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 Th e important role micro-, small- and medium-sized enterprises (MSMEs) 
play across the world cannot be overstated. MSMEs represent the ‘engine’ of 
economic growth, especially in developing and emerging countries. Th is book 
deals comprehensively and clearly with entrepreneurial fi nance and represents 
a timely and excellent contribution to our understanding and knowledge of 
this sector from a managerial perspective. MSMEs are the drivers of entrepre-
neurship and innovation, and fi nance lies at the heart of the success or failure 
of these fi rms! 

 Professor Abor must be congratulated on providing such a clear and 
detailed treatment of this subject. Th e book is written with exceptional clarity 
and insight. Th e 15 chapters deal with the complexity of managerial fi nance 
relating to MSMEs in a way that makes the material accessible to a wide read-
ership. Th e book is essential reading for all concerned with the sector—both 
those from within the sector itself and others, including analysts, academ-
ics, consultants and policy-makers. As more and more developing countries 
emerge from the ‘Base of the Pyramid’, we will witness the birth of many new 
enterprises day by day—and inevitably, there will be many failures. But this 
book off ers hope and guidance for the future of small businesses!  

        Joe     Nellis   
School of Management 

Cranfi eld University
  Cranfi eld ,  UK      

   Foreword   



ix

 Micro-, small- and medium-sized enterprises (MSMEs) have been noted as 
important contributors to the economic growth of many countries. Issues 
regarding MSMEs are therefore critical not only for the entrepreneur, but also 
for regulators, policy-makers, academics and the general public. Most start-up 
fi rms fail in their embryonic stage due to a multiplicity of factors, and espe-
cially so in sub-Sahara Africa. One of the main pandemics that plague small 
businesses is their lack of understanding of fi nancial issues regarding their 
operations. Finance is critical for the survival of any entrepreneurial venture, 
and a good understanding of the fi nancial issues confronting MSMEs will 
increase the chances of the entrepreneur surviving. 

 Entrepreneurial fi nance deals with both institutional fi nance and fi nance 
as a structured approach to decision-making. Institutional fi nance is con-
cerned with identifying the various sources of fi nance available to MSMEs 
and showing their extent of use. Th e focus of fi nance as a structured approach 
to decision- making is on the allocation of resources and how the enterprise 
should be structured. Th is text combines both approaches, with more empha-
sis on fi nance as a structural approach to decision-making. Th e entrepreneur 
must consider the sources of fi nance and how to allocate the funds to produc-
tive ventures. Th e aim of this book, therefore, is to show how entrepreneurs 
and managers of MSMEs can add value to their fi rms by applying mana-
gerial fi nance tools. Entrepreneurial fi nance is also relevant for managers of 
large corporations because it is increasingly being advocated that these organ-
isations should be more entrepreneurial in their approach. Th is concept is 
referred to as  intrapreneurship , where managers in existing organisations are 
encouraged to be innovative and are expected to operate like entrepreneurs. 

  Pref ace   



x Preface

 Th is book is essential reading for entrepreneurs, small business managers, 
managers of venture capital fi rms, managers of microfi nance institutions, 
policy-makers and experts in small- and medium-sized enterprises (SMEs) 
development. Th e text is also useful for students studying fi nance and entre-
preneurship. Specifi cally, it is appropriate for both undergraduate and grad-
uate students: MBAs, Executive MBAs as well as Masters in Development 
Finance. 

 Divided into 15 chapters, this textbook deals extensively with entrepre-
neurial fi nance and provides a comprehensive framework for understanding 
the MSME sector. Th e fi rst three chapters, which provide the entrepreneurial 
setting, focus on the introduction to entrepreneurial fi nance, new venture 
development and sources of fi nancing, and business planning. Chapters   4    , 
  5    ,   6     and   7     examine the fi nancial environment within which MSMEs operate 
and discuss the importance of venture capital, microfi nance and the public 
sector in supporting MSMEs. Chapters   8    ,   9     and   10     deal with fi nancial per-
formance and planning. Th ey specifi cally look at understanding and analysing 
statements, fi nancial planning and forecasting, and working capital manage-
ment. Th e relevance of time value of money, evaluating capital investment 
decisions and valuation of new ventures and small businesses are discussed 
quite extensively as useful tools in taking business and investment decisions. 
Th ese are covered in Chaps.   11    ,   12     and   13    . Th e last two chapters concen-
trate on fi nancing choice by the entrepreneurial fi rm and how entrepreneurs 
and other investors, such as venture capitalists, can harvest their investments. 
Th ough the text gives the reader a global view of entrepreneurial fi nance, it 
provides more examples within the context of developing countries, which are 
often ignored in most books on this subject matter.  
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    1   
 Introduction to Entrepreneurial Finance                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    explain the concept of entrepreneurial fi nance  
•   discuss entrepreneurship and the importance of fi nance to the 

entrepreneur  
•   distinguish between entrepreneurial fi nance and corporate fi nance  
•   defi ne micro, small and medium enterprises  
•   explain the characteristics and importance of micro, small and medium 

enterprises  
•   identify the constraints to the development of micro, small and medium 

enterprises     

1.1     Introduction 

 Many new businesses are started year after year, but these businesses face a 
myriad of challenges. Some succeed while others do not. Micro-, small- and 
medium-sized enterprises (MSMEs) are regarded as the engine of economic 
growth not only in Africa but also in the world at large. Issues regarding 
MSMEs are therefore critical not only for the entrepreneur, but also for 
regulators, policy-makers, academics and the general public. A good under-
standing of the issues surrounding MSMEs will increase the chances of the 



entrepreneur surviving and one important issue confronting the growth of 
most MSMEs is fi nance. 

 Th e aim of this book therefore is to introduce entrepreneurial fi nance as 
a decision-making approach and show how entrepreneurs and managers of 
MSMEs can add value to their fi rms by applying fi nancial management tools. 

 Th is introductory chapter discusses entrepreneurship, fi nance and the 
entrepreneur, and the diff erences between entrepreneurial fi nance and corpo-
rate fi nance. It then looks at what MSMEs are, the characteristics of MSMEs, 
the importance of MSMEs to economic development and the constraints to 
the development of MSMEs.   

1.2     Entrepreneurship 

 While entrepreneurial fi nance deals with fi nancial decision-making by 
entrepreneurs and managers of MSMEs, corporate fi nance is concerned 
with fi nancial decision-making of large corporate organisations. Clearly, 
managers of large corporate organisations are mostly confronted with 
issues and decisions distinct from those aff ecting MSMEs or entrepreneur-
ial fi rms. 

 In order to appreciate the diff erences in the responsibilities and decisions, 
it is important to understand who an entrepreneur is. Th e term ‘entrepreneur-
ship’ comes from the French word  entreprendre , which means to undertake or 
do something .  A prominent economist, Richard Cantillon, in the early 1700s 
considered entrepreneurs as bearers of risk or risk takers who buy at certain 
prices and assume the risk to sell at future uncertain prices. Modern views 
of entrepreneurs however go beyond those who bear risk. Providers of risk 
capital bear risk by fi nancing the enterprise but they are not entrepreneurs. 
Employees also bear risk due to the possibility of the enterprise failing, but 
they are also not entrepreneurs. 

 Th e use of the term entrepreneurship (entreprendre) was popularised by 
another French economist in the early 1800s, Jean Baptiste Say, who used 
the term to refer to people involved in military expeditions and explorations 
and to merchants. He characterised entrepreneurs as those who improve pro-
ductivity by shifting resources to higher-gain areas. Th is defi nition however is 
problematic since all those involved in the modern capitalist system are basi-
cally trying to achieve higher productivity by shifting resources to higher-gain 
areas. Th ey are not all entrepreneurs. 
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 Frank Knight ( 1921 ) considered the entrepreneur as a manager of uncer-
tainty. He defi nes entrepreneurship as the process of directing resources, tak-
ing into consideration a certain level of uncertainty and achieving a reward for 
successful performance. Entrepreneurs are also regarded as innovators because 
they may introduce a new technology, or product or bring something new 
and unique to bear in the enterprise they undertake. Th is fl avour of inno-
vation is attributed to the Austrian-born economist Joseph Schumpeter. In 
Schumpeter’s view, entrepreneurs are innovators: people who come up with 
ideas and embody those ideas in high-growth companies. Innovative entre-
preneurs, as opposed to replicative entrepreneurs, set off  to upset and disor-
ganise the status quo by bringing to birth new ways of organising society’s 
resources to produce distinct and new output. ‘Creative destruction’ is thus 
the defi ning characteristic of the innovative entrepreneur. 

 According to McClelland ( 1961 ), the diff erent level of economic develop-
ment observed across countries is primarily attributable to the number of 
entrepreneurs that a country has. From McClelland’s point of view, entrepre-
neurs have a high need for achievement and affi  liation which increases their 
sphere of infl uence, power and control. 

 Management expert Peter Drucker ( 1985 ) described entrepreneurs as peo-
ple who create something new and diff erent, and transmute values by chal-
lenging the status quo. Th erefore, entrepreneurs are risk bearers, they usually 
innovate by creating something new, and they reallocate resources to higher 
gain areas. A more recent defi nition of entrepreneurship given by Howard 
Stevenson is the pursuit of opportunity beyond the resources you currently 
control. Going by this defi nition, the following processes can be identifi ed:

•    Th e entrepreneur must perceive an opportunity to create value.  
•   Th e entrepreneur must devise a strategy for marshalling control of resources.  
•   Th e entrepreneur must implement the strategy to bring about change.  
•   Th e entrepreneur must harvest the rewards that accrue from the innovation 

and investment.     

1.3     Finance and the Entrepreneur 

 Finance is critical for the survival of any entrepreneurial venture. 
Entrepreneurial fi nance or small business fi nance can be viewed from two 
main perspectives: institutional fi nance and fi nance as a structured approach 
to decision-making. Institutional fi nance deals with identifying the various 
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sources of fi nance available to MSMEs and reporting their extent of use. Th e 
focus of fi nance as a structured approach to decision-making deals with the 
allocation of resources. It also entails how the enterprise should be set up, that 
is, whether as a sole proprietorship, a partnership, a private company or a pub-
lic company. In addition to institutional sources of fi nance, this book looks 
at fi nance as a structured approach to decision-making. Th e text combines 
both approaches, with more emphasis on fi nance as a structural approach to 
decision-making. 

 Th e entrepreneur must consider the sources of funds and how to allocate 
the funds to productive ventures. Th is can be looked at from a balance 
sheet or from a statement of fi nancial position perspective. Th e balance 
sheet or the statement of fi nancial position is made up of assets, liabilities 
and equity. Assets are resources that are controlled by the entity as a result 
of past events that will lead to future economic benefi ts accruing to the 
entity. Liabilities are present obligations as a result of past events, which 
will lead to resources embodying future economic benefi ts fl owing out of 
the entity. Equity is the residual between assets and liabilities. Liabilities 
and equity provide resources or funds for the entrepreneur or fi rm. Equity 
involves an investment in a fi rm that makes the investor a part owner of 
the fi rm. Liabilities are debt claims that mature over a given period. Th e 
fi nancing decision that an entrepreneur therefore faces is the mix of debt 
or equity that should be employed to fi nance the enterprise. Th is decision, 
more formally, is referred to as the capital structure decision. After funds are 
acquired the fi rm must utilise them by investing in assets that will generate 
future economic benefi ts for the enterprise. Th is decision is referred to as 
the investment decision. Th erefore, whereas assets represent a use of funds, 
liabilities and equity provide funds. 

 Entrepreneurs undertake projects with the aim of making profi ts and gains 
for themselves and their families. Th e primary goal is not to create employ-
ment for others or further other social objectives. However, as economist 
Adam Smith shows, in pursuing their own selfi sh interests, they also serve the 
needs of society through the so-called process of the invisible hand (market 
forces of supply and demand). 

 Th e key goal of entrepreneurial fi nance is to create value for the entrepre-
neur. Others will want to capture some of the gains from the entrepreneurial 
venture. Th ese other stakeholders include providers of fi nance and employees. 
Th e entrepreneur, however, is interested in maximising his value and not the 
value of providers of capital or other investors. Maximising entrepreneurial 
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value will coincide with maximising shareholder value if the entrepreneur is 
the sole shareholder. 

 It is important for other providers of fi nance to understand this motivation 
of the entrepreneur. Th is is because the entrepreneur will undertake projects 
that match their risk and return preferences. Th e entrepreneur also needs to 
understand this so that he/she can choose fi nancing sources that match the 
risk/return preferences.  

1.4     Entrepreneurial Finance and Corporate 
Finance 

 Corporate fi nance deals with fi nancial decisions for large well established 
fi rms. Th e theory in this area is well developed. However, entrepreneurial 
fi nance looks at the fi nancing decisions that concern start-ups, young and 
small enterprises. Th e main diff erences between corporate fi nance and entre-
preneurial fi nance are outlined explicitly below: 

•     In entrepreneurial fi nance, start-ups and entrepreneurial fi rms face a high 
level of information asymmetry. In corporate fi nance, large public compa-
nies tend to have less problem of information asymmetry. Information 
asymmetry refers to various parties having diff erent sets and levels of infor-
mation. In the case of entrepreneurial fi rms, the problem of information 
asymmetry is compounded by the newness of the venture, and the diff er-
ence between the entrepreneur and the providers of capital. On the other 
hand, large fi rms are generally more established, and therefore may be 
better at dealing with the problem information asymmetry than 
start-ups.  

•   In corporate fi nance, the focus of the fi nance manager is to maximise share-
holder value of the large public company. However in the case of entrepre-
neurial fi nance, the focus is to maximise value for the entrepreneur.  

•   It is diffi  cult to separate the investment and fi nancing decisions when it 
comes to entrepreneurial fi nance. In corporate fi nance, it is assumed that 
the investment and fi nancing decision are independent.  

•   In entrepreneurial fi nance, the owners or fi nance providers are mostly 
involved in the management of the fi rm and therefore the separation of 
ownership and management is less pronounced. In corporate fi nance, there 
is clear separation of ownership and management in large public 
companies.  
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•   In corporate fi nance, investors or shareholders of public fi rms do not have 
a fi nite investment horizon and can therefore sell their shares to other 
investors and such a decision is taken independent of the company. 
However, in entrepreneurial fi nance, investors or entrepreneurs have fi nite 
investment horizons. Th ey can dispose off  their investments during a har-
vesting event such as public off ering of their equity or private acquisition 
of the fi rm for cash.    

 Th erefore, the tools in corporate fi nance are useful in entrepreneurial 
fi nance, but with modifi cations and a diff erent perspective.  

1.5     Micro-, Small- and Medium-Sized 
Enterprises 

 What is an MSME? Th ere seem to be no generally recognised defi nition of 
MSMEs and that what is considered an MSME in a developed country will 
vary signifi cantly from what constitutes an MSME from a developing coun-
try context. Th e diff erent defi nitions, to some extent, refl ect the diff erences 
in geographic and economic conditions. Defi nitions of MSMEs usually take 
into consideration the total assets, the level of turnover and the number of 
employees of the fi rm. 

 Various international bodies have come out with defi nitions for MSMEs. 
Th e Bolton Committee (1971) makes a distinction between an ‘economic’ 
and a ‘statistical’ defi nition of a small fi rm. With respect to the ‘economic’ 
defi nition, the Committee suggests that, a fi rm is considered small provided 
it satisfi es the following criteria:

•    It has a relatively small market;  
•   It is managed by owners or part owners personally, and not through the 

medium of a formalised management structure;  
•   It is independent, in that it does not form part of a large enterprise.    

 In terms of the ‘statistical’ defi nition, the Committee proposes the follow-
ing criteria to be considered:

•    Th e size of the small fi rm sector and its contribution to gross domestic 
product (GDP), employment, exports and so on;  

•   Th e extent to which the small fi rm sector’s economic contribution has 
changed over time;  
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•   Applying the statistical defi nition in a cross-country comparison of the 
small fi rms’ economic contribution.    

 Th e European Commission and the United Nations Industrial Development 
Organisation (UNIDO) defi ne MSMEs in terms of the number of employ-
ees. Specifi cally, the European Commission considers micro enterprises as 
fi rms with 0–9 employees, small enterprises are fi rms employing between 
10 and 99 workers, and medium enterprises as those with employee size of 
between 100 and 499. Th e UNIDO also defi nes small- and medium-sized 
enterprises (SMEs) by giving diff erent classifi cations for industrialised and 
developing countries. For industrialised countries, small fi rms are those with 
99 or less employees, and medium fi rms are those employing between 100 
and 499 workers. In the case of developing countries, micro fi rms are those 
with less than 5 workers, small fi rms are those which employ between 5 and 
19 workers, and medium fi rms are those with an employee size of 20 and 99. 

 In India, the defi nition of MSMEs per the Micro, Small and Medium 
Enterprises Development (MSMED) Act, 2006 is based on investment in 
plant, machinery and equipment depending on whether the investment is 
in manufacturing or service enterprises. Under manufacturing, micro enter-
prises are those with investment in plant and machinery up to US$62,500, 
small enterprises have above US$62,500 up to US$1.25 million and medium 
enterprises have above US$1.25 million up to US$2.5 million. For service 
enterprises, micro enterprises are those with investment in equipment up to 
US$25,000, small enterprises have above US$25,000 up to US$0.5 million 
and medium enterprises have above US$0.5 million up to US$1.5 million. 

 In Ghana, the Venture Capital Trust Fund Act 2004 (Act 680) defi nes an 
SME as an industry, project undertaking or economic activity whose total 
asset base, excluding land and building, does not exceed the cedi equivalent of 
US$1 million in value and employs not more than 100 persons. In China and 
South Africa, the defi nition of MSME is based on revenue levels, total asset 
size and the number of employees, and the thresholds vary across industries. 

 Clearly, there is no general consensus on what constitutes an MSME, con-
sidering the various perspectives and defi nitions given. Defi nitions vary across 
industries and also across countries. 

1.5.1     Characteristics of MSMEs in Developing Countries 

 In developing countries, MSMEs are engaged in varied business sectors rang-
ing from retailing, wholesale, trading, manufacturing and construction to 
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services. Th e majority of these businesses, however, tend to concentrate in 
services and retailing. 

 MSMEs can be male or female owned, but female-owned MSMEs tend to 
constitute a greater share of the market for MSMEs. Studies have shown that 
female-owned MSMEs on the whole have a diffi  culty in accessing fi nance from 
formal fi nancial institutions because they often lack the necessary collateral in 
order to qualify for such loans. Th ey are rather looked at more favourably by 
microfi nance institutions (MFIs) and other informal fi nance providers. Th is is 
because MFIs, for instance, regard females as being more faithful in terms of 
meeting their loan obligations than their male counterpart. However, because 
female-owned enterprises are usually small and are operated from home, they 
are not captured in offi  cial statistics and may lose out on more formal fi nanc-
ing opportunities beyond microfi nance. 

 MSMEs may be established in rural or urban areas. Urban enterprises are 
set up and operate mainly in urban areas. Rural enterprises on the other hand 
are set up and operate mainly in rural communities and are involved in activi-
ties such as food production from local crops, bakery, production of soap and 
detergents, fabrics and wood furniture. 

 Th ese enterprises may be organised or unorganised. Th e organised ones 
have registered offi  ces and have paid workers. Th e unorganised ones usu-
ally do not have registered offi  ces and usually do not employ paid workers. 
Th ey are made up mainly of artisans who work in open spaces, in temporary 
wooden structures or at home. 

 In terms of employment, most MSMEs are managed and operated by their 
owners. Th e owners also engage their family members in running the business. 
Th ese family members mostly help in meeting the labour or human resource 
requirements of the small business enterprise without taking a regular salary. 
Th ese fi rms are also relevant in terms of their contribution to employment 
generation, considering that they are largely very labour intensive in nature. 

 Most MSMEs are relatively ineffi  cient because they are labour based; their 
owners lack appropriate managerial skills and usually do not possess state 
of the art technology. Th ese factors, as well as the unfavourable policy envi-
ronment in most developing countries, constrain the level of effi  ciency of 
MSMEs. Th ough MSMEs are recognised to be innovative, they usually do 
not have the resources to implement and extract the full benefi ts from their 
innovations. Larger fi rms with more resources may pluck up these innova-
tions and implement them, gaining advantages and effi  ciencies over small 
fi rms.  
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1.5.2     Importance of MSMEs to Economic Development 

 MSMEs are important contributors to the growth of most economies all 
over the world and they constitute about 90 % of businesses in African and 
other developing countries. Even in developed countries with huge mul-
tinational companies, MSMEs play a dominant role in these economies. 
Millineux ( 1997 ) suggests that it is the SME sector rather than the multi-
national companies, which is the largest employer of workers in developed 
countries. 

 MSMEs contribute to job creation and employment in a country. 
Entrepreneurs create jobs for themselves, and also for their family mem-
bers and other people they engage. Th ey are often described as effi  cient and 
prolifi c job creators, the seeds of big businesses and the fuel of national eco-
nomic engines. Compared to larger fi rms, MSMEs are said to create many 
more jobs and also provide opportunities for more training and advance-
ment for their employees. Th ey are very useful given their contribution to 
employment generation, thus, reducing the unemployment rate. It is esti-
mated that MSMEs contribute between 60 % and 80 % of employment in 
developing countries. 

 Importantly also, MSMEs contribute to the process of economic growth 
through the demand channel. MSMEs’ demand for industrial or consumer 
goods and other services tend to stimulate the business activity of their sup-
pliers. Similarly, the MSMEs’ activity is also stimulated by their clients’ 
demand. Demand in the form of investment plays a dual role, both from the 
demand-side (by acquiring industrial goods from their suppliers) and supply- 
side (through improved production resulting from upgraded equipment or 
capital goods). Also, demand is essential to the income-generation potential 
of MSMEs and their ability to stimulate the demand for both consumer and 
capital goods (Berry et al.  2002 ). 

 MSMEs contribute to the GDP of any country by either producing goods 
of value and or by providing services to both consumers and/or other enter-
prises. Th is involves the provision of goods and services to foreign customers, 
and as a result contributes to the country’s overall export performance. If 
MSMEs export their products, this could lead to economic growth by gen-
erating more foreign exchange for the nation through exporting. In South 
Africa, it is estimated that MSMEs contribute between 52 % and 57 % of 
GDP, while in Ghana their contribution to GDP stands at about 70 %. 

 Entrepreneurs serve as risk takers in an economy and often make it pos-
sible for new lines of business to emerge. Entrepreneurs like Bill Gates took 
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huge risks by venturing into the information technology sector, which has 
led to rapid growth and expansion of the computing and software business. 
Th erefore, entrepreneurs contribute by making it possible for a ‘new econ-
omy’ to evolve through their initiatives and innovations.  

1.5.3     Constraints to MSMEs Development 

 Th ough MSMEs are important and contribute signifi cantly to the socio- 
economic development of any country, they are confronted with several chal-
lenges which often prevent them from realising their full potential. 

 Most entrepreneurs identify limited access to fi nance as one of inhibiting 
factors to their growth and development, given that formal fi nancial insti-
tutions mostly shy away from fi nancing start-up businesses. Th e entrepre-
neur is therefore compelled to depend on personal savings, and family and 
friends at the initial stages to fi nance their business. As they grow, they may 
want to access fi nancial markets to tap funds to fi nance working capital and 
other fi nancing needs. However, they may fi nd that fi nancial institutions 
are not willing to lend to them, that funds provided do not meet their full 
needs, that the maturity or term of the loans provided may also diff er from 
what they require and that interest rates may exclude them from the mar-
ket for loans. Th e inability of MSMEs to acquire funds is due to the fact 
that they do not have an adequate operational and fi nancial track record. 
Again due to information asymmetry, lenders shy away from the market 
for loans for small businesses. Information asymmetry occurs because the 
potential lender and small businesses possess diff erent quantities and qual-
ity of information. Information asymmetry may lead to adverse selection 
and moral hazards. Adverse selection may occur because the limited nature 
of information available to the lender will lead to his acceptance of a bad 
credit risk or the rejection of an otherwise good applicant. Moral hazards 
occur because the applicant, for example, may use a loan for a purpose 
other than the intended or agreed purpose. Th e borrower may use the loan 
for a wedding or a funeral instead of the expansion of the business, as 
agreed with the creditor. Asymmetric information can lead to failures in 
the market for loans, where lenders may not even be willing to lend at any 
interest rate. 

 Another key challenge that MSMEs encounter is the inability of the own-
ers to eff ectively manage the business. Usually, entrepreneurship and manage-
ment do not coincide. Entrepreneurs are thrilled by forming a business. As 
the business grows and expands, it may be better for these entrepreneurs to 
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hire professional managers or gain managerial training. Th e lack of manage-
rial know-how tends to hinder the development of these enterprises. MSMEs 
mostly have diffi  culty attracting highly motivated managers because of the 
fi erce competition with large companies in the labour market for such skilled 
and talented personnel. Th is has to do with the quality of management. 

 To compete eff ectively on the world stage, MSMEs require state of the 
art equipment and technology so that they can stand up to the competition. 
However, MSMEs often fi nd these to be too expensive to acquire, and the 
knowledge and profi ciency to operate the equipment and technology may 
be scarce domestically. Th erefore, MSMEs may take a relatively much lon-
ger time to produce and then also produce less than their competitors can 
produce. It stands to reason that higher levels of effi  ciency can be achieved 
once the resources are available to acquire and operate the equipment and its 
technology. 

 Th e level and quality of regulation in developing countries is weak and 
usually inadequate. Regulatory and institutional failures are considered to be 
more widespread and pervasive in developing countries and these may ham-
per the development of MSMEs. Proactive regulators, for example, can cre-
ate diff erential reporting and regulatory systems for MSMEs. Th is however 
assumes that the regulator is well resourced fi nancially and in terms of staff  
to do this. Regulators in Africa are usually constrained both in fi nancial and 
in human resource terms. Tax laws and regulations pertaining to large fi rms 
may not be suitable for small fi rms. For example, MSMEs may have diffi  cul-
ties in complying with the requirements of being Value Added Tax registered. 
Again, most MSMEs do not maintain proper accounting records and it may 
be problematic trying to determine the amount assessable to tax, based on 
profi ts. A fl at tax rate may better suit such fi rms though such a rate may be 
inequitable in terms of probably being too high or too low. Again, the qual-
ity of institutions in developing countries leaves much to be desired. It may 
take ages for commercial disputes to be settled in law courts. Th ese challenges 
lead to developing countries achieving low ratings in the World Bank’s Doing 
Business Report. 

 Another challenge is intense competition from both domestic and inter-
national fi rms. Th e recent trend of liberalisation of markets has made it even 
more diffi  cult for MSMEs to compete and survive. Th e liberalisation of mar-
kets has led to the infl ux of cheap foreign imports which may even have been 
dumped on these countries. Th ese cheap imports reduce the market share of 
MSMEs that compete in that line of business and may eventually lead to their 
collapse.  
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1.5.4     Overcoming the Constraints to MSME Development 

 For MSMEs to achieve their full potential, they must be able to surmount 
the various challenges that they face. An important area by which MSMEs 
can improve on the operations is to keep proper books of accounts and 
maintain an adequate accounting and management information system 
(MIS). For instance, they may consider engaging the services of account-
ing fi rms to help them in the preparation of management accounts and 
fi nancial statements. Th is will clearly reduce the problem of asymmetric 
information between MSMEs and fi nance providers. Also, having audited 
fi nancial statements will assist in improving the MSMEs’ chances of access-
ing external fi nance. Th is is because the audit gives assurance to the fi nan-
cier that the information presented is fair and true. Th e owners of the 
business must also understand the basic fi nancial statements since these 
provide valuable information, which will aid their decision-making and 
their ability to guide and control their enterprises. Understanding the 
fi nancial statements and management accounts will aid small fi rms to man-
age their fi nancial resources. If fi nancial resources are not well managed, 
the fi rm may invest excessively in working capital and may overtrade, lead-
ing to its failure. Excessive investment in working capital is expensive and 
comes at a great opportunity cost. 

 Entrepreneurs should develop a good and marketable business plan. Th e 
business plan should include fi nancial forecasts and needs to be convincing. 
Having a good business can enhance the entrepreneur’s chances of the gaining 
access to fi nance from banks as and when they need bank loans. Th e entrepre-
neur also needs to demonstrate a good appreciation of the business area. What 
are the key risks involved in the business? How may these be managed? Who 
are the main suppliers and customers, and how must the enterprise relate 
to them? What are the funding needs of the business and how may these be 
obtained? What is the level of competition and what are the key competences 
of the fi rm that will enable it to compete and survive? 

 If entrepreneurs are able to acquire and improve their management skills 
set, this has the tendency to increase their growth and survival. Th e world of 
business is constantly experiencing rapid changes, and these certainly require 
complex skills to cope with and to survive in the dynamic and changing 
trends. Instituting a regular management training regime would be useful in 
acquiring and developing the requisite skills and expertise. 

 Improving regulatory and institutional quality and strength in develop-
ing countries can help create a business environment friendly to MSMEs. 
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Th ese institutions need to be resourced fi nancially and in terms of operational 
capacity. Th ey should also be made accountable to stakeholders since they are 
public interest organisations. Improving the time it takes to register a business 
and reducing the number of procedures to establish a business is one area that 
needs attention. Strengthening and making the judiciary strong, effi  cient, 
eff ective and independent will also help ease the stress and reduce time delays 
in commercial disputes. 

 Again, MSMEs may fair better if they are able to gain access to state of the 
art equipment and technology to improve their productivity. In this regard, 
the expansion of the leasing market will go a long way in easing these con-
straints. Banks may also fi nance these expenditures and use the assets as col-
lateral to back the loans given out. 

 Another approach for MSMEs is to form groups that can then acquire 
fi nancing from a fi nancial institution. Th e group provides guarantees for the 
payment of the loans. Th erefore, individuals in the group can access funding, 
though individually they do not possess collateral that may be acceptable to a 
lending institution. 

 MSMEs also have to manage their workforce eff ectively. Human capi-
tal is essential to the success of the MSME.  Th is is because the level and 
skill of the human capital available to a fi rm defi nes its success and poten-
tial. Entrepreneurs must therefore identify the needs and aspirations of their 
human capital and have adequate motivation in place so that the workforce 
is motivated to achieve their full potential. Motivation does not always have 
to be monetary in nature. Commending employees for good work done and 
having a conducive working environment have the tendency of improving the 
motivation and productivity of workers.   

1.6     Organisation of the Book 

 Th is book is organised into 15 chapters. In this chapter, we explain the 
concepts of entrepreneurship, of fi nance, of the entrepreneur and of entre-
preneurial fi nance. We examine the diff erence between entrepreneurial 
fi nance and corporate fi nance. We also provide an overview of MSMEs, 
their importance to economic development and constraints to their growth 
and development. 

 Chapter   2    , ‘New Venture Development and Sources of Financing’, looks 
at the various forms of business ownership, and discusses the consequence 
of information asymmetry in new venture and small business fi nancing. We 
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identify the stages of the venture life cycle and discuss fi nancing through the 
venture. We also describe the sources of fi nancing available to MSMEs and 
then explain the elements of deal structure and how deals are closed. 

 Chapter   3    , ‘Business Planning’, considers the purpose of business plans, 
strategic planning and the business plan, and elements of a business plan. Th e 
chapter also discusses how the business plan serves to attract external fi nance, 
the relevance of due diligence to the entrepreneur and outside investors, the 
implementation of business plans, the need for revising the business plan and 
why some business plans fail. 

 In Chap.   4    , ‘Th e Financial Environment and Small Businesses’, we examine 
how the fi nancial environment aff ects the decisions of small businesses. We 
discuss the purpose of the fi nancial market in facilitating the fl ow of funds. 
We examine how some fi nancial institutions interact with small businesses in 
providing access to fi nance. Th e chapter also examines interest rates and the 
factors that aff ect interest rates in the economy. 

 Th e aim of Chap.   5    , ‘Venture Capital Finance’, is to explain how ven-
ture capital companies support innovative enterprises and MSMEs with 
the potential for high growth. Th e chapter looks at the nature of venture 
capital, the merits and demerits of using venture capital fi nance, venture 
capital markets, how venture capital fi rms are organised, venture capital 
contracts, what venture capitalists look for and value creation by venture 
capitalists. 

 Chapter   6    , ‘Microfi nance Intervention’, explains the concept of microfi -
nance as an importance source of fi nancing MSMEs. It discusses the impor-
tance of microfi nance, criticisms of microfi nance, the operations of MFIs, 
their sustainability, their lending models and how they manage credits. Th e 
challenges confronting MFIs and how banks participate in the microfi nance 
market are also discussed. 

 Chapter   7    , ‘Public Sector Interventions and Small Businesses’, discusses 
the channels through which government provides support for MSMEs, the 
rationale for such interventions and the role of the public sector in MSME 
development. Th e chapter also discusses key policy choices with respect to 
entrepreneurship and SMEs and discusses the government and donor support 
programmes for MSMEs. 

 In Chap.   8    , ‘Understanding and Analysing Financial Statements’, we 
examine fi nancial statements by looking at income statements, balance sheets 
and cash fl ow statements. We discuss the problems associated with fi nancial 
 statements. We also discuss the methods of analysing fi nancial statements, the 
uses and limitations of fi nancial ratios. 
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 Chapter   9    , ‘Financial Planning and Forecasting’, discusses the concept of 
fi nancial planning, fi nancial planning models and the preparation of a cash 
budget. It also looks at the fi nancial forecasting of an established business and 
a new venture, projecting fi nancing needs and growth and fi nancing needs 
and break-even analysis. 

 Th e purpose of Chap.   10    , ‘Working Capital Management’, is to 
ensure proper management of working capital of entrepreneurial fi rms. 
Th is chapter discusses working capital management in general and also 
focuses specifi cally on the various components of working capital man-
agement, inventory management, accounts receivable management, cash 
management, marketable securities management and current liabilities 
management. 

 In Chap.   11    , ‘Time Value of Money’, we discuss the concepts of simple 
interest, compound interest, future value of a lump sum, present value of 
a future lump sum, the eff ect of compounding, perpetuities, annuities and 
amortisation. A good appreciation of the time value of money will enable the 
entrepreneur to use the techniques to evaluate capital budgeting decisions and 
other business and fi nancial decisions. 

 Chapter   12    , ‘Evaluating Capital Investment Decisions: Capital Budgeting’, 
deals with the steps involved in the capital budgeting process. It also discusses 
the techniques of capital budgeting. Th ese techniques help enterprises in 
assessing long-term projects and provide a guide in the selection of the good 
projects into their capital budget. 

 Th e essence of Chap.   13    , ‘Valuation of New Ventures and Small Businesses’, 
is to examine how entrepreneurial fi rms are valued. It specifi cally examines 
valuation of business ventures and the various methods of valuation. It also 
discusses the criteria for selecting a valuation model. 

 Chapter   14    , ‘Financing Choice’, builds on the knowledge obtained in pre-
vious chapters. In this chapter, we identify the fi nancing options available to 
MSMEs and then explain how fi rms ought to determine their fi nancing needs 
or requirement. Th e chapter also examines more closely the factors that aff ect 
the choice of fi nancing among the various sources. 

 In Chap.   15    , ‘Harvesting the Business Venture Investment’, we discuss 
harvesting as the fi nal stage of investment, where the entrepreneurs or initial 
investors liquidate their investments. Th e chapter examines the various forms 
of harvesting and also discusses the factors that infl uence entrepreneurs’ har-
vesting decisions.  
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1.7     Summary and Conclusions 

 Th is chapter provided an overview of entrepreneurial fi nance. Th e concept 
of entrepreneurial fi nance deals with fi nancial decision-making by entrepre-
neurs and managers of MSMEs. Entrepreneurs are defi ned as risk bearers who 
usually innovate by creating something new and who reallocate resources to 
higher gain areas. Entrepreneurs need to pay attention to the investment and 
fi nancing decisions regarding their ventures. Th e investment decision involves 
investing in assets and projects that yield more than they cost. Th e fi nanc-
ing decision involves how the asset or project should be fi nanced—that is, 
whether through debt or equity. Finance is critical for the survival of any 
entrepreneurial venture. Entrepreneurial fi nance can be looked at from two 
main perspectives: institutional fi nance and fi nance as a structured approach 
to decision-making. Institutional fi nance deals with identifying the various 
sources of fi nance available to MSMEs and reporting on their extent of use. 
Th e focus of fi nance, as a structured approach to decision-making, deals with 
the allocation of resources. 

 Th e diff erences between entrepreneurial and corporate fi nance were exam-
ined. Entrepreneurial fi nance looks at the fi nancing decisions that concern 
start-ups, young and small enterprises, whereas corporate fi nance deals with 
fi nancial decisions for large well-established fi rms. 

 Several defi nitions exist with respect to what constitutes an MSME.  In 
developing countries, MSMEs exhibit certain characteristics and contribute 
signifi cantly to the economic growth of these countries. However, they are 
confronted with a number of challenges, including lack of access to adequate 
fi nance, lack of managerial competence, lack of technology, weak institutional 
regulation and intense competition from both domestic and international 
fi rms. 

  Discussion Questions and Problems 

     1.    What is entrepreneurial fi nance? How diff erent is entrepreneurial fi nance 
from corporate fi nance?   

   2.    What should an entrepreneur do to convince a potential investor about the 
prospects of his/her venture?   

   3.    How are MSMEs defi ned in developed and developing countries?   
   4.    What are the characteristics of MSMEs in developing countries?   
   5.    Discuss the importance of MSMEs in the economic development process 

in Africa.   
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   6.    What are the challenges to MSME development in Africa?   
   7.    Discuss the barriers to MSMEs’ access to fi nance in an Africa country of 

your choice?   
   8.    Explain how MSMEs can increase their access to formal fi nance.             
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    2   
 New Venture Development and Sources 

of Financing                     

            Learning Objectives 
 At the end of this chapter, you should be able to:

•    explain the various forms of business ownership  
•   discuss the consequence of information asymmetry in new venture and 

small business fi nancing  
•   identify the stages of a venture life cycle  
•   discuss fi nancing through the venture life cycle  
•   describe the sources of fi nancing available to MSMEs  
•   explain the elements of deal structure and how deals are closed     

2.1     Introduction 

 Entrepreneurs have various beautiful ideas. However, the challenge is to fi nd 
the appropriate source of funding and actually implement the idea and bring 
the product to market. Th e method of fi nancing can aff ect the chances of suc-
cess of the venture. It can also aff ect the fi rm for a lifetime and determine the 
net benefi ts that will accrue to the entrepreneur. It is therefore important for 
entrepreneurs to know and appreciate the various sources of fi nancing avail-
able and when it is appropriate to use them. 

 Before the entrepreneur sets out to start a venture, he/she must consider 
how the business should be organised, whether as a sole proprietorship, a part-
nership or as a company. Th is is essential because the form of business owner-



ship taken by the enterprise has implications in terms of attracting fi nancing, 
the number of investors, the liability that the entrepreneur bears, tax conse-
quences, succession planning and even attracting talented employees. 

 Th is chapter begins with a discussion on the various forms of business and 
also discusses the consequence of information asymmetry in new venture and 
small business fi nance. It then examines the stages of the venture life cycle, 
fi nancing through the venture life cycle, sources of fi nancing available to 
MSMEs and closing the deal.  

2.2     Business Ownership 

 An important decision the entrepreneur needs to consider in starting a busi-
ness is the form of ownership it will entail. MSMEs can be organised under 
three main forms: sole proprietorship, partnership and limited liability com-
pany. We will also discuss franchise as another way of executing a business 
idea, though this is not a form of business ownership. 

 Th e choice of the form of ownership may diff er from one entrepreneur to 
another. Th e entrepreneur needs to understand the characteristics of the vari-
ous ownership forms and whether these characteristics fi t within their busi-
ness and personal conditions. Th e form of ownership structure to adopt may 
depend on a number of factors, including the size of the business, the type of 
business, the owner’s preferences, the nature of liability, tax advantages, capi-
tal requirement, control, managerial ability, management transition plans, 
cost of information and location of the business. 

2.2.1     Sole Proprietorship 

 Most small businesses are organised as sole proprietorship. A  sole proprietor-
ship  is a form of business owned wholly by an individual who operates it for 
the purpose of making a profi t. In a sole proprietorship, the individual entre-
preneur directs and controls the destiny of the business. 

2.2.1.1     Advantages of Sole Proprietorship 

 Th e sole proprietorship has some advantages over other business forms. Th ere 
are no strict legal requirements in starting a sole proprietorship, unlike in 
other forms of business ownership. Th e entrepreneur or sole proprietor is 
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expected to obtain a license for the purposes of tax, and the fees involved are 
usually small. Sole proprietorship does not require formal structures and it is 
not diffi  cult to start. Th e property and other assets used by the business could 
be in the name of the owner. Th e entrepreneur simply needs a good business 
idea and the willingness to carry out the business in a responsible manner. 
Considering the limited government regulations, sole proprietorships are the 
simplest and easiest form of business to establish. 

 Th e entrepreneur is the owner–manager of the sole proprietorship and 
therefore has absolute control over how the business ought to be run. He/she 
is solely responsible for the daily operation of the business. Th e fl exibility of 
taking decisions allows the sole proprietor to make prompt decisions in the 
interest of the business. Th e owner decides the type of business to go into and 
can also change the nature or the location of the business. He/she can also 
decide to discontinue by selling the business without requiring the approval 
of someone or a board. 

 Another advantage of a sole proprietorship is the fact that the entrepreneur 
or proprietor enjoys all the profi ts alone. Th e sole proprietorship also has a 
tax advantage in the sense that it does not pay corporate taxes. Th erefore, all 
the profi ts of the business are taxed as income of the individual entrepreneur.  

2.2.1.2     Disadvantages of Sole Proprietorship 

 Th e sole proprietorship also has some disadvantages. Th ere is the diffi  culty 
in obtaining fi nance, specifi cally through established means, such as issuing 
shares and securing bank loans or lines of credit. Th e sole proprietorship has 
limited access to external sources of fi nance, and the sole proprietor often 
relies on personal resources to fi nance the business. Since the funds invested 
in the business are mainly from the proprietor, the level of equity that can be 
raised is dependent on the personal wealth of the entrepreneur. 

 Th e sole proprietorship has unlimited liability. Th ere is no distinction 
between the personal assets of the entrepreneur and the assets of the business. 
Th e owner or entrepreneur is responsible for all the debts and obligations of 
the business and as such bears full liability associated with the business. Th at 
is, in law the business and the proprietor are viewed as one and the same per-
son. Th erefore, the liability of the proprietor is unlimited. For instance, if the 
business procures goods on credit from a supplier and is unable to pay, the 
sole proprietor will become legally liable for that debt. If the business cannot 
pay its liabilities, lenders can, through legal means, seize the personal assets 
of the owner. 
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 Organising a sole proprietorship may limit the growth of the business, 
since the life of the sole proprietorship is limited by the life of the sole 
proprietor. Th e business may die off  with the death of the entrepreneur. 
Succession issues are therefore critical for the continued success of the sole 
proprietorship.   

2.2.2     Partnership 

 Some MSMEs are organised as a partnership. A  partnership  is the association 
of two or more people to start a business as co-owners with the aim of making 
a profi t. Th e partners pool resources and share the risk of the enterprise. Based 
on their capital contribution and the level of their involvement in managing 
the enterprise, they agree on how to share profi ts. Th ere are two types of part-
nership: general partnership and limited partnership. Partnerships are often 
formed with a formal partnership agreement that details the legal arrange-
ments, and the rights and obligations of each partner. 

 In a  general partnership , all partners agree to provide a portion of the 
capital required and to share in the profi ts and losses. Th ey also agree to par-
ticipate in the work involved in the partnership. An important advantage 
of a general partnership over sole proprietorship is the fact that the partners 
combine their expertise to execute a business venture. Th e need for forming a 
partnership may arise as a result of diff erences in the level of expertise among 
the partners. It is easy and inexpensive to form a general partnership. Also, the 
partners are jointly liable for all the debts of the partnership and this reduces 
the burden on each partner. 

 Th e general partnership also has some disadvantages that are similar to 
those of sole proprietorship. Th e partners are liable for the liability of the 
 partnership. Th e amount of capital raised is limited to what the partners 
are able to raise from their personal resources. Th e life of the partner-
ship is also limited and may cease with the death of a partner, except the 
partnership agreement specifi cally stipulates that the ownership can be 
transferred. Income generated from the partnership is taxed as the part-
ners’ personal income. Partnerships may also be plagued by in-fi ghting by 
the partners. 

 Th e  limited partnership  requires some of the partners to have limited 
liability. Th at is to say, the liability of such partners is limited to the amount of 
capital they have contributed to the partnership. In a limited partnership, at 
least one of the partners is expected to be a general partner and the others are 
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limited partners. Th e general partner is responsible for the daily operations of 
the business. Th e limited partners are investors and are usually not involved in 
the management of the partnership. With the exception of the general partner 
having unlimited liability, the limited partnership has the same advantages 
and disadvantages of the general partnership.  

2.2.3     Limited Liability Company 

 MSMEs can also be organised as a limited liability company. A company is a 
legal entity that enjoys many of the legal powers of an individual. Th e com-
pany is a separate entity diff erent from its owners. Th erefore, it can enter into 
a contract and therefore may sue or be sued. A company is said to have limited 
liability in the sense that the liability of the owners is limited to the amount 
of capital they have invested in the company. Th is means that, if the company 
is unable to pay its liabilities, lenders do not have the right to seize the assets 
of the owners of the company. However, under certain circumstances the veil 
of incorporation can be lifted by a court of law. In that case, the shareholders 
may lose their claim to limited liability. Companies have a perpetual life. Th at 
is, they can exist forever and do not necessarily die off  with the death of their 
founders. A company may be a public limited company or a private limited 
company. 

 A  public limited company  is a company whose ownership has been 
opened to the general public. It can therefore off er its shares to the public 
and subsequently list these shares on the organised stock exchange. It also has 
perpetual ownership, and succession issues are less of a problem in companies 
since professional managers usually manage them. Public limited companies 
have limited liability; however, the veil of incorporation may be lifted under 
certain circumstances. Shares in public limited companies are freely and easily 
transferrable and shareholders who wish to sell their shares do not need the 
consent of other shareholders. Th is is an attractive feature of public limited 
companies as this can enable them to raise funding even if the investment 
horizon of the investor does not coincide with the investment horizon of 
the company. Issuing of shares of public limited companies is easier because 
the initial investors in the shares have the opportunity to offl  oad or sell their 
shares on the stock exchange. 

 A  private limited company  does not sell its shares to the public and there-
fore has a limited number of investors or shareholders. Since shares of private 
limited companies are not issued to the general public, shareholders can only 
sell their shares on the over-the-counter market. 
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2.2.3.1     Advantages of Limited Liability Company 

 Limited liability companies have some advantages. Unlike sole proprietor-
ships and partnerships, limited liability companies are often in the position 
to raise huge amounts of capital by borrowing from banks or issuing shares 
and bonds. 

 A limited liability company has an unlimited life in so far as it has the 
fi nancial capacity to sustain itself. Th e company is seen as a going concern 
and is expected to exist forever. Th e company does not die with the death 
or withdrawal of a shareholder because it is regarded as a separate legal 
entity. 

 Shares represent ownership of a limited liability company and therefore 
the ownership can be transferred to other people. Th ere is also no limit to the 
number of shares that can be transferred because the company exists indepen-
dently of the shareholders. 

 Th e owners of a limited liability company have a limited liability in the 
sense that their liability is limited to the amount of capital they have invested 
in the company. For instance, Mr. Wood buys US$ 2,000 in shares in Xcom 
Ltd. Assume that Xcom is involved in a lawsuit involving an amount of US$ 
150 million and is therefore forced by the court to liquidate. In this case, 
the loss to Mr. Wood is only the US$ 2,000 he invested in the company and 
nothing more.  

2.2.3.2     Disadvantages of Limited Liability Company 

 A limited liability company also has disadvantages. Th e legal requirements and 
regulations can be very stringent. Th ese include an annual audit by an inde-
pendent external auditor. Public limited companies are required to fi le their 
fi nancial report regularly and frequently with the Securities and Exchange 
Commission. 

 Another disadvantage is that the owners or shareholders are separate from 
the company and therefore have no control over its daily operations. Th e 
shareholders appoint the board of directors, who also appoint management to 
control or manage the aff airs of the company. 

 Th ere is also the issue of double taxation. Th e company pays corporate 
taxes on its profi ts before paying dividends to the shareholders. Th e share-
holders also pay personal tax on their dividend income. Th is is not the case 
with sole proprietorships and partnerships.   
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2.2.4     Franchise 

 An entrepreneur can consider franchising as a means of executing a business 
idea. Th ough a franchise may not strictly be considered a form of business 
ownership, it would be useful to discuss it within this context. A  franchise  
is a business in which a buyer (franchisee) acquires the right to sell the goods 
and services of the seller (franchiser). Th e franchisee and franchiser enter 
into a signed agreement, which requires the franchisee to conduct business 
in a manner prescribed by the franchiser for the services provided by the 
franchiser. Th e franchiser usually receives a certain percentage of the sales 
by the franchisee. Franchising is common in fast food chains (such as Steers, 
Nando’s, McDonald’s, KFC and Subway Restaurants) and retail stores (such 
as Walmart, Marvin’s Menswear and United Carpets). 

 Franchising has some advantages, including standardised policies for prod-
uct and service delivery, reputation, better marketing and marketing com-
munications, targeted training of managers and other staff , and less capital 
requirement. 

 One disadvantage of franchising is the fact that the franchisee does not 
have so much control. He/she must follow directives by the franchiser and is 
also expected to comply with obligations as stipulated in the franchise agree-
ment. Another disadvantage is the possible disputes between the parties about 
the residual claimant status.   

2.3     Information Asymmetry in New Venture 
and Small Business Financing 

 New ventures and MSMEs traditionally have diffi  culty approaching provid-
ers of fi nance to raise capital. Th is is because fi nance providers consider new 
ventures and SMEs risky businesses. Th ere is therefore often a gap between 
the supply of fi nance and the demand for fi nance, and the ‘fi nance gap’ arises 
as a result of the information asymmetry that exists between lenders and 
borrowers. 

  Information asymmetry  refers to the disparity between the information 
available to businesses seeking fi nance and providers of fi nance who are typi-
cally assumed to be at an informational disadvantage with respect to insiders 
of the business. Th e existence of information asymmetry may lead to adverse 
selection and moral hazard. 
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  Adverse selection  suggests that because the borrower has private knowl-
edge or information about the success or otherwise of a project that is not 
available to the fi nance provider, the fi nance provider may end up selecting 
wrongly. Th e provider of the fi nance may not be in the position to diff erenti-
ate between a high-quality business and a low-quality business and adverse 
selection can result. Th e problem of information asymmetry may result in 
either good lending prospects being rejected by the fi nance providers or poor 
prospects being accepted by fi nance providers. Altman (1968) defi ned the 
latter as a type-I error and the former as a type-II error. Finance providers can 
reduce the risk of type-I/II errors by carefully screening fi rms at the outset 
and monitoring projects during the life of the loan. However, screening and 
monitoring are high-cost activities associated with the lending proposition. If 
the lender is to recoup these costs, borrower interest rates may be increased, 
or additional risk may be covered by demanding collateral or may be avoided 
altogether by rejecting the loan application. Of the Altman error categories, it 
is the type-II error which is of most concern to MSMEs, that is, a good invest-
ment project that is incorrectly rejected by the lender. It is incumbent on the 
entrepreneur to ensure clarity in the business proposition to the prospective 
fi nance provider so as to mitigate the possibility of a type-II error. 

  Moral hazard  refers to the borrower applying the funds for a purpose 
other than the purpose for which the funds were sourced. Th e inability of 
the fi nance provider to fully control how the entrepreneur uses the funds 
provided may result in moral hazard. Owners can conceivably benefi t eco-
nomically by, for example, redirecting borrowed funds to invest in higher-risk 
projects than those approved by the lender. In order to avoid this situation, 
fi nance providers can implement contract provisions that discourage borrow-
ers from acting against the interests of the investor or lender, and these pre-
cautionary actions can lead to credit rationing. Th e economic costs incurred 
by the fi nance provider to verify the performance or fi nancial status of entre-
preneurs can also lead to credit rationing. Certain types of moral hazard play 
a role in the costly monitoring problem, but these moral hazard problems do 
not aff ect the outcome of the entrepreneur’s projects. Instead, moral hazard 
aff ects costly monitoring problems by adding the risk that entrepreneurs will 
lie about their returns and profi t at the expense of the fi nance provider. 

 Th e problem of adverse selection and moral hazard can be reduced if the 
borrower can provide adequate collateral and exhibit good reputation. Th e 
lack of collateral and reputation may lead to a fi rm being denied credit: to 
the extent that small fi rms possess less collateral and reputation than large 
fi rms, they may face yet greater diffi  culty raising capital than do large fi rms. 
Worse still, because there is considerable uncertainty surrounding the sur-
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vival and growth of SMEs, their asset-backed collateral is usually valued at 
‘carcass value’ to ensure that the loan is realistically covered in case of default 
and immediate realisation (Binks et al.  1992 ). Th is implies that the already 
disadvantaged small fi rm may even need proportionately more collateral than 
do large fi rms. 

 Also, small businesses are frequently undercapitalised. Th at is, the term 
structure of loans granted to SMEs does not suit their needs. Although many 
SMEs need long-term capital, fi nance providers such as banks are usually 
only willing to grant them short-term loans. SMEs have therefore had to rely 
on short-term sources such as lines of credit and informal sources to fi nance 
long-term needs such as new equipment purchases (Riding and Short  1987 ; 
Blanton and Dorman  1994 ).  

2.4     Stages of Venture Life Cycle 

 MSMEs, like humans, have a life cycle that they go through. Th ey are born, 
grow, reach maturity, may experience decline and may die off . Th ese stages, 
however, cannot be predicted. For example, we cannot know beforehand the 
length of time the fi rm will spend in the growth phase. Again the stages or 
phases may not always go in this order. Th e fi rm could be at the maturity stage 
but could develop a new product that will bring it back into the growth phase. 
Another business may start and go straight to the last stage because it does 
not survive the start-up phase. However, it is important to note that not all 
fi rms go through these stages in the same order or go through all the stages. A 
pharmaceutical company could have a business life cycle comparable to what 
is depicted as follows: the research and development phase, the start-up phase, 
the growth phase and the decline phase. 

2.4.1     Research and Development Phase 

 In this phase, the fi rm invests in researching and developing the product. 
Research refers to a planned and purposeful enquiry and investigation to gain 
new knowledge and improve our understanding of the world. Development is 
the application of this knowledge to develop new products, processes, systems 
and services before the commencement of production on a commercial basis. 
It is impossible to ascertain whether, at the research phase, a product will 
generate future economic benefi ts. In the development phase, the fi rm does 
not make profi ts and does not generate sales. Also, its cash fl ows are negative 
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since these are invested in researching and in developing the product with no 
accompanying sales and profi t. At this stage, the fi rm has not invested in all 
the necessary equipment to produce and market the product.  

2.4.2     Start-Up Phase 

 Th e second phase is the start-up. Th e start-up phase is where the product is 
ready to go to the market and a prototype exists. Th e fi rm therefore begins 
to invest in all the equipment and machinery needed to start operations and 
produce the products. It may also need to employ personnel so that it can take 
off . Cash fl ows will be constrained further because of the massive investment 
in equipment.  

2.4.3     Growth Phase 

 Th e growth phase can be categorised into the early growth and rapid growth 
phases. Generally, at the growth stage, the fi rm experiences improved rev-
enues since the product gains market acceptance. Early growth is the stage 
when the enterprise’s revenues are increasing fairly. At this stage, cash fl ows 
and income to investors may still be negative. Rapid growth is the stage when 
revenues are growing rapidly. Th erefore, the fi rm is expanding at an increas-
ing rate. Th is may be due to the wider acceptance of its product. Also, it may 
be operating on a larger scale, therefore reducing production costs, and also 
because it would have mastered the production technique and therefore can 
gain from the learning curve. Due to rapid growth, the fi rm would usually 
have to source for external capital. Growth should not be undertaken for the 
mere sake of it. Th e growth should be adding value to the fi rm in that the 
returns exceed the cost and the fi rm at least earns the weighted average cost 
of capital of the fi rm. Th at is, the projects undertaken should have a positive 
net present value (NPV).  

2.4.4     Decline/Exit Phase 

 Th e decline/exit phase is when the fi rm’s revenue and profi ts are slowing down 
and the growth rate tends to reduce. Th e fi rm is profi table and has more cash 
than it needs. It can therefore aff ord to make payments to investors in the 
form of dividends and regular interest payments without diffi  culty. At this 
stage, there is the temptation for management to ‘squander’ the free cash 
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fl ows. Th ey may also use the cash fl ows for an acquisition which has not been 
well thought through. Some investors may want to harvest their investment 
at this stage and they may do this by selling their interests or stake in the fi rm 
to other interested investors.   

2.5     Financing Through the Venture Life Cycle 

 MSMEs need fi nancing for diff erent reasons at diff erent stages of their devel-
opment. Th erefore, the sequence of fi nancing is related to and is a natural 
progression from the stages of development of the venture. In the initial or 
development phase, the enterprise requires funding to develop the product 
or to explore the feasibility of the project concept. Th is kind of fi nancing is 
known as seed fi nancing. Th e fi nancing provided is usually very small and is 
meant to enhance product development, market research, putting together a 
management team and developing a business plan. Seed fi nancing can there-
fore be used to assess the market and explore the feasibility of going on with 
the project. Th is phase is regarded as a pre-marketing phase. 

 If the concept is feasible and the entrepreneur decides to go ahead with 
the project, funding will be needed to start up the enterprise. In the start-up 
phase, funds are needed to acquire equipment and facilities to start operations. 
If the business is highly sophisticated and therefore needs massive investment 
in research and development, such as a pharmaceutical company, more funds 
will be devoted to this, as the seed fi nance provided is likely to be insuffi  cient. 
At this stage, the details of the product are likely to have been sorted out and 
the production method and sources of raw materials and supplies are more 
certain. 

 First-stage fi nancing is targeted at an enterprise that has started operations 
and is making sales but is not yet profi table. Th erefore, as the product has just 
been introduced it is now gaining market acceptance and consumers are now 
experimenting with the product. As the product gains more market acceptance, 
the sales of the enterprise will grow and the business will start making profi ts. At 
this stage, funding is required to augment the working capital of the enterprise. 

 Second-stage fi nancing is used when the fi rm requires more or extra fi nanc-
ing. At this stage, the fi rm’s sales are still growing and it is approaching profi t-
ability. Th e enterprise’s products are more known and have gained broader 
market acceptance. Th e enterprise is usually said to be around the break-even 
point, where its costs are roughly equal to its revenues. 

 Th ird-stage fi nancing is aimed at an enterprise that is experiencing rapid 
growth and needs more external funds to fi nance this growth. At this point, 
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though, the enterprise is profi table and has cash fl ows, this is usually not 
enough to support the level of growth required. Due to the fact that internal 
or retained earnings are insuffi  cient to support the planned growth, the enter-
prise usually has to look to external fi nanciers to fi nance the growth. 

 Bridge fi nancing is needed to bridge the gap between current fi nancing 
needs and the need for permanent fi nancing. At this stage, the business is 
likely to be around the exit phase. Early investors such as business angels 
and venture capitalists may want to harvest their investment by taking the 
enterprise public. Th e public off ering is likely to provide the permanent 
funds that the enterprise needs. However, if funds are needed before the 
public off ering can take place, the enterprise will seek bridge fi nancing. Th is 
type of fi nancing therefore bridges the gap between later-stage fi nancing 
and harvesting. 

 An enterprise may need many stages of fi nancing depending on the phases 
that it is going through. However, the more funds that are sourced externally, 
the more interest the entrepreneur will have to give up in the fi rm. Th is means 
that the interest or stake of the entrepreneur will be reduced if the provider of 
the fi nance obtains all the fi nancing in the form of an equity interest.  

2.6     Sources of Financing 

 Raising capital for a new venture or for expanding an existing business is often 
a challenge. Many MSMEs have diffi  culty accessing fi nance, and as such they 
often adopt what is referred to as  layering  or  layered fi nancing . Th is involves 
piecing together capital from as many sources as they can obtain, that is, 
putting together fi nance from various sources. It is important to now discuss 
possible sources from which MSMEs can raise fi nance. Th e discussion sepa-
rates the sources of fi nancing into equity-based and debt-based fi nancing. Th e 
discussion is, however, not based on a natural progression or order in which 
the enterprise should obtain fi nancing. 

2.6.1     Sources of Equity Capital 

 Equity refers to the amount contributed by shareholders as capital to fi nance 
the activities of their fi rm. It also includes earnings that are retained by the 
fi rm. Th ese retained earnings belong to shareholders and add to the amount 
they have contributed to the fi rm. Th e shareholders are the owners of the 
fi rm  and they bear the greatest risk in the fi rm since they are the last to 
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be paid supposing the fi rm goes bankrupt. Th e capital they contribute to the 
fi rm is therefore referred to as risk capital. Shareholders possess a residual 
interest in the company. In entrepreneurial fi rms, sources of equity fi nanc-
ing include personal savings, fi nancing provided by business angels, fi nancing 
provided by venture capitalists, and private and public placements of equity. 

2.6.1.1     Personal Savings/Financing 

 Th e fi rst and easiest way that entrepreneurs can fi nance a venture is by rely-
ing on their personal savings. External fi nanciers will usually want to see how 
much of the entrepreneur’s own ‘blood’ is invested in the business. At early 
stages, external fi nancing is diffi  cult to procure because of the high levels of 
information asymmetry and the fact that the business does not at this stage 
have any track record in terms of operation and fi nance. At the initial stages, 
the enterprise may also not have suffi  cient collateral that can serve as collat-
eral to qualify for a loan. Th e business, however, will possess intangible assets 
such as its idea. Financing generated from the personal savings of the owner is 
usually inadequate to meet the full fi nancing needs of the venture. Th e entre-
preneurs can also borrow on a personal basis to augment their savings. Th e 
amount the entrepreneurs can borrow will usually depend on the size of their 
salary (if they are employed) and whether they have adequate collateral such 
as a home. Th ey can therefore take personal loans from banks to add to what 
they have been able to save up.  

2.6.1.2     Family and Friends 

 Th is is the next place that the entrepreneur can seek funding. Th is is because 
family and friends are more likely to know the entrepreneur and their abili-
ties. Friends and family can provide funds in the form of equity. However, 
they may also provide debt capital to the fi rm. Th is source of funding, how-
ever, may pose serious problems if the venture does not succeed, as family 
relationships and friendships may be marred. Th erefore, the funding should 
be treated in a professional manner. Th e terms of the agreement should be 
documented, and both parties should as much as practicable adhere to the 
terms of the contract. When accessing funds from friends and family, the 
entrepreneur does not have to provide collateral to access the funds. Also, 
interest may not be charged on the amounts provided, or if it is charged it is 
likely to be low and less than what a fi nancial institution would charge. Th at 
is, the interest is likely to be far below market interest rates. A drawback from 
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using this source of fi nance is that the friend or family member may fall into 
fi nancial diffi  culties and may want the amount to be paid before the stated 
maturity. Just like the entrepreneur’s personal savings, these sources are also 
not likely to be enough to meet the needs of the venture.  

2.6.1.3     Business Angels 

 Business angels are wealthy private investors who can provide equity capital 
to entrepreneurs or start-ups. Th erefore, this kind of fi nancing is provided 
by high-net worth individuals, as opposed to a formal fi nancial institution. 
Th ey may also provide debt capital, though most funds provided are in 
the form of equity. Th ey usually invest in promising fast-growth fi rms and 
hope to exit the investment by selling their equity stake to other investors 
or management or by taking the fi rm public. Th ey are usually entrepreneurs 
themselves or successful professionals. Th ough they invest with the primary 
aim of making fi nancial returns, they can contribute signifi cantly by bring-
ing their knowledge and experience to bear on the new venture. Th erefore, 
one of their goals may also be to grow and mentor upcoming and promising 
entrepreneurs. Th ey are usually actively involved in the venture but their 
level of involvement should be negotiated so that it does not cause problems 
later on, due to the fi nancing relationship. Th ey are usually willing to pro-
vide equity capital for an appreciable length of time, say between 5 and 10 
years. Due to this, the fi nancing provided is referred to as ‘patient’ capital. 
Business angels usually invest in businesses in their geographical location 
and in businesses where they have had prior experience. Th e entrepreneur 
may fi nd it diffi  cult to locate business angels, since they are not very visible. 
Entrepreneurs can, however, search for a business angel’s network to help 
them locate possible interested business angels who are willing to provide 
fi nance.  

2.6.1.4     Venture Capital Financing 

 Venture capital is private equity invested in new and young businesses with 
high growth potential. Th e investment is usually premised on a long-term 
basis. Venture capitalists usually invest in high-growth fi rms with a view to 
taking the fi rm public at a later date. Th is is to enable the venture capitalists 
to harvest their investment. Th e venture capital fund is set up to last for a 
defi nite period of time. Th ere are two main parties in terms of the structure 
within the venture capital itself: general partners and limited partners. Th e 
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general partner is actively involved in the operations of the fund and also 
contributes some of the funds utilised by the venture capital, but the amount 
contributed is very small compared to what is contributed by limited part-
ners. Th e general partner manages the fund and his/her expertise and skills 
are crucial to the success of the venture capital fund. Th e limited partners 
are passive investors and they contribute most of the funds that the venture 
capital fi rm needs. Th ey are less involved in the operations of the fund and, 
like shareholders of any company, they attend general meetings of the venture 
capital fi rm. Venture capital fi rms also provide management and technical 
assistance to the fi rms they invest in to enable them to grow and to add value 
to their investment. Like business angels, venture capitalists usually invest in 
businesses in which they have expertise and to which they can add value, in a 
geographical area close to where they are located. 

