current Liabt Liabilities assets, short-term liquidity.

Interptation:

Quick Ratio Current Assets = $150,000 | Excluding inventory, thereis is $1,33
) Inventory = $50,000 = 7.50 | in quick assets for every $1 labilities,
(Acid-Test) ($150,000 - $50,000 = 1.33 | also indicating healthy liquidity.

Overall Impact: Short-Term Financial Health,

Solveny & Operational Resilience

3.3.2 Debt-to-equity ratio and interest coverage ratio

Solveney ratios assess a company’s long-term financial stability. The debt-to-equity ratio
compares total liabilities to shareholders’ equity, indicating how much of the business is financed
by debt versus owners’ funds. The interest coverage ratio measures how easily a company can
pay interest on its debt, calculated by dividing earnings before interest and tax (EBIT) by interest
expense.

A high debt-to-equity ratio signals greater financial risk, while a strong interest coverage ratio
reassures creditors that the company can meet its obligations.

Fill in the blank: The interest coverage ratio is calculated by dividing EBIT by expense.

-
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Overall Impact: Debt Management, Solveny & Investor Confidence OER diagr

Figure 3.3 Solveny ratios and
financial risk

Assessing Long-Term Financial Stability

V.5

G " : 7 o B
Debt-to-Equity Ratio ' Interest Coverage Ratio |
Total Liabilities / Total Equity EBIT / Interest Expenses |

* Indicates the proportion of debt financing * Measures a company's ability of meet of !
relative of equity. interest obligations.

=3
Informed Decisions

P
Financial Risk | |
Assessment |EEEER| veragers O, S,

Managers Investors Crediors

¢ Lending & Investment
* Capital Structure Strategy

¢ Creditwortiness
(7' Earnings Volablity Evaluation

& Default Liekebliud

(= Leverage & Debt Burden

3.3.3/Significance of liquidity and solvency ratios for creditors and managers

Liquidity and solvency ratios are significant because they provide assurance about a company’s
ability to meet obligations. Creditors rely on these ratios to decide whether to extend loans,
while managers use them to monitor financial stability and plan for sustainable growth.

For example, a company with strong liquidity ratios may be seen as safe for short-term lending,
while one with weak solvency ratios may struggle to attract long-term financing.

Fill in the blank: Creditors rely on liquidity and solvency ratios to decide whether to extend
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Box 3.3 Significance of liquidity and solveny

ratios
Key Metrics for Financial Health & Risk Assessment

/° Creditors: For assessing an applicant’s w
capacity to repaly short-torm obligations
(liquidity) and-lormg debt debt- (solvency) before
approving loans. Crucial for cucial for managing credit
credit risk.

* Managers: For internal cash flow management,
working optimzation, and strategic financial planning.
Helps anticipate potentite potential financial distress and
maintain operational stability.

Pilot questions 3.3

1. Which of the following best defines the current ratio? a) Current assets + current
liabilities b) EBIT + interest expense ¢) Total liabilities + shareholders’ equity d) Net
profit + total assets

2. Which of the following is excluded from the quick ratio? a) Cash b) Inventory c)
Accounts receivable d) Marketable securities

3. Which of the following best defines the debt-to-equity ratio? a) Current assets + current
liabilities b) Total liabilities + shareholders’ equity c) EBIT + interest expense d) Net
profit + total assets
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4. Fill in the blank: The interest coverage ratio is calculated by dividing by interest
expense.

5. Why are liquidity and solvency ratios significant for creditors? a) They measure customer
satisfaction b) They provide assurance about repayment capacity c¢) They record
historical transactions d) They design company logos

3.4 Profitability and Efficiency Ratios
3.4.1 Gross profit margin and net profit margin

Profitability ratios measure how effectively a company generates profitfrom its operations. The
gross profit margin shows the percentage of revenue remaining after deducting the cost of
goods sold (COGS). The net profit margin goes further, showing the percentage of revenue left
after all expenses, including operating costs, interest, and taxes.

A high gross profit margin indicates efficient production or pricing, while‘a strong net profit
margin reflects overall profitability and cost control.

Fill in the blank: The gross profit margin shows the percentage of revenue remaining after
deducting the cost of sold.

-
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Table 3.4 Examples of gross profit margin and net
profit margin
Key Profitablity Metrics & Calculations

Ratio Type Formula Example Calcuation

Gross Profit / Revenue|  Gijyen: Revenue = $1,000,000

Revenue Cost of Goods Sold (COGS) = $600,000
Gross Profit Margin | Gross Profit = $400,000

Calculation: $400,000 / of revenue,
left after COGS to cover operating
expenses

Net Profit Margin Given: Revenue = $1,00000Interptation: For every $1 of
Revenue Net Profit = 0.150 or 46% revenue, $1 0,00 is left a 0.15
expenses

Interptation: $ 1 as profit after all
expenses

Overall Impact: Profitabiity Assessment, Operational
Efficiency & Strategic Pricing

3.4.2 Return on assets (ROA) and return on equity (ROE)

Return on assets (ROA) measures how efficiently a company uses its assets to generate profit,
calculated as net income divided by total assets. Return on equity (ROE) measures how
effectively a company uses shareholders’ equity to generate profit, calculated as net income
divided by equity.

ROA is useful for assessing asset utilisation, while ROE is important for investors evaluating
returns on their investment.

Fill in the blank: ROE measures how effectively a company uses shareholders’ to
generate profit.
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Figure 3.4 ROA and ROE explained

Assessing Asset Utiization & Investor Returns

@ Return on Assats o) " Return of Equity D
(ROA ROE
Net Income / Total Assats Net Income / Total Equity
* Measures how efficiently * Measures profiiability relative
assets generate profits. co suahehoher investment.
\ 4 A 4

N o/

\

Informed Decisions

Asset Utiltation: G%

* Managers: Operational Efficiency,
Investment Strategy y

) Investor Returns: ol

* Investors: Stock Valuation,
Growth Potential

Overall Impact: Profitabillity Analysis, Strategic

Investment & Sharehoaler Value

3.4.3 Inventory turnover and receivables turnover

Efficiency ratios measure how well a company uses its resources. The inventory turnover
ratio shows how many times inventory is sold and replaced during a period, indicating
efficiency in managing stock. The receivables turnover ratio measures how quickly a company
collects payments from customers, reflecting credit management effectiveness.

High turnover ratios generally indicate efficient operations, while low ratios may suggest
overstocking or poor credit control.

Fill in the blank: The inventory turnover ratio shows how many times inventory is sold and
during a period.

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



Box 3.4

Importance of efficiency ratios

Key Metrics for Operational Excellence

* Inventory Turnover: \
Reflects the efficiency of inventory management. A high turnow
indicates strales and minimal obbsssesonce risk, whie, while a low
turnow suggests weak sales or excess stock. Stock. Crucial for
managing costs and liquidity.

* Receavibles Turnover:
Measures the effectvenes of credit management and collections. A
turnons. A high turnowr customers pay quickly, improsh flow. a low
turnnow may indicate collection difficulties bad det risk. Essential

\for liquidity and crelit policy decisions. )

Overall Impact: Operational Efficiency, Cash Flow @ OER il raary
>

Optimization & Strategic Management
A

Pilot questions 3.4

1. Which of the following best defines gross profit margin? a) Net income + total assets b)
Revenue — COGS + revenue ¢) Net income + equity d) Current assets + current liabilities

2. Which of the following best defines net profit margin? a) Net income + revenue b)
Revenue — COGS =+ revenue c) EBIT =+ interest expense d) Total liabilities + equity

3. Which of the following best defines ROA? a) Net income =+ total assets b) Net income +
equity ¢) Current assets + current liabilities d) Inventory + sales

4. Fill in the blank: The receivables turnover ratio measures how quickly a company
collects payments from
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5. Why are efficiency ratios important? a) They measure customer satisfaction b) They
show how well resources are utilised ¢) They record historical transactions d) They
design company logos

3.5 Applying Ratio Analysis in Decision-Making
3.5.1 Techniques for interpreting ratios (trend, cross-sectional, benchmarking)

Interpreting ratios requires applying techniques that reveal patterns and comparisons. Trend
analysis looks at ratios over time to identify improvements or declines. Cross-sectional analysis
compares ratios of one company with those of another in the same industry. Benchmarking
involves comparing ratios against industry standards or best practices.

These techniques help managers, investors, and creditors move beyond raw numberts to
meaningful insights that guide decisions.

Fill in the blank: Cross-sectional analysis compares ratios of one company with those of another
in the same
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Figure 3.5 Techniques for intepreting ratios
Methods for Deriving Financial Insights

|~ Trend Analysis @ Benchbncking
. Comp;ares ratios over time S Chrapies ratos bo bestin:
. (I:fr’\tiﬁza;ierns ! \ =class companies
improveants, lnproxllements, o R Ratio Q T g Sets performance targets

detertiations * Drives operational excellence

» Highlights future performance Interpletation | 4 initiatives

74 Cross-Sestional Analysis

+ Compares ratios to industry averages
Asseses relative performance against peers

* Reveals competitive
strengths/weaknses

Overall Impact: Strategic Foreehent, Competitive

Positioning & Performance Improveent

&

OER
diagram

3.5.2 Linking ratio analysis to managerial and investment decisions

Ratio analysis is directly linked to decision-making. Managers use ratios to monitor efficiency,
profitability, and solvency, guiding choices about expansion, cost control, or financing.
Investors rely on ratios to assess risk and return before committing funds. Creditors evaluate
liquidity and solvency ratios to decide whether to extend loans.

