
APPLICATION OF FINANCIAL  

MANAGEMENT TECHNIQUES 



STUDY UNIT 1 – ADVANCED ANALYSIS OF INFORMATION 

 IN THIS STUDY UNIT WE WILL BE EXPANDING ON 
THE RATIO ANALYSIS CONCEPTS WE COVERED IN 
MAC 2602 

 CHAPTERS 1, 2 AND 8 OF TEXTBOOK 

 MOST OF THE SAME RATIOS WILL STILL BE 
EXAMINABLE BUT WE WILL BE LEARNING SOME NEW 
RATIOS 

 IMPORTANT: ADJUSTMENTS TO MAKE BEFORE STARTING 
RATIOS 

 UNUSUAL ITEMS 

 INTANGIBLE AND FICTICIOUS ASSETS 

 OTHER – E.G. POST BALANCE SHEET EVENTS, OUTSTANDING 
JOURNALS 

 

 

 

 

 

 

 

 



 OBJECTIVES AND SOURCES OF FINANCIAL 
ANALYSIS 
 THE OBJECTIVES OF FINANCIAL ANALYSIS 

 THE USERS OF FINANCIAL INFORMATION AND 
ANALYSIS 

 SOURCES OF INFORMATION REGARDING AN 
ORGANISATION 

 THE MAIN LIMITATIONS OF FINANCIAL 
INFORMATION 

 TECHNIQUES USED IN PERFORMING FINANCIAL 
ANALYSIS 



THE OBJECTIVES OF FINANCIAL 
ANALYSIS 

 THREE MAIN  OBJECTIVES 

 AN EVALUATION OF AN ORGANISATION’S 
PROSPECTS FOR THE FUTURE 

 TO EVALUATE THE PERFORMANCE OF AN 
ORGANISATION’S MANAGEMENT VIA ANALYSIS OF 
THE FINANCIAL STATEMENTS 

 FOR INTERNAL DECISION MAKING E.G. INVESTING, 
CASH MANAGEMENT 



THE USERS OF FINANCIAL STATEMENTS 

 CAPITAL PROVIDERS 
 GROWTH/SOLVENCY 

 FINANCIAL ANALYSTS 
 RECOMMENDATIONS 

 CREDITORS 
 CASH FLOWS AND LIQUIDITY 

 MANAGEMENT 
 PERFORMANCE / INCOME DISTRIBUTION 

 



 OTHER USERS 

 EMPLOYEES 

 SARS 

 INSTITUTIONS 

 AUDITORS 



THE MAJOR LIMITATIONS OF 
 FINANCIAL INFORMATION 

 AUDITS HAVE LIMITATIONS 

 ACCOUNTING POLICIES 

 HISTORICAL COST LIMITATIONS 

 REPRESENT PAST RESULTS 

 FUTURE FORECASTING 

     SUBJECTIVE 

 FRAUD/ERROR/INCORRECT  

     ACCOUNTING 



TECHNIQUES USED IN PERFORMING 
FINANCIAL ANALYSIS 
 COMPARITIVE FINANCIAL STATEMENTS 

 INDEXED FINANCIAL STATEMENTS 

 THE FIRST YEAR IS ALL SHOWN AS 100% 

 ALL OTHER YEARS ARE SHOWN AS A % OF 100% 

 EASY TO SEE GROWTH AND TRENDS 

 COMMON SIZE FINANCIAL STATEMENTS 

 A FIGURE IS CHOSEN AND MADE 100 % 

 E.G. TURNOVER, TOTAL ASSETS 

 EVERY OTHER FIGURE IS SHOWN AS A % OF THIS 



COMMON 
SIZED 
FINANCIALS: 



 
 
NOTES: 
 IT IS VERY IMPORTANT TO ALWAYS COMPARE A 

FIGURE OR A RATIO WITH PREVIOUS PERIODS 
AND SIMILAR ORGANISATION’S WITHIN THE 
SAME INDUSTRY 

 FAILURE PREDICTION 

 TREND ANALYSIS 



RATIO ANALYSIS 
 FINANCIAL INFORMATION PROVIDED 

 GROWTH RATIOS 

 RATIO ANALYSIS 

 MEASURING PROFITABILITY AND PERFORMANCE 

 MEASURING LIQUIDITY (SHORT-TERM) 

 MEASURING SOLVENCY AND FINANCIAL CAPITAL 
STRUCTURE (LONG-TERM) 