 Venture capitalists are professional investors who dedicate their time and 
eff ort wholly to the portfolio of companies they have invested in. Compared 
to venture capitalists, business angels are an informal network and do not 
commit much time to the investments they have made. Th e amount of fi nanc-
ing provided by venture capitalists is usually larger than the fi nancing that a 
business angel can provide. Also, business angels invest on their own behalf, 
whereas venture capitalists invest mostly on behalf of their limited partners 
or investors.  

2.6.1.5     Corporate Venturers 

 Some corporations or companies have venture capital divisions,  which are 
used to invest in new ideas and products that may be worth pursuing. Th e 
ideas and products invested in by the company’s venture capital division may 
or may not be related to the main product line of the company. Very large 
companies with excessive funds are likely to have venture capital divisions. 
Th ese companies are likely to be ‘cash cows’ that search for new profi table 
ventures to invest in to ensure their survival in the long-term. 

 It is known that large corporations are bureaucratic and are not as entrepre-
neurial as smaller companies. Large companies may therefore set up venture 
funds to invest in the ideas of employees. Th ey will support the employees so 
that the ideas can be brought to market. Th ey will want to do this so that they 
do not lose their innovative employees. Th e corporate venture capital may not 
be limited to investing in ideas from within the company, but may be able to 
invest in ideas and products outside the company. Th erefore, entrepreneurs 
may be able to access funding from corporate venturers.  
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2.6.1.6     Private Placements 

 An entrepreneur can use a private placement to raise equity fi nance. An 
entrepreneur can also use this avenue to place its debt. Th is is possible if the 
business is registered as a  private company.  To raise private equity, the entre-
preneur will have to contact an investment bank. Th e investment bank then 
contacts their high-net worth clients who may be willing to invest equity in 
the business. Th e investment bank will usually contact institutional inves-
tors who it believes may be interested in the off er. Th ese institutional inves-
tors are well placed and have high incentives to monitor the fi rm to reduce 
agency problems and to increase the value of their investments. Institutional 
investors may request a seat on the company’s board so that their voice can 
be heard. Th ey will usually also be calling management from time to time to 
discuss the plans of management and how these can be best carried out. 

 Th e investment bank will charge a fee for rendering this service to the 
entrepreneur/company. An advantage of raising private equity is that the issu-
ing cost is relatively lower compared to a full-blown public equity issue. For 
example, the requirement for fi nancial statements and a prospectus may be 
waived in the case of a private placement. Also, the funds can be raised faster 
because it is less complex and there are fewer compliance requirements. Th e 
fi rm also deals with a small group of investors. Since the company is not going 
to be listed, the regulations that the company will have to comply with will 
also be fewer. A private placement can therefore be used to give the fi rm a low 
profi le if that is the wish of the entrepreneur.  

2.6.1.7     Public Off erings of Equity 

 A public off er is when a company off ers its shares to the general public. Th e pub-
lic off er is the opposite of the private placement we discussed earlier. Th erefore, 
during the initial public off er (IPO), the company is likely to move from a pri-
vate company to a public company. Th e fi rst time the company issues it shares 
to the general public is referred to as the IPO. Th e company raises funds from 
the primary market through the IPO. Th e general public can subscribe to the 
shares of the company during the IPO. Th e amount involved is usually very 
large, and the fi nance raised is in the form of equity. A company needs a track 
record before it can list on an organised stock exchange and raise fi nance from 
the general public. Th erefore, this source of fi nance will usually not be avail-
able to a start-up fi rm or a young entrepreneur. Th e money raised from the 
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issue goes directly to the company, and in exchange for the funds the com-
pany issues investors with shares or equity stakes in the company. 

 Th e company will have to contact an investment bank just like in the case 
of private placement. Th e investment bank then undertakes to bring the 
fi rm public for a fee. Th e investment bank can off er two main services to the 
fi rm. It may promise to buy all the shares from the company. In this case, 
the investment bank buys all the shares from the company and undertakes 
to sell the shares. Th e investment bank bears the risk that it may not be able 
to sell the shares. Th is is known as a  bought deal  or  fi rm commitment . Th e 
investment bank will usually buy the shares at a discount, that is, at a price 
below the issue price. In the second case, the investment bank does not give 
any guarantees. It merely promises to do its best to sell the shares to inves-
tors. Th is is known as a  best eff orts deal . In this case, the company bears the 
risk that investors’ appetite for the company’s shares may be low and that 
the shares will not sell. 

 If the company requires more funds, it can go back to the market to raise 
additional equity to support its activities. Th is is known as a  seasoned new 
issue . However, it will have to justify why it needs the funds. If investors are 
not convinced, the announcement that the fi rm wants to issue more equity 
may cause the share price of the company to fall. 

 Going public improves the image and visibility of a company, especially if 
it is listed on a stock exchange. Th is is because it will receive a lot of public-
ity and will have to engage stakeholders because of its public interest nature. 
Suppliers, customers, employees and other interest stakeholders will be 
attracted to do business with the company. Once the company is a public 
interest company, a lot of people will want to know more about it and there-
fore the company’s privacy becomes limited. Th is is because it now has to fi le 
regular information with the stock exchange. Listed companies are supposed 
to make their fi nancial statements available to the investing public and they 
have to send their annual fi nancial statements to investors and hold annual 
general meetings. Th ey must also make available all price-sensitive informa-
tion to the investing public. Th e printing cost of sending these fi nancial state-
ments and complying with other regulations can be very high. 

 A drawback of going public is that the entrepreneur will have to give up 
equity or ownership interest in the company to others. Th is will diminish the 
power that the entrepreneur wields. However, the entrepreneur will have to 
weigh giving up control against the increased ability of the company to grow 
and undertake more positive NPV projects due to the additional capital that 
it can raise. Also, the reduced equity can be worth far more because the com-
pany can expand and grow faster. 
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 Another drawback is that pressure from shareholders and from investment 
analysts may force managers to be short-sighted in their approach. Th is is 
because shareholders and analysts want to see profi ts. Th e managers may, 
however, be aware of very profi table projects but the profi ts may take time to 
materialise. Th at is, in the initial years the projects may not be very profi table 
but are likely to be very profi table in the future. Managers will also be aware 
of short-term less profi table projects. Th ese projects are likely to be average 
projects with average profi ts from the very beginning. To avoid the discipline 
of the capital markets, the fi rm may be biased towards investing in short-term 
projects. Th is is because lower profi ts than expected by investors and analysts 
will cause the stock price of the company to fall. 

 Importantly the IPO market provides a good avenue for early-stage equity 
investors, like business angels and venture capitalists, to harvest their invest-
ments. Th is is because they can now sell their interests to other investors. 
IPOs are usually undertaken during bull markets, when the prices of most 
stocks are rising. Th e evidence also shows that less IPO activity occurs during 
bear markets, when there is a general decline in stock prices.   

2.6.2     Sources of Debt Capital 

 Th ese are investors who lend the fi rm a given amount at an agreed inter-
est rate. Th e debt repayments are usually made up of interest and principal 
repayments. However, principal payments may be delayed until maturity. In 
this case, the borrower only makes interest payments and pays the principal 
amount at maturity. Th ese are known as balloon payments since the payments 
balloon from the small interest payments to the full maturity value. Th e inter-
est rates on debt instruments can be either fi xed or fl oating. A fi xed rate loan 
has the rate agreed on before the loan is given and the rate applies throughout 
the term on the loan. For a fl oating rate loan, the rate on the loan adjusts 
periodically to market interest rates. If market interest rates go up, the rate of 
the loan goes up and the borrower will have to pay more in terms of interest. 
If general interest rates fall, the rate on the loan also falls, and the borrower 
benefi ts in terms of lower interest payments. Debt holders have priority when 
the fi rm runs into fi nancial distress and possible bankruptcy. Debt holders 
have to be paid fi rst from the assets of the company. If the assets of the com-
pany are suffi  cient, the debt holders can recover the full value of the amounts 
owed them. Sources of debt fi nance include bank fi nance, credit from MFIs, 
trade credit, factoring, asset-based lenders, issue of bonds, issue of commercial 
paper and leasing. 

38 Entrepreneurial Finance for MSMEs



2.6.2.1     Bank Finance 

 MSMEs can resort to borrowing from the bank since banks provide vari-
ous forms of loans including tailor-made facilities available to fi rms. Some 
banks have a specialised MSME division, which provides very useful ser-
vices to small enterprises. Th e bank may grant the MSME an overdraft, 
which enables the fi rm to withdraw money in excess of what is in their 
account. Th e bank usually specifi es the limit for the overdraft and can 
recall the overdraft facility at any particular time. Banks also provide 
short-term and long-term loans. Short-term loans have a maturity of less 
than one year, whereas long- term loans have a maturity of more than one 
year. Short-term loans usually have a lower interest rate than long-term 
loans. 

 One major concern about bank fi nancing of MSMEs is the issue of col-
lateral requirement. Banks often require collateral before extending credit to 
MSMEs. Abor and Biekpe (2007) found that bank fi nancing accounts for less 
than a quarter of the total debt fi nancing of SMEs in Ghana. Th ey also found 
that SMEs that have a long-standing relationship with their banks and those 
with adequate collateral are more likely to access bank fi nance.  

2.6.2.2     Credit from Microfi nance Institutions 

 Microfi nance is also an important source of fi nancing MSMEs. It broadly 
entails the provision of fi nancial services to low-income clients and micro- 
enterprises that have limited or no access to formal fi nancial services. Th ese 
fi nancial services include the provision of microcredit, micro-savings, micro- 
insurance and funds transfer services. Microfi nance enables low-income clients 
and micro-enterprises to gain access to a range of fi nancial services in order to 
fi nance their income-producing activities, stabilise consumption, build assets 
and protect against risks. Given that these fi nancial services normally involve 
small amounts of funds (such as small loans, small savings, etc.), the term 
‘microfi nance’ is useful in diff erentiating these services from those provided 
by traditional banks or other formal fi nancial institutions. Essentially, micro-
fi nance is the provision of fi nancial services to the underprivileged poor, who 
form a chunk of the population of developing economies. 

 MSMEs can therefore access credit from MFIs, and these are normally on a 
short-term basis. MFIs have adopted various lending models for reaching out 
to their clients and these include group-based lending, village banking and 
individual banking. Th ese lending models are discussed in detail in Chap.   6    .  
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2.6.2.3     Trade Credit 

 Trade credit is the provision of credit by suppliers to their customers. Th erefore, 
an entrepreneur can pick the goods and pay back after the designated period. 
An advantage of accessing a supplier’s credit line is that the fi rm does not 
require any collateral. Trade credit is short-term fi nance given that the normal 
maximum credit period is 3 months or 90 days. Trade credit can be rolled 
over continuously to provide the fi rm with medium-term fi nancing. Th e pay-
ment terms may be specifi ed as follows: net 90 or 3/30, net 90. Th e fi rst (net 
90) means that payment has to be made within 90 days. Th erefore, the credit 
period is 90 days. Th e quotation of 3/30, net 90 means that the credit period 
is still 90 days but the fi rm gets a 3 % discount if it pays within 30 days. 

 Trade credit provides fi nancing because the fi rm does not have to pay 
upfront. However, trade credit is not free. It may be cheaper to purchase the 
goods upfront, as opposed to purchasing on credit. Th e discounts lost due 
to taking credit can be very expensive. Th e fi rm can gain at the expense of 
the creditor if it delays payment and still pays the agreed amount. However, 
suppliers do not take kindly to this and may restrict future credit. When the 
fi rm purchases on credit it has to pay the suppliers after the agreed period. 
Financing with trade credit is time saving and may not require collateral.  

2.6.2.4     Factoring 

 A fi rm can factor its receivables to generate liquidity. Receivables are sales that 
have been made on credit and the debtors have not paid up yet. In essence, 
the fi rm has provided fi nancing to its debtors and has therefore locked up 
cash with these debtors. Th e fi rm may itself need cash or liquidity and may 
generate this liquidity by factoring the receivables. Th is means that it has to 
sell (out) the debtors to a fi nancial institution which provides funds to the 
fi rm in exchange for the debtors or receivables. Th ere are two types of factor-
ing: factoring without recourse and factoring with recourse. If the factoring 
is without recourse that means that the debt is sold outright. Th e fi nancial 
institution or factor does not have any right of recourse to the fi rm which sold 
the receivables if the debtors default. With recourse factoring, if the factor 
cannot collect the debt, it has a right of recourse to the fi rm that sold the debt. 
Th erefore, the factor can come back to the fi rm in case it is not able to collect 
all the debts. With non-recourse factoring, the fi rm receives a lower amount 
for the debt because of the higher risk that the factor is assuming. Th erefore, 
the fi rm receives a lower discounted amount of the value of the debt. With 
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recourse factoring, due to the lower risk involved, the fi rm receives a higher 
discounted amount of the face value of the debt. 

 Factoring saves the cost of administering the debtors’ ledger  and it also 
improves the cash fl ow of the fi rm. In addition to the collection and provision 
of fi nance, the factor may also provide insurance on debts. One problem with 
factoring is that the factoring company is usually interested in collecting the 
debt that it has bought and may use harsh tactics to collect the debts. Th is 
may tarnish the reputation of the fi rm that sold the debt. Again, factoring 
introduces a third party and the client or debtor may not be comfortable deal-
ing with the factoring company. To deal with this, the fi rm will usually inform 
the client that the debts have been factored and so they should forward sub-
sequent payments to the factoring company. Factoring may also create the 
impression that the fi rm is in cash fl ow diffi  culties and this is likely to cause 
suppliers of the fi rm to impose more stringent payment terms.  

2.6.2.5     Asset-Based Lenders 

 Th ese lenders lend to a business based on their assets that are used as collat-
eral. Th ese assets may be inventory, accounts receivable or equipment. Th e 
underlying asset must be easily saleable, as the lender relies on this as collateral 
for the loan granted. If the business is not able to pay the loan, the lender will 
sell the asset to recover its investment (loan and accrued interest payments). 
When the loan is based on the accounts receivable of the fi rm, this is referred 
to as accounts receivable fi nancing. In this case, the fi rm has taken a loan 
against the accounts receivable, which serves as collateral for the loan. Th e 
fi rm taking the loan is required to service the loan. When the loan is sup-
ported by inventory, this is known as inventory fi nancing.  

2.6.2.6     Bonds/Public Off er of Debt 

 A bond is a long-term security issued to raise long-term debt fi nance. Th e 
company issues a certifi cate to investors in return for funds and promises pay-
ment of interest and principal. Th e company has to make payments regularly 
to investors and these payments are called coupon payments. Th e term arose due 
to the fact that companies that had issued bonds sent coupons to investors at the 
agreed intervals. Th e investors then have to send the coupons to the company to 
receive payment. Th e coupon entitles the investor to receive interest payments. 
At the maturity date, the investor is entitled to receive the principal amount that 
was invested in the company or bond. Small fi rms may fi nd it diffi  cult to issue 
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bonds. One reason is that the cost involved in issuing a bond is high. Th e fi rm 
also needs a good track record to be able to issue bonds, which MSMEs may 
not possess. Again, bond markets in Africa are under-developed and as such 
may not be an immediate source of fi nancing for MSMEs.  

2.6.2.7     Commercial Paper 

 Commercial paper refers to a short-term debt instrument issued by highly 
reputable and credit-worthy fi rms to raise short-term fi nance. Th e interest 
rate on a commercial paper may be lower than the interest rate on a bank 
loan. So does it make sense for a fi rm that can access the commercial paper 
market to have a good relationship with its bankers? Th e answer is yes. Th is 
is because the fi rm will require other services apart from loans such as letters 
of credit. Again, the bank can guarantee the commercial paper issued by the 
fi rm, meaning if the fi rm fails to honour the debt obligation, the bank is liable 
to pay. Th erefore, the bank substitutes the credit rating of the fi rm with its 
credit rating. Th e fi rm can therefore borrow at a lower rate, as the risk of the 
issue becomes lower. As economic conditions change, the credit ratings of 
fi rms also change. During economic boom periods the credit ratings of fi rms 
are usually good. Th is rating may decline in recessionary or bad economic 
periods. Th e fi rm may therefore lose its credit rating, in which case it will have 
to resort to its bankers if it needs debt fi nance. A good relationship with its 
bankers is therefore essential. 

 It is important to note that only highly reputable and credit-worthy fi rms 
can access the commercial paper market. However, considering that MSMEs 
in Africa are mostly young and small in size, it may be diffi  cult for them to 
raise fi nance from the issue of commercial papers. Th is is because such fi rms 
have not built the reputation or the good name required, and as such may not 
be known on the market. Diamond ( 1989 ) considers reputation as the good 
name a fi rm has built up over time and which the market has recognised and 
observed as important in explaining the fi rm’s ability to meet its obligations 
in a timely manner.  

2.6.2.8     Leasing 

 MSMEs can also fi nance their operations by acquiring assets on lease. Th ere 
are two types of lease: operating and fi nance leases. An operating lease is basi-
cally a rental agreement between a fi rm (lessee) and a leasing company (les-
sor). Th e lessee makes regular lease payments (rentals) to the lessor and these 
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payments are shown as an expense in the statement of comprehensive income 
(income statement). With an operating lease, the lessor retains the substan-
tial risks and benefi ts associated with the asset. Th e asset can also be bought 
outright using a fi nance lease. In essence, the lessor has provided a loan to the 
lessee and the lessee has to capitalise the asset on the statement of fi nancial 
position. Th e depreciation expense will also have to be shown, since the asset 
is shown on the statement of fi nancial position. After capitalising the asset, 
the liability (i.e. the lease amount owed) also has to be shown on the state-
ment of fi nancial position and the fi nance cost has to refl ect in the fi nancial 
statements. With fi nance leases, the lessee bears substantially all the risks and 
rewards of owning the asset. 

 Whether leases should be capitalised or not is a hot issue in fi nancial report-
ing. International Accounting Standards (IAS 17) deals with leases. Firms will 
not want to capitalise the asset as that will enable them to achieve off -balance 
sheet fi nancing. If the liability is not shown on the statement of fi nancial posi-
tion, the leverage (gearing) of the fi rm is reduced. Th is reduces the fi rm’s risk 
and therefore it can borrow at a lower rate. Th e borrowing capacity of the fi rm 
is also increased if the liability is not shown.   

2.6.3     Hybrid Instruments 

 Hybrid instruments have features of both debt and equity. Examples are mez-
zanine fi nance and preference shares. 

2.6.3.1     Mezzanine Finance 

 Mezzanine fi nance has features of both debt and equity. It is debt fi nance that 
can be converted into an equity interest. It is usually long-term fi nance with 
maturities usually above fi ve years. Mezzanine fi nance can usually be paid in 
a one-off  manner. Th e fi rm does not have to make monthly payments when 
it comes to mezzanine fi nance and therefore this eases the constraints on its 
cash fl ows, as repayment can be made in a one-off  manner. Mezzanine fi nance 
is utilised by small companies and is placed privately. Firms with good track 
records, with proven products and markets, which have been making profi ts 
over the years and are looking to expand, can access this type of fi nance. 
Mezzanine fi nance is usually used to support the rapid growth and expansion 
of an enterprise. It can also be used to fi nance a management buyout (MBO). 
In this case managers acquire shares from a shareholder because they want to 
take the fi rm private. Th e managers essentially buy out the shareholders. 
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 Th e fi nance appears, or is treated, as equity on the fi rm’s statement of fi nan-
cial position or balance sheet. Th is gives the fi rm additional borrowing capac-
ity since it does not show up as debt, which will increase the fi rm’s fi nancial 
leverage and constrain its ability to raise additional debt fi nance. Th e rate 
charged by lenders is usually very high since the fi nancing is given quickly and 
therefore less due diligence can be carried out. Additionally, the fi nancier will 
usually not require any collateral from the fi rm. Also, in terms of priority in 
payment, when the fi rm runs into trouble, mezzanine fi nance has lower pri-
ority compared to bank fi nance and venture capital fi nance. Th erefore, bank 
loans and venture capitalists are paid fi rst, before the mezzanine fi nancier. 
However, mezzanine fi nanciers are paid before shareholders. Considering that 
they have low priority when it comes to repayment, their level of risk is high. 

 Th e fi nance may be in the form of debt, which can be converted into equity 
if the fi rm does not pay on the agreed time and in full. Th e amount of equity 
is usually specifi ed as the fi rm grants the investor warrants to acquire equity 
stakes. For instance, a debt of US$ 1,000 may entitle the investor to convert 
into 100 shares at a price of US$ 2. Mezzanine fi nance is usually expensive as 
it carries a lot of risk, as we saw earlier (no collateral, lower priority in terms of 
repayment and low due diligence). Its return will therefore have to be high to 
compensate the mezzanine fi nancier for the risk he/she is taking. Mezzanine 
fi nance will usually have a callable feature, which enables the company to 
return investors’ funds to them. Th e company will want this option, as this 
kind of fi nancing is quite expensive. If it can raise other fi nance at a lower rate, 
the company will be motivated to pay off  the mezzanine fi nance. Mezzanine 
fi nanciers will require a higher return if their fi nancing is callable at the option 
of the company, all other things being equal.  

2.6.3.2     Preference Shares 

 Preference shares are shares issued by a company that entitle the share-
holders to receive fi xed dividend, and they have features of both debt and 
equity. Th ey receive a fi xed dividend and are sometimes classifi ed as fi xed 
income securities (giving them a debt feature). Preferred dividends are 
usually larger than ordinary share dividends and are paid regularly and 
are therefore more predictable than ordinary dividends whose payment is 
at the discretion of the board of directors/management. Unlike debt, the 
company may have some fl exibility when it comes to the payment of divi-
dends on preference shares. Th e preference shares may have a cumulative 
or non-cumulative feature. If the preference shares are cumulative and the 
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fi rm is not able to pay dividends this year, it will have to pay next year’s 
dividend in addition to this year’s dividend. If it is non-cumulative, once 
the company misses this year’s dividend, it is not obliged to pay it and 
only has to pay next year’s dividend. Th e preference share may also be 
participating. In this case after receiving their fi xed dividends, preference 
shareholders may receive additional dividends if the company has done 
extraordinarily well and has met predetermined profi tability goals. Th ey 
are, however, not at risk since they are still entitled to their fi xed dividends 
if performance is not good. 

 Preference shareholders, like ordinary shareholders, are part owners of the 
company. However, they usually have limited or no voting rights in a com-
pany. Th ey may, however, acquire voting rights if their dividends have been 
outstanding for a considerable period. Preference shareholders have  preference 
over equity holders since the dividends owed them must be paid before any-
thing can be paid to ordinary shareholders. Also, in the event of liquidation, 
preference shareholders have preference over ordinary shareholders, since they 
must be paid before ordinary shareholders can be paid. In other words, they 
have preference over ordinary shareholders when it comes to distributions to 
investors and also during liquidation. Preference shareholders, however, rank 
below debt holders such as bonder holders and banks when it comes to pay-
ments of interest or other periodic cash fl ows and liquidations. Th ough they 
are also owners of the company as we mentioned earlier, they bear less risk 
compared to ordinary shareholders, since they rank higher in terms of pay-
ments. In some countries, preference shares are rated just like other company 
debt. 

 Preference shares may be converted into equity if there is a convertibility 
clause. In this case, the preference shareholder will have to make do with a 
lower dividend rate compared to a similar preference share which does not 
have the convertibility feature. If the preference shares can be converted into 
equity, this is favourable to the investor, because he/she can make additional 
returns or gains by converting into equity. Th is is because the conversion price 
is agreed. Th erefore, if it is converted into equity at a price higher than the 
conversion price then the preference shareholder gains. Th is is why he/she has 
to contend with a lower return. 

 Most preference shares, like equity, do not have a set maturity date, though 
they may be callable. Th e preference shares are usually callable at the option 
of the company. Th is means that the company can force preference shares 
investors to surrender their preference shares. Companies recall debt instru-
ments in low-interest rate environments, since they can refi nance (issue new 
debt/preference shares) at a lower rate and therefore/thereby save on fi nancing 
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costs. Since the recall is an unfavourable feature for the investor, the company 
will have to off er a higher return compared to other preference shares which 
do not have a recall feature.    

2.7     Appropriate and Successful Sources 
of Financing 

 Financing can be in the form of debt or equity. Usually, a single source of 
fi nance is not adequate to meet the full funding needs of the entrepreneur. 
Th e entrepreneur may therefore want to raise fi nance from diff erent sources to 
add up to what he/she requires to meet the fi rm’s fi nancing need. 

 MSMEs may require fi nancing to purchase non-current or fi xed assets. 
Financing may also be sought to fi nance working capital. A fi rm’s working 
capital is its current assets less its current liabilities. If this fi gure is positive, the 
fi rm requires extra funds to support the remaining current assets, since cur-
rent liabilities are not enough. Firms usually want to match short-term assets 
to short-term liabilities. Th is concept is known as  matching . Th e fi nancing 
may also be to support normal short-term operations such as the payment of 
salaries and other recurrent expenditure. 

 Entrepreneurs must be innovative when it comes to fi nancing their ven-
tures. Innovative ways of fi nancing a venture are known as  bootstrap fi nancing 
techniques  and these involve fi nancing a venture with little or no support from 
outside capital providers. Examples of bootstrap fi nancing techniques include 
funds from personal savings, credit cards, amounts from family and friends, 
taking little or no salary at the beginning stages of the venture (sweat equity), 
factoring, trade credit, leasing rather than purchasing equipment outright, 
leasing the business premises or the entrepreneur borrowing against the value 
of their personal home and using their home as collateral, and fi nally taking 
advances from clients to perform work for them. Th erefore, the entrepreneur 
must be alert to possible fi nancing opportunities ‘lurking in the dark’ around 
him. Bootstrap fi nancing shows that the entrepreneur is resourceful and this 
makes investment by outside capital providers easier. It also reduces the need 
for the entrepreneur to seek external fi nance, which could lead to the entre-
preneur having a reduced interest in the venture. 

 Th e fi nance used usually depends on the stage of the venture. When the 
enterprise is set up, it is usually easier for the entrepreneur to raise fund-
ing from their personal resources as well as from family and friends. As the 
enterprise is growing it becomes easier to attract equity sources of funding 
from business angels and venture capitalists. At this stage, the fi rm has a good 
track record and can attract debt funding from trade credits given by suppli-
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ers. If the enterprise is starved of liquidity, it can factor its debts to generate 
liquidity or cash. At some point, the early stage investors, like business angels 
and venture capitalists, will want to harvest their investment. Th at is, they 
would want to sell their investment and realise gains on their investment. 
Th ey would therefore want to take the fi rm public so that they can sell their 
investments to other interested investors. 

 Th e provision of fi nance is usually premised on meeting certain condi-
tions. Th ese conditions are known as milestones and they include developing 
a working prototype, bringing the product to market and the acceptance of 
the product by the market. Th erefore, meeting milestones could entice inves-
tors to provide more funds to the enterprise. Th e milestones also provide a 
way to evaluate the whole venture so that the entrepreneur and the providers 
of fi nance can all decide whether they want to continue with the project. 
Milestones therefore serve as a road map for both the investor and the fi nan-
ciers or possible fi nanciers. 

 Some factors are important for the success of small business fi nancing 
from the entrepreneur’s perspective. Th e entrepreneur should be aware of 
and choose the appropriate sources of fi nance at any given point in time. 
For instance, a business that decides to use/acquire too much debt in the 
initial or start-up phase is more likely to fail. Th is is because its revenues are 
now growing and the market is now ‘discovering’ its product or service. Its 
cash fl ows are likely to be low and it is therefore unlikely that the business 
will be able to handle the burden of the fi xed charges that come with debt. 
In this case, more patient capital in the form of equity is preferable at this 
stage. 

 Th e entrepreneur should make an eff ort to search for the various sources 
of fi nance available both from traditional and non-traditional sources. Th e 
entrepreneur should be aware of the requirements for funding to be granted. 
Th is is because a good application can be rejected because it does not meet 
the specifi cations of the lender. Th e process of searching takes time and the 
entrepreneur should be patient in undertaking the search. A lot of informa-
tion that could lead to fi nancing is available on the Internet. 

 Th e entrepreneur should be prepared before meeting possible fi nanciers. 
Entrepreneurs should be able to present their case for fi nancing confi dently. 
Th ey should demonstrate that they know the ins and outs of the business 
and that they have good knowledge of the dynamics of the business. Th ey 
should also have a good rapport and chemistry with potential fund provid-
ers. Good chemistry ensures that the fi nancing relationship starts on a good 
note and that there is goodwill amongst the parties. Entrepreneurs should 
therefore not underestimate the chemistry between themselves and their 
possible fi nanciers.  
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2.8     Elements of Deal Structure and Closing 
the Deal 

 Obtaining fi nancing from external sources is not easy. Entrepreneurs have 
to do a bit of searching and, after locating possible fi nanciers, engage in sev-
eral meetings and negotiations with such fi nanciers. Th e deal reached and 
its structuring is very important. Th is is because it will determine the value 
that will go to the entrepreneur. It will also determine how much fi nance the 
potential fi nanciers will provide and how much they are likely to get in return 
for the risk that they are taking. Th e purpose of the meetings and negotiations 
is to enable the potential investor to understand the business and gain more 
information about it. Th e information provided will inform the potential 
investor as to whether he/she wants to invest in the venture. Th is period also 
off ers the entrepreneur the ability to market and sell the business. Th e initial 
negotiations and agreement will be entered in what is known as the  term sheet . 
Th e term sheet is also known as a  letter of intent  and is created by the two par-
ties. It specifi es the rights and responsibilities of both parties. Th e investor, for 
example, may have the right to appoint members of the board of directors. 
Th e investor may also be required to provide further fi nancing if certain mile-
stones are met by the enterprise. In the case of the entrepreneur, he/she may 
have the right to pay back the investment under certain/specifi c conditions. 

 After the negotiations, the parties will meet their legal advisers to fi nalise 
the investment agreement. Th is fi nalised investment agreement is known as 
the formal investment agreement. Th e formal investment agreement can also 
set out covenants and undertakings with the intention of protecting the inves-
tor. Covenants that require the entrepreneur to do something are known as 
 positive covenants  and those that restrict the entrepreneur from doing what is 
stated are known as  negative covenants . An example of a positive covenant is 
that the entrepreneur will be required to furnish the investor with informa-
tion such as fi nancial statements and management accounts. An example of 
a negative covenant is that the entrepreneur may be forbidden from issuing 
or acquiring additional fi nancing without the prior consent of the investor or 
from paying excessive salaries or bonuses to management.  

2.9     Summary and Conclusions 

 Entrepreneurs have to consider how their business is organised, as this has 
various implications. Th ese include the ability of the enterprise to attract 
highly qualifi ed and skilled employees, the nature of the liability borne 
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by the entrepreneur, tax implications and succession issues. Th e enter-
prise can be organised as a sole proprietorship, a partnership or a limited 
liability company. Th e ‘fi nance gap’ in new venture and small business 
fi nancing may lead to a situation where credit is rationed. Credit ration-
ing is based on information asymmetries between lenders and borrow-
ers, and the existence of information asymmetry may result in adverse 
selection and moral hazard. Th e venture life cycle usually progresses from 
the research and development phase, to the start-up phase, to the early 
growth phase, to the rapid growth phase and fi nally to the exit phase. Th e 
sequence of new venture fi nancing is important, especially linking it to 
the fi rm’s stage of development. 

 Various sources of fi nance exist for MSMEs. Th ese sources are discussed 
based on whether they represent equity or debt fi nance. Financing that 
exhibits features of both debt and equity—hybrid fi nance was also looked 
at. Equity sources of fi nance include personal savings of the entrepreneur, 
fi nancing acquired from business angels, funding raised from venture capital-
ists, private placements of equity and public off ers of equity. Debt sources of 
fi nance include bank fi nance, credit from MFIs, trade credit, factoring, asset- 
based lenders, bonds, commercial paper and leasing. With regard to hybrid 
fi nancing, examples include mezzanine fi nancing and fi nance from preference 
shareholders. Deal structure and the terms reached are very important for 
determining the benefi ts that should accrue to entrepreneurs and how much 
of their stake can be given up. 

  Discussion Questions and Problems 

     1.    What are the various forms of business ownership? What factors should 
an entrepreneur consider in evaluating the various forms of ownership?   

   2.    What are the diff erences between a private limited company and a public 
limited company?   

   3.    What is franchising and what are the advantages and disadvantages of an 
MSME entering into a franchise agreement?   

   4.    An entrepreneur is considering starting a food chain business: How can 
he/she execute this idea?   

   5.    How does the ‘fi nance gap’ lead to credit rationing? What are the conse-
quences of information asymmetry in new venture and small business 
fi nancing?   

   6.    Discuss the various stages involved in new venture development.   
   7.    Explain the concept of  layering  in small business fi nance.   
   8.    Discuss the sequence of new venture fi nancing.   
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   9.    Discuss the various sources of equity and debt fi nance available to an 
MSME.   

   10.    What are the benefi ts of issuing shares to the general public?   
   11.    What are the sources of fi nance available to MSMEs in Africa? What are 

the problems associated with these fi nancing sources?   
   12.    Explain how MSMEs can increase their access to formal fi nance.             
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    3   
 Business Planning                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    appreciate the diff erence between the business plans of new ventures and 
established small businesses  

•   discuss the purpose and importance of business plans  
•   describe the elements of a sound business plan  
•   explain the fi nancial aspect of a business plan  
•   recognise the importance of using business plans to attract external fi nance  
•   appreciate the importance of due diligence to the entrepreneur and outside 

investors  
•   explain how to implement a business plan and the need to revise business 

plan  
•   provide reasons why some business plans fail     

3.1     Introduction 

 Planning is an essential part of management, which is required for the eff ec-
tive operations of every organisation. It is a systematic process of setting goals, 
developing strategies and outlining tasks and schedules for achieving those 
set goals. Engaging in planning enables the fi rm to analyse its potential for 
success and by identifying what it needs to do in order to achieve its business 



goals. Business planning is thinking and working out the details of a fi rm with 
the aim of achieving the objectives of the fi rm. Th e lack of proper planning is 
often cited as one of the reasons for businesses failing. As Winston Churchill, 
the British Prime Minister during World War II, highlighted, ‘if you fail to 
plan you are planning to fail.’ Th is goes to buttress the point that planning, as 
the fi rst function of management, is critical to business growth and success. 

 Businesses usually begin the planning process by developing a business plan 
for their operations. A  business plan  is a written document that describes all 
the important aspects of a business. Th e business plan helps the fi rm to iden-
tify its goals and objectives and to develop strategies and tactics to reach the 
set goals. Th e business plan describes the product and service to be sold, its 
market and how the product will be made or the service performed, its fi nan-
cial details, as well as the organisational design and management. A business 
plan is a valuable tool for the entrepreneur to convey the mission (i.e. why the 
business exists), and the prospects of the business to customers, suppliers and 
other stakeholders. It can be viewed as the document, which sells the business 
to potential investors and other stakeholders for investment decision-making. 

 A potential entrepreneur needs a business plan to start a new venture, and 
to guide the operations of the fi rm successfully. On the other hand, an estab-
lished venture needs a growth plan to accentuate its growth. Previous empiri-
cal studies have shown that businesses that are involved in business planning 
perform better than their counter parts, which are not. Small businesses have 
been found not to take the issue of business planning seriously. In spite of the 
numerous benefi ts of a business pan to the entrepreneur, many entrepreneurs 
are not ready to invest time and resources to develop one. Th is may be one of 
the factors responsible for the failure and collapse of MSMEs in developing 
countries. 

 In this chapter, we explain the diff erences between business plans of new 
ventures and established businesses. Th e chapter looks at the purpose of busi-
ness plans and of strategic planning, and at the elements of a business plan. 
Th e chapter also discusses how the business plan serves to attract external 
fi nance, the relevance of due diligence to the entrepreneur and outside inves-
tors, implementing business plans, the need of revising the business plan and 
why some business plans fail.  

3.2     Business Plans and New Ventures 

 Th ere are fundamental diff erences between the business plans prepared for a 
new venture and an established business. A new venture requires a business 
plan to take off , while an established venture needs a growth plan to support 
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the growth of the venture. One main diff erence is the level of precision with 
respect to the projections for which the business plans are based. Projections 
made for an established business may be easier since these can be made based 
on previous actual fi gures. Such projections may be diffi  cult for a start-up or 
a new venture. Projection for a new venture may require assumptions: guess 
work or business modelling and simulation analysis. 

 Th e extent to which outsiders rely on the business plan may diff er between 
a new venture and an established business. External fi nance providers may 
specifi cally depend on the current performance and track record of an estab-
lished business. Th ey are less likely to depend solely on the business plan. In 
that case, the business plan serves as an internal document to guide manage-
ment. With respect to a new venture, the business plan is prepared with a 
diff erent focus. Outsides fi nance providers rely heavily on the business plan to 
inform their decision to extend fi nancing to the business. 

 Another distinction has to do with how detailed the business plan is. Th e 
business plan of a new venture appears to be more detailed and elaborate. It 
normally covers a wide range of issues from marketing, production, product 
design, organisational design, management, ownership and control to fi nanc-
ing. On the other hand, the business plan of an established fi rm may con-
centrate mainly on marketing issues. Th is is because the other issues, such 
as organisational design and management ownership and control as well as 
fi nancing might have been addressed in the past. Planning on marketing issues 
will therefore be based on the existing structures within the fi rm. However, in 
a situation where the fi rm intends to embark on a major expansion project, 
the business plan then will have to cover a broader scope.  

3.3     Purpose of a Business Plan 

 Th e business plan serves a number of useful purposes. First and foremost, for 
a new venture, the process of preparing a business plan is to provide a road 
map for the future of the business by making the entrepreneur and business 
owner think through their strategies, evaluate their business concepts, assess 
the risks that the businesses are likely to be confronted with and develop 
means to mitigate or eliminate those risks. Th e business plan guides the entre-
preneur by charting a clear path or future course of action for the business 
and by devising the strategy for success. Th e business plan details the fi rm’s 
mission statement, goals, objectives, market analysis, products and services, 
organisational design and management, fi nancial forecasts and strategies to 
help the entrepreneur lead the business successfully. Internally, the business 
plan provides a blueprint for the operation of an entire business. 
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 An important purpose of the preparing a business plan is to attract outside 
fi nancing. Th is is not to suggest that if the entrepreneur has enough funds, 
he/she does not need a business plan. Certainly no! Businesses that are sourc-
ing for fi nance can use a business plan to attract funding from lenders and 
investors. In many instances, small businesses have been denied fi nancing by 
fi nance providers because of their inability to sell their business concepts with 
a convincing business plan. Th e best approach to secure outside fi nance is to 
prepare a sound business plan, which serves as a means by which the entre-
preneur communicates to these fi nance providers the potential the business 
opportunity off ers. Th e business plan describes the ownership structure of the 
fi rm, the new venture team, how much fi nance is required by the fi rm, how 
the fi nance will be utilised, the form the proposed fi nancing will take and, 
most importantly, how the investors will make a return on their investment 
and also how the lender’s loan will be rapid. In simple terms, business plan 
can be used by the entrepreneur for applying for loans from banks and other 
lenders and also to convince investors that the fi rm is worth investing in. 

 Th e business plan allows management to think through the business in 
detail and to set goals and objectives. It allows key performance indicators to 
be established against which the fi rm’s future performance can be measured. 
Th e fi rm’s future performance and progress can be measured against planned 
goals involving revenue, expenditures, profi ts, time frame and strategic direc-
tion. Th e business plan sets out the benchmarks for growth against which 
the entrepreneur can monitor and measure the actual progress to be made. A 
business plan integrates the various plans the fi rm has, including its market 
plan, fi nancial plan and operational plan. 

 Th e business plan can also be used to attract key personnel. Th e plan serves 
as a key employment prospects for personnel with specialist skills. Th e plan is 
a way by which a certain calibre of entrepreneur can ascertain the prospects of 
the fi rm based on its future projections and incentive systems. 

 Business plans are only as eff ective as the data on which they are based, so 
prior to writing a business plan there is the need to gather all the necessary 
information before writing begins. For example, thorough research needs to 
be done to obtain information about the industry in which the fi rm operates: 
market information, competitors, trends and changes that are likely to aff ect 
the operation of the business, and fi nancial information. It is important to 
note that although business plans may be detailed enough to serve the various 
purposes, there are aspects of each that may not be too useful for the other. 
For example, a business plan prepared to attract external fi nancing may be 
interested in the technical details required in a plan to attract a chief engineer 
and vice versa.  
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3.4     Strategic Planning and the Business Plan 

 Strategic planning involves a systematic approach of setting priorities and 
assessing the current situation to formulate a strategy, implement the strategy, 
evaluate progress, assess and adjust the organisation’s direction in response to 
a changing environment. It involves the process of defi ning a fi rm’s strategy, 
or direction, and making decisions on resource allocation to pursue the strat-
egy. Determining the direction of the fi rm involves having an understanding 
of its current position and possible ways by which it can pursue a particular 
course of action. Strategic planning focuses not only on where the fi rm is 
going and the actions required to get there, but also on how to measure the 
fi rm’s success. 

 Th e strategic planning process involves the following: (1) defi nition of the 
fi rm’s goals and/or objectives, (2) analysis or assessment of the current internal 
and external situation of the fi rm, (3) formulation of strategy, including iden-
tifi cation of strategic alternatives, (4) implementation of strategy by translat-
ing strategic plans into more operational plans and (5) evaluation and control, 
including measuring performance and refi nement. 

 Th e strategic plan is a document that articulates the fi rm’s goals, defi ne 
the course of actions required to achieve those goals and to indicate how to 
improve the fi rm’s performance. Th e strategic plan is used for implement-
ing and managing the strategic direction of the fi rm. It is important to note 
that there is a diff erence between the strategic plan and the business plan. 
Th e strategic plan focuses on developing a sustainable competitive advantage 
and is long-term in nature, whereas a business plan is useful for assessing the 
viability of a business opportunity, and is more tactical in nature. Whereas a 
strategic plan is useful for providing direction and action in order to move the 
fi rm from its currents position to where it intends to go, a business plan is 
used to provide a structure for ideas in order to initially defi ne the business. 
A strategic plan is also necessary for prioritising resources to enhance the level 
of revenue and increase the return on investment, but a business plan is useful 
for the fi rm when it is seeking external fi nance. 

 Th e strategic plan provides alternative courses of action and has a long- 
term focus that usually covers a fi ve-year period. Th e business plan is prepared 
to facilitate the implementation of a particular strategy that has been selected 
by the fi rm, and it usually covers a short-term period. Th e strategic planning 
process involves a detailed analysis of the strategic alternatives with the aim 
of maximising value for the entrepreneur. Th e business plan will typically not 
include such great details, especially when the purpose of developing the busi-
ness plan is to attract external fi nance.  
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3.5     Elements of a Business Plan 

 Th ough the elements of a business plan are quite standard, the entrepreneur 
may prepare the business plan and tailor it according to its intended purpose. 
An entrepreneur writing a business plan for the fi rst time may fi nd it useful to 
seek the assistance of experts to help in preparing a sound business plan. Th ere 
are also business planning software that can be used to assist the entrepreneur 
prepare the business plan. Preparing a business plan can be a costly and time 
consuming exercise, but it is an important step to take at the beginning. For 
the business plan to serve as a roadmap, then it must be prepared at the onset 
to guide the entrepreneur in the venture. 

 We discuss the common elements of a business plan at this stage. Th e entre-
preneur or small business owner must, however, recognise the fact that, like 
every venture, every business plan is unique. Th e outline discussed below cov-
ers most of the issues that are relevant to be included in a solid business plan. 
Th e entrepreneur can consider these elements as a starting point for preparing 
a business plan, but can modify them as and when necessary to suit the plan’s 
intended purpose. 

3.5.1     Title Page and Table of Content 

 Th e business plan must contain a title page with the fi rm’s name, logo, address 
and other contact information. Th e business plan should also include a table of 
content to enable readers to easily locate particular sections of the document.  

3.5.2     Executive Summary 

 Th e business plan should include an executive summary, which provides a 
synopsis of all the key points of the business venture. It summarises the vari-
ous elements of the business plan. Th e executive summary must be concise, 
convincing and be able to capture the attention of the reader. A well-written 
executive summary gives a good fi rst impression of the entrepreneur and 
the business plan to readers such as potential investors or fi nance providers. 
Although the executive summary is the fi rst part of the business plan, it is the 
last element of the plan to be written because it summarises the entire plan. A 
reader should be able know what the entire business is all about after reading 
the executive summary alone. 
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 Th e executive summary provides readers and potential investors a brief 
description of the key components of the business plan. Th e executive sum-
mary should stimulate the interest of readers to want to read the entire busi-
ness plan. Note that, the executive summary is not a preface to or an abstract 
of the business plan, but instead it is the business plan in a concise form.  

3.5.3     Business Description 

 Th is element of the business plan shows how the business is organised, the 
legal form of the business, the venture’s vision and mission statements, the 
objectives, history (i.e. if it is an existing business), current status and plan for 
the future. It also provides an overview of the industry or market segment in 
which the venture operates. 

 Th e description part should give the reader a good idea of where the fi rm 
is, how it got there, and where it foresees itself in the future. When describ-
ing the fi rm’s profi le, the entrepreneur should indicate the legal name of the 
business, its legal form and ownership structure. It must state whether the 
business is a new business, a growing business, or the acquisition of an exist-
ing business. It should also indicate the actual business the fi rm, its products 
and services, service delivery and so on. Th is section must indicate where the 
fi rm’s main offi  ce will be or is located as well as any other facility that the fi rm 
will use and then explain the reasons for the choice of location. Th e business 
description should state the vision and mission statements of the venture. 
Th e mission statement expresses in words the entrepreneur’s vision about the 
essence of the fi rm. Th e mission statement provides a sense of direction for 
the entire fi rm and a guide to decision-making. Th e mission statement also 
states the goals and objectives of the venture. Th e objectives must be specifi c, 
measurable, attainable and motivational and time bound. 

 Th is section must also provide a brief history and current status of the 
fi rm. If the business is already in operation, it must indicate how long the 
fi rm has been in business. Th e history should highlight the signifi cant fi nan-
cial and operational events in the life of the fi rm. It should describe how the 
fi rm has evolved over the period, its achievements and what the entrepreneur 
envisions for the future. It is important to provide an overview of the indus-
try the fi rm is entering or operating in, as part of the business description. 
Businesses operate within a specifi c context that aff ects their growth potential. 
Th e description of the fi rm’s operating environment may include new prod-
ucts and developments in that particular industry, trends and outlook for the 
industry, and overall economic trends.  
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3.5.4     Products and Services 

 Th is section gives a detailed description of the products and/or services the 
venture off ers or intends to off er to its potential users. It is the section where 
fi rms sell their idea by generating some excitement about their products/ser-
vices. Information on the product description must be as detailed and factual 
as possible, as this forms part of the branding process. Th e fi rm must indi-
cate the stage of growth of the product/service (introductory, growth, satura-
tion, maturity stage of the product life cycle) and when the products/services 
were initially developed. In other words, this section is to diff erentiate a fi rm’s 
products or services from those of its competitors and what the position of 
the product/service is in the marketplace. It describes specifi c customer needs 
that are uniquely met by the fi rm’s products or services. Th e section should 
defi ne the unique features of the fi rm’s products and services and the ben-
efi ts customers stand to get by patronising them. Product life cycles and their 
eff ects on sales and marketing should also be described. It can also catalogue 
a historical summary of product development, introductions and improve-
ments. Th e fi rm’s plans for a new generation of products or services may also 
be included in this section.  

3.5.5     Market and Competitor Analysis 

 Th is section should defi ne the fi rm’s market, industry, current and potential 
buyers and the current and potential competitors. Th e plan must explain the 
key factors for the market in terms of how buying decisions are made, how 
the market is segmented, how the fi rm intends positioning itself and the kind 
of strategy it has devised to compete with its competitors. Th is section of the 
business plan includes industry analysis, and market and competitor analysis. 
Th e industrial analysis will enable readers of the plan to better appreciate the 
industrial structure, and factors driving the competition in the industry. Th e 
plan should provide details on the various players in the industry, on the regu-
latory framework of the industry, on factors that pose threats and opportuni-
ties in the industry, on the industrial trends and on size. It must also provide 
information on the various economic, political, sociocultural, technological 
and legal trends in the industry and how these aff ect or will aff ect the opera-
tions of the venture. 

 In terms of the market analysis, the entrepreneur must describe the specifi c 
market in which the fi rm competes or intends to compete. A thorough analy-
sis of the market and its competitors is a very important aspect of the business 
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plan. It helps the entrepreneur to identify the target market and the behav-
iours of customers in that market in order to have a better understanding of 
their needs and expectations. It is crucial at this stage to present a convincing 
position that there is an unsatisfi ed/unmet need in the marketplace and that 
the entrepreneur has a product or service that can address the need. Th e entre-
preneur needs to identify and segment the customers (existing and potential) 
in the marketplace. It is also necessary to identify the future prospect of the 
market the fi rm wishes to enter and to ascertain whether the market is in its 
growth or maturity stage. Another key area to consider under the market 
analysis is to evaluate the key/direct competition the fi rm faces or is likely to 
face. Th e fi rm must list its primary/direct competitors and how it intends to 
compete with them. Comparing the fi rm’s strengths and weaknesses with its 
competitors’ best does this. Th e success of the business is dependent on its 
ability to capture a market share away from its competitors or to focus on 
a segment of the market that is not being attended to. Competitor analysis 
also requires identifying the competitors (name and addresses), and indicating 
the intensity and sources of competition in the industry. Conducting mar-
ket research on competitors’ market share, products and strategy is required 
in order to write this part of the business plan. Such information can be 
obtained through interviews, surveys, trade publications, newspapers, demo-
graphic profi les, magazine and books.  

3.5.6     Marketing Strategy 

 Th e entrepreneur and prospective fi nance providers are mainly concerned 
about whether there is an immediate and eager market for the fi rm’s prod-
ucts and services. Th e marketing strategy section is where the entrepreneur 
shows what strategy is put in place to address the market and competitor 
situations. Th is involves developing action plans to achieve the market 
objective of satisfying the needs the entrepreneur has identifi ed in the 
marketplace. Th e marketing strategy is detailed in a marketing plan and a 
thorough market analysis serves as the basis for the fi rm’s marketing plan. 
Th e analysis generally covers the fi rm’s competition, customers, products 
and market acceptance. Th e competitor analysis details the competitor’s 
strengths and weaknesses, and provides a basis for identifying market 
opportunities. 

 Th e market plan should include important strategies such as the fi rm’s 
market segmentation strategy, targeting strategy (this is a strategy on how the 
fi rm will approach each of the market segment it has chosen). Th e targeting 
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strategy may involve either diff erentiating a product for a particular market 
segment or going after a niche—going after a small segment with a tailored 
off er. Small businesses are mostly successful when focusing on a specifi c niche 
of the market by meeting the special needs of their customer. Th e market-
ing plan should include the positioning strategy, which deals with how to 
position the fi rm’s products and services in the market. Another integral part 
of the overall marketing strategy is the pricing strategy. Pricing is a critical 
success factor and must be looked at carefully as it can make or break the 
business. Th is should include how much it costs for the product or service 
to be produced or delivered, what is the margin and what are the prevail-
ing market prices. It should also include when the pricing strategy will be 
reviewed. Will it be monthly, quarterly or annually? Th e distribution strategy 
is also required. Will the business use wholesalers, cataloguers, mass mer-
chant, retailers or distributors as distribution channel(s)? Another important 
element of the overall market strategy is the advertising and promotion strat-
egy. Th is deals with how to communicate to the readers of the business plan 
(on) how the fi rm is going to educate its target market about the product or 
service, inform them about the product’s availability and tell them about the 
benefi ts of the product or service. Th e advertising and promotion strategy is 
necessary for gaining acceptance in the market. Th e overall marketing strat-
egy should enable the entrepreneur to get the product or service to the target 
market.  

3.5.7     Organisation and Management 

 Th is section provides a description of the management team members and 
their backgrounds as well as the additional key personnel that will be hired. 
Th e quality of the fi rm’s management team is a very important aspect of a 
business plan. Th is is because investors feel comfortable dealing with a com-
petent management team with some proven records. Th e entrepreneur needs 
to describe the key personnel of the fi rm with their name, position, responsi-
bilities and a short description of their experience. Th is section should present 
the strengths of the fi rm’s management team by showing relevant experience 
and achievements. Th is should demonstrate the ability of the management 
team to exhibit planning, organisational and leadership skills. A management 
team with rich experience and a proven track record of success add to the 
credibility of the fi rm. Th e section also describes specifi c management and 
control systems. 
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 Th e entrepreneur needs to highlight the existing or planned organisational 
structure that will be used to accomplish the goals and objectives outlined in 
the business plan. An organisation chart usually depicts the organisational 
structure. It also describes the facilities, equipment and number of person-
nel: their key role, skills and responsibilities. Th is section should also discuss 
the key advisors and consultants of the fi rm, including board, lawyers, audi-
tors and bankers. Th e board of directors or advisors and other consultants 
add to the credibility and enhance the profi le and value of the management 
team. It is also useful to include information about the fi rm’s ownership 
structure.  

3.5.8     Operations 

 Th e operations section details how the fi rm will be run and how it intends to 
deliver value for its customers. It involves the processes to be used to deliver 
the fi rm’s products and services in the marketplace and these may include 
manufacturing, transportation, logistics, delivery, customer and technical ser-
vice. Th ere is the need for a detailed operational plan, which details how the 
entrepreneur will operate the business. Th e operational plans should be in line 
with the objectives the business aims to achieve in the marketplace. Th e entre-
preneur also needs to provide detailed description of the scope of the venture’s 
operations by providing milestone and timeline for each of the activities to 
be carried out. 

 Again, the plan should be aligned with the marketing strategy of the fi rm 
in order to achieve the objectives outlined in the marketing strategy. Th at is, 
it should provide a description of how the fi rm will fulfi l its marketing strat-
egy through its operations. Th e entrepreneur should also cover other impor-
tant aspects of the operations in the plan, including production methods, 
cost control techniques, administrative and fi nancial controls that will be or 
has been established, inventory management techniques, credit policies and 
working capital management techniques and policies. It is also important to 
briefl y describe how key personnel of the fi rm will be incentivised in order to 
retain them.  

3.5.9     The Financial Component 

 Th e fi nancial component of the business plan includes past and current fi nan-
cial standing of the venture, and it also includes the venture’s projected (or 
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pro forma) fi nancial statements for an appropriate period. Lenders and equity 
investors consider the fi nancial component as the most important element of 
the business plan of new ventures or entrepreneurs who are seeking fi nance. 
For existing fi rms, the lenders and investors rely on the fi nancial statements 
to ascertain the fi nancial health of the fi rm to repay the loan and generate 
adequate returns or pay dividends to the equity holders. Whether the business 
plan is developed for a new venture or an existing business, the entrepreneur 
needs to include pro forma fi nancial statements for the fi rm (for about three 
years). Th e pro forma fi nancial statements include projected income state-
ment, projected cash fl ow statement and projected balance sheet. Th e pro-
jected fi nancial statements must be consistent with the discussion regarding 
the fi rm’s past performance trends and the information contained in the other 
sections of the business plan. 

 Th e plan establishes the total fi nancing requirement of the fi rm over a 
given period. It should also indicate why the fi nancing is required, and how 
it is to be utilised. Th e entrepreneur needs to take into consideration the 
likely investors’ payback and their need for an exit strategy. Th e plan should 
also contain budgetary and fi nancial control. Th e fi nancial projections and 
forecasts must be supported by verifi able facts and fi gures. Th ere should be 
critical assumptions underlying such fi nancial projections. Th e scope of the 
fi nancial projections should be looked at in terms of a fi nancial model of 
the venture. Modelling that is well done should enable the entrepreneur 
to generate  forecasts of sales, income, balance sheet accounts and fi nancial 
requirements. Th e use of fi nancial projections assists the prospective investor 
in making a decision with respect to how much to invest and what propor-
tion of venture’s ownership to hold. In the absence of a fi nancial model of 
the fi rm, it is diffi  cult to evaluate the eff ects of fi nancing terms with much 
such accuracy.  

3.5.10      Appendices 

 Th e appendices include collection of all of the documentations that are used 
to support the business plan. Th ey may include a start-up budget, fi nancial 
history and ratios, a break-even analysis, detailed projected fi nancial state-
ments, market research data, results of surveys and studies, resumes of man-
agement team members, staffi  ng plan, photos of products, major contracts, 
pricing information and references.   

62 Entrepreneurial Finance for MSMEs



3.6     Attracting External Finance 

 We mentioned earlier that one important purpose of the preparing a business 
plan is to attract external fi nance. When the business plan is prepared with the 
intention of raising fi nance, it must address the peculiar needs of the fi nance 
providers. Th e needs of the fi nance provider may depend on whether it is an 
equity investor or a debt fi nance provider. Lenders are interested in the abil-
ity of the venture to generate the necessary cash fl ows to service the debt and 
whether the entrepreneur or venture has collateral to secure the debt. Equity 
investors, on the other hand, are interested in the return of their investment in 
the form of dividend and capital gains. Th ey are interested in the valuation of 
the venture, since this has an eff ect on their share in the venture. Th e business 
plan should therefore be able to demonstrate to the external fi nance providers 
that the fi rm is capable of repaying the loans to the potential lenders and also 
to off er the investors an attractive return on their investment. 

 Lenders and investors are often impressed by entrepreneurs who are well 
informed and have a good appreciation of the business issues. Th is certainly 
enhances the entrepreneur’s chance of securing the fi nance. Th e entrepreneur 
may have been asked in some cases to make a presentation of the business 
plan, For instance requesting fi nance from a venture capitalist may require 
that the entrepreneur submits a written business plan followed by a face-to- 
face presentation. Th e entrepreneur may be given a few minutes to present 
the business plan to the venture capitalist. Th is is an opportunity for the 
entrepreneur to convincingly ‘sell’ the business ideas to the venture capital-
ist. Considering the few minutes involved in presenting the business plan, 
the entrepreneur must avoid unnecessary details and explanation. It therefore 
requires ample preparation and rehearsals by the entrepreneur to make a good 
presentation of the business plan in order to attract the fi nance. 

 Th e entrepreneur needs to be aware of the criteria used by external fi nance 
providers in evaluating the potential of the small business requiring fi nance. 
Th e entrepreneur must generally bear in mind the expectations of the external 
fi nance providers when preparing the business plan as well as when making a 
presentation of the business plan.  

3.7     Facilitating Due Diligence 

 Th e business plan provides a means for facilitating due diligence, which is 
useful for both the prospective investors and the entrepreneur who requires 
the fi nancing. Due diligence involves the process of obtaining and verify-
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ing information associated with an investment decision. In other word, it 
is the process of evaluating details about a business venture before making 
the investment decision. Investors are expected to ensure that their decision 
to invest in the venture is based on accurate and comprehensive informa-
tion, and such details can be obtained from the business plan. Th erefore, the 
entrepreneur can improve the chance of obtaining fi nance from investors by 
providing accurate and comprehensive information in the business plan to 
facilitate due diligence. Due diligence is not conducted by only prospective 
investors, it is also important for the entrepreneur to carry out due diligence 
by investigating the investors. Th e entrepreneur can evaluate the past records 
of the investors by obtaining information from other entrepreneurs who have 
had dealings with such investors.  

3.8     Implementing the Business Plan 

 After developing the business plan, it needs to be implemented. It is impor-
tant that everyone in the fi rm understands the business plan and takes own-
ership of it in order to ensure its successful implementation. Th ose involved 
in carrying out the activities outlined in the business plan must have a full 
appreciation of the various targets, their involvement and how they will be 
met or achieved. Th e business plan will typically include all sorts of mile-
stones, objectives, goals and action plans. Th erefore, it is important that 
the  implementation indicates clear timelines in relation to the objectives. 
Implementation also requires monitoring and evaluation of the business plan 
by the entrepreneur. Th ere is the need for some level of accountability and fol-
low-up. When targets have been met, those involved should know. However, 
if some targets are not achieved by the expected date, the entrepreneur must 
fi gure out why and what remedial actions must be taken to address the issue. 
Some indicators such as sales volume, productivity benchmarks and market 
share statistics can be used to gauge whether or not the targets are being met 
in line with guide you worked out in making a decision as to whether or not 
the targets as detailed in the business plans are being met.  

3.9     Revising the Business Plan 

 Considering the dynamic nature of markets in which growing fi rms oper-
ate today, it is necessary to periodically revise the business plan so as to 
maximise the relevance of the plan as a tool for management and investors. 
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Th e preparation of the business plan requires the need to revise the busi-
ness plan, taking into consideration actual developments within the fi rm 
and also in the market place. In preparing a business plan, initial projec-
tions will have been based on certain assumptions. Over time as the venture 
develops, it may be realised that these assumptions on which the initial 
projections were based were not realistic. Th is will mean that the initial 
projections will have to be modifi ed, considering the actual developments, 
and therefore the need to update the business plan. Th e new set of projec-
tions will then be incorporated in revising the business plan. Apart from 
incorporating the new set of projections, the revised business plan will also 
include new targets. Th is is useful for the entrepreneur in tracking progress 
of the venture. Revising the business plan should entail an examination of 
the venture’s strategic direction and making the necessary changes based on 
actual happenings.  

3.10     Why Some Business Plans Fail 

 Th ere are a number of reasons why business plans fail. If a business plan is 
rejected after an initial screening, it may probably be failure on the part of 
the entrepreneur to communicate the strategy to the readers. Another reason 
could be that the business plan failed to assure the reader that the marketing 
strategy can deliver the promised outcomes. Th e business plan may also lack 
the operational details required for implementing the plan. It is important 
for the entrepreneur to set realistic goals and objectives in developing their 
business plan. Th ere is also the need for the necessary resources in order to 
implement the plan successfully.  

3.11     Summary and Conclusions 

 In this chapter, we mentioned that a business plan is a written document that 
describes all the important aspects of a business. Th e business plan helps the 
fi rm to identify its goals and objectives and to develop strategies and tactics to 
reach the set goals. Business plans prepared for new ventures diff er from those 
of established fi rms in terms of level of precision with respect to the projec-
tions for which the business plans are based, the extent to which outsiders rely 
on the business plan and how detailed the business plan is. 

 Th e business plan serves a number of useful purposes. First and foremost, 
for a new venture, the process of preparing a business plan is to provide a road 
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map for the future of the business by making the entrepreneurs and business 
owners think through their strategies, evaluate their business concepts, assess 
the risks that the businesses are likely to be confronted with and develop 
means to mitigate or eliminate those risks. Th e business plan allows manage-
ment to think through the business in detail and to set goals and objectives. 
Th e business plan can also be used to attract key personnel into the fi rm. 
Business plans are also used to attract outside fi nancing. 

 Th ough the purpose of preparing the business plan may be to inform on 
how the enterprise should be tailored, there are important elements that need 
to be included in any standard business plan. Th ese are the executive sum-
mary, the product description, information on products and services, market 
and competitor analysis, marketing strategy, organisation and management, 
operations and fi nancial information. After developing the business plan, it 
needs to be implemented. It is also important to revise the business plan tak-
ing into consideration current developments within the fi rm and those that 
are external to the fi rm. 

  Discussion Questions and Problems 

     1.    Why should an entrepreneur be interested in preparing a business plan?   
   2.    How diff erent is the business plan prepared for a new venture from the 

plan of an established business?   
   3.    Describe the major components of a business plan.   
   4.    As an entrepreneur, how will go about preparing your business plan and 

presenting it to a venture capitalist?   
   5.    How should a business plan developed to seek funding from a bank be 

diff erent from one prepared to apply to an equity investor?   
   6.    Explain how the business plan of a small business relates to its strategic 

plan.   
   7.    Describe the fi nancial component of the business plan. What and what 

go into that section of the plan?   
   8.    What do investors and lenders look out for in a business plan?   
   9.    Why is due diligence such an important issue to the fi nance provider and 

the entrepreneur?   
   10.    What should an entrepreneur do to convince a potential investor about 

the prospects of his/her venture?   
   11.    How will you go about implementing and revising the business plan of a 

new venture?   
   12.    Why do some business plans fail in practice?          

66 Entrepreneurial Finance for MSMEs



   Part II 
   The Financial Environment and 

Finance Providers        



69© Th e Author(s) 2017
J.Y. Abor, Entrepreneurial Finance for MSMEs, 
DOI 10.1007/978-3-319-34021-0_4

    4   
 The Financial Environment and Small 

Businesses                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    identify the components of the fi nancial environment  
•   explain how the fi nancial environment aff ects business decisions  
•   describe the purpose of the fi nancial market  
•   identify the types of fi nancial institutions  
•   discuss the functions of fi nancial institutions  
•   explain how interest rates are determined     

4.1     Introduction 

 Businesses in general and for that matter MSMEs do not exist in isolation. 
Th ey operate within the fi nancial environment and their decisions are aff ected 
by developments within the fi nancial environments. Th e fi nancial environ-
ment includes the fi nancial system, tax and regulatory policies and the state 
of the economy. Th e fi nancial system is made up of money, fi nancial instru-
ments, fi nancial markets, fi nancial institutions and fi nancial regulators. 

  Money  serves as a medium of exchange and store of wealth. It is also 
used as a unit of account and a store of value. A  financial instrument  is 
the legal obligation of one party to transfer something of value, usually 
money, to another party at some future date, under certain conditions. 
It can also act as a means of payment, a store of value, and it allows for 



the trading of risk. Financial instruments are issued by defi cit units or 
entities in need of funds and are bought by the surplus units or savers/
lenders. Financial instruments are also known as fi nancial assets or fi nan-
cial securities. Examples of fi nancial instruments include Treasury bills, 
bank loans, bonds, mortgages and shares.  Financial markets  are markets 
where fi nancial instruments are traded.  Financial institutions  are fi nan-
cial intermediaries that ensure the transfer of funds between the savers and 
the borrowers. Examples are banks, credit unions, savings and loans com-
panies, insurance companies, pension funds, mutual funds and fi nance 
companies.  Financial regulators  are government institutions that regu-
late the fi nancial market to maintain fi nancial market stability and to pro-
mote fi nancial market effi  ciency. For example, in South Africa, the South 
African Reserve Bank regulates the banking sector, while the Financial 
Services Board oversees the non-banking fi nancial services industry. In 
Ghana, the fi nancial regulators include the Bank of Ghana (BoG), the 
SEC, the National Insurance Commission (NIC) and the National 
Pensions Regulatory Authority (NPRA). 