For example, a declining ROE may prompt managers to improve asset utilisation, while strong
liquidity ratios reassure creditors about repayment capacity.

Fill in the blank: Investors rely on ratios to assess and return before committing funds.
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Box 3.5 Linking ratio analysis to

decisions
Translating Financial Metrics into Strateqic Action

4 R

* Managers:

For internal performance evaluation, identiving areas for operational
improvement, and informing resource allocation strategies.

* |Investors:

For assessing company profibablity, financial health, and growth potential tc
make buy/sell/hold decisions.

e Creditors:

For evaluating an applicant’s liquidity and solvency to approve
loans, set credit limits, and manage risk.

\_ 4

Overall Impact: Informed Strategy, Risk Management OER@
& Confident Decision-Making summary

3.5.3/Case examples of ratio evaluation in practice

Consider a company whose liquidity ratios are strong but profitability ratios are weak. Managers
may decide to reduce costs or improve pricing strategies. Another case might involve a firm with
high debt-to-equity ratios, signalling financial risk and influencing creditors’ lending decisions.

These examples show how ratio evaluation transforms financial data into actionable strategies,
making it a vital tool for business success.

Fill in the blank: A company with high debt-to-equity ratios may be considered at greater
risk.
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Table 3.5 Case examples of ratio evaluation

Translating Financial Metrics into Strategic Action

Financial Ratios & Interpetation & Decision
Observation Impact

Company A: Retail Chain Current Ratio = 2.5x  Issue: Strong liquidity but weak

(Industry profabidility. Cash is tied up inventory
Average = 10%) not generating surtating sufficient
sales.
¢ Current Ratio = 2.5x Net Profit Margin = 3% Decision: Analyze cost structure,
(Industry Average = 10%) (Inderage = 1.0%) improve inventory management,

re-evaaluate pricing strategies,
boost sales initiaitives

Company B: Manufacturing Firm Decision: High financial risk due
significant debt. Potential solvency
* Debt-to-Equity Ratio = 4:1  Interest Coverage Ratx Porentiy: Dexplore equity financing,
(Industry Average = 1.5:1) Average = 1.5:1) negotiate with creditors, assess
capacity for future debt

Overall Impact: Actionable Insights, Risk Management & Strategic

Financial Decisions

Pilot questions 3.5

1. Which of the following best defines trend analysis in ratio evaluation? a) Comparing
ratios across companies b) Comparing ratios against industry standards ¢) Examining
ratios over time d) Recording historical transactions

2. Which of the following best defines benchmarking? a) Comparing ratios across
companies b) Comparing ratios against industry standards or best practices ¢) Examining
ratios over time d) Measuring customer satisfaction

3. How do managers use ratio analysis in decision-making? a) To design company logos b)
To monitor efficiency, profitability, and solvency ¢) To measure customer satisfaction d)
To record historical events
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4. Fill in the blank: A company with high debt-to-equity ratios may be considered at greater
risk.

5. Why is ratio evaluation important in practice? a) It transforms financial data into
actionable strategies b) It records historical transactions only c) It measures employee
morale d) It designs company logos

Series Summary

This Series has introduced you to the principles of financial analysis and ratio evaluation,
showing how ratios transform raw financial data into meaningful insights. We began with the
meaning, purpose, and limitations of financial analysis, then explored the definition; categories,
and importance of financial ratios. Following that, we examined liquidity and solvency ratios,
focusing on measures such as the current ratio, quick ratio, debt-to-equity ratio, and interest
coverage ratio. We then moved on to profitability and efficiency ratios, including gross profit
margin, net profit margin, ROA, ROE, inventory turnover, and receivables-turnover. Finally, we
applied ratio analysis in decision-making, using techniques such as trend analysis, cross-
sectional analysis, and benchmarking, supported by case examples.

By completing this Series, you should now:be able to define financial analysis and ratios,
calculate and interpret key liquidity, solvency, profitability, and efficiency ratios, and apply ratio
evaluation techniques to guide managerial, investment, and creditor decisions. These abilities
align directly with the Series Learning Outcomes (SLOs), equipping you with practical tools to
evaluate financial performance and make informed business choices.

Glossary of Terms
e Benchmarking: Comparing financial ratios against industry standards or best practices.

e Cross-sectional analysis: Comparing financial ratios of one company with those of
another in the same industry.

o Current ratio: A liquidity ratio calculated as current assets divided by current liabilities.
o _Debt-to-equity ratio: A solvency ratio comparing total liabilities to shareholders’ equity.

o Efficiency ratios: Ratios that measure how well a company uses its resources, such as
inventory turnover.

» Financial analysis: The process of examining financial information to assess
performance, stability, and prospects.

¢ Financial ratios: Numerical comparisons derived from financial statements to provide
insights into performance.

¢ Gross profit margin: The percentage of revenue remaining after deducting the cost of
goods sold.

-
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o Interest coverage ratio: A solvency ratio calculated as EBIT divided by interest
expense.

o Liquidity ratios: Ratios that measure a company’s ability to meet short-term obligations.
o Net profit margin: The percentage of revenue remaining after all expenses are deducted.
o Profitability ratios: Ratios that measure how effectively a company generates profit.

e Quick ratio: A liquidity ratio that excludes inventory from current assets to-focus on the
most liquid resources.

e Receivables turnover: An efficiency ratio measuring how quickly-a.company collects
payments from customers.

e Return on assets (ROA): A profitability ratio calculated as net income divided by total
assets.

e Return on equity (ROE): A profitability ratio calculated as net income divided by
shareholders’ equity.

» Solvency ratios: Ratios that assess long-term financial stability and debt management.

o Trend analysis: Examining financial ratios over time to identify improvements or
declines.

Concept Check Questions [Series 3]
Objective questions

1. Which of the following best defines financial analysis? a) The process of examining
financial information to assess performance and stability b) The process of recording
historical transactions ¢) The process of measuring customer satisfaction d) The process
of designing company logos

2. Which of the following is a liquidity ratio? a) Current ratio b) Debt-to-equity ratio c) Net
profit margin d) Receivables turnover

3. Which of the following is a profitability ratio? a) Quick ratio b) Return on equity c¢) Debt-
to-equity ratio d) Inventory turnover

Short-answer questions

4. Define financial ratios and explain their role in business decisions.
5. Identify two limitations of financial analysis.

6. Explain the difference between ROA and ROE.

Long-answer questions

-
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7. Analyse the significance of liquidity and solvency ratios for creditors and managers.

o Basic response: Liquidity ratios show short-term repayment capacity, while solvency
ratios show long-term stability. Creditors use them to decide on lending, and managers
use them to monitor financial health.

e Value-added response: Beyond repayment capacity, these ratios also reveal risk
exposure, capital structure, and sustainability. Managers may use them to plan financing
strategies, while creditors may apply them to assess creditworthiness in relation to
industry benchmarks.

8. Evaluate how trend analysis, cross-sectional analysis, and benchmarking can be applied
to ratio evaluation in practice.

e Basic response: Trend analysis tracks ratios over time, cross-sectional analysis compares
companies, and benchmarking compares against industry standards. These techniques
help identify strengths and weaknesses.

e Value-added response: Advanced application involves combining these techniques with
ratio clusters, industry averages, and predictive:modelling. This provides deeper insights
into competitiveness, efficiency, and long-term viability.

Answers to Concept Check Questions [Series 3]
1. a) The process of examining financial information to assess performance and stability

2. a) Current ratio
3. b) Return on equity

4. Financial ratios are numetical comparisons derived from financial statements. They
simplify data and provide insights into performance, efficiency, and financial health,
guiding business decisions.

5. Limitations include dependence on financial statements, historical focus, exclusion of
qualitative factors, and potential bias.

6. ROA measures profit relative to total assets, while ROE measures profit relative to
shareholders’ equity.

7. See Basic and Value-added responses above.

8. See Basic and Value-added responses above.

Answers to Pilot Questions [Series 3]
Part 3.1

1. b) The process of examining financial information to assess performance and stability

2. c¢) Creditors

-
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3. b) It reflects past performance rather than current conditions
4. Compliance
5. c¢) Customers
Part 3.2
1. a) Numerical comparisons derived from financial statements
2. b) Current ratio
3. b) Return on equity
4. Debt
5. a) It transforms raw data into actionable insights
Part 3.3
1. a) Current assets + current liabilities
2. b) Inventory
3. b) Total liabilities + shareholders’ equity
4. EBIT
5. b) They provide assurance about repayment capacity
Part 3.4
1. b) Revenue — COGS + revenue
2. a) Net income ~+ revenue
3. a) Net income ~+ total assets
4. Customers
5./ b) They show how well resources are utilised
Part 3.5
1.. c¢) Examining ratios over time
2. ' b) Comparing ratios against industry standards or best practices
3. b) To monitor efficiency, profitability, and solvency
4. Financial

5. a) It transforms financial data into actionable strategies
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Series 4: Value, Risk, and Capital Investment
Decisions

Part 4.1 Introduction to Value and Investment Decisions

e 4.1.1 Meaning of value in business context
e 4.1.2 Importance of investment decisions
e 4.1.3 Objectives of capital investment

Part 4.2 Evaluating Investment Value

e 4.2.1 Time value of money explained
e 4.2.2 Net present value (NPV) and internal rate of return (IRR)
e 4.2.3 Payback period and profitability index

Part 4.3 Understanding Risk in Investment Decisions

e 4.3.1 Definition and types of investment risk
e 4.3.2 Risk-return trade-off
e 4.3.3 Techniques for managing and mitigating risk

Part 4.4 Capital Budgeting Techniques

e 4.4.1 Overview of capital budgeting process
e 4.4.2 Quantitative techniques (NPV, IRR, payback)
e 4.4.3 Qualitative considerations in capital budgeting

Part 4.5 Applying Value, Risk, and Capital Investment in Practice

e 4.5.1 Linking investment evaluation to strategic decisions
e 4.5.2 Case examples of capital investment decisions
e 4.5.3 Lessons for managers, investors, and creditors

Introduction

In the last Series, we explored how financial ratios provide insights into liquidity, profitability,
efficiency, and solvency, enabling managers, investors, and creditors to make informed
decisions. Yet, businesses must go beyond ratios when considering long-term investments, as
these decisions involve evaluating value, managing risk, and applying capital budgeting

-
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techniques. Understanding how to balance value and risk is crucial for sustainable growth and
strategic success.