 MEASURING HOW THE ORGANISATION RELATES 
TO FINANCIAL MARKET RATIOS 



INTRODUCTION AND FINANCIAL 
INFORMATION PROVIDED 
 IN THIS SECTION WE WILL BE CALCULATING THE 

VARIOUS RATIOS YOU NEED TO KNOW 

 A FULL STATEMENT OF FINANCIAL POSITION AND 
COMPREHENSIVE STATEMENT OF INCOME ARE 
USUALLY REQUIRED TO PERFORM RATIO ANALYSIS 



RATIO ANALYSIS 
“A METHOD WHEREBY FURTHER CALCULATIONS ARE 
PERFORMED ON FINANCIAL STATEMENTS AND IS 
INTENDED TO CREATE MORE MEANINGFUL 
INFORMATION” 
 
 PROFITABILITY AND PERFORMANCE 
 LIQUIDITY 

 TO MEET SHORT-TERM OBLIGATIONS 

 SOLVENCY AND FINANCIAL STRUCTURE 
 TO MEET LONG-TERM DEBTS AND OVERALL HEALTH 

 FINANCIAL MARKET 
 MAINLY IN MAC 3702 



MEASURING PROFITABILITY 
 GROSS PROFIT MARGIN: 

 

 = GROSS PROFIT / REVENUE X 100 
 

  REASONS FOR GP % CHANGE: 

 DISCOUNTS 

 NEW PRODUCT LINES 

 THEFT/FRAUD/CONTROL 

 CHANGE OF STRATEGY / PRODUCTION COST INCREASE 

 



 RETURN ON CAPITAL EMPLOYED: 

 

 = NET INCOME AFTER  SHORT TERM INTEREST (BEFORE TAX) 

 / TOTAL SHAREHOLDERS INTEREST + LONG TERM FUNDS 

 

 NET PROFIT MARGIN: 

 

 = NET PROFIT / REVENUE X 100 
 

• PROFIT AFTER TAX, FINANCE CHARGES AND 
INVESTMENT INCOME 

 



MEASURING PERFORMANCE 
 RETURN ON EQUITY (ROE): 

 

= NET PROFIT / EQUITY X 100 
 
 AVERAGE EQUITY MAY BE USED  

 

 RETURN ON ASSETS (ROA): 
 

= EBIT/TOTAL ASSETS X 100 
 
 INDUSTRY ASSET BASED LIMITATIONS AS WELL AS  

ASSET AGE 
 



 DU PONT RATIO: 

 

 BREAKS DOWN ROA INTO A PROFIT AND ASSET 
TURNOVER RATE COMPONENT 

 

= EBIT/REVENUE X REVENUE/ASSETS=EBIT/ASSETS 

 

 ASSET TURNOVER: 

 

= REVENUE / TOTAL ASSETS X 100 

 

 



 EBIT PROFIT  

    MARGIN: 

 

= EBIT/REVENUE 

    X 100 

 

 
 

 



MEASURING LIQUIDITY – SHORT TERM 
FUNDS 
 CURRENT RATIO: 

 

= CURRENT ASSETS: CURRENT LIABILITIES 

 

 LIQUID ASSET RATIO (ACID TEST OR QUICK 
RATIO ): 

 

= CURRENT ASSETS LESS INVENTORY: 
 CURRENT LIABILITIES 

 



 INVENTORY DAYS: 
 

= INVENTORY/COST OF SALES X 365 days (or 12 months) 
 

 

 INVENTORY TURNOVER RATIO: 
 

= COST OF SALES/INVENTORY 
 
 

 
NOTE: THE USE OF AVERAGE FIGURES WILL PROVIDE 
MORE ACCURATE RATIOS. IF A COMPARITIVE YEAR IS 
GIVEN IT IS GENERALLY BEST TO USE AN AVERAGE. OR 
CONSULT QUESTION FOR GUIDANCE. 



 RECEIVABLE DAYS (DEBTOR’S COLLECTION 
PERIOD): 

 

= RECEIVABLES/CREDIT SALES X 365 (or 12  months) 

 

 PAYABLE DAYS (CREDITORS’ PAYMENT PERIOD): 

 

=PAYABLES/CREDIT PURCHASES X365(or 12 months) 

 

 INCLUDE VAT WHERE POSSIBLE IN CREDITORS 

 

 

 



 CASH CONVERSION CYCLE: 

 

= DAYS RECEIVABLE+DAYS INVENTORY-
 DAYS PAYABLE 

 

 CASHFLOW TO TOTAL DEBT: 

 

= CASH FLOW FROM OPERATIONS/ TOTAL 
DEBT 

 