 Considering the relevance of the fi nancial environment, it is imperative for 
the small business manager or the entrepreneur to appreciate current develop-
ments in the fi nancial system and the direction of the economy, because these 
have implications for the fi rm’s fi nancial decisions. A good understanding of 
the fi nancial environment and its impact on businesses is a very important 
issue. 

 Th e chapter discusses fi nancial markets and the purpose of fi nancial mar-
kets. It then looks at various fi nancial institutions and the role they play in 
facilitating the fl ow of capital. We examine how some fi nancial institutions 
interact with small businesses in providing access to fi nance. We also examine 
interest rates and the factors that aff ect interest rates in the economy.  

4.2     Financial Markets 

 Financial markets are markets in which fi nancial assets (securities) are bought 
and sold. Financial markets exist in an economy to ensure the effi  cient alloca-
tion of capital to the ultimate users. Surplus economic units look out for areas 
to invest their excess funds and therefore the fi nancial market provides that 
avenue where they meet defi cit units that are in need of funds. Financial mar-
kets are not necessarily physical places, but they are mechanisms that facilitate 
the fl ow of funds to those who require them to fi nance investments. 
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 Financial markets are made up of the money and capital markets, primary 
and secondary markets, organised and over-the-counter markets. Th e classifi -
cations of fi nancial markets are discussed as follows. 

4.2.1     Money and Capital Markets 

  Money markets  focus on the purchase and sale of short-term fi nancial securities. 
Money markets facilitate the fl ow of short-term funds from surplus units to defi -
cit funds. Short-term securities are those with maturity of one year or less, such as 
government Treasury bills, commercial paper, negotiable certifi cates of deposit, 
bankers’ acceptances and repurchase agreements.  Capital markets , on the other 
hand, are concerned with the buying and selling of long-term securities. Capital 
markets facilitate the fl ow of funds from surplus units to defi cit units. Long-term 
securities have a maturity of more than one year such as bonds or shares.  

4.2.2     Primary and Secondary Markets 

  Primary markets  are markets for the issue of new securities. Primary markets 
provide funds to the initial issuer of the securities and the issue can take the 
form of a private placement or public off ering. A  private placement  is where 
the securities are issued to specifi c investors (usually large institutional inves-
tors). With respect to  public off ering , the securities are issued to the general 
public. For instance, fi rms do  initial public off ering  by issuing shares to the 
public for the fi rst time.  Secondary markets  are markets where already issued 
or existing securities are bought and sold. In the secondary market, holders of 
the securities have the opportunity to off -load or sell their securities to new 
investors. In this sense, the secondary market is said to provide liquidity for 
the initial investor. In the secondary market, the funds fl ow from the new 
investor in the securities to the initial investor but the initial issuer in the 
primary market is not involved.  

4.2.3     Organised and Over-the-Counter-Markets 

  Organised markets  are markets with a comprehensive regulatory framework, 
with traders linked to one platform. Th ey can easily be identifi ed because they 
have trading fl oors or electronic platform, where only authorised members 
can trade in the securities listed. Th at means, there is a central location or 
electronic platform, where buyers and sellers of securities meet to trade in 
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securities. Th ese are stock exchanges, and examples include the Ghana Stock 
Exchange, the Nigeria Stock Exchange, the Nairobi Securities Exchange, the 
Uganda Securities Exchange, the Johannesburg Stock Exchange, the Lusaka 
Stock Exchange, the Stock Exchange of Mauritius, the Egyptian Exchange, 
Bourse Régionale des Valeurs Mobilières, the Shanghai Stock Exchange, the 
Shenzhen Stock Exchange, the Bombay Stock Exchange, the National Stock 
Exchange of India, the New  York Stock Exchange and the London Stock 
Exchange. It is however important to mention that in recent developments, 
stockbrokers or authorised members of the stock exchange do not have to 
meet at the physical exchange. Th ey simply sit in the comfort of their offi  ces 
and trade online or through a virtual platform.  Over-the-counter (OTC) 
market  is a largely unregulated market, whereby geographically dispersed 
traders, who are linked to one another via telecommunication systems and 
computers, trade in securities. In other words, the securities dealers operate 
at many diff erent locations across the country or the world, but telecommu-
nication systems and computers (tend to) link them. Securities traded on the 
OTC are not traded on an organised stock exchange.   

4.3     Financial Institutions 

 Financial institutions are fi nancial intermediaries or fi rms that bring sav-
ers/lenders and borrowers together in order to effi  ciently allocate fi nancial 
resources. Th ey provide access to the fi nancial market, both to savers who 
wish to purchase fi nancial instruments and to borrowers who want to issue 
them. Examples include banks, savings and loans institutions, credit unions, 
insurance companies, pension funds, investment companies, fi nance compa-
nies, mutual funds, unit trusts, venture capital companies and so on. 

 In recent times, a number of fi nancial institutions have evolved off ering 
various fi nancial services in the fi nancial market. We present the diff erent 
types of fi nancial institutions. Th ere are depository fi nancial institutions and 
non-depository institutions such as contractual savings institutions, invest-
ment intermediaries and other fi nancial institutions. 

4.3.1     Depository Financial Institutions 

 Depository institutions are fi nancial intermediaries that accept deposits from 
individuals and institutions and also give out loans. Th ese institutions include 
commercial banks, and thrift institutions such as savings and loan institu-
tions, mutual savings banks, and credit unions. 
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4.3.1.1     Commercial Banks 

 Commercial banks are fi nancial intermediaries that take deposits from the 
public and give out short-, medium- and long-term loans to individual and 
businesses. Th ey mobilise funds primarily by off ering current account, sav-
ing deposits, time deposits and other investment products. Th ey then use 
the funds to give out loans to their clients. Th e variety of the loans they give 
out include short- and long-term loans, informal lines of credit or revolving 
credit facilities, construction loans, letters of credit, asset-based lending and 
accounts receivable fi nancing. Th e main reason for establishing a commercial 
bank is to fi ll an existing need for banking services. Commercial banks have 
in the past mainly focused on lending to large corporates. In recent times, 
however, competition within the banking industry has compelled commercial 
banks to shift their attention to the MSME sector. Small businesses are begin-
ning to benefi t from the available bank credits and valuable banking services. 
Most banks have set up specialised MSME units that focus on lending to the 
MSMEs.  

4.3.1.2     Rural and Community Banks 

 Rural and Community Banks (RCBs) are unit banks owned by members of a 
rural community through purchase of shares. Th ey are licensed by the central 
bank to provide fi nancial services and intermediation in the rural areas. Th is 
means they mobilise savings and provide credit and other banking facilities 
to the people within their operational areas, especially in the rural communi-
ties, which are not served by mainstream traditional banks. RCBs are usually 
established in small business and farming communities which are far from 
major cities where banking institutions are found, thus, making it diffi  cult 
to access banking services. Th ey off er services similar to those off ered by the 
commercial banks for small businesses, including RCBs, which perform vari-
ous functions, including mobilising deposits, granting of loans, investment, 
transferring funds and custodian services, and also serve as a means of chan-
nelling funds to defi ned targets.  

4.3.1.3     Savings and Loans Institutions 

 Savings and loans institutions engage in the mobilisation of retail savings by 
accepting deposits from the households and small enterprises and providing 
credit to the non-corporate sector as well as micro and small businesses. Th ese 
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institutions are mainly located in the urban centres of the country where they 
provide fi nancial services to the urban poor. MSMEs constitute their main 
target clients. Small businesses benefi t from the savings and loans institutions 
because they adopt very innovative microfi nance models to reach out to poor 
clients with very small transactions. Th e interest rates of these savings and 
loans companies are relatively higher than the traditional banks. However, 
businesses may place greater value on ready access to funds than on inter-
est charges. Th e modes of frequent small payments (weekly, fortnightly and 
monthly) also make it easier for clients to bear.  

4.3.1.4     Credit Unions 

 Credit unions (CUs) are fi nancial institutions or intermediaries owned by 
members with a common bond. Th ey operate as small cooperative lending 
institutions organised around a particular group: union members, employ-
ees of a fi rm, a religious group, members of a community and so on. Th ey 
mobilise funds from deposits from their members (known as shares) and also 
give out loans to these members. CUs are cooperatives or mutually owned 
organisations and they help member small businesses by mobilising savings 
from them and providing them with loans. For instance, members who make 
predetermined periodic deposits into their accounts may borrow up to two 
times their savings balance. A member of the union with adequate savings can 
also guarantee loans on behalf of another member. Th e interests charged on 
loans to members are usually below commercial rates, and the interest they 
pay on members’ savings is also low.   

4.3.2     Contractual Savings Institutions 

 Contractual savings institutions acquire funds periodically on a contractual basis 
and promise their clients future compensation. Th ey pool contributions in the 
form of premiums and pension contributions and invest these to generate ade-
quate funds to meet insurance compensation and pension benefi ts. Insurance 
companies and pension funds are also contractual savings institutions. 

4.3.2.1     Insurance Companies 

 Insurance companies receive premiums by selling insurance policies and also 
invest the funds to earn suffi  cient funds to meet insurance compensation. 
Insurance companies include life and non-life insurance companies.  Life 
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insurance companies  insure people against fi nancial hazards following death 
or incapacitation. Th ey raise funds from the premiums paid by policyholders 
and the funds they acquire are then invested in securities.  Non-life insurance 
companies  are in the general insurance business. Th ey insure their policy-
holders against general casualty apart from life, such as loss from theft, fi re 
and accidents. Th eir operations are similar to those of life insurance compa-
nies, and they also raise funds through premiums from their policyholders. 
However, they generally have a greater risk of losing funds in the event of 
major disasters occurring. Th erefore, they tend to invest in more liquid assets 
than life insurance companies .   

4.3.2.2     Pension Funds 

 Pension funds are non-depository institutions that provide pension benefi ts 
to retired employees by receiving regular pension contributions from the 
employees and their employers. Funds are obtained from employers’ and 
employees’ contributions and these may either be deducted automatically 
from the payroll or done voluntarily. Pension funds invest the pension con-
tributions in order to generate suffi  cient funds to meet their liabilities, which 
are the pension benefi ts. Pension funds, whether private or public, provide 
retirement income in the form of annuities to employees who are covered by 
the pension plan.   

4.3.3     Investment Intermediaries and Other Financial 
Institutions 

 Investment intermediaries are non-depository institutions and they include 
mutual funds, unit trusts and fi nance companies. Th e other fi nancial institu-
tions discussed here are venture capitals, MFIs, development fi nance institu-
tions (DFIs) and informal fi nance. 

4.3.3.1     Mutual Funds 

  Mutual funds  are investment companies that raise funds by issuing their own 
shares and invest the funds in diversifi ed portfolios of shares, bonds and other 
securities. Investors own shares of the mutual fund and experience profi ts 
when the fund goes up and losses when it goes down. Mutual funds provide 
an opportunity for shareholders to pool their resources in order to take advan-
tage of lower transaction costs when investing in large blocks of shares or 
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bonds. In addition, mutual funds allow shareholders to benefi t from diversifi -
cation by holding more diversifi ed portfolios.  Money market mutual funds  
are a form of mutual funds that focus on money market instruments. Th ey 
also raise funds by issuing their own shares and invest these funds in money 
market instruments such as Treasury bills and commercial papers. Investments 
in money market instruments are generally safe and very liquid.  

4.3.3.2     Unit Trusts 

 Unit trusts are investment companies, which buy a fi xed, often, unmanaged 
portfolio of securities and thereafter issue units (shares) in the trust to inves-
tors. Unit trusts are typically unmanaged, fi xed income security portfolio put 
together by a sponsor and handled by an independent trustee. Like closed-end 
funds, unit trusts normally issue only a specifi c, fi xed number of shares, which 
are called ‘units’. Unit trusts mostly invest in bonds. Normally, the sponsor 
will turn over to the trustee the entire holding of bonds; the trustee holds all 
the bonds until the issuer redeems them. Th e assets of unit trusts are usually 
not traded. Unit trusts tend to meet the steady fl ow of income objective of 
investors. However, due to the low risk of unit trusts, there is a commensurate 
low rate of return on the investment.  

4.3.3.3     Finance Companies 

 Finance companies are non-depository fi nancial institutions that acquire 
funds by issuing fi nancial instruments such as commercial paper, shares and 
bonds. Th e funds they raise are then given to consumers and small businesses 
in the form of loans. Th ey do no face as stringent regulations as commercial 
banks do. Leasing companies are an important aspect of fi nance companies. 
Given the diffi  culty MSMEs face in accessing fi nance from banks and other 
sources, leasing may be useful for them as a source of short- and medium- 
term fi nancing. Leasing off ers MSMEs the opportunity of using the assets 
without investing heavily to buy them.  

4.3.3.4     Venture Capital Companies 

 Venture capital companies provide funding to early-stage fi rms with the poten-
tial for high growth that will result in payout for the investors. Venture capital 
is private equity invested in start-up fi rms and small businesses with potential 
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for long-term growth. Th ey invest equity recognising that there is risk associ-
ated with the investee fi rm’s future profi ts and cash fl ow. Most venture capi-
tal fi rms are structured as limited partnerships with pooled investment funds 
aimed at investing in a portfolio of investee fi rms. Venture capital compa-
nies also provide management and technical assistance to the investee fi rms to 
enable them grow and to add value to their investment. Th ey usually invest in 
businesses they have knowledge and expertise in so that they can nurture them 
and ultimately make good returns on their investment. Venture capitalists may 
be a small group of investors or a subsidiary of a large fi nancial institution and 
invests on behalf clients of the parent company or outside investors.  

4.3.3.5     Microfi nance Institutions 

 MFIs are dedicated to providing fi nancial services to small businesses and 
those who have no access to conventional banking services. Th ey generally 
include non-governmental organisations (NGOs), microfi nance banks and 
non-bank fi nancial intermediaries. Th ey may operate independently or as 
the subsidiaries of larger banks. In most developing countries, MFIs include 
rural and community banks, savings and loans companies, fi nancial NGOs, 
primary societies of credit unions, rotating savings and credit associations 
(SCAs), development and commercial banks that have microfi nance pro-
grammes and linkages, micro-insurance and micro-leasing services. MFIs pro-
vide micro credit, micro savings, micro-insurance and funds transfer services 
to these marginalised small businesses.  

4.3.3.6     Development Finance Institutions 

 DFIs are alternative fi nancial institutions that provide long-term fi nance to 
the private sector for investments that promote development. Th ey provide 
a range of fi nancial services including, long-term loans, equity fi nance and 
risk guarantee instruments to private investments and also fi nance infrastruc-
ture projects in developing countries. DFIs focus on areas that traditional 
fi nance providers have ignored and they target markets where there is limited 
access to domestic and foreign capital fl ows. DFIs occupy the intermediary 
space between public aid and private investment and are mostly supported 
by development partners or developed economies. Th ey play an important 
role in fi nancing MSMEs that are often considered risky by other conven-
tional sources of fi nancing. DFIs are able to raise large amounts of fi nance 
on the international capital markets to provide loans or equity investment on 
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commercial and sometimes concessional basis. Th ere are multilateral (such 
as the International Financial Corporation, and the Multilateral Investment 
Guarantee Agency), regional (such as the Africa Development Bank, the 
Development Bank Southern Africa, the Asian Development Bank, the Inter- 
American Development Bank and the European Bank for Reconstruction 
and Development) and bilateral or country specifi c DFIs (such as Export 
Development and Agricultural Investment Fund in Ghana, International 
Development Corporation and the Small Enterprise Development Agency in 
South Africa). DFIs also include MFIs, state development banks, community 
DFIs and revolving loan funds.  

4.3.3.7     Informal Finance Providers 

 Informal fi nance, as defi ned by Adams and von Pischke ( 1992 ), involves all 
transactions, loans and deposits occurring outside the regulation of a central 
monetary or fi nancial market authority. It includes a wide range of fi nancial 
activities and services that take place outside a country’s formal fi nancial sys-
tem and fi nancial sector regulations. Informal fi nance is considered to be an 
important source of fi nancing, constituting about 30 % of MSMEs’ fi nancing 
in Africa. Considering the diffi  culty start-up fi rms and MSMEs’ encounter in 
accessing fi nance from the formal fi nancial institutions, they are often com-
pelled to resort to informal fi nance providers. Th ere are diff erent types of 
informal fi nance units in Africa and these include savings mobilisation units 
that are involved in little or no lending, lending units that rarely mobilise sav-
ings and units that engage in both deposits mobilisation and lending, albeit 
mainly of members of distinct associations or groups. Informal fi nance pro-
viders in Africa include SCAs, moneylenders, loans from relatives and friends, 
traders, mobile banks and cooperative societies. 

 Informal fi nance arrangements in Africa range from deposit collectors in 
West and Central Africa usually referred to as  susu  or  esusu  collectors and 
 tontines , to the  hawala  in North and East Africa, and  stokvels  in South Africa.   

4.3.4     Functions of Financial Institutions 

 Financial institutions perform important functions in the fi nancial market, 
including providing maturity intermediation, reducing risk through diversi-
fi cation, reducing the costs of contracting and information processing, pro-
viding payment mechanisms and dealing with adverse selection and moral 
hazard. Th ese functions are discussed in turn. 
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4.3.4.1     Providing Maturity Intermediation 

 Financial institutions provide maturity intermediation by satisfying both 
surplus units and defi cit units in terms of how long they want to invest 
their resources and how long they want to borrow. For instance, a bank may 
issue its own fi nancial claims, thus transforming a longer-term asset into 
a shorter- term one by granting loans to borrowers for the length of time 
they prefer and also provide depositors the opportunity to deposit their 
funds for the desired investment horizon. Maturity intermediation provides 
investors with several options regarding maturity for their investments as 
well as borrowers with more choices for the length of their loan obligations. 
In the absence of fi nancial institutions, it may be diffi  cult for borrowers 
who prefer to borrow long-term to fi nd investors who are willing to lend 
for that length of time since investors are generally reluctant to commit 
funds for a longer period of time. Th ey may invest or lend long-term by 
demanding higher interest from the long-term borrowers. Financial insti-
tutions come in handy in addressing this. A bank, for instance, provides 
short-term deposit products for their depositors and long-term loans for 
the borrowing customers.  

4.3.4.2     Reducing Risk Th rough Diversifi cation 

 One important economic function of fi nancial institutions involves trans-
forming more risky assets into less risky ones through diversifi cation. Th ough 
individual investors can also diversify by investing in diff erent instruments, 
they may not be in the position to do this as cost-eff ectively as fi nancial 
institutions would, considering the amount of funds that may be involved. 

 It is less risky for a surplus unit to lend through a fi nancial institution than 
doing that directly. Th e reduced risk is mainly because of the diversifi cation 
advantage the fi nancial institution brings. On the other hand, an individual 
surplus unit for instance may not be able to make many loans and therefore 
may be adversely aff ected by any bad loans. Financial institutions have the 
capacity to make many good loans and these can off set any possible bad loans. 
Th ey are able to pool large amounts of resources and invest these in diversifi ed 
portfolios, thus reducing their risk exposure to the benefi ts of their depositors. 
By doing this, fi nancial institutions are able to turn risky assets into safer ones 
for the benefi t of investors. Clearly, attaining cost-eff ective diversifi cation by 
investing in fi nancial assets of fi nancial institutions in order to reduce risk, 
provides economic benefi t for fi nancial markets.  
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4.3.4.3     Reducing the Costs of Contracting and Information 
Processing 

 Another important function that fi nancial institutions perform is reducing 
the costs of contracting and information processing. Since fi nancial institu-
tions handle a large volume of transactions, they are able to enjoy econo-
mies of scale in contracting and processing information on fi nancial assets. 
Th e reduced contracting and processing costs accrue to the benefi t of inves-
tors who purchase fi nancial claims of the fi nancial institutions and to the 
issuers of fi nancial assets, who benefi t from lower borrowing costs. Financial 
institutions are capable of reducing transaction costs substantially, which 
involve the time and money spent in carrying out fi nancial transactions. 
Considering their large size and expertise, they are able to take advantage 
of economies of scale. Th e low cost of transaction allows these institutions 
to provide liquidity services, since it is easier to issue fi nancial instruments 
to raise funds.  

4.3.4.4     Providing Payment Mechanisms 

 Financial institutions such as banks provide payment mechanisms such 
as cheques, credit cards, debit cards and electronic transfers of funds. 
Th erefore, they are able to transform assets that cannot be used in mak-
ing payment into other assets that can be used to make payment. Making 
payments without the use of physical cash is crucial for the eff ective and 
effi  cient functioning of fi nancial markets. However, most African countries 
operate a cash-based system, where most business transactions are carried 
out with the use of cash.  

4.3.4.5     Dealing with Adverse Selection and Moral Hazard 

 Financial institutions help in addressing the problems related to imperfect 
information in fi nancial markets and these include adverse selection and 
moral hazard. Adverse selection refers to the problem that arises when a 
loan is granted to a bad borrower or a good borrower is rejected due to 
information asymmetry. Financial institutions can deal with this problem 
by obtaining information regarding potential borrowers and by screening 
bad credit risks. Moral hazard is also concerned with the problem that 
arises after a loan is made because borrowers may apply the funds for the 
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wrong purpose. Financial institutions have the required structures and 
expertise to evaluate and screen bad credits and also monitor borrowers’ 
activities.    

4.4     Allocation of Funds and Interest Rates 

 Th e allocation of funds in any economy takes place on the basis of the inter-
est rate. Th e interest rate is the price paid on the funds borrowed for a given 
period of time, and the amount borrowed is the principal. Th e interest rate 
is usually expressed as a percentage of the principal or the remaining balance 
of the loan. Th e interest rate is explained by a number of factors, but we shall 
focus our attention on fi ve of these and they are economic growth, infl ation, 
central bank’s policy, budget defi cit or surplus and international fl ow of funds. 

4.4.1     Economic Growth 

 Th e level of economic growth has a major eff ect on the demand for borrowed 
funds. Th e demand for borrowed funds is all the money that is demanded 
in an economy at a given price or interest rate. An increase in the demand 
for borrowed funds by economic units such as individuals, businesses and 
government will cause interest rates to rise. For instance, when businesses 
increase their demand for loanable funds to expand their operations as a result 
of economic growth, this will put upward pressure on the interest rates to rise. 
When demand for loanable funds outweighs supply of funds, the resultant 
eff ect is an increase in interest rates. On the other hand, when the demand for 
funds decreases, probably due to economic down-turns, this will put down-
ward pressure on interest rates. In other words, as demand for borrowed funds 
exceed the supply of funds, the interest rate is likely to rise.  

4.4.2     Infl ation 

 Infl ation is the persistent increase in prices of goods and services in an econ-
omy. Infl ation can be measured by the consumer price index (CPI) or the 
producer price index (PPI). Th e CPI, which is mostly used, is the market 
basket of goods and services an average consumer buys monthly. Th e bas-
ket of goods and services is priced every month to ascertain whether there 
has been an increase (infl ation) or a decrease in the price. Th e PPI measures 
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average changes in prices received by domestic producers for their output. 
Infl ation aff ects interest rates because of its eff ect on the supply of savings 
and the demand for loanable funds. Assume you expect prices to increase rap-
idly (infl ation), you will prefer to make purchases now before prices rise and 
therefore you will save less. Expectation of infl ation will lead to an economic 
unit demanding more and saving less and therefore the resultant eff ect is 
increased interest rates. Also, households and businesses will be willing to bor-
row more funds now, so that they can make purchases before prices increase. 
Th e demand for loanable funds will increase, leading to higher interest rates. 
Th erefore, if we expect higher infl ation, interest rates will increase because less 
loanable funds will be supplied while more loanable funds will be demanded.  

4.4.3     Central Bank’s Policy 

 Th e demand and money supply aff ect the level of economic activity and the 
infl ation rate. In any economy, the central bank plays a very important role 
and is responsible for controlling the monetary supply.  Monetary policy  is 
the action taken by government to control the money supply with the aim 
of maintaining a certain level of economy activity. Government increases the 
money supply in order to expand economic activity. An increase in the money 
supply, holding demand constant, will cause interest rates to decline due to 
excess money in the economy. On the other hand, government reduces the 
supply of money so as to constrict economic activity, and a decrease in the 
supply of funds should lead to a rise in interest rates. A reduction in the supply 
of money means less loanable funds in the system, and assuming no change in 
demand, this should cause an increase in interest rates. Th e aim of every gov-
ernment is to create employment in the country, ensure interest rate stability, 
reduce infl ation and achieve a favourable balance of payment. Governments 
try to achieve these goals by using the central banks’ money policy. Th ere are 
three main tools of monetary policy used for controlling the money supply 
and these are: open market operations, reserve requirement and discount rate. 

 Th e  open market operations  involve selling and buying of government 
securities (such as Treasury bills notes and bonds). If government wants to 
reduce the money supply, it will sell securities to mop up the excess liquidity. 
However, if it wants to increase money supply, it will buy back securities. Th e 
 reserve requirement is  the ratio of reserves to deposits that must be kept by 
a commercial bank, and this is mandatory for all banks. Th ese reserves are 
kept on deposit with the central bank. An increase in the reserve requirement 
reduces funds available to banks’ to give out as loans, and this reduces the 
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money supply. A decrease in the reserve requirement increases banks’ loanable 
funds, thus increasing the money supply. Th e  discount rate  (policy rate)  
is the interest rate the central bank charges banks for lending to them. Th e 
central bank, as the lender of last resort, lends to banks when they have insuf-
fi cient funds to give out loans. If the central bank wants to reduce the money 
supply, it increases the discount rate in order to discourage borrowing. But if 
it wants to increase the money supply, it would have to reduce the discount 
rate to encourage banks to borrow more from the central bank for on-lending 
to bank customers.  

4.4.4     Budget Defi cit or Surplus 

 Another important determinant of interest rate is whether the government 
is running a budget defi cit or a surplus. A budget defi cit occurs when the 
government is spending more than it receives from taxes and other revenue 
sources. Th e government can fi nance its budget defi cit by borrowing from the 
fi nancial market. If government demands funds to fi nance its budget defi cit 
without a corresponding increase in the supply of funds, this will lead to an 
increase in interest rates. Th ere is a risk that if the government is borrowing 
too much, it will ‘crowd-out’ the private sector. Th is means the increased bor-
rowing by the government will lead to less funds fl owing to the private sector. 
Th is is because lenders will prefer to lend to the government since loans to the 
government are risk-free and the government may be willing to borrow at any 
interest rate. A budget surplus, on the other hand, occurs when government 
spending falls short of its revenue. If the government runs a budget surplus, 
the implication is that government has excess funds and might become a net 
supplier of funds, thus leading to a reduction in interest rates.  

4.4.5     International Flow of Funds 

 Th e interest rate on the local currency is also determined by international fl ow 
of funds. If a country imports more than it exports, it is said to be running a 
 foreign trade defi cit  and the country can fi nance its trade defi cit by borrowing. 
Assuming a country import bill is US$300 billion but the export revenue is 
US$250 billion, it runs a trade defi cit of US$50 billion and therefore needs 
to borrow US$50 billion to fi nance the short fall. Th e larger the trade defi cit 
of a country, the more it needs to borrow, and by increasing the level of bor-
rowing, this pushes the interest rates upward. On the other hand, if a country 
exports more than it imports, it will experience a  foreign trade surplus  and 
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therefore an increase in the supply of funds in the country. Increasing the 
supply of funds in the economy will bring about a reduction in interest rates. 
Generally, if a country experiences a massive infl ow of foreign funds, this will 
increase the supply of loanable funds in the country, thus leading to a decrease 
in interest rates in the receiving country.   

4.5     Summary and Conclusions 

 MSMEs operate within the fi nancial environment, and their decisions are 
aff ected by developments within the fi nancial environments. Th e fi nancial 
environment includes the fi nancial system, tax and regulatory policies and 
the state of the economy. Th e fi nancial system consists of the money, fi nancial 
instruments, fi nancial markets, fi nancial institutions and fi nancial regulators. 

 Financial markets are markets in which fi nancial assets or securities are 
bought and sold. Financial markets exist in an economy to ensure the effi  cient 
allocation of capital to the ultimate users. Financial institutions are fi rms that 
bring savers/lenders and borrowers together in order to effi  ciently allocate 
fi nancial resources. Examples include banks, savings and loans institutions, 
credit unions, insurance companies, pension funds, investment companies, 
fi nance companies, mutual funds, unit trust, venture capital companies and 
so on. Financial institutions perform important functions in the fi nancial 
market and these include: providing maturity intermediation, reducing risk 
through diversifi cation, reducing the costs of contracting and information 
processing, providing payment mechanisms and dealing with adverse selec-
tion and moral hazard. 

 Th e allocation of funds in any economy takes place on the basis of the 
interest rate. Th e interest rate is the price paid on the funds borrowed for a 
given period of time, and the amount borrowed is the principal. Th e interest 
rate is usually expressed as a percentage of the principal or remaining balance 
of the loan. Th e interest rate is determined by a number of factors, including 
economic growth, infl ation, central bank’s policy, budget defi cit or surplus 
and international fl ow of funds. 

   D iscussion Questions and Problems 

     1.    What are the components of the fi nancial environment within which 
MSMEs operate?   

   2.    Discuss the components of any fi nancial system within an economy.   
   3.    What are fi nancial markets and how are fi nancial markets classifi ed?   
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   4.    Discuss the purpose of the fi nancial market in any economy.   
   5.    Explain the fi nancial intermediation process.   
   6.    What are the various types of fi nancial institutions and how do they sup-

port MSMEs operate?   
   7.    Discuss the functions of fi nancial institutions.   
   8.    What are DFIs and how diff erent are they from MFIs?   
   9.    What is the relevance of informal fi nance providers in supporting MSMEs?   
   10.    What are interest rates and how are interest rates determined?             
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    5   
 Venture Capital Finance                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    explain the nature of venture capital  
•   discuss the advantages and disadvantages of venture capital  
•   show how venture capital fi rms are organised  
•   explain how venture capitalists enter into contracts  
•   indicate what venture capitalists consider before investing  
•   identify what constitute venture creation by venture capitalists     

5.1     Introduction 

 Innovative enterprises and MSMEs with the potential for high growth can 
use venture capital fi nance to fund their growth and expand their enterprises. 
Venture capitalists usually invest in fast growth promising enterprises. Firms 
that do not have the potential for fast growth are usually not good candidates 
for venture capital fi nancing. Th e fi rms funded usually can lead to the evolu-
tion of new products and markets and have the potential to be revolutionary 
in nature. Financing is therefore provided to fi rms with innovative technolo-
gies or business models. Given the peculiar aim of venture capital fi rms, it is 
useful for entrepreneurs and managers of MSMEs to understand their nature, 
how they are organised and how they operate. 



 Th is chapter looks at the nature of venture capital, the advantages and dis-
advantages of venture capital, the organisation of venture capital fi rms, ven-
ture capital contracts with their investee fi rms and investors, what venture 
capitalists look for and value creation by venture capitalists.  

5.2     The Nature of Venture Capital 

 Venture capital is the provision of private equity to new and young fi rms with 
high growth potential. Venture capital fi rms invest equity capital in innova-
tive businesses with high growth potential, which are at an early stage of their 
development. Venture capital fi nancing is regarded as patient capital, since 
the venture capitalist usually is willing to invest in the enterprise for up to 
ten years. Venture capitalists invest in fi rms that at their stage of development 
may fi nd it very diffi  cult to access funds from capital markets or from the 
banking system. Venture capitalists therefore provide the needed fi nancing to 
entrepreneurs with very innovative ideas and who can transform their ideas to 
form innovative products that can turn into great businesses. Venture capital-
ists usually invest in businesses from the early stage phase after the business 
concept has been proven. Th e investee fi rms are mainly unquoted or privately 
held fi rms. 

 Th e venture capital fund is usually set up to have a fi nite life. Th e life of 
the venture capital fund for example could be 12 years. Th is means that after 
12 years, the fund is wound up or is closed down and the investments and 
gains are realised. Due to the fi nite life of the venture capital fund itself, its 
investment in a fi rm is also usually fi nite. Th e popular investment horizon for 
venture capital funds is between seven and ten years. After the given period 
of investment, the venture capital will want to harvest its investment. It will 
want to do this by taking the enterprise public through an IPO, or it could 
sell its stake to management or to another business which is interested in an 
equity stake in the investee fi rm. 

 Venture capital fi rms play a unique role in the market for funds. Th ey fi ll 
the gap between fi nancing provided by the entrepreneur, family and friends 
and business angels and that required by public companies. Financing pro-
vided by angels is usually smaller than the funding that a venture capitalist 
can provide. Venture capitalists provide intermediate funding from the time 
of establishment until when the enterprise goes public. Th e equity fi nancing 
is provided based on a valuation of the business so that the interest acquired 
by the venture capitalist and the amount that has to be paid can be agreed 
upon. Additional equity fi nancing is usually provided by the venture capitalist 
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as time goes by. Th at is, the investments are staged. Th is additional fi nancing 
are usually termed as ‘alphabet rounds’. Th is is because the investment comes 
in series such as Series A, Series B, Series C and so on. Th ese denote subse-
quent provision of funds by the venture capitalist. Th is additional fi nance 
will however be based on how well the enterprise is doing and on whether it 
is achieving agreed upon milestones. To reduce their risk, venture capitalists 
invest in a portfolio of fi rms. 

 Due to the fact that the funding provided is in the form of equity, venture 
capitalists provide risk capital to the fi rm. Th ey therefore become shareholders 
in the companies in which they invest. Th e amount of equity provided is not 
fi xed, but could be up to about 70 % of the value of the fi rm. Th is stake is 
usually about 25 % of the equity of the fi rm. Venture capital is very important 
to the investee fi rm because at its early stage of development it may be diffi  cult 
to access capital markets for the funds that it needs. Also, the fi rm may fi nd 
it diffi  cult to raise debt fi nance in the volumes that may be needed. Another 
reason is that the fi rm is risky, though it has potential for huge success. Debt 
capital will be very risky, and therefore traditional bank fi nance is not appro-
priate to fi nance such fi rms. Th at is why equity fi nance by venture capitalists 
that are usually willing to invest for up to ten years is essential. Most high 
technology fi rms, for instance, do not rely much on debt fi nancing due to the 
high risk nature of their activities. Th ey tend to rely on venture capital. 

 Th e aim of the venture capitalists is usually not just fi nancial in nature. 
Th ey also seek to add value to their investment by off ering advice and making 
their expertise available to the investee fi rm. Th ey provide technical, mana-
gerial, and networking support and act as a mentor to the entrepreneurs. 
Venture capitalists’ expertise and network of contacts with potential suppli-
ers and customers allow entrepreneurs to focus on what they are best at and 
that is technical development. Also, due to the fact that venture capitalists 
become co-owners of the fi rm, they wield a lot of power over the enterprise. 
Such powers and privileges include having a seat on the board of directors. 
Th erefore, to attract venture capital funding the entrepreneur usually has to 
make some concessions. Th ese include giving up an equity stake in the enter-
prise and also giving up some control to the venture capitalist. To be able 
to add value to investee fi rms, venture capitalists usually invest in fi rms and 
industries in which they have expertise. Th eir industry knowledge and exper-
tise are essential for mentoring entrepreneurs and improving their strategies. 
Venture capitalists’ investments are also usually concentrated close to their 
geographical location. 

 Venture capital funds are usually divided into various types, and these 
include seed capital, start-up capital, development capital, and growth capital. 
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  Seed capital  is mainly used in fi nancing the preliminary operations such as 
market research and product development. Seed capital is invested in research 
and development before the business can start investing. 

  Start-up capital  is used in setting up a business venture. It is used to 
fi nance activities such as the hiring of staff , renting of offi  ce space, equipping 
the production system among other things. 

  Development capital  is used to further launch the business and grow the 
market share so as to increase profi tability. 

  Growth capital  is also used in fi nancing the expansion of the business in 
areas such as launching into foreign markets, creating new product/technol-
ogy lines, accelerating production and/or acquiring competitors. 

 Development and growth capital are together known as early stage capital 
since they are used to fund fi rms that are already established and ready to 
pursue further development and expansion.  

5.3     Advantages and Disadvantages of Venture 
Capital 

 Venture capital fi nancing comes with its own advantages and disadvantages. 
We shall now discuss the advantages and disadvantages of using venture capi-
tal fi nance. 

5.3.1     Advantages of Venture Capital 

 Financing with venture capital has numerous advantages. First of all, there 
is no pressure on the company to pay periodic fi xed charges like will be the 
case with debt fi nancing. Th e pressure on the fi rm’s cash fl ow is therefore 
minimal. Th e cash fl ows can therefore be used to fi nance aggressive growth 
and expansion. 

 Venture capitalists do not require any form of security in the investee fi rm 
or the fi rm they are investing in. Th e investee fi rm does not need to provide 
collateral to the venture capitalist as would usually be requested for in the case 
of bank fi nancing. 

 Since the investment provided is equity in nature, the venture capitalist 
also bears part of the risk associated with the enterprise. If the investment 
does very well, the venture capitalist enjoys part of the gains in the form of 
dividend income and appreciation of the value of their capital. However, if 
the investment in the investee fi rm fails, the venture capitalist bears part of 
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the loss and the investee enterprise does not have any obligation to pay back 
the investment. 

 Venture capitalists provide non-fi nancial services that can usually add value 
to the business. Th ey also provide mentorship to management of the investee 
enterprise. Due to the fact they have a seat on the company’s board, they can 
contribute meaningfully to the formulation, implementation and control of 
the strategy of the investee fi rm. Venture capitalists usually specialise in a 
given industry, and they can bring their accumulated knowledge in the indus-
try to bear on the performance of the investee fi rm. Th ey can also provide 
good networking opportunities for the enterprise by linking the investee fi rm 
to other providers of capital, value adding services providers, stock exchanges 
and potential acquirers. Th is network can be both on a domestic and on an 
international scale. 

 Th e involvement of a venture capitalist in an enterprise can lead to improved 
corporate governance of the enterprise concerned. Th is is because both parties 
would want to adhere to the highest standards of corporate governance. Th e 
enterprise will have to be more transparent in making available information 
about the fi rm. Improved corporate governance can also lead to better inter-
nal control and risk management systems which contribute to safe-guarding 
the assets of the enterprise. 

 Using venture capital also provides credibility to a business. Th is is because 
other stakeholders such as customers will be happy to see a credible part-
ner (venture capitalist) working with the fi rm. Th e credibility of the venture 
capitalist adds to the credibility of the business. Also, if the enterprise needs 
resources, it can fall on the venture capitalist. A software company may be 
able to sell expensive software to corporations partly because of its association 
with a venture capitalist. Th is increased credibility can also lead to the fi rm 
attracting new customers. 

 Venture capitalists contribute to the process of economic growth and 
job creation by providing fi nance to fi rms with high growth potential. Th e 
funds provided can aid the business to grow astronomically and far beyond 
any rate that could be supported by using internal fi nance. Venture capi-
talists also make good money because investments in private equity tend 
to outperform investments in public equity markets in the long-term. Th e 
higher return is due to the higher risk that private equity and venture 
capitalists take. Venture capital activity also facilities foreign direct invest-
ment by making it easier for foreigners to invest in unlisted enterprises in 
a country.  
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5.3.2     Disadvantages of Venture Capital 

 Th e entrepreneur will have to give up an equity interest in the fi rm to the 
venture capitalist and this will be a dilution of the entrepreneur’s interest in 
the fi rm. From the pecking order theory (POT), equity is more expensive 
than debt. Th erefore, the cost of venture capital funding is likely to be more 
expensive compared to bank debt. Also, due to the fact that the venture 
capital fund manager is more likely to have more knowledge in business 
valuations the venture capitalists may be able to drive a harder bargain as to 
the price at which they purchase the equity of the enterprise. Related to this 
point is the fact that because the business is not trading on an active market, 
fi nding the market value of the business is diffi  cult and can be quite subjec-
tive. Th e price paid by the venture capitalist may be at a discount to its true 
intrinsic value. 

 Another point is that the enterprise will have to cede some control in terms 
of decision-making. Th is is because the venture capitalist will seek to infl u-
ence major decisions such as fi nance and investment decisions. Since entre-
preneurs want to be independent and control their own destiny, this infl uence 
may be viewed as interference. 

 Accessing venture capital is diffi  cult. Th e enterprise has to submit a business 
plan to the venture capitalist. Th e venture capitalist then thoroughly screens 
the business and the aim of the screening is to identify potential future ‘stars’ 
and to seed out possible ‘losers’. For fi rms seeking venture capital fi nance, the 
success rate of accessing funds is very low. Typically, the success rate is about 
1 %. Th is means that only the highly promising fi rms with potential for high 
growth are likely to access venture capital funds. 

 Venture capital fi rms usually would not sign a non-disclosure agreement 
with the entrepreneur. Th ere is therefore some risk that the entrepreneur’s idea 
will fall into the wrong hands. Th at is, another person or business may pick 
up the idea and implement it ahead of the entrepreneur, which could lead to 
signifi cantly less revenues due to the fact that fi rst mover advantages may be 
lost to another enterprise. 

 Raising fi nance from a venture capitalist requires the entrepreneur or 
initial owners to be more accountable to this new partner (i.e. the ven-
ture capital fi rm). Th e entrepreneur has to provide business forecasts and 
other management information as well as actual fi nancial information 
to the venture capitalist. Also, the entrepreneur will have to try hard to 
meet targets and milestones to keep the venture capitalist interested in the 
business.   
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5.4     Organisation of Venture Capital Firms 

 Th e venture capital could be organised as an open-end, closed-end invest-
ment or a limited liability partnership. Open-end investments continually 
raise funds and return funds to investors if they require them. With open-end 
funds, the fund may be exposed to erratic infl ows and outfl ows of investment. 
Closed-end funds raise capital once and the fund is listed on a stock exchange. 
Investors who want to invest later in the fi rm after the IPO have to fi nd peo-
ple who are willing to buy on the secondary market. Similarly, investors who 
wish to sell have to fi nd buyers on the secondary market. With the closed-end 
fund there may be problems of valuing the investments in the fund because of 
the nature of enterprises in which the fund has invested. 

 Th e major form of organisational structure for venture capital fi rms is the 
limited partnership. In a general partnership, there must be at least one gen-
eral partner who manages the fund, and the limited partner contributes the 
investment capital. Th e fund then invests the capital in a portfolio of busi-
nesses. Most hedge funds, private equity fi rms and real estate syndicates are 
also structured as limited partnerships. A limited partnership is made up of 
general and limited partners. 

 Th e general partner is responsible for managing the venture capital fi rm 
and raising the needed capital for investment. General partners contribute 
about 1 % of the capital requirement and share in the profi ts made. Th eir 
share of profi ts is usually between 20 % and 30 % of the profi ts made because 
of their management eff orts (i.e. the carried interest). Th e carried interest 
represents the portion of the gains made from the sale that goes to the gen-
eral partner. Th is is usually about 20 % of the proceeds received. Th is carried 
interest is usually received after the investee fi rm has been sold or harvested. 
Th e general partner also receives a management fee, which is usually about 
2–3 % of the committed capital of the business annually. General partners 
usually have experience in corporate fi nance and other fi nance related areas, 
may be as scientists, or may be as successful entrepreneurs in the fi eld in which 
the venture capital intends to invest. Th e liability of the general partner is not 
limited and therefore can extend to the personal worth of the general partner. 
In addition to raising funds, the general partner is also in charge of generating 
deal fl ows (screening possible investment), negotiating an equity interest at a 
good valuation, monitoring of investments made and fi nally: harvesting the 
investments. In essence, the funds raised by the general partner is invested in 
a portfolio of fi rms (those with high growth potential) with the objective of 
adding value to the investee fi rm so that the venture capital can also benefi t. 
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 Th e limited partners are usually not involved in the management of the 
business. Th ey contribute capital to the business and share in the profi ts of 
the business. Th ey usually contribute about 99 % of the capital requirements 
of the business and receive about 70–80 % of profi ts. If signifi cant losses are 
made, limited partners tend to suff er most, since they contribute the bulk of 
the capital. However, their loss is limited to their investment made and can-
not extend to and attach to their other wealth. Th e limited partners are usu-
ally very wealthy individuals and institutional investors. Th ese institutional 
investors include banks, university endowments, pension funds, and insur-
ance companies. Th e institutional investors usually expect periodic reports 
regarding the performance of their investment in the venture capital from the 
general partner. 

5.4.1     The Venture Capital Investment Process 

 Th e offi  cial life of the venture capital fi rm begins when the fi rst close ends. 
However, prior to that, the general partner would have sought for capital 
and capital commitments from potential investors. Th e general partner may 
also have started screening potential investments before the fi rst close of the 
fund. After the fund is closed, limited partners are expected to pay down a 
percentage of their capital commitment. Th e general partner then makes a 
capital call to the limited partners requesting them to pay part of their capital 
commitment. 

 Over the next year or so, the venture capital fi rm concurrently does a num-
ber of things. It will screen business applications for funding and conduct due 
diligence on fi rms in which they intend to invest. During the due diligence 
phase, the potential investee fi rm and the venture capitalist will meet several 
times over a number of weeks which can go into months. Th e main purpose 
of the meetings is for the venture capitalist to get to know more about the 
business, and assess the strength of its management and products. Th e ven-
ture capitalist may also want to interview customers of the enterprise. If the 
venture capital is satisfi ed with what it sees, it will go ahead to negotiate a 
deal and investment terms with the enterprise. Th e venture capital fi rm then 
invests in fi rms that have been found successful. 

 Th e investments made by the venture capitalist are usually like equity in 
nature, such as through ordinary shares and convertible preference shares. 
Before an investment is made, the value placed on the fi rm is known as the 
pre-money value. Th e value of the fi rm after the investment by the venture 
capitalist is known as the post-money value. If there are lots of deals that 
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require funding, the general partners will make further capital calls on the 
limited partners. 

 After an investment has been made, the venture capital will seek to add 
value by off ering its expertise to management. Th e vast network and contacts 
of the venture capitalist in the investee fi rm’s industry and beyond can prove 
very useful to the management of the enterprise. It will also act as a sound-
ing board, because they usually will request for a seat on the investee fi rm’s 
board. Investments will also be monitored to assess whether the investments 
are performing as expected. 

 After seven to ten years of investment, the venture capitalist may want to 
harvest their investments by selling their stake and realise a gain. Th e harvest 
returns may be in the form of cash or shares that can be easily liquidated, for 
example by being sold on a stock exchange. Th e most popular form of harvest-
ing a venture capital investment is by Mergers and Acquisitions (M&A’s) and 
taking the enterprise public through an Initial Public Off ering. Th e public can 
then invest in the investee’s fi rm through the traditional capital markets such 
as stock exchanges. Th e venture capital can also sell its stake in the investee’s 
fi rm to management through an MBO or a leveraged buyout (LBO).  

5.4.2     Raising Funds and the Role of Reputation 
in the Venture Capital Market 

 It is important to appreciate how venture capitalists raise funds and the role 
of reputation in the venture capital market. Th e general partner is responsible 
for raising capital to invest in fi rms. Th e general partner usually looks for 
institutional investors who are willing to invest in the fund. Finding investors 
who are willing to invest in the fund can be very hectic for the general partner. 
Th e general partner will seek capital commitments from the limited partners 
who promise or commit to provide funds for the venture capital fi rm. Th e 
general partner will ‘close’ the fund when suffi  cient levels of capital commit-
ments have been received from investors to enable the venture capital fi rm 
start operations. 

 Th ere may be more than one ‘close’ in which case the ‘close’ is staggered. 
Th e fi rst closing offi  cially marks the beginning of the life of the fund and it is 
sometimes referred to as the ‘vintage year’. Th e general partner makes a capi-
tal call to investors to provide funds when suffi  cient investible opportunities 
have been identifi ed after the closing. Apart from the periodic capital calls, 
the limited partners (investors) usually have to pay a stated percentage of their 
capital commitment upfront. Th ere may be penalties for limited partners who 
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are not able to honour a capital call. Th erefore, the reputation of the institu-
tional investor is important in the venture capital market. Th is is especially 
the case because the capital calls are made at short notice and are not predict-
able because they are made based on the investment opportunities that are 
available. Capital calls are higher during the early years of the venture capital, 
when deal fl ows are high and when the fund is actively seeking and investing 
in potential high growth and profi table fi rms. 

 Reputation is important in the entire venture capital industry. It is not 
limited to only institutional investors or limited partners; it aff ects all the 
stakeholders. Th e venture capitalist must also have a good reputation, a track 
record and impeccable integrity to survive and continue to attract funds from 
limited partners. Also, the investee fi rms must have a good reputation and 
their management should be of good integrity to earn the trust of the venture 
capitalist and make the venture capitalist comfortable to want to invest in the 
fi rm. Since all possible future scenarios cannot be provided for in a contract, 
reputation and trust are very important in the dealings among the parties in a 
venture capital arrangement. 

 It is important to note that reputation and trust may count more than very 
detailed and explicit contracts. If the entrepreneur has good integrity and can 
be trusted by the venture capitalist, a tall list of restrictive covenants may not 
be necessary. Attempting to put all anticipated scenarios in a contract can be 
time consuming and very costly indeed (not just in terms of legal costs but 
the managerial time spent as well as the time of the venture capitalist). Th e 
importance of reputation in the venture industry is well demonstrated by the 
fact that better known entrepreneurs who have previously accessed venture 
capital funding fi nd it easier to subsequently raise further venture funds. More 
established and reputable venture capitalists are able to charge higher man-
agement fee and may earn higher returns because of the reputation they have 
established for themselves.   

5.5     Venture Capital Contracting 

 Venture capitalists enter into various contracts. Th ese contracts are usually 
with suppliers of funds (limited partners) and the portfolio of fi rms that the 
venture capitalist has invested in. Th e essence of entering into these contracts 
is to protect the interests of all parties. Th e terms of the contracts have to be 
thought through carefully and negotiated. As emphasised earlier, not every-
thing can be included in the contract, because some circumstances may not 
be anticipated at the time of drawing the contract. 
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5.5.1     Venture Capital Contracts with Investee Enterprises 

 In terms of the contract between the venture capitalist and the investee enter-
prise, the venture capitalist may write in a put option into the contract with 
the enterprise. Th is means that the venture capitalist has the right, but not an 
obligation, to sell the interest acquired back to the enterprise. If the venture 
capitalist decides to exercise the put option, then the enterprise is obliged to 
buy back the interest. Th is option gives protection to the venture capitalist 
because if the enterprise is not performing as expected, the venture capitalist 
can sell the shares back to the fi rm. 

 Th e venture capitalist can also purchase preference shares which are con-
vertible into equity. In this case, if the enterprise does well, the venture capi-
talist can convert their preference shares into equity. If the venture turns out 
to be a failure, the entrepreneur bears the majority of the risk as the prefer-
ence shares will have preference over the entrepreneur’s interest in the event 
of liquidation. 

 Th e venture capitalist may also write pre-emptive rights and the rights of 
fi rst refusal into a contract with an enterprise. Pre-emptive rights give the 
venture capitalist the fi rst option to purchase shares if the enterprise wants 
to raise more funds by issuing equity. Th erefore, the shares must be off ered 
fi rst to the venture capitalist in proportion of their interest in the fi rm before 
they are off ered to outsiders. Pre-emptive rights are sometimes guaranteed by 
company law. Th e rationale of pre-emptive rights is to prevent the dilution 
of the interest of the shareholder. Th e venture capitalist can exercise this right 
if the enterprise is performing well. Th erefore, pre-emptive rights enable the 
venture capitalist to benefi t when the fi rm is performing well. 

 Th e investment in the enterprise can also be syndicated. Th is means that a 
group of venture capitalists come together to fi nance the enterprise. Th erefore, 
they share the risks and returns associated with the project. Syndication reduces 
the risk of a single venture capitalist since the source of funding is diversi-
fi ed. Th e rewards of the investment, however, will have to be shared. Usually, 
there is a lead venture capitalist that co-ordinates the syndication. Th e lead 
syndicator usually provides the larger share of funds among the syndicators. 
Syndication can also be benefi cial in the sense that all parties can contribute 
in the due diligence process thereby reducing the chances of adverse selection. 
Th e expertise of the various syndicators can also be of immense benefi t to the 
enterprise. 

 Th e venture capitalist can also use  staging.  In this case, funding is delayed 
until the venture capitalist gets to know more about the enterprise and the 
enterprise has met certain benchmarks and milestones. Investments are there-
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fore made in stages or on a piece meal basis and not in a single fi nancing 
round. Staging therefore improves the chances of the venture capitalist mak-
ing a good investment decision. It therefore reduces the probability of adverse 
selection due to information asymmetries. Staging can be used to monitor an 
enterprise and to reduce agency problems and its associated costs. 

 Th e level of involvement of the venture capitalist can also be negotiated and 
put in a contract. Venture capitalists usually want a seat on the enterprise’s 
board so that they can infl uence strategic decisions. Th e venture capitalist 
may have the right to appoint its representative to the board of the enterprise. 

 Th ese features and provisions are sometimes in the best interest of the enter-
prise. Th is is because they enable the venture capitalist to get as much infor-
mation and protection as possible. Th e valuation of the enterprise is therefore 
likely to be higher, and the entrepreneur is likely to get a larger stake in the 
enterprise. Some features in a negotiated contract can also be to the benefi t of 
the enterprise. For example, the enterprise may write into the contract a call 
option that gives the enterprise the right to force the venture capitalist to sell 
the shares in the enterprise back to the enterprise. Th e enterprise may want to 
exercise this option if it thinks its shares are under-valued or that it can get a 
better deal elsewhere. Th e buy-back may also be necessitated if the enterprise 
is not satisfi ed with the other value adding services that the venture capitalist 
is supposed to be providing (to it).  

5.5.2     Venture Capital Contracts with Investors 

 Th e venture capitalist is likely to have a contract with its limited partners (pro-
viders of fund). Th e contract will spell out the rights and obligations of both 
parties. Contracts that off er protection to the limited partners are likely to 
lead to the venture capitalist (general partner) being able to raise more funds 
from institutional and wealthy investors. 

 Some of the terms that can be incorporated into a contract with institu-
tional investors include the maximum level of investment that the venture 
capitalist can invest in a single enterprise. Th is provision seeks to reduce risk 
for investors by restricting their maximum exposure to a single enterprise. Th e 
chances of suff ering a huge loss from a single investment are therefore signifi -
cantly reduced. Th is provision can be necessary because the general partner 
may be over-confi dent of his/her assessment of a fi rm and therefore overinvest 
in a single fi rm. However, if things do not go well, the value of the invest-
ments of the limited partners can drop signifi cantly. Investors do not like 
surprises, especially not negative ones. Th ey will therefore want to limit the 
chances that the general partner takes with a single fi rm. 
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 Also, to reduce the risk, investors may write in provisions that prevent the 
general partner from excessively leveraging the fund. Th e general partner can 
leverage the fund by borrowing or taking on a lot of debt. Th is situation 
increases the risk of the fund. Returns are likely to be better for a compara-
tively higher leveraged fund if things go well. However, if expectations are not 
met, greater losses will be suff ered. As we have said earlier, investors do not 
like ‘nasty’ surprises and therefore will want to limit the leveraging ability of 
the general partner. 

 Investors may also want to limit the investment activity between the gen-
eral partner and investee fi rms. Th ey do this by restricting investments sepa-
rate from the fund by the general partner on their own behalf in the investee 
enterprise. Th is is to prevent front-running by the general partner. Th is provi-
sion is therefore to prevent the general partner from putting his/her interests 
above that of the fund in which the investors have invested. If such prohibi-
tions are not put in place, the general partner may make and exit investments 
at terms that are advantageous to the general partner but are not in the best 
interest of the fund that investors have invested in. 

 Investors may also want to restrict the asset classes in which the general part-
ner invests in. Th is is to prevent investments in asset classes that are likely to 
generate a low return. It is also to prevent investment into enterprises in which 
the general partner will not have to put in a lot of eff ort. Investments can also 
be limited into asset classes in which the general partner has little and insuffi  -
cient experience, because much value cannot be added in such circumstances. 

 Venture capitalists usually operate more than one fund. Investors may want 
to limit cross investments. Th at is using money from one fund to invest in a 
portfolio fi rm of another fund. Th is is to avoid wealth transfer across funds 
whereby investors in one fund gain at the expense of investors of another 
fund. If such investment is to be made, then prior approval of the investors 
from the fund in which the money is being taken may be required. 

 Some provisions may make it compulsory for the general partner to return 
some profi ts to the limited partners under certain circumstances. Th is is to 
prevent the situation where the general partner unnecessarily retains profi ts so 
as to grow the fund and increase their management fees.   

5.6     Venture Capitalists Considerations 

 We will now discuss what venture capitalists look for before investing in a 
small business. Entrepreneurs and small business owners must realise that 
accessing venture capital fi nance can be diffi  cult, especially when the small 
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business involved is a start-up or is a struggling one. Accessing venture capital 
fi nance will require that the small business provides a sound and comprehen-
sive business plan that will convince the venture capital to invest in the fi rm. 
Before investing in a fi rm, a venture capitalist will consider an array of factors, 
including the following. 

5.6.1     Quality of Management 

 One of the most important factors the venture capitalist will look out for is 
the quality of the fi rm’s management, their integrity, their performance and 
experience in the recent past, and their qualifi cations. As part of the due dili-
gence process, the venture capitalist may interview management about how 
they see the business and how they have performed in the past and where they 
see the business going.  

5.6.2     Competitive Edge 

 Also, the venture capitalist will assess the enterprise’s products and mar-
kets. How strong is the product or brand? How well is the enterprise posi-
tioned to compete in its chosen market place? Does it have the potential 
to substantially change the dynamics in the market? Does the enterprise 
have a unique competitive advantage and can this advantage be easily rep-
licated? If the advantage can easily be replicated and there are low barri-
ers of entry into the industry, then the competition is likely to erode the 
advantage very quickly and no substantial gains will accrue to the fi rm. 
Is it likely to be a winner in the market place and capture a substantial 
amount of the industry’s market share? Depending on the stage of invest-
ment, is the product technically feasible? Are customers happy with the 
product and would they recommend it to their friends? Th ese questions 
aim to assess the strength of the enterprise’s product or brand and how it 
is likely to perform in the market place in the future.  

5.6.3     Financial Projections 

 Th e venture capitalist will also be very interested in the fi nancial projections 
that the management of the enterprise makes. What are the revenues, profi ts 
and cash fl ows going to be like? Are the assumptions underlying this prospec-
tive fi nancial information reasonable? Has the business considered all major 
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items (be they revenue or expenses) and has uncertainty been incorporated 
into the analysis? Fidelity Capital Partners in Ghana, for instance, requires a 
minimum internal rate of return (IRR) of 25 % on all projects they consider 
investing in. Also, the venture capitalists may be interested in the potential 
growth rates. Th is is because the venture capitalist has an investment horizon 
and may want to assess whether the investment can grow fast enough to be 
‘ripe’ for harvesting within the venture capitalist’s time-frame.  

5.6.4     Level of Financing Required 

 Venture capitalists also assess the capital needs of the fi rms. Is the request 
for funds adequate? Whether the request is not materially above or below 
what the business will require. Can management eff ectively utilise the funds 
 provided? Th e venture capitalist will usually not provide the funds in one go, 
but in a series of fi nancing arrangements to prevent the fi rm from ‘wasting’ 
the funds provided. Th e level of fi nancing required is an important consider-
ation for the venture capital fi rm to guide its investments in the investee fi rms.  

5.6.5     Industry Expertise 

 Th e venture capitalists will want to invest in an industry where it has expertise 
and can add value to the enterprise invested in. Before approaching a venture 
capitalist, the entrepreneur or enterprise must also do its own due diligence. 
Th is will improve the chances of accessing venture fi nancing. Th e entrepre-
neur should research among other things the industry in which the venture 
capitalist has expertise, their geographical focus (if any), the stage of the busi-
ness in which the venture capitalist prefers to invest, the level of involvement 
which the venture capitalist is likely to assume, the level of returns expected 
and the investment horizon of the venture capitalist.  

5.6.6     Viable Exit Strategy 

 Another important consideration of the venture capitalists is the consider-
ation of a viable exit strategy. Venture capitalists will usually invest for some 
number of years, say ten years before harvesting their investments. In this 
case, they will be interested in investing in fi rms for which it may be easier 
to off  load their investment or stake. For instance, will the venture capital 
fi rm be able to sell its shares through an IPO? Other harvesting options the 

5 Venture Capital Finance 101



venture capitalist may consider include M&A’s, MBOs and employee stock 
ownership plans (ESOPs). Th e choice of harvesting may also depend on cur-
rent market conditions and valuation, cost and size of the enterprise, stage of 
the enterprise’s development, synergies, control of fi rm and taxes. Th ese are 
discussed in detailed in Chap.   15    .   

5.7     Value Creation by Venture Capitalists 

 To be able to add value to the fund, the venture capitalist must be good 
and effi  cient in the various processes. Th ese include negotiating and select-
ing good deals, timing the investment in the enterprise at when it is needed, 
spending appropriate and eff ective time with investee enterprises,  monitoring 
and off ering expertise to investee fi rms and exiting the investment at the 
appropriate time. 

 Th e venture capitalist negotiates and selects good deals. Th e venture capi-
talist needs good communication and negotiating skills to be able to get an 
appropriate interest in the enterprise invested in without extracting signifi cant 
value from the entrepreneur. Th is is because if value is extracted from the 
entrepreneur and the entrepreneur therefore feels that his/her enterprise has 
been under-valued, he/she is unlikely to go ahead with the deal. Th erefore, the 
venture capitalist must balance between the need to get as much value for the 
fund and expropriating value from the entrepreneur. Also, the venture capital-
ist must develop expertise in evaluating proposed investments to succeed at 
this phase. Th is is likely to be a key skill and can be developed overtime and by 
training (professional, academic or through specialised training programmes 
and seminars). Developing such expertise provides some assurance that the 
venture capitalist will be able to select the best deals that are off ered to it. Deal 
selection is also likely to distinguish between those venture capitalists who 
turn out to be very successful and those who fall by the wayside. 

 Th e venture capitalist will also want to time correctly the investment in 
the proposed enterprise. Again, tactfulness and a balancing act are required to 
succeed. If the investment in the enterprise is too early and signifi cant funds 
are provided to the enterprise, the enterprise may ‘waste’ away the funds. 
However, if the investment is delayed and the venture capitalist gets in at the 
wrong time, the venture capitalist is likely to miss in on the ‘action’ and there-
fore earn fewer returns than if investments had been made earlier. Th erefore, 
a key skill required by the venture capitalist is to know and discern when it is 
appropriate to invest in an enterprise. 
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 One key way by which the venture capitalist can add value to an investee 
enterprise is by spending suffi  cient time with the fi rm, monitoring the activ-
ities of the enterprise and off ering his/her expertise to the enterprise in ways 
that are value creating. Monitoring and assisting investee enterprises are 
likely to take the bulk of the time of the venture capitalist compared to the 
other activities. An enterprise that requires the venture capitalist to spend 
an enormous amount of time with it will limit the time that the venture 
capitalist has to spend with other portfolio enterprises. Again, spending too 
much time and being too involved in the activities of the enterprise can 
cause interferences and unintended negative consequences. It may also lead 
to disagreements on the best way forward and mar the chemistry between 
the enterprise and the venture capitalist which is so essential for the invest-
ment to succeed. 

 Another key success factor for the venture capitalist is the ability to time 
exits from investee enterprises. Th is is essential if the venture capitalist is to 
create signifi cant value for the venture capital fund. Exiting too early would 
mean that the venture capital does not earn as much rent as it can. Exiting 
late too implies that the venture capitalist would have spent too much time 
with the investee enterprise and the opportunities to add value may have dissi-
pated. Exits are also conditional on market conditions. During a bull market, 
exiting an investment through a public off ering is likely to generate a higher 
valuation for the enterprise. Exiting during a bear market when markets are 
down and cautious may mean that the value obtained for the company is 
likely to be lower than the value that could have been obtained during a bull 
market. Th erefore, the venture capitalist must consider the alternatives and 
options available to exit an investment and when each of the best options 
should be exercised. 

 Regarding the performance of venture backed fi rms compared to non- 
venture backed fi rms, it is obvious that venture capitalists seem to add value to 
venture backed companies. One line of argument is the level of under-pricing 
between venture capital backed fi rms and non-venture capital backed fi rms. 
It is generally acknowledged that IPOs tend to be under-priced. However, 
research indicates that the level of under-pricing seems to be lower for venture 
capital backed fi rms. Th is indicates that the fi rm and its shareholders and 
investors (including the venture capitalist) are able to get more value during 
the public off ering compared to the value that non-venture backed companies 
are able to obtain. Th erefore, venture capitalists seem to play an important 
certifi cation role during the IPO.  
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5.8     Summary and Conclusions 

 Venture capital is the provision of private equity to new and young fi rms with 
high growth potential. Venture capital fi rms invest equity capital in innova-
tive businesses with high growth potential, which are at an early stage of their 
development. Th e dominant form of organisational structure for venture 
capital fi rms has become the limited partnership, which is made up of general 
and limited partners. Th e general partner manages the business and shares in 
the profi ts of the venture capital fi rm. Th e limited partners are usually not 
involved in the management of the business. Th ey contribute capital to the 
business and share in the profi ts of the business. 

 Th e venture capital life cycle is made up of raising funds, screening 
investment proposals, investing in companies, monitoring investments and 
partaking in the management of the enterprise and fi nally harvesting the 
investment. Reputation is very important in the venture capital market. A 
good reputation is important for all stakeholders, ranging from the general 
partner, to the limited partner, and the investee enterprise. Venture capitalists 
enter into various contracts with stakeholders. Th ey usually enter into con-
tracts with fund providers (limited partners) as well as investee enterprises. 
Th e contracts serve to protect the interests of the various stakeholders and 
make funding possible. 