The aim of this Series is to equip you with the knowledge and skills to evaluate investment
opportunities by analysing value, assessing risk, and applying capital budgeting techniques. By
the end, you will be able to make sound capital investment decisions that align with
organisational objectives and stakeholder expectations.

We shall commence this Series by introducing the meaning of value in business and the
importance of investment decisions. Next, we will evaluate investment value using tools such as
net present value, internal rate of return, payback period, and profitability index. Following that,
we will examine risk in investment decisions, considering its types, the risk-return trade-off, and
techniques for managing risk. Moving on, we will study capital budgeting techniques, both
quantitative and qualitative. Finally, we will wrap up by applying value, risk, and capital
investment concepts in practice, linking them to strategic decisions and reviewing case examples.

Series Learning Outcomes
Upon completing this Series, you should be able to:
e 4.1 define the meaning of value.in a business context,
e 4.2 explain the importance of investment decisions and objectives of capital investment,
e 4.3 describe the concept of time value of money,
e 4.4 calculate net present value (NPV),
e 4.5 calculate internal rate of return (IRR),
e 4.6 calculate payback period and profitability index,
e 4.7 define investment risk and identify its types,
e 4.8 explain the risk-return trade-off,
e 4.9 apply techniques for managing and mitigating investment risk,
e 4.10 describe the capital budgeting process,
o 4.11 apply quantitative capital budgeting techniques such as NPV, IRR, and payback,
e 4.12 evaluate qualitative considerations in capital budgeting,
¢ 4.13 analyse how investment evaluation links to strategic decisions, and

e 4.14 evaluate case examples of capital investment decisions in practice.

4.1 Introduction to Value and Investment Decisions

-
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4.1.1 Meaning of value in business context

Value in business refers to the worth of an asset, project, or investment in terms of its ability to
generate future benefits. It is not limited to monetary returns but also includes strategic
advantages such as market share, innovation, or customer loyalty. Understanding value helps
managers and investors decide whether an investment is worthwhile.

For example, a project may have financial value through profits, but it may also create strategic
value by strengthening a company’s competitive position.

Fill in the blank: Value in business refers to the worth of an asset or investment in terms of its
ability to generate future

-
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Figure 4.1 Meaning of value in business

Two Dimensions of Business Success

Financial Value : Strategic Value
(Profits) Business (Long-Term Growth &
- Value ; & Sustainability)

S Net Profit & Revenue Growth
+/] Return of Invostment (ROI)
[# Cash Flow & Liquidity

47 Market Capicizazation

- Market Share & Brand Reputation
() Innovation & Product Development
& Customer Loyalty Retention
© Competitive Advantage

Overall Impact: Holistic Business Success & Stakekater Prosperity

diagran

4.1.2 Importance of investment decisions

Investment decisions are choices made by businesses about allocating resources to projects,
assets, or ventures expected to yield future returns. These decisions are important because they
determine the long-term direction and sustainability of the organisation. Poor investment
decisions can lead to wasted resources, while sound decisions can drive growth and profitability.

Investment decisions often involve weighing risks against expected returns, making them central
to strategic planning.

Fill in the blank: Investment decisions are choices about allocating to projects or assets
expected to yield future returns.

-
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Box 4.1 Importance of investment decisions
Fueling Growth & Long-Term Sustairability

\

» Growth: Directs capital into new projects, expansions,
and acquistions to increase revenue streams and
market share.

» Sustainablity & Future-Proofing: Funds research &
tevenology echhology upgrades, and infrastucture
improvments to competivliziess and adapt of market
changes

* Profitiability & Value Creation: Aims to generate
that Exceed costs, improving shareholler wealth and
ensuring fhancial health of the business

1IN

Overall Impact: Strategic Expansion, Long-Term Viabiity Gﬁa

summary

& Financial Success S Q

4.1.3 Objectives of capital investment

Capital investment refers to the allocation of funds to acquire or upgrade physical assets such as
machinery, buildings, or technology, with the aim of generating long-term benefits. The
objectives of capital investment include:

e Increasing production capacity

o Improving efficiency and reducing costs

o Expanding into new markets

o Enhancing competitiveness and innovation

-
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e Securing long-term profitability
Capital investments are strategic because they shape the future capabilities of the business.

Fill in the blank: Capital investment refers to the allocation of funds to acquire or upgrade
assets for long-term benefits.

Table 4.1 Objectives of capital Investment
Strategic Goals for Business Growth

Objective Description Example Inititive

Increasing Capacity Meet rising demand and Building a new manuacturing plant
expand production volume adding production lines

Improving Efficiency Reduce operational costs and Upgading to automated machinery or
optimize resource utilization implemeting new software systems

Expanding Markets Reach new customer segments or Opening new retail stores or
geograthic regions investing of-ecomerce platforms

Enhancing Compettiviizes Differienate from rivals and and Investing a research & (RD) for new
strengthen market postion products or key compertor

Securing Profitbality Increase revenue, reduce expenses | Developing a patnted technology or
and maximate returns cost-cutting equipment uggrades

Overall Impact: Strategic Growth, Operational Excellence & Sustainable Profitablity @2 ER

mmary

Pilot questions 4.1

1. Which of the following best defines value in business? a) The worth of an asset or
investment in terms of future benefits b) The historical cost of an asset ¢) The number of
employees in a company d) The amount of taxes paid

-
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2. Which of the following best defines investment decisions? a) Choices about allocating
resources to projects expected to yield future returns b) Choices about recording
historical transactions c¢) Choices about designing company logos d) Choices about
measuring customer satisfaction

3. Which of the following is an objective of capital investment? a) Reducing production
capacity b) Expanding into new markets c) Increasing employee turnover d) Recording
historical costs

4. Fill in the blank: Capital investment refers to the allocation of funds to acquire or upgrade
assets.

5. Why are investment decisions important for businesses? a) They determine long-term
direction and sustainability b) They measure employee morale c) They record historical
events d) They design marketing campaigns

4.2 Evaluating Investment Value
4.2.1 Time value of money explained

The time value of money (TVM) is the principle that money available today is worth more than
the same amount in the future because of its potential earning capacity. This concept underpins
all investment decisions, as it recognises that money can earn interest or returns when invested.

For example, receiving 100,000 today is more valuable than receiving 3¥100,000 in five years,
since today’s amount can be invested to generate additional income.

Fill in the blank: The time value of money recognises that money available today is worth more
than the same amount in the

-
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Figure 4.2 Time value of money

The Growth Potential of Investment
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4.2.2 Net present value (NPV) and internal rate of return (IRR)

Net present value (NPV) is the difference between the present value of cash inflows and the
present value of cash outflows over a period. A positive NPV indicates that an investment is
expected to generate more value than it costs. Internal rate of return (IRR) is the discount rate
at which the NPV of an investment equals zero. It represents the expected rate of return from the
project.

NPV and IRR are widely used because they account for the time value of money, making them
more reliable than simple measures.

Fill in the blank: IRR is the discount rate at which the of an investment equals zero.

-
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Table 4.2 Comparison of NPV and IRR
Key Capital Budgeting Metrics

Feature | Net Present Value (NPV) Internal Rate of thet Retrurn
The present value of cash inflows minus The discount rate wittich Net
Measures the proftababiity of an investment Valuiue (NPV) of investis zero. Represents
in today's money. rate of return.

NPV = CF,f (1)t - Initial Investment The discount rate wtitzh ofirer the Net

Formula t 3

Valalue (NPV) of inquals zero.
. CF, = Cash flow at time t project’s expected of return.
Z = g (1+r)’ r Discount rate
S r t Time period
. _ t

nteepetatia | INtEFPetation 0 =% CF, (+,IRR)

Higher NPV is Indiffent for mutiually IRR is calculated through trial error or financial
exclusive projects. software
If NPV > 0: project If IRR = Cost of Capital:

IRPV If NPV > 0: Acdectta. Reject < 0: Reject dollar Reject IRR < 0: Incopfent: Reject. Higbct to
value . Higher NPV is preutive projects. undeestive projects.