MEASURING SOLVENCY AND FINANCIAL 
CAPITAL STRUCTURE (LONG-TERM FUNDS) 
 INTEREST COVER RATIO: 

 

= EBIT / INTEREST EXPENSE 

 

 DEBT TO EQUITY (or leverage ratio): 

 

= LONG TERM DEBT / EQUITY 



 

 DEBT RATIO (or gearing ratio): 

 

= TOTAL DEBT / TOTAL ASSETS X 100 

 

 TOTAL ASSETS TO TOTAL DEBT: 

 

= TOTAL ASSETS / TOTAL DEBT 

 

 FINANCIAL LEVERAGE EFFECT: 

 

= ROE : ROA 

 

 OPERATING LEVERAGE: 

= CONTRIBUTION / EBIT 

 



MEASURING HOW THE ORGANISATION 
RELATES TO FINANCIAL MARKET RATIOS 
 EARNINGS PER SHARE (EPS): 

 

= EARNINGS (or net profit) / NUMBER OF  
         SHARES ISSUED 

 

 DIVIDEND PAY-OUT RATIO: 

 

= DIVIDEND PER SHARE (DPS) / EARNINGS PER 
           SHARE (EPS) 



 

 

 DIVIDEND COVER RATIO: 

 

= EARNINGS PER SHARE (EPS) / DIVIDEND 
                  PER SHARE (DPS) 

 

 PRICE EARNINGS RATIO: 

 

= SHARE PRICE / EARNINGS PER SHARE (EPS) 



 EARNINGS YIELD: 

 

= EARNINGS PER SHARE (EPS) / SHARE PRICE 

 

 DIVIDEND YIELD: 

 

= DIVIDEND PER SHARE (DPS) / SHARE PRICE 

 

 NET ASSET VALUE(NAV): 

 

= TOTAL ASSETS LESS TOTAL LIABILITIES 



FAILURE PREDICTION  AND ECONOMIC VALUE ADDED (EVA) 

 

 EVA 
 = EBIT (1-TAX RATE) – (CAPITAL EMPLOYED X WACC% ) 

 

 FAILURE PREDICTION 
 This is simply a prediction model based on various ratios added together 

=> was developed by De La Rey (called K-score) for the South African 
economy by using an altered version of the Altman Z-score.  

 Remember - anything between -0.19 and +0.2 is considered to be in the 
zone of ignorance => so a score below -0.19 is very bad and corrective 
action should be taken whereas a score above 0.2 is considered safe 



Formula 

K -0.01662a 0.0174e 0.0111b 0.01071f 0.0529c 0.086d 0.06881 

• Total outside funding 
     Total assets x 100   
We include all long term and short term financing but exclude preference shares and minority interests. Total assets includes fixed, 
current and other assets => still exclude fictitious assets 

a = 

• Earnings before interest and tax (EBIT) 
 Average total assets   x 100 
This is simply the ROA formula => average total assets is total assets as stated above averaged for current and prior year 

b =  

• Total current assets and listed investments 
 Total current liabilities  
Modified version of the current ratio 

c =  

• Earnings after tax 
Average total assets x 100 

d =  

•      Net cash flow    .                
Average total assets x 100 
Cash flow is net cash flow from business activities 

e =  

•          Closing inventory          . 
Inflation adjusted total assets x 100 

f = 



 
STUDY UNIT 2 – CAPITAL 
STRUCTURE:RISK AND RETURN 

 CHAPTER 4 AND 5 IN TEXTBOOK 

 BUILDS ON THE COST OF CAPITAL WE COVERED 
IN MAC 2602 



CAPITAL STRUCTURE AND COST OF CAPITAL ( CHAPTER 
4) 

 

 4.1 DEBT ADVANTAGE 
 EFFECTIVELY CHEAPER 

 GEARING / E.P.S 

 4.2 DEBT DISADVANTAGE 
 FINANCIAL AND BUSINESS FAILURE 

 COMMITMENTS – INTEREST AND CAPITAL 

 4.3 FINANCIAL GEARING 
 THE PROPORTION OF DEBT COMPARED TO THE PROPORTION OF EQUITY 

 THE ABILITY TO USE BORROWED FUNDS TO INCREASE RETURNS 

 3 RATIOS: 
 GEARING RATIO = LONG TERM DEBT/LONG TERM DEBT + EQUITY 

 DEBT OR SOLVENCY RATIO = TOTAL DEBT / TOTAL ASSETS 

 DEBT TO EQUITY = NON-CURRENT LIABILITIES TO EQUITY 

 

 

 

 

 



EXAMPLE - EXPANSION VIA EQUITY ONLY 
A BUSINESS DECIDES TO EXPAND AND BUY A NEW PLANT IN YEAR 2 FOR R 50 
MILLION. IT FUNDS IT TOTALLY BY ISSUING NEW SHARES OR EQUITY. THE NEW 
PLANT IS ABLE TO DOUBLE PROFITS FROM R 5 MILLION TO R 10 MILLION. 