 Venture capitalists consider an array of factors before ‘jumping head long’ 
into an investment. Th ese factors include the quality of the enterprise’s man-
agement, the enterprise’s competitive edge, the fi nancial projections of the 
enterprise, and what level of fi nancing is required, the industry expertise of 
the venture capitalist, and the existence of a viable exit strategy. To be able to 
add value to the fund, the venture capitalist must be good and effi  cient in the 
various processes. Th ese include negotiating and selecting good deals, timing 
the investment in the enterprise at when it is needed, spending appropriate 
and eff ective time with investee enterprises, monitoring and off ering expertise 
to investee fi rms and exiting the investment at the appropriate time. 

  Discussion Questions and Problems 

     1.    Discuss the relevance of venture capital in small business fi nancing.   
   2.    Discuss the nature of venture capital and explain the various types of 

venture capital.   
   3.    What are the main diff erences between venture capital fi nance and other 

sources of fi nance?   
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   4.    What are the pros and cons of using venture capital fi nancing?   
   5.    Provide an overview of the venture capital market in a developing coun-

try context.   
   6.    Venture capital fi rms were previously organised as closed-end funds but 

they are now being organised as limited partnership. What are the main 
diff erences between the two forms of organisation?   

   7.    What are the processes involved in venture capital investment?   
   8.    Identify some of the elements in the contracts between venture capital 

and the investors and also between the venture capital and investee fi rms.   
   9.    What do venture capitalists consider before investing in a fi rm and how 

do they add value to the fund?   
   10.    How do venture capitalists harvest their investments?          
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    6   
 Microfi nance Intervention                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    defi ne and provide an overview of microfi nance  
•   discuss the importance of microfi nance  
•   explain the operations of microfi nance institutions  
•   show the sustainability of microfi nance institutions  
•   discuss the lending models and the credit risk management of microfi -

nance institutions  
•   identify the challenges confronting microfi nance institutions  
•   illustrate how banks participate in the microfi nance market     

6.1     Introduction 

 Microfi nance can serve as an important source of fi nancing for MSMEs and 
it covers broadly the provision of fi nancial services to low-income clients and 
micro-enterprises that do not have access to formal fi nancial services. Th ese 
fi nancial services include the provision of micro-credit, micro-savings, micro- 
insurance and fund transfer services. Microfi nance enables low-income clients 
and MSMEs to access diff erent types of fi nancial services to fi nance their pro-
ductive activities, stabilise consumption, manage risks and build assets. Given 
that the provision of such fi nancial services typically involve small amounts 
of money (small loans, small savings, etc.), the term ‘microfi nance’ helps to 



distinguish between these services and those provided by traditional banks or 
other formal fi nancial institutions. 

 Th is chapter discusses microfi nance intervention. We provide an explana-
tion to the concept of microfi nance and discuss the importance of microfi -
nance and criticisms of microfi nance in general terms. In this chapter, we also 
try to understand the operations of MFIs, their sustainability, their lending 
models and how they manage credits. Lastly, we discuss the challenges of 
MFIs and how banks participate in the microfi nance market.  

6.2     Overview of Microfi nance 

 Microfi nance is said to entail the provision of fi nancial services to low-income 
clients and micro-enterprises that usually have diffi  culty accessing formal 
fi nancial services. Some authors have also defi ned microfi nance in diff er-
ent ways. For instance, Robinson ( 2001 ) defi nes microfi nance as small scale 
fi nancial services for both credit and deposits that is provided to people who 
farm or fi sh; provide services; work for wages or commission; gain income 
from renting out small amounts of land, vehicles, animals or machinery and 
tools; and to other individuals and local groups in developing countries, in 
both rural and urban areas. Rogarly et  al. ( 1999 ) also defi ne microfi nance 
to include the provision of small loans, savings facilities with no (or very 
low) minimum deposit and other fi nancial services like insurance and money 
transfer or bill payment designed for people who live on low income or are 
otherwise excluded from the products of commercial banks. From the above 
defi nitions, microfi nance in essence involves the provision of fi nancial services 
to the underprivileged poor, who form a chunk of the population of develop-
ing economies. 

 All the defi nitions provided above clearly show that microfi nance goes 
beyond the provision of credits and savings facilities. Th us, it is important to 
show how micro-credit and micro-savings are diff erent from microfi nance. 
 Microfi nance  covers a wide range of fi nancial services, which include micro- 
credit, micro-savings products, micro-insurance, funds transfer services and 
other fi nancial products designed for poor and low-income earners. In addi-
tion to these fi nancial services or intermediation, microfi nance provides social 
intermediation services, including training in business development, manage-
ment, fi nancial literacy, vocational skills as well as relevant information to 
their clients. Clearly, microfi nance includes both fi nancial intermediation and 
social intermediation. 
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  Micro-credit,  however, refers to the provision of small loans to low-income 
or poor individuals, households and other economic entities with little or no 
collateral. Micro-credit is the lending side of microfi nance and this lending 
is targeted at those who have diffi  culty accessing credit or loans from the 
traditional or formal fi nancial institutions. Th e focus of micro-credit is for 
the borrowers to channel the funds into some economic venture in order to 
earn returns capable to repay the loans with interest. Th is will ensure that 
the micro-credit providers or institutions become sustainable and continue to 
extend their services at all times. 

  Micro-saving  is also an aspect of microfi nance service that provides the 
poor and low-income earners an opportunity to safeguard their funds and 
other valuable items and also earn an interest. It involves microfi nance clients 
setting aside money on a regularly basis (series of savings) to be accessed as 
lump sum at a future date. 

 It is obvious from the above discussion that microfi nance is a broader con-
cept than micro-credit and micro-saving. Th e main characteristic of micro-
fi nance involves small amounts of loans, which are provided to low-income 
earners to enable them fi nance their economic activities. Th e small savings is 
also an essential element of microfi nance, which serve as a form of security 
for the microfi nance clients as well as assist them to accumulate signifi cant 
amount of capital. Th e loans given out are usually short-term in nature, with 
maturity up to one year. Payments for the loans are usually made on a weekly 
basis and instalments comprise elements of principal and interest, which are 
usually amortised over a given period of time. 

 Th e easy access to the microfi nance intermediary’s services is time saving 
for the clients and it also permits the MFI to be able to ascertain the clients’ 
fi nancial and social status. Loan application procedures in microfi nance are 
quite simple unlike the cumbersome processes associated with traditional 
banks. Th e processing period between submitting a loan application to an 
MFI and the loan disbursement is usually shorter and a collateral is often not 
a requirement in microfi nance, as opposed to what pertains in conventional 
or traditional banks. MFIs usually use collateral substitutes such as group- 
based lending and joint liability, graduated loans based on prompt payments, 
frequent collections, compulsory savings, loan guarantors and referees, regu-
lar meetings with clients. We will discuss each of these methods later in this 
chapter. 

 As discussed earlier, microfi nance clients are mostly poor and low-income 
earners with limited or no access to formal fi nancial services. Th ese clients 
are usually self-employed and entrepreneurs of micro-enterprises involved in 
activities such as small retail shops, food processing, farming, street vending, 
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artisanal manufacture and service provision. Th ese micro-entrepreneurs nor-
mally access microfi nance to fi nance their micro-enterprises. However, some 
of the loans are sometimes used to support certain household needs such as 
stabilising consumption, paying education fees, paying medical bills, fi nanc-
ing weddings, funerals and so on. 

 Th ough some empirical studies have suggested that microfi nance is impor-
tant in alleviating poverty, it is also important to note that it is not always the 
most appropriate method, and thus it should never be considered as the only 
tool for ending poverty. Microfi nance, particularly micro-credit, is appropri-
ate if the credit is meant for an economic venture. Micro-credit is said to best 
serve those who have identifi ed an economic opportunity and can take advan-
tage of it. Microfi nance is therefore inappropriate for the poor, who may need 
grants or other public resources to improve their economic situation, since 
they may not be in a position to repay such loans. 

6.2.1     The Beginning of Microfi nance and the 
Grameen Bank 

 Globally, microfi nance is believed to have gone through four main stages and 
these include:

•    Th e provision of subsidised credit by Governments from the 1950s as a 
means to eliminating of poverty.  

•   Th e provision of micro-credit mainly through NGOs to the poor between 
the 1960s and 1970s when the issues sustainability and fi nancial self- 
suffi  ciency were not considered relevant.  

•   Th e formalisation of MFIs in the 1990s.  
•   Th e commercialisation of MFIs and mainstreaming them into the fi nancial 

sector since the mid 1990s.    

 It is important to note that credit associations and lending cooperatives 
have existed for hundreds of years. However, the beginning of modern micro-
fi nance is often credited to Mohammad Yunus, an economist who taught at 
Chittagong University in southeastern Bangladesh. Yunus began a series of 
experiments by giving small loans to poor households in the close by village 
of Jobra, Bangladesh in 1976. He used his personal money to give loans to a 
group of women some of whom dealt in bamboo furniture. He lent an initial 
sum of US$27 to a group of 42. Th e group made profi ts from the loan taken 
and they were able to pay back the loan with interest and on time. He was 
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convinced that small loans to the poor were not only viable and profi table, 
but they also had a low default rate, even though they did not have collateral. 
Realising that he could not do much with his own resources, in 1976, Yunus 
persuaded the Bangladesh Bank (the central bank of Bangladesh) to assist him 
to establish a special branch to serve the poor of Jobra, leading to the creation 
of another trial project. Yunus embarked on this project to form an institu-
tion to lend to the poor at the base of the economic pyramid. Yunus therefore 
sought to raise loans to support this project. He was successful in raising some 
funds from a government-sponsored bank and other lenders and these were 
on-lent to the rural poor. 

 In 1983, Yunus converted the institution, which he had formed to lend to 
the poor, into what is now known as the Grameen Bank. Grameen introduced 
innovative methods such as lending to a group of people who were together 
responsible for paying the loan that they had taken. Th e group-based lend-
ing is a mechanism that enables the poor borrowers to serve as guarantors for 
each other. Th is innovation in lending allowed Grameen to grow very fast. 
Innovation in microfi nance has been sustained since then, with the evolution 
of providers of fi nancial services to the poor. Today, microfi nance plays an 
important role in the provision of fi nancial services to many people, especially 
in developing countries. Group lending programmes also operate in many 
other countries including the USA. 

 In lending to small businesses, Grameen’s group lending is quite diff er-
ent from that of mainstream bank lending. In mainstream banking, the bor-
rower provides collateral to the bank as part of the requirements for taking 
the loan facility. Th e borrower then invests the loan in a productive venture 
for a return, which is fi nally used to repay the loan with interest. If borrow-
ers are not able to repay, the bank seizes the collateral. However, these poor 
customers of Grameen are not in the position to provide collateral; rather, 
what Grameen does is to rely on the client’s close ties within their commu-
nity. Relying on those relationships makes it possible for the customers to 
form groups in order for members to qualify for the loans. Th is is because the 
loan contracts in this case are structured based on groups of customers. Th e 
groups are formed on voluntary basis, and, while loans are given to individual 
members within a group, all members of the group are supposed to support 
each other at diffi  cult moments. Each group usually consists of fi ve members 
and the mechanism works in the following manner; loans are initially given to 
two of the members, then to the next two and then fi nally to the fi fth group 
member, who is usually the group leader. In so far as the group fulfi ls its debt 
obligations by repaying the loans, the lending cycle continues. Based on the 
rules, however, if one member of the group defaults and the other members of 
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the group are unable to repay the loan, all members in the group are refused 
subsequent loans. Th is element puts pressure on the customers to pay back 
their loan on time, to monitor their colleagues and to choose responsible 
members when forming a group. Th e fi ve-member group is also part of a 
‘centre’ made up of eight groups. Repayments are made in weekly instalments 
in public, that is, before the 40 members of the centre. Th e condition of ‘joint 
liability’ is the most notable aspect of the Grameen group lending model, and 
that explains why microfi nance is mostly associated with the concept of group 
lending. 

 Yunus and the Grameen Bank for their contribution in leading the microfi -
nance revolution were awarded the Nobel Peace Prize in 2006. Th e Grameen 
Bank, since its formation has focused on providing credit and infrastructural 
assistance to the rural poor who generally lack access to credit from traditional 
fi nancial institutions because they have no collateral to support their loan 
applications.   

6.3     Benefi ts and Criticisms of Microfi nance 

 Th ere are benefi ts and criticisms associated with microfi nance by/to the poor, 
to women and to MSMEs. In the past 20 years, the provision of fi nancial 
services to poor clients as well as to small and micro-enterprises, including 
smallholder farmers, has been identifi ed as an important  anti-poverty reduc-
tion tool . Although microfi nance is not the solution for poverty and related 
development challenges, it is considered to play a signifi cant role in a number 
of respects. 

6.3.1     Benefi ts of Microfi nance 

 One benefi t of microfi nance is improved economic activity and job creation. 
Th e provision of micro-credit to low-income earners enables them to under-
take economic activities such as trading, farming and so on in order to increase 
their income level. MSMEs can also take advantage of business opportunities 
by increasing the micro-loans acquired to earn returns. Th rough this means, 
microfi nance is able to improve the income level of the micro-entrepreneur. 
Improved access to micro-credit to the MSMEs will enable them to increase 
their economic activities and subsequently lead to job creation. 

 Another benefi t is asset building. Microfi nance clients are able to build 
their asset base through the micro-loans they acquire. Th rough micro-loans, 
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poor individuals and households are able to acquire and build physical and 
productive assets such as housing, personal equipment, vehicle, fi nancial 
assets, livestock and so on. MSMEs are also able to acquire assets such as 
offi  ce equipment, vehicle, offi  ce property and so on. Microfi nance service like 
micro-savings also enables poor clients to make savings for investments either 
in physical assets or fi nancial assets. Building a good asset base is likely to 
reduce the level of poverty. 

 Th e provision of micro-insurance services by microfi nance enables MSMEs 
to buy insurance products to insure their assets and operations against misfor-
tunes. Micro-insurance services also help poor individuals and households to 
manage their risk. Th ese microfi nance clients are able to buy micro- insurance 
products to protect their assets against fi re, theft, and are also protected 
against accidents and ill health. Microfi nance also gives underprivileged peo-
ple enough capital stability, which, in turn, gives them fi nancial security from 
sudden fi nancial challenges. Microfi nance, in the form of micro-insurance, is 
therefore important in reducing poverty by protecting the assets of the micro-
fi nance clients. 

 Another benefi t is consumption smoothing. Microfi nance assists very poor 
households to take care of their basic needs. Microfi nance can increase con-
sumption levels and signifi cantly curtail the need to dispose of assets to meet 
basic needs. Th e provision of micro-insurance services can assist the poor to 
be able to cope with unexpected increases in expenses that may be related to 
death, serious illness and loss of property. 

 Microfi nance brings about improvement in education levels among the 
poor. Access to microfi nance by poor families enables them to send their chil-
dren to school. Th erefore, drop-out rates are lower among children whose 
parents participate in microfi nance programmes. With the existence of MFIs, 
parents are now able to save towards their wards’ education as well access loans 
in times when their savings are not enough to cater for their wards’ educa-
tional expenses. 

 Microfi nance is also important in promoting gender equality and women’s 
empowerment. Th e support from microfi nance enables women to increase 
their contribution to household income and to the value of their assets, and 
also to have control over decisions that aff ect their lives. Microfi nance pro-
grammes generally target women by empowering them, promoting gender- 
equity and improving household well-being. Access to microfi nance by 
women improves their status within the family and the community. Th ey 
become more assertive and confi dent to the extent that in regions where their 
mobility is strictly regulated, they have become more visible and are in the 
position to have a voice in the society. 
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 Access to microfi nance leads to reduced child mortality, improved mater-
nal health and nutrition, and general good health, especially among the poor 
women. Women, who are able to access microfi nance, are in a better position 
to cover the cost of healthcare and provide good nutritional meals for their 
children. Th is generally leads to improvement in the health and nutritional 
status of their children.  

6.3.2     Criticisms of Microfi nance 

 In spite of the benefi ts of microfi nance, there are criticisms associated with 
microfi nance. One criticism is the lack of knowledge about microfi nance ser-
vices. Many poor people live in rural communities and tend to have little or 
no formal education. Th ey therefore lack knowledge about the availability of 
fi nancial services for the poor. Th ey, as a result, have little access to microfi -
nance services provided by MFIs. 

 Another criticism is the inability of the poor to off er marketable collateral 
for loans. Clients of microfi nance services are mostly small businesses and 
poor individuals who lack the necessary collateral, credit history and stable 
income to qualify for loans. MFIs may be prepared to extend credit to such 
borrowers by charging high interest rates, otherwise they reject their loan 
application. 

 Th ere is also the perceived high risk associated with lending to the poor. 
Th e poor and small businesses that access micro-credit from MFIs are often 
perceived to be risky. Th is is because they may easily misuse or misapply the 
loan. Th is is known as moral hazard. Example, a trader borrows from an MFI 
to buy goods for resale but uses the money to buy a motorbike. Th is situation 
makes it diffi  cult for the trader to repay the loan. 

 Th ere is the problem of high transaction costs involved in small loans. 
Microfi nance providers are often criticised for the high transaction costs asso-
ciated with their lending. Considering the small loans they provide, they are 
not in the position to record low transaction costs like banks that tend to 
provide big loans. Banks mostly process loans on a large scale and therefore, 
per unit cost of transaction may be less. MFIs, on the other hand, provide 
micro-credit, which is associated with high costs and these may be passed on 
to the borrower. 

 Microfi nance is also associated with high interest rates on loans made to 
the poor. We mentioned that borrowers of loans from MFIs lack the neces-
sary collateral and are perceived to be risky. We also indicated that microfi -
nance is associated with high transaction costs, because of the small amounts 
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involved in the loans provided. Microfi nance providers may therefore charge 
high interest to cover the lack of collateral, high risk and high transaction 
costs. Th is makes microfi nance services more expensive, thus driving away 
potential customers.   

6.4     Operations of Microfi nance Institutions 

 MFIs are generally considered a subset of alternative fi nancial institu-
tions. Th ey include NGOs, microfi nance banks and non-bank fi nancial 
intermediaries. Th ey may operate independently or as the subsidiaries of 
larger banks. In most African countries, MFIs include rural and commu-
nity banks, savings and loans companies, fi nancial NGOs, credit unions, 
rotating savings and credit associations, development and commercial banks 
with microfi nance programmes and linkages, micro-insurance and micro-
leasing services. 

 Th ey operate under prudential, regulatory, legal and institutional frame-
works tailored for clients, which are traditionally perceived as too risky or 
unprofi table by mainstream traditional banks. While the operations of MFIs 
include a social dimension, they consider the business of microfi nance as a 
profi table core venture. Unlike traditional commercial banking, MFIs adapt 
their fi nancial services targeting low-income earners and MSMEs. Th eir 
shareholders tend to value the social dimension of the MFIs’ operations and 
therefore they may expect to earn lower returns on their investments com-
pared to other private investors. 

6.4.1     Products and Services of MFIs 

 MFIs off er a wide range of fi nancial services to low-income households in both 
rural and urban areas. Th e services provided to microfi nance clients include: 

  Financial Intermediation Services     Th ese include the provision of fi nancial 
products and services such as savings, credit, insurance, payment systems and 
so on.  

  Social Intermediation Services     Social intermediation involves the process of 
building the human and social capital needed by sustainable fi nancial inter-
mediation for the poor. Under this, MFIs try to upgrade or improve on the 
expertise of the workers engaged in the provision of such services to ensure 
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eff ective and effi  cient service delivery. Th ese services may be subsidised by 
donor agencies, especially in the long-term. Examples of social intermediation 
services are group formation, leadership training and cooperative learning.  

  Enterprise Development Services     Th ese include non-fi nancial services that 
assist micro-entrepreneurs in the areas of skills development, training in busi-
ness plans, marketing, technology and so on. Th e provision of these services 
may depend on the clients’ ability and willingness to pay for the services. 
Some clients may also require subsidies in order to access such services.  

  Social Services     Th ese are also non-fi nancial services involving the promotion 
of the welfare of the poor and micro-entrepreneurs. Th ese services include 
education, health, family planning, nutrition and literacy training. Such 
social services require ongoing subsidies provided by the government and/or 
donor-supporting NGOs.   

6.4.2     Functions of Microfi nance Institutions 

 MFIs provide important functions to the people, who are not able to meet 
the eligibility criteria for bank loans. An important function MFIs perform 
is to provide access to capital. MFIs provide access to capital for the poor or 
entrepreneurs to start a business or expand an existing business. Th is helps the 
entrepreneur to enjoy a reasonable level of profi ts. Remember, that capital is 
necessary for starting or expanding a business. 

 MFIs also off er basic education to people on how to manage their fi nancial 
resources and how to run their business eff ectively and effi  ciently. In some 
cases, they may require borrowers to complete education or some form of 
training before they qualify for loans. 

 Another function is group lending. Granting of loans without any col-
lateral may result in higher default; however, most of MFIs require what is 
known as ‘collateral substitute’. One form of collateral substitute is group- 
based lending. MFIs require their borrowers to form a group, so as to ensure 
timely repayments. Formation of groups act as a support for each other, and 
every member can guarantee the repayment of other members of the group. 
Th rough this way, the MFIs can collect weekly payments more effi  ciently, 
because the group supports members if they have problems repaying their 
loan. 
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 MFIs are interested in women’s empowerment. It is well established that, 
lending to women is better for the broader community because they invest 
the profi ts made from loans they receive back into the development of their 
family. Women tend to use their profi ts to invest in their children’s education 
and also provide food and clothing to their family. Lending to women gener-
ally empowers them and helps close the gender inequality. 

 One main focus of microfi nance is to reduce poverty and develop local 
communities. In order to raise adequate funds to extend micro-credit to the 
poor, most MFIs tend to link up with the donor community in developed 
countries. Th is is how MFIs connect with the world.   

6.5     Sustainability of Microfi nance Institutions 

 In this section, we will look at how to measure the sustainability of MFIs. We 
will then discuss the determinants of the success and sustainability of MFIs. 

6.5.1     Measures of MFIs’ Sustainability 

 Considering the crucial role that MFIs play, it is essential that they are opera-
tionally and fi nancially sound. Certain indicators are used to measure the 
sustainability of MFIs and these include the subsidy dependence index (SDI), 
operational self-suffi  ciency (OSS) ratio and portfolio at risk (PAR) measure. 
Th ese dimensions measure subsidy dependence, operational sustainability 
and, fi nally, fi nancial sustainability. 

6.5.1.1     Subsidy Dependence Index 

 Th e SDI measures by how much average yields have to increase in order for 
the MFI to exit subsidy dependence given its portfolio size. Th e SDI can be 
computed as follows:

  

SDI
Net subsidy

Loan portfolio Interest rate on loan
=

×
   

  An SDI of 0.5 % or 50 % therefore means that average yields on loans 
must increase by 50 % for the MFI to exit subsidy dependence. SDI of zero 
implies full self-sustainability and the MFI does not need subsidy.  
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6.5.1.2     Operational Sustainability 

 Th e OSS ratio measures the ability of the MFI to cover its operating expenses 
given its operational income. MFIs that are able to cover their operating costs 
are regarded as more sustainable as compared to those that are not able to 
cover their operational costs. Th e OSS is defi ned as follows:

  

OSS
Total operational income

Interest expense Loan loss pro
=

+ vvision Administrative expenses+
   

  An OSS of 0.5 % or 50 % suggests that the operating income of the MFI 
is 50 % of its operational expenses. Th erefore, its operational income is not 
suffi  cient to meet its operational expenses. In this case the operational income 
of the MFI is less than its operational expenses and therefore the MFI may not 
be sustainable in the long-term. An MFI with an OSS greater than 100 % is 
likely to be more sustainable in the long-term since its profi ts are more than 
suffi  cient to cover it basic operating costs.  

6.5.1.3     Financial Sustainability 

 Th e PAR measure examines the percentage of the loan portfolio of the MFI 
that is overdue or is likely to be exposed to signifi cant risks in the future. 
Th e PAR measure relates the total loan principal outstanding on overdue or 
delinquent loans to the total amount of loan principal outstanding. Th e PAR 
measure is given as follows:

  

PAR
Total loan principal on overdue or delinquent loans outs= ttanding

Total loan principal outstanding
   

  As can be seen, the PAR is given as total loan principal on all loans that are 
overdue or have been delinquent divided by the total loan principal outstand-
ing. Th e PAR measure can be broken down into amounts overdue over a given 
period. Th e MFI can therefore calculate amounts that are overdue for more than 
a month, three months, six months or any other suitable period. We can adjust 
the generic PAR to compute the PAR over a given period. Th is is given as follows:

  

PAR
Total loan principal outstanding on loans overdue for more=   than days

Total loan principal outstanding

x
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  Th e new measure tells us the total principal outstanding on loans that have 
been delinquent say over the past 30 days or any number of days. So, total 
principal amounts on loans that have been delinquent for more than 90 days 
will be riskier compared to the total principal amounts outstanding on loans 
that have been delinquent for more than 30 days. Th is is because amounts that 
have been overdue for longer periods are more likely to turn into bad debts. 

 Th e PAR measures the total principal on loans that are overdue or at risk 
given the total loans outstanding at a point in time. Th erefore, if the balance 
or total principal outstanding on loans that have been delinquent are higher 
than the PAR measure, it is also going to be high. Higher PAR ratios indicate 
that the MFI is experiencing problems recovering loans given out. Th erefore, 
a higher PAR ratio indicates credit management problems, whilst a lower 
ratio indicates good credit administration. Th e PAR measure can therefore be 
used to proxy fi nancial sustainability since high PAR ratios may indicate that 
the MFI is not sustainable in the long-term. 

 Th e PAR ratio is a very useful way to measure the quality of the loan book 
or portfolio of an MFI. It is futuristic in nature because it tells us the amounts 
that are at risk and not just the principal that is overdue or remains unpaid. It 
does this by extrapolating past behaviour into the future, and by assuming that 
those who have defaulted in the past will also default in the future. It is a con-
servative measure by assuming that customers who have defaulted in the past 
will also default in the future. Th ough conservative in nature, it may be appro-
priate to assume that for loans that have been delinquent in the past, future 
cash fl ows are riskier than on loans that have not experienced any default. 

  Example 6.1 
 Consider the fi nancial records of Capro Finance, an MFI, based in the rural 
community, for the year 2015 (Table  6.1 ).

   Compute the following: 

 (a) Subsidy dependence index 
 (b) Operational self-suffi  ciency 
 (c) Portfolio at risk  

  Answer 6.1 

  (a) Subsidy Dependence Index (SDI) 

  

SDI
Net subsidy

Loan portfolio Interest rate on loan
=

×
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SDI
US$

US$
=

×
30 000

283 000 0 22

,

, .
   

  

SDI
US$

US$
= = =30 000

62 260
0 4819 48 2

,

,
. . %

   

  Th is implies that Capro Finance Ltd. needs to increase its interest income 
by 48 % in order to exit its dependence on subsidy. 

  (b) Operational Self-Suffi  ciency (OSS) 

  

OSS
Total operational income

Interest expense Loan loss pro
=

+ vvision Administrative expenses+
   

  

OSS
US$

US$ US$ US$
=

+ +
414 000

94 000 68 000 171 000

,

, , ,
   

 
OSS or= 1 243 124 3. . %

   

  Th is implies the Capro Finance Ltd. is sustainable in the long-term since its 
income is more than suffi  cient to cover its expenses. 

  (c) Portfolio at Risk (PAR) 

  

PAR
Total loan principal on overdue or delinquent loans outs= ttanding

Total loan principal outstanding
   

  

PAR
US$

US$
= 31 000

283 000

,

,
   

  
PAR or= 0 11 11. %

   

  Th is implies that 11 % of loans given out by Capro Finance Ltd. have 
become delinquent.  

   Table 6.1    Financial records of Capro Finance (2015)   

 Details  US$ 

 Operating income  414,000 
 Financial expense  94,000 
 Net impairment loss, gross loan portfolio  68,000 
 Operating expense  171,000 
 Gross loan portfolio  283,000 
 Delinquency + 1 month or more  31,000 
 Net subsidy  30,000 
 Interest rate charged on loans = 22 % 
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  Example 6.2 
 Clemmie Microfi nance Institution has an equity base of US$250,000 and con-
cessionary borrowed funds of US$600,000. Currently, Clemmie Microfi nance 
Institution’s does not have any other subsidies apart from the concessionary 
borrowed funds. Clemmie Microfi nance Institution’s has a loan portfolio of 
US$1,000,000. Market interest rates on deposits are given as 15 %. Th e inter-
est rate on the concessionary borrowed funds is 10 %. Th e average on-lending 
interest rate on Clemmie Microfi nance Institution’s loan portfolio is 23 %. Th e 
profi t after tax for Clemmie Microfi nance Institution for its current fi nancial 
year is given as US$9000. Tax rate is 20 % on profi t of Clemmie Microfi nance 
Institution. Compute the SDI. At what interest rate can it wean off  subsidies?  

  Answer 6.2 
 Step 1: Subsidy on borrowed funds

  
= −( ) =US$ US$600 000 0 15 0 10 30 000, . . ,

   

  Step 2: Imputed cost of equity

  
= × =US$ US$250 000 0 15 37 500, ( . ) ,

   

  Step 3: Subsidy on equity = Imputed cost of equity − profi t

  
= − −( ) =US$ US$ US$37 500 9000 1 0 2 26 250, ( / . ,

   

  ( Note: convert profi t after tax to profi t before tax ) 

 Step 4: Total subsidy = US$ 30,000 + US$ 26,250 = US$ 56,250

  

SDI
Subsidy

Loan portfolio Interest rate on loan

US$

US$

=
×

= 56 250,

11 000 000 0 23
0 2446 24 46

, , .
. . %

×
= =

   

  Step 5: For Clemmie Microfi nance Institution to wean off  subsidies, the 
interest rate should increase by 24.46 %. Th us, the interest rate should be:

  
= ( ) = =0 23 1 2446 0 286 28 6. . . . %
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6.5.2         Determinants of the Success and Sustainability 
of MFIs 

 Th ere are several factors that determine whether an MFI is likely to succeed 
or fail in its endeavour to provide fi nancial services to the underprivileged in 
society. MFIs try to achieve both social and fi nancial objectives. Attempting 
to achieve these two objectives can raise several confl icts. Th erefore, there 
may be natural trade-off s in attempting to achieve these two targets. For 
instance, an MFI that attempts to maximise social objectives may fi nd that 
it will have to compromise some fi nancial goals. For example, confl icts of 
interest can arise when loan offi  cers are rewarded based on the quality of 
the loan portfolio through higher repayment rates. In this case, loan offi  -
cers may prefer more rich clients who can repay, but the goal of poverty 
reduction may be compromised. Incentive schemes that highlight a larger 
number of borrowers and good repayments have proven successful for many 
MFIs. Increasing loan size can increase the profi tability of an MFI, but the 
impact on poverty reduction will be reduced, given the larger loan sizes. 
Also, achieving a social objective of a larger social outreach and impact may 
lead to more loan defaults as more and larger loans are given out. Managers 
of MFIs must therefore be skilful and tactful in order to balance these some-
times confl icting goals. 

 Why are some MFIs successful whilst others are struggling to survive? 
We will explain why this occurs in the real world. A number of factors may 
account for an MFI being successful and these include leadership quality, 
talented staff , innovative products and services, reliance on subsidies, sound 
fi nancial management, diversifi ed clientele base and prudential regulation. 

  Leadership Quality     Leadership quality has been identifi ed as one of the 
attributes that distinguish successful from not so successful MFIs. MFIs 
with strong, dynamic, as well as visionary leaders are more likely to be suc-
cessful, compared with the management of similar MFIs without these 
qualities. Th e quality of an MFI’s management is very important for its 
success. Th is is because such leaders are well placed to lead their organisa-
tions, motivate staff  and ensure that risks are identifi ed and managed and 
that good internal controls are put in place. Th e leadership of the MFI, as 
identifi ed earlier, must be very tactful in achieving fi nancial goals as well 
as maintaining good social impacts. Th erefore, just like formal fi nancial 
institutions, quality management can better advance the success and sus-
tainability of an MFI.  
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  Talented Staff      An MFI must also aim at attracting, and retaining talented 
staff . Th e staff  should be knowledgeable and possess suffi  cient skills to per-
form the tasks assigned them. Since management cannot perform all the 
work alone, they have to delegate responsibilities to employees. Employees 
such as loan offi  cers are very important because they deal directly with cli-
ents and therefore can tarnish the reputation of the MFI if they are very 
hard on clients when it comes to the collection of outstanding loans. If 
they are too soft too, and do not put up much of a ‘struggle’ when it comes 
to the collection of outstanding loans, clients are likely to default. If loan 
offi  cers do not perform their work well in terms of screening, monitoring 
and collection, the MFI is likely to experience high default rates and may be 
adversely aff ected.  

  Innovative Products and Services     Successful MFIs have innovative prod-
ucts that are tailored to their market niche. Most MFIs have adopted the 
group- based lending mechanism. Such lending mechanisms have proven 
successful in other places after the Grameen Bank pioneered it. It is argued 
that MFIs whose loan portfolio is more tilted towards group-based lending 
tend to be more successful than MFIs whose portfolio is more tilted towards 
individual lending. Most MFIs tend to focus on the poor and women. Th e 
products must be such that the illiterate poor who are likely to form the 
bulk of the clientele base of an MFI can understand them. It is argued 
that compared to men, women may fi nd it more diffi  cult to access formal 
fi nancial services such as accessing loans from the banks. Th is is because 
their businesses may be more informal compared to male-owned businesses. 
Th erefore, women groups are more likely to value micro-credit provided by 
an MFI. One important factor that determines the success or failure of an 
MFI is its ability to design innovative products that are valued by its clien-
tele and market niche.  

  Reliance on Subsidies     Most MFIs, including the most successful, rely on 
subsidies to support their operations. Th ese subsidies could be coming from 
donors, governments or individuals who believe in the ideals of reducing pov-
erty. However, high reliance on subsidies can lead to the MFI being fi nancially 
unsustainable. To overcome the challenge of relying heavily on subsidies, the 
MFI can charge market interest rates on its loans. Charging market interest 
rates can lead to profi tability, provided that costs are effi  ciently controlled. 
Retained earnings can therefore be accumulated and can help reduce the 
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MFI’s reliance on subsidies. MFIs that charge market interest rates are more 
likely to be fi nancially sustainable and rely less on subsidies.  

  Sound Financial Management     Sound fi nancial management and risk man-
agement are also essential for the success of an MFI. MFIs must be able 
to eff ectively and effi  ciently manage their fi nancial resources and a good 
MIS can ensure eff ective fi nancial management. Th e MIS should make it 
easier to record transactions such as deposits as well as keep track of loans 
given out. Another good practice is if MFIs have their accounts audited 
by professional accountants. Th is increases the credibility associated with 
the accounts and also increases the confi dence of stakeholders in the MFI’s 
fi nancial statements. Having accounts audited can also reduce the risk of 
fraud. MFIs must also have and implement eff ective risk management tech-
niques. Risk management must be part in the culture and systems of the 
MFI and should not be seen as a one off  activity. Th erefore, for an MFI to 
be successful, it must practise good and sound fi nancial management, have 
strong internal controls as well as implement eff ective risk management 
systems.  

  Diversifi ed Clientele Base     Having a large and diversifi ed client base as well 
as giving out smaller loans has been found to be a useful predictor of MFI 
success. A large client base helps the MFI to diversify its loan portfolio. Th is 
ensures that the risk of failure of the MFI is reduced. Giving smaller loan 
amounts also means that the MFI can give out more loans and increase its 
outreach. Outreach is about the spread of the activities of the MFI in terms 
of the number of clients it is able to reach and serve. Th e social impact from 
smaller loans is likely to be higher than larger loans in terms of reducing pov-
erty. Also, operating on a larger scale through a broader outreach will lead to 
benefi ts of economies of scale for the MFI.  

  Prudential Regulation     MFIs, which operate in well-regulated markets, tend 
to perform better than those who operate in unregulated markets. Regulation 
brings formalisation and recognition of the activities of the MFI. Regulated 
markets set the rules of the game and also make sure that regulations address 
the needs and challenges of the industry players. Regulators also ensure 
that, operators in the MFI industry are doing things the right way, and 
they reserve the right to shut down non-performing MFIs. Th is threat of 
withdrawing the licence of an MFI can in itself motivate MFIs to keep their 
houses in order.    
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6.6     Lending Models and Credit Risk 
Management 

 It is important at this point to appreciate the lending models and credit risk 
management mechanisms used by MFIs. 

6.6.1     Lending Models of MFIs 

 Th e lending models used by MFIs diff er from lending models used by bank-
ing institutions. Microfi nance is developed out of the need to provide fi nan-
cial services to the poor. Traditional banks use western models, which seem 
not to be eff ective in reaching the poorest of the poor in developing coun-
tries. Th e traditional lending models employed by banks have not been eff ec-
tive due to the diff ering circumstances of developing countries. Developing 
countries have developed new means of reaching out to the poor without 
having to adopt banking models from the West. Some of the lending models 
adopted by MFIs are group-based lending, village banking and individual 
banking. 

6.6.1.1     Group-Based Lending 

 Group-based lending is one of the cornerstone lending models used by MFIs. 
Th e MFI transacts business with the group and therefore members of the 
group have to meet periodically. With this approach, the MFI lends to mem-
bers in a group but the entire group is liable if a single member of the group 
defaults or does not pay a loan that has been taken. Th e group-based lending 
approach therefore utilises joint liability as all members are jointly and sev-
erally liable for the debt of their peers. Due to this joint liability, if a single 
member of the group defaults, the bank has the right to restrict future credit 
to the entire group until they pay up. Th e bank may lend to a smaller group, 
which is known as a solidarity group. Due to the smaller nature of the solidar-
ity group, it provides more fl exibility to members. Th e group members could 
be as few as three members. In the classic method employed by the Grameen 
Bank, the bank lends to a group of fi ve. Th is is how it works out: initially 
Grameen lends to two members in the group. If these members pay up, then 
another two members in the group become entitled to receive loans from the 
bank. After these two members in the group have paid up, the last member in 
the group who is usually the group leader becomes entitled to receive his loan. 
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Th is system therefore provides incentives for the members who are in line to 
receive loans to encourage their peers to pay up. 

 Th e bank may also lend to a larger group of 40 people made up of eight 
groups each with fi ve members. What happens is that the bank’s loan offi  cer 
periodically meets this group during meetings, which typically last for about 
2.5 hours. Th is meeting is held in public thus providing transparency to the 
process. During such meetings, the bank’s loan offi  cer sits in the middle of 
the group. Each fi ve-member group has a leader, and there is a leader for the 
entire group. Th e leaders help the loan offi  cer to transact the business of the 
day. Th is includes loan collections and savings deposits. In this larger group, 
the entire group is liable for the loans taken and liability is not restricted to 
the smaller groups of fi ve. Th ere have been cited instances where loan offi  cers 
have refused to leave the village unless the entire group of 40 has settled their 
obligations for the week. Using the group approach, the bank moves to the 
people since it is the loan offi  cer or bank offi  cial that attends the meetings of 
the group and transacts business with them. Th erefore, the group approach 
provides convenience and enables a single offi  cer of the bank to serve a large 
number of clients (40) at a sitting. 

 Group-based lending is suitable to lending to the rural poor and communi-
ties that are closely knit. Th is approach has been employed widely and quite 
successfully in rural Bangladesh as well as in other places in Asia and Africa. 
Th e group-based lending methodology approach may not be suitable to lend-
ing to urban poor, due to the higher mobility of such a group. 

 Group-based lending is very useful for a bank for several reasons. It reduces 
the cost of the bank because the group essentially performs the task that the 
bank would have had to perform. Th is ranges from initial screening and selec-
tion, monitoring of group members, and fi nally aiding in collection, repay-
ment and enforcement of the terms of the loan. Th e group-based lending 
methodology is also very useful in that it helps resolve information asym-
metries that for so long prevented lending to people at the bottom of the 
economic ladder, due to market failures. Th e group-based lending approach 
helps the bank to avoid adverse selections by inadvertently picking bad credit 
risks and rejecting good credit applicants. Th is is because members of the 
group choose each other. Group members will therefore want to be in a group 
with people of good repute. Th is mechanism leads to safe borrowers banding 
together, whilst riskier borrowers also band together. Th e bank can there-
fore aff ord to price discriminate. Again, the group-based lending mechanism 
avoids cross subsidisation of risky borrowers by safe borrowers and therefore 
safe borrowers are encouraged to enter into the market to borrow. Th e bank 
can also aff ord to lend to all borrowers at lower rates since it does not have 
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to charge very high interest rates because it cannot distinguish between good 
and bad borrowers. 

 Apart from reducing adverse selection, the group-based lending methodol-
ogy also serves to reduce moral hazards. Ex ante moral hazards are reduced 
because the group-based lending methodology means group members can 
monitor each other in terms of the choice of projects that are undertaken so 
that excessively risky projects are not undertaken. Moral hazard can also occur 
ex post when after the borrower has undertaken a project and has realised 
gains, decides not to pay back the loan owed to the bank. Due to moral 
hazards, the bank will fi nd it diffi  cult to distinguish between borrowers who 
cannot actually repay, because the project went sore or because there are those 
who just want to defraud the bank. Th e group-based lending methodology 
helps overcome this problem, which, at worst, results in a market failure 
because the bank decides not to lend at all because it expects that borrow-
ers will not repay. Th is is because members are closely knit such as those in 
a village or rural community. Groups reduce moral hazards because they can 
impose social and economic sanctions on each other better than the bank can 
ever hope to. Also because of the group liability feature members who are 
incentivised to monitor each other, so far as monitoring costs are not excessive 
and do not outweigh their profi ts. 

 We have talked so much about the benefi ts of group-based lending and 
the promise they provided when they became popular in the 1970s. Group- 
based lending is not all that rosy and is associated with some challenges. One 
of this is high costs, which exist in the process of group members monitoring 
each other. In this case monitoring will not be eff ectively undertaken. Also, 
attending regular meetings can be costly in terms of the time spent to get to 
the meeting as well as the time that is spent at the meeting. Frequent and long 
meetings as well as covering long distances to get to meetings have report-
edly led to some people quitting the group-based lending mechanism and 
those who remain probably remain because they have no other option. Th is 
may also partly explain why clients prefer to switch to an individual lending 
scheme once they become more successful. Also, free rider problems can occur 
because some members of the group work hard and are diligent in monitor-
ing whilst others do the opposite. Due to joint liability some members may 
be opportunistic and therefore choose risky projects because of the insurance 
cover provided by the other members of the group. Also clients who genuinely 
cannot repay loans taken are likely to face excessive peer pressure and social 
threats (such as exclusion from the group and other social events) in addition 
to loosing access to future loans. In practice, it can be diffi  cult for sanctions 
(both social and economic) to be applied because of friendships, family ties 
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and other social ties. Finally, the group-based lending mechanism can become 
hopelessly ineff ective if group members decide to collude to defraud the bank. 
Th e MFI can reduce this likelihood by lending to a more diverse group of 
borrowers in a group. Th is is because more similar borrowers have a higher 
likelihood and probability to collude to defraud the MFI.  

6.6.1.2     Village Banking 

 Th e village banking lending model was pioneered by John Hatch an econo-
mist and development expert who formed FINCA in 1984. Other MFIs 
that use the village lending approach include Freedom from Hunger and 
Pro Mujer. Using this approach, neighbours come together in fi nancial sup-
port groups called ‘village banks’. Th e village bank would invite people who 
want loans to come and write their names. Once a certain number has been 
reached, the people on the list are used to form a group. Th e members of 
the group therefore do not choose each other and therefore may not even 
know beforehand who their group members are likely to be. Village bank-
ing groups are made up of between 10 and 50 members who meet regularly 
to provide mutual support. Th erefore, neighbours as a group guarantee 
loans taken by individuals in the group because as individuals they cannot 
raise the necessary collateral that a bank is likely to require. FINCA using 
the village banking approach provides working capital to poor people, most 
of whom are women. Th e village banking approach fosters communalism 
and can invigorate entire communities. Th ough similar to the group-based 
lending approach, in village banking members are placed in the group 
by the village bank and they meet at the head offi  ce of the village bank. 
Armendariz and Morduch ( 2010 ) suggest that, it is still possible for the 
costs associated with lending to large groups of people who have no infor-
mation about each other to be lower compared to utilising an individual 
lending approach. Th is is especially the case with village lending where the 
members are selected by the bank and not by each other and therefore may 
not know each other.  

6.6.1.3     Individual Banking 

 Individual banking is when the MFI lends to individuals and the individual 
is responsible for repaying the loan. In this case, the liability rests on the 
applicant and cannot be passed on to other people. Individual lending is the 
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traditional model employed by banks. Some banks that enter into the micro-
fi nance industry still continue to lend on an individual basis. Most MFIs, 
however, use the group-based lending approach or variants of it. Th ose who 
use the group-based lending approach tend to stick to it whilst those who use 
individual lending approaches also tend to stick to it. Th erefore, most MFIs 
do not mix the various approaches. However, some MFIs such as Grameen 
are beginning to use individual lending approaches. Th is is especially used for 
very successful clients who no longer want to be part of the group they used 
to be. Research fi ndings indicate that, as MFIs clients become more success-
ful, they would rather opt for the individual loans rather than the traditional 
group loans.   

6.6.2     Credit Risk Management Mechanisms of MFIs 

 Information asymmetry occurs when the lender does not have adequate infor-
mation about the borrower. Th e MFI may not have suffi  cient information 
about the loan applicant and this can lead to wrong assessment of the borrow-
er’s credit worthiness. Information asymmetry may result in what are known 
as  adverse selection and moral hazard . 

 Adverse selection is when the MFI makes a mistake by selecting a bad 
borrower or rejecting a good borrower because it does not have suffi  cient 
information about the borrower. Moral hazard is that clients use the loans 
granted to them for a diff erent purpose. For instance, an entrepreneur applies 
for a loan to acquire equipment for his business and ends up using the loan 
to buy a car. 

 Adverse selection and moral hazard have the tendency of increasing the 
MFI’s credit risk. Th at means loan given to a bad borrower who is likely to 
default. A borrower who uses a loan obtained for a diff erent purpose is also 
likely to default. It is therefore necessary to put measures in place that pre-
vents the likelihood of having  lemons  (bad credit risks) whilst actively seeking 
and rewarding  diamonds  (good borrowers). One approach to reducing likeli-
hood of loan default is to demand collateral before lending. However, clients 
of MFIs are mostly not in the position to provide such collateral. Th erefore, 
MFIs have been innovative in using what is known as  collateral substitutes . 
Collateral substitutes include, group-based lending and joint liability, gradu-
ated loans based on prompt payments, frequent collections, compulsory sav-
ings, loan guarantors and referees, regular meetings with clients. 

 MFIs are exposed to several risks in the eff ort to bring fi nancial services to 
the doorsteps of the underprivileged in society. One of the most potent risks 
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that confront MFIs is credit risk. Th is is the risk that loans and advances given 
out will not be paid back by the recipients. Th at is, the loan and interest com-
ponents are not paid back. Also, credit risk occurs even if the loans are repaid 
but are not paid on schedule. Due to the fact that most MFIs do not demand 
collateral, credit risk may be heightened if payments are not made or are not 
made on time. Th e methods discussed help to reduce information asymme-
tries and make it more likely that advances given out will be recovered. Th e 
mechanisms adopted include group-based lending, graduated loan schemes, 
frequent collection of loan instalments, compulsory savings, guarantors and 
referees, and collection of information on clients. 

6.6.2.1     Group-Based Lending 

 MFIs, unlike banks, lend usually through group schemes. In this case, mem-
bers voluntarily choose the people they want to be in their group. Th e group- 
based lending mechanism was pioneered by Muhammed Yunus’s Grameen 
Bank. Grameen gave loans to small groups with a maximum membership 
of fi ve people. Th e group-based lending scheme has now become popular 
among MFIs the world over. Th ere are several advantages of using a group- 
based lending scheme. Th e members of the group screen and monitor them-
selves therefore internalising the screening and monitoring costs. Th e screen 
and monitoring costs are therefore transferred from the MFI to the groups. 
Members will only select other members or want to be in a group with these 
other members because they are of good integrity and they believe they will 
honour their obligations. Th erefore, members of the group screen each other 
before they join a group. 

 Th e MFI can give loans to some members but not all the members of the 
group at a particular time. Th erefore, until members who have received loans 
pay up, other members of the group will not have access to credit. Th erefore, 
the other members who are in line to receive loans have incentives to monitor 
their colleagues and impress on them to pay their loans when they are due. 
Th e members of the group are jointly and severally liable for the loans that 
they take out. Th is reduces the risk for the MFI because if one member of the 
group is going to default, the group as a whole is likely to pay up so that they 
are not cut off  from future credit opportunities. Th erefore the group-based 
lending mechanism can serve to reduce the credit risk that an MFI is exposed 
to. Group-based lending mechanisms are likely to be successful in countries 
that are more social in nature and are based on an extended family system. 
It is instructive to note that such group-based lending practices may not be 
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suitable in a typical European or American city. Th is is because these countries 
tend to value and promote individualism. Th erefore, though the group-based 
lending mechanism has proven successful in Asia and Africa it may not be 
that eff ective everywhere else on the globe.  

6.6.2.2     Graduated Loan Schemes 

 MFIs also use graduated loans also known as progressive lending mechanisms 
to reduce their exposure to credit or default risk. With a graduated loan pay-
ment scheme the amount initially granted by the MFI is very low. Based 
on the repayment record of the client the MFI may increase the amount of 
loans that are granted. Clients that are faithful and religious in payments 
are advanced larger cedi amounts when they next apply for a loan. Th e cli-
ent is therefore motivated to repay as that will entitle them to receive larger 
amounts the next time around. Graduated lending schemes are therefore 
based on repeated lending. It ensures that the MFI gets to know trustworthy 
clients therefore reducing information asymmetry and its associated hazards. 
Th erefore, graduated lending schemes reduce the risk of lending larger sums 
to clients who are not trustworthy and who are more likely to default (bad 
credit risks). Graduated lending programmes are one of the reasons explain-
ing why the majority of the loan portfolio of MFIs is advanced to women. 
MFIs realised that women borrowers are more likely to pay loans advanced 
compared to their male counterparts.  

6.6.2.3     Frequent Collection of Loan Instalments 

 MFIs also use a unique mechanism in terms of collection and repayments. 
Loan repayments are scheduled to be made frequently, usually weekly. Th e 
loans granted therefore become repayable usually after a week when the 
loan has been granted. Also, apart from the frequent collection periods, 
MFIs usually grant loans for shorter durations compared to the durations 
used by banks. Frequent collection periods and short durations therefore 
may mean the loan recipient may have to rely on general income sources 
to settle the loan received. Regular repayments ensure that the amounts 
outstanding are reduced signifi cantly and that the client is not tempted to 
waste free cash fl ows. Such a mechanism instils discipline into clients and 
can help them develop a savings culture. However, such regular payments 
may not be suitable for all businesses. Such regular payments are likely to 
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aff ect start-up businesses. Th is is because the business is unlikely to gener-
ate signifi cant cash fl ows in such short periods to meet loan repayments. 
Th erefore, microfi nance programmes based on such schemes are unlikely to 
promote entrepreneurship in the underprivileged and socially and economi-
cally excluded areas. 

 Also microfi nance programmes based on such repayment schemes are 
unlikely to be suitable for seasonal businesses. Farmers are a good example of 
such seasonal businesses. Th e farmer has to plant and then wait for some time 
before harvesting. Th e major cash fl ows of a farmer are therefore generated 
after the harvesting season. Loan repayments therefore may be diffi  cult prior 
to the harvesting season. Some MFIs have responded by making payments 
more fl exible, though still requiring regular payments. Th erefore a farmer, for 
example, will pay lower amounts during pre-harvest seasons and pay larger 
amounts post-harvest.  

6.6.2.4     Compulsory Savings 

 MFIs may require customers to keep compulsory savings with them. Savings 
schemes may however be voluntary for some other MFIs. MFIs will usually 
require that clients save with them because it reduces their risk and credit 
exposure. Th is is because the savings can be used as collateral for loans that 
have been given out. It must be noted, however, that savings and taking 
deposits from clients are not legal in all jurisdictions. For example until 
May 2008 deposit-taking by MFIs in Kenya was illegal. Deposit-taking 
is legal in countries that pioneered the microfi nance revolution, such as 
Bangladesh.  

6.6.2.5     Guarantors and Referees 

 Also, MFIs may require guarantors and referees for loans that are given out. 
In the case of guarantors they guarantee that if the client fails to pay up, then 
they will make good the debt owed by the client. Referees testify to the good 
behaviour and reputation of the client. Using guarantors and referees can help 
reduce the credit risk of an MFI. Th is is so because guarantors provide a useful 
safety net, whilst the information provided by referees reduces information 
asymmetry problems. Also because the guarantor becomes liable if the client 
fails to pay, he/she is likely to encourage and put pressure on the clients to 
make good their debts to the MFI.  
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6.6.2.6     Collecting Information on Clients 

 MFIs also tend to reduce credit risk by seeking to build solid relationships with 
their clients. Th is enables them to collect and gather valuable information 
that may prove useful in subsequent lending decisions. MFIs also use Know 
Your Client (KYC) procedures to get to know their clients better. Th erefore, 
they visit the homes and businesses of clients to ensure that the information 
with which they have been provided is accurate. During such visits they can 
fi nd out, for example, the integrity as well as reputation of clients from people 
who are likely to have such information, such as neighbours. Relationships 
can also be built by having loan offi  cers and other staff  periodically join the 
meetings of lending groups. At such meetings, the loan offi  cer can learn of the 
diffi  culties that clients are facing. 

 Th ey can also off er advice as to how challenges being encountered by the 
groups can be overcome. Being involved in the activities of clients therefore 
improves the MFIs’ understanding of the business of their clients and this 
assists them in the critical function of monitoring. MFIs may also organise 
training seminars for their clients and groups to acquaint them with vital 
business skills. Such training can be provided on business management and 
basic entrepreneur skills. Th ese training programmes improve the business 
skill sets of the clients involved and therefore make it more likely that clients 
will repay loans granted them.    

6.7     Challenges Affecting Microfi nance 
Institutions 

 Despite the contributions of MFIs to the economies of countries, especially 
the developing ones, there are challenges that seem to hamper the necessary 
impact that they are expected to make. Th e sector’s growth has been slower 
than anticipated due to some constraints and challenges that have tended to 
hinder their operations of the MFIs. Th ese challenges can be identifi ed as 
follows. 

  Lack of Human Capacity     Microfi nance is a specialised area that tends to 
combine banking with social objectives, and capacity requirements to be 
built at all levels, from fi nancial institutions through the supervisory and 
regulatory bodies and information systems, to government development 
entities and donor agencies. However, in most African countries, MFIs often 
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lack the necessary technical expertise to operate eff ectively and effi  ciently. 
Th ere is the lack of expertise on the part of the human capital base of most 
of these institutions, and these shortcomings cause them to perform under 
capacity.  

  Inadequate Infrastructural Support     MFIs also lack the necessary infra-
structure such as electricity, information technology, telecommunication 
and good roads to support their operations. In most cases, the MFIs are 
located in rural areas without the necessary infrastructural base to support 
such institutions. Th e MFIs often experience high cost of operation due to 
the inadequate infrastructure base. Th is is challenging and tends to limit the 
operations of the MFIs whose existence is to support the rural folks who 
do not have access to fi nancial services from the traditional or conventional 
fi nancial institutions.  

  High Risk     Th e level of risk associated with the operations of MFIs is very 
high. We mentioned earlier that MFIs experience information asymmetry 
because they may not have adequate information about the borrower. Th e 
MFI may not have access to documented fi nancial information from the 
potential borrowers, who most often do not keep proper records. Th erefore, 
MFI supervisors are unable to do a good assessment of the credit worthiness 
of their clients in order to extend credit. In addition, considering the intense 
competition among MFIs, they have started expanding and diversifying their 
fi nancial products. Some MFIs are providing individual loans in addition to 
group loans and/or fi xed asset as well as working capital loans. Th ey are also 
growing fast to gain a greater market share and enter new markets. Th ese 
developments result in the MFIs taking on excessive risk, thereby increasing 
their chances of failure.  

  Lack of Coordination     In most developing countries, there appears to be no 
formal body or institution with the responsibility of coordinating all activi-
ties in connection with microfi nance, neither is there a common platform 
or forum for engaging stakeholders of the microfi nance sector on policy and 
programme issues. Th is has resulted in fragmentation, duplication and inad-
equate collaboration among donor agencies, development partners, service 
providers, practitioners and microfi nance clients. In addition, the lack of 
coordination in the microfi nance subsector makes the fl ow of credit informa-
tion on clients diffi  cult. Clients take advantage of this lapse and tend to take 
loans from several MFIs without repaying. Th is is because there is no way they 
can track the credit history of clients.  
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  Lack of Adequate Information and Dissemination     Generally, there is lack 
of adequate information on MFIs, their operations and clients in most 
developing countries. Th ere seems to be no uniformity in the approaches 
and methodology used in obtaining information at the national and insti-
tutional levels, thus making it diffi  cult to centrally monitor progress and 
developments in the sector. Th ere is a lack of a well-defi ned reporting system 
by both the  government and development partners with respect to their 
interventions, and an appropriate database used for decision-making and 
planning is also lacking or is at best inadequate. In addition, the lack of 
common benchmarks, of universal methods required for measuring and 
disseminating information further limit the performance of the sector. 
Th erefore, the lack of adequate and reliable information regarding outreach 
with respect to its depth and breadth remains one of the problems in the 
microfi nance sector.  

  Lack of Adequate Funding     Th ere are essentially three main sources of 
funding for MFIs, including the institutions themselves, government and 
development partners. MFIs mostly experience lack of adequate funding 
and the diff erent sources also come with some conditions, thus distort-
ing the market in some instances. Donor or governmental funding of the 
activities of MFIs is mostly characterised with conditionalities, which hin-
der the smooth operations of the MFIs. Th ere is a general call for the 
need to establish a central microfi nance fund, which MFIs can access for 
on-lending.  

  Weak Regulation and Supervision     In most developing countries, especially 
in Africa, the legal and regulatory framework of MFIs are weak or not in 
existence at all. Due to the absence of the necessary regulatory framework, the 
clients or customers of these MFIs feel unprotected in terms of their dealings 
with these institutions. Th is prevents people from patronising the products 
and services off ered by MFIs. MFIs tend to exhibit diff erent characteristics, 
making it diffi  cult to bring all of them under a single regulatory regime. Some 
MFIs are deposit-taking, while others such as the fi nancial NGOs are not 
deposit-taking. Deposit-taking institutions, for instance, require more strin-
gent prudential regulatory requirements than non-deposit-taking ones do. 
However, in most African countries deposit-taking MFIs appear to come 
under the same regulation, like mainstream depository institutions such as 
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banks and are regulated by the central bank. Such a regulatory arrangement 
does not address the unique circumstances of MFIs.  

  Inadequate Monitoring and Evaluation     MFIs do not currently have ade-
quate capacity to eff ectively monitor and evaluate programmes and activi-
ties. A framework for monitoring and evaluation is also non-existent at the 
national level to direct practitioners on their activities. Th e use of diff erent 
monitoring and evaluation frameworks in diff erent programmes makes it 
 diffi  cult to carry out a comparative evaluation of projects and programmes 
in order to ascertain their impact on the performance of MFIs and their 
clients.   

6.8     Banks and the Microfi nance Market 

 Banks in the past avoided operating in the microfi nance market. However, 
banks in developing countries are currently beginning to consider micro-
fi nance as both a valuable public relations tool and as a profi table venture 
and have started focusing their attention on the microfi nance market. Since 
the early 1990s, there has been a trend whereby mainstream banks have 
found it necessary and desirable to enter the market for microfi nance. Banks 
are fi nding that the level of competition in mainstream banking is increas-
ing and therefore regard microfi nance as a new area of growth and prof-
itability. Competition leads to dwindling margins and therefore banks in 
highly competitive markets may want to enter the microfi nance market. 
Also, the deregulation of markets across the globe has meant that banks can 
charge market interest rates and that the high reserve requirements have 
been relaxed. Also, some NGOs have also entered the microfi nance market. 
Over time, these successful NGOs and other MFIs have gradually evolved 
into regular banks. 

 Th e entry of banks into the microfi nance industry will serve the interest of 
the poor. Banks have a lot to off er and are likely to have competitive advantages 
over traditional MFIs. Banks are well placed to compete in the microfi nance 
market. Banks, for example, have a huge fi nancial base and muscle and there-
fore do not need to rely on funding from donors. Th ey also have large infra-
structure in terms of IT systems and a broad branch network, which is likely 
to be national in nature. Generally, banks that are more oriented towards retail 
banking are more likely to be successful in the microfi nance market compared 
to banks that focus largely on corporate banking. Banks are also likely to have 
good reputation, which is essential in providing fi nancial services of any kind. 
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Also, banks have quality human resources, though these may also turn out to 
be a challenge, because the bank culture that such employees will be used to 
is likely not to be suitable for microfi nance operations. 

 In recognition of the roles that banks can play in the fi ght against pov-
erty, international agencies and donors are providing banks with technical 
support, training on best practices in microfi nance as well as in some cases 
providing ‘cheap money’ to encourage banks to enter into the microfi nance 
market. 

6.8.1     Differences Between Banks and Microfi nance 
Institutions 

 Banks generally operate in a completely diff erent environment than do MFIs. 
Banks have objectives, need policies and capabilities diff erent from those of 
MFIs. For instance, in terms of objectives, banks are mostly profi t oriented 
whereas some MFIs, especially fi nancial NGOs, do not have profi t as their 
motive. 

 Banks usually off er large products and services aimed mainly at corporate 
organisations and individuals in order to earn high returns on their capital. 
MFIs, on the other hand, provide microfi nancial services to micro-enterprises 
and poor borrowers. 

 MFIs tend to provide tailor made services to their clients. Th ey provide a 
doorstep service to their clients because time is of essence to the rural poor 
clients, as most of them depend on small businesses or daily wages for their 
existence. On the contrary, banks would not consider doorstep services as very 
effi  cient in their operations. 

 Clients of banks are usually expected to present collateral in the form of 
landed property or a guaranteed income stream in order to qualify for bank 
loans. Clients of MFIs are mainly low-income borrowers who are not in the 
position to present collateral and therefore do not qualify to access formal 
banking services. Th e MFI therefore relies on collateral substitutes such as 
group-based lending and joint liability, graduated loans based on prompt pay-
ments, frequent collections, compulsory savings, loan guarantors and referees, 
and regular meetings with clients. 

 MFIs usually employ staff  from the local community. Th ey also tend to 
have good knowledge about the local community since they establish a deeper 
relationship with the clients in the community. Banks recruit professionals 
who do not necessarily live in the local community. Th ey do not have the 
same level of closeness with their clients as the MFIs do.  

6 Microfi nance Intervention 137



6.8.2     Complimentary Roles of Banks and Microfi nance 
Institutions 

 Both banks and MFIs can work together to achieve the goals of fi nancial inclu-
sion. Microfi nance is distributed primarily through MFIs (including micro- 
credit banks, NGOs, cooperatives, etc.), to help the rural groups directly. 
Banks have access to huge funds but tend to focus on large borrowers. It is 
more practical, eff ective and effi  cient for banks to lend to MFIs, which will 
in turn on-lend to micro-borrowers. Th e MFIs can thus become the extended 
arms of the banks to achieve the larger objective of fi nancial inclusion, which 
banks fi nd diffi  cult to achieve on their own. 

 Rural clients (would) like to have micro-savings, micro-credit, micro- 
insurance and pension products from one source. So, MFI can play an agent 
role or a point of contact for a bank with the rural masses. It would be more 
commercially viable for banks to deal with the rural poor through MFIs rather 
than opening their own branches. 

 Banks can also appoint MFIs as Business Correspondent for distributing 
their products and services to the rural clients. Th is could be an effi  cient means 
of providing banking services, since the MFIs have a good network outreach. 

 A strong collaboration between a bank and an MFI can be very benefi cial 
for both parties instead of them competing with each other. Such collabora-
tion can result in a win-win situation for both banks and MFIs, as banks 
are looking for a footprint, while MFIs are looking for sources of funding. 
Both parties depend on each other’s strength for their mutual benefi ts. Such 
benefi ts can/will ultimately translate into the economic development of the 
country. Banks and MFIs can have a complimentary role in taking advantage 
of this opportunity by reaching out to the rural clients.  

6.8.3     Approaches to Banks’ Entry into the Microfi nance 
Market 

 In spite of the constraints to banks’ entry into the microfi nance market, they 
can still enter and operate successfully in the microfi nance market. To be suc-
cessful, banks seeking to operate in the microfi nance market must consider 
the following:

•    Design appropriate legal and organisational structures. Th e legal structure 
must address the framework for taking non-traditional collateral or collat-
eral substitutes.  
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•   Adopt appropriate organisational cultures that will increase their chances 
of success in this tough market.  

•   Be innovative in developing new products as well as customising existing 
products to fi t the microfi nance market.  

•   Attract and retain appropriate staff . Signifi cant costs will have to be incurred 
in training new staff . Attracting staff  from MFIs operating successfully can 
also beef up the human resource capabilities of banks’ microfi nance 
outfi t.  

•   Determine by what means and to what extent the bank’s role in the micro-
fi nance industry will be. Th is is a strategic decision as the methodology 
employed will aff ect the success rate of the MFI for a very long time. It is 
also a strategic decision because it aff ects the products and markets that the 
bank will deal in and operate in.    

 Th e approaches that banks can employ in order to enter the microfi nance 
market are classifi ed as direct approaches and indirect approaches. 