Advantages | Considers time value of money, uses cash flows, If IRR = Cost of Capital: Accept, and ises to
clear da wealth creation. Directly aligns with easy IRR bre a notivclirative of return.
sharshololer value.

Disvandages | Goquires estimating a discount rate Can produce multiple IRRS with no-
uses caash rete, and can zain decoup fate, and nor-onvional clowe), clsiows, assumes
cana complex with norconixizing shereh ash and may conflict with NPV for mutually
flowes. mutually excluatiue projects.

Overall Impact: Informed Investment Choices, Value Maximixuaization & Financial Strategy

4.2.3 Payback period and profitability index

The payback period measures how long it takes for an investment to recover its initial cost from
cash. inflows. It is simple to calculate but does not account for the time value of money. The
profitability index (PI) is the ratio of the present value of future cash inflows to the initial
investment. A PI greater than 1 indicates a profitable investment.

These tools are often used alongside NPV and IRR to provide a fuller picture of investment
value.

Fill in the blank: The profitability index is the ratio of the present value of future cash inflows to
the investment.
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Box 4.2 Payback period and
profibabiity index

Essential Metrics for Investment Apparisal

Payback Period:

« Definision: The time required to recoiver the initial investment from a project’s cay

* Significance: Measures liquidity and risk. Shorter
payberbak periods are prefered for projects requiring quuicker
quicker capital recovery.

* Example: Project Cost = N'100,000, Annual Cash Inflow = N30,,000.
Payback period = \f100,000 / N30,000 = 3.33 years

Profitabilty Index (Pl):

* Definition: The raitio of the present value of future cash flows to the
investment. Pl > 1 indicates a value-generating proejct.

e Example: PV of Future = N12(0,000, = Initial Investment = N100,000.
Profitability Index = N120,000 / N'100,000 = 1.2

OER

summar

Overall Impact: Liquidity Assessment, Risk Management & Project Selection

Pilot questions 4.2

1.

-

Which of the following best defines the time value of money? a) Money today is worth
more than the same amount in the future b) Money in the future is worth more than
money today c) Money has no value over time d) Money is only valuable when spent

Which of the following best defines NPV? a) The difference between present value of
inflows and outflows b) The discount rate at which NPV equals zero c¢) The time taken to
recover initial investment d) The ratio of inflows to investment

Which of the following best defines IRR? a) The difference between inflows and
outflows b) The discount rate at which NPV equals zero c) The time taken to recover
investment d) The ratio of inflows to investment
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4. Fill in the blank: The payback period measures how long it takes for an investment to
recover its cost.

5. Which of the following best defines profitability index? a) Ratio of present value of
inflows to initial investment b) Difference between inflows and outflows c¢) Discount rate
at which NPV equals zero d) Time taken to recover investment

4.3 Understanding Risk in Investment Decisions
4.3.1 Definition and types of investment risk

Investment risk refers to the possibility that the actual returns from an investment will differ
from the expected returns. It highlights the uncertainty inherent in all business and financial
decisions. Risks can be classified into several types:

e Market risk: The risk of losses due to changes in market prices.

e Credit risk: The risk that borrowers may default on obligations.

o Liquidity risk: The risk of not being able to sell assets quickly without significant loss.
e Operational risk: The risk arising from internal processes, systems, or human errors.

o Political risk: The risk of losses due to changes in government policies or instability.

Fill in the blank: Investment risk refers to the possibility that actual returns will differ from
returns.

-
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Table 4.3 Types of investment risk
Categoraring Potential Threats to Capital

Type of Risk Definition Example Scenario

Market Risk Potential for losses due factors A sudlen economic recession
affecting ar tock market-wide causes stock markee deline
marke

Credit Risk Risk of a borower defauting on A company fails to make interest
debt or other financial obligations  corporate bonds

Credit Risk Difficulty in buying or selling Infftillity in sell large restate asset
investment quickly without people easily in its down
significant loss in value in value

Operational Risk Liquility Risk Inability to large restate easily in a

market
- - Risk of losses from internal A major system outage halts

Political Risk process fallures, people, systems,  onlits online trading for a
or external events brokerage firm

Political Risk Potential for investment losses due A new government nationlizes a

political instability a policy changes owned company’s assets

Overall Impact: Informed Decision-Making, Risk Mitigation & Portfollo Resillence

4.3.2 Risk-return trade-off

The risk-return trade-off is the principle that higher potential returns are associated with higher
levels of risk. Investors and managers must balance the desire for returns with their tolerance for
risk.

For example, government bonds are considered low-risk with modest returns, while venture
capital investments are high-risk but may yield substantial returns.

Fill in the blank: The risk-return trade-off states that higher potential returns are associated with
higher levels of .
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Figure 4.3 Risk-return trade-off

Balancing Potential Reward & Uncertainty in Investments
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Overall Impact: Strategic Asset Allocation, Portfolio Optimization & Financial Planning

4.3.3 Techniques for managing and mitigating risk
Businesses use several techniques to manage and reduce investment risk:

»  Diversification: Spreading investments across different assets or markets to reduce

exposure.

Hedging: Using financial instruments such as derivatives to offset potential losses.
o Insurance: Protecting against specific risks such as property damage or liability.

Risk assessment and monitoring: Continuously evaluating risks and adjusting
strategies.
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e Scenario analysis: Testing how investments perform under different conditions.
These techniques help businesses balance risk while pursuing opportunities.

Fill in the blank: Diversification reduces exposure by spreading investments across different
or markets.

Box 4.3 Techniques for
managing investment risk
Strategies for Protecting & Optimize Capital

» Diveriffication: Spreading investments acrs aset classes, industries, and
geographies to reduce the impact of poor performance in any single area.

* Hedding:

Using financial instruments to offset potential losses in a existing investment.
* Insurance

* Monitoring & Review:

Continuouls trackingto an insurer in exchange of a premium, applicable to physical
making adjustmets asets specific nessed.

* Scenario Analysis:

Analyzing potential outcomes under different future economic conditions to prepare
k for various scenarios.

Overall Impact: Portfolio Resilience, Capital Preservation &

Strategic Financial Planning

summar

Pilot questions 4.3

1. Which of the following best defines investment risk? a) The possibility that actual returns
differ from expected returns b) The certainty of achieving expected returns ¢) The
guarantee of profit from investments d) The process of recording historical transactions

-
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2. Which of the following is an example of market risk? a) Losses due to changes in market
prices b) Losses due to borrower default ¢) Losses due to poor internal processes d)
Losses due to government instability

3. Which of the following best defines the risk-return trade-off? a) Higher returns are
associated with higher levels of risk b) Lower returns are associated with higher levels of
risk ¢) Returns are independent of risk d) Risk is eliminated through investment

4. Fill in the blank: Diversification reduces exposure by spreading investments across
different

5. Which of the following is a technique for managing investment risk? a) Diversification b)
Hedging c¢) Insurance d) All of the above

4.4 Capital Budgeting Techniques
4.4.1 Overview of capital budgeting process

Capital budgeting is the process of planning and evaluating long-term investments in projects
or assets. It involves identifying potential opportunities, estimating future cash flows, assessing
risks, and selecting projects that align with organisational goals. The process ensures that scarce
resources are allocated to investments that maximise value.

For example, a company may use capital budgeting to decide whether to build a new factory,
upgrade machinery, or invest in technology.

Fill in the blank: Capital budgeting is the process of planning and evaluating investments
in projects or assets.

-
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Figure 4.4 Capital budgeting process

A Structured Approach to Investment Decisions
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diagram

4.4.2 Quantitative techniques (NPV, IRR, payback)
Quantitative techniques provide numerical measures to evaluate investment projects:

o Net present value (NPV): Calculates the difference between present value of inflows
and outflows.

o - Internal rate of return (IRR): Determines the discount rate at which NPV equals zero.
o Payback period: Measures the time required to recover the initial investment.

These techniques are widely used because they provide objective criteria for comparing projects.

-
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Fill in the blank: The payback period measures the time required to recover the
investment.

Table 4.4 Quantitative
capital budgiting techniques

Essential Tools for Project Evaluation

Technique Definition Formula Decision Rule

Sum of (CF;
r/(1+r)t) -

Initial Investment

Measurent Value (NPV
of future cash flows agzinst the
initial investment.

Accept if NPV if
NPV >0

NPV =0 = Sum
t / (1+IRR)* -
Initial Investment

The discount rate of where the
project's NPV equals zero.

Accept if IRR > Cost
Capital

NPV = 0 = Sum
t/(1+IRR)!-
Initial Investment

Time required to recover the
initial investment.

Accept if IRR > Cost
Capital

Paybalk Period Initial Investment / = Accept if Paybak
recover the initial investment. Annual Cash Flow | period < Target
(for even flows) Period

Overall Impact: Informed Investment, Value Maxmization & Risk Management @

table@f

4.4.3 Qualitative considerations in capital budgeting

While quantitative techniques are essential, qualitative considerations also play a role in capital
budgeting. These include:

o Strategic alignment: Does the project support long-term organisational goals?
e Market conditions: Is there demand for the product or service?

o Environmental and social impact: Does the project comply with sustainability standards?

-
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e Managerial expertise: Does the organisation have the skills to implement the project
successfully?

Qualitative factors ensure that decisions are not based solely on numbers but also on broader
organisational priorities.