YEAR 1: YEAR 2: 

                                    R MILLION 

NET PROFIT                     5 

 

TOTAL ASSETS                   50 

 

TOTAL EQUITY                  50 

 

 ROE    =   10 % 

              ROA    =   10 % 

 

         R MILLION 

NET PROFIT                        10 

 

TOTAL ASSETS                   100 

 

TOTAL EQUITY                  100 

 

  ROE    =   10 % 

              ROA    =   10 % 



EXAMPLE – EXPANSION VIA DEBT AND EQUITY 
A BUSINESS DECIDES TO EXPAND AND BY A NEW PLANT IN YEAR 2 FOR R 50 
MILLION AND FUNDS IT  BY ISSUING R 30 MILLION NEW SHARES OR EQUITY 
AND R 20 MILLION DEBT. THE NEW PLANT IS ABLE TO DOUBLE PROFITS FROM R 
5 MILLION TO R 10 MILLION. 

YEAR 1: YEAR 2: 

                                    R MILLION 

NET PROFIT                     5 

 

TOTAL ASSETS                  50 

 

TOTAL EQUITY                 50 

 

 ROE    =   10 % 

              ROA    =   10 % 

 

         R MILLION 

NET PROFIT                        10 

 

TOTAL ASSETS                   100 

 

TOTAL EQUITY                    80 

TOTAL DEBT                         20 

  ROE    =   12.5 % 

              ROA    =   10 % 



 4.4 DEBT AS PART OF THE CAPITAL STRUCTURE 
 SHOULD A COMPANY TAKE ON DEBT AND IF SO HOW MUCH? 

 TRADITIONAL THEORY 
 OK AS IT LOWERS COST OF FINANCE AND NOT TO MUCH DEBT IS TAKEN 

 THE MILLER AND MODIGLIANI THEORY 
 INCREASED DEBT CAUSES INCREASED BUSINESS AND FINANCIAL RISK 

WHICH RAISES THE COST OF EQUITY (Ke) AND THEREFORE OVERALL 
WACC. THEREFORE WHETHER A COMPANY TAKES ON FINANCE OR NOT IT 
CANNOT LOWER THE OVERALL COST OF FINANCE BELOW THE REQUIRED 
RETURN ASSOCIATED WITH THE BUSINESS RISK 

 4.5 COMPENSATING PROVIDERS OF CAPITAL 
 THE WACC NEEDS TO BE ACHIEVED 

 

 

 

 

 



 4.6 TRADITIONAL CAPITAL STRUCTURE THEORY 
 OPTIMAL CAPITAL STRUCTURE DOES EXSIST AND THE 

COMPANY CANNOT MAXIMISE SHAREHOLDERS WEALTH 
UNLESS THE OPTIMAL WACC IS ACHIEVED: 

 

 

 

 

 



 4.7 THE MILLER AND MODIGLIANI THEORY 

 THERE IS NO OPTIMAL CAPITAL STRUCTURE BECAUSE THE 
ADVANTAGE OF DEBT WOULD BE COUNTERED BY AN INCREASE IN 
THE COST OF EQUITY Ke 

 ASSUMPTIONS: INVESTORS RATIONAL, HAVE SIMILAR 
EXPECTATIONS, CAPITAL MARKETS ARE PERFECT, INFORMATION 
FREELY AVAILABLE, NO TRANSACTION COSTS, NO TAXATION, FIRMS 
CAN BE GROUPED INTO RISK CLASSES AND SAME RATE BORROWING 
EXSISTS. 