6.8.3.1     Direct Approaches 

 Th e direct approaches of entering the microfi nance market involve the direct 
provision of microfi nance services by banks and these include establishing an 
internal microfi nance unit, setting up a specialised fi nancial institution and 
setting up a microfi nance service company. 

  Establishing an Internal Microfi nance Unit     As identifi ed earlier, one 
approach a bank can adopt is to set up an internal unit within the bank. 
Th e microfi nance unit is therefore housed within the bank’s existing internal 
structures and can be linked with other departments of the banks such as 
retail banking. Under this approach, the microfi nance unit is not regarded as 
a separate legal entity, and it is also not regulated diff erently from the bank. 
Such an approach has, however, mostly been found not to be successful. Th is 
is because the unit is likely not to have enough autonomy to succeed. Also, 
the unit will be highly infl uenced by the existing culture of the bank and 
is unlikely to adopt the best practices that have been found to work in the 
microfi nance industry, such as group-based lending. Banks that already oper-
ate in outreach areas are at an advantage. Th is approach is the most labour 
intensive for bank employees, and it is also known as  downscaling . Currently, 
a number of banks have set up internal units that focus on providing fi nancial 
services to MSMEs.  
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  Setting up a Specialised Financial Institution     Setting up a specialised fi nan-
cial institution is also a direct approach by which a bank can directly enter 
the microfi nance market. Th is requires setting up a separate subsidiary as a 
separate legal entity with its own governance and management structures, 
to carry out microfi nance business. Th e subsidiary provides a full array of 
microfi nance services and is therefore licensed and regulated diff erently from 
the bank. It may be fully owned or partly owned by the parent bank. Th is is 
likely to be more successful as it overcomes the weaknesses identifi ed when 
the  microfi nance operation is integrated in the bank’s existing infrastructure. 
Th ough this approach will be more costly because of the separate infrastruc-
ture and the additional bureaucratic structures that will have to be put in 
place, it is likely to be more successful. Th is is because the subsidiary is likely 
to have the autonomy to develop the culture necessary to operate success-
fully in the microfi nance market. Again, such an approach makes it easier 
to develop separate incentive schemes for the loan offi  cers and other staff  
of the subsidiary. Th is approach is also referred to as the Greenfi eld option. 
Unicredit Savings and Loans Company Ltd., a subsidiary of Unibank Ltd., 
and EB-ACCION Savings and Loans Company Ltd., a subsidiary of Ecobank 
Ghana Ltd., are typical examples in Ghana. Rafi ki Microfi nance Bank, a sub-
sidiary of Chase Bank Kenya Ltd. is an example in Kenya. Th ese subsidiaries 
specialise in providing microfi nance services to micro-enterprises.  

  Setting Up a Microfi nance Service Company     Another approach by which a 
bank can directly enter the microfi nance market is by setting up a service com-
pany. Under the service company model, the bank establishes a non-banking 
institution with a separate corporate identity with its own governance and 
management structures. Th e service company provides the bank with support 
services, including credit administration services, whilst the bank provides the 
funding that is required. Th e loans that are given therefore represent direct 
assets of the bank. Th e service company may be fully or partly owned by 
the parent bank. One advantage with this model is that the parent bank can 
involve other equity investors with expertise in the provision of microfi nance 
services. An example in Ghana is the HFC Boafo Microfi nance Services Ltd., 
a service company of the HFC Bank (Ghana) Ltd.   

6.8.3.2     Indirect Approaches 

 Th e indirect approaches of entering the microfi nance market involve work-
ing through existing microfi nance providers and these include outsourc-
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ing microfi nance operations, giving loans to existing MFIs, and providing 
infrastructure and services to MFIs. Each approach has its own advantages 
and disadvantages. We shall discuss the indirect approaches one after the 
other. 

  Outsourcing Microfi nance Operations     One of the indirect approaches that 
a bank can use to facilitate its involvement in the microfi nance industry is 
to outsource its microfi nance operations. In this case, the bank enters into 
a contractual relationship with an existing MFI to perform micro-lending, 
micro-insurance, micro-deposit and money transfer services on its behalf. 
Th e MFI performs these services in return for a share in interest income 
and fees on the products and services provided on behalf of the bank. Th e 
contractual relationship between the bank and the MFI may be structured 
in a way that limits the MFIs from providing services on behalf of other 
banks.  

  Giving Loans to Existing Microfi nance Institutions     Another approach that 
a bank can use is to lend funds to existing MFIs to on-lend. Th at is, the bank 
provides loans to existing MFIs to also lend to low-income clients. Funds 
can be used by the MFI as working and/or lending capital. Th e advantage 
with such an approach is that the bank can enter the microfi nance market by 
relying on an existing microfi nance institution that knows the terrain better. 
Another advantage is that the bank does not have to commit administrative 
and human resources to get involved in the microfi nance market. Th e disad-
vantage with using this approach is that the problem of information asym-
metry is likely to exist between the bank and the MFI that the loan has been 
extended to. Th is is because it may be diffi  cult for the bank to determine the 
actual state or condition of the MFIs such as an NGO engaged in the micro-
fi nance business.  

  Providing Infrastructure and Services to Microfi nance Institutions     Th is is 
an indirect approach where a bank makes its infrastructure and systems 
available to MFIs for a fee or commission. Th e bank, for example, can make 
available its branch network and ATM facilities to the MFI. Th e bank can 
also provide front offi  ce facilities such as teller services and back offi  ce facil-
ities such as cheque clearing and information technology services to the 
MFI. Sometimes the MFI places its own staff  in the branches to serve its cli-
ents. Th e clients may hold accounts with the bank or use the MFI’s account 
at the bank.    
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6.8.4     Factors that Facilitate the Entry of Banks into 
Microfi nance 

 Banks may be encouraged to enter into the business of providing microfi -
nance services. Th e factors that facilitate the entry of banks into the micro-
fi nance market are the policy environment, management commitment, 
administrative mechanism, start-up and funding sources, cost-eff ectiveness, 
human resource management, fi nancial products and services, and the role 
of donors. 

  Policy Environment     A favourable policy environment with respect to the 
fi nancial sector plays an important role in facilitating banks’ entry into 
microfi nance. In a situation where the country is experiencing substantial 
fi nancial liberalisation, banks are more likely to enter into microfi nance 
than in countries where there are still restrictions on interest rates, reserve 
requirements and areas banks can operate in. Financial liberalisation makes 
it possible for banks to charge relatively high interest rates on their micro-
loans and also cover the transaction costs, credit risk and the opportunity 
costs of funds; thus a more liberal policy serves as an incentive for them to 
enter the microfi nance market. Also, a low reserve requirement can encour-
age banks to enter into the microfi nance market. Th e lower the reserve 
requirement, the higher the loanable funds available to banks to lend to 
microfi nance clients.  

  Management Commitment     Th e extent of commitment to microfi nance at 
the top management and corporate board levels of a bank is necessary for 
ensuring the successful microfi nance operations. Th e lack of any solid com-
mitment by the board and management will not help in sustaining the bank’s 
microfi nance operations after a few years. Th ere are clearly diff erences in the 
methodologies adopted by MFIs and mainstream banking and therefore 
microfi nance methodologies may not be appropriate for banking operations. 
Also, in cases where the microfi nance operation is in competition with other 
divisions or units of the bank for resources, priority is often given to the other 
units. Th erefore, a strong management commitment is necessary for microfi -
nance business of the bank to succeed.  

  Administrative Mechanism     Th e type of administrative mechanism employed 
is also very important. Th ere are a number of administrative structures banks 
often use to carry out microfi nance operations and these are:
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    (a)    Fully-independent retail centres which are affi  liated to the bank but have 
their own lending policies, staff  and information systems that report to 
the larger bank.   

   (b)    A system where the bank provides loans through NGOs that serve as 
intermediary by also on-lending to micro-enterprise clients.   

   (c)    Semi-independent microfi nance units providing loans directly and/or 
having specialised desks in each bank branch, with an assigned microfi -
nance credit offi  cer. Under this structure, administrative and fi nancial 
functions are integrated into the main bank.   

   (d)    Fully integrated operations, wherein credit offi  cers of the banks also han-
dle micro-enterprise clients. Th e fi nancial and administrative systems 
tend to be fully integrated into the bank.     

 Banks are mostly interested in an administrative structure that allows 
them to provide microfi nance services through a separate window or 
bank branch offi  ce focusing on only microfi nance clients. Th is separa-
tion is useful as it enables both personnel of the bank and the clients 
to clearly distinguish between the services involved in mainstream bank-
ing and microfi nance. In addition, banks with specialised independent 
microfi nance units or subsidiaries are better at instituting separate lending 
policies for their microfi nance business. Th e microfi nance unit is there-
fore able to operate independently without being infl uenced by the parent 
bank.  

  Start-Up and Funding Sources     Start-up and funding sources are also an 
important factor to consider. Th e ability of the bank to raise the required 
funding for its microfi nance operations will facilitate its entry into the 
microfi nance market. Th e willingness of the bank for instance to use its 
resources to subsidise microfi nance operations by covering operating cost, 
and its ability to access donor funds, make it easier for the bank to enter 
the microfi nance business. Generally, where the start-up and operating cost 
can easily be covered with available resources, this may make microfi nance 
attractive for banks.  

  Cost-Eff ectiveness     Cost-eff ectiveness also infl uences a bank’s entry into the 
microfi nance market. Banks consider the costs of providing microfi nance in 
relation to the profi tability. It is easier to clearly see the costs of the micro-
fi nance operation when the microfi nance operation is separated from the 
mainstream banking activities. Th e income and expenses of the microfi nance 
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operation should be considered diff erently in order to ascertain the cost- 
eff ectiveness of microfi nance activity. When the cost is lower in comparison 
with profi ts, microfi nance will be attractive for banks to consider as an area 
of business.  

  Human Resource Management     Microfi nance services are labour intensive 
in nature and this poses a key challenge to banks in terms of the recruitment, 
training and motivation of staff . Most banks often prefer to recruit personnel 
outside the main bank for their microfi nance operations and will typically 
hire fresh university graduates with little experience. Th ese young graduates 
are better able to learn the special mission and practices of the microfi nance 
business. A performance-based incentive system used in microfi nance for loan 
offi  cers can create tension between microfi nance staff  and bank staff , since 
loan offi  cers of the bank do not enjoy such bonus remuneration. Some banks 
have tried to manage this tension by largely keeping salaries at similar levels 
for both groups of staff . Th ey ensure that salaries and other incentives of/for 
microfi nance staff  do not exceed salaries of other bank staff . Some banks also 
give the same incentives meant for microfi nance staff  to all bank staff , thus 
eliminating any avenue for tension.  

  Financial Products and Services     Largely, fi nancial products and services pro-
vided by banks are diff erent from those provided by microfi nance, though 
there might be some similarities. Banks that are able to adjust and modify 
their products and services to suit the microfi nance market are more likely to 
excel in their microfi nance operations. Th is calls for banks to be able to insti-
tute some microfi nance techniques and innovations. It is important for banks 
to modify their procedures and tailor their products and services in order to 
make them more attractive and suitable for clients of microfi nance. Th e easier 
it is to tailor these banking products and services, the easier it is to fi nd/make 
microfi nance attractive.  

  Role of Donors     Donors play an important role in infl uencing banks to 
venture into the business of microfi nance. Donors, for instance, can impress 
on governments to remove restrictive fi nancial regulations, such as interest 
rate ceilings, tight reserve requirements and targeted credit schemes. Th ese 
changes are helpful for microfi nance providers to operate in a more open 
and competitive market so they can cover operating costs, risks and oppor-
tunity costs of capital. Donors can also support banks to enter into the 
business by providing funding and free technical assistance. Such assistance 
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from donors can be very useful in facilitating banks’ attempt to enter into 
microfi nance.   

6.8.5     Benefi ts of Banks’ Entry into Microfi nance 

 A number of benefi ts can accrue to banks for entering into the microfi nance 
market. One of the benefi ts is the fact that it opens a huge unexplored mar-
ket. Banks’ entry into the microfi nance business opens up a huge unexplored 
 market. Such banks are able to provide other banking services that they did 
not previously provide. For instance, a bank that focused on corporate bank-
ing can now provide retail banking by entering into microfi nance. 

 Another benefi t is that it creates a pool of bankable customers. Banks that 
enter into microfi nance can build a good pool of microfi nance customers who 
can later become customers of their mainstream banking services. Th rough 
the provision of microfi nance services to the poor and micro-enterprises, the 
bank is able to grow these poor borrowers who can become good customers 
to the bank’s mainstream banking services. 

 Also, banks’ entry into microfi nance brings about growth and diversifi ca-
tion of banks’ portfolio. We know from investment fundamentals, that by 
diversifying your investment portfolio, you are able to reduce your risk and 
increase your returns. By entering into the business of microfi nance, banks 
are able to diversify their investment and as a result minimise their risk and 
maximise their returns. 

 Bank can leverage their human and infrastructure resources to enter into 
microfi nance. Banks tend to have a strong human resource and infrastructure 
base. Th ey already have experienced bank staff , offi  ce building, IT systems, 
broad branch network and so on. Th ey therefore leverage on these to pro-
vide microfi nance services to low-income customers. Considering that banks 
already have such infrastructure, they may be in a better position to provide 
more effi  cient microfi nance services. 

 Another benefi t is that it enhances banks’ corporate image. Th rough the 
provision of microfi nance services, banks are perceived as good corporate 
citizens that are also interested in serving the poor and micro-enterprises. 
We have learnt that low-income earners and micro-enterprises generally 
have diffi  culties in accessing mainstream banking services because of their 
inability to satisfy lending requirement. Th erefore, banks that seek to serve 
the interests of such low-income borrowers tend thereby to enhance their 
corporate image.  
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6.8.6     Constraints to Banks’ Entry into the Microfi nance 
Market 

 Th ough banks may have special advantages that may make them successful 
as providers of microfi nance services, there are several constraints that have 
prevented banks from entering the microfi nance market. We discuss these 
constraints in the following paragraphs. 

  High Credit Risk     A microfi nance operation is associated with high credit 
risk. Poor borrowers do not present adequate information about themselves, 
and they also lack the necessary collateral to qualify for loans, therefore 
increasing the credit risk. Credit risk is generally high when lending to bor-
rowers who do not have regular cash fl ows, cannot provide collateral and can-
not provide fi nancial statements and forecasts of future performance. A bank 
is likely to expose itself to signifi cant credit risks by entering into the market 
for microfi nance services. Banks recognise that the microfi nance market is 
risky compared to what they are used to. In mainstream banking, the credit 
risk is lower because banks require adequate information and collateral from 
their borrowers before they extend credit. Th erefore, bankers would want to 
avoid the microfi nance market due to the high credit risk associated with 
micro-lending.  

  Lending Methodology     One of the main constraints that banks are likely to 
encounter is that the lending methodologies used in traditional banking are 
not necessarily suited to providing fi nancial services to micro-enterprises 
and the poor. In fact banks are likely to avoid this group of clients. Th is 
is because banks are unlikely to have the appropriate screening and moni-
toring mechanisms to provide small loans to such poor borrowers. Most 
banks that have entered the microfi nance market tend to continue to rely 
on individual lending. Th e popular mode of lending by traditional MFIs 
is through the group- based lending approach and this has received wide 
recommendation among various stakeholders. It is also important to note 
that whilst traditional bank lending appreciates the role of collateral, MFIs 
usually do not rely on collateral but rather on collateral substitutes and the 
good reputation of the client or borrower. Microfi nance is a specialised area 
and may require banks to be innovative in adopting the appropriate lend-
ing methodology. Most banks, however, lack the skill and lending meth-
odology to reach and retain low- income clients who need micro-credit or 
small loans.  
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  Cost-Eff ectiveness     Provision of microfi nance services, by nature, is more 
expensive compared to conventional banking services. It can be very expen-
sive to process several small loans and mobilise deposits on a small scale. Th e 
transaction costs associated with granting small loans is usually the same as 
giving large loans and therefore the per unit transaction cost is higher in the 
case of the small loans. For example why should a bank grant very small loans 
of about US$600, which costs the same as giving a loan of US$400,000? Th us, 
banks cannot provide microfi nance services by using their traditional bank 
mechanisms with the related overhead structures, which makes it  diffi  cult for 
them to operate at lower costs, increase the productivity of staff  and expand 
their micro-loan portfolio.  

  Pricing     Banks may initially encounter some diffi  culty, from a public rela-
tions point of view, in increasing the price of their loans for poor borrowers. 
Without appropriate pricing, the bank will not be able to make any profi t 
from microfi nance and therefore that aspect of its business will not grow 
within the bank. Usually, the conventional bank pricing models may not be 
appropriate for microfi nance operations that typically involve small transac-
tions. Th erefore, the conventional pricing model may not give a true refl ec-
tion of the profi tability of microfi nance. In order to price a microfi nance 
product more correctly, it is useful to have a sense of the market prices quoted 
by other microfi nance providers, as well as their product’s cost structure. 
Where the bank does not have a good understanding of the pricing models 
in microfi nance operation, it will constitute a constraint to their entry into 
the area.  

  Institutional Commitment     Banks that may show interest in the microfi -
nance market may be doing so, not based on their institutional objective, but 
based on the recommendations of some visionary board members. Th e main 
goal of banks is to make profi ts and deliver value to shareholders. Th e goal of 
a bank is more profi t oriented compared to MFIs, which have a twin objec-
tive of profi ts and making a social impact. Th erefore, the level of social com-
mitment that is required to operate in the microfi nance market is unlikely 
to be seen in the case of banks. Th e board of the banks must therefore be 
very interested in microfi nance and champion this course in a bank. If such 
a commitment is not there, banks may not enter the microfi nance market. 
Also, there are opportunity costs with operating a microfi nance business. Th e 
microfi nance unit of the bank may have to compete with other divisions of 
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the bank for scarce resources and therefore without that institutional commit-
ment, the microfi nance unit will not survive.  

  Organisational Structure     A bank’s organisational structure may also limit 
its ability and its success rate in its microfi nance programme. Formal or tra-
ditional banks tend to operate a centralised system. However, operating a 
microfi nance programme within this centralised system is likely to prove 
problematic. Operating a microfi nance unit may require that the bank’s 
organisational structure be designed in such a way that the microfi nance 
 outfi t operates as a separate subsidiary. Th e main constraint is that banks fi nd 
it diffi  cult to integrate microfi nance within the structure of a bank that does 
not focus on providing fi nancial services to low-income clients. We will return 
to this discussion when we look at approaches banks can adopt to enter the 
microfi nance market in the next section.  

  Human Resources     Bank must be able to attract, train and retain quality 
and specialised staff  in its attempt to penetrate the microfi nance market. 
Attracting such specialised staff  from existing MFIs that are operating suc-
cessfully can serve to complement the bank’s microfi nance human resources. 
Some banks fi nd that employing and training fresh graduates from universi-
ties may be useful since this staff  group will not have been exposed to the 
traditional banking culture, which can be a hinder to the microfi nance opera-
tion. Banks will have to incur high costs to train staff  so that they can oper-
ate eff ectively and effi  ciently in this market niche. Apart from the problem 
of attracting the right personnel and training them, designing performance-
based incentives is also critical. Issues regarding recruitment, training and 
designing performance- related incentives are very essential and therefore need 
to be properly considered.  

  Socio-Economic and Cultural Barriers     Th e culture prevailing in a bank 
can lead to top management and mid-level management not really under-
standing and appreciating how microfi nance works. Th e culture prevail-
ing in a bank is likely to be very diff erent from the culture that pertains 
in MFIs. Underestimating the subtle operations of this culture diff erence 
is likely to lead to disaster for a bank that does not appreciate these dif-
ferences. Due to the cultural and economic circumstances of low-income 
clients, they may feel reluctant to approach a bank. Th is may partly be due 
to the fact that, poor and rural folk are likely to be illiterate and therefore 
are likely to fi nd interactions with banks and the use of modern banking 
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delivery mechanisms (such as ATMs) diffi  cult. Challenges are likely to 
occur as the bank changes its systems, processes and procedures to serve 
the microfi nance market. It can usually take about three or more years for 
a bank to actually get its microfi nance programme running effi  ciently and 
profi tably.  

  Regulatory Compliance     Another constraint that banks may encounter 
in the microfi nance market is inadequate and inappropriate regulations. 
Such inadequate and inappropriate regulations may prove problematic for 
a bank, especially since the operations of a microfi nance unit may need dif-
ferential regulations or regulatory regimes. It certainly may not be subject 
to the same regulations as the mainstream banking division. Th erefore, 
complying with the reporting and regulatory requirements in order to 
refl ect the bank’s microfi nance operations may require new procedures 
altogether.    

6.9     Summary and Conclusions 

 In this chapter, we discussed microfi nance intervention. We mentioned that 
microfi nance is the provision of fi nancial services to low-income clients and 
micro-enterprises that often do not have access to formal banking services. 
Th ese fi nancial services include the provision of micro-credit, micro-savings, 
micro-insurance and funds transfer services. 

 We also examined the important of microfi nance in a number of respects, 
including improved economic activities and job creation, asset building, 
assisting microfi nance clients to manage their risk, smoothing consumption 
level, improvement in education levels among the poor, promotion of gender 
equality and women’s empowerment, and reduction in child mortality and 
improved health and nutrition. In spite of the benefi ts of microfi nance, there 
are criticisms associated with microfi nance and these include lack of knowl-
edge about microfi nance services, inability of the poor to off er a marketable 
collateral for loans, perceived high risk associated with lending to the poor, 
high transaction costs involved in small loans and high interest rates. 

 Th e chapter also examined the operation of MFIs. We defi ned MFIs as 
institutions that provide microfi nance services and they are generally con-
sidered a subset of alternative fi nancial institutions. Th ey provide fi nancial 
intermediation services, social intermediation services, enterprise develop-
ment services and social services. Considering the important role MFIs play, 
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it is essential that they are operationally and fi nancially sound. Th e mea-
sures used to measure the sustainability of an MFI include the SDI, the OSS 
ratio and the PAR measure. Th ese dimensions measure subsidy dependence, 
operational sustainability and fi nally, fi nancial sustainability. Th ere are sev-
eral factors that determine whether an MFI is likely to succeed or fail in 
its endeavour to provide fi nancial services to low-income earners, and these 
include leadership quality, talented staff , innovative products and services, 
a reliance on subsidies, sound fi nancial management, a diversifi ed clientele 
base and regulation. 

 We looked at the lending models and credit risk management mecha-
nisms used by MFIs. Th e lending models adopted by MFIs are group-based 
 lending, village banking and individual banking. Th e group-based lending 
model is based on the MFI lending to members in a group but the entire 
group is liable if a single member of the group defaults or does not pay the 
loan that has been taken. In this case, members of the group are jointly liable 
for paying back the loan. If a single member of the group defaults, the MFI 
has the right to restrict future credit to the entire group until they pay up. 
Th e village banking model is based on invitation to people who want loans 
to come and write their names. Once a certain number has been reached, the 
people on the list are used to form a group for the loan. Individual banking 
is when the MFI lends to individuals and the individual is responsible for 
repaying the loan. In the process of lending to clients, MFIs face credit risk, 
which needs to be properly managed. Th e mechanisms adopted by MFIs in 
managing their risks include group-based lending, graduated loan schemes, 
frequent collection of loan instalments, compulsory savings, guarantors and 
referees, and collecting of information on clients. Th e growth of MFIs has 
been slower than anticipated, because of some constraints and challenges that 
have hindered their operations and these include the lack of institutional and 
human capacity, inadequate infrastructural support, high risk, lack of coor-
dination, lack of adequate information and dissemination, lack of adequate 
funding, weak regulations and supervision, and inadequate monitoring and 
evaluation. 

 In this chapter, we also examined banks’ participation in the microfi nance 
market. Banks in the past tended to shy away from providing microfi nance 
services, but in recent times, they are beginning to consider microfi nance as 
a viable area of business. Th ere are direct and indirect approaches banks can 
adopt in entering the microfi nance market. Th e direct approaches include, 
establishing an internal microfi nance unit, setting up a specialised fi nancial 
institution, and setting up a microfi nance service company. Th e indirect 
approaches include, outsourcing microfi nance operations, giving loans to 
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existing MFIs and providing infrastructure and services to MFIs. Th e factors 
that facilitate banks’ entry into the microfi nance market include the policy 
environment, management commitment, administrative mechanisms, start-
 up and funding sources, cost-eff ectiveness, human resource management, 
fi nancial products and services, and the role of donors. Th e benefi ts banks 
can derive by entering into the microfi nance business include: opening a huge 
unexplored market, creating a pool of bankable customers, bringing about 
growth and diversifi cation of banks’ portfolio, leveraging banks’ human and 
infrastructure resources, and enhancing the banks’ corporate image. Th ough 
banks may have advantages that may make them succeed as providers of 
microfi nance services, they are constrained by a number of issues, including 
high credit risk, lending methodology, cost-eff ectiveness, pricing, institutional 
commitment, organisational structure, human resources, socio-economic and 
cultural barriers, and regulatory compliance. 

  Discussion Questions and Problems 

     1.    Discuss the importance of microfi nance for micro-enterprises.   
   2.    What are some of the problems associated with microfi nance?   
   3.    Describe the products and services MFIs provide.   
   4.    Discuss the functions of MFIs in small business development.   
   5.    Discuss the factors that aff ect the success and sustainability of MFIs.   
   6.    Explain the lending models used by MFIs in extending credit to 

micro-enterprises.   
   7.    Discuss the signifi cance of group lending in microfi nance.   
   8.    Explain the credit risk management mechanisms used by MFIs.   
   9.    Discuss the challenges confronting the growth of MFIs in Africa.   
   10.    Th e issue of regulation has been identifi ed as a major challenge confront-

ing MFIs in Africa. Discuss this issue with specifi c examples.   
   11.    Identify fi ve basic diff erences between banks and MFIs.   
   12.    How can MFI complement the functions of banks?   
   13.    Discuss the approaches banks can adopt in operating in the microfi nance 

market.   
   14.    Identify the factors that infl uence banks’ entry into the microfi nance 

market. What are the benefi ts to a bank that decides to provide microfi -
nance services?   

   15.    What are the challenges confronting banks that wish to enter the micro-
fi nance market in Africa?   

   16.    Consider the following fi nancial data of Leery Microfi nance Limited:    
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   Compute the SDI, OSS and PAR of Leery Microfi nance Limited. What do 
the numbers represent?         

  Table A.6.1    Financial data of Leery Microfi nance Limited   

 Details  US$ 

 Operating income  275,000 
 Financial expense  47,000 
 Net impairment loss, gross loan portfolio  53,000 
 Operating expense  122,000 
 Gross loan portfolio  125,000 
 Delinquency + 1 month or more  14,000 
 Net subsidy  26,000 
 Interest rate charged on loans = 18 % 
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    7   
 Public Sector Interventions and Small 

Businesses                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    explain the channels through which government supports small businesses  
•   explain the rationale for public sector interventions  
•   discuss the role of the public sector in MSME development  
•   identify government- and donor-supported funding schemes     

7.1     Introduction 

 Considering the important role played by MSMEs in the economic develop-
ment of countries, governments, through their public sector, provide support 
and also implement policies and programmes aimed at improving the eco-
nomic environment and opportunities for MSMEs. 

 Prior eff orts to promote MSMEs in developing countries focused mainly 
on direct assistance programmes, which were typically started by state or 
parastatal agencies. In the late 1960s, for instance, Kenya and Tanzania were 
part of the fi rst African countries to have established industrial estates, while 
governments in Botswana, Kenya and Ghana, had also introduced entrepre-
neurial training programmes to support the development of MSMEs in their 
respective countries. 

 Th ese eff orts, however, were not in tandem with general industrialisation 
policies laid down in the development plans of these countries. Th ese were 



welfare considerations that rather dominated economic effi  ciency, resulting 
from the polarisation of policy-making that separated the MSME sector devel-
opment from mainstream industrial policies. MSMEs consequently became 
potential employment generators, means of achieving an evenly distributed 
growth across regions as well as addressing the issue of the concentration of 
economic power by larger fi rms. In the 1980s, MSME development was seen 
as a strategic initiative tied to the policies aimed at mitigating the negative 
impact of structural adjustment. 

 Th e type of support and the rationale for these support initiatives have, 
however, changed over time. Th is chapter discusses public sector interven-
tions in the support of MSMEs. We fi rst discuss the channels through which 
government provides support for MSMEs. We then discuss the rationale 
for such interventions and the role of the public sector in MSME develop-
ment. We also discuss key policy choices with respect to entrepreneurship 
and SMEs and we discuss the government and donor support programmes 
for MSMEs.  

7.2     Channels of Government Support 
for MSMEs 

 Governments provide support to SMEs in three principal ways. Th ese chan-
nels include measures aimed at infl uencing enterprise behaviour and improv-
ing the environment for MSMEs and the support provided by intermediary 
agencies in the promotion of inter-fi rm linkages and networking, and sup-
port also through the government’s role in the development of the fi nancial 
systems aimed at increasing MSMEs’ access to fi nancing. Th ese channels are 
discussed in turn. 

7.2.1     Measures Aimed at Infl uencing Enterprise 
Behaviour and Improve Environment for MSMEs. 

 Government can provide support for MSMEs by instituting diff erent incen-
tive schemes such as taxes and subsidies, relaxing regulatory requirements 
and procurement policies. Taxes and subsidies have been used to facilitate 
the linkages between large and small enterprises and also to encourage sub-
contracting between multinational companies and MSMEs. Tax and subsidy 
schemes are given to large fi rms who create business opportunities that benefi t 
MSMEs. Subsidies are also used to provide direct support to MSMEs in the 

154 Entrepreneurial Finance for MSMEs



areas of R&D and training in marketing and fi nance. Subsidies can be used to 
encourage MSMEs to take part in trade fairs. In Brazil for instance, govern-
ment covers half of trade exhibition costs for small enterprises. Procurement 
policies can also be used by Government to support MSMEs. Special con-
tracts can be off ered to small businesses or MSME associations. Th e use of 
procurement policies by government to support MSMEs is commonly used 
in India and Brazil.  

7.2.2     Support Given to Intermediary Agencies 
to Promote Inter-Firm Linkages and Networking 

 Another channel of government support for MSMEs is through the provi-
sion of support to intermediary agencies. Th ese included state and private 
agencies that help in the promotion of inter-fi rm linkages and networking. 
Government support for the MSME sector has largely focused on improv-
ing infrastructure and institutional support. Governments and other inter-
national agencies have paid particular attention to the development of the 
framework required for ensuring fair competition. Governments also support 
the development of intermediary agencies, including private associations. For 
example, the Brazilian Micro and Small Business Support Service in Brazil, 
the Technical Co-Operation Service funds and the Development Partnership 
Projects in Chile are set up by the governments to encourage participation of 
the public and private sectors.  

7.2.3     Government Policies to Encourage Financial 
Institutions to Provide Support for MSMEs. 

 Governments play a very important role in the development of the fi nancial 
system designed to provide fi nancial services to small businesses. Th e role of 
the government in the fi nancial system has an impact on fi nancial institutions 
in providing these fi nancial services. Governments can therefore participate 
in various ways in order to motivate fi nancial institutions to increase their 
involvement in the provision of fi nancial services to MSMEs. Government’s 
role can be seen in terms of formulation and implementation of policies and 
regulations targeted at improving access to fi nancial services, and in liber-
alising interest rate to allow fi nancial institutions such as MFIs to charge 
commercial rates so they can operate more competitively. Government can 
intervene by allowing state-owned banks, for instance, to focus on fi nancing 
MSMEs. Government can also support fi nancial institutions with subsidies 
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that can increase the number of MSMEs they can extend credit to at lower 
cost. Such support from government increases fi nancial institutions’ partici-
pation in the provision of fi nance to MSMEs.   

7.3     Rationale for Public Sector Interventions 

 Th e reasons for public sector interventions in assisting the MSME sector are 
varied. Th ese interventions are geared towards improving the business envi-
ronment, assisting MSMEs meet fi nancing requirements, making the fi nan-
cial system more accessible to MSMEs and increasing the supply of fi nance 
through the non-fi nancial private sector. We discuss these issues one after the 
other. 

7.3.1     Improving Business Conditions 

 Th e public sector intervenes to improve business conditions for MSMEs in 
their operations by ensuring an enhanced information environment, an eff ec-
tive legal system and an effi  cient fi scal regime. Proper information is very 
important for investors and lenders in assessing the economic viability of 
fi rms. Th is can be achieved by adopting clear accounting standards, setting 
up independent, competent and reputable accounting fi rms, and creating 
appropriate credit bureaus to supply data on the solvency of fi rms. An eff ec-
tive legal system through commercial law reforms can help settle contract 
disputes, clarify land titles and also ensure eff ective bankruptcy procedures, 
which are important for the growth of the business sector. An effi  cient tax or 
fi scal regime will either encourage MSMEs to enter the formal sector of the 
economy or keep them out of it. Governments can also ensure prompt pay-
ment to MSMEs for public contracts, since such public contracts are critical 
to the fi nancial security of MSMEs.  

7.3.2     Providing Guarantees for MSMEs 

 Governments through the public sector, guarantee loans on behalf of MSMEs. 
Th is may include guaranteeing the payment of principal and interest in whole 
or in part, in the event that the borrower defaults. By providing such guar-
antees, government assures lenders of the viability of the MSMEs and repay-
ment of the loans. Governments have thus set up guarantee funds to ensure 
repayment of loans extended to MSMEs in case of default. Example is Exim 
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Guarantee in Ghana, which provides Government guarantee to external 
fi nanciers who advance funds to Ghanaian fi rms. Th e terms of such facilities 
require the provision of a guarantee from the Government. However, in sev-
eral countries, especially in Central Africa, the provision of guarantee has not 
been successful, given that this has resulted in less rigorous choice of invest-
ment projects and a lower debt recovery rate. Some MSMEs may default 
because they know government will come to their aid in terms of repaying 
the debt.  

7.3.3     Making the Financial System Accessible to MSMEs 

 MSMEs have traditionally had diffi  culty in accessing fi nance from the formal 
fi nancial system. Governments have therefore attempted to address this chal-
lenge by opening up the formal fi nancial sector. Some countries, like Kenya, 
have addressed the issue of lack of fi nance by supporting the growth of smaller 
banks. Th e Philippines and Ghana governments, for instance, have encour-
aged the setting up of rural and community banks in order to address the 
problem MSMEs and rural communities face in accessing formal fi nancial 
services from mainstream fi nancial institutions. In South Africa, two diff er-
ent laws were passed in 2005 to expand the banking system to cover savings 
and loan institutions (second-tier banks) and co-operative banks (third-tier 
banks), while relaxing banking regulations for new entrants so that these 
banks could be free in granting loans. In many countries, banks have also 
encouraged the setting up of micro-credit services so as to serve the small 
business sector that hitherto has had limited access to fi nancing.  

7.3.4     Expanding the Supply of Finance Through the Non- 
Financial Private Sector 

 Th e interdependence between MSMEs, large fi rms and sectoral ‘clusters’ is 
also a major source of funding, especially in Asia and Latin America. Large 
fi rms can assist MSMEs acquire fi nance more easily by transferring resources 
and also by guaranteeing MSME solvency with fi nancial institutions. MSMEs’ 
linkages with major fi rms can also assist them obtain export credits, which is 
regarded useful in, for example, Zambia’s agro-processing industry. Clusters 
of MSMEs assist member fi rms to collectively pursue sources of fi nance, pro-
vide collective guarantees or even set up their own fi nancial entity. Th e threat 
of exclusion from the cluster ensures that member fi rms keep their prom-
ise, allowing the network to overcome the weaknesses in the legal system. 
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Frequent interaction with fi nancial authorities and the role of reputation in 
the cluster can enhance the confi dence between member fi rms and fi nancial 
institutions, therefore making it easier to obtain loans on favourable terms. 
Member fi rms working together can also obtain supplier credits or borrow 
from other member fi rms when the need arises, thus, reducing overall costs. 
Such clusters tend to be common in Nigeria, Kenya, Tanzania, Zimbabwe 
and South Africa.   

7.4     The Role of the Public Sector in MSME 
Development 

 Th e role of the public sector in the development of MSMEs include creating 
an enabling regulatory environment, improving access to fi nance and provid-
ing business development services (BDS). 

7.4.1     Creating an Enabling Regulatory Environment 

 Th e business environment in which fi rms operate plays a signifi cant role 
in the performance of businesses. It is expected that stable macroeconomic 
indicators, an open trade and investment regime, and a competitive fi nancial 
sector will provide the enabling environment for a vibrant private sector. A 
well-developed physical infrastructure, including transportation, warehous-
ing and port facilities, and modern information and communication technol-
ogy are necessary for expanding markets and facilitating business transactions 
throughout the productive sector. Investments in social infrastructure such as 
education and health are also crucial in building the capabilities of the work-
force in the productive sector. However, there are some aspects of the business 
environment that are particularly importance to MSMEs’ competitiveness, 
and these include those that aff ect market access, the cost of acquiring infor-
mation, transactional effi  ciency and risk, and the fi xed costs of doing business. 
In most countries, these MSME-specifi c aspects of the business environment 
include barriers to entry, expensive and time-consuming regulatory require-
ments, including licensing and registration. 

 In order to give MSMEs a clearer understanding of relevant laws and 
regulations, ensure that their legal rights are protected and enhance their 
competitiveness and ability to adapt to changes in the law, and that govern-
ments actively work to create a legal and regulatory environment conducive 
to MSME innovation and to the growth of the MSME sector as a whole. 
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To this end, the public sector coordinates the revision of various laws and 
regulations related to MSME activity, while also providing MSMEs with legal 
information and consulting services, and undertaking studies and surveys on 
MSME development policy, with the underlying goal of building a favour-
able environment for MSMEs to operate in. Th is also involves ensuring the 
stability of the legal, political and policy framework and assuring MSMEs 
that, government will not unfavourably alter the basic conditions underlying 
their business decisions. 

 Next is the publicity of the rules and laws to enable MSMEs to have access 
to applicable laws that govern their operations. Th ere is also the need to ensure 
clarity and certainty of the legal framework. Th is allows MSMEs to appreciate 
which laws are relevant to their situation. Predictability in the application of 
the law reduces the risks associated with changing interpretation, implemen-
tation or law enforcement. Governments also work towards ensuring fairness, 
the possibility of legal options and due process, thus providing access to inde-
pendent recourse and mechanisms for settling disputes. 

 In helping to open access to markets and to accelerate market development 
for MSMEs, the creation of an enabling regulatory environment includes the 
formulation of a competition policy, licensing and registration requirements, 
administrative fees, commercial transaction laws, intellectual and commercial 
property rights, tax and labour legislation, government procurement laws and 
fl exibility in the implementation of regulations. Creating an enabling regula-
tory environment also means investing in public goods, as well as building 
institutional capacity through investing in infrastructure (transport, ware-
house and ports, market facilities, information and communications tech-
nology), provision of information (on markets, standards, technologies), 
monitoring of MSME performance and impact of policies and interventions 
as well as public/private partnerships at the local level to improve the business 
environment.  

7.4.2     Improving Access to Finance 

 Th e limited access to fi nancing and the high cost of credit have often been 
cited as constraints to MSMEs’ growth and competitiveness. Th is is attrib-
uted to the transaction cost as well as the high risk associated with providing 
credit to MSMEs. Lenders fi nd it diffi  cult to assess the credibility of the 
information provided by MSME borrowers. Again, it is diffi  cult for lenders 
to ensure that the terms of the contract are adhered to by these MSMEs. 
Th e lenders also fi nd it diffi  cult to manage risk since they do not have the 
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appropriate risk management instruments. Usually, the burden of capital 
adequacy, as well as other supervisory requirements that penalise banks for 
lending to enterprises that do not have traditional collateral, also tends to 
compound the situation. 

 Governments supply credit to MSMEs through the fi rst-tier development 
banks and second-tier credit facilities channelled through banks and other 
fi nancial institutions in the traditional approach to MSME development. 
Also, governments have helped through portfolio requirements to banks and 
credit guarantee schemes to assist these MSMEs. In the past, MSMEs ben-
efi ted from subsidised interest rates and guarantees. Th is still exists in many 
countries in recent times. To some extent, this presumes that the main con-
straint to MSMEs fi nancing is the high cost of credit; however, there is evi-
dence that MSMEs are more concerned about access to credit than its cost. 
Th e importance of state-owned banks in fi nancial markets of developing and 
emerging countries may be as a result of the traditional approach of subsidised 
credit. 

 Th e fundamental objective of directed and subsidised credit programmes 
is to increase the access of small enterprises to fi nancial services, however, 
very little have been achieved by these programmes. On the contrary, these 
programmes impede the sustainable development of the fi nancial institu-
tions and rather enhance a ‘non-repayment culture’ among enterprises. 
Ex-post subsidies are pushed higher as a result of low rates of loan recovery 
than what are intended in credit programmes. Th ere is also then a distortion 
in the fi nancial market due to credit subsidies, since they do not encourage 
fi rms to use  non- credit forms of fi nancing. Th e traditional approach has not 
helped in dealing with the basic problems that increase the cost of credit and 
make banks unwilling to give credit to MSMEs: that is, the real or perceived 
transaction cost and the high risks associated with commercial lending to the 
small-scale segment of the market. 

 A market-oriented strategy, aimed at increasing the fi nancing accessibility 
of MSME focuses on lowering the transactions costs and risk of this seg-
ment of the market, enhancing the fi nancial institutions’ capacity to serve 
smaller clients and promoting healthy competition in fi nancial markets. 
Th is is aimed at increasing the number of fi nancial institutions that perceive 
the act of lending to MSMEs as profi table, and hence sustainable. Th e gov-
ernment does this by:

•    Reducing entry restrictions, for instance, by reviewing the capital adequacy 
requirements and prudential regulations that may impede the ability of 
fi nancial institutions serving smaller clients.  

160 Entrepreneurial Finance for MSMEs



•   Reducing lending risk of small businesses, by promoting laws that focus on 
the enforcement of contract, forfeiture and collection of collateral, as well 
as the use of movable assets as collateral, to enhance the operations of 
MSMEs.  

•   Developing policy frameworks, as well as legal and regulatory frameworks 
that accommodate fi nancial innovations. Th is could be an innovation 
towards the development of fi nancial institutions or instruments such as 
venture capital, small equity investments and leasing.  

•   Supporting specialised lending innovative technologies aimed at cutting 
down administrative cost attributed to credit application, monitoring and 
payment.  

•   Enhancing the fi nancial institutions’ ability to assess and evaluate the credit 
worthiness of MSMEs in a cost-eff ective manner. Credit scoring technique 
is an example of such a technique used in evaluating MSMEs in a cost- 
eff ective manner.  

•   Establishing more credit bureaus to improve information on the credibility 
of potential borrowers. Again, the MSMEs can be trained on more effi  cient 
ways of preparing business plans and fi nancial projections.    

 Th e inability of MSMEs’ access to fi nance can be seen from two angles: 
fi rstly, from the MSME side and, secondly, from the point of view of banks 
or fi nancial institutions. MSMEs face a peculiar type of risk such as their 
being vulnerable and not having suffi  cient funds to run their businesses, their 
dependence on a limited cliental base and issues of credit worthiness, as well 
as inadequate collateral to secure loan. Th ey are also regarded as costly clients 
(considering the ratio loan amount to administrative cost). Banks tend to 
charge higher interest rates on loans to MSMEs due to the high cost associ-
ated with managing these MSMEs loans. 

 MSMEs can have access to the fi nancial market if fi nances are made acces-
sible to them. Th is helps in the development of the fi nancial market, espe-
cially when healthy competitive policies are formulated and implemented in 
the fi nancial sector and there is a promulgation of collateral legislation, there 
are prudential regulations and supervision, there are favourable regulations 
governing leasing, venture capital and equity markets. 

 MSMEs’ access to fi nance can be improved by governments if they invest 
in public goods and build institutional capacity that will enhance the activ-
ities of the MSMEs through innovation in loan products, risk assessment 
models (e.g. credit scoring), credit bureaus, lending methodologies, delivery 
mechanisms registers and training and technical assistance to fi nancial institu-
tions serving MSMEs.  
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7.4.3     Providing Business Development Services 

 Business Development Services (BDS) include a wide variety of non-fi nancial 
services towards the development of MSMEs. Some of these services include 
the following: training and managing, providing extension, consultancy, 
and counselling to MSMEs for them to make informed decision concerning 
present and future prospects, assisting them in marketing their products and 
services, as well as providing information services for the MSMEs, assisting 
them in developing up to date technology and helping them in the ultimate 
diff usion of the technology, and providing MSMEs with mechanisms that 
enhance their business linkages through subcontracting, franchising and busi-
ness clusters. Th ese services help to build MSMEs by forming a paramount 
component of the ‘market support structure’ of MSMEs. 

 Traditionally, public institutions and non-governmental organisations have 
been the channel through which governments and donors provided BDS to 
MSMEs, usually on a free or subsidised basis. Publicly provided BDS are usu-
ally associated with poor quality, insuffi  cient awareness of cost of control and 
these services being too general and supply-driven. Th ere is low programme 
coverage for publicly provided or publicly funded services. Th is is due to the 
limited amount of subsidies given to public enterprises. Th is therefore aff ects 
both the quality and quantity of such outfi ts organising such programmes. 
Th ere are rare cases of doing a systematic monitoring and evaluation of such 
programmes to see how they aff ect MSMEs, but most of the time, MSMEs 
complain that such programmes are not relevant to their needs. 

 In recent times, BDS have concentrated on services that look more appro-
priate to and are demanded by SMEs as well as enhancing the markets for 
such services. Th is is in contrast to the traditional way of direct provision of 
BDS by governments and donors. One eff ective way of increasing the quality, 
coverage and sustainability of services and enhancing their impact on the per-
formance of MSMEs is to facilitate the provision of services by private sector 
providers and stimulate their demand by clients of small enterprise. 

 Understanding the current or existing market is the fi rst step to developing 
a BDS market. In doing so, one must be conversant with the current market 
situations such as the product or services available on the market and the 
providers of the services and products (including informal and indigenous 
providers), the nature of market failures that constrain market development, 
and the characteristics, needs and willingness-to-pay of small enterprises. Due 
to MSMEs reliance on informal relations, instead of the formal, external rela-
tions, as well as the inter-fi rm relations, it usually makes delivery and price of 
services not easily visible. 
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 Th e promotion of BDS market development by the supply-side interven-
tions can help to extend and replicate fi nancially sustainable models, as well as 
cost-eff ective services. However, small fi rms do not have adequate knowledge 
about the benefi ts of BDS or perceive them to be risky, therefore, demand-side 
interventions, such as matching grants and vouchers, may only be justifi ed on 
a temporary basis, especially if markets are under-developed. Nevertheless, the 
success of demand-side subsidies is, however, judged based on the impact it 
has on the market, that is to say, whether they help in the development of the 
market or cause a distortion of the markets. It is believed that subsidies are less 
distortionary at the BDS level, but are more distortionary at the pre-delivery 
stage (such as market assessment, product development) and the post-delivery 
stage (monitoring and evaluation). 

 Th e involvement of the private sector in the delivery of services can help 
BDS institutions to reduce cost and improve upon the quality of their ser-
vices. Th is is made possible through MSMEs linkages with larger fi rms 
through demand and supply relationships, and industry associations includ-
ing other MSMEs. Again, there has been a reduction in cost of informa-
tion, training, marketing and business linkages due to recent advancement in 
Internet access and information and communications technology. Th ere are 
other cost-eff ective ways of delivering services, such as standardised or group 
approaches (such as basic business diagnostics), however, these approaches 
may not be appropriate for more sophisticated services to larger clients (such 
as technology upgrade). 

 BDS organisations’ performance indicators can serve as solid grounds for 
appraising and evaluating fi rms, as well as improving future intervention 
designs. It is prudent to complement eff orts aimed at developing private BDS 
markets with a reduction and rationalisation of public sector involvement. 
It will take some time for governments to be able to reduce the traditional 
roles they play in service provision. Th is can however be encouraged through 
a steady rise in recovery cost, aimed at achieving more business-like institu-
tional management, increasing the use of the private sector in service deliv-
ery, enhancing fi nancial sustainability and encouraging more rigorous impact 
evaluation tied to budgetary allocations. Selective privatisation of programmes 
may help in full cost recovery when public expenditure is rationalised on 
BDS. In the long run, only fi rms that assist in the provision of public goods 
should have access to subsidies. However, in the short run, other fi rms may be 
justifi ed on the grounds that their contribution helps in the development of 
the markets, using a clear strategy that helps to reduce their cost. In addition 
to the eff orts of contribution to the development of the market, there is also 
the better use of the limited fi scal resources available to fi rms. 
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 Firms get easy access to market in the presence of BDS. Again BDS helps in 
the acceleration of market development. Th is comes about through the use of 
target subsidies for market development to specifi c market failure, provision 
of information on service providers, impact of services and enforcement of 
competition in service markets. Th ere is an improvement in the investment in 
public goods and institutional capacity, as a result of using BDS. Th is is made 
possible through innovation in products for the MSMEs.   

7.5     Key Policy Choices 

 A number of choices confront those with the responsibility of formulating 
Entrepreneurship and SME policy. Let us examine two key policy choices 
and explain how the choices made by policy makers often vary  fundamentally 
among countries. SME policy relates to existing enterprises, whereas 
Entrepreneurship policy applies to policies seeking to enhance the creation of 
new enterprises. Th e distinction is shown in Table  7.1  drawing examples on 
elements of both policies from Lundstrom and Stevenson ( 2005 ).

   Irrespective of the disparities between the two policies, there are several 
common elements in both policies. For instance, both SME policy and 
Entrepreneurship policy try to reduce the burden of bureaucracy and paper 
work to its barest minimum. However, it is still important to demonstrate 
how the two policies diff er. Th e two policies vary sharply between start-ups 
and established businesses. For instance, for an individual who is considering 
starting up a new business, his/her relevant measure of ‘bureaucratic burdens’ 
may be how long it takes to start up the business, the amount of procedures 
required, as well as the costs of completing these procedures. On the contrary, 
what an SME may consider as bureaucratic burdens may include the cost of 
complying with regulations or legislation requirements, such as health and 
safety regulations or workforce legislation. 

   Table 7.1    Features of SME and Entrepreneurship policy   

 SME policy  Entrepreneurship policy 

 Reducing red-tape and paperwork 
burden 

 Reducing red-tape and paperwork burden 

 Access to capital/fi nancing  Access to micro loans and seed funds 
 Provision of information services  Provision of information about start-up 
 Export and marketing services  Highlighting entrepreneurs as role models 
 Provision of training and consultancy  Entrepreneurship education 
 Technology transfer  Facilitating networking services 

   Source:  Lundstrom and Stevenson ( 2005 )  
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 A better way of addressing the question is to distinguish between ‘micro’ 
and ’macro’ policies. Th e unit of government responsible for small enterprises 
normally implements micro policies, which are centred on SMEs and/or 
entrepreneurship. On the other hand, macro policies are government-wide 
policies that do not have SMEs and entrepreneurship as their prime targets, 
but may have some impact on the activities of SMEs and entrepreneurship.  

7.6     Government and Donor Support 
Programmes 

 Th ere has been collaboration between governments and international devel-
opment partners in fashioning out programmes that can help sustainable 
MSMEs. In recent years, there has been emphasis on the development of 
specifi c linkage-creation policies by international development agencies. Th ey 
have helped to lower transaction costs through the introduction of subcon-
tracting exchanges, incentives, venture capital schemes, market reservations 
and local content requirements. Small-scale sector development is being sup-
ported by a collaborative approach aimed at facilitating vertical and horizontal 
linkages, as opposed to enforced linkages. Th is consensual trend is emerg-
ing as a linkage support that helps the development of the small-scale sec-
tor (World Bank 1994; Schmitz 1995a, b). For instance, the Inter-American 
Development Bank (IADB) has been able to make loans available to SMEs 
at lower cost, by providing a range of fi nancial support via the Small Projects 
Programme in Latin America. Th is is made possible through collaborations 
between the SMEs and the local co-operatives. 

 Th e UNIDO Cluster Development Project in India targets existing clusters 
of small-scale enterprises. Th e project specifi cally helps small-scale enterprises 
to get access to fi nance support through the help of NGOs and fi nancial insti-
tutions. Th e project has appealed to fi nancial institutions and NGOs in India 
to assist in the promotion of cluster activities (Clara et al.  2000 ). 

 Th ere have been extensive interventions by bilateral donor agencies to sup-
port small-scale enterprises. Th e German Technical Corporation (GTZ) (now 
German International Corporation (GIC)) is a classic example of a promi-
nent German aid organisation that helps to develop links and support activi-
ties of SMEs. Th ey have helped some SMEs in countries like Ghana, Kenya, 
Nigeria and Tanzania. For instance, there has been a joint venture between 
Small Industries Development Organisation (SIDO), Tanzania and GTZ, 
Germany to support a range of self-help organisations through the Crafts 
and Small-Scale Enterprise Promotion Project in Tanzania, (Schulz 1995). 
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German aid again supported the New Business Creation programme, to pro-
vide support services, training and advice to small enterprises in Nepal (ODA 
1992). Again, the Integrated Experts Programme is a German support pro-
gramme responsible for providing advisory services to local entrepreneurs. 
Th e Company for International Investment and Development is a French- 
supported initiative that provides investment and also lends to entrepreneurs 
by assisting in the creation of local investment companies (ODA 1992). 

 Th e range of linkages is a variant or type of the inter-fi rm networking that 
has developed to increase small enterprises’ capacity to enter policy dialogue. 
Th e West African Enterprise Network is a classic example of such inter-fi rm 
networking. It is based on local and regional cooperation networks. It came 
into being as a result of political liberalisation becoming popular in Africa 
in the 1990s, and thereby making private entrepreneurs having the zeal to 
have greater infl uence over economic policy. Th e USAID/OECD sponsored 
conference initiated this concept and it is aimed at establishing an agenda for 
private sector action that seeks to improve business conditions for MSMSEs. 

 Commercial banks and MFIs have made it possible for many donors 
to concentrate their activities on various credit schemes. Th is is aimed at 
strengthening the fi nances of MSMEs through training and business support 
services. It is paramount to evaluate the benefi ts derived by small enterprises 
to make sure that they are not disadvantaged by the receipt of export rebates 
and other concessions by large fi rms (Berry  1997 ). R&D of SMEs can be 
supported directly by giving them subsidies. Th ey can also be that support 
may also be provided in the area of training in marketing and fi nance (Sandee 
 1994 ). Subsidies have also been used to permit SMEs to participate in trade 
fairs. For instance, Sebrae Expert in Micro Enterprises and Small Businesses 
motivates SMEs in Brazil by paying half of the costs of exhibition (Humphrey 
and Schmitz 1995) and also, governments in some countries such as Ghana, 
Kenya and Botswana have introduced entrepreneurial training programmes 
in order to support MSMEs development in their respective countries.  

7.7     Summary and Conclusions 

 Considering the important role played by MSMEs in the economic devel-
opment of countries, Governments through their public sector provide sup-
port and also implement policies and programmes aimed at improving the 
economic environment and opportunities for MSMEs. In this chapter, we 
examined public sector interventions in the support of MSMEs. We fi rst dis-
cussed the channels through which government provides support for MSMEs. 
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Governments provide support to SMEs in three principal ways. Th ese chan-
nels include measures aimed at infl uencing enterprise behaviour and improve 
the environment for MSMEs, support provided by intermediary agencies 
in the promotion of inter-fi rm linkages and networking, and also through 
the government’s role in the development of the fi nancial system aimed at 
increasing MSMEs’ access to fi nancing. We identifi ed the reasons for public 
sector interventions in assisting the MSME sector, and these interventions 
are geared towards improving the business environment, assisting MSMEs 
meet fi nancing requirements, making the fi nancial system more accessible 
to MSMEs, and expanding the supply of fi nance through the non-fi nancial 
private sector. Th e chapter also discussed the role of the public sector in the 
development of MSMEs and these include creating an enabling regulatory 
environment, improving access to fi nance and providing BDS. 

 We examined two key policy issues and explained how the choices made by 
policy makers often vary fundamentally among countries. SME policy relates 
to existing enterprises, whereas Entrepreneurship policy applies to policies 
seeking to enhance the creation of new enterprises. We also noted that gov-
ernments and international development partners have often collaborated in 
fashioning out sustainable support programmes for MSMEs. 

  Discussion Questions and Problems 

     1.    Discuss some of the channels through which the public sector supports 
MSMEs in developing countries.   

   2.    Why are governments interested in providing support to the small business 
sector?   

   3.    Examine some of the important roles played by governments in support-
ing MSMEs.   

   4.    Identify some of the government support schemes targeted at assisting 
MSMEs. How eff ective are these support schemes?   

   5.    Distinguish between the key policy choices with respect to entrepreneur-
ship and SMEs.   

   6.    Identify some support programmes provided by the international donor 
agencies to facilitate MSME development.   

   7.    Discuss the impact of macro policy areas on entrepreneurship 
development.             

7 Public Sector Interventions and Small Businesses 167



   Part III 
   Financial Performance and Planning        



171© Th e Author(s) 2017
J.Y. Abor, Entrepreneurial Finance for MSMEs, 
DOI 10.1007/978-3-319-34021-0_8

    8   
 Understanding and Analysing Financial 

Statements                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    appreciate how businesses prepare and make use of fi nancial statements  
•   explain the various forms of fi nancial statements  
•   identify the elements of fi nancial statements  
•   discuss the problems with fi nancial statements  
•   perform vertical and horizontal analysis of a fi rm’s fi nancial statements  
•   evaluate the performance of a fi rm based on fi nancial ratios  
•   discuss the uses and limitations of ratio analysis.     

8.1     Introduction 

 MSMEs, just like other businesses, are expected to prepare fi nancial state-
ments. Th e fi nancial statements of the fi rm are used for both internal and 
external purposes. Th ey are prepared to aid the entrepreneur or the manager 
of the MSME to understand how well the business has performed in the 
previous year and how to plan for the subsequent year. Apart from the entre-
preneur and the managers of the small business, employees of the fi rm are 
also interested in the performance of the business to determine whether the 
fi rm is in the position to continue paying salaries. External users of the fi rm’s 
fi nancial statements include investors, lenders, suppliers, customers, govern-



ment and government agencies and the general public. For instance, investors 
such as venture capitalists, business angels and other equity investors would 
want to understand the fi nancial health of the fi rm to be able to ascertain the 
prospects of investing in such a fi rm. Lenders and creditors use these fi nancial 
statements to determine the fi nancial health of the fi rm in order to inform the 
level of credit they should extend to the fi rm. Customers are interested in the 
fi rm’s fi nancial performance especially with respect to its ability to continue to 
trade, since customers’ survival largely depends on the operations of the fi rm. 
Government agencies such as the tax authority would also want to know how 
much tax is due government based on the fi rm’s performance. 

 Financial data based on the fi rm’s transactions in a particular fi nancial year 
are used to prepare the statements. Th e fi nancial statements are useful for eval-
uating the fi rm’s past and present fi nancial performance as well as predicting 
its future fi nancial direction. Limited liability companies are usually required 
by law to have their fi nancial statements audited by an independent auditor in 
accordance with established accounting principles. Although the audits of the 
fi nancial statements of sole proprietorship businesses and partnerships are not 
obligatory, it is recommended that accountants are hired to prepare the fi rm’s 
books of accounts. Generally, most micro and small businesses are organised 
as either sole proprietorship or as a partnership and they do not keep proper 
books of accounts, especially not in the developing world. 

 Th e preparation and audits of fi nancial statements of MSMEs is very rel-
evant and improves MSMEs’ access to fi nance. Micro and small businesses, at 
the start, may not really need a qualifi ed or chartered accountant on full-time 
basis since that comes at high costs. But they still need an accounting offi  cer to 
capture the fi nancial transactions diligently. Th ere are also good computerised 
accounting packages on the market that can be acquired and implemented in 
the fi rm to perform the accounting function. Implementing a computerised 
accounting system enables the accounting function to be performed in a faster 
and more effi  cient manner. 

 In this chapter, we examine fi nancial statements by looking at income state-
ment, balance sheet and cash fl ow statements and then explain the problems 
association with fi nancial statements. We also discuss the methods of analys-
ing fi nancial statements, and the uses and limitations of fi nancial ratios.  

8.2     Financial Statements 

 Financial statements provide users with information about the fi nancial posi-
tion of the fi rm, its fi nancial performance and changes in its fi nancial posi-
tion. Users of fi nancial statements require the fi nancial information in order to 
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evaluate the ability of the fi rm to generate the necessary cash, and the timing 
and certainty of the cash generation. Th e ability of the fi rm to generate cash 
determines whether the entity will be able, for example, to pay its employees’ 
salaries, pay its suppliers, honour its debt obligations with lenders in terms 
payment of interest and repayment of the loan principal, pay dividends to its 
shareholders and also pay taxes to government. Financial statements show the 
result of the stewardship of the assets and resources of the fi rm. 

 Th ere are three main forms of fi nancial statements and these are: income 
statement, balance sheet and statement of cash fl ow. 

8.2.1     Income Statement 

 Th e income statement reports the fi nancial results of a fi rm for a given period 
of time, such as a year. It shows what has happened during the accounting 
period with regard to the revenues and expenses of the business. Typically, 
income statements are generated for a normal accounting period, that is, one 
year. However, fi rms may want to generate income statement on a monthly 
or quarterly basis to determine how the fi rm is doing and to compare spe-
cifi c month or quarter to the same month or quarter in previous years and 
to past months or quarters during the current year. Sometimes a business 
may prepare a  pro forma  fi nancial statement when submitting a business 
plan or proposal for funding. Th e pro forma income statement, for instance, 
provides projected income and expenses based on future forecast of the fi rm’s 
operations. 

 Th e income statement is made up of three main parts. Th e fi rst part captures 
the revenue/sales (turnover) minus the cost of sales, which gives us the gross 
profi t. Th e second part indicates the gross profi t minus operating expenses, 
which equals the net profi t before interest and taxes or earnings before interest 
and taxes (EBIT). Th e third part includes net profi t before interest and taxes 
minus fi nance costs such as interest expenses, which equals net profi t before 
taxes minus taxes (if the entity is a company), which equals net profi t after tax. 

 Th e reporting of items on the face of the income statement should be in 
accordance with the relevant accounting standards governing the prepara-
tion of fi nancial statements in that jurisdiction. Due to the diff erences in 
the accounting standards used in the preparation of fi nancial statements 
across countries, there is bound to be diff erences in the items reported on 
the face of the income statement. We however adopt the requirements of 
the International Accounting Standards (IAS) as well as the International 
Financial Reporting Standards (IFRS) in our discussion. Th e International 
Accounting Standards Board (IASB) reissued its International Accounting 
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Standard (IAS 1) on the presentation of fi nancial statements in September 
2007. According to IAS 1 reissued, the Income Statement will now be known 
as the Statement of Comprehensive Income and the Balance Sheet will also be 
known as the Statement of Financial Position. 

 Let us look at a simple income statement of a fi rm using actual fi gures as 
shown in Table  8.1 . Th e income statement for the previous year is normally 
included in the report for the current year for comparative purposes. For 
instance, the report containing the income statement for 2015 will include 
that of 2014 as well. We also discuss each of the items in the income statement.

    Sales  or turnover are all sales of goods and services for the fi rm. Th is how-
ever is to be adjusted to take into account the returns of goods that occurred in 
the course of the year as well as discounts that have been given to customers. 

  Cost of sales  is the amount it costs the fi rm to obtain the items meant 
for sale. Th is includes the cost of materials (purchases), direct labour and 
overheads allocated to particular products. Cost of sales must be adjusted by 
deducting goods returned to suppliers. Adjustments must also be made by 
adding the opening stocks and subtracting the closing stocks of the fi rm. 

  Gross Profi t  of the fi rm is determined by subtracting the cost of sales from 
the revenue of the fi rm. 

  Other income  refers to income the fi rm receives which does not come 
from its core business operations. An example is investment income. 

  Operating expenses  are usually made up of distribution expenses, 
administrative expenses and other expenses, which form part of the operat-
ing expenses of the fi rm. Some of the specifi c expenses include salaries for 

   Table 8.1    Income statement (statement of comprehensive income)   

 Extel Company Limited 

 Income statement for the year ended 
 31 December 2015 

  2015    2014  

 US$’000  US$’000 
 Sales  10,855  9,260 
 Cost of sales   (2,500)    (2,200)  

  Gross profi t    8,355    7,060  

 Other income   300    200  
 8,655  7,260 

 Operating expenses   (1,700)    (1,400)  

  Net profi t before interest and taxes    6,955    5,860  

 Finance costs   (60)    (40)  

  Net profi t before tax    6,895    5,820  

 Income taxes   (835)    (590)  

  Net profi t after taxes    6,060    5,230  
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management and administrative personnel, utility expenses, rental expenses, 
insurance, advertising expenses, legal expenses, auditor’s fees, depreciation, 
amortisation and other general expenses. 

  Finance costs  include the interest accrued during the accounting period 
on funds borrowed by the fi rm as well as other bank charges in relation to 
services provided by the bank to the fi rm. 

  Net profi ts before taxes  are the earnings or income of the fi rm before pay-
ing income taxes to the government. In the case of limited liability companies, 
the corporate tax is calculated as a percentage of the net profi ts before taxes. 
But in the case of sole proprietorship or partnership, the net profi t is added 
to the other incomes of the individual owners and taxed using the personal 
income tax rates. 

  Income taxes  are provisions made based on the corporate income of the 
company. Corporate incomes are subject to a corporate income tax and it is 
the corporate tax that is owed to the government. 

  Net Profi t after taxes for the period  is the profi t after provision for income 
taxes have been taken care of.  