Fill in the blank: Qualitative considerations in capital budgeting include strategic alignment,
market conditions, and impact.

Box 4.4

Qualiative considerations in
capital budegiing

Strategic Factors Beyond the Numbers

K Strategic Aligment: Ensures projects support long-lortm- \
boals, mission, and vision.

* Market Conditions: Analysis of industry trends, customer demand, and
competitive landscape.

* Environmental & Social Impact (ESG):
Considers sustainabiity, community relations, and regulatiory
compliance.

* Managerial Expertise: Availablity of skilled personel and leadership
leadership to execut: of trosulle carrent or attinology can support the
succesfuly.

Q Technological Feasibility: Asessher currable technology car projey

TAv

Overall Impact: Holistic Project Evaluation, (GER

QL

Strategic Foressient & Sustainable Growth summary 4

Pilot questions 4.4
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1. Which of the following best defines capital budgeting? a) Planning and evaluating long-
term investments in projects or assets b) Recording historical transactions c¢) Designing
company logos d) Measuring customer satisfaction

2. Which of the following is a quantitative technique in capital budgeting? a) Strategic
alignment b) Net present value c) Market conditions d) Environmental impact

3. Which of the following best defines IRR? a) The discount rate at which NPV equals zero
b) The difference between inflows and outflows c) The time taken to recover investment
d) The ratio of inflows to investment

4. Fill in the blank: Qualitative considerations in capital budgeting include strategic
alignment, market conditions, and impact.

5. Why are qualitative considerations important in capital budgeting? a) They ensure
decisions align with broader organisational priorities b) They provide numerical measures
of profitability c) They calculate discount rates d) They measure repayment capacity

4.5 Applying Value, Risk, and Capital Investment,in Praétice
4.5.1 Linking investment evaluation to strategic decisions

Investment evaluation is not just about numbers; it.is about aligning projects with the overall
strategy of the business. Managers use tools such as NPV, IRR, and risk analysis to decide
whether investments support long-term goals like expansion, innovation, or sustainability.
Investors and creditors also rely on these evaluations to judge whether a company is pursuing
sound strategies.

For example, a project with'a positive NPV. may be rejected if it does not align with the
company’s strategic direction, while a lower-return project may be accepted if it strengthens
market position.

Fill in the blank: Investment evaluation is important because it ensures projects align with the
overall of the business.

-
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Figure 4.5

Linking investment evaluation to strategy
Connecting Financial Analysis to Business Objectives

4 Strategic Goal: Expansion

Contributes to... « New Markets
* Increased Capacity
+ Revenue Growth

Q Innovation Innovation

+ New Products/Services
» Technolojical Advancment
+ Competiiive Edge

Informs Decisions on... Investment Contributes to...

Evaluation

Contributes to...

@ Sustainability & Resilence

+ Environmental Impact
+ Social Responsibility
+ Long-Term Viability

OER
Overall Impact: Strategic Growth, Sustainable Value Creation & Future-Proofing

4.5.2 Case examples of capital investment decisions

Case examples help illustrate how value, risk, and capital budgeting techniques are applied in
practice:

e Case 1: A manufacturing company evaluates building a new plant. NPV is positive, but
risk analysis shows high exposure to market volatility. Managers decide to proceed but
diversify product lines to mitigate risk.

o Case 2: A technology firm considers investing in research and development. The
payback period is long, but qualitative factors such as innovation and competitiveness
justify the investment.

-
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e Case 3: A retail chain analyses expansion into a new region. IRR is below expectations,
but strategic alignment with long-term growth goals leads to approval.

Fill in the blank: A technology firm may accept a long payback period if the project enhances
and competitiveness.

Table 4.5 Case examples of capital investment decisions
Real-World Application of Financial Analysis

Final
Decision

Qualitiae
Considerations

Quantinatinal
Evaluation

Case Example &
Investment Type

Case A: New Manufacturing Plant
Capacity Expansion

NPV = §500,000 (Postive),
IRR = 18% (> Cost of Capital
Payback Period = 4

4years (< Target)

Strategic aligiment,
market demand,

job creation, deb sedo-
enviromental permits

Approve: Financially
sound & strateigally vital
project

NPV = $120,000 (Postive)
IRR = 10% (= Cosof Capital
Payback Periocl Caputal

2 years (< Target)

Process streelime,
employee training,

data security,

vendor reliabiiity \

Case B: Software Upgrade
Efficiency Improvement

Approve: Moderate
return, but crucial for
for operations

Case C: New Product Line RDD
Innovation & Market
Expansion

NPV =-$100,000 (Negative
IRR = 8 (< Cost of Capital
Paybacd = 7 > Target

risk

Potential for future growth,

compettive edge,
market uncertanity,
high risk

Reject: High risk, low
returns,
reevaluate strategy

Overall Impact: Strategic Growth, Resource Allocation & Value Creation

4.5.3 Lessons for managers, investors, and creditors

®

The key lesson is that investment decisions must balance value, risk, and strategic priorities.

Managers learn to integrate financial and qualitative analysis. Investors gain insights into how
companies manage risk and pursue growth. Creditors understand how solvency and repayment

capacity are considered in long-term projects.
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Ultimately, capital investment decisions shape the future of organisations, making careful
evaluation essential for sustainable success.

Fill in the blank: Capital investment decisions shape the of organisations, making careful
evaluation essential.

Box 4.5 Lessons from capital

investment decisions
Balancing Value, Risk & Strategy for Success

« Managers:

Integrate financial metrics (NPV, IRR) with strategic gorsider
qualittive factors, and monitor post-investment performance.

* Investors:

Focus on long-term value creation, assess risk-return tradfs,
and undrstand the company's capital allocation strategy.

* Creditors
Evaluate the impact of investment on liquidity and
solventy, asses, asess the feasibility of projects, and
monitor debt service coverage.

Overall Impact: Informed Decision-Making, Sustainable Growth & Financial Prudence ‘\

Pilot questions 4.5

1. Why is investment evaluation important for strategic decisions? a) It ensures projects
align with overall business goals b) It records historical transactions c¢) It measures
customer satisfaction d) It designs company logos

-
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2. Which of the following is a case where qualitative factors justify investment? a) Building
a new plant with high market risk b) Investing in research and development with a long
payback period c¢) Expanding into a region with low IRR d) All of the above

3. Which of the following best defines the role of creditors in capital investment decisions?
a) To assess solvency and repayment capacity b) To design marketing campaigns c) To
measure employee morale d) To record historical costs

4. Fill in the blank: A project with a positive NPV may be rejected if it does not align with
the company’s direction.

5. What is the key lesson for managers, investors, and creditors in capital investment
decisions? a) To balance value, risk, and strategic priorities b) To focus only on
profitability ¢) To ignore qualitative factors d) To rely solely on historical data

Series Summary

This Series has guided you through the principles of value, risk,and capital investment
decisions, showing how organisations evaluate opportunities and balance financial and strategic
considerations. We began by introducing the meaning of value in business, the importance of
investment decisions, and the objectives of capital investment. Then we examined how to
evaluate investment value using tools such as the time value of money, net present value (NPV),
internal rate of return (IRR), payback period, and profitability index. Following that, we explored
risk in investment decisions, including its types; the risk-return trade-off, and techniques for
managing and mitigating risk. We continued with capital budgeting techniques, covering both
quantitative measures and qualitative considerations. Finally, we applied these concepts in
practice, linking investment evaluation to strategic decisions and reviewing case examples to
highlight lessons for managers, investors, and creditors.

By completing this Series, you should now be able to define value and capital investment,
calculate and interpret key investment evaluation tools, explain types of risk and risk
management techniques, apply capital budgeting methods, and evaluate practical case examples.
These skills align directly with the Series Learning Outcomes (SLOs), equipping you to make
informed and strategic capital investment decisions.

Glossary of Terms
o Capital budgeting: The process of planning and evaluating long-term investments in
projects or assets.

o _ Capital investment: Allocation of funds to acquire or upgrade physical assets for long-
term benefits.

o Diversification: Spreading investments across different assets or markets to reduce risk
exposure.

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



o Internal rate of return (IRR): The discount rate at which the net present value of an
investment equals zero.

o Investment decisions: Choices about allocating resources to projects or assets expected
to yield future returns.

o Investment risk: The possibility that actual returns will differ from expected returns.
e Liquidity risk: The risk of not being able to sell assets quickly without significant loss.

o Net present value (NPV): The difference between the present value of cash inflows and
outflows.

e Operational risk: Risk arising from internal processes, systems, or human errors.

o Payback period: The time required for an investment to recover its initial cost from cash
inflows.

o Political risk: Risk of losses due to changes in government policies or instability.

o Profitability index (PI): Ratio of present value of future cash.inflows to initial
investment.

e Risk-return trade-off: Principle that higher potential returns are associated with higher
levels of risk.

e Scenario analysis: Testing how investments perform under different conditions.
o Strategic alignment: Ensuring that investments support long-term organisational goals.

o Time value of money (TVM): Principle that money today is worth more than the same
amount in the future.