 Vo = Y / Ko     ( VALUE OF THE FIRM =  (DIV + INTEREST)/WACC ) 

 

 

 

 



 4.9 OPTIMAL CAPITAL STRUCTURE – TRADITIONAL 
WORLD 
 THE TRADITIONAL THEORY MORE RESEMBLES THE REAL 

WORLD 

 THEREFORE LIMITED DEBT IS OK 

 

 

 

 



PORTFOLIO MANAGEMENT AND THE CAPITAL ASSET 
PRICING MODEL (CHAPTER 5 ) 

 

 5.1 GENERAL AND BACKGROUND 
 PORTFOLIO THEORY LOOKS AT THE GENERAL RELATIONSHIP 

BETWEEN RISK AND RETURN FROM AN INVESTORS POINT OF 
VIEW 

 PORTFOLIOS SHOULD BE SELECTED THAT PROVIDE AS 
MUCH RETURN WITH AS LITTLE RISK AS POSSIBLE 

 INVESTMENT CRITERIA 
 EXPECTED RETURN 

 VARIATION IN RISK – STANDARD DEVIATION 

 ASSOCIATION BETWEEN RISK AND RETURN FOR THAT AND EVERY OTHER 
INVESTMENT 

 

 

 

 

 

 



 5.2 THE CONCEPT OF RISK AND RETURN 

 RETURN 

 CAPITAL GROWTH 

 INCOME STREAM – DIVIDENDS AND INTEREST 

 REALISED AND EXPECTED RETURNS 

 RISK 

 UNPREDICTABILITY 

 THE CHANCE OF THE VARIATION IN THE RETURNS 

 USUALLY INVERSE RELATIONSHIP BETWEEN RISK AND RETURN 

 INVESTORS ATTITUDES TO RISK 

 RISK AVERSE AND RISK PRO 

 

 

 

 

 

 



 PROBABILITIES AND EXPECTED VALUES 
 FOR A SINGLE STAND ALONE ASSET: 

  E(R) = Pi x Ri 

  ( THE EXPECTED RETURN = PROBABILITY FACTOR X RETURN ) 

 FOR A PORTFOLIO OF ASSETS: 

 E(Rp) = WaE(Ra) + WbE(Rb) 
 ( THE EXPECTED RETURN = PROPORTION OF STOCK “A” x EXPECTED 
RETURN ) 

 SINGLE ASSET RISK MEASURES: 

 

 

 

 

 

 

 

 

 

 

 

 























STUDY UNIT 3 – SOURCES AND FORMS OF LONG TERM 

FINANCE ( CHAPTER 7 ) 

 

 7.2 CLASSIFICATION OF DIFFERENT FORMS OF FINANCE 

 SHORT TERM/MEDIUM TERM/LONG TERM 

 SECURED/UNSECURED 

 DEBT/EQUITY/HYBRID OR MEZZANINE 

 TAILOR MADE FINANCE 

 SOURCES OF FINANCE 

 CAPITAL  ( LONG TERM ) 

 PRIMARY AND SECONDARY 

 MONEY MARKET ( SHORT TERM ) 

 BORROWERS AND LENDERS BROUGHT TOGETHER BY BANKS AND OTHER INSTITUTIONS 

 

 

 

 

 

 

 

 

 

 



 7.3 EQUITY AS A SOURCE OF FINANCE 

 SHARES OR RETAINED EARNINGS 

 REVISION OF MAC 2602 

 STOCK MARKET LISTING 

 UNDERWRITING 

 RIGHTS ISSUE 

 ISSUE IN PROPORTION TO EXSISTING SHAREHOLDERS 

 BENEFITS 

 LOWER TRANSACTION COSTS 

 SHARES OFTEN AT DISCOUNT 

 NO LOSS OF CONTROL IF ALL TAKEN UP IN ACCORDANCE 

 CAN BE SHARE PRICE DILUTION IF RIGHTS ISSUED BELOW MARKET PRICE 

 RIGHTS PRICE = 1/(N+1) x ((N x RIGHTS PRICE ) + ISSUE PRICE) 

o WHERE N = NUMBER OF SHARES REQUIRED TO BUY 1 NEW SHARE 

 VALUE OF RIGHT = RIGHTS PRICE – ISSUE PRICE 

 WARRANTS 

 THE RIGHT TO BUY OR SELL A SHARE AT A FUTURE DATE AT FIXED PRE-DETERMINED 

PRICE 

 BENEFITS TO COMPANY 

 NO DIVIDENDS OR INTEREST, MAKES STOCK MORE ATTRACTIVE, GENERATES ADDITIONAL FUNDS 

 

 

 

 



 7.4 PREFERENCE SHARES 

 REVISION OF MAC 2602 

 HYBRID FORM OF FINANCE 

 7.5 LOAN CAPITAL 

 REVISION OF MAC 2602 

 ADVANTAGES AND DISADVANTAGES 

 DEBT COMPARED TO EQUITY 

 7.7 CRITERIA APPLIED BY PROVIDERS OF FINANCE 

 AFFORDABILITY 

 SUSTAINABILITY 

 LIQUIDITY AND CASHFLOW 

 CREDITWORTHINESS HISTORY 

 SECURITY 

 NATIONAL CREDIT ACT (NCA) REQUIREMENTS 

 



 7.9 THE FINANCING DECISION 

 FACTORS TO CONSIDER 

 WHAT FINANCING OPTIONS ARE THERE? 