8.2.2     Balance Sheet 

 Th is is the  statement of fi nancial position,  which shows a fi rm’s account-
ing value on a particular date. It provides a snapshot of the fi rm’s fi nancial 
position at a given period, stating its asset holdings, liabilities and owner’s 
equity. It shows all items that are owned (assets) by the fi rm and all items that 
are owed (liabilities) by the fi rm at a specifi c point in time. Th e statement of 
fi nancial position also indicates what resources (assets) the fi rm controls and 
how it has fi nanced these assets. 

 Considering a simple statement of fi nancial position using actual fi gures as 
shown in Table  8.2 . Again such a statement will normally include reports for 
the previous year and current year for comparative purpose.

    Assets  are the resources controlled by the entity as a result of past events, 
and from which future economic benefi ts are expected to fl ow to the entity. It 
is any item that is used or owned by the fi rm to produce goods or services to 
meet the needs of its customers. Th e assets at the disposal of the fi rm are fur-
ther categorised into fi xed (non-current) assets and current assets for purposes 
of presentation on the face of the statement of fi nancial position. 

  Fixed (non-current) assets  are normally not used up during the account-
ing year. Th ey are the least liquid of assets and it is not easy to dispose of these 
items and obtain cash. Examples of fi xed assets are property, plant and equip-
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ment, investment property, intangible assets and long-term fi nancial assets. 
Since fi xed assets have expected life of more than one year, they are usually 
depreciated according to the tax regime prevailing in the country. 

  Depreciation  is the wear and tear of the tangible fi xed assets during the 
useful life of the asset. Th e rationale behind depreciation is simply making 
provision for replacing the asset in the future. Th e portion of the asset used 
is then set aside for future replacement of the asset. Th e depreciation charge 
matches that portion of the value of the assets cost with the period’s revenues 

   Table 8.2    Statement of fi nancial position   

 Extel Company Limited 

 Statement of fi nancial position as at 31 December 2015 

  2015   2014 

  Assets   US$’000  US$’000 
  Non-current assets  

 Property, plant and equipment  16,610  18,580 
 Goodwill  1,570  1,570 
 Other intangible assets   880    1,820  
  Total non-current assets    19,060    21,970  

  Current assets  

 Inventories  5,780  3,960 
 Accounts receivable  4,980  2,500 
 Other current assets  3,200  3,160 
 Bank and cash   10,180    5,370  
  Total current assets    24,140    14,990  

  Total assets    43,200    36,960  

  Equity and liabilities  
  Equity  
 Share capital  12,000  9,000 
 Other reserves  2,690  2,690 
 Retained earnings   6,060    5,230  
  Total equity    20,750    16,920  

  Non-current liabilities  
 Long-term borrowings  6,000  6,000 
 Deferred tax  450  450 
 Long-term provisions   3,450    3,450  
  Total bon-current liabilities    9,900    9,900  

  Current liabilities  
 Accounts payable  8,210  6,900 
 Short-term borrowings  1,420  1,055 
 Current Portions of long-term borrowings  1,500  1,000 
 Tax Payable  1,420  1,185 
  Total current liabilities    12,550    10,140  
  Total liabilities    22,450    20,040  
  Total equity and liabilities    43,200    36,960  
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the asset helped to generate. Th e depreciation method adopted by the fi rm 
may be based on either a  straight line  method which involves dividing the cost 
of the asset by its useful economic life (less salvage value) or a  modifi ed acceler-
ated cost recovery system  (MACRS) method which accelerates the depreciation 
write-off  by apportioning a greater percentage of the total expense to early life 
of the asset. However, for the purpose of tax, the capital allowance concept 
is used and the percentages are determined by the tax authority. Th e capital 
allowance schedule is provided by the tax authority in order to ascertain the 
amount of depreciation (capital allowance) which is allowed to be charged to 
the income statement before arriving at the taxable profi ts. Th e depreciation 
of intangible fi xed assets is known as  amortisation . 

  Current assets  are assets, which can normally be converted into cash dur-
ing the accounting year. Also, current assets are held by the fi rm for trad-
ing purposes or the entity expects to realise it 12 months after the operating 
period. Th e following items could be considered as current assets: inventories, 
trade and other receivables, marketable securities, cash at bank and cash in 
hand. 

  Liabilities  are all items that the fi rm owe. Th ey represent the part of fi rm’s 
total assets that is owed to other parties. Liabilities are made up of long-term 
liabilities and current liabilities. 

  Long-term liabilities  are all amounts the fi rm owes which are usually due 
in more than one accounting year. It means the debt is not expected to be paid 
in the current accounting year. Examples are mortgage loans, long-term bank 
loans for equipment. 

  Current liabilities  are also amounts owed by the fi rm, which are due in 
one accounting year. Th ey include accounts payable, short-term debt, notes 
payable, accrued expenses, taxes payable. 

  Equity  is the residual interest of an entity after all the value of its liabilities 
has been deducted from the value of all its assets. 

  Owner’s Equity  is the diff erence between assets and liabilities. It is the 
residual interest in a fi rm after all the value of liabilities has been deducted 
from the value of all its assets. In other words, when we subtract the fi rm’s 
total liabilities from its total assets, we get the owner’s equity or the net worth 
of the fi rm. Equity may be subclassifi ed in the statement of fi nancial position 
as share capital, retained earnings and other reserves. Th e balance sheet of the 
fi rm is derived from the  double-entry bookkeeping  concept as expressed in the 
following accounting equation:

  
Assets Liabilities Owner s equity  ’
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  Or

  
Owner s equity Assets Liabilities’ –

   

  Or

  
Liabilities Assets Owner s equity – ’

   

  Th is suggests that the balance sheet of the fi rm must always balance.  

8.2.3     Statement of Cash Flows 

 Income statements and balance sheets are usually prepared based on the 
accrual concept of accounting. Th e accrual concept assumes that revenues 
are recognised when  earned  and not when cash is received, while expenses 
are recognised when incurred and not when payment is made. Th is means 
the income statements and balance sheets will not be able to tell us the actual 
infl ows and outfl ows of cash during the accounting year. To be able to show 
how cash fl owed into and fl owed out of the fi rm during the accounting, we 
need to prepare a statement of cash fl ows. 

 IAS 7 enforces the preparation of statement of cash fl ows for entities. Th e 
statement of cash fl ows shows changes in cash and cash equivalents of an 
entity and it classifi es the cash fl ows based on operating, investing and fi nanc-
ing activities. Cash consists of cash on hand and demand deposits. Cash 
equivalents are short-term, highly liquid investments that are readily convert-
ible to known amounts of cash and which are subject to an insignifi cant risk 
of changes in value. Information regarding the cash fl ows of the fi rm is useful 
in providing users of the fi nancial statements with a basis of assessing the 
enterprise’s ability to generate cash and cash equivalents and the needs of the 
enterprise to utilise the cash fl ows. 

 Th e statement of cash fl ows is made up of four main parts and these are 
cash fl ows from operating activities, cash fl ows from investing activities, cash 
fl ows from fi nancing activities and net increase (decrease) in cash plus previ-
ous year’s cash balance to arrive at current year’s cash balance. 

  Cash fl ows from operating activities  represent cash fl ows from transac-
tions and events aimed at determining profi t or loss. Cash fl ows from operat-
ing activities is the diff erence between total cash received by the fi rm and total 
cash paid out by the fi rm in carrying out its daily operations. Th e receipts 
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include all cash received from sales, changes in accounts receivable, changes 
in inventory. Th e payments also include all payments made by the fi rm to all 
accounts (suppliers, employees, rent, utilities, etc.). 

  Cash fl ows from investing activities  include cash fl ows from acquisition 
and disposal of long-term assets and other investments. Investing transac-
tions generate cash outfl ows, such as capital expenditures for plant, property 
and equipment, business acquisitions and the purchase of investment securi-
ties. Infl ows come from the sale of assets, businesses and investment securi-
ties. Cash fl ows from investing activities represent the net diff erence between 
property, plant and equipment or fi xed assets on the two balance sheets. An 
increase represents an acquisition (which is an out fl ow) and a reduction sug-
gests a sale (which involves an infl ow). 

  Cash fl ows from fi nancing activities  include cash fl ows from activi-
ties that result in changes in the size and composition of the equity. Cash 
fl ows from fi nancing activities represent the net diff erence between increase 
in equity resulting from sale of shares to raise funds and increase in debt 
as a result of issue of long-term debt instrument to raise debt fi nance. An 
increase represents an infl ow from the proceeds of the issue of the shares or 
debt instruments and a decrease represents an out fl ow because the fi rm might 
have repurchased its shares or repaid its long-term debt. 

 Th e fourth part involves adding the total cash fl ow from operating activi-
ties, investment activities and fi nancing activities. Th is will give us the  net 
increase (decrease) in cash , which is then added to the previous year’s cash 
balance to arrive at the current year’s cash balance .  

 When preparing the cash fl ow statement, one must analyse the balance 
sheet and income statement for the coinciding period. Analysing the cash 
fl ow statement entails examining changes in account balances on the balance 
sheet. Th e general rules for this process include:

•    Transactions that bring about an increase in assets will lead to a decrease in 
cash fl ow.  

•   Transactions that result in a decrease in assets will lead to an increase in 
cash fl ow.  

•   Transactions that result in an increase in liabilities will lead to an increase 
in cash fl ow.  

•   Transactions that result in a decrease in liabilities will lead to a decrease in 
cash fl ow    

 Let us look at the statement of cash fl ows for Extel Company Ltd. for the 
year 2015 (Table  8.3 ).
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8.3         Problems with Financial Statements 

 Financial statements are useful for better fi nancial decision-making. It is how-
ever important to appreciate the limitations of these statements in forming 
those decisions. Some of these problems include diff erences in laws, diff er-
ences in accounting policies, use of historical cost, measurability and errors 

 Preparing fi nancial statements is associated with certain problems. Financial 
statements are subject to the tax and other laws of the particular country. 
Diff erences in these laws across countries and changes in the laws in specifi c 
countries may aff ect the preparation of the fi nancial statements. 

 Financial statements are also prepared based on the accounting policies and 
methods adopted by the fi rm. Some fi rms use accrual method of accounting, 
which requires that revenues be recognised when they are earned and expenses 
also recognised when incurred. Other fi rms may use cash basis where revenues 
are recognised when cash is received and expenses are based on actual pay-

   Table 8.3    Statement of cash fl ows   

 Extel Company Limited 
 Statement of cash fl ows as at 31 December 2015 

 Cash fl ows from operating activities  US$’000  US$’000 
 Net income  6,060 
 Adjustments to reconcile net income to net cash 

 Provided by operating activities 
 Depreciation expense  590 
 Increase in accounts receivable  (2,480) 
 Increase in other current assets  (40) 
 Increase in inventory  (1,820) 
 Short-term borrowings  365 
 Current portions of long-term borrowing  500 
 Tax payable  235 
 Increase in accounts payable  1,310 
 Net cash provided by operating activities  (1,340) 

 4,720 
 Cash fl ows from investing activities: 

 Acquisition of plant, property and equipment  (1,970) 
 Other intangible assets  (940) 
 Net cash outfl ow from investing activities  (2,910) 

 Cash fl ows from fi nancing activities: 
 Proceeds from issuance of ordinary shares  3,000 

 Net cash infl ow from fi nancing activities  3,000 

 Net increase in cash  4,810 

 Cash balance, 31 December 2014  5,370 
 Cash balance, 31 December 2015   10,180  
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ment of the expense item. Other fi rms may also adopt diff erent methods for 
determining depreciation and also for valuing inventory. Such diff erences in 
accounting methods also aff ect the preparation of the fi nancial statements and 
bring about diff erences in how the profi t fi gures are arrived at. 

 Financial statements use historical cost as the basis of measuring the assets. 
Th e problem with the use of historical cost is the fact that it does not account 
for the change in price levels of assets over a period of time. Th is tends to 
reduce the relevance of accounting information by posting assets at values 
below their realisable value as well as failing to account for the opportunity 
cost of utilising those assets. Th e fi nancial statements lack predictive value as 
they provide limited insight into the future prospects of the fi rm due to the 
reliance of previous performance. 

 Accounting information recognises transactions that can be measured in 
monetary terms. Th us, fi nancial statements do not capture all relevant infor-
mation on how the fi rm is doing today in order to predict its future direction. 
Important information such as quality and experience of management, brand 
name and strike action by workers will not be captured in the fi nancial state-
ments but these are also relevant in determining business success. 

 Another problem is in respect of errors that may occur with the preparation 
of the accounts. Errors associated with the preparation of accounts may lead 
to producing wrong fi nancial statements, thus, wrong decisions can be taken 
as a result. Sometimes the errors may be unintentional human errors arising 
from miscalculation or from applying an item to the wrong accounting led-
ger. Even when a computerised accounting system is used, errors may arise. 
Th is could come from wrong fi gures being posted or postings being made to 
wrong accounts. Like it is usually said in the case of computerised systems 
‘garbage in, garbage out’, meaning once you make mistakes in what you input 
into the system, the output will also be wrong. In some other cases, the errors 
come about as a result of accountants attempting to perpetuate a fraud.  

8.4     Analysis of Financial Statements 

 Financial statements in themselves do not tell us much unless we begin to 
interrogate the fi gures and establish relationships among the variables and fi g-
ures in the fi nancial statements. An entrepreneur may be interested in reward-
ing employees based on their performance but does he know how well they 
have really performed? How does the entrepreneur determine how well the 
fi rm has performed? How does the small business manager ascertain at what 
point existing capacity will be exceeded and a bigger capacity will be required? 
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How do lenders and creditors ascertain whether the small business will be able 
to settle its debt as expected? All of these questions can be addressed by analys-
ing the fi nancial statements. 

 Analysis of fi nancial statements or fi nancial analysis involves gathering 
information about a fi rm, its industry and the economy and providing an 
evaluation of the fi rm’s performance as well as it future fi nancial condition. 

 Financial statement analysis may be useful for both internal and external 
purposes. Internally, it can be used to evaluate employee performance, the 
effi  ciency of the fi rm’s operations and the fi rm’s credit policies. Externally, 
fi nancial analysis can be used by lenders and creditors to evaluate the potential 
pertaining to the credit worthiness of borrowers. Investors such as venture 
capitalist also use fi nancial analysis to determine whether the fi rm presents a 
viable investment avenue. 

 Th ere are three main methods of analysing fi nancial statements and these 
include vertical analysis, horizontal analysis and ratio analysis. Th e use of verti-
cal analysis and horizontal analysis are also referred of  common-size analysis . 

8.4.1     Vertical Analysis 

 Th is is the process of using a single variable on the fi nancial statement as a 
constant and determining how all other variables relate as a percentage of the 
single variable. In the case of vertical analysis of income statement, income 
statement items are expressed as a percentage of sales. Th e essence is to deter-
mine what percentage of sales is being consumed by the item. Th e formula for 
the vertical analysis of income statement is given as follows:

  

Percentage of sales
Income statement item in US$

Sales in US$
= × 1000

   

  Th e vertical analysis of the balance sheet is done using total assets as a con-
stant, and expressing each of the other items in the balance sheet as a percent-
age statement of the total assets. It signals how much of the fi rm’s total assets 
are claimed by owners and how much is obligated to creditors. Th e formula 
below is used in the vertical analysis of balance sheet (statement of fi nancial 
position):

 

Percentage of total assets
Statement of financial position


  item in US$

Total assets in US$
 100
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8.4.2       Horizontal Analysis 

 Horizontal analysis covers a trend analysis of items in the fi nancial statements. 
It determines the percentage increase or decrease in an account from a base 
time period to subsequent time periods. Th e percentage in the fi nancial state-
ment items is calculated as:

 

Percentage change
Current period amount Previous time peri


 ood amount

Previous time period amount
100

  

8.4.3       Financial Ratio Analysis 

 Ratio analysis seems to be the most commonly used tool in analysing fi nancial 
statements. A fi nancial ratio is a mathematical relationship between two vari-
ables. In other words, it is the relationship between two variables expressed 
as a fraction. Ratio analysis involves comparing one fi gure against another 
to produce a ratio and assessing whether the ratio indicates a weakness or 
strength in an entity’s aff airs. 

 Financial ratios can be classifi ed according to the way they are constructed 
and their general characteristics. Th e diff erent ratios address specifi c address 
specifi c aspects of the fi rm’s operations. 

 Several ratios calculated from accounting data can be grouped into various 
classes according to the fi nancial activity or function to be evaluated. Each 
category addresses a particular area of fi nancial health within a fi rm. Ratios 
are mainly classifi ed as liquidity ratios, profi tability ratios, activity/effi  ciency 
ratios, leverage/coverage ratios and market ratios. 

8.4.3.1     Liquidity Ratios 

 Liquidity is the amount of cash an entity can put its hands on quickly to settle 
its debts. Liquid funds includes cash, short-term investments, fi xed deposits 
with a bank, trade receivable, bills of exchange and so on. Liquidity ratios 
indicate the ability of the fi rm to meet future short-term fi nancial obligations 
as and when they fall due. Th ey compare near-term fi nancial obligations, such 
as accounts payable or notes payable, to current assets or cash fl ows that will 
be available to meet these obligations. Liquidity ratios are useful for poten-
tial investors, banks and creditors. Th ere are specifi c ratios that come under 
liquidity ratios and they include current ratio, quick ratio and acid test ratio. 
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  Current Ratio     Th is ratio measures the adequacy of current assets to meet the 
liabilities as they fall due. A high ratio may be an indication of good liquidity 
position. As a conventional rule, a current ratio of 2:1 or more is considered 
satisfactory. However, a high current ratio needs to be analysed with caution 
since a high ratio could mean that there are high levels of inventory and trade 
receivables, or high cash levels, which could have been put to a better use such 
as investing it in non-current assets. Th e current ratio is calculated by dividing 
total current assets by total current liabilities.  

  
Current ratio

Current assets

Current liabilities
=

  

  For Extel Company Ltd., the current ratio of the fi rm increased from 1.47 
(14,990/10,140) in 2014 to 1.92 (24,140/12,550) in 2015. Even though 
there was an increase over the years, the ratios indicate that the available cur-
rent assets are not even able to meet the current liabilities of the as and when 
they fall due. Th is indicates a very weak liquidity position of the fi rm com-
pared to the benchmark value of 2:1. Th is could be because of the huge trade 
payables on the fi nancial statements of the fi rm. 

  Quick Ratio     Th is ratio establishes a relationship between quick or liquid assets 
and current liabilities. Quick ratio relates current liabilities to only relatively 
liquid current assets (cash items and accounts receivable). Generally a quick 
ratio of 1:1 is considered to represent a satisfactory current fi nancial condi-
tion. Although the quick ratio is a more penetrating test of liquidity than the 
current ratio, yet it should be used cautiously. A quick ratio of 1:1 or more 
does not necessarily imply a sound liquidity position. It is calculated by divid-
ing the sum of total current assets minus inventory by total liabilities.  

   
Quick ratio

Current assets Inventory

Current liabilities
= −

   

  Also, there is a marginal increase in the quick ratio of Extel Company Ltd. 
from 1.09 (14,990–3,960)/10,140 in 2014 to 1.46 (24,140–5,780)/12,550 in 
2015. Th is further corroborates a stronger liquidity position of the fi rm against 
the benchmark fi gure of 1:1. 

  Acid Test Ratio     Th is ratio relates the fi rm’s cash and short-term marketable 
securities to its current liabilities. It measures the ability of the fi rm to meet its 
short-term obligations without liquidating its inventory, which is extremely 
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important in certain industries especially for those fi rms that have high sea-
sonal sales or are in industries that have rapid changes in product lines. It is 
calculated as follows:  

   
Acid test ratio

Cash Marketable securities

Current liabilit
= +

iies    

  Further, the acid test ratio indicates that cash and cash equivalents could 
pay the current liabilities of the fi rm as and when they fall due on only 0.53 
times (5,370/10,140) in 2014 and 0.81 times in 2015.  

8.4.3.2     Profi tability Ratios 

 Th ese ratios measure the ability of the fi rm to generate profi t from its opera-
tions to pay a return to equity and debt holders. Th ey also measure the entity’s 
potential to earn income in excess of its operating costs to ensure return on 
equity and assets. Th ere are two main types of profi tability ratios, namely prof-
itability ratios in relation to sales and profi tability in relation to investments. 

 A fi rm should be able to make adequate profi t on each US$ of sales. If 
sales do not generate suffi  cient profi ts, the fi rm will have diffi  culty in covering 
its operating expenses and interest expense as a result, and it will fail to pay 
returns to the owners. Profi tability ratios in relation to sales include: 

  Gross Profi t Margin     Th is ratio refl ects the level of effi  ciency with which man-
agement produces each unit of product. It indicates the average spread between 
sales and cost of sales. A high gross profi t margin relative to the industry aver-
age implies that the fi rm is able to produce at relatively lower cost. A high 
gross profi t margin signals good management. Th is ratio is computed as:  

   
Gross profit margin

Gross profit

Sales revenue
=

   

  Th e gross profi t margin of Extel Company Ltd. is 76 % (7,060/9,260) in 
2014 and 77 % (8,355/10,855) in 2015. Th is indicates an improvement in 
the gross profi t margin of the fi rm. Th is is as a result of the over 17 % increase 
in the sales revenue of the fi rm. 

  Operating Profi t Margin     Th is is gross profi t minus sales, general and admin-
istrative expenses. It is used to ascertain how much each dollar of sales can 
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generate operating income. It is actually the fi rm’s EBIT. It is calculated using 
the following formula:  

   

Operating profit margin
Operating profit EBIT

Sales revenue
= ( )

   

  Again, the operating margin for the fi rm is 63.28 % (5,860/9,260) 
in 2014 and 64.07 % (6,955/10,855) in 2015. Although there was an 
improvement in the operating margin, the diff erence between the operat-
ing margin and the gross profi t margin means that the fi rm is spending 
too much on selling & distribution and administrative expenses. Th e fi rm 
should therefore undertake strategies geared towards the reduction of these 
expenses. 

  Net Profi t Margin     It indicates the relationship between net profi t and sales 
and signals management’s level of effi  ciency in manufacturing, administering 
and selling the products. Th is ratio is the overall measure of the fi rm’s abil-
ity to turn each dollar sale into net profi t. A fi rm with a high net margin is 
capable to surviving in a situation of increasing costs of production and low 
prices and demand for its products. Th is ratio is computed as:  

   
Net profit margin

Net profit

Sales revenue
=

   

  Also, Extel Company Ltd.’s net profi t margin is 56.48 % (5,230/9,260) 
in 2014 and 55.83 % (6,060/10,855) in 2015. Th is is an indication that the 
fi rm is spending too much on operating expenses which should be carefully 
looked at to improve the fi rm’s profi tability. 

 Th e profi tability of the fi rm should also be evaluated in terms of the 
fi rm’s investment in assets as well as the capital provided by the creditors 
and owners. A fi rm’s survival is threatened if it is unable to earn satisfac-
tory return on investment. Profi tability ratios in relation to investment 
include: 

  Return on Assets (ROA)     Th is tells us how much a fi rm earns on each dollar in 
assets after paying both interest and taxes. Th is ratio is useful in deciding if 
the fi rm is a good investment compared with other alternatives. Th e formula 
for return on assets is:  
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Return on assets

Net profit

Total assets
=

   

  Figures from the fi nancials of Extel Company Ltd. indicate that return 
on assets is 14.15 % (5,230/36,960) in 2014 and 14.03 % (6,060/43,200) 
in 2015. Th is means that the return accruing to all investors for investing in 
Extel Company Ltd. is 14.15 % and 14.03 % in 2014 and 2015, respectively. 

  Return on Equity (ROE)     Th is indicates how well the fi rm has used the 
resources of owners. It tells the shareholders, or individual owner, what each 
dollar of his or her investment is generating in net income. Th e earning of a 
satisfactory return is the most desirable objective of business and therefore this 
ratio refl ects the extent to which this objective has been accomplished. Th e 
formula for ROE is:  

   

Return on equity
Net profit

Owners equity
=

’
   

  Information from the fi nancial statement indicates that equity holders 
made a return of 30.91 % 5,230/16,920) and 29.20 % (6,060/20,750) in 
2014 and 2015, respectively.  

8.4.3.3     Activity/Effi  ciency Ratios 

 Activity ratios are used to evaluate the effi  ciency with which the fi rm manages 
and utilises its assets. Activity or effi  ciency ratios examine how the manage-
ment uses its assets and capital. Assets are worthless if they cannot be turned 
into cash in a timely manner to generate the revenue required by the fi rm to 
meet its obligations. Activity ratios include creditors’ payments period, debt-
ors’ collection period, asset turnover, stock turnover. 

  Inventory Turnover     Th is ratio indicates the effi  ciency of the fi rm in selling its 
product. It basically states how many times per year the fi rm moves its average 
inventory. Th is ratio may be usually higher for retailing entities such as the 
supermarkets and entities selling fast moving products.  

  
Inventory turnover

Cost of sales

Average inventory
=
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  Th e average inventory is the average of opening and closing balances of 
inventory. From the fi nancials of Extel Company Ltd, the inventory turnover 
is 0.58 times (2,200/3,780) in 2014 and 0.45 times (2,500/5,540) in 2015. 
Th is implies that the fi rm could not turn over its inventory even for once in 
a year. Th is is an indication that the products being sold by the fi rm are slow 
moving and the fi rm needs to step up its marketing eff orts in order to improve 
sales.  Assume opening inventory to amount to 3,600 and 5,300  in 2014 and 
2015, respectively.  

  Inventory Turnover Period     Th is ratio indicates how many days it takes the 
fi rm to convert its inventory into cash. An increasing number of days mean 
that inventory is turning over less quickly and may be an indication of lack of 
demand for the entity’s products, poor inventory control or increasing costs. 
However, increased inventory days could also mean that an entity is buy-
ing inventory in larger quantities to take advantage of trade discounts or of 
increasing stock levels to avoid stock outs.  

   
Inventory turnover period

Inventory

Cost of sales
= × 365

   

  Again, the inventory period of Extel Company Ltd. is 657 (3,960/2,200) 
× 365 days in 2014 and 843 (5,780/2,500) × 365 days in 2015. Th is means 
that it takes the fi rm more than one year to sell its stock of inventory, which is 
an indication of poor marketing of the products of the fi rm. Th is is also cor-
roborated by the inventory turnover fi gures for Extel Company Ltd. 

  Debtors/Accounts Receivable Turnover     When a fi rm provides credits to its cus-
tomers, debtors or receivables are created in the fi rm’s accounts. Th e receiv-
ables are expected to be converted into cash over short period, thus, they are 
included in current assets. Th e liquidity position, to a large extent, depends 
on the quality of accounts receivable. Th is ratio is to determine how fast a fi rm 
is turning its credit sales into cash. Generally, the higher the value of debtors’ 
turnover, the more effi  cient is the management of the credit.  

   

Accounts receivable debtors’turnover
Credit sales

Accounts rec
/ =

eeivables
   

  Th e accounts receivable turnover for Extel Company Ltd. 1.85 times 
(4,630/2,500) in 2014 and 1.09 times (5,427.5/4,980) in 2015. Th is means 
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that the fi rm could only turn its accounts receivable into cash for 1.85 times 
and 1.09 times in 2014 and 2015, respectively in a year. Th is indicates a weak 
credit policy on the part of the fi rm.  Assumes 50  %  sales were made on credit . 

  Debtors’/Accounts Receivable Collection Period     It represents the average length 
of time that the fi rm must wait after making sale before receiving cash, which 
is the average collection time. Th is ratio measures the quality of debtors 
since it shows the rapidity or slowness of their collectability. Th is should be 
compared against the fi rm’s credit terms and policy to judge its credit-and- 
collection effi  ciency. Increasing the accounts receivable collection period may 
be an indication of lack of proper credit control, which may lead to irrecover-
able debts. Increased ratios may however be due to an entity’s deliberate policy 
to attract more trade or a major customer being allowed fl exible credit terms. 
Th is ratio is calculated as follows:  

   
Accounts receivable collection period

Days per year

Accounts 
=

rreceivables turnover    

  or

  
Accounts receivable collection period

Accounts receivables=
CCredit sales

× 365
   

  Further, the accounts receivable collection period has increased from 197 
(2,500/4,630) × 365 days in 2014 to 335 (4,980/5,427.5) × 365 days in 
2015. Th is suggests that the number of days it takes the fi rm to collect its debt 
is increasing, which is an indication of poor credit policy and the inability of 
the fi rm to collect on its debt. 

  Payables Payment Period     Th is ratio indicates the length of time it takes the 
fi rm to make payment to its creditors. It represents the credit terms that have 
been extended to the fi rm by its suppliers. A long credit period may be good 
as it represents a source of free fi nance. However, long credit periods could 
also indicate that an entity is unable to pay more quickly because of liquidity 
problems.  

   

Accounts payables period
Accounts payables

Credit pruchases
=

  or costs of sales
× 365
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  Th e payables period of the fi rm is 1,144 (6,900/2,200) × 365 days in 2014 
and 1,198 (8,210/2,500) × 365 days in 2015. Th is means that it is taking the 
fi rm a longer time to pay its creditors. Th e fi rm is taking over two years to 
pay the amount owed to creditors. Th is is an indication that the fi rm is facing 
liquidity problems as evidenced by the liquidity ratios. 

  Fixed Assets Turnover     Assets are used to generate sales. Th erefore, a fi rm 
should manage its assets effi  ciently to maximise sales. Th is ratio indicates how 
effi  ciently fi xed assets are being used to generate revenue for a fi rm.  

   
Fixed assets turnover

Sales revenue

Fixed assets
=

   

  Th e fi xed assets turnover of Extel Company Ltd. is 0.42 times 
(9,260/21,970) in 2014 and 0.57 times (10,855/19,060) in 2015. Th is 
means that the fi rm’s fi xed assets could only generate sales 0.42 times in 
2014 and 0.57 times in 2015. Th is is an indication of under-utilisation of 
the fi xed assets of the fi rm. 

  Total Assets Turnover Ratio     Th is ratio indicates how effi  ciently a fi rm uses its 
total assets to generate revenue for the fi rm. Unutilised or under-utilised assets 
increase the fi rm’s need for costly fi nancing as well as expenses for maintenance.  

   
Total assets turnover

Sales revenue

Total assets
=

   

  Th e total assets turnover of the fi rm is 0.25 times (9,260/36,960) in 2014 
and 0.25 times (10,855/43,200) in 2015.   

8.4.4     Leverage Ratios 

 Leverage ratios indicate what percentage of the business’s assets is fi nanced 
with creditors’ dollars. In other words, it indicates what percentage of the 
business‘s assets actually belongs to the owners and what percentage is  subject 
to creditors’ claim. Th ese ratios are concerned with an entity’s long-term sta-
bility. Such ratios may consider for examples how much an entity owes in 
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relation to its size, whether it is getting into heavier debt or improving its 
situation. Leverage ratios are very important to the providers of capital. 

  Debt-to-Equity Ratio     Th is ratio indicates what proportion of the fi rm’s capital 
is derived from debt, compared to other sources of capital, such as preference 
shares, ordinary shares and retained earnings. A higher percentage of debt in 
relation to equity capital increases the volatility of earnings. Th is is because of 
the larger fi xed fi nancial charges it increases the probability defaulting on the 
debt and interest payments.  

  
Debt to equity

Total debt

Ow y
− − =

ners equit’   

  Th e debt-to-equity ratio of Extel Company Ltd. is 1.18 (20,040/16,920) in 
2014 and 1.08 (22,450/20,750) in 2015. Th is means that for every dollar of 
equity, the debt component is 1.18 and 0.94. Th is is an indication that fi rm 
is lowly leveraged. 

  Debt Ratio     Th is ratio shows the proportion of a fi rm’s assets that is owned by 
creditors. Th e total debt includes both current liabilities and long-term debt. 
Creditors prefer low debt ratios since a lower ratio cushions them against 
losses in the event of liquidation.  

   
Debt ratio

Total debt

Total assets
=

   

  Again, the debt ratio of the fi rm is 0.54 (20,040/36,960) in 2014 and 0.52 
(22,450/43,200) in 2015. Th is implies that the total assets of the fi rm were 
fi nanced by 54 % in 2014 and 45 % in 2015 by debt. 

  Times Interest Earned Ratio     Th e times-interest-earned ratio shows the rela-
tionship between operating income and interest payment to the fi rm’s credi-
tors annually. Th is ratio shows the number of times the fi rm can cover its fi xed 
interest charges with the earnings.  

   

Times interest earned ratio
Earnings before interest and tax= ees

Interest payments
   

8 Understanding and Analysing Financial Statements 191



  Extel Company Limited’s times interest earned was 146.5 times (5,860/40) 
in 2014 and 115.92 times  (6,955/60) in 2015. Th is means that the 
earnings before interest and tax could pay for the interest payments of 
the fi rm 146.5 times and 115.92 times in 2014 and 2015, respectively. 
Th e fall is due to the over 50 % increase in the fi nancing cost of the 
fi rm. 

8.4.4.1     Market/Investment Ratios 

 Shareholders’ investment ratios help equity shareholders and other investors 
to assess the value and quality of an investment in the ordinary shares of an 
entity. Th e value of investment in ordinary shares in a listed company is its 
market value. Hence, investment ratios must consider not only the infor-
mation in published fi nancial statements, but also the current price of the 
company as measured by the existing share price. Th ese ratios are used to 
compare fi rms within the same industry. Th ey are primarily used by investors 
to determine if they should invest in a company in exchange for ownership. 
Th ese ratios include: 

  Price–Earnings Ratio     Th is ratio is widely used by the security analysts to value 
the fi rm’s performance as expected by investors. It indicates investors’ judge-
ment or expectation about the fi rm’s performance. Th e  P / E  ratio refl ects inves-
tors’ expectations about the growth in the fi rm’s earnings. In other words, this 
ratio usually refl ects the confi dence of the market, that is, the market’s view of 
the future prospects of the share. A high  P / E  ratio suggests that a high growth 
is expected.  

   
Price earnings ratio

Market price per share

Earnings per share
– =

   

   Earnings Per Share (EPS)     Th is ratio represents the amount of income earned 
during the period per share of ordinary shares.  

   

EPS = Profit after tax

Ordinary shares outstanding
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8.5         Uses of Financial Ratios 

 Financial ratios are useful in a number of respects. Th ese include manage-
rial decisions, investment decisions, credit analysis and they also predict the 
long-run profi t potential of the fi rm. Financial ratios provide useful analysis 
regarding the profi tability, fi nancial health and direction of the fi rm, which 
can assist management in taking better managerial decisions. 

 Also, fi nancial ratios allow for intra-fi rm and inter-fi rm comparative anal-
ysis. Th at is, a fi rm can compare its performance over two diff erent peri-
ods (intra-fi rm) and performance with other fi rms in the same industry 
(inter-fi rm). 

 Financial ratios serve as a guide for making investment decisions. Potential 
investors of the fi rm such as venture capitalist and business angels also rely on 
fi nancial ratio analysis to inform their decision to either invest in the fi rm or 
not. 

 Credit analysis can easily be carried out with the use of fi nancial ratios. 
Ratios assist banks and other lenders evaluating the fi rm for the purpose of 
granting loans. Creditors also rely on ratio analysis for evaluating the credit 
worthiness of the fi rm for the purpose of giving credit. 

 Financial ratios are useful for predicting the long-run profi t potential of 
the fi rm. A fi rm’s ratios may also be analysed over a full economic cycle. Th is 
is useful in understanding and estimating the fi rm’s performance in changing 
economic conditions and also allows for projecting its future performance.  

8.6     Limitations of Ratio Analysis 

 Th ere are limitations with respect to the use of fi nancial ratios. It is important 
to note that the fi nancial ratios of a fi rm have meaning provided they are com-
pared with existing standards. It is often diffi  cult to fi nd or establish a proper 
basis of comparison. Th e general recommendation is to compare such ratios 
with industry averages. However, industry averages are not easily available. 

 Diff erences in the fi rms also constitute a limitation. Situations of two fi rms 
are never the same. Similarly, the factors that infl uence a fi rm’s performance 
in one particular year may diff er in other years. Th erefore, comparing the 
fi nancial ratios of two diff erent fi rms is a meaningless and diffi  cult exercise, 
especially when these fi rms operate in diff erent situations or under diff erent 
circumstances. 
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 Financial ratios also rely on fi nancial statements and fi nancial statements 
are prepared based on book value (largely historical cost), which do not refl ect 
current reality in the business. Such ratios (mostly asset-based ratios) may not 
give a true picture of the fi nancial situation of the fi rm. Assets may be worth 
more or less than the value stated in the balance sheet. For instance, if a fi rm 
is in fi nancial distress, the liquidation value of those assets will be the more 
relevant than the book value. 

 Th e eff ect of infl ation can lead to distortion when evaluating or predict-
ing performance, since fi nancial ratios are based on historical cost. Balance 
sheet values are often signifi cantly diff erent from their true values. Also, 
since infl ation aff ects both depreciation expenses and cost of inventory, 
profi ts are also aff ected. Th erefore, ratio analysis for one fi rm over time, or 
a comparative analysis of fi rms of diff erent ages must be interpreted with 
judgement 

 Another problem is that there is no indication of cause of change. Ratios 
simply tell the business owner what happened but not the cause of it. It is 
important to go beyond the numbers to actually fi nd out why the ratios are 
changing over time. Consider Accounts Receivable Turnover, for instance. 
Th is ratio indicates how quickly accounts receivable are being collected. If the 
turnover slows, it suggests accounts receivable is increasing in relation to sales 
for the period. Th is increase may be aff ected by factors such as employee inex-
perience, loosened credit policies or growing customer dissatisfaction with the 
product. Th e entrepreneur or business manager must investigate the causes of 
the problem in order to address it. 

 Firms can engage in window dressing techniques in order to make their 
fi nancial statements look stronger. In that case the fi nancial ratios to be 
computed will not provide any meaningful guide for good decisions to be 
made. 

 Financial ratios based on the fi nancial statement only signal activities which 
have monetary value. Issues such as management changes, industry changes, 
labour unrest are not reported since they are not expressed in terms of money. 
Th erefore, ratio analysis does not reveal the fi rm’s complete situation with 
respect to its activities. 

 Ratios are constructed from accounting records and such data are sub-
ject to diff erent interpretations and even manipulation. Firms may adopt 
diff erent accounting policies and methods and that can impact the prep-
aration of the fi nancial statements and computation of the ratios. For 
instance, two fi rms may use diff erent depreciation methods or inventory 
valuation methods and the diff erent methods can lead to diff erent profi t 
fi gures. Th erefore, it is diffi  cult to compare the ratios since the valuations 
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are not comparable. Firms also tend to have diff erent fi scal years. Th is 
makes it diffi  cult to carry out a comparative analysis if the fi nancial state-
ments are prepared at diff erent times and as such the ratios are constructed 
using diff erent fi scal years.  

8.7     Summary and Conclusions 

 In this chapter, we looked how to understand and analyse fi nancial state-
ments. We mentioned that MSMEs, just like other businesses are expected to 
prepare fi nancial statements and these are very relevant for both internal and 
external users. Th e income statement measures the fi nancial performance of a 
fi rm over a period of time. It shows what has happened during the accounting 
period with regard to the revenues and expenses of the business. Th e balance 
sheet is the statement of fi nancial position and it shows a fi rm’s accounting 
value on a particular date. It indicates all items that are owned (assets) by the 
fi rm and all items that are owed (liabilities) by the fi rm at a specifi c point in 
time. Th e statement of cash fl ows captures the fi rm’s actual cash infl ows and 
out fl ows in the accounting year. 

 We identifi ed problems associated with the preparation of fi nancial state-
ments to include diff erences in tax laws and regulations governing the prep-
aration of fi nancial statements in countries, diff erences in the accounting 
methods of fi rms, use of historical costs, issues of measurability and also errors 
in the preparation of the accounts. 

 We mentioned that analysis of fi nancial statements involves gathering 
information about a fi rm, its industry and the economy and providing an 
evaluation of the fi rm’s performance as well as it future fi nancial condition. 
Th e three methods of analysing fi nancial statements are vertical analysis, hori-
zontal analysis and ratio analysis. 

 Analysis of fi nancial statements is important to the entrepreneur and small 
business manager. Financial ratios provide useful analysis regarding the prof-
itability, fi nancial health and direction of the fi rm, which can assist man-
agement in taking better managerial decisions. Financial statement analysis 
helps the owners to gauge the performance of the fi rm in relation to previous 
years and competitors. Potential investors such as venture capitalist or busi-
ness angels are also interested in the fi nancial statement analysis to inform 
their decision to either invest in the fi rm or not. Creditors, banks and other 
lending institutions are interested to ascertaining the credit worthiness of the 
small business. Financial ratios are useful for predicting the long-term profi t 
potential of the fi rm. 
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  Discussion Questions and Problems 

     1.    How relevant are fi nancial statements to the internal and external users of 
an MSME?   

   2.    What are the problems with fi nancial statements?   
   3.    Construct a statement of fi nancial position for Hamza Enterprise Ltd. 

using the following fi nancial information: land and building US$870,000; 
motor vehicle US$590,000; plant and equipment US$400,000 furniture 
and fi ttings US$469,000; inventory US$79,000; accounts receivable 
US$69,000; cash at bank US$72,000; cash in hand US$41,000; loan 
US$800,000; accounts payable US$50,000.   

   4.    Prepare an income statement for ABL Limited given the information 
below: sales US$4,290,000; inventory at start US$378,000; Inventory at 
end US$249,000; depreciation is 30 % on cost (cost of motor vehicle and 
equipment are US$900,000 and US$700,000 respectfully); interest 
expense US$97,000; lease payments US$50,000; wages and salaries 
US$360,000; goods purchased US$705,000; repairs and maintenance 
US$47,000; discount allowed and received amount to US$50,000 and 
US$70,000 respected; corporate tax is 25 % on profi t.   

   5.    What are the uses and limitations of fi nancial ratios?   
   6.    Th e following information relates to the fi nancial statements of Rand 

Limited for the year 31 December 2015 together with comparative fi gures 
for the year to 31 December 2014:

 2015  2014 

 US$’000  US$’000 
 Revenue  120,000  95,600 
 Cost of sales   (69,000)    (53,000)  

  Gross profi t    51,000    42,600  

 Other income   12,000    13,000  
 63,000  55,600 

 Operating expenses   (20,000)    (18,900)  

  Net profi t before interest 
and taxes  

  43,000    36,700  

 Finance costs   (8,000)    (6,000)  

  Net profi t before tax    35,000    30,700  
 Income taxes   (10,550)    (9,025)  

  Net profi t after taxes    24,450    21,675  

  Table A.8.1    Rand Limited 
income statement for the 
year ended 31st December 
2015
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        Table A.8.2    Rand Limited statement of fi nancial position as at 31 December 2015   

  2015    2014  

  Assets  
  Non-current assets  

 US$’000  US$’000 

 Property, plant and equipment  128,000  126,000 
 Goodwill  12,500  12,500 
 Other intangible assets  9,500  13,000 
  Total non-current assets    150,000    151,500  

  Current assets  
 Inventories  35,890  29,870 
 Accounts receivable  31,685  39,500 
 Other current assets  15,600  13,500 
 Bank and cash   87,920   79,000 
  Total current assets    171,095    161,870  
  Total assets    321,095    313,370  

  Equity and liabilities  
  Equity  
 Share capital  100,000  100,000 
 Other reserves  4,020  4,250 
 Retained earnings  89,700  76,980 
  Total equity    193,720    181,230  

  Non-current liabilities  
 Long-term borrowings  80,000  60,000 
 Deferred tax  8,950  9,870 
 Long-term provisions  895  985 
  Total non-current liabilities    89,845    70,855  

  Current liabilities  
 Accounts payable  21,120  35,185 
 Short-term borrowings  7,805  13,500 
 Current portions of long-term borrowings  5,000  10,000 
 Tax payable  3,605  2,600 
  Total current liabilities    37,530    61,285  
  Total liabilities    127,375    132,140  
  Total equity and liabilities    321,095    313,370  

  You are required to compute relevant ratios from the fi nancial statement 
for 2015 and 2014 and comment on the performance of Rand Limited.      
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9
Financial Planning and Forecasting

Learning Objectives
By the end of this chapter, you should be able to:

•	 explain the concept of financial planning and the financial planning 
process

•	 understand how to prepare a cash budget
•	 appreciate how to prepare a sales forecast for an existing business
•	 understand how to prepare a sales forecast for a new business
•	 show the interrelationship between planning, budgeting and forecasting
•	 illustrate how to project financing needs and growth of MSMEs
•	 explain how to project financing needs using break-even analysis
•	 identify the determinants of MSMEs’ financing needs

9.1	 �Introduction

Entrepreneurs and managers of MSMEs require financing to operate their 
business. However, we know that financing is not always enough for busi-
nesses. Financial planning and forecasting are necessary to enable the entre-
preneurs plan their finances in such a way that value will be added to the 
firm. Financial planning and forecasting are important for the entrepreneur 
to evaluate and ascertain how much external financing may be required. They 
are also useful in gauging the actual performance of the firm based on the 
standard and the effect of the necessary corrections where necessary.



In this chapter, we discuss the concept of financial planning and forecast-
ing. We first look at the financial planning process, at budgeting and prepa-
ration of a cash budget. The chapter also looks at financial forecasting by 
discussing how to do forecasting of sales in an existing business and that of 
a new business. The chapter also discusses projecting financing needs and 
growth, and also how to project financing needs using break-even analysis.

9.2	 �Financial Planning

Financial planning deals with the orderly acquisition of capital, as well as 
the utilisation of the capital, through the establishment of well-crafted plans 
directed towards such goals. It entails identifying the sources of funds and the 
application of the funds in relation to enhancing the financial future of the 
firm. It is therefore a paramount success factor that cannot be underrated by 
firms because it acts as a guide to the financial future of firms. A good finan-
cial planning involves the coordination of a firm’s financial activities geared 
towards maximising the entrepreneurial value.

The financial planning process involves the following steps:

•	 Set enterprise goals: It involves setting long-term goals of the firm.
•	 Develop long-term financial plans: It serves as the roadmap towards achiev-

ing the firm’s long-term goals.
•	 Develop short-term financial plans: Short-term financial plans are centred 

on short-term financial outcomes of the firm.
•	 Develop individual budgets: Individual budgets including sales, selling 

expenses, production and administrative budgets need to be prepared.
•	 Develop a consolidated budget: The individual budgets must be put 

together in a consolidated budget.

9.2.1	 �Budgeting

A budget is a financial plan that sets out expected future results expressed 
in monetary terms, usually for a limited period. Firms use various types of 
budgets. An income and expenditure budget shows how much a firm expects 
to receive and spend in future periods, a production budget illustrates how 
much the firm must produce in the coming periods of time in order to meet 
demand, and a profit budget also combines planned sales, costs and profit 
figures.
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The budget is also useful to MSMEs in a number of respects. It enables the 
entrepreneur to communicate his/her targets clearly and motivate employees 
towards achieving these targets. It provides an indication of the amount and 
timing of cash flows. It enables the entrepreneur to control and monitor per-
formance by comparing actual outcomes against planned targets. This affords 
the MSME the opportunity to take corrective actions when discrepancies 
exist between budget and actual results.

9.2.1.1  �Cash Budget

A cash budget is a financial projection of a firm’s cash receipts and disbursements 
for a specified future time period. It predicts the future cash receipts and expen-
ditures for a particular time period, usually covering a short period of time. The 
cash budget helps the MSME determine when income will be sufficient to cover 
expenses and when the enterprise will need to seek outside financing.

The cash budget has three main components: cash receipts, cash disburse-
ments and cash summary. A cash budget may also contain a financing section, 
which details the expected amount of borrowing and repayment of loan or 
debt during the budget period.

The steps involved in preparing a cash budget are:

	1.	 Select the time horizon. The time horizon is the planning period covered 
by a cash budget. The time horizon depends on the MSME owner’s needs. 
Cash budgets are usually prepared monthly, however, it could be done on 
a weekly or daily basis for businesses with more volatile cash flows.

	2.	 Forecast sales/revenues. The cornerstone of the cash budget is the sales 
forecast. The sales forecast helps in estimating the variables contained in 
the cash budget. The ability to estimate an accurate cash budget largely 
depends on estimating an accurate sales forecast.

	3.	 Estimate cash receipts. The inflows expected during a given period are the 
cash receipts of the firm over that given period. Cash receipts are usually 
prepared on a separate schedule. The sources of cash receipts include col-
lections of accounts receivable, cash sales, other items indirectly related to 
sales such as proceeds from sale of assets (e.g. equipment and vehicles) and 
interest received by the firm.

	4.	 Estimate cash disbursements. The outflows expected during a given period 
are the cash disbursement of the firm over that given period. Cash disburse-
ments are usually prepared on a separate schedule. The sources of cash dis-
bursements are overheads, other operating items such as utilities and leases, 
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current cash purchases, payment of accounts payable resulting from pur-
chases in prior periods, direct labour, selling expenses and general and 
administrative expenses, capital expenditures, taxes, interest and dividends.

	5.	 Compute the next cash flow. This is the result after finding the difference 
between the cash receipt and cash disbursement. It could result in a posi-
tive or negative balance depending on which of the two cash flows is higher.

	6.	 Develop a cash summary. This shows whether the firm is in need of addi-
tional cash or has got excess cash to spare or invest over a specific time 
period. The cash summary is determined by:
•	 Finding the ending cash balance of the firm by adding the net cash flows 

(NCF) to the beginning cash of the firm.
•	 Finding the cash surplus (i.e. when the ending cash exceeds the mini-

mum cash balance) or cash shortage (i.e. when the ending cash is less 
than the minimum cash balance) by subtracting the minimum cash bal-
ance from the ending cash. The desired amount of cash an MSME 
wants to have on hand during any period is referred to as the minimum 
cash balance. This balance depends largely on the certainty of the firm’s 
environment. Ideally, it is expected that higher minimum cash balances 
are held by firms in more volatile environments, especially when the 
cash flows are more uncertain than those in more stable environments.

Example 9.1  To demonstrate the preparation and use of a cash budget by an 
MSME, let us consider an example of quality mechanics, a small business, 
which repairs and services vehicles on contract for some corporate bodies at 
the Suame Magazine. Its owner is in the process of preparing a monthly cash 
budget for the period September to December 2016. Revenues are highly 
seasonal, peaking in the months of October and November. The following 
information is used in preparing the cash budget.

	 1.	 About 25 % of quality mechanics’ revenue is collected one month after 
the service delivery and the balance (75 %) is collected two months after 
the servicing is rendered.

	 2.	 Quality mechanics purchases amount to 55 % of revenues and are made 
one month in advance of anticipated revenues. Payments are made in the 
month following the purchase. For example, September sales are esti-
mated at US$6,000; therefore, August purchases are US$3,300 (0.55 × 
US$6,000) and are paid in September.

	 3.	 Wages, salaries, rent and other cash expenses are recorded in Table 9.1, 
which gives quality mechanics’ cash budget for the four-month period 
ended December 2016.
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	 4.	 In addition, expenditures are recorded in the cash budget in relation to 
the purchase of equipment to the tune of US$1,000 in September and 
the repayment of a US$800 loan in November.

	 5.	 In September, quality mechanics will pay interest expense of US$400 on 
its medium-term debt. The interest expense relates to the period 
September–December.

	 6.	 Interest on the US$800 short-term debt for the period September–
November is US$20, which is paid in November.

	 7.	 A tax payment of US$590 is made in November.
	 8.	 Quality mechanics has a cash balance of US$1,500 and maintains a mini-

mum cash balance of US$1,500 to meet any unanticipated shortfall in NCF.
	 9.	 Quality mechanics needs to borrow in order to maintain that minimum 

cash balance and this is estimated in the final section of Table 9.1. 
Borrowing is done at the beginning of the month in which the funds are 
needed. Interest rate on funds borrowed is 12 % per annum, or 1 % per 
month, and this is paid in the month following the month in which funds 
are borrowed. Thus, interest rate on funds borrowed in October will be 
paid in November equal to 1 % of the loan amount outstanding in October.

	10.	 The financing needed in quality mechanics’ cash budget indicates that the 
firm’s cumulative short-term borrowing will be US$1,136.5 at the end of 
November. In December, the firm will be in the position to repay all 
short-term debts in October and November. Note that the cash budget 
indicates not only the amount of financing needed during the period but 
also when the funds will be needed.

	11.	 Sales for 2016 are estimated to be July  US$6,200; August  US 5,000; 
September US 6,000; October US 8,000; November US 8,500; December 
US$ 7,000 while sales for January 2017 are expected to be US$6,500.

9.3	 �Financial Forecasting

Financial forecasting is an important element of planning. It is a planning 
tool that helps the firm to prepare and cope with uncertainties in the future by 
relying on the analysis of trends from past to present data. To begin the process 
of forecasting, certain assumptions need to be made on the basis of experience, 
knowledge and judgement. These assumptions or estimates are then projected 
into the future or a specified period using various estimation techniques such 
as exponential smoothing, moving averages, regression analysis and trend 
analysis. Financial forecasting projects or estimates future financial events of 
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WORKSHEET JUL. AUG. SEPT. OCT. NOV. DEC.
US$ US$ US$ US$ US$ US$

Sales/Revenue 6,200 5,000 6,000 8,000 8,500 7,000
Collections:

First month (25%) 1,550 1,250 1,500 2,000 2,125
Second month (75%) 4,650 3,750 4,500 6,000

Total Collections 5,900 5,250 6,500 8,125
Purchases (55% of next month's sales) 2,750 3,300 4,400 4,675 3,850 3,575
Payments (one-month lag) 2,750 3,300 4,400 4,675 3,850

CASH BUDGET
Cash receipts
Collections (see above) 5,900 5,250 6,500 8,125

Cash Disbursements
Purchases 3,300 4,400 4,675 3,850
Wages 250 650 750 350
Rent 250 250 250 250
Other expenses 200 600 400 75
Interest expense on existing debt 400 20
Taxes 590
Purchases of equipment 1,000
Loan repayment 800
Total disbursements 5,400 5,900 7,485 4,525
Net monthly change 500 (650) (985) 3,600
Plus: Beginning cash balance 1,500 2,000 1,500 1,500
Less: Interest on short-term borrowing 0 0 (1.5) (11.4)
Equals: Ending cash balance before 2,000 1,350 513.5 5,088.6
Short-term borrowing
Financing needed 0 150 986.5 (1,136.5)b

Ending cash balance 2,000 1,500 1,500 3,952.1
Cumulative borrowing 0 150 1,136.5 0

a�The firm needs US$1,500 to raise its ending cash balance to its desired financing cash 
balance

b�When a firm has excess cash to retire a part of its short-term borrowing from prior 
months then it has negative financing needed

Answer 9.1 
Table 9.1  Quality Mechanics, cash budget for the four months ending 31 December 2016

the firm, and forms the basis for preparing budgets, for making estimates of 
future financial affairs and for monitoring the financial affairs of the firm.

Preparing a sales forecast is usually the first step in financial forecasting. 
A sales forecast estimates the firm’s sales for a planned period in the future. 
The estimates developed in a sales forecast are essential elements or inputs 
that enhance other activities such as production scheduling, stock manage-
ment, personnel planning, plant design, financial planning and budgeting. 
If the entrepreneur has not tried to anticipate the MSME’s future financ-
ing requirement, then a crisis occurs whenever the MSME’s cash inflows fall 
below its cash outflows. Proper planning involves anticipating and preparing 
for times when the MSME will require additional financing and for times 
when it will have surplus cash. For instance, the financing needs of growth 
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of MSMEs often outweigh their ability to generate cash. Planning for growth 
means that the MSME owner can anticipate the firm’s financing needs and 
prepare ahead. Planning ahead suggests the entrepreneur or MSME owner is 
in the position to explore alternative sources of financing in order to acquire 
the most favourable terms of finance.

9.3.1	 �Approaches to Forecasting

Entrepreneurs and MSME managers can concentrate on using three general 
approaches to financial forecasting in their enterprises. These approaches are 
experience, probability and correlation.

•	 Experience. MSME owners/managers can on the basis of past experiences 
with happenings in the business environment, forecast how things would 
be in the future. Thus, they can assume that sales, expenses or earnings will 
grow at certain rates on the basis of trends from the past.

•	 Probability. MSME owners/managers can use the probability of things 
happening to forecast future figures and activities. Thus, supposing it has 
been estimated that teenagers have a probability of buying yoghurt at 
US$0.30 during the dry season, then the SME owner can estimate that its 
sales in a Junior High School of a population of 1000 will be at least 300 
units (0.3 × 1000) in the dry season. This will be multiplied by the price 
per unit of yoghurt to determine sales from teenagers for the dry season in 
the Junior High School. MSME owners can forecast the number of cus-
tomers who will not pay their debt and so on based on probability of 
default.

•	 Correlation. When it is identified that there exists some correlation 
between the behaviour of one known variable and the behaviour of another 
unknown variable, then forecasts of the unknown variable can be made 
from the estimates provided by the known variable. Thus, if the MSME 
owner knows that most people who buy yoghurt also buy meat pie, then 
they can forecast how many units of meat pie will be bought.

9.4	 �Forecasting Sales

Forecasting sales is central to financial forecasting in every business including 
MSMEs. At a minimum, the sales forecast should reflect any past trends in 
sales that are expected to carry through into the planned period and the effect 
of any events that have the tendency of materially affecting such trends.
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Preparing a sales forecast is not entirely a financial task. The estimates 
of future sales depend on the demand for the MSME’s products and the 
strength of any competition in the market place. In larger firms, sales and 
marketing departments normally provide assessments of demand and the 
competition. Production staff will also provide estimates of manufacturing 
capacity and other production constraints. With the MSME, the owner 
may have to probably do all these things due to the small nature of the 
business.

Sales forecasts are usually used as a link between product-market perfor-
mance and the financial needs of the firm. The level of forecasted sales there-
fore serves as a barometer for making future predictions as to the cash flows 
from operation that are expected to be available for future use. The expected 
external financing needs of a firm can be derived from the estimates of the 
productivity of assets, which is measured in terms of the firm’s ability to sup-
port its sales.

For established businesses, the sales forecast is usually developed from their 
past experiences or track records. This could be done by, for instance, studying 
the trends in sales growth over the last six years, and then estimating average 
sales rates from such data.

New ventures usually do not have any historical data to rely on to make 
sales forecast. This makes it very difficult for them to develop such a fore-
cast for the new venture. Even when a sales forecast is developed for such a 
new firm, it is often difficult to be accurate. How does an entrepreneur then 
project sales or arrive at a sales forecast when the product has never seen 
the market, and the entrepreneur does not even know how competitors 
will respond to such a product? There are, however, ways of making a sales 
forecast for new ventures, including yardstick and fundamental analysis. 
Yardstick is an approach that uses the past information of an existing firm 
that is comparable to the entrepreneur’s venture in some respect, to develop 
the sales forecast. Fundamental analysis involves estimating the aggregate 
size of the relevant market. With this approach, the entrepreneur has to 
identify the trade area that his/her business intends to serve taking into 
consideration the fact that the business can grow geographically by adding 
a new location to the original one, or through the expansion of the cus-
tomer base. He/she should also estimate the number of potential customers 
and their buying characteristics. The entrepreneur needs to ascertain how 
often a customer makes purchases and the volume of such purchases. This 
should give the entrepreneur a sense of the amount of revenue to be gener-
ated over time.
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9.4.1	 �Forecasting Financial Statements

After forecasting sales, it is important to know if the enterprise’s finances can 
support the sales forecast by extending the SME’s financial statements into the 
future time periods. These forecasted financial statements are referred to as pro 
forma financial statements. The pro forma financial statements give the picture 
of the SME assuming that management’s plans is carried out and the sales 
forecasts are realised. Analysis of the projected financial statements is essential 
to the owners of the enterprise since it helps them to know if they can get the 
needed funds to make purchases, if the firm can meet its loan repayment times 
as scheduled, whether the firm will need external financing, whether the return 
on investment to the SME’s owner or potentials investor will be rewarding.

In forecasting a financial statement, it is important to include the cash bud-
get and capital budgets in addition to the sales forecasts. The capital budget 
gives a gist of planned expenditure for major assets acquisitions by the firm, 
while the cash budget depicts the projected inflow and outflows of the cash 
of the business for a specified time period. The two can however be joined 
together as one, as done in some businesses.

9.4.1.1  �Using Percentage of Sales Method to Forecast Financial 
Statements

The relationship between the sales and other financial variables are used to 
determine the percentage of sales forecasts. In order words, sales serve as the 
underlying estimator for the forecast variables. This is so because in the long-
term, most financial variables will relate to sales. Other financial variables are 
usually independent on sales in the short run, for example, non-current assets 
and sunk costs.

One must first estimate the ratio between the forecast variable and sales, 
usually on the basis of historical data and/or one’s personal opinion, when 
using the sales forecast to estimate a financial variable. Then a forecast of sales 
is made, from which the forecast variable is determined on the basis of estab-
lished relationship with sales.

	 Forecast variable Ratio Sales forecast= × 	

Thus, for an enterprise which wants to forecast its selling expenses know-
ing that the past relationships between sales and selling expenses have been 
that higher, sales require higher selling expenses, the ratio of selling expenses 
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to sales is estimated to be 11 %. This means that with a sales forecast of 
US$25,000, selling expenses are expected to be US$2750.

	

Selling expenses forecast $

Selling expenses f

= ×0 11 25 000. ,US

oorecast $= US 2 750, 	

In the short run, the percentage of sales forecasting can be used to forecast 
if and only if the relationship between the forecast variable and sales is con-
stant, which is a more realistic assumption in the short run.

Year Selling expenses Sales

US$ US$

Historical 2013 1,350 15,000
2014 1,620 18,000
2015 2,025 22,500

Forecast 2016 X 35,000
2017 Y 38,000

The values of X and Y can be estimated by first establishing the relation-
ship between sales and selling expenses from 2013 to 2015. The relationship 
is that selling expenses is 9 % (i.e. US$1,350/US$15,000) of sales. From this 
relationship, we can forecast that selling expenses from 2016 and 2017 will be 
9 % of the sales figures for those two years. Thus,

	

X US

X

: . ,

:

Selling expenses forecast $

Selling ex

2016 0 09 35 000= ×
ppenses forecast $

Selling expenses forecast

2016 3 150

20

=US
Y

,

: 117 0 09 38 000

2017 3 420

= ×
=

. ,

: ,

US

Y US

$

Selling expenses forecast $ 	

9.5	 �Projecting Financing Needs and Growth

Any additional funds needed by the firm can be estimated or forecasted by 
the percentage of sales method. In order to support a projected increase in the 
sales level, an enterprise can forecast the amount of external financing it needs 
using the percentage of sales method. This is done on the assumption that 
changes in specific balance sheet accounts have a direct relationship with sales 
and remain a fixed percentage of sales over time.
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On the assets side, current assets including cash, accounts receivable and 
stock increase spontaneously with increases in sales. Usually, non-current 
assets do not depend on sales unless an enterprise is operating at full capacity, 
in which case non-current assets must also increase to support a higher sales 
level.

On the liabilities and equity side, current liabilities such as accounts pay-
able, notes payable and accrued wages and taxes generally increase sponta-
neously with sales. Retained earnings may also increase, but not in direct 
proportion to increase in sales. Permanent sources of capital do not increase 
spontaneously with increases in sales.

	

External funds needed
Increase in assets Increase in libil= − iities
Increase in retained earnings− 	

	
External funds needed = ( ) − ( ) − ( )( ) −( )A

S
S

L

S
S PM PS d∆ ∆ 1

	
(9.1)

where:

	

A

S
=

assets that increase spontaneously with

sales as a percentagge of current sales 	

	

L

S
=

liabilities that increase spontaneously with

sales as a perccentage of current sales 	

ΔS = change in sales.
PM = profit margin on sales.
PS = projected sales.
d = dividend payout ratio (the percentage of earnings paid out as dividend).

Example 9.2  Dallima Minerals Ltd. wants to forecast its financial require-
ment for 2016. The firm’s current sales are US$300,000. Dallima Minerals 
Ltd. expects to increase sales by US$15,000  in 2016, earn a profit margin 
on sales of 18.7 %, and pay 60 % of its earnings out as dividends to its own-
ers. The firm has sufficient capacity to increase sales to US$315,000 without 
requiring additional fixed assets. Dallima Minerals Ltd. believes that all cur-
rent assets and only accounts payable vary directly with sales (Table 9.2).
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The balance sheet items, which vary directly with sales, are shown below as 
a percentage of US$300,000 in current sales (Table 9.3).

Answer 9.2  The following figures are inserted in the equation:

A

S
S

L

S
S PM PS d∆ ∆( ) − ( ) − ( )( ) −( )1 .

Table 9.2  Dallima Minerals Ltd. Balance Sheet as at 31 December 2015

Non-current assets US$ US$ US$

Plant and machinery 75,000
Less accumulated depreciation (25,000)
Net non-current assets 50,000
Current assets
Cash 3,750
Accounts receivable 11,250
Stock 5,000
Total current assets 20,000
Current liabilities
Accounts payable 6,750
Other current liabilities 750
Total current liabilities 7,500
Working capital 12,500
Total net assets 62,500
Financed by:
Long-term debt (10 %) 30,000
Owner’s equity 25,000
Retained earnings 7,500
Total equity and liabilities 62,500

Table 9.3  Dallima Minerals Ltd. Balance Sheet as at 31 December 2015 (as a percent-
age of sales)

Current assets US$ Current liabilities US$

Cash 0.0125 Accounts payable 0.0225
Accounts receivable 0.0375 Other current liabilities n.a.
Stock 0.016667
Total current assets 0.066667 Total current liabilities 0.0225

Financed by:
Long-term debt (10 %) n.a.

Non-current assets Owner’s equity n.a.
Plant and machinery n.a. Retained earnings n.a.
Total assets 0.066667 Total equity and liability 0.0225
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= 0 023. , ΔS = US$15 , 000, PM = 0.187, PS = US$315,000 

and d = 0.6.
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The negative balance shows that Dallima Minerals Ltd. does not need any 
external funds to finance a US$15,000 increase in sales, but has additional 
funds available of US$22,857.