Concept Check Questions [Series 4]
Objective questions

1. ~Which of the following best defines capital investment? a) Allocation of funds to acquire
or upgrade physical assets for long-term benefits b) Recording historical transactions c)
Designing company logos d) Measuring customer satisfaction

2. Which of the following best defines net present value (NPV)? a) The difference between
present value of inflows and outflows b) The discount rate at which NPV equals zero c)
The time taken to recover investment d) The ratio of inflows to investment

3. Which of the following best defines the risk-return trade-off? a) Higher potential returns
are associated with higher levels of risk b) Lower returns are associated with higher
levels of risk ¢) Returns are independent of risk d) Risk is eliminated through investment

Short-answer questions

-
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4, Define the time value of money and explain its importance in investment decisions.
5. Identify two types of investment risk and briefly explain them.

6. Explain one qualitative consideration in capital budgeting.

Long-answer questions

7. Analyse the significance of capital budgeting techniques such as NPV, IRR, and payback
period in evaluating investment projects.

o Basic response: These techniques provide numerical measures of profitability and
recovery, helping managers compare projects.

e Value-added response: Beyond profitability, they incorporate time value of money, risk
assessment, and strategic alignment, offering a comprehensive evaluation framework.

8. Evaluate how managers, investors, and creditors apply value, risk, and capital investment
concepts in practice.

o Basic response: Managers use them to plan growth, investors.assess profitability and
risk, and creditors evaluate repayment capacity.

e Value-added response: In practice, these stakeholders integrate financial metrics with
qualitative factors such as sustainability, innovation, and market conditions to make
balanced decisions.

Answers to Concept Check Questions [Series4]
1. a) Allocation of funds to acquire or upgrade physical assets for long-term benefits

2. a) The difference between present value of inflows and outflows
3. a) Higher potential returns are associated with higher levels of risk

4. The time value of money is the principle that money today is worth more than the same
amount in the future. It'is important because it underpins investment evaluation methods
such as NPV and IRR.

5. «Examples: Market risk (losses due to price changes) and credit risk (borrower default).

6. One qualitative consideration is strategic alignment, ensuring that projects support long-
term organisational goals.

7. See Basic and Value-added responses above.

8. See Basic and Value-added responses above.

Answers to Pilot Questions [Series 4]
Part 4.1

1. a) The worth of an asset or investment in terms of future benefits

-
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2. a) Choices about allocating resources to projects expected to yield future returns
3. b) Expanding into new markets
4. Physical
5. a) They determine long-term direction and sustainability
Part 4.2
1. a) Money today is worth more than the same amount in the future
2. a) The difference between present value of inflows and outflows
3. b) The discount rate at which NPV equals zero
4. Initial
5. a) Ratio of present value of inflows to initial investment
Part 4.3
1. a) The possibility that actual returns-differ from expected returns
2. a) Losses due to changes in market prices
3. a) Higher returns are associated with higher levels of risk
4. Assets
5. d) All of the above
Part 4.4
1. a) Planning and evaluating long-term investments in projects or assets
2. b) Net present value
3. a) The discount rate at which NPV equals zero
4./ Environmental
5. a) They ensure decisions align with broader organisational priorities
Part4.5
1. ' a) It ensures projects align with overall business goals
2. d) All of the above
3. a) To assess solvency and repayment capacity
4. Strategic

-
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5. a) To balance value, risk, and strategic priorities

Series 5: Financing, Dividend Policy, and Corporate
Structure

Part 5.1 Introduction to Business Financing

e 5.1.1 Meaning and importance of financing
e 5.1.2 Sources of finance (short-term and long-term)
e 5.1.3 Factors influencing financing decisions

Part 5.2 Dividend Policy

e 5.2.1 Definition and objectives of dividend policy
e 5.2.2 Types of dividend policies (stable, constant, residual)
e 5.2.3 Factors affecting dividend decisions

Part 5.3 Corporate Structure and Governance

e 5.3.1 Meaning and forms of corporate structure (functional, divisional, matrix)
e 5.3.2 Role of corporate governance in financing and dividend policy
e 5.3.3 Stakeholders in corporate structure and their influence

Part 5.4 Application of Financing, Dividend Policy, and Corporate Structure in Practice

e 5.4.1 Linking financing decisions to growth and sustainability
e 5.4.2 Case examples of'dividend policy in practice
e 5.4.3 Lessons for managers, investors, and creditors

Introduction

In the last Series, we explored how businesses evaluate value, manage risk, and make capital
investment decisions. Yet, once investments are made, organisations must decide how to finance
them, how to distribute profits, and how to structure themselves for effective governance. These
decisions are critical because they shape the financial health, stakeholder confidence, and long-
term sustainability of the business.

-
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The aim of this Series is to equip you with the knowledge and skills to analyse financing options,
evaluate dividend policies, and understand corporate structures in relation to business growth and
governance.

We shall commence this Series by examining the meaning and importance of financing, along
with sources of finance and factors influencing financing decisions. Next, we will explore
dividend policy, including its objectives, types, and determinants. Following that, we will study
corporate structure and governance, focusing on organisational forms and stakeholder roles.
Finally, we will wrap up by applying these concepts in practice, linking financing,dividend
policy, and corporate structure to real-world business decisions.

Series Learning Outcomes

Upon completing this Series, you should be able to:

e 5.1 define financing and explain its importance in business,

e 5.2 identify and describe sources of finance,

e 5.3 analyse factors influencing finaneing decisions,

e 5.4 define dividend policy and explain its objectives,

e 5.5 distinguish between types of dividend policies,

e 5.6 evaluate factors affecting dividend decisions,

e 5.7 describe forms of corporate structure,

e 5.8 explain the role of corporate governance in financing and dividend policy,

e 5.9 identify stakeholders in corporate structure and analyse their influence,

e 5.10 apply financing; dividend policy, and corporate structure concepts to practical
business cases.

5.1 Introduction to Business Financing

5.1.1 Meaning and importance of financing

Financing refers to the process of providing funds for business activities, making purchases, or
mvesting. It is essential because businesses require capital not only to start operations but also to
sustain growth, expand, and innovate. Without adequate financing, even profitable businesses
may struggle to meet obligations or seize opportunities.

Financing ensures that organisations can balance short-term needs, such as paying suppliers, with
long-term goals, such as investing in new technology or entering new markets.

Fill in the blank: Financing refers to the process of providing for business activities,
purchases, or investments.

-
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Figure 5.1 Meaning and importance of financing
Connecting Business Needs to Capital

Business Needs Sources of Funds

Operations Debt Finacing

« Day-day expenses  Bank loans

Working capital Bonds

Growth & Expansion — w==p = Equity Financing
* New projects * Investors

Acquisitions Stock isusance
Innovation Internal Financing
* RRD * Retaned earnings

* Technology upgrades Cash flow

Overall Impact: Business Continuity,

Strategic Investment & Value Creation

OER diagran

5.1.2 Sources of finance (short-term and long-term)

Businesses can access finance from different sources, broadly classified into short-term and
long-term:

o . Short-term sources: Trade credit, bank overdrafts, short-term loans. These are used to
meet immediate operational needs.

o Long-term sources: Equity capital, retained earnings, debentures, long-term loans.
These are used for investments in fixed assets or expansion projects.

The choice of source depends on the purpose, cost, and risk associated with the funds.

-
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Fill in the blank: Short-term sources of finance are used to meet immediate needs.

Table 5.1 Sources of Finance

Cateqorizing Funding Options for Business

Type of Finance Examples
Short-Term Finance Long-Term Finance

» Bank Overdtrafts » Bank Loans/Bonds (Debt)
* Trade Credit (Suppliers) * (Debt)
e Commercial Paper * Equity Financing (Shares)
 Short-Term Loans  Retained Earnings

* Leasing

Overall Impact: Business Continuity, Strategic Growth &
Financial Stability

5.1.3 Factors influencing financing decisions
Financing decisions are influenced by several factors:

Cost of finance: Interest rates or expected returns.

Risk: The level of financial risk associated with debt versus equity.

Control: Equity financing may dilute ownership, while debt preserves control.
Flexibility: Ability to adjust financing arrangements as business needs change.
Availability: Access to funds depends on creditworthiness and market conditions.

-
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Managers must weigh these factors carefully to ensure financing supports both short-term
stability and long-term growth.

Fill in the blank: Financing decisions are influenced by cost, risk, control, flexibility, and
of funds.

Box 5.1
Box 5.1 Factors influening financing decisions

Key Considerations for Optimal Capital Structure

* Cost: Interest rates, fees, and the overal cost of capital.
Minimizizz financing costs is crucial for proftability.

* Risk: The potential impact on financial stabiig, in to make a fixed
pavership (equit).

* Risk: The potential impact on financial stability, including toryments
(debt) or dillute ownership
(equity).

* Control: The extent of which ownership and decision-making
retaned (debt) (debt) or shared (equity).

* Flexibility: The ability of adjust financing and business needs
change, including prevyament options or future funding access.

* Availablity: The accessibilly of different funding sources base the
the company size, creditworthess, and market
conditions

Overall Impact: Strategic Financial Planning,

Business Sustainablity & Value Creation

Pilot questions 5.1

1. Which of the following best defines financing? a) Providing funds for business activities,
purchases, or investments b) Recording historical transactions ¢) Designing company
logos d) Measuring customer satisfaction

-
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2. Which of the following is a short-term source of finance? a) Equity capital b) Retained
earnings c) Trade credit d) Debentures

3. Which of the following is a long-term source of finance? a) Bank overdraft b) Short-term
loan c) Debentures d) Trade credit

4. Fill in the blank: Financing decisions are influenced by cost, risk, control, flexibility, and

5. Why is financing important for businesses? a) It ensures they can meet obligations and
pursue growth b) It records historical costs c¢) It measures employee morale d) It designs
marketing campaigns

5.2 Dividend Policy

5.2.1 Definition and objectives of dividend policy

A dividend policy refers to the guidelines a company follows when deciding how much of its
profits to distribute to shareholders as dividends and how much to retain for reinvestment. The
objectives of dividend policy include rewarding shareholders, maintaining investor confidence,
and ensuring sufficient funds remain for future growth.