 CAPITAL STRUCTURE 

 COST CONSIDERATIONS 

 IMPACT 

 MATCHING 

 

 7.11 DETERMINING THE MOST COST EFFECTIVE FORM OF 

FINANCE 

 THE NET PRESENT COST (NPC ) 

 THE INTERNAL RATE OF RETURN (IRR) 



FINANCING QUESTION TECHNIQUE: 
YOUR SOLUTION WILL TAKE ON THE SAME COLUMNAR FORMAT 
AS CAPITAL BUDGETING 

 IDENTIFY THE  DIFFERENT FINANCING SOURCES 
 REGARDLESS OF WORDING ,ALL WORK THE SAME, EXCEPT LEASE 

 WE WILL DISCUSS THIS LATER 

 EACH ONE WILL HAVE A  COLUMNAR SPREASHEET NEEDED 
 THE  GROSS FINANCE RECEIVED WILL BE YOUR INFLOW AT THE 

START 
 THE INSTALMENTS OR REPAYMENTS WILL BE YOUR ANNUAL 

OUTFLOW 
 INTEREST EFFECTS: 

 IF THE INSTALMENT INCLUDES INTEREST DO NOT RECORD INTEREST N 
CASH FLOWS 

 MOST QUESTIONS WILL REQUIRE A LOAN AMORTISATION SCHEDULE  TO 
WORK OUT INTEREST ( ABOUT  6 MARKS  ) 

 THE INTEREST GETS TAKEN INTO ACCOUNT AS  A TAX SHIELD 



 DO NOT RECORD WEAR AND TEAR UNLESS YOU ARE EVALUATING A 

LEASE SCENARIO 

 IGNORE ALL RECOUPMENTS AND SALES OF  THE ASSET AT THE END OF 

THE LIFE 

 ADD UP COLUMNS AND DISCOUNT BACK EXACTLY AS PER CAPITAL 

BUDGETING 

 

7.13 FINANCIAL LEASE 

  THIS IS THE MORE COMPLICATED VARIATION AS IT IS THE ONLY 

TRANSACTION WHERE OWNERSHIP DOES NOT PASS TO THE BUYER AT 

THE START 

 IN THE LEASE EVALUATION YOU CLAIM THE FULL LEASE PAYMENT AS A 

TAX DEDUCTION BUT A LESSEE CANNOT CLAIM WEAR AND TEAR SO 

THIS NEEDS TO BE SHOWN AS AN OPPURTUNITY COST OF A TAX 

SAVING LOST 

 



STUDY UNIT 4 – WEIGHTED AVERAGE COST OF CAPITAL 

( CHAPTERS 10, 11 AND 4 ) 

 REVISION OF MAC 2602 

 VARIOUS COMPONENT COSTS 

 EQUITY 

 GORDON GROWTH OR CAPM 

 DEBT 

 PREFERENCE SHARES 

 EACH COMPONENT COST IS MULTIPLIED BY EACH WEIGHTING IN THE 

STATEMENT OF FINANCIAL POSITION AND THE TOTAL IS THE WEIGHTED 

AVERAGE COST OF CAPITAL ( WACC ) 

 

 MAC 3702 

 MORE COMPLICATED CALCULATIONS FOR THE WACC, SPECIFICALLY FOR 

DEBT AND PREFERENCE SHARES 



 VALUATION OF PREFERENCE SHARES AND HYBRID INSTRUMENTS 

 10.1 REASONS FOR UNDERTAKING VALUATIONS OF PREFERENCE SHARES 

 VALUATION FOR TAX OR FINANCIAL REPORTING PURPOSES 

 BUSINESS VALUATION OR BUSINESS RESCUE 

 10.2 VALUATION USING THE DISCOUNTED CASH FLOW METHOD 

 A CASH FLOW WORKSHEET WILL BE DRAWN UP TO VALUE, SIMILAR TO CAPITAL BUDGTING 

 RECORD INFLOW IN YEAR 0 AS FINANCE RECEIVED 

 RECORD ALL RELEVANT OUTFLOWS IN VARIOUS YEARS 

 DIVIDENDS, INTEREST, CAPITAL PAYOUT ON MATURITY, ANY PREMIUMS ON REDEMPTION 

 DISCOUNT ALL BACK TO THE PRESENT AND GET A NET PRESENT COST ( NPC ) 