The income statements and balance sheets can be forecasted from the per-
centage of sales method, using the sales forecast as the starting point. Income 
statement or balance sheet accounts that vary proportionately with sales are 
usually estimated based on historical relationships. These percentages are mul-
tiplied by estimated sales and then are adjusted to account for expected future 
events and trends. Items that do not vary directly with sales are also estimated 
and used to forecast future financial statements. The major advantage of the 
percentage of sales method of forecasting is that it is simple to use.

Example 9.3  The management of Dallima Minerals Ltd. wants to forecast its 
income statement for the year ending December 2016, assuming:

	1.	 Sales are forecast to be US$315,000.
	2.	 Items varying directly with sales are:

•	 Cost of goods sold at 55 % of sales.
•	 Other operating expenses at 17 % of sales.

	3.	 Items not varying directly with sales are:
•	 Total depreciation expenses, estimated to be US$8205.
•	 Interest expense, which remains unchanged from 2015  

at US$3000.
	4.	 An income tax rate of 25 %.
	5.	 A dividend payout ratio (percentage of earnings distributed to its owners 

in the form of dividend) of 60 %.

Answer 9.3  The forecasted income statement is presented below (Table 9.4):
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Example 9.4  The management of Dallima Minerals Ltd. wants to fore-
cast the balance sheet for the year ending 31 December 2016 using the 
assumptions in Example 9.2 above and the additions to retained earnings of 
US$22,857. If the assets do not equal the liabilities and the owners’ equity, 
they plan to plug-in additional available or required funds as needed to bal-
ance the statement.

The forecasted balance sheet for Dallima Minerals Ltd. would appear as 
shown below. Firms may opt for external finance by borrowing on short-term 
basis (notes payable), borrowing on a long-term basis (long-term debt), issuing 
equity (ordinary shares) or use a combination of these financing sources. The 
approach is known as the plug.

The plug-in figure of US$31,062 represents the US$22,857 in additional 
available funds, using Eq. (9.1), in Sect. 9.5, plus US$8,205 in depreciation 
as a non-cash outlay (Table 9.5).

Answer 9.4  Example 9.5  We are contemplating a new business, Everlasting 
Products Enterprise. The business will be in the business of making arte-
facts for sale. Newly developed software will enable the new firm to be more 
responsive to different design specifications. By examining the market and 
the economics of the business, the following estimates have been made for the 
next three years:

US$

Net sales 315,000
Cost of goods sold (0.55 × 

US$315,000)
(173,250)

Gross profit 141,750
Other operating expenses (0.17 × 

US$315,000)
(53,550)

Depreciation (8,205)
Earning before interest and tax 79,995
Interest expense (0.10 × 

US$30,000)
(3,000)

Earning after interest 76,995
Income tax (0.25) (19,249)
Net Income after tax 57,746
Dividends (0.6) (34,648)
Retained earnings 23,098

Table 9.4  Dallima Minerals 
Ltd. Forecasted Income 
Statement for the Year 
Ending 31 December 2016
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Table 9.5  Dallima Ltd. Balance Sheet as at 31 December 2016

Non-current assets US$ US$ US$

Plant and machinery 75,000
Less accumulated depreciation (33,205)
Net non-current assets 41,795

Current assets
Cash (0.0125 × US$ 315,000) 3,938
Accounts receivable (0.0375 × US$ 315,000) 11,813
Stock (0.016667 × US$ 315,000) 5,250
Total current assets 21,001
Additional available funds 31,062

Current liabilities
Accounts payable (0.0225 × US$ 315,000) 7,088
Other current liabilities 750
Total current liabilities 7838
Working capital 13,163
Total net assets 86,020

Financed by:
Long-term debt (10 %) 30,000
Owner’s equity 25,000
Retained earnings 31,020
Total equity and liabilities 86,020

	1.	 Everlasting Products Enterprise’s forecasted sales for the next three years 
are as follows:

Projected Projected

Unit sales Dollar sales

Year 1 1000 US$100,000
Year 2 1600 US$160,000
Year 3 2400 US$240,000

The dollar sales projections assume that the average unit sales price for each 
artefact will be US$100. 

2. The fixed production costs are expected to be US$50,000 per year, while 
the fixed operating expenses (marketing expenses and administrative 
expenses) should be about US$10,000. Thus, the total fixed operating costs 
will be US$60,000. 

3. The variable costs of producing the artefacts will be around 20 % of dollar 
revenues (sales), and the variable operating expenses will be approximately 
25 % of dollar sales. In other words, given an expected US$100 sales 
price, the combined variable costs per unit, both for producing the arte-
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facts and for marketing the products will be US$45 [(20 % + 25 %)  
× US$100]. 

4. The bank has agreed to loan the firm an increasing amount over the next 
three years at an interest rate of 12 %. The bank will loan US$100,000 in 
the first year, another US$50,000  in the second year, and an additional 
US$50,000 in the third year. Thus, the loan balance each year would be as 
follows:

Year 1 US$100,000
Year 2 US$150,000
Year 3 US$200,000

5. Corporate tax rate is assumed to be 25 %.

Answer 9.5  Considering the foregoing assumptions, we may forecast 
Everlasting Products Enterprise’s profits follows (Table 9.6):

The following steps are taken to project the firm’s net income for the next 
three years:

1. First of all, compute the expected cost of sales (line 4) and the operat-
ing expenses (line 8) for the given level of sales. Subtracting these costs and 
expenses from the firm’s sales gives us the firm’s operating profits or earnings 
before interest and taxes (line 9).

Table 9.6  Everlasting Products Enterprise: projected income statements

Year 1 Year 2 Year 3

US$ US$ US$

Sales 100,000 160,000 240,000 Line 1
Cost of sales
Fixed costs 50,000 50,000 50,000 Line 2
Variable costs (20 % of sales) 20,000 32,000 48,000 Line 3
Total cost of sales 70,000 82,000 98,000 Line 4
Gross profits 30,000 78,000 142,000 Line 5
Operating expenses
Fixed expenses 10,000 10,000 10,000 Line 6
Variable expenses (25 % of sales) 25,000 40,000 60,000 Line 7
Total operating expenses 35,000 50,000 70,000 Line 8
Operating profits (5000) 28,000 72,000 Line 9
Interest expenses (interest rate 12 %) 12,000 18,000 24,000 Line 10
Earnings before tax (17,000) 10,000 48,000 Line 11
Taxes (25 % of earnings before tax) 02,500 12,000 Line 12
Net income (17,000) 7,500 36,000 Line 13
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2. Next is to compute the interest expense for each year line (10), which in 
this case, was calculated as follows:

Year 1: 12 % × 100,000 = US$12,000
Year 2: 12 % × 150,000 = US$18,000
Year 3: 12 % × 200,000 = US$24,000

3. Finally, calculation includes estimating income taxes, which in this case 
is 25 % of earnings before tax. However, it is important to recognise the little 
complication resulting from the US$17,000 loss in the first year. Depending 
on the jurisdiction, the tax laws may permit a company to carry forward losses 
to be set off against future profits. For the sake of simplicity, let us assume that 
taxes are not paid when losses are incurred.

From the computations, it can be seen that the firm will lose money in 
the first year to the tune of US$17,000, followed by positive net profits of 
US$7500 and US$36,000 in the second and third years, respectively.

9.6	 �Financing Needs and Break-Even Analysis

After completing the first task of projecting the future profits of the firm, 
it is now appropriate to look at how to determine the break-even point  
of the firm, an important issue to any entrepreneur or investor in an 
MSME.

9.6.1	 �Break-Even Analysis

An entrepreneur or investor in a start-up business will be interested to know 
how long it may take for the firm to start posting profits. It is important for 
the entrepreneur to ascertain the number of units of the firm’s product that 
must be sold before becoming profitable. Considering the number of break-
even units, along with our sales forecast, it may be easy to conclude on the 
time required for the firm to become profitable.

We can adapt an equation from the income statement to determine the 
break-even point. Using the income statement as presented in Answer 9.5, 
we understand that operating profits, or earnings before interest and taxes, is 
computed as follows:

	

Total

dollar sales

Cost of

goods sold

Operating

expenses

Oper
− − =

aating

profits 	
(9.2)
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From this equation, we are interested in finding out the number of units 
sold, and the corresponding dollar sales that result in operating profit of zero. 
This means, we want to compute the sales level where:

	

Total

dollar sales

Cost of

goods sold

Operating

expenses
− − = 0

	
(9.3)

From the above equation, it is possible to establish the break-even sales 
level, by using trial and error. Another approach is to restate the equation by 
looking for the sales level that fully covers the variable and fixed costs. This 
can be restated as:

	

Total

dollar sales

Total

variables cost

Total

fixed cost
− − = 0

	
(9.4)

Also, considering that a firm’s total dollar sales can be calculated as:

	
selling price per unit the number of units sold,( )× ( ) 	

And, total variable costs can be computed as:

	
variable costs per unit the number of units sold( )× ( ), 	

The break-even equation can then be restated as:
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(9.5)

Finding for the numbers of units sold that give operating profit of zero, we 
have

	

Break even

units sold

Total fixed costs

Selling price Unit v

−
=

− aariable cost 	
(9.6a)

Therefore, we observe that the break-even point is a function of: (1) the 
total fixed operating costs of the firm (numerator) and (2) the unit selling 
price minus the unit variable cost (denominator). If fixed costs go higher, 
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more units must be sold in order for the firm to break even. If the difference 
between the selling price per unit and the variable cost per unit is larger, then 
fewer units must be sold for the firm to break even. The difference between 
the selling price per unit and the variable cost per unit is known as the con-
tribution margin, that is, for each unit sold, a contribution is made towards 
covering the firm’s fixed costs.

Finally, we can shorten Eq. (9.6a) by using the following notations:
Let QB = the number of units sold to break-even.
F = the total fixed operating costs (includes all operating costs that are con-

stant at various levels of production/sales).
P = the unit selling price.
V = the variable cost per unit (includes all costs that vary directly with the 

volume produced/sold).
Equation (9.6a) may now be stated more succinctly as follows:

	
Q

F

p VB =
− 	

(9.6b)

Example 9.6  Recall the Everlasting Products Enterprise example, where we 
forecast the firm’s profits. As seen in Answer 9.5, the firm achieved profitabil-
ity in the second year. Now the question is how many units must be sold, and 
the corresponding dollars sales in order for the firm to reach the break-even 
point in operating profits. The following information is required from the 
example:

F = the total fixed operating costs = US$60,000.
P = the unit selling price = US$100.
V = the variable cost per unit = US$45

Answer 9.6  Therefore, considering the information, the break-even point in 
number of units, QB, is calculated as follows:

	
Q

F

P V

US

US USB =
−

=
−

=
$

$ $
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60 000
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1091

,

	

Also, we can compute the break-even in dollar sales as follows:

	

Dollar

break even
Break even units Sales per unit

−
= − ×
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Dollar

break even
units $ $1,091 109,100

−
= × =US US100

	

 It is now clear how to forecast profits and how to compute the break-even 
point in terms of profits.

9.7	 �Determinants of Financing Needs

Financial forecasting is an essential tool used in assessing the financial needs of 
firms. Smith et al. (2011) identified a number of determinants of the financ-
ing needs of a business venture, including profitability, cash flow, minimum 
efficient scale and sales growth. These are discussed in turn:

9.7.1	 �Profitability

Firms need to be profitable in order to stay in business. This helps firms to 
reduce their external financing needs since they are able to generate enough 
funds internally to stay in business. The higher the profitability of a firm, the 
lower the financial needs of the firm, all other things being equal. Though 
highly profitable MSMEs may have better access to external sources of 
finance than less profitable ones, their need for external finance will be lower 
if retained earnings are sufficient to finance new investments. According to 
the pecking order theory, firms prefer internal sources of finance to external 
sources. Profitable firms will utilise retained earnings as opposed to depend-
ing on external finance. Retained earnings constitute the cheapest source of 
finance followed by debt and external equity.

9.7.2	 �Cash Flow

Though profitability reduces the need for external financing, it may however 
increase a firm’s demand for financing due to its other considerations fac-
tors. Firms thrive well on cash but not on profit. It is possible for a firm to 
be making profit, however it may be suffering from not meeting its financial 
needs. The fact that a firm is profitable does not mean that it has cash to 
spend. Payments are made with cash but not profit. It is therefore necessary 
to consider the cash flow of the firm since it is the cash flows that enable the 
firm to meet its daily operational expenses and cost. A firm that sells for cash 
may better meet its internal operations (though may not be profitable) than a 
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profitable firm that sells on credit. This is because the firm that sells on credit 
does not receive immediate cash for their credit sales and this can affect the 
operations of such a firm, especially when it is in need of funds. Other factors 
such as buying inventory on credit and timing of payments to employees may 
also affect the cash flow of the firm.

It is also useful to recognise the difference between cash flow and profit in 
the sense that firms do not record capital expenditures in the income state-
ment in the period when they are incurred. Capital expenditures are recorded 
in the balance sheet as fixed assets. It is only a portion of the assets that would 
be written off over several years in relation to the assets useful life (this is 
however dependent on the tax laws of a particular jurisdiction). A firm under-
estimates its financing needs when it focuses on the profitability rather than 
on cash flows in the year that a fixed asset is bought. It, however, overestimates 
the need for financing in the later years when the asset is depreciated.

9.7.3	 �Minimum Efficient Scale

The production of goods and services of firms is carried out by the use of 
inputs. The nature of a firm usually determines whether it should use too 
much of fixed inputs or variable inputs (employees and materials). Broadly, 
inputs of a firm can be classified as employees, materials and fixed assets. 
What usually determines a firm’s scale of operation is the kind of activity that 
the firm engages in. Firms that engage in services usually do not have to incur 
a lot of capital investment in their operations. This reduces their investment 
in fixed assets. As a result, such firms will therefore invest in employees and 
other materials that propel the rendering of their services. However, capital 
intensive businesses usually need a great amount of fixed assets compared to 
other inputs. The inputs of a start-up firm are decided by whether the business 
venture is capital intensive or labour intensive.

For firms to enjoy economies of scale, as the volume of output per time 
increases, the long-run average cost must decline. Firms should endeavour to 
produce at the minimum point of the long-run average curve, since declining 
below this point puts the firm at a competitive disadvantage.

9.7.4	 �Sales Growth

As firms grow, they sometimes find it difficult to generate enough cash to 
finance their operations. This is because growing may need to inject more capi-
tal investment into the firm’s operations. Cash allocations to items like inven-
tory, investment in equipment, as well as wages and salaries, increase with the 
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growth of the firm. The growth rate of the firm should be at least proportional 
to its profitability in order not to put so much pressure on the firm to resort 
to outside generated funds. When this happens, the internally generated funds 
(cash flows) are usually not sufficient to cater for the financial needs of the firm.

9.8	 �Summary and Conclusions

In this chapter, we examined the concept of financial planning and forecast-
ing. Financial planning deals with the orderly acquisition of capital, as well as 
the utilisation of the capital, through the establishment of well-crafted plans 
directed towards such goals. It entails identifying the sources of funds and the 
application of the funds in relation to enhancing the financial future of the 
firm.

The financial planning process involves setting enterprise goals, developing 
long-term financial plans, developing short-term financial plans, developing 
individual budgets and developing a consolidated budget. A budget is a finan-
cial plan that sets out expected future results expressed in monetary terms, 
usually for a limited period.

Forecasting sales is central to financial forecasting in every business, includ-
ing MSMEs. At the minimum, the sales forecast should reflect any past trends 
in sales that are expected to carry through into the planned period and the 
influence of any events that might materially affect those trends. Sales fore-
casts are usually used as a link between product-market performance and the 
financial needs of the firm. The level of forecasted sales therefore serves as a 
barometer for making future predictions as to the cash flows from operations 
that are expected to be available for future use. The expected external financ-
ing needs of a firm can be derived from the estimates of the productivity of 
assets, which is measured in terms of the firm’s ability to support its sales.

Financial forecasting is an essential tool used in assessing the financial 
needs of firms. The determinants of the financing needs of a business venture 
include profitability, cash flow, minimum efficient scale and sales growth.

Discussion Questions and Problems

	1.	 What is the significance of preparing and producing forecasts for MSMEs?
	2.	 For the last five years, cost of goods sold for Beauty Ltd. has averaged 60 % 

of sales. This trend is expected to continue for the foreseeable future. If 
sales for 2016 are expected to be US$20,000, what would be the forecast 
2016 value for cost of goods sold?

220  Entrepreneurial Finance for MSMEs



	3.	 The Happy Ltd.s pro forma balance sheet for 31 December 2015 indicates 
that total assets will be US$12,000, but total liabilities and equity will be 
only US$8000. What should Happy Ltd. do to resolve the discrepancy 
between assets and liabilities?

	4.	Bans Bakery Ltd. has just come out with a new bread flavour that they are 
sure will cause sales to double between 2015 and 2016. Using the following 
worksheet, complete Bans Bakery’s pro forma financial forecast and answer 
the related questions.

		 Assume that cost of sales, current assets, and current liabilities will main-
tain the same percentage of sales as in 2015. Further, assume that no new 
fixed assets will be needed in 2016, and the current dividend policy will be 
continued in 2016.

Estimate the additional funds that Bans Bakery Ltd. will need in 2016.

	5.	 Mr. Yin owns Sugar Cane Farms’, a small-sized farm. He would like to 
expand his farms and buy a nearby land. Mr. Yin does not have the capital 
to undertake this project and would like to borrow the money from the local 
bank. He knows the banker will need projected income statement for his 
current farms when considering his loan application. Net sales for 2015 were 
US 80,000. Considering the previous growth rates in his business and the 
anticipated increase in tourism, projected net sales for 2016 is US 100, 000. 
Cost of goods sold and selling and marketing expenses will remain the same 
value as 2015 at US 4,000. Mr. Yin uses the straight-line method of depre-

Table A.9.1  Bans Bakery Ltd.: Financial Status and Forecast

2015 US$ Estimate for 2016 US$

Sales 12,000
Cost of sales 6,000
Gross profit 6,000
Fixed expenses 3,000
Before-tax profit 3,000
Tax @ 25 % 750
Net profit 2,250
Dividends 0
Current assets 25,000
Net assets 15,000
Total assets 40,000
Current liabilities 17,000
Long-term debt 3,000
Ordinary shares 7,000
Retained earnings 13,000
Total liabilities and equity 40,000
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ciation, so the previous year’s depreciation expense figure of US 1,000 can 
also be applied to 2016.

Answer the following questions based on the following assumptions.

(a)	 Cost of goods sold in 2015 was US 47,000. What is the forecasted value 
of Cost of goods sold for 2016?

(b)	 What is the forecasted gross profit for 2016?
(c)	 Selling and marketing expenses for 2015 were US 12,000. What is the 

forecasted value for 2016?
(d)	 Calculate the forecasted operating income for 2016.
(e)	 Assume the interest expense for 2015 is US 700 and the tax rate is 30%. 

Calculate earnings before interest and tax (EBIT) and net income expected 
for 2016 to the nearest dollar.

(f )	 If US 9,000 is distributed in dividends in 2016, what will be 2016’s addi-
tion to retained earnings?

6.	 After completing the pro forma income statement in Question 5, Mr. Yin 
now realises he should also complete a pro forma balance sheet. Net sales 
in 2015 was US$80,000 and his forecasted sales for 2016 is US$100,000. 
All of Sugar Cane Farms’ current assets will remain the same percent of 
sales as they were in 2015. Mr. Yin does not plan to buy or sell any equip-
ment, so his gross property and equipment amount will remain the same 
as in 2015. In the liabilities and equity section, only accounts payable will 
remain the same percent of sales as 2015. Except for retained earnings, the 
other accounts are expected to remain the same as in 2015. The following 
balances were taken from Sugar Cane Farms’ end of 2015 balance sheet:

	(a)	 Calculate the forecasted end of 2016 values for each of the current asset 
accounts.

	(b)	 Depreciation expense for 2016 is estimated to be US$1000. Calculate the 
estimated total assets for the end of 2016.

	(c)	 Forecast the accounts payable for the end of 2016.
	(d)	 What will total liabilities be at the end of 2016?
	(e)	 Assuming the forecasted net income for 2016 is US$18,351, and cash 

dividends paid equals US$9,000, what total amount will be forecasted for 
the end of 2016 total liabilities and equity?

	(f )	 Based on these calculations of the pro forma balance sheet, are additional 
funds needed?
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	(g)	 Net income for 2015 was US$13,859. What was Sugar Cane Farms’ net 
profit margin for 2015? The forecasted net income for 2016 is US$18,367. 
What is Sugar Cane Farms’ forecasted 2016 net profit margin?

	7.	 Africagrowth Ltd. expects rapid sales growth next year. Sales for the cur-
rent year were US$8 million, and are expected to grow by 15 % next year. 
Africagrowth Ltd. wants to estimate the external capital that will be 
required to finance this growth. The company estimates that additional 
assets equal to 25 % of the increase in sales will be required. Liabilities will 
increase by 20 % of sales. The net profit margin is 5 % and Africagrowth 
Ltd. expects to pay US$50,000 in dividends to its ordinary shareholders. 
Compute the external capital required by Africagrowth Limited.

	8.	 Use the percent of sales method to prepare a pro forma income statement 
for Calico Enterprise. Projected sales for next year equal US$20,000. Cost 
of goods sold is expected to be 70 % of sales, administrative expense equals 
US$5000, and depreciation expense is US$7000. Interest expense equals 
US$5,000 and income is taxed at a rate of 40 %. The firm plans to spend 
US$1,000 during the year to renovate its office facility and will retire 
US$7,000 in notes payable. Finally, selling expense equals 5 % of sales.

	9.	Grace Enterprise has estimated sales and purchase requirements for the last 
half of the coming year. Past experience indicates that it will collect 20 % 
of its sales in the month of sale, 50 % of the remainder one month after the 
sale, and the balance in the second month following the sale. Grace 
Enterprise prefers to pay for half its purchases in the month of the purchase 
and the other half the following month. Labour expense for each month is 
expected to equal 5 % of that month’s sales, with cash payment being made 
in the month in which the expense is incurred. Depreciation expense is 
US$200 per month; miscellaneous cash expenses of US$2,500 per month 
are paid in the month incurred. General and administrative expenses of 
US$900 are recognised and paid monthly. A US$24,000 truck is to be 

Table A.9.2.  Sugar cane 
farms’ end of 2015 bal-
ance sheet

Cash 9,000

Accounts receivable 1220
Inventory 7,000
Property and equipment (gross) 24,000
Accumulated depreciation 3,000
Property and equipment (net) 20,000
Accounts payable 480
Long-term notes payable 7,000
Retained earnings 4,000
Ordinary shares 25,840
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purchased in August and is to be depreciated on a straight-line basis over 
ten years with no expected salvage value. Grace Enterprise also plans to pay 
a US$9,000 cash dividend to stockholders in July. The Enterprise feels that 
a minimum cash balance of US$12,000 should be maintained. Any bor-
rowing will cost 12 % annually, with interest paid in the month following 
the month in which the funds are borrowed. Borrowing takes place at the 
beginning of the month in which the need for funds is made. For example, 
if during the month of July, the firm should need to borrow US$5000 to 
maintain its US$12,000 desired minimum balance, then US$5000 will be 
taken out on 1 July with the interest owed for the entire month of July. 
Interest for the month of July would then be paid on 1 August. Sales and 
purchase estimates are shown in the following chart.

		 Prepare a cash budget for the months of July and August (cash on hand 30 
June was US$12,000, whereas sales for May and June were US$4000 and 
purchases were US$1500 for each of these months).

Table A.9.3  Sales and 
purchase estimates

Month Sales US$ Purchases US$

July 8,000 5,000
August 9,000 4,000
September 10,000 3,000
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10
Working Capital Management

Learning Objectives
By the end of this chapter, you should be able to:

•	 explain the concept of working capital management
•	 describe the components of working capital management
•	 discuss the importance of proper inventory management
•	 appreciate how accounts receivable are efficiently managed
•	 explain the relevance of good cash management among firms
•	 discuss how firms invest excess cash through marketable securities 

management
•	 explain how firms’ current liabilities are managed

10.1	 �Introduction

Entrepreneurs and manager of MSMEs are often confronted with the issue 
of proper management of their working capital. Small businesses on regular 
basis have to make payments with respect of inventory purchased from sup-
pliers, utility bills, staff salaries, insurance premiums, rent and so on. They 
also expect some receipts out of the revenues generated. The problem often 
has to do with the fact that these receipts may not come in at the time pay-
ments are supposed to be made. How does the entrepreneur or small business 
manager deal with this problem? The purpose of this chapter is to help better 
manage such a situation to ensure that the entrepreneurial value or value of 
the MSME is enhanced.



This chapter discusses working capital management in general. It then spe-
cifically focuses on the various components of working capital management, 
inventory management, accounts receivable management, cash management, 
marketable securities management and current liabilities management.

10.2	 �Concepts of Working Capital

Working capital is the capital available for conducting the daily operations 
of a firm and it consists of the current assets and the current liabilities. The 
current assets are assets, which can normally be converted into cash within 
one year. Current assets are also known as gross working capital and they 
are made up of inventory, accounts receivable, cash and marketable securities. 
Current liabilities are amounts owed by the firm, which are normally due 
within one year, and they include accounts payable, notes payable, accrued 
expenses and taxes payable. The difference between the firm’s current assets 
and the current liabilities is referred to as net working capital. The net work-
ing capital is a measure of the firm’s liquidity, which is the ability of the firm 
to convert its assets into cash. Net working capital is mathematically defined 
as follows:

	
Net working capital Current assets gross working capital C= ( ) – uurrent liabilities.

	

For instance, if a firm has current assets of US$6,500,000 and current lia-
bilities of US$3,000,000, then its net working capital will be US$3,500,000. 
The US$3,500,000 is an indication of the firm’s ability to pay its short-term 
debt or current liabilities. It also means the current assets can pay for short-
term liabilities 2.17 times. We had this ratio by simply dividing the current 
assets by the current liabilities (i.e. US$6,500,000/US$3,000,000 = 2.17).

10.3	 �Working Capital Management

Working capital management involves the management of all aspects of the 
firm’s current assets and current liabilities in order to maximise returns on its 
assets and minimise payments on its liabilities. Working capital management 
involves maintaining optimum levels of all items that constitute net working 
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capital. There is, however, a trade-off between the risk of having small work-
ing capital on one hand and the reduced profitability that results from having 
excess working capital on the other. The basic goal of working capital manage-
ment is to maximise returns on assets and to ensure that the firm is able to 
continue its operations and that it has sufficient funds to satisfy short-term 
debt obligations as and when they fall due.

10.3.1	�Determining Working Capital Requirement

In determining the working capital requirement of a firm, there are two basic 
concepts to be employed and these are the operating cycle, and the funds 
required per dollar of sales.

10.3.1.1  �The Operating Cycle

The operating cycle refers to the process of turning raw materials into finished 
goods, and turning the finished goods into credit sales and finally convert-
ing the credit sales into cash. It shows the number of days or length of time 
it takes the firm to convert the raw materials into cash. It is calculated as the 
average age of inventory plus average age of accounts receivable less average 
age of accounts payable. The operating cycle is also known as the working 
capital cycle, trading cycle, cash conversion cycle (CCC) or cash cycle. The 
faster a firm can ‘push’ items around the cycle, the lower its investment in 
working capital and the better its cash flow position is.

The CCC shows the average duration of a firm’s cash that is invested in 
inventory and accounts receivable, both of which do not yield any interest. It 
is therefore prudent for the firm to keep the CCC as short as possible. Let us 
try and go through the process of calculating the CCC.

Example 10.1  The following information relates to Bapela Brothers 
Enterprise, a private company which deals in the production of cement: sales 
US$2,000,000; purchases US$1,200,000; cost of sales US$1,500,000; debt-
ors US$400,000; creditors US$180,000; raw materials US$280,000; work-
in-progress US$120,000 and finished goods US$200,000.

Calculate the Bapela Brothers Enterprise’s CCC for a period of one year, 
assuming 365 calendar days.
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Answer 10.1 	

Raw
Raw

materials turnover period
materials

Purchases
= × =365

280,,

, ,

000

1 200 000
365 85× = days

	

	
Work in progress turnover period

Cost of sales
= × =

WIP
365

120,0000

1 500 000
365 29

, ,
× = days

	

	
Finished goods turnover period

Finished goods

Cost of sales
= ×× = × =365

200 000

1 500 000
365 49

,

, ,
days

	

	Accounts receivable or debtors turnover period
Debtors

Sale
=

ss
days× = × =365

400 000

2 000 000
365 73

,

, , 	

	
Accounts payable or creditors turnover period

Creditors

Pur
=

cchases
days× = × =365

180 000

1 200 000
365 55

,

, ,

CCC = Raw materials turnover period + Work-in-progress turnover period 
+ Finished goods turnover Period + Debtors turnover period − Creditors 
turnover period

	 CCC = + + + =85 29 49 73 55 181days days days days days days– 	

This means that it takes the Bapela Brothers Enterprise 181 days to pur-
chase raw materials, produce goods, sell to customers and recover cash from 
customers. The lower the CCC, the quicker the firm is able to convert raw 
materials into cash.

10.3.1.2  �Working Capital Required per Dollar of Sales

Under the working capital required per dollar of sales approach, we use 
the relationship between sales and relevant items of current assets and 
current liabilities in estimating the level of working capital required. For 
example, if for every US$1 of sales, the firm requires US$0.40 of working 
capital, then the working capital requirement of the firm if sales for next 
year is US$7,000,000, this will be US$2,800,000 (i.e. US$7,000,000 × 
US$0.40).
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10.3.2	�Determinants of Working Capital Levels

Holding or maintaining adequate working capital is very crucial to the opera-
tions of firms. Indeed, MSMEs are also expected to have adequate working 
capital to carry out their day-to-day business activities. The level of working 
capital of the firm is determined by the nature and size of the business, the 
production cycle of the firm, the level of sales growth, the firm’s credit policy, 
and the availability of suppliers’ credit.

The nature and size of the firm can influence its level of working capital. 
For instance, trading firms may require very small investments in fixed assets, 
but may need huge amount of cash and inventory by way of working capital. 
A manufacturing firm also requires huge investments in inventory. Service 
firms may not require huge investment in inventory but may need to hold 
sufficient cash. Generally, larger firms or those with a large scale of operation 
that will need more working capital than smaller ones.

The level of working capital requirement of a firm is affected by its pro-
duction cycle: the longer the production cycle, the larger the firms’ working 
capital requirement. A shorter production cycle, on the other, may not require 
that the firm hold too much working capital.

Level of sales growth is also an important determinant of a firm’s level of 
working capital requirement. Higher levels of sales growth will require that 
the firm maintains or holds a reasonably high level of working capital.

The firm’s credit policy is a determinant of the level of credit. The credit 
policy of a firm affects the level of financing given to customers. A lenient 
credit policy will require that the firm increases its working capital or main-
tains a high level of working capital. A firm with a tight credit policy may not 
require a high level of working capital.

Availability of credit provided by suppliers is also an important factor influ-
encing the level of working capital. Accessing credit from suppliers reduces 
the level of working capital that the firm will have to hold. However, where 
firm’s suppliers are unwilling to offer credit terms, this will increase the level 
or working capital the firm has to hold.

10.4	 �Inventory Management

Inventory management is concerned with ensuring that sufficient levels of 
inventory or stock are maintained in order to meet the demand of customers 
while minimising the associated holding, administrative and stock-out costs. 
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An efficient inventory management requires that adequate inventory must be 
held to satisfy customers’ demand. Too much inventory is actually expensive 
and wasteful, as the firm incurs costs such as capital tied up, storage costs, 
deterioration, obsolescence and even pilferage. Not having sufficient inven-
tory can result in lost sales. The firm should therefore aim at minimising the 
total inventory costs while maximising customers’ satisfaction. In order to 
strike that balance, the firm must determine the reorder quantity (number of 
items to order) and the reorder level (the level of inventory at which the new 
order will be placed). There are four main types of inventory and they are 
raw materials, work-in-progress, finished goods and maintenance, repair and 
operating inventories.

10.4.1	�Economic Order Quantity of Inventory

The economic order quantity (EOQ) is an inventory management system 
that is mostly used for determining the optimum reorder quantity at any 
time. The EOQ model tries to balance the ordering costs against holding costs 
and it provides the firm with the optimal economic quantity to order which 
will minimise overall inventory costs. The main assumptions underlying the 
EOQ model are:

	 (i)	 Demand or inventory use is constant in a year.
	(ii)	 Lead time is constant or zero.
	(iii)	 Purchase costs per unit are constant (i.e. no bulk discount).

The formula is stated as follows:

	
EOQ

DCo

HC
=

2

	

Where:
D = total annual demand for the item
Co = ordering cost per order
HC = holding cost per unit for one year
EOQ = economic order quantity

Note that in situations where the firm produces its own stock instead of 
buying, you may be asked to calculate the size of each production run. In this 
case, the model is modified as follows:
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EOQ
DCs

HC
D
R

=
−








2

1
	

where:
Cs	 = set-up cost
R	 = production run per annum

Example 10.2  Let us assume Easybuy’s demand for a commodity is 40,000 
units a year, at a steady rate. It costs US$20 to place an order, and US$0.40 to 
hold a unit for a year. Compute:

	(a)	 the order size to minimise stock costs,
	(b)	 the number of orders placed each year,
	(c)	 the length of the stock cycle,
	(d)	 total annual inventory costs.

Answer 10.2  (a) The order size to minimise stock costs is:

	
EOQ

DCo

HC

US

US
= =

( )( )( )
= =

2 2 40 000 20

0 4
4 000 000 2 000

, $

$
units

.
, , ,

	

(b) The number of orders placed in a year will be:

	

D

Q
= =
40 000

2 000
20

,

,
orders

	

(c) The length of the stock cycle will be the number of days in the year 
divided by the number of orders and this will give us:

	

365

20
18 25= . days

	

This means orders will be placed approximately every 18 days.
We could also divide the number of weeks in the year by the number of 

orders and we will get:
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52

20
2 6= . weeks

	

This means orders will be placed every 2.6 weeks and this works out to be 
every 18 days.

(d) The total annual inventory cost is also computed as:

	 TC = +Ordering cost Holding cost 	

The number of orders placed in a year is equal to the annual demand (D) 
divided by the order quantity (Q) (i.e. D/Q). We then multiply the number 
of orders by the ordering cost per order (Co) to get the total ordering cost, or 
D

Q
Co( ) .

Since inventory is used at a constant rate during the year, the average inven-
tory at any given point in time is half the order quantity (Q) (i.e. Q/2). We 
then multiply the average inventory by the holding cost per unit (HC) to get 

the total holding cost, or Q HC
2
( ) .

Therefore, we can restate our total cost (TC) formula as follows:

	
TC

D

Q
Co

Q
HC= ( ) + ( )

2 	

	
TC US US= ( ) + ( )40 000

2 000
20

2 000

2
0 4

,

,

,
.$ $

	

	 TC US US US= + =$ $ $400 400 800 	

Example 10.3  For each unit of a computer manufactured, 4 units of raw 
materials are required. Denzel Tech manufactures 100,000 computers 
per annum and the demand for computers is stable throughout the year. It 
costs US$400 each time raw materials are ordered and carrying cost is US$20 
per unit of raw materials per annum.

Required:

	(a)	 Determine the EOQ of raw materials
	(b)	 Determine the inventory cost

232  Entrepreneurial Finance for MSMEs



Answer 10.3  Note that we are interested in the EOQ of raw materials and 
since the four units of raw material are required to produce 1 unit of com-
puter, to produce 100,000 computers a year, the annual demand for the raw 
materials will be 400,000 units (i.e. 100,000 × 4).

D = 100,000 × 4 = 400,000 units
Co = 400
HC = 20

	
EOQ

DCo

HC

US

US
= =

( )( )( )
= =

2 2 400 000 400

20
16 000 000 4 000

, $

$
units, , ,

	

The total inventory cost will be:

	
TC

D

Q
Co

Q
HC= ( ) + ( )

2 	

	
TC US US US= ( ) + ( ) = + =

400 000

4 000
400

4 000

2
20 40 000 40 000 80

,

,

,
, , ,$ $ $ 0000

	

Example 10.4  Rainbow Limited has a large warehouse storing building 
materials. The company uses 8,000,000 bags of cement in a year. The cost of 
a bag of cement is US$125. The cost of processing an order is US$300 and 
holding costs are 15 % of average dollar inventory value. Antack Enterprise, 
the supplier of cement to Rainbow Construction Limited has offered to give a 
discount of 10 % if lots of 20,000 bags of cement are purchased. Determine:

	(a)	 The optimal order quantity when discounts are not offered.
	(b)	 The total inventory cost when discounts are not offered.
	(c)	 Should Rainbow Construction Limited take the discount offer?

Answer 10.4  (a) When discounts are not offered:
The EOQ is determined as:

	

EOQ
DCo

HC

US

US
= =

( )( )( )
( )( )

=
2 2 8 000 000 300

0 15 125
256 000 00

, , $

$.
, , 00 16 000= , bags
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The total inventory cost will be:

	
TC

D

Q
Co

Q
HC= ( ) + ( )

2 	

	
TC US US= ( ) + ×( )8 000 000

16 000
300

16 000

2
0 15 125

, ,

,

,
.$ $

	

	 TC US US US= + =$ $ $150 000 150 000 300 000, , , 	

(b) When discounts are offered:
Note that in cases where discounts are offered, we need to use the discount 

price. In this case, the discount price is US$112.5 (i.e. US$125 minus the 10 
% discount). Therefore, our holding cost per unit will now be US$16.875 
(i.e. 0.15 × US$112.5). The quantity to be ordered in this case is 20,000.

The total inventory cost will be:

	 TC = +Ordering cost Holding cost 	

	
TC US US= ( ) + ×( )8 000 000

20 000
300

20 000

2
0 15 112 5

, ,

,

,
. .$ $

	

	 TC US US US= + =$ $ $120 000 168 750 288 750, , , 	

(c) Decision to accept discount or not:
In deciding on whether to accept the discount or not, we need to include 

the total value of purchases in our analysis, since the discounts are usually on 
the purchase price.

Under the condition of no discount, the value of purchases was 
US$1,000,000,000 (i.e. 8,000,000 bags × US$125). In that case the total 
cost under condition of no discount will be:

	 Overall total cost $ $ $= + =US US US300 000 1 000 000 000 1 00 300, , , , , , ,,000 	

Under the condition of discount, the value of purchases was US$900,000,000 
(i.e. 8,000,000 bags × US$112.5). In that case the total cost under condition 
of discount will be

	 Overall total cost $ $ $= + =US US US288 750 900 000 000 900 288 75, , , , , 00 	
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Since the overall total cost is lower when discount is taken, it is advisable 
for Rainbow Construction Limited to accept the discount offer.

10.4.2	�Reorder Point Calculation

The reorder point (ROP) is the level that requires putting into action the 
replenishment of stock. It is the level where management must place an order 
for new stock to be supplied. It is the level below which stock is not supposed 
to fall. The reorder point is determined by the lead-time, daily demand, and 
safety. Lead time ( L ) is the time between when a firm places an order for 
stock and when the stock is actually received. Daily demand ( d ) is the 
quantity of the stock that is used per day. Safety stock (ss) is the minimum 
quantity of stock held as a buffer and only used in times of emergency. We can 
depict these in Fig. 10.1.

The reorder point is therefore the daily demand during the lead-time plus 
the safety stock and this is defined mathematically as follows:

	 ROP Ld ss= + 	

Example 10.5  A trading firm has an expected usage of 50,000 units of a 
product during next year. The cost of processing an order is US$180 and car-
rying cost per unit is US$2 for a year. Lead time on an order is seven days and 
the firm will keep a reserve supply equivalent to four days usage.

Time
Lead time 

Safety Stock

Reorder Point

Fig. 10.1  Investment in inventory
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Required:

	(a)	 Calculate the EOQ.
	(b)	 Calculate the reorder level assuming the firm is open for 250 days in a 

year.

Answer 10.5  (a) Economic order quantity (EOQ)

	
EOQ

DCo

HC

US

US
= =

( )( )( )
= =

2 2 50 000 180

2
9 000 000 3 000

, $

$
units, , ,

	

(b) Reorder point (ROP)

	 ROP Ld ss= + 	

Daily demand or usage = 50 000

250
200

,
= units

Safety stock = 200 × 4 days = 800 units.
Therefore, the reorder point will be:

	 ROP Ld ss= + 	

	
ROP = ( )( ) + =7 200 800 2 200, units

	

10.4.3	�Just-in-Time Inventory System

Another inventory management system is the just-in-time (JIT) model. It was 
first introduced by Toyota Motor Company in Japan but it has spread rapidly 
and has been adopted by many other firms. It is particularly useful to those 
firms that produce a variety of products. The JIT model, also known as stock-
less production, aims at obtaining inventory from suppliers at the point when 
they are needed, and so avoiding the need to carry any materials or compo-
nents stock. This inventory management system attempts to match physical 
need with inventory at the point in time the inventory is needed. This means 
the firm carries little or no inventory, but obviously there is the danger or 
risk of running out of stock and not being able to meet customers’ demands. 
Therefore, the use of the JIT system requires close coordination between  
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suppliers and the firm. If the firm reduces it levels by introducing the JIT 
system, it means that it will require a lower level of investment in working 
capital. A restaurant, for instance, might find it preferable to use the EOQ 
approach for staple non-perishable food stocks but adopt JIT for perishable 
and ‘exotic’ items. In a hospital, a stock-out could have serious repercussion 
and as such JIT would be quite unsuitable.

10.4.4	�The ABC System of Inventory Management

The ABC system is concerned with treating stock items differently, based on 
the volume of sales they generate or how important they are to the firm’s 
manufacturing process. The essence of the ABC system is that detailed stock 
control is costly and time consuming, therefore, efforts should be directed 
where they are most needed and produce the greatest returns. The ABC sys-
tem ranks inventory according to value, which allows the firm to set control 
and carrying cost constraints based on inventory investment. The ranks are:

•	 ‘A rank’—the few very expensive items
•	 ‘B rank’—larger number of less expensive items
•	 ‘C rank’—relatively inexpensive items

‘A rank’ items account for the bulk of total value, usually put at 80 %, 
although they actually represent 10 % to 20 % of the items. Such items 
require close day-to-day control. ‘B rank’ items account for 15 % of total 
value and represent about 30 % of items. They require regular review while 
class ‘C rank’ items account for 10 % of total value, although they represent 
50 % of items. These are reviewed infrequently. The ABC system ensures 
that the firm’s resources are put to optimal use. It also saves time and labour 
since it counts only the inventory required by the cycle for the class of inven-
tory as compared to counting all inventory items every cycle. However, more 
resources are required to maintain the ABC system compared with the tradi-
tional costing systems.

10.5	 �Accounts Receivable Management

Accounts receivable is money owed to a firm from the sale of its goods and 
services in the normal course of business. A firm extends credit in order to 
stimulate sales, however, there are costs involved in granting credit. Accounts 
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receivable management is therefore aimed at achieving optimum investment 
in debtors through controlled credit allowed to customers. Entrepreneurs and 
managers of MSMEs need to understand the importance of accounts receiv-
able management so as to better manage their accounts receivable, and not 
expose themselves to high default risks. Management of accounts receivable 
requires a credit policy to be established, properly implemented and regu-
larly monitored. The credit policy decision involves a trade-off or the balance 
between the benefits of increased sales as a result of allowing the credit and 
the costs of granting credit.

10.5.1	�Establishing Credit Policy

Credit policy is an important determinant of the firm’s level of sales. It refers 
to the management guidelines the firm establishes in granting trade credit and 
the management of accounts receivable. A lenient accounts receivable credit 
policy is to provide credit to all customers who request it and also allow these 
customers a long credit period and also a delay in taking steps to ensure collec-
tions of overdue accounts. Such lenient policy will attract new customers but 
it comes with some costs. On the other hand a very strict credit policy could 
keep the cost at a lower level but it will also mean loss of sale as customers 
will turn to competing firms. The credit policy of the firm consists of a credit 
standard set to extend credit, terms of trade and collection procedure. We will 
discuss these credit variables one after the other.

10.5.1.1  �Credit Standards

Credit standards refer to the creditworthiness and financial strength a cus-
tomer must demonstrate in order to qualify for the credit. The credit worthi-
ness of the customer is an indication of whether the customer is likely to settle 
the debt or default. In evaluating customers for credit, some of the common 
considerations are the six Cs of credit—character, capacity, collateral, capi-
tal, conditions and control. Character refers to the honesty and integrity of 
the customer. It has to do with ascertaining whether that customer will pay 
on time based on past experience, and if it is a new customer, whether a 
favourable credit references can be obtained from other creditors or suppliers. 
Capacity deals with determining whether the customer has sufficient cash 
flow or income to settle the outstanding debt. Collateral shows the ability of 
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the customer to settle the debt by selling assets for cash. It is represented by 
assets provided by the customer as a pledge for security of the credit extended. 
Capital represents the net worth of the customer. It is an indication of the 
general financial position of the customer. Condition has to do with the 
impact of recent developments in the customer’s area of business or industry 
and how trends in general economic conditions might affect the customer’s 
ability to meet the debt obligation. Control is determining whether changes 
in law and regulation could adversely affect the customer’s ability to honour 
the indebtedness.

10.5.1.2  �Terms of Credit

Terms of credit are the requirements that a firm puts in place for the use of 
credit by its customers. The credit terms would typically specify the credit 
period, the discount period, and the discount rate. The credit period is the 
length of time for which credit is granted, and it shows the period elapsing 
between the date when the customer receives her/his statement of accounts 
and the date when payment is due. The discount period is the period, which 
elapses between the date the customer receives its statement of accounts and 
the date when the discount is foregone. The discount rate expresses the price 
reduction the customer will receive for paying within the discount period. 
For instance, if a firm indicates n/40 on the invoice to the customer, it means 
there is no discount but the credit period is 40 days. If the firm states 3/10 
net 30, it means if the customer pays within ten days of the invoice, a 3 % 
discount is offered. Other than that the entire net is due 20 days later or at 
the 30th day.

10.5.1.3  �Collection Policy

Collection policy refers to the procedures that the firm follows for obtain-
ing payment for goods and services previously sold to customers on credit 
and which have become due. It involves monitoring accounts receivable to 
spot trouble and obtaining payment on past-due accounts. The longer a debt 
is allowed to run, the higher the probability of eventual default. A system  
of follow-up procedures is required, bearing in mind the risk of offending 
a valued customer to such an extent that their business is lost. The critical 
problem here is the need to recognise when the accounts warrant special 
attention. Some of the techniques that could be used in collecting overdue 
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debts include sending reminder letters, making telephone calls, withholding 
supplies, engaging a debt collection agency and taking legal action against the 
customer.

10.5.1.4  �Analysing Accounts Receivable

It is also important for the firm to analyse its accounts receivable in order to 
determine how well it is able to match the credit granted with its collection 
policy. This exercise is very useful in controlling credit. The firm should be 
able to evaluate its credit performance and compare it with the credit policy. 
Assuming a small business has established its credit policy of 60 days. This 
means the firm’s customers are supposed to settle their debt within 60 days 
after purchasing on credit. We saw in Chap. 8 that accounts receivable turn-
over is calculated by dividing credit sales by accounts receivable. It is stated 
as follows:

	
Accounts receivable turnover

Credit sales

Accounts receivab
=

lles 	

If the small business has sold goods on credit to the tune of US$800,000 
and its accounts receivable stood at US$160,000, we can compute the 
accounts receivable turnover as:

	
Accounts receivable turnover

$

$
5 times= =

US

US

800 000

160 000

,

, 	

If we divide the number of days in the year by the accounts receivable turn-
over, we get the collection period.

	
Collection period days= =

365

5
73

	

Remember we mentioned in Chap. 8 that the collection period can also be 
stated as follows:

	
Accounts receivable collection period

Accounts receivables
=

CCredit sales
×365
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So, we calculate the collection days as follows:

	
Accounts receivable collection period

$

$
=

US

US

160 000

800 000

,

,
×× =365 73 days

	

This means the firm’s actual collection period of 73 days exceeds its credit 
policy of 60 days. Therefore, the firm will have to intensify its collection effort 
to speed up collections in order to better manage accounts receivable. This 
will require the firm to reconsider its credit policy. It has to re-evaluate the six 
Cs of credit and adopt a more stringent credit policy.

On the other hand, if the firm’s collection period is less than its credit terms 
or credit policy, it means the firm has increased its liquidity. It would then be 
prudent to consider adopting a more lenient credit policy.

10.5.1.5  �Aging of Accounts Receivable

In monitoring accounts receivable to track the ones that are due for payment 
and ensure that payments are obtained on time, the firm may use aging analy-
sis. This involves preparing an aging schedule to determine the amounts of 
accounts receivable, the various lengths of time for which these accounts have 
been due, and the proportion of accounts that falls within each time frame.

Let us consider how an aging schedule of accounts receivable schedule is 
prepared. The aging schedule shows a breakdown of the firm’s accounts receiv-
able by age of account. Table 10.1 illustrates the aging report of a small busi-
ness. It shows that 16 % of the accounts are less than 20 days old, 32 % are 
between 21 and 60 days, 36.7 % are between 61 and 80 days old, while 15.3 
% are over 80 days old. Considering that the firm has a 60-day credit period 
in its credit policy, it means 52 % of the accounts are overdue, while 48 % 
are on time.

Table 10.1  Aging of accounts receivable

Customer Outstanding balance (US$) Days outstanding

A 24,000 18
B 25,000 65
C 26,000 55
D 30,000 65
E 22,000 30
F 23,000 90
Total 150,000
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Aging schedule

Customer

Days 
outstanding

0–20 21–60 61–80 80+

A US$24,000
B US$25,000
C US$26,000
D 30,000
E 22,000
F US$23,000

Total US$24,000 US$48,000 US$55,000 US$23,000
Percentage 
outstanding

16 % 32 % 36.7 % 15.3 %

With 52 % of accounts receivable being overdue, the firm has a number 
of options. The first is to communicate to the customers to settle their debt. 
The second may involve refusing further credit terms to such customers until 
they pay the outstanding as expected. The third option available to the firm 
is to hand over such delinquent customers to a debt collection agency. The 
final option may require the firm to determine how much of the debt is not 
recoverable in order to write off as a bad debt. In such a case, the customer 
may have folded up or ‘closed shop’.

10.5.2	�Financing Accounts Receivable

Most businesses will have to extend credit to their customers to keep in line 
with industry practice and thus maintain sales. They must then wait until the 
customer pays to realise the cash. However, there are ways that the business 
may raise finance on the strength of its outstanding sales invoices through the 
practices of factoring and invoice discounting.

Factoring involves turning over the responsibility for collecting the firm’s 
debts to a specialist institution (the factor). The factor provides financing by 
means of advances and uses the firm’s accounts receivable balances as security. 
The factor typically takes over the running of the firm’s sales ledgers. This may 
be by non-recourse or with recourse. With non-recourse financing, the factor-
ing house bears the credit or default risk and does not fall on the firm. In the 
case of factoring with recourse, the factoring house does not bear the credit 
risk, meaning when the firm’s customers’ default on the debt, the factoring 
house is not affected. The firm still assumes the risks and will have to refund 
the outstanding to the factoring house if the customers default. Factoring is 
most suitable for MSMEs, which cannot afford sophisticated credit control 
and sales accounting systems, and for those firms, which are expanding rapidly.
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Invoicing discounting is a source of financing accounts receivable, which 
involves obtaining finance and using the sales debtors as security. However, 
unlike factoring, invoice discounting involves only the provision of the 
finance. The financial institution providing the invoice discounting does not 
provide a sales ledger service or any protection against bad debts. This type of 
accounts receivable financing is with recourse to the client firm.

10.6	 �Cash and Marketable Securities 
Management

MSMEs and entrepreneurs are mostly confronted with cash flow problem 
challenges, which tend to adversely affect their operations and impede their 
growth and development. A good appreciation of cash management would be 
useful for them to better manage their cash position. The cash management is 
concerned with managing cash flows and cash balances of the firm. Managing 
the cash flow has to do with ensuring that collections and disbursement of 
cash are as efficient as possible. Cash management also involves exercising 
control over the cash position so as to keep the firm sufficiently liquid and 
profitable.

The aim of cash management is to obtain the highest return possible on 
cash. This requires the firm ensuring that it has enough cash to take care of 
its daily operations or meet its disbursal needs and at the same time mini-
mise its investment in idle cash balances. A firm incurs opportunity cost 
(interest income forgone) if it holds excess or too much idle cash. If the 
firm maintains a very small cash balance, it may run out of cash and might 
have to incur costs selling its marketable securities (trading cost) or to bor-
row short-term (interest expense). Effective and efficient cash management 
requires the firm speeding up on its inflows and delaying outflows as much 
as possible.

Cash mainly consists of petty cash, cash in hand and cash at bank. 
Sometimes cash is defined to include short-term marketable securities, 
which are referred to as cash equivalents and they include Treasury bills, 
negotiable certificates of deposit, commercial paper and so on. (We have 
described the different types of short-term marketable securities in this 
chapter.) The firm’s balance sheet will typically have cash to include short-
term marketable securities. Therefore, cash management involves managing 
all the components of cash as well as the management of short-term market-
able securities.
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10.6.1	�Reasons for Holding Cash

Cash is normally held for transaction, precautionary and speculative motives. 
Transaction motive is concerned with the need to hold cash to carry out a 
firm’s normal business activities such as payment to suppliers of raw material, 
payment of salaries, payment of utility bills and so on.

Precautionary motive has to do with the need to hold cash to take care of 
unexpected needs or emergencies such as strikes, fire outbreaks, floods, com-
petitors’ marketing campaigns and so on.

Speculative motive involves the need to hold cash to take advantage of 
future investment opportunities, such as special offers from suppliers, attrac-
tive interest rates and favourable fluctuation in exchange rates and so on.

10.6.2	�Managing Collection and Disbursement of Cash

The firm can better manage its cash position by managing its collection and 
disbursement effectively. This will entail speeding up collections and delaying 
disbursements or managing the float. The term float is sometimes used to 
describe the amount of money tied up between the time when a payment is 
initiated (e.g. when a customer sends a cheque in payment, probably through 
the mailing system), and the time when the funds become available for use in 
the recipient’s bank account. Float management involves controlling the col-
lection and disbursement of cash.

There are broadly two types of float, these are the collections float and the 
disbursement float. The disbursement float is the time that elapses between 
payment by a firm and the time that the cheque actually clears at the bank 
and the funds moves out of the firm’s bank account. The longer the disburse-
ment float, the longer the firm still has the funds in its bank account which 
can even earn interest. The collections float, on the other hand, is the amount 
of time that elapses between when a firm’s customer makes a payment by 
cheque and when the cheque clears for the funds to be available in firm’s 
account. Since funds in the bank account may earn some interest, it is better 
to speed up the collection time. A lengthy collection float suggests inefficient 
cash management.

A lengthy float may be due to a transmission delay, a lodgement or pro-
cessing delay, a clearing delay. Transmission delay is the delay in terms of the 
length of time it takes for a customer to make payment by mailing the cheque 
for it to reach the firm. Lodgement or processing delay is the delay in terms of 
the length of time it takes the firm to deposit the cheque or cash at the bank. 

244  Entrepreneurial Finance for MSMEs



Clearing delay is the delay with respect to the time needed for the bank to 
clear the cheque.

There are several measures that could be taken by the firm in order to 
reduce the float and to better manage collections float. These include:

	 (i)	 The firm should ensure that the lodgement delay is kept to a minimum. 
Cheques received should be presented to the bank on the day of receipt.

	(ii)	 The firm might, in some cases, arrange to collect cheques from the payer’s 
premises. This would be possible with only local customers. The payment 
will have to be large to make the extra effort worthwhile.

	(iii)	 The firm’s customer might be asked to deposit the cheque into the firm’s 
account through the customer’s bank branch, provided both parties have 
the same bank.

	(iv)	 Electronic fund transfers can be used. This involves a computerised sys-
tem for the immediate transfer of funds from one bank account to 
another.

	(v)	 The firm can also ask the customer to make a standing orders or a direct 
debit. This is an order or instruction the customers give to their bank to 
make regular transfer into the firm’s bank account. It is advisable to use 
this system if it involves regular payments.

	(vi)	 The firm can use the Lock Box Collection System. A lockbox is a post 
office box that the firm rents and authorises its bank to pick up cheques 
sent by the customers from and immediately deposit them into the firm’s 
bank account. Utility firms normally use a modern form of the lock box 
system, where they ask their customer to pay their bills at the post office 
or at the bank directly.

10.6.3	�Management of Marketable Securities

Marketable securities management is an important aspect of cash manage-
ment. Though marketable securities include both long-term and short-term 
marketable, we are interested in short-term marketable securities because they 
are near cash (cash equivalents) or can easily be converted to cash. An MSME 
with surplus cash can invest it in short-term marketable securities. Short-term 
marketable securities are financial instruments that are considered to be near 
cash because they are easily converted to cash at short notices at lower cost. 
Recall we mentioned in Chap. 4 that the market for short-term marketable 
securities is the money market. Investment in short-term marketable securities 
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serves as substitutes for cash to avoid holding a large cash balance, and part 
of the investment can be liquidated any time the firm needs cash. Examples 
of short-term marketable securities are Treasury bills, negotiable certificates 
of deposit, commercial papers, bankers’ acceptances, repurchase agreements, 
money market mutual funds and so on.

Short-term marketable securities have shorter maturity, they are safer, have 
less default risk, are more marketable or liquid and attract less or no tax. 
These characteristics serve as advantages for investing in short-term market-
able securities

10.6.4	�Cash Management Models

Cash management models attempt to minimise the total costs associated with 
cash movements between the bank account and short-term investments by 
determining when, and how much, cash should be transferred each time. 
Holding too much idle funds comes with an opportunity cost of lost inter-
est. Investing too much funds in marketable securities will be associated with 
transaction costs as the firm sells part of the short-term investment. The cash 
management models attempt to find the optimum cash management strategy 
that will minimise the total costs. There are two main models and these are 
the Baumol Model and the Miller–Orr Model.

10.6.4.1  �The Baumol Model

The mechanics involved in using this model are very similar to what we saw 
under the EOQ inventory model. The Baumol model has the following 
assumptions:

	 (i)	 There is steady or constant demand for cash over time.
	(ii)	 Firms would hold stock of marketable securities which can be sold in 

order to replenish cash balance.
	(iii)	 The main carrying cost of holding cash is the interest foregone or the 

opportunity cost for not investing the excess cash.
	(iv)	 The cost of placing an order is the administrative cost incurred for each 

sale of marketable securities.
	 (v)	 The model identifies the optimum amount of marketable securities to 

sell by value each time cash needs replenishing.
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The model is stated as follows:

	
OC

DT

r
=

2

	

Where:
D = total annual cash disbursement
T = transaction cost of each sale of marketable securities
r = interest rate per annum
OC = optimal amount of marketable securities to sell to optimise transaction 

costs and interest income

Example 10.6  Omega Enterprise is a small-sized retail outlet. Its annual 
requirement for cash is US$300,000 spread evenly throughout the year. The 
current yield on government securities is 10 % per annum. Switching cost is 
US$20 per transaction.

Required:

	(a)	 Calculate the optimum amount of cash to be transferred to enterprise’s 
current account.

	(b)	 Calculate the number of transactions to undertake in a year.
	(c)	 What is the average cash balance in the current account?
	(d)	 Calculate the cost of holding cash in the current account.

Answer 10.6  (a) Optimal cash

	
OC

DT

T

US US
US= =

( )( )( )
= =

2 2 300 000 20

0 10
120 000 000 10 954

$ , $
$

.
, , ,

	

The amount US$10,954 is the of Treasury bills to be sold by the firm any-
time it needs cash.

(b) Number of transactions in a year

	
= = =
Annual Demand

Optimal Cash
or

D

OC
times

 

 

$

$

300 000

10 954
27

,

, 	
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(c) Average cash balance for the period:

	
= = = =

Optimal cash $
$

2 2

10 954

2
5477

OC US
US

,

	

(d) Total cost of holding the account balance in the year:

	
TC

D

OC
T

OC
r= ( ) + ( )

2 	

	
TC

US

US
US

US
= ( ) + ( )$

$
$

$300 000
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20
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2
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,

,

,
.

	

	 TC US US US= + =$ $ $547 7 547 7 1095. . 	

10.6.4.2  �The Miller–Orr Model

In the late 1950s, Miller and Orr presented a second model on cash manage-
ment. Miller–Orr assumed that cash flows are entirely unpredictable. The 
model sets upper and lower cash limits and when the balance reaches an upper 
limit, the firm will purchase short-term investments to bring the cash balance 
back to a predetermined level known as the return point. When the cash bal-
ance falls to the lower limit, the firm will sell short-term investments to bring 
the cash balance back to the return point.

The model takes into account uncertainty in both receipts and payments 
of cash. All cash receipts and payments are met from the cash balance and the 
firm’s cash balance is allowed to vary freely between the two limits. The lower 
limit needs to be specified by the firm and the upper limit is obtained the 
model. On any day that the cash balance moves outside these limits, appropri-
ate action needs to be taken. This is illustrated in Fig. 10.2.

At point 1, the cash balance gets to the lower limit and must be replen-
ished by either selling marketable securities or borrowing. The size of this 
withdrawal is indicated on the diagram (W), and it is the distance between the 
return point (usually set in Miller–Orr as the lower limit plus one-third of the 
distance up to the upper limit) and the lower limit.

At point 2, the cash balance gets to the upper limit and a certain amount 
(D) must be invested in marketable securities or put in a deposit account. 
Again, this is computed by the model as the distance between the upper limit 
and the return point.
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The minimum cost upper limit is computed by reference to brokerage costs, 
holding costs and the variance of cash flows. The model assumes normally 
distributed cash flows. Miller and Orr saw the model to be fairly robust and 
provide significant potential cost savings for firms.

If cash reaches the lower limit, the firm must sell securities one-third of 
spread for cash. If it reaches upper limit, it must purchase securities two-thirds 
of spread. The spread is the difference between the upper limit and lower 
limit.

The formula for calculating the spread is given as follows:

	

Spread
Transaction cost Variance of cash flow

Daily int
=

× ×
3

3
4

eerest rate

















1

3

	

The upper limit is given as:

	 Upper limit Lower limit Spread= + 	

The return point is also computed as:

	
Return point Lower limit Spread= + ×








1

3 	

Cash Balance held
Upper limit

D Cash balance

Return point

W

Lower limit

1                                                         2 Time

Fig. 10.2  The Miller–Orr cash management model
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Example 10.7  If a firm sets its minimum cash balance of US$5,000 and 
estimates transaction cost to be US$15 per sale or purchase of securities and 
interest rate of 7.3 % per annum (0.02 % per day). Standard deviation of cash 
flows is US$1,200 per day (so variance is equal to US$1,440,000 per day).

Answer 10.7  The spread is calculated as:

	

Spread
Transaction cost Variance of cash flow
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If the lower limit (set by the firm) is US$5000, then the upper limit will be:

	Upper limit Lower limit Spread $ $ $= + = + =US US US5 000 12 980 17 98, , , 00 	

	
Return point Lower limit Spread $ $= + ×
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10.7	 �Current Liabilities Management

Current liabilities are amounts owed by the firm which are due in one account-
ing year including, short-term debt, accrued expenses or liabilities, and accounts 
payable. Therefore, current liabilities management involves ensuring effective 
and efficient management of short-term debt, accrued liabilities and accounts 
payable in order to minimise the firm’s obligations and payments for these.

10.7.1	�Short-Term Debt Management

Short-term debt consists of business obligations that will be paid within the 
current accounting period. It consists of current payments on long-term debt, 

250  Entrepreneurial Finance for MSMEs



bank lines of credit, notes payable, short-term loan for one year or less. The 
aim of short-term debt management is to ensure that the firm pays the debt 
as and when it falls due.

Short-term debt is generally cheaper compared to long-term debt because 
it has lower default risk and is more flexible than long-term debt. However, 
there might be renewal problems associated with short-term debt. Under dif-
ficult economic conditions or difficult financial situation of the firm, it may 
be tough for the firm to get renewal for the short-term finance facility. Even 
if no renewal problem is encountered, the cost of negotiation in terms of the 
entrepreneur’s time may be high, and this must be taken into consideration. 
The firm may also be exposed to fluctuations in short-term interest rates if it 
has to always renew its financing arrangements.

10.7.2	�Accrued Liabilities Management

Accrued liabilities are accrued taxes the firm is expected to pay during the 
normal course of business. The firm is expected to meet its obligations on 
accrued liabilities since failing may result in penalties being imposed on the 
firm. The focus on accrued liabilities management is to ensure the firm pays 
these obligations in a timely manner in order to avoid being slapped with 
penalties.

10.7.3	�Accounts Payable Management

Accounts payable refers to obligations of the firm resulting from the purchase 
of goods and services on credit. The aim of accounts payable management is 
to minimise payments to suppliers or creditors. The entrepreneur must seek 
to stretch out accounts payable as long as possible without destroying the 
firm’s credit profile. Continuous delayed payment to suppliers may compel 
them to begin to supply on cash basis, which may adversely affect the firm’s 
cash flow, or they may stop doing business with the firm. Suppliers typically 
offer credit terms to their customers in order to boast sales and encourage 
prompt payment. The credit terms of the supplier would also indicate the 
credit period, the discount period, and the discount rate. There are three 
different types of discount that suppliers offer including cash discounts, 
trade discounts and quantity discounts. The firm can take advantage espe-
cially of cash discounts offered by suppliers so as to minimise payments to 
the suppliers.
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10.7.3.1  �Cash Discounts

Cash discounts are often offered by a supplier if payment is made promptly. 
The terms of the cash discount is important in ascertaining how the invoice 
amount will be paid. The cash discount is stated as a/b net c, which means 
‘deduct a % off the invoice price if payment is made within b days, otherwise 
pay full price within c days’. If cash discounts are quoted on the invoice in 
terms such as 3/20 net 60, it means ‘deduct 3 % if paid within 20 days, other-
wise pay the entire amount within 60 days’. In other words, the supplier will 
give a discount of 3 % off the invoice price if the invoice is paid within 20 
days. But the entire amount is due 40 days later or at the 60th day.