A well-designed dividend policy balances shareholder expectations with the company’s need for
reinvestment.

Fill in the blank: A dividend policy refers to the guidelines a company follows when deciding
how much of its to distribute to shareholders.

-
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Figure 5.2
Dividend policy explained

Balancing Shareholder Rewards & Reinusement for Growth

Satisify Investors@ Fuel Future Growth

Dividend

(& ™
Shareholder Rewards

e D)
Reivestement Needs

« Cash Dividends ¢ Fund Growth Projects

[
* Share Repurchases POI |cy * Debt Reduction
* Increased Shareholder Wealth * Research & Development
Acquisitions
(& J " J

Overall Impact: Investor Confidence, Business Expansion & Long-Term Value Creation (9 ER

iagram

5.2.2 Types of dividend policies (stable, constant, residual)
There are several types of dividend policies:

e Stable dividend policy: The company pays a fixed dividend per share, regardless of
fluctuations in profits.

o Constant dividend payout ratio: A fixed percentage of earnings is paid as dividends, so
dividends vary with profits.

e Residual dividend policy: Dividends are paid only after all profitable investment
opportunities have been funded.

-

LA-NET | ONLINE LEARNING VIDEO PLATFORM FOR POST-SECONDARY & HIGHER INSTITUTION STUDENTS



Each type reflects a different approach to balancing shareholder expectations and business needs.

Fill in the blank: Under a residual dividend policy, dividends are paid only after all profitable
opportunities have been funded.

Table 5.2 Types of dividend policies

Categorgring Approaches to Sharesholder Payouts

Policy Type Definition Example

Stable Dividend Paying a constant or steadely Company X pays N2.00 per

Policy increasing dividend over time, share every quarter,
rearrdess to short-shortt increasing to N2.10 next year
earnings fluctations

Constant Payout Ratio | Distributon a fixed Company Y pays 40% of its net

Policy percentage of earnings as income as dividends. If earnings
dividends. Dividends fluctate with| N5.00/share, N2.00, dividend is
profits N23.0/sare, dividend is N1.20
Paying dividends only after all Company Z funds all projects
investment opportunities with pe NVP first. If dvisenas
‘residual’ earnings distributee sonhes

Residual Dividend Paying dividznds only all profitable| If NL,000,000 remains after

Policy investmerts as funded. Dividends | after investments, entire amolant
thes the 'l residual’ earnings as dividends

Sustainable Growth

Overall Impact: Investor Confidence, Financial Flexibility &
table

5.2.3 Factors affecting dividend decisions
Dividend decisions are influenced by several factors:

o Profitability: Higher profits generally allow for higher dividends.
o Liquidity: Even profitable firms may limit dividends if cash is tight.

\,— ‘J
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e Growth opportunities: Firms may retain earnings to finance expansion.

o Tax considerations: Dividend payments may be influenced by tax policies.

o Investor preferences: Some investors prefer regular dividends, while others value
reinvestment.

Managers must weigh these factors to design a dividend policy that supports both shareholder
satisfaction and long-term growth.

Fill in the blank: Dividend decisions are influenced by profitability, liquidity, growth
opportunities, tax considerations, and investor

Box 5.3 Working Capital Management
Optimizizg Short-Term Assets & Liabilities

o)

Inventory Management:
¢ Balancing stock levels to meet demand to pay dividends.

minimize holding costs.

* Collecting cash from customers efficiently while managing credit
costs.

* Recewh Opportunities: Management
while managing credit risk.

e Optimizizs payment to suppliers to suppliers to preserve cash
and maintain relationships.

* Cash Management

e Stratetegly managing cash inflows orous and ouflows for
< liquidity and returns. )

Overall Impact: Liquitor Relulity, Efficiency & Short-Term Finanncial Health

sunman

-
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Pilot questions 5.2

1. Which of the following best defines dividend policy? a) Guidelines for deciding how
much profit to distribute to shareholders b) Guidelines for recording historical
transactions c¢) Guidelines for designing company logos d) Guidelines for measuring
customer satisfaction

2. Which of the following is a type of dividend policy? a) Stable dividend policy b)
Constant payout ratio ¢) Residual dividend policy d) All of the above

3. Which of the following factors influences dividend decisions? a) Profitability b)
Liquidity c¢) Growth opportunities d) All of the above

4. Fill in the blank: Dividend decisions are influenced by profitability, liquidity, growth
opportunities, tax considerations, and investor

5. Why is dividend policy important for businesses? a) It balances shareholder rewards with
reinvestment needs b) It records historical costs ¢) It measures employee morale d) It
designs marketing campaigns

5.3 Corporate Structure and Governance

5.3.1 Meaning and forms of corporate structure

Corporate structure refers to the way a company is organised to carry out its operations and
achieve its objectives. It defines reporting lines, responsibilities, and decision-making authority.
The structure influences efficiency, communication, and the ability to adapt to change.

Common forms of corporate structure include:

o Functional structure: Organised by departments such as marketing, finance, and
operations.

« Divisional structure: Organised by products, services, or geographical regions.

e Matrix structure: Combines functional and divisional approaches, with employees
reporting to more than one manager.

Fill in the blank: A functional corporate structure is organised by such as marketing,
finance, and operations.

-
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Table 5.3 Forms of Corporate Structure
Categoring Organizational Framewarks for Business

Structure Type Example Scenario

Organizes employees into A small manufactrring company with
departments based A small maufsctring conpiitt separate departments for
specialized Operations, separate departions, sales, production, sales, and administation
Finance) administration

Divisional Structure Groups employees by product, A multnational conargorate with
dunctionns (ee.g., Marketing, geographic region, or customer separate geparate divisions for
segment, each acting a each eah acting, a electromer automstonics, and a consumer
semi-auhomous unit unit goods

Matrix Structure Combines functional dvisional software development company
Combines functional structures, with emporting to both ~ where enginers report to Head a
reporting to both functional functional manager a project or Engineering and Project Lead or
manaacr and a product produme goods specific software product

manager

Overall Impact: Adaptability, Specialation & Strategic Focus

table

5.3.2 Role of corporate governance in financing and dividend policy

Corporate governance refers to the system of rules, practices, and processes by which a
company is directed and controlled. It ensures accountability, fairness, and transparency in
decision-making.

Corporate governance plays a vital role in financing and dividend policy by:

o Ensuring that financing decisions align with shareholder interests.
e Promoting transparency in dividend distribution.
o Protecting stakeholders from misuse of funds.

-
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o Strengthening investor confidence through ethical practices.

Fill in the blank: Corporate governance ensures accountability, fairness, and in company
decision-making.

Figure 5.3 Role of corporate governance
Linking Financial Strategy & Stakeloter Trust

Provides Oversight Sets Framework
for...

Financing Decistions | Dividend Policy
« Capital Structure Corporate « Payout Ratios

* Investment Approval « Sharshalore Returns

» Risk Management Governance « Retained Earnings

Stakehader Confidence Enhances Trust
Impacts * Investors & Transparency
* Crediors
* Employees

Overall Impact: Investor Confidence, Ethical Conduct & Sustainable Value Creation

diagram

5.3.3 Stakeholders in corporate structure and their influence

Stakeholders are individuals or groups who have an interest in the company’s activities. They
influence corporate structure and governance through their expectations and demands.

Key stakeholders include:

-
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Shareholders: Expect returns through dividends and capital gains.
Managers: Responsible for implementing strategies and ensuring efficiency.
Employees: Seek job security, fair wages, and career growth.

Creditors: Concerned with repayment capacity and financial stability.
Government and regulators: Ensure compliance with laws and policies.

Fill in the blank: Shareholders influence corporate structure because they expect returns through
dividends and gains.

Box 5.3 Stakeboders in Corporate Structure
Key Groups & Their Influence on Governance

Sharerlolers:

* Owners who elect the board and vote on major decisions,
influenige strategic direction and divident policy.

* Managers & Executives:  implemant strategy, and make
operational and investment decisions.

* Employees:
* Contribute labor, innovation, and are affected by corporate decisions,

impacting produtvivity and culture.

* Provide debt financing and influencal decisions through and interst
ireates.

. * Regulators:
* Set rules and ensure compliance, impacting legal legal and
oparational aspects ofhe business.