 

 



 CHAPTER 11 – BUSINESS AND EQUITY VALUATIONS 

 

 11.1 SOME OF THE INTRICACIES OF VALUE 

 THE “DOTCOM” BUBBLE AND THE FINANCIAL CRISIS 

 PLATINUM SHARE DROP IN 2012 

 11.2 REASONS FOR UNDERTAKING BUSINESS VALUATION 
 TAX OR FINANCIAL REPORTING PURPOSES 

 VALUATION TO SELL TO INVESTOR OR MERGER/ACQUSITION 

 ESTATE DUTY, SECURITY OR LOAN, INITIAL PUBLIC OFFER ETC. 

 11.3 UNDERLYING VALUATION THEROY 
 HISTORICAL COST 

 INTRINSIC VALUE 

 MARKET VALUE 

 FAIR VALUE 

 LIQUIDATION VALUE 

 MARKET CAPITALISATION 

 NUMBER OF SHARES X PRICE PER SHARE 

 

  



 VALUATION APPROACHES 

 THE REPLACEMENT COST APPROACH 

 THE MARKET COMPARABLE APPROACH 

 THE INCOME APPROACH 

 VALUATION METHODOLOGIES 

 EARNINGS MULTIPLES 

 MARKET PRICE MULTIPLES 

 THE GORDON GROWTH MODEL 

 MODELS BASED ON THE FREE CASH FLOW (FCF) 

 MODELS BASED ON ECONOMIC VALUE ADDED ( EVA) 

 11.4 FACTORS AFFECTING THE VALUE OF THE BUSINESS 
 RELATIONSHIP BETWEEN VALUE, RISK AND RETURN 

 THE BUSINESS MODEL APPLIED 

 THE BUSINESS VEHICLE 

 INVESTMENT IN EQUITY OR ASSETS OF A BUSINESS 

 THE LEVEL OF CONTROL 

 SHARED PUBLICLY TRADED ON A SECURITIES EXCHANGE 

 HIDDEN FACTORS ( OFTEN VIA DUE DILIGENCE INVESTIGATIONS) 

 



 VALUATION OF ORDINARY EQUITY 

 11.5 OTHER VALUATION MATTERS 

 VALUATION FOR EITHER MANAGERIAL FINANCE OR FINANCIAL 

REPORTING 

 VALUATION PREMIUMS AND DISCOUNTS 

 MINORITY, CONTROL OR MARKETABLITY DISCOUNTS/PREMIUMS 

 GENERALLY ACCEPTED VALUATION STANDARDS AND VALUATION 

REPORT 

 11.6 DISCUSSION OF CERTAIN VALUATION METHODS AND MODELS 

 PRICE OF RECENT INVESTMENT 

 EARNINGS MULTIPLES 

 MARKET PRICE MULTIPLES 

 THE GORDON GROWTH MODEL  ( P = D1/R-G ) 

 MODELS BASED ON THE FREE CASH FLOW 

 MODELS BASED ON EVA/MVA 

 INTRINSIC VALUE OR NET ASSETS 

 

 



STUDY UNIT 5: ADVANCED  CAPITAL BUDGETING ( CHAPTER 6 

 INTRODUCTION 

 A TECHNIQUE FOR MANAGEMENT TO EVALUATE THE FEASIBILITY OF 

LONG-TERM CAPITAL INVESTMENTS 

 

 BASIC METHODS 

 Payback Method 

 Cost of project / annual cash flow 

  The average accounting rate of return Method 

  = W/ 1/2I  x 100   -> The average annual profit per year for the whole 

period / Investment ( x ½)  x 100 

  Internal Rate of Return Method 

 The rate  which makes the NPV of a project equal = 0 

 Easy on a financial calculator but in this course will need to interpolate 

  The Net Present Value Method 

 Discount back all the projects flows at the cost of capital using Present Values 

 

 

 

 



6.3 TECHNIQUE FOR SOLVING NPV AND IRR QUESTIONS 

 ALL LONG EXAM QUESTIONS EFFECTIVELY WILL ASK THE STUDENT TO 

DRAW UP A DETAILED COLUMNAR ANALYSIS TO SOLVE THE CAPITAL 

BUDGETING PROBLEM 

 YOU WILL USE THIS FORMAT FOR BOTH NPV AND IRR 

 E.G. 

 



 

 THE BASIC MODEL IS FAIRLY EASY TO IMPLEMENT, BUT WHAT MAKES 

CAPITAL BUDGETING COMPLEX IS THE VARIATIONS ( THE DIFFERENT 

STUDY UNITS IN YOUR GUIDE ) WHICH CAN BE INCORPORATED 

 ESSENTIALLY YOUR SOLUTIONS WILL TAKE ON THE SAME COLUMNAR 

FORMAT BUT WILL BE VERY DIFFERENT IN TERMS OF VARIATIONS 

 WE FIRST NEED TO UNDERSTAND THE BASIC NPV/IRR MODEL, AND 

THEN WE CAN LOOK AT THE VARIOUS UNISA MODULAR COMPONENTS 

AND VARIATIONS THAT CAN BE CONTAINED IN ANY GIVEN QUESTION 

 

 



BASIC NPV COLUMNAR TECHNIQUE 

 Most questions you need to evaluate TWO investment options 

 

 Each option needs an NPV/cash flow table AND a taxable income table, effectively giving you 

FOUR tables required ( plenty of marks ). You can do the taxable income as a side working in 

smaller questions or just do it on the face of the cash flow table 

  

 Start by identifying the two investment options, you can then draw up one of the projects cash 

flows/NPV table and sourcing the relevant figures:  

 Initial Investment  

 Annual Income  

 Working capital in and out 

 Tax paid 

 Wear and tear ( only on the tax table, don’t put on the cash flow table ) 

 Proceeds / Recoupment at the end of the capital items 



VARIOUS MODULE / STUDY UNIT COMPONENTS THAT 

MAY BE INCORPORATED INTO A QUESTION: 

 

 Is it a straight expansion option or a replacement option? 

 This is the most important and also most complex issue 

 The expansion is easy but if the question involves replacement you will have to: 

 Account for the exsisting assets oppurtunity cost 

 The oppurtunity  gain/cost of keeping the old asset 

 Take care in getting the correct time frames for each asset 

 

 Are the projects the same lifespan? 

  If not you will have to do an annualised NPV at the end 

 

 

 

 



 Do any of the flows have probabilities attached? 

  If so, you need to do a weighted average flow 

 

 Is there inflation ? 

  If there is you will need to increase the cash flows by inflation over the years 

 (1+ m) = (1 + r)( 1+ i  ) 

 In easier terms, nominal rate = real rate x inflation rate 

 

 Working Capital requirements? 

 When doing the NPV, this will be a outflow  at start of project and an inflow at 

end of project 

 This figure will either be given to you or in very rare cases a schedule may need 

to be done 

 

 

 

 

 

 



FINALISING YOUR CAPITAL BUDGETING SOLUTION: 

 WHEN YOU HAVE DRAFTED ALL THE COLUMNS AND RECORDED ALL RELEVANT 
FIGURES YOU ARE NOW IN A POSITION TO FINALISE: 

 ADD UP ALL THE COLUMNS TO GET A TOTAL CAH INFLOW OR 
OUTFLOW FOR EACH YEAR 

 IDENTIFY THE DISCOUNT RATE  TO  BE USED AND RECORD THIS 
RELEVANT FACTOR UNDERNEATH YOUR GROSS AMOUNT FROM  
ABOVE 

 TABLE A, B OR A NORMAL CALCULATOR CAN BE USED 
 MULTIPLY THE  GROSS  AMOUNT BY THE  FACTOR 
 RECORD THIS  REDUCED OR DISCOUNTED FIGURE BELOW 
 ADD UP ALL DISCOUNTED FLOWS AND RECORD THE  FINAL NPV 

 
 INTERPOLATION: 

 INTERPOLATION IS THE SAME AS THE ABOVE EXCEPT YOU WILL BE 
DOING A DOUBLE NPV WITH THE RATES GIVEN AND THEN 
INTERPOLATING 
 
 



OTHER: 

 Capital Rationing 

 Divisible vs. Non Divisible Projects 

  Independent and mutually exclusive Projects 

  You need to work out Profitability Index and rank Projects 

  PI = PV / Initial Investment 

 

 6.8 Qualitative Factors 
 Reliability/lifespan 

 Spare parts 

 Guarantees 

 Technological obsolescence 

 Suppliers, quality of materials and output 

 Growth 

 Capital intensive vs. labour intensive 

 Labour and skilled staff 

 Environmental, ethical and social issues 

 Governments and legislation 