Overall Impact: Ethical Leadership, Balanced Decision-Making & Long-Term Sustainability <OER_)

summary
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Pilot questions 5.3

1. Which of the following best defines corporate structure? a) The way a company is
organised to carry out operations and achieve objectives b) The process of recording
historical transactions c¢) The design of company logos d) The measurement of customer
satisfaction

2. Which of the following is a form of corporate structure? a) Functional structure b)
Divisional structure ¢) Matrix structure d) All of the above

3. Which of the following best defines corporate governance? a) The system-of rules,
practices, and processes by which a company is directed and controlled b) The process of
recording historical costs ¢) The design of marketing campaigns d) The measurement of
employee morale

4. Fill in the blank: Corporate governance ensures accountability, fairness, and in
company decision-making.

5. Who are considered stakeholders in corporate structure? a) Shareholders b) Managers c)
Employees d) All of the above

5.4 Application of Financing, Dividend Policy, and
Corporate Structure in Practice

5.4.1 Linking financing decisions to growth and sustainability

Financing decisions directly influence a company’s ability to grow and remain sustainable.
Choosing between debt and equity financing affects not only the cost of capital but also the level
of risk and control within the organisation. For example, debt financing may provide quick
access to funds but.increases repayment obligations, while equity financing reduces financial risk
but dilutes ownership.

Managers must ensure that financing choices align with long-term growth strategies and
sustainability goalss such as expanding into new markets or investing in innovation.

Fill in'the blank: Financing decisions must align with long-term growth strategies and
goals.

-
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Figure 5.4 Linking financing decisions to growth and sustainablity
Powering Future-Focused Business Strategy

Strategic Growth ¢

Integrates with * Market Expansion
* RRD & Innovation
* Asset Acquistion

Strategic Growth
* & Interrm Value

Financing Decisions

Funds & Prioritizes it
* Capital Structure Mitigates Through

* Funding Sources
* Cost of Capital

-
Risk Management

« Liquility Planning
* Green Initiatives * Debt Structting

Sustainablity & Impact ¢/

* Social Responsibility « Financial Stability

*» Long-Term Value

Protects & Faciliates

Overall Impact: Sustainable Value Creation, Strategic Resilience & Future-Proofing (%R
diag

5.4.2 Case examples of dividend policy in practice

Dividend policies vary across companies depending on profitability, growth opportunities, and
investor expectations.

o - Case 1: A mature manufacturing firm adopts a stable dividend policy to reassure
investors and maintain confidence.

e Case 2: A technology start-up retains most earnings under a residual dividend policy to
fund research and development.

o Case 3: A retail company uses a constant payout ratio, distributing a fixed percentage of
profits each year.

-
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These examples show how dividend policies reflect both financial realities and strategic
priorities.

Fill in the blank: A technology start-up may retain most earnings under a residual dividend
policy to fund .

Table 5.4 Case examples of dividend policy

Real-World Approaches to Sharehaloder Payouts

Company Type Dividend Policy Rationale
Adopted
Consistent earnings allow for
Mature, Stable Industrial Stable Dividend Policy reliable, steady payouts, favored
Company by income-focused sharehohers

seeking preditbabily.

Priorizizes renvestiment of all

High-Growth Technology Residual Dividend Policy ; 5 S
Startup (No Dividends) into R«D and expansion, maxummg

-lorng value for growth-orineted

investors.

Links dividends directly to all
Cyclical Manufacturing Constant Payout Ratio Policy| profiabillity, providing durring
Policy (e.g, 40% of net income) Policy (e.g, 40% of net economic duttwnns while

net income). sharing success during during

boom periods.

Overall Impact: Shareholler Value Optimization, Financial OER

& Business Lifecycle Aligment table

5.4.3 Lessons for managers, investors, and creditors

The key lesson is that financing, dividend policy, and corporate structure are interconnected.
Managers must balance profitability, risk, and strategic alignment. Investors look for consistent
returns and transparent governance. Creditors evaluate repayment capacity and financial
stability.

-
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Together, these decisions shape the organisation’s reputation, competitiveness, and long-term
success.

Fill in the blank: Financing, dividend policy, and corporate structure decisions are interconnected
and shape the organisation’s

Box 5.4 Lessons for managers, investors, and crediots
Balancing Financing, Dividend Policy & Corporate Structure

* Managers:
* Align financing and dividend polices with strategic goals, maintain a
| sound capital structure, and priorizte transparency.

* Investors:
* Understand al company’s financing strategy, and ie irrasparency. |

* Investors:
* Understand company’s strategy, dividisc, and governance structure to
| assess risk and return.

* Creditors:
* Set rules ans company abiity service debt, analyze fnealtha monitore
corporate goverrance practices.

OER

summa

Overall Impact: Sustainable Growth, Stalekthonder Trust & Long-Terml Stability

Pilot questions 5.4

1. Why must financing decisions align with growth and sustainability? a) To ensure long-
term stability and competitiveness b) To record historical transactions ¢) To measure
employee morale d) To design company logos

-
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2. Which of the following is an example of a stable dividend policy? a) A mature
manufacturing firm paying fixed dividends b) A start-up retaining most earnings c) A
retail company distributing a fixed percentage of profits d) None of the above

3. Which of the following best defines a residual dividend policy? a) Dividends are paid
only after profitable investment opportunities are funded b) Dividends are paid at a fixed
rate regardless of profits ¢) Dividends are paid as a fixed percentage of earnings d)
Dividends are never paid

4. Fill in the blank: Financing, dividend policy, and corporate structure decisions are
interconnected and shape the organisation’s .

5. What is the key lesson for managers, investors, and creditors? a) To balance profitability,
risk, and strategic alignment b) To focus only on profitability ¢) To ignore qualitative
factors d) To rely solely on historical data

Series Summary

This Series has explored how businesses make decisions about financing, dividend policy, and
corporate structure. We began by introducing the meaning and importance of financing,
identifying sources of finance, and examining factors that influence financing decisions. We then
studied dividend policy, including its definition, objectives, types, and determinants. Following
that, we examined corporate structure and governance; focusing on organisational forms, the role
of corporate governance, and the influence of stakeholders. Finally, we applied these concepts in
practice, linking financing decisions to growth and sustainability, reviewing case examples of
dividend policy, and highlighting lessons for managers, investors, and creditors.

By completing this Series, you should now be able to define financing and dividend policy,
identify sources of finance, explain factors influencing financing and dividend decisions,
describe forms of corporate structure, and evaluate practical applications of these concepts.
These skills align directly with the Series Learning Outcomes (SLOs), equipping you to
understand how financial and organisational decisions shape business sustainability and
stakeholder confidence.

Glossary of Terms
o ( Corporate governance: System of rules, practices, and processes by which a company is
directed and controlled.

o Corporate structure: The way a company is organised to carry out operations and
achieve objectives.

e  Debentures: Long-term debt instruments used by companies to raise funds.

o Dividend policy: Guidelines a company follows when deciding how much profit to
distribute to shareholders.

o Equity capital: Funds raised by issuing shares to shareholders.

-
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o Financing: The process of providing funds for business activities, purchases, or
investments.

o Functional structure: Corporate structure organised by departments such as marketing,
finance, and operations.

o Liquidity: Availability of cash or assets that can be quickly converted to cash.
e Matrix structure: Corporate structure combining functional and divisional approaches.

e Residual dividend policy: Dividends paid only after profitable investment opportunities
have been funded.

e Retained earnings: Profits kept within the company for reinvestment rather than
distributed as dividends.

o Stable dividend policy: Paying a fixed dividend per share regardless of profit
fluctuations.

o Stakeholders: Individuals or groups with an interest in the company’s activities, such as
shareholders, employees, and creditors.

e Trade credit: Short-term financing where suppliers allow delayed payment for goods or
services.

Concept Check Questions [Series 5]
Objective questions

1. Which of the following best defines financing? a) Providing funds for business activities,
purchases, or investments b) Recording historical transactions ¢) Designing company
logos d) Measuring customer satisfaction

2. Which of the following is a type of dividend policy? a) Stable dividend policy b)
Constant payout ratio ¢) Residual dividend policy d) All of the above

3. Which of the following best defines corporate governance? a) System of rules, practices,
and processes by which a company is directed and controlled b) Process of recording
historical costs ¢) Design of marketing campaigns d) Measurement of employee morale

Short-answer questions

4. Define dividend policy and explain its objectives.
5. Identify two sources of finance and explain their use.
6. Explain one qualitative factor influencing dividend decisions.

Long-answer questions

7. Analyse the importance of financing decisions for business growth and sustainability.

-
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o Basic response: Financing decisions provide funds for operations and expansion,
ensuring stability.

e Value-added response: Beyond stability, financing choices affect risk, control, and
strategic alignment, shaping long-term competitiveness.

8. Evaluate how corporate governance influences financing and dividend policy.
e Basic response: Governance ensures accountability and fairness in financial decisions.

e Value-added response: It also strengthens transparency, protects stakeholders, and
builds investor confidence, linking financial decisions to ethical practices.

Answers to Pilot Questions [Series 5]
Part 5.1

1. a) Providing funds for business activities, purchases, or investments
2. c¢) Trade credit
3. c¢) Debentures
4. Availability
5. a) It ensures they can meet obligations and pursue growth
Part 5.2
1. a) Guidelines for deciding how much profit to distribute to shareholders
2. d) All of the above
3. d) All of the above
4. Preferences
5. a) It balances shareholder rewards with reinvestment needs
Part 5.3
1. a) The way a company is organised to carry out operations and achieve objectives
2. d) All of the above

3. a) The system of rules, practices, and processes by which a company is directed and
controlled

4. Transparency

5. d) All of the above
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Part 5.4
1. a) To ensure long-term stability and competitiveness
2. a) A mature manufacturing firm paying fixed dividends
3. a) Dividends are paid only after profitable investment opportunities are funded
4. Reputation

5. a) To balance profitability, risk, and strategic alignment
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