The firm should always consider the cost of the discount and compare with 
other sources of finance. This is because the firm may probably have to bor-
row funds at a cost to take advantage of that discount. Therefore, the cost of 
the discount must be considered in deciding on whether or not to accept the 
discount. The annual opportunity cost of not taking the discount is given as:

	
Effective interest rate

Discount amount

payment Full 
= ×

Net

365

ppayment days Discount days− 	

Example 10.8  A firm needs US$4,800 to take a trade discount within five 
days. After five days, the full invoice amount of US$5,000 is due within 40 
days. A bank is ready to lend the firm US$4,800 for 40 days and charge 
US$190.

Required:

	(a)	 What is the effective interest rate on trade credit?
	(b)	 What advice will you give to the firm?

Answer 10.8  (a) The effective interest rate or opportunity cost of not 
taking the discount is:

	
Effective interest rate

Discount amount

payment Full 
= ×

Net

365

ppayment days Discount days− 	

	
Effective interest rate

$

$
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−
=
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(b) The cost of the bank loan will be:

	
Cost of bank loan

Charge

Loan amount
= ×

365

n 	

	
Cost of bank loan

$

$
= × =

US

US

190

4 800

365

40
36 1

,
. %

	

The firm should go for the bank loan since that gives it a lower cost of 
financing.

10.7.3.2  �Trade Discounts

Trade discounts represent the amount deducted from the purchase of the 
goods and services. These are amounts deducted from the invoice prices of 
goods or services when specific services are performed by the purchasing firm. 
For instance, a trade discount may be expressed as 12 % off the invoice price 
and if the invoice price is given as US$50,000, then the discount amount 
will be US$6,000 (i.e. 0.12 × US$50,000). The customer or firm will pay 
US$44,000 (i.e. US$50,000 − US$6,000).

10.7.3.3  �Quantity Discounts

Quantity discounts are offered by suppliers to customers who purchase in 
bulk quantities. Suppliers offer quantity discount in order to increase their 
sales and cash flow. An effect of quantity discount is the reduction in the unit 
price. For example, assuming a supplier offers an item with the following list-
ing as shown in Table 10.2. If the firm purchases any quantity up to 49 units, 
it will buy them at a price of US$30 per unit. If the firm buys any quantity 

Table 10.2  Quantity discounts

Stock number Quantity Unit price

11101 1–49 US$30
50–99 29
100–199 28
200–300 26
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within the range of 100 and 199, it will pay a unit price of US$28. This means 
the larger the quantity, the lower the unit price.

10.8	 �Summary and Conclusions

Working capital is the capital available for conducting the daily operations 
of a firm, represented by its current assets. The small business manager has 
the responsibility of managing the levels of working capital in order to maxi-
mise the value of the firm. Ensuring efficient working capital management 
is necessary for enhancing the overall objective of the firm. The small busi-
ness owner or manager must be interested in increasing current assets and 
minimising current liabilities. Current assets include stocks, debtors and cash. 
Current liabilities are creditors and accruals. The difference between the cur-
rent assets and current liabilities is the net current assets.

Working capital management is the management of all aspects of both 
current assets and current liabilities to minimise the risk of insolvency, while 
maximising the returns on assets. Efficient working capital management 
ensures that the firm maintains a certain level of stock, debtors and cash and 
at the same time making sure that too much funds are not tied in the current 
assets.

Discussion Questions and Problems

	 1.	 What would you describe as efficient working capital management?
	 2.	 Masnat Enterprise is trying to get a handle on its cash management. 

Reviewing the books, it was found that over the past year accounts receiv-
able have averaged 75 days. Sales and inventory have averaged 60 days. 
Masnat Enterprise has paid its creditors 25 days after receiving the bill. 
Masnat Enterprise produces evenly over the year and is expected to spend 
a huge amount during the year for materials and suppliers. Compute the 
cash cycle.

	 3.	 Samtel produces 160,000 telephones per annum but uses five units of 
raw materials to produce each unit. The demand for telephones is stable 
throughout the year. It costs US$200 each time raw materials are ordered, 
and carrying cost is US$8 per unit of raw materials per annum. Calculate 
the EOQ and the total inventory costs.

	 4.	 Explain the inventory management system that is useful for MSMEs 
operating in the manufacturing sector.
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	 5.	 An MSME is saddled with huge accounts receivable. How can it finance 
such accounts receivable?

	 6.	 Happy Feet Ltd. has a T-bill that can be sold on the secondary market for 
cash each time it needs cash. The cost of discounting the T-bill is US$30. 
The interest rate on T-bills is 14 % per annum. If the firm’s demand for 
cash is US$14,000 per month, what is the optimal amount of T-bills that 
the firm should sell each time it needs to do so in order to optimise trans-
action costs and interest income.

	 7.	 A firm experiences a constant demand for cash totalling US$2,000,000 
per annum. It replenishes its bank account (which does not pay interest) 
by selling constant amounts of securities, which are held as an investment 
earning 6 % per annum. The cost per sale of securities is a fixed US$12 
per sale. Required:

	(a)	 Calculate the optimum amount of cash to be transferred to the firm’s 
current account.

	(b)	 Calculate the number of transactions to undertake in a year.
	(c)	 Find the average cash balance in the current account.
	(d)	 Calculate the total cost per year of maintaining cash balances.

	 8.	 A medium-sized firm has US$6,000 as the firm’s lower cash control limit. 
Interest rate on investments is 15 per annum. The firm’s standard devia-
tion of daily cash has been measured as US$7,000. Switching cost or 
transaction is US$25 per transaction. You are required to calculate the 
following:

	 (i)	 The spread
	(ii)	 The upper limit
	(iii)	 The return point

	 9.	 A firm of chartered accountants has rendered taxation and accounting ser-
vices to Excom Pty Limited on terms of 2/30 net 60, which means Excom 
Pty may deduct 2 % off the invoice amount if it pays within 30 days, else 
the full amount of the invoice is due by the 60th day. You are required to 
compute the annual interest rate of the discount terms to the firm.

	10.	 Samtech requires US$5,500 to take a trade discount within ten days. 
After ten days, the full invoice amount of US$6,000 is due within 40 
days. A bank is ready to lend the firm US$5,500 for 40 days and charge 
US$200. What is the effective interest rate on trade credit? What advice 
will you give to the firm?
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11
Time Value of Money

Learning Objectives
By the end of this chapter, you should be able to:

•	 appreciate the concept of ‘time value of money’
•	 compare simple and compound interest
•	 calculate future value lump sum and prevent value lump sum
•	 distinguish between effective rate and stated rate
•	 explain and calculate perpetuities
•	 calculate future and present values based on annuities
•	 distinguish between ordinary annuity and annuity due
•	 explain and calculate amortisation

11.1	 �Introduction

The concept of time value of money deals with the fact that ‘a dollar today 
is worth more than a dollar tomorrow’. This means it will take more future 
dollars than current dollars to buy the same quantity of goods and services 
because of the effect of inflation. If you have the opportunity to receive 
US$2,000 today or US$2,000 in a year from today, which would you prefer? 
Naturally, you would take the US$2,000 today because you recognise the time 
value of money. Receiving the US$2,000 today gives you the opportunity to 
invest the money in order to earn interest. In a year’s time you are likely to 
receive an amount bigger than the US$2,000. Assuming the US$2,000 can 
be put in fixed deposit with interest rate of 16 % per annum. Then, the value 



of the investment after one year will be worth US$2,000 plus US$320 or 
US$2,320. We got the interest amount of US$320 by multiplying the interest 
rate of 16 % by the principal of US$2,000. The dollar of US$2,000 today is 
obviously worth more than the US$2,000 in future. For you to be convinced 
to part with your money for some time, you would need to be convinced of a 
rate of interest. In a world where there is certainty in all cash flows, the rate of 
interest can be used to express the time of money. With the rate of interest, it 
is possible to adjust the cash flows to any particular point in time.

The concept of time of money is an important concept in finance. Most 
financial decisions, whether personal or business, are based on time of value of 
money. Understanding how to move money through time is critical in almost 
every business decision. In fact, it is difficult to appreciate finance without 
understanding the time value of money. We learned in Chap. 1 that the focus 
of entrepreneurial finance is to maximise value for the entrepreneur, and this 
depends partly on the timing of cash flows. A good appreciation of the time 
value of money will enable the entrepreneur to use the techniques to evaluate 
capital budgeting decisions and other business and financial decisions.

There are four different ways of solving problems on time value of money. 
These include the use of time value of money tables, which have been pro-
vided in the appendix of this book, the use of financial calculator, the use of 
spreadsheet, and the use of formulas. In this book, we shall focus mainly on 
the use of formulas.

In this chapter, we discuss the concepts of simple interest, compound inter-
est, future value of a lump sum, present value of a future lump sum, effect of 
compounding, perpetuities, annuities and amortisation.

11.2	 �Simple Interest

Simple interest is the interest paid (earned) on only the principal amount 
stated. The principal amount stated is original amount that is borrowed 
(lent). The dollar amount of simple interest is computed based on the original 
amount or principal, the interest rate and the time span. In simple interest, 
only the principal amount attracts interest and that interest earned does not 
attract interest. The interest earned on the principal amount is added to the 
principal to get the total amount due. Simple interest is calculated as follows:

	
SI = ( )( )P r n0 	
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Where:
SI	= simple interest in dollars
P0	= principal
r	 = interest rate per period
n	 = number of time periods

For example, let us assume you put US$1,000 in a savings account that 
promises 12 % interest. If you keep the money for one year, the simple inter-
est would be computed as follows:

	
SI US US= ( )( ) =$ $1 000 0 12 1 120, .

	

The maturity amount at the end of the one year is US$1,120 (i.e. US$1,000 
+ US$120).

If the US$1,000 is saved for nine months, then the interest amount would 
be:

	
SI US US= ( )æ

è
ç

ö
ø
÷ =$ $1 000 0 12

9

12
90, .

	

Because the interest amount is US$90, the maturity amount at the end of 
the nine months would be US$1,090.

Let us consider another example. If you borrow US$8,000 from the bank 
at 16 % for five years, then the simple interest amount would be:

	
SI US US= ( )( ) =$ $8 000 0 16 5 6 400, . ,

	

The total amount due the bank at the end of the five years would be 
US$14,400.

It is important to note that, in time value of money, if you know any three 
of the four values, you can easily compute the missing value. In the third 
example, assuming you already know the interest amount to be US$6,400 
and the interest rate is 16 % and the time is five years, we easily can find the 
principal as follows:

	
SI = ( )( )P r n0 	

	
US$6 400 0 16 50, .= ( )( )P
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P

US
US0

6 400

0 16 5
8 000=

( )( )
=

$
$

,

.
,

	

If we want to determine how long it will take to repay the loan, this can be 
computed as follows:

	
SI = ( )( )P r n0 	

	
US US$ $6 400 8 000 0 16, , .= ( )( )n 	

	
n =

( )( )
=

US

US

$

$
years

6 400

8 000 0 16
5

,

, . 	

It means, it will take five years to repay the bank the total amount due of 
US$14,400 at 16 % interest rate, based on a principal amount of US$8,000. 
Remember that the simple interest amount is calculated and added to the 
principal or original amount to arrive at the amount due.

11.2.1	�Simple Interest and Treasury Bill Discount

We can use the simple interest rate to compute Treasury bill discount. Treasury 
bills are short-term financial instrument issued by governments to raise short-
term funds. When government issues Treasury bills, it means it is borrowing 
short-term from the money market. An entrepreneur with excess cash may 
therefore invest in such bills in order to preserve the value of the funds (safety) 
and at the same time be able to sell the bills with ease (liquidity). Treasury 
bills are issued in different denominations for three months, six months and 
one year. Treasury bills do not pay interest but rather the investor gets what 
we call a discount. The discount is the difference between what the investor 
pays and what he/she gets when the Treasury bill matures. The investor pays a 
discount amount and gets the face value at maturity.

Assuming the Ghana government issued a 91-day Treasury bill with a face 
value of GHS 10,000 and a discount rate of 24 %, the discount amount (D) 
will be computed as follows:

	
D F Y

t= × × 



d 364 	
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Where:
D	= discount amount
F	 = face value
Yd	= discount yield
t	 = number of days to maturity

	
D = ´ ´æ

è
ç

ö
ø
÷ =GHS GHS10 000 0 24

91

364
600, .

	

The purchase price (P)of the Treasury bill is equal to the face value (F) 
minus the discount amount (D). This is computed as follows:

	 P F D= − 	

	 P GHS GHS GHS= - =10 000 600 9 400, , 	

This means the investor pays GHS 9,400 to purchase the Treasury bill and 
gets the face value of GHS 10,000 at maturity. Thus, the investor’s return is 
the GHS 600.

We calculate the discount yield, which is the percentage discount from the 
face value of the Treasury bill. This is computed as follows:

	
Y

F P

F td =
− × 364

	

In this example, assuming we know the price to be GHS 940 but we do not 
have the discount yield, we can calculate it as follows:

	
Yd =

-
´ = =

GHS GHS

GHS

10 000 9 400

10 000

364

91
0 24 24

, ,

,
. %

	

Note that we use 364 days in this example because that is the convention in 
Ghana. Treasury bills in Ghana are issued for maturities of 91 and 182 days. 
Other countries such as South Africa and the USA use 365 days.
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11.2.2	�Interest Equivalent Yield

We mentioned that investor pays GHS 9,400 to purchase the Treasury bill 
and gets the face value of GHS 10,000 at maturity. The GHS 9,400 is what 
government borrows from the investor or lender for 91 days and then pays 
GHS 600. We notice that the discount yield on the Treasury bill is under-
stated relative to the true value. This is because the denominator is the face 
value rather than the purchase price of the bill. In order to covert the discount 
yield to an interest rate that takes into consideration the purchase price or the 
original cost of the investment, we compute the interest equivalent yield (IEY) 
or effective annual interest rate as follows:

	
IEY =

-
´

F P

P t

364

	

In the above example, we can compute the interest equivalent yield as 
follows:

	
IEY

GHS GHS

GHS
=

-
´ = =

10 000 9 400

9 400

364

91
0 2553 25 53

, ,

,
. . %

	

The interest equivalent yield of 25.53 % is the actual interest paid taking 
into consideration the cost of the money borrowed and the actual amount of 
money used by the government. The interest equivalent yield is higher than 
the discount yield.

Note that the denominator of the discount yield is the face value, while the 
denominator of the interest equivalent yield is the price of the security.

11.3	 �Compound Interest

Compound interest is the interest paid (earned) on both the principal 
amount and the accrued interest that has been previously paid (earned). This 
means the interest paid (earned) on a loan (an investment) is periodically 
added to the principal. The interest-on-interest is known as compounding and 
this is what makes the compound interest different from the simple interest. 
The concept of compound interest can be used to solve a number of problems 
in finance.
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If US$1,000 is put in a savings account for five years and is compounded 
annually at 12 % interest, the savings would accumulate to US$1,762 at the 
end of the five years. This is computed as follows (Table 11.1):

The accumulated amount is known as the future value (FV) or compound 
value. Instead of going through the process of computing the compound 
interest as done in Table 11.1, it can be simplified by using the following 
compound interest formula to determine the future value:

	
FV PV= +( )1 r

n

	

Where:

FV	  = future value
PV	  = present value, or principal amount
r	 = interest rate per period of compounding
n	 = number of compounding periods over which investment is held

Using our example of saving US$1,000 for five years at 12 % compounded 
annually, the future value can be computed as follows:

	
FV US= +( )$1 000 1 0 12

5
, .

	

	
FV US US= ( ) =$ $1 000 1 7623 1 762, . ,

	

To compare compound and simple interest, let us assume we wish to obtain 
the future value by using simple interest. This can be calculated as follows:

	
FV US US= + ( )( )éë ùû$ $1 000 1 000 0 12 5, , ) . (

	

	
FV US US US= + [ ] =$ $ $1 000 600 1 600, ,

	

Table 11.1  Compound value

Year Amount saved (US$) Interest (US$) Compound value (US$)

1 1,000 1,000 × 0.12 = 120 1,120
2 1,120 1,120 × 0.12 = 134 1,254
3 1,254 1,254 × 0.12 = 151 1,405
4 1,405 1,406 × 0.12 = 169 1,574
5 1,574 1,574 × 0.12 = 189 1,762
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In the case of compound interest, because interest compounds on the inter-
est already earned, the interest earned is more than the interest earned under 
simple interest. Thus, the future value of US$1762 using compound interest 
is greater than US$1,600 using simple interest.

11.4	 �Future Value of a Lump Sum

Future (or compound) value is the value at some future time of a present 
amount of money, or a series of payments, evaluated at a given interest rate. 
In other words, future value is the cash value of an investment at some time 
in the future. Assume that you deposit US$5,000 in an account earning 14 % 
compounded annually for ten years. What is the future value of the deposit? 
The formula for getting the future value is given as follows:

	
FV PV= +( )1 r

n

	

	
FV US= +( )$5 000 1 0 14

10
, .

	

	
FV US US= ( ) =$ $5 000 3 7072 18 536, . ,

	

Remember we mentioned that time value of money can also be solved 
using tables, financial calculator, and spreadsheet. We shall focus on the use of 
time value of money tables and financial calculators. Using the tables to solve 
the problem, the equation can be rewritten as follows:

	
FV PV= ( )FVIFr n, 	

The (1 + r)n in the equation FV = PV(1 + r)n is replaced by a future value 
interest factor(FVIF) at a specific interest rate (r) and a specified time period 
(n). We can get the (FVIF)from the table (Appendix B-1 of this book) by 
going to 14 % interest rate in the column and looking down in the row to 
periods (n) of 10 and obtaining 3.70. We then put this value in the equation 
to arrive at:

	
FV US US= ( ) =$ $5 000 3 7072 18 536, . ,

	

Using a financial calculator, we need to appreciate that there are five key 
registers on the calculator and these are defined as follows:
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N = the number of periods
I/Y = the interest rate per period
PV = present value
PMT = the amount of payment per period
FV = future value
CPT = is the register used to request the computation of any of the 

five values.

In order to solve for the any of the five items, you key in any four items 
and then request for the computation of the fifth item. The two most pop-
ular financial calculators are the Hewlett-Packard HP-12C, and the Texas 
Instruments BA-II PLUS.

Using the example of US$5,000 deposit at 14 % compounded annually for 
ten years, we obtain the future value by setting the registers as follows:

PV: 5000
I/Y: 14
N: 10
PRESS CPT, FV
Then we get the answer as US$18,536.

11.5	 �Present Value of a Future Lump Sum

Present (or discount) value is the current value of a future amount of money, 
or a series of payments, evaluated at a given interest rate. Present value answers 
the question: how much should be invested today, in order to obtain a certain 
amount, or streams of amounts in the future?

Finding the present value (or discounting) is simply the reverse of com-
pounding. Let us recall:

	
FV PV= +( )1 r

n

	
Rearranging and solving for present value, give us:

	

PV
FV

=
+( )1 r

n

	

11  Time Value of Money  267



	

PV FV=
+( )
1

1 r
n

	

Assume that you need US$3,000 in four years. Let us examine the process 
to determine how much you need to deposit today at a discount rate of 15 % 
compounded annually.

	

PV US=
+( )

$3 000
1

1 0 15
4

,
.

	

	
PV US US= ( ) =$ $3 000 0 5718 1 715 4, . , .

	

Note that the term 1

1+( )r n
 that is known as present value of interest 

factor (PVIF) is simply the reciprocal of the future value of interest factor 
(FVIF). Using the table (Appendix B-2 of this book), we get the (PVIF) of 
0.5718 by looking at the intersection of 15 % in the column and four years 
in the row. This is computed as follows:

	
PV FV= ( )PVIFr n, 	

	
PV US US= ( ) =$ $3 000 0 5718 1 715 4, . , .

	

Using the financial calculator, we go through the following:
FV: 3000
I/Y: 15
N: 4
PRESS CPT, PV
Then we get the answer as 1,715.4.

Example 11.1
A medium-sized firm intends to undertake a project that will generate the 
expected cash flows provided below. What is the present value of the expected 
cash flows given a discount rate of7 %? What is the present value if the dis-
count rate is 12 %? What is the present value considering a discount rate of 
17 %? (Table 11.2).
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Answer 11.1

To solve this problem, we need to determine the present value of each of the 
cash flows and then add them up. The present value of a lump sum is given 
as (Table 11.3):

	

PV FV=
+( )
1

1 r
n

	

11.5.1	�Finding the Interest Rate and the Number 
of Periods

There are instances in solving time value of money problems where you know 
the future value, the present value and the time periods involved. What is not 
known is the compound interest rate (r) implicit in an investment.

Let us assume in 2015 Art Gallery sold a sculpture at an auction for a 
price of US$25,000. The previous owner purchased it in 2010 at a price of 
US$11,000. What was his annual rate of return on this sculpture?

To solve this question, either the future value or the present value formula 
can be used. Both approaches will lead to the same answer, since they are the 
inverse of each other. Let us use the future value formula, which is given as:

	
FV PV= +( )1 r

n

	

Table 11.2  Future value

Table 11.3  Present value of each of the cash flows and totals

Year

Cash 
flows 
(US$’000) 7 %

PV@7 % 
(US$’000) 12 %

PV@12 % 
(US$’000) 17 %

PV@17 % 
(US$’000)

1 850 0.9346 794.41 0.8929 758.97 0.8547 726.50
2 740 0.8734 646.32 0.7972 589.93 0.7305 540.57
3 1,090 0.8163 889.77 0.7118 775.86 0.6244 680.60
4 1,310 0.7629 999.39 0.6355 832.51 0.5337 699.15
Total 3,329.89 2,957.26 2,646.82

Year Future value (US$000)

1 850
2 740
3 1,090
4 1,310

11  Time Value of Money  269



	
US US$ $25 000 11 000 1, ,= +( )r n

	

	
1

25 000

11 000
2 2727

5
+( ) = =r

US

US

$

$

,

,
.

	

	
1 2 2727

1 5+ = ( )r .
/

	

	
r = ( ) - =2 2727 1 0 1784 17 84

1 5
. . . %

/
or

	

Using financial calculator, we have:

FV: 25,000
PV: −11,000
PMT: 0
N:	 5
PRESS CPT, I/Y
Then we get the answer as 17.84 %.

We may also have to solve for the number of years that it will take to arrive 
at a certain future amount. We can do this by manipulating the basic present 
or future value formula (remember, one is a reciprocal of the other). There are 
only four parts to this equation; the present value (PV), the future value (FV), 
the discount rate (r) and the life of the investment (n). Given any of these, we 
can always find the fourth.

Let us assume we deposit US$5,000 today in an account paying 14 %, how 
long does it take to double this amount?

Again to answer this question, we can use either the future value or the 
present value formula.

Any of them should give us the same answer since they are the inverse of 
each other. We will use the future value formula. In this question, to double 
the US$5000, we get a future value of US$10,000, so we have:

	
FV PV= +( )1 r

n

	

	
US US$ $10 000 5 000 1 10, , .= ( )n 	

	
1 10

10 000

5 000
2.

,

,
( ) = =

n US

US

$

$ 	

	
ln . ln1 10 2( ) × = ( )n
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n =

( )
( )

= =
ln

ln .

.

.
.

2

1 10

0 6931

0 0953
7 27 years

	

Using financial calculator, we have:

FV: 10,000
PV: −5,000
PMT: 0
I/Y: 10
PRESS CPT, N
Then we get the answer as 7.27.

11.6	 �Effect of Compounding

We have looked at the issue of future and present values under the assump-
tion that compounding and discounting occur on a yearly basis. But this is 
not always the case. There are instances when compounding may occur more 
frequently than just once a year, which can affect the future or present value. 
For example, let us say an entrepreneur invested US$7,000 in a fixed deposit 
account for one year with 20 % interest rate ‘compounded semi-annually’. 
This means the entrepreneur’s investment of US$7,000 would be worth 
US$7,000 × 1.10 = US$700 at the end of the sixth month, and US$7,700 × 
1.10 = US$8,470 at the end of the one year.

This can be expressed in the following formula:

	
FV PV= +æ

è
ç

ö
ø
÷1

r

m

mn

	

Where:
FV = future value
PV = present value
r	 = sated annual interest rate
m	= number of times the amount is compounded
n	 = number of years

Putting the values in the formula, we have:

	
FV US US US= +æ

è
ç

ö
ø
÷ = ( ) =

´

$ $ $7 000 1
0 2

2
7 000 1 10 8 470

2 1
2

,
.

, . ,
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Assuming the compounding was done yearly, the future value would have 
been worth US$8,400 (i.e. US$7,000 × 1.20). Let us note that the future 
value at the end of one year is greater with semi-annual compounding than 
with annual compounding. This because one gets ‘interest on interest’ with 
semi-annual compounding.

With quarterly compounding at 20 %, the US$7,000 fixed deposit for one 
year will yield:

	
FV US US US= +æ

è
ç

ö
ø
÷ = ( ) =

´

$ $ $7 000 1
0 2

4
7 000 1 05 8 508 54

4 1
4

,
.

, . , .
	

If the fixed deposit is compounded monthly, we would have:

	
FV US US US= +æ

è
ç

ö
ø
÷ = ( ) =

´

$ $ $7 000 1
0 2

12
7 000 1 0167 8 539 1

12 1
12

,
.

, . , . 00
	

Assuming the compounding occurred daily, then the future would be:

	
FV US US US= +æ

è
ç

ö
ø
÷ = ( ) =

´

$ $ $7 000 1
0 2

365
7 000 1 0005 8 54

365 1
365

,
.

, . , 99 35.
	

We see that the entrepreneur’s fixed deposit of US$7,000 generates differ-
ent future values depending on the frequency of compounding. Clearly, we 
observe that the more frequent the compounding, the greater the future value.

11.6.1	�Stated Annual Interest Rate and Effective Annual 
Rate of Interest

The frequency of the compounding brings us to the issue of stated annual 
interest rate and effective annual rate (EAR) of interest. The stated annual 
interest rate is mainly quoted on an annual basis and it does not consider 
the issue compounding. The stated annual interest rate is also known as the 
annual percentage rate (APR). The EAR of interest considers the interest 
rate that would apply for a given frequency of compounding. The general 
formula for calculating the EAR of interest is given as follows:

	
EAR = +æ

è
ç

ö
ø
÷ -1 1

r

m

m
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For example, let us assume a loan has a stated annual interest rate of 15 % 
and the interest on the loan is compounded monthly. The EAR of interest will 
be computed as follows:

	
EAR = +æ

è
ç

ö
ø
÷ - = =1

0 15

12
1 0 1608 16 08

12
.

. . %
	

If the stated annual interest rate is compounded quarterly, then the EAR 
loan will be:

	
EAR = +æ

è
ç

ö
ø
÷ - = =1

0 15

4
1 0 1587 15 87

4
.

. . %
	

It is obvious that the EAR increases with more frequent compounding. In 
the example we just looked at, we noticed that compounding monthly gener-
ates EAR of 16.08 % higher than EAR of 15.87 % when the compounding 
occurs quarterly.

11.6.1.1  �Continuous Compounding

We just discussed that compounding can actually occur more frequently than 
once a year. Compounding can occur semi-annually, quarterly, monthly or 
daily. In practice, interest can be compounded continuously. The general for-
mula for the future value of an investment compounded continuously over 
many periods can be stated as:

	
FV PV= ( )e rn

	

Where:
FV = future value
PV = initial investment
r	 = stated annual interest rate
n	 = number of years
e	 = a transcendental number approximately equal to 2.718. ex is a key on 

your calculator

Let us assume that a small business invested US$30,000 at a continuous 
compounded rate of 11 % for two years. What is the value of the firm’s wealth 
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at the end of two years? We can get the value of the firm’s investment at the 
end of the two years as follows:

	
FV PV= ( )e rn

	

	
FV US US= ( ) =( )( )

$ $30 000 2 718 37 381 45
0 11 2

, . , .
.

	

We can also look for the present value when the interest rate is compounded 
continuously. This formula which is simply a reciprocal of the future value 
computation is given as follows:

	

PV
FV

=
( )e rn

	

For example, what is the present value of US$20,000 to be received at the 
end of five years with a discount rate of 13 %, compounded continuously? 
This calculation will look as follows:

	

PV
FV

=
( )e rn

	

	
PV US US= ( ) =( )( )

$ $20 000 2 718 10 441 68
0 13 5

, / . , .
.

	

11.7	 �Perpetuities

A perpetuity is a constant stream of cash flows occurring forever. Examples 
are Consol bonds issued in the UK that do not have any maturity and fixed 
dividend on a preference share that cannot be redeemed. The present value of 
an amount C to be paid is given as:

	
PV =

C

r 	

What is the value of a British consol that promises to pay £20 every year 
forever, given 8 % interest rate?
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PV = =

£
£

20

0 08
250

. 	

Let us consider another example. Imagine that a US$10,000 preference 
share pays 14 % annual dividend rate and the required rate of return is 16 %. 
The annual dividend, which is in perpetuity is US$1,400 (US$10,000 × 14 
%). The present value of the perpetuity can be computed as:

	
PV

US
US= =

$
$

1 400

0 16
8 750

,

.
,

	

Example 11.2
Shiram Life Insurance Company (South Africa) is offering an investment 
policy to you that will pay you and your heirs US$15,000 per annum forever. 
If the required return rate on this investment product is 8 %, how much will 
you be expected to pay for the policy? Now, suppose Vanguard Life Assurance 
told you the policy costs US$350,000. At what interest rate will this be con-
sidered a fair deal?

Answer 11.2
This cash flow is a perpetuity and therefore to find the present value the per-
petuity, we use the equation:

	
PV =

C

r 	

	
PV

US
US= =

$
$

15 000

0 08
187 500

,

.
,

	

To find the interest rate at which the investment will be a good deal, we 
work for the interest rate that equates the perpetuity cash flows with the pres-
ent value of the cash flows. Using the present value of a perpetuity equation:

	
US

US
$

$
350 000

15 000
,

,
=

r 	
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We can now solve for the interest rate as follows:

	
r = =

US

US

$

$
or

15 000

350 000
0 0429 4 29

,

,
. . %

	

11.7.1	�Growing Perpetuity

A growing perpetuity is a stream of cash flows that grows at a constant rate 
forever. The present value of an amount C that grows at a constant rate of g % 
annually is given as follows:

	
PV =

-
C

r g 	

For example, suppose the expected dividend next year is US$50, and divi-
dends are expected to grow at 5 % annually forever. If the discount rate is 12 
%, what is the value of this promised dividend stream? The present value of 
this growing perpetuity will therefore be:

	
PV

US
US=

-
=

$
$

50

0 12 0 05
714 29

. .
.

	

11.8	 �Annuities

An annuity is a stream of constant cash flows occurring at regular inter-
vals over a fixed period of time. An annuity represents a series of equal 
payments (or receipts) over a specified number of equidistant periods. 
Examples of annuities are interest payments on a bond, insurance premi-
ums, mortgage payments, and retirement savings. There are two types of 
annuities, an ordinary annuity and an annuity due. An ordinary annuity 
is an annuity where the same fixed payments are made or received at the 
end of the period. An annuity due is where the same fixed payments are 
made or received at the beginning of the period. Examples of annuity due 
are rents and leases, which are normally paid in advance at the beginning 
of the period.
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11.8.1	�Future Value of Ordinary Annuity

The future value ordinary annuity (FVOA) is a stream of equal cash flows 
occurring at the end of the period for n periods at interest rate of r. This can 
be obtained using the following formula:

	
FVOA FVIFA= ( )C

	

	

FVOA =
+( ) −











C
r

r

n
1 1

	

Where:
FVOA	= the future value of an ordinary annuity
C	 = cash flow of annuity

FVIFA	= future value interest factor of annuity = 
1 1+( ) −











r

r

n

r	 = the interest rate per time period
n	 = number of compounding periods per year times the number of years

For example, what is the future value a three-year ordinary annuity of 
US$100,000 at 10 %?

We can use the formula for obtaining the future value of an annuity, thus:

	

FVOA =
+( ) −











C
r

r

n
1 1

	

	

FVOA $ $=
+( ) -é

ë
ê
ê

ù

û
ú
ú
= ( ) =US US US100 000

1 0 10 1

0 10
100 000 3 31

3

,
.

.
, . $$331 000,

	

We could also obtain the FVIFA of 3.31 from the financial table in 
Appendix B-3 by looking at the intersection of 10 % in the column and three 
years in a row. We then put this value in the equation to arrive at:

	
FVOA $ $= ( ) =US US100 000 3 31 331 000, . ,
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Using the financial calculator, we go through the following:

I/Y: 10
N: 4
PV: 0
PMT: 100,000
PRESS CPT, FV
Then we get the answer as 331,000.

Example 11.3
ICEK Enterprise has been presented with two different investment plans. 
Plan A will require the firm depositing US$2500 every six months and receive 
interest at a 8 % annual rate, compounded semi-annually. With respect to 
Plan B, ICEK Enterprise will be required to deposit US$5000 each year and 
receive interest at a rate of 9 %, compounded annually. The initial deposit 
with Plan A will be made six months from now and that of Plan B will be 
made one year hence.

	(a)	 Compute the future value of both Plan A and Plan B at the end of ten 
years.

	(b)	 Recommend which plan ICEK Enterprise should use, considering that 
the firm is only concerned with the value of its investment at the end of 
ten years?

	(c)	 Assuming the rate of interest on Plan B were 8 % how would your answer 
change?

Answer 11.3
(a) For Plan A:

	

FV =
+æ

è
ç
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ê
ê
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FVOA $ $ $=
( ) -é

ë
ê
ê
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û
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0 04
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(b) For Plan B:

	

FV =
+( ) -é
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FVOA $ $ $=
( ) -é

ë
ê
ê

ù

û
ú
ú
= ( ) =US US US5 000

1 09 1

0 09
5 000 15 1929 7
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,
.

.
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(c) Select Plan B over Plan A because it gives the greater future value.
(d) If interest rates were 8 %.

Plan B:

	

FVOA $ $ $=
( ) -é

ë
ê
ê

ù

û
ú
ú
= ( ) =US US US5 000

1 08 1

0 08
5 000 14 4866 7

10

,
.

.
, . 22 433,

	

If this were the case, Plan A would be better.
Note: We need to also be mindful of a situation where deposits are made 

yearly but compounding occurs more frequently, say monthly or quarterly. In 
that case we have to match the mode of compounding with the mode of the 
annuity (annual payment) to get the right formula.

Example 11.4
BIVA Enterprise puts US$20,000  in a deposit account at the end of every 
year for five years, but the funds in the account are compounded monthly at 
an interest rate of 16 %. What is the value of BIVA’s deposits at the end of 
five years?

Answer 11.4
To solve this question, we need to first of all match the mode of compounding 
with the mode of the annuity payment by finding the EAR. The EAR can be 
gotten as follows:

	
EAR = +





− = =1
0 16

12
1 0 1723 17 23

12
.

. . %
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The EAR of 17.23 % is the interest rate that matches the mode of annu-
ity payment (i.e. annual payment). We now put this in our FVOA formula 
considering the deposits of US$20,000 annually at the end of every year for 
five years

	

FVOA $ $=
+( ) -é

ë
ê
ê

ù

û
ú
ú
= ( ) =US US20 000

1 0 1723 1

0 1723
20 000 7 05

5

,
.

.
, . UUS$141 000,

	

11.8.2	�Future Value of Annuity Due

We mentioned that an annuity due is one in which each annuity payment 
occurs at the beginning of the period. Since an annuity due merely shifts 
the payments from the end of the year to the beginning of the year, we have 
to compound the cash flows for one additional year in order to obtain the 
future value of an annuity due (FVAD). The formula is therefore given as 
follows:

	

FVAD =
+( ) −
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Example: A micro-enterprise invests US$8,500 at the beginning of every 
year for four years at a 12 % interest rate. How much money will the firm 
have at the end of the four years? Since the cash flow occurs at the begin-
ning of the period, we shall compute the present value of annuity due as 
follows:

	

FVAD =
+( ) −
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FVAD $=
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1 12
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.
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FVAD $= ( )( )US 8 500 4 7793 1 12, . .

	

	
FVAD $ $= ( ) =US US8 500 5 3528 45 498 8, . , .
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Let us take another example. An entrepreneur invests US$6,000 at the 
beginning of each year for 15 years into a retirement account for an interest 
rate of 5.5 %. How much money will the entrepreneur have at the end of the 
15 years? The answer will be:

	

FVAD =
+( ) −
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FVAD $=
( ) -é

ë
ê
ê

ù

û
ú
ú
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1 055

15

,
.

.
.

	

	
FVAD $ $= ( )( ) =US US6 000 22 41 1 055 141 855 3, . . , .

	

Again, we need to be mindful of a situation where deposits are made yearly 
but compounding occurs more frequently, say monthly, quarterly or semi-
annually. In such a situation, we need to match the mode of compounding 
with the mode of the annuity payment to get the right formula.

Using the BIVA Enterprise example we looked at previously, but this time 
the US$20,000 is deposited at the beginning of every year for five years, but 
the funds in the account are compounded monthly at an interest rate of 16 
%.What is the value of BIVA deposits the end of five years?

To solve this question, we need to first of all match the mode of com-
pounding with the mode of the annuity payment by finding the EAR. The 
EAR can be gotten as follows:

	
EAR = +æ

è
ç

ö
ø
÷ - = =1

0 16

12
1 0 1723 17 23

12
.

. . %
	

The EAR of 17.23 % is the interest rate that matches the mode of annu-
ity payment (i.e. annual payment). We now put this in our FVAD formula 
considering the deposits of US$20,000 annually at the end of every year for 
five years.

	

FVAD $=
+( ) -é

ë
ê
ê

ù

û
ú
ú
( )US 20 000

1 0 1723 1

0 1723
1 1723
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,
.

.
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FVAD $= ( )( )US 20 000 7 05 1 1723, . .
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FVAD $ $= ( ) =US US20 000 8 26 165 200, . ,

	

The future value annuity due gives a higher figure than the future value 
ordinary annuity. In the BIVA example, the FVOA was US$141,000 but the 
FVAD of US$165,000 is higher. The intuition in the case of annuity due is 
that, because the payments are made at the beginning of the period, the first 
payment receives interest at the end of period. This results in one more period 
than the ordinary annuity for interest to be received.

11.8.3	�Present Value Ordinary Annuity

The present value ordinary annuity (PVOA) is a stream of equal cash flows for 
n periods at interest rate of r when the cash flows are occurring at the end of 
the period. This can be obtained using the following formula:

	
PVOA PVIFA= ( )C
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−
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PVOA	= the present value of an ordinary annuity
C	 = cash flow of annuity

PVIFA	= present value interest factor of annuity = 
1

1

1
−

+( )





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





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n

r	  = the interest rate per time period
n	  = number of compounding periods per year times the number of years

Example 11.5
Mr. Yinimi, an entrepreneur, intends investing in a financial instrument that 
will give him US$40,000 per year at the end of each year for 20 years. If the 
investment can earn 12 %, compounded annually, what is the present value 
of Mr. Yinimi’s investment?
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Example 11.6
Mr. and Mrs. Naba are saving for the University education of their new 
baby girl, Axelia. The Nabas anticipate that University expenses will involve 
US$20,000 per year when Axelia enters the University in 18 years. The annual 
interest rate over the next few decades will be 15 %. How much should the 
Nabas deposit in a bank account each year to fully finance their daughter’s 
four years of University education? Assume that she enters the university on 
her 18th birthday.

Answer 11.5

PVOA =

-
+( )
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ê
ê
ê
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US US40 000

1
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1 0 12

0 12
40 000 7 4
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,
.

.
, . 6694 298 776( ) = US$ ,

We could also obtain the PVIFA of 7.4694 from the financial table 
in Appendix B-5 and then multiply the annuity of US$40,000 by the 
PVIFA to get an identical answer of US$298,776 as the present value. 
This is what we mean:

PVOA $ $= ( ) =US US40 000 7 4694 298 776, . ,

Using the financial calculator, we go through the following:
I/Y: 12
N: 20
FV: 0
PMT: 40,000
PRESS CPT, PV
Then we get the answer as −298,776.
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Answer 11.6
The present value of the four years at the university can be calculated using 
the annuity formula.

	

PVOA $ $=
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We assume that Alexia enters University on her 18th birthday, an amount 
of US$57,100 represents the present value at date 17. We calculate the pres-
ent value of the university education at date 0 as follows:

	

PV
US

US0 17

57 100

1 15
5 306 07=

( )
=

$
$

,

.
, .

	

Assuming that the Nabas make deposits into the bank account at the end 
of each of the 17 years, we can compute the annual deposit that will yield a 
present value of all deposits of US$5,306.07. This is calculated as:

	

US$5 306 07

1
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US$5 306 07 6 0472, . .= ( )C

	

	
C = =
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$
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, .

.
.

	

Thus, deposits of US$877.44 made at the end of each of the first 17 years 
and invested at the rate of 14 % will generate enough funds to enable them 
pay the tuition of US$20,000 over the following four years.

11.8.4	�Present Value Annuity Due

In the case of present value of an annuity due (PVAD), each cash flow is 
received one year earlier. The cash is received at the beginning of each year 
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rather than at the end of each year. Therefore, the discounting is done for one 
less period. In order to determine the PVAD, we first find the present value of 
an ordinary annuity and then after multiply by (1 + r) which in effect cancels 
out one year’s discounting. The formula is given as follows:
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Example 11.7
Let us say a small business owner expects to receive US$10,000 at the begin-
ning of every year for the next six years. What is the present value of the equal 
income stream if the interest rate is 11 %?

Answer 11.7
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PVAD $= ( )( )US 10 000 4 2305 1 11, . .

	

	
PVAD $ $= ( ) =US US10 000 4 6959 46 959, . ,

	

11.8.5	�Growing Annuity

A growing annuity is a stream of cash flows growing over a given period 
of time. The cash flows may grow over time, due either to real growth or to 
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inflation. The general formula for a growing annuity growing at a growth rate 
g is given as follows:
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Example 11.8
A defined-benefit retirement plan is offering to pay US$30,000 per annum 
for 25 years and increase the annual payment by 4 % every year. Determine 
the present value at retirement given a discount rate of 12 %. This present 
value of the growing annuity can be determined as follows:

Answer 11.8
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11.9	 �Amortisation

The formula for the present value of equal cash flows can also be used to solve 
for the payment that would be required to pay off a loan and all the interest 
that would accumulate on this loan amount. This is the process used by banks 
to work the periodic loan repayments. When we make payments such that 
we are able to pay off a loan and its accompanying interest, we are said to be 
amortising the loan.

Example 11.9
A micro-enterprise secured a bank loan for US$100,000 for six years at a 15 
% interest rate compounded monthly. Let us use this information to prepare 
an amortisation schedule.
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Answer 11.9
In this example, the loan amount of US$100,000 is the present value of the 
stream of payments. So, we have to look for the stream of cash flow payments. 
This time let us denote the cash flow payments as PMT. We calculate this as 
present value ordinary annuity (PVOA) and this is given as follows:
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We need to bear in mind that the interest is compounded monthly so we 
have:
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In this example, we now know the total payment to be US$2,114.5. We 
will thus calculate the interest paid (i.e. beginning loan balance multiplied by 
the interest rate) and then subtract it from the total payment to get the prin-
cipal component that has been paid in each payment period. The ending loan 
balance is arrived at by subtracting the portion of the principal paid from the 
beginning loan balance.

In the first month, the interest paid is calculated as US$100,000 × 0.15/12 =  
US$1,250. Since the total payment is US$2,114.5, the principal component 
paid in the first month will be:

	 Principal paid $ $ $= - =US US US2 114 5 1 250 864 5, . , . 	

The ending loan balance in the first month is therefore computed as:

	 Endingbalance $ $ $= - =US US US100 000 864 5 99 135 5, . , . 	
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In the second month, the interest paid is US$99,135.5 × 0.15/12 =  
US$1,239.19 and then the loan balance reduces by US$99,135.5 − 
US$875.31 = US$98,260.19. We can complete the process by preparing a 
loan amortisation schedule as shown in Table 11.4. The ending loan balance 
at the end of the last year or maturity of the loan should be zero or close to 
zero. The amortisation schedule can best be prepared using a spreadsheet.

11.10	�Summary and Conclusions

This chapter has covered the concept of time value of money, which is a useful 
tool for finance managers, MSME managers and entrepreneurs to deal with 
the problems in financial decisions. It deals with the fact that ‘a dollar today 
is worth more than a dollar tomorrow’.

Table 11.4  Loan amortisation schedule

Month
Beginning 
balance (US$)

Total payment 
(US$)

Interest 
paid (US$)

Principal 
paid (US$)

Ending balance 
(US$)

1 100,000.00 2,114.50 1,250.00 864.50 99,135.50
2 99,135.50 2,114.50 1,239.19 875.31 98,260.19
3 98,260.19 2,114.50 1,228.25 886.25 97,373.95
4 97,373.95 2,114.50 1,217.17 897.33 96,476.62
5 96,476.62 2,114.50 1,205.96 908.54 95,568.08
...
...
...
30 70,005.85 2,114.50 875.07 1,239.43 68,766.42
31 68,766.42 2,114.50 859.58 1,254.92 67,511.50
32 67,511.50 2,114.50 843.89 1,270.61 66,240.89
...
...
...
...
65 16,002.94 2,114.50 200.04 1,914.46 14,088.48
66 14,088.48 2,114.50 176.11 1,938.39 12,150.08
67 12,150.08 2,114.50 151.88 1,962.62 10,187.46
68 10,187.46 2,114.50 127.34 1,987.16 8,200.30
69 8,200.30 2,114.50 102.50 2,012.00 6,188.30
70 6,188.30 2,114.50 77.35 2,037.15 4,151.16
71 4,151.16 2,114.50 51.89 2,062.61 2,088.55
72 2,088.55 2,114.50 26.11 2,088.39 0.15
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Most financial decisions, whether personal or business, are based on time of 
value of money. In a world where there is certainty in all cash flows, the rate 
of interest can be used to express the time of money.

Interest rates may be based on simple interest rate or compound inter-
est rate. Simple interest is the interest paid (earned) on only the principal 
amount stated, while compound interest is the interest paid (earned) on both 
the principal amount and the accrued interest that has been previously paid 
(earned).

Future (or compound) value is the value at some future time of a present 
amount of money, or a series of payments, evaluated at a given interest rate. 
Present (or discount) value is the current value of a future amount of money, 
or a series of payments, evaluated at a given interest rate.

To compare alternative investments or loan facilities having different com-
pounding periods, we calculate their EAR of interest. The EAR of interest 
considers the interest rate that would apply for a given frequency of com-
pounding. The stated annual interest rate or APR is mainly quoted on an 
annual basis and it does not consider the issue of compounding.

A perpetuity is a constant stream of cash flows occurring forever, and a 
growing perpetuity is a stream of cash flows that grows at a constant rate 
forever. An annuity is a stream of constant cash flows occurring at regular 
intervals over a fixed period of time.

Future value ordinary annuity is a stream of equal cash flows occurring 
at the end of each period at a given interest rate, and the future value is 
calculated as of the last cash flow. Future value annuity due is a stream 
of equal cash flows occurring at the beginning of each period at a given 
interest rate, and the future value is calculated as one period after the last 
cash flow.

Present value ordinary annuity is a stream of equal cash flows occurring at 
the end of each period, and the present value is calculated as of one period 
before the first cash flow. Present value annuity due is a stream of equal cash 
flows occurring at the beginning of each period, and the present value is cal-
culated as of the first cash flow.

When amortising a loan, we are interested in making periodic pay-
ments such that we are able to pay off the principal and its accompany-
ing interest. The interest payment is calculated on the unpaid principal 
balance.
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Discussion Questions and Problems

	1.	 Look for the unknown variables in each of the following (Table A.11.1):

Table A.11.1  Looking for unknown variables

Present value (US$) Years Interest rate Future value (US$)

6,000 ? 8 % 13,500
9,000 ? 7 % 15,600
20,500 16 ? 300,000
28,500 8.2 ? 180,400

	2.	In seeking financing for expansion to meet a growing demand, the finan-
cial manager of a fruit processing company based in Beijing, Bright Blue 
Limited gets the following quotes from three different banks. The banks 
and their respective quoted rates are illustrated below:

Industrial Bank 13 % compounded quarterly
Harbin Bank 9 % compounded semi-annually
Bank of Dalian 8 % compounded monthly

Which option should the firm go for?

	 3.	 Sambot Ltd., a micro-enterprise, will receive US$50,000 five years from 
now. If the interest rate is 24 %, what is the present value of the amount 
to be received? Assuming compounding takes place quarterly, how would 
your answer change with monthly interest compounding?

	 4.	 Assuming an entrepreneur invests an amount of US$85,000  in this 
instrument, how long will it take for this amount of investment to 
double.

	 5.	 An SME has been offered a five-year annuity of US$35,000 per year. The 
first payment comes at the end of the first year. How much will the firm 
have in its special account created for this investment at the end of the 
five years assuming market interest rate is 16 % per annum?

	 6.	 X-Fund pays US$20,000 per year for ten years and P-Fund pays 
US$35,000 per year for six years. If the discount rate for X-Fund is 12 % 
per annum, and that of P-Fund is 14 % per annum, indicate which of the 
two investments has a higher present value.

	 7.	 During 2011, The Durban Art Gallery sold a unique painting at an auc-
tion for a price of US$25,000. The value of the painting in 2007 was 
US$21,500. What was the annual rate of return on this painting?
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	 8.	 An investment offers US$5,800 per annum for 12 years, with the first 
payment occurring one year from now. If the required return is 8 %, what 
is the value of the investment? What is the value assuming the payments 
occurred for 30 years?

	 9.	 What is the present value of a financial instrument that promises to pay 
US$6,500 annually for 25 years? The yield on other instruments with 
similar risk is 12 %.

	10.	 A small business has two offers for a mortgage loan. The first offer is 
US$300,000 at an interest rate of 15 % for 20 years and the second offer 
is US$300,000 at an interest rate of 13.5 % for 15 years.

	(a)	 Calculate the monthly payment for both mortgage loans.
	(b)	 Calculate the amount of interest paid over the life of the loans.
	(c)	 Which offer is a better deal?
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12
Evaluating Capital Investment Decisions: 

Capital Budgeting

Learning Objectives
By the end of this chapter, you should be able to:

•	 explain the rationale for capital budgeting
•	 discuss the factors that affect capital budgeting decisions
•	 list and explain the steps involved in the capital budgeting process
•	 explain the techniques or methods used in evaluating capital budgeting 

projects
•	 show how capital budgeting decisions are arrived at based on independent 

and mutually exclusive projects
•	 determine how capital budgeting decisions are influenced by capital 

rationing
•	 appreciate the importance of following, monitoring and taking corrective 

measures after the capital budgeting decision has been made

12.1	 �Introduction

In Chap. 11, we learned about the concept of time value of money. This con-
cept will be useful for understanding the capital investment, which we shall 
cover in this chapter. The process of making capital investment decisions is 
also known as capital budgeting.

MSMEs just like other businesses are also confronted with decision of 
investing in long-term assets or projects. These investments are expected to 
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generate returns in the future. The MSME will have to make decisions regard-
ing whether to buy new equipment and or expand its operations by acquiring 
additional premises. The method the entrepreneur or small business manager 
will have to go through in arriving at such a decision is referred to as capital 
budgeting. It is the capital investment decisions of firms and it involves the 
process by which these firms allocate funds between their long-term projects 
(capital expenditures).

This chapter deals with capital budgeting, and the steps involved in the capi-
tal budgeting process. It also discusses the techniques of capital budgeting such 
as the payback, discounted payback, Net Present Value (NPV), Internal Rate 
of Return (IRR), modified IRR, the profitability index (PI) and the accounting 
rate of return (ARR). These techniques help enterprises in assessing long-term 
projects and provide a guide in the selection of the good projects into its capi-
tal budget. We shall also discuss the other steps involved in capital budgeting, 
including making the decision, following up, and taking corrective action.

12.2	 �Capital Budgeting: An Overview

Capital budgeting is the process of analysing capital investment oppor-
tunities and deciding which ones to accept. It refers to the whole process 
of analysing long-term projects (involving fixed assets) and deciding which 
ones to include in the firm’s planned investments. In taking capital budget-
ing decisions, the enterprise has to ensure that the projects it has included 
in its planned investment provide the owners or shareholders with reason-
able returns over and above the required investment. Firms’ investments in 
long-term or capital projects involve cash outlay with the expectation of some 
benefits in the future. The benefits derived from capital investments typically 
go beyond one year in the future. Examples include investment in fixed assets, 
introducing a new product on the market, undertaking research and develop-
ment, embarking on a marketing communication campaign, embarking on 
an expansion project and acquiring a new business.

Let us assume that Print-Solutions Limited, a renowned printing company 
wants to expand its business into photocopying, with specific concentra-
tion on colour photocopying, since the market for colour photocopying is 
untapped. Before embarking on this expansion, Print-Solutions Limited has 
to determine the costs and benefits of the photocopying business. It will then 
determine whether this expansion project will yield the owners with greater 
benefits than what they would earn on other investments on the market. If 
the returns are high, then Print-Solutions Limited can go ahead to invest in 
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the project. If the returns are low, then it would be better if it distributed the 
cash on the project to the owners.

Capital budgeting decisions are crucial to the future success of businesses. 
In order to simplify our discussion on the subject, we make the following 
assumptions:

•	 Investments in long-term assets will generate increased cash flow by 
improving the level of effectiveness and efficiency.

•	 Rates of return on investments and the current rate of inflation will con-
tinue to be the same.

12.3	 �Factors Affecting Capital Budgeting

Capital budgeting decisions are affected by a number of factors, including 
changes in government regulations, research and development, and changes 
in business strategy.

12.3.1	�Changes in Government Regulations

Changes in government regulations on certain businesses could lead to 
increased cost to an enterprise in complying with such regulations. Capital 
budgeting is useful for determining whether to comply with a particular regu-
lation and stay in the area of business or quit that business. The firm would 
have to ascertain the present value of the expected benefits of complying with 
the new regulation and compare with the cost of compliance. If the firm 
expects the present value of the future benefits to exceed the cost of compli-
ance, then the firm will go ahead and comply with the necessary regulations. 
This means by complying with the new regulation the firm may experience 
improved efficiency, which will translate into increased future revenues. 
However, if the firm expects that the present value of the expected benefits of 
complying with the new regulation is less than the cost of compliance, then 
the firm will discontinue that business and therefore not comply.

For example, assuming there is a new government regulation for all small-
scale mining firms to investment in a particular type of technology or machin-
ery. The mining firm would have to evaluate the viability of such an investment 
in order to ascertain whether it makes economic sense to comply with the new 
regulation and or to exit the business altogether. Another example could be a 
situation where there is a ban on all equipment with carbon emissions. This 
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will require firms with such equipment to abandon what they have and invest 
in new equipment. Would it be economically viable to comply with such 
a directive? The firm would need to evaluate the economic viability of the 
investment by going through capital budgeting process to ascertain that.

12.3.2	�Research and Development

Research and development is essential in a firm’s new-product development 
programme. Firms seek to introduce new products on the market in order to 
stay competitive. Capital budgeting can also be used to determine whether 
such research and development is necessary and will yield the expected 
benefits in excess of the costs involved in the research and development. In 
order to justify the research and development costs associated with the new 
products, the expected benefits from the introduction of the new products 
must be greater than the costs to be incurred. Otherwise, it does not make 
economic sense to go ahead with such research and development. Coming 
out with a new product can be risky, especially when such a programme is 
inconsistent with the firm’s strategy. A critical evaluation of the present value 
of the expected benefits and costs of the new-product development is neces-
sary to justify whether or not the firm should undertake the research and 
development.

12.3.3	�Changes in Business Strategy

Firms’ must be mindful of changing their business strategy when there are 
changes in economic factors. Such changes in strategy are needful in order to 
avoid business failure and remain relevant to clients. An enterprise wishing 
to change its business strategy will have to ascertain through capital bud-
geting decision-making whether such strategic moves are economically via-
ble. If a firm wishes to expand into new areas or markets, it needs to weigh 
the expected benefits from such expansion against the costs of the strategic 
change. If the expected benefits exceed the costs, then the firm is more likely 
to adopt the new strategy. For example, if a firm wishes to enter the export 
market, it would have to determine the present value of the benefits to be 
derived from exporting and compare them with the costs involved in such 
export trade to arrive at a decision. Another example of a change in business 
strategy is when a firm decides to acquire another business. Again the present 
value of the benefits from the acquisition needs to be weighed against the cost 
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of the acquisition in order to determine whether it is economically viable to 
pursue the acquisition strategy.

12.4	 �Steps in Capital Budgeting

In order to ensure that the MSME takes the right decision, it must carefully 
follow the necessary steps in making capital budgeting or capital investment 
decisions. There are five key steps involved in capital budgeting and these are:

•	 Formulating a proposal: This involves identifying the costs and expected 
benefits to be derived in the form of cash flows.

•	 Evaluating the data: This involves determining whether the cost and ben-
efits generated make the investment viable.

•	 Making a decision: This entails choosing the course of action that provides 
the best outcome.

•	 Following up: This consists of monitoring and controlling the cash flows to 
ensure the actual benefits received exceed the additional cost incurred.

•	 Taking corrective action: This involves taking the necessary actions to bring 
the actual benefits received in line with expectations.

These five key steps are discussed in more details.

12.5	 �Formulating an Investment Proposal

In order to formulate a proposal, the firm must first identify all the costs and 
benefits associated with the project.

12.5.1	�Costs in Capital Budgeting

The entrepreneur or MSME manager needs to take into consideration the 
costs that are relevant in capital budgeting decision. Such relevant costs 
include start-up costs, working capital commitment costs and tax factor costs.

Start-up costs are the total costs incurred to start the project. These costs 
include acquisition costs, costs of equipment, training costs, maintenance 
costs, costs of service agreements, hiring new employees, inventory, storage 
and so on. The firm’s new project does not generate cash flows and revenue at 
the stage prior to the start-up or initial costs being incurred. Initial financing 
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is therefore required by the firm to cover the start-up costs. Cash flows are 
normally generated after the initial investment or costs of the project have 
been incurred.

Working capital commitment costs entail maintaining specific levels of 
working capital necessary to meet the requirements of lending institutions. 
Banks and other lenders usually require firms that have borrowed from them 
to finance capital projects to maintain a certain level of working capital. This 
is to enable the borrowing firm to honour the periodic repayments of the loan 
and interest. Because the working capital is locked up and cannot be invested 
to earned returns, it constitutes an opportunity cost to the firm and as such 
should be included as part of the costs in the proposal formulation.

Tax factor costs arise from additional taxes that have to be paid by the firm 
as a result of acquisition of a new asset or an appreciation in the value of the 
firm’s property. For instance, if a medium-sized manufacturing firm buys a 
new machine or expands its factory building, this will attract additional prop-
erty tax because of the improvement in the value of the asset. These additional 
taxes add to the total costs of the investment and must also be considered in 
formulating the proposal.

It is important to note that sunk costs must be ignored in determining the 
costs of the capital project. Sunk costs are unrecoverable costs which have 
already been incurred and are not related to a particular project, therefore, 
they are not considered in the capital budgeting decision process.

12.5.2	�Benefits and Importance of Capital Budgeting

Investments in capital projects by businesses are mainly in anticipation of 
the benefits of enhanced cash flow and the increased level of efficiency in 
the firms’ operations. Another benefit could be in the form of tax-savings or 
reduction in tax liability. This is because of being allowed to write off por-
tions of the investment (depreciation or capital allowance) which reduces tax-
able profit. It is however important to caution that the benefit in terms of 
tax-savings may not be reliable because it depends on the country’s tax laws 
which are subject to frequent changes. The main benefits are the increased 
cash flows and improvement in the efficiency level associated with the capital 
investment.

Capital budgeting is a very important finance function for a number of rea-
sons. The results of capital budgeting decisions continue for several years, and 
therefore investments in fixed assets will result in the firm losing some level of 
flexibility. For instance, once Print-Solutions Limited decides to invest in the 
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photocopying business and goes ahead to purchase photocopying machines 
and other assets it needs, it cannot easily rescind that decision.

Capital budgeting shapes a firm’s strategic direction. This is necessary in 
the sense that expansion into new products or markets must be preceded by 
capital expenditure.

Capital budgeting requires long-term sales forecast, over the whole life of 
the project. For instance, if the photocopying business has a ten-year life span, 
the firm has to make a ten-year sales forecast.

Appropriate forecast of asset requirements is important to prevent unneces-
sary costs and lost sales. If the firm invests too much in assets, depreciation 
costs, maintenance costs and so on will increase, quite unnecessarily. On the 
other hand, if it underestimates its asset requirements and invests too little in 
assets, the firm will not be able to meet the total demand for its products and 
will lose some of its sales.

Timing is also very important. First of all, capital budgets must be ready, 
as and when they are needed, to avoid losses in a competitive business envi-
ronment. Furthermore, the firm has to be accurate in the timing of its fore-
casts (sales, assets requirements, etc.). This way it will be able to produce 
sufficiently to meet its demand over the life of the project, without incurring 
unnecessary costs.

Effective capital budgeting improves the timing and quality of asset acqui-
sitions. It assists the firm to forecast its needs for capital assets and enable it 
acquire the assets before they are needed. This will reduce costs and improve 
sales and profits.

Capital budgeting ensures proper planning, and considering the huge 
expenditures, the firm must be sure it has the required amount of funds. 
However, large amounts of money are not available automatically. Therefore, 
the firm considering a major expenditure programme should plan its financ-
ing in advance to ensure that funds are available when they are needed.

12.6	 �Techniques of Capital Budgeting

After considering the costs and benefits associated with capital budgeting 
decisions, we will now discuss the techniques of evaluating the data obtained 
in the capital budgeting proposal. These techniques help us to assess long-
term projects and guide us in selecting the good projects. The capital bud-
geting techniques include the payback, discounted payback, NPV, PI, IRR, 
modified IRR (MIRR) and accounting rate of return (ARR). We shall discuss 
these techniques one after the other.
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12.6.1	�Payback Period

The payback period is the expected number of years required to recover the 
money invested in a project. It is based on the notion that a project that pays 
its initial investment quickly is a good project. To apply the payback period 
rule, you first calculate the amount of time it takes to pay back the initial 
investment (the payback period). The firm sets a maximum acceptable pay-
back period, which is used to compare with the actual payback period calcu-
lated for the project. If the payback period is less than a pre-specified payback 
period, the project is accepted, otherwise, it is rejected.

Example 12.1
The photocopying project of Print-Solutions Limited is expected to yield the 
following cash flows (both inflows and outflows) over the next four years. At 
the start of the project, an amount of US$10,000 will be spent in setting up 
the photocopying office and purchasing the photocopying machines needed. 
The project will start yielding cash flows from year 1 and the finance manager 
of the company has forecasted that there will be a cash inflow of US$5,000 in 
year 1, US$4,000 in year 2, US$3,000 in year 3 and US$1,000 in year 4. The 
pre-specified payback period for the firm is three years.

Calculate the payback period of the project.
Based on the payback rule, should the project be accepted or rejected 

(Table 12.1)?

Answer 12.1
As can be seen, by the end of year 3, the cumulative inflows have more than 
recovered the initial outflow. Thus, the payback occurred during the third 
year. We therefore calculate the payback period as follows;

Table 12.1  Cummulative net cash flows

Period
Net cash flows (NCF)
US$

Cumulative NCF
US$

0 −10,000 −10,000
1 5,000 −5,000
2 4,000 −1,000
3 3,000 2,000
4 1,000 3,000
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Payback Period Year before full recovery

Unrecovered cost= + att start of year

cash flow during year

In our example, the year before full recovery is year 2. The unrecovered 
amount at the start of the year of recovery (year 3) is US$1,000 and the cash 
flow during year 3 is US$3,000.

Therefore,

	
Payback period = +2 1 000

3 000

,

, 	

	 Payback period = +2 0 33. 	

	 Payback period years= 2 33. 	

Acceptance Criterion  If the payback period calculated is less than the maxi-
mum acceptable payback period, the project’s proposal should be accepted, 
otherwise the proposal should be rejected. In Example 12.1, based on the 
payback rule, the firm should accept the project because the payback period 
for this project of 2.33 years is less than the pre-specified payback period of 
three years.

Advantages
The advantages of using the payback period method include:

•	 The payback period method is mostly used for very short-term and small 
projects.

•	 It is simple to calculate and easy to understand.
•	 It provides an indication of the project’s risk and liquidity since it is inter-

ested in how quickly the costs of the project can be recovered.

Disadvantages
There are advantages with using the payback period method, including:

•	 It is not reliable because it ignores the time value of money and as such, 
decisions made with the payback rule do not depend on the cost of 
capital.
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•	 It also ignores all cash flows after the cut-off or payback period.
•	 If a project has higher cash flows in later years, the payback rule may reject 

this project, even though it may be viable.
•	 The maximum acceptable payback period set by the firm can be 

subjective.

12.6.2	�Discounted Payback Period

In trying to address some of the problems with using the payback, some use 
the discount payback period method, which is a variant form of the payback. 
The discounted payback period is similar to the payback period, except that 
the expected cash flows of the project are discounted at the project’s cost of 
capital. It is the number of years required to recover the investment from the 
discounted NCF.

Example 12.2
Using our Photocopying project, at a 10 % discount rate, we calculate the 
discounted payback period as follows (Table 12.2).

Answer 12.2

	
Discounted payback period = +2 2 149

2 254

,

, 	

	 Discounted payback period years= 2 95. 	

Acceptance Criterion  If the discounted payback period calculated is less than 
the maximum acceptable, accept the project, otherwise it should be rejected. 

Table 12.2  Discounted net cash flows

Period
Net cash flows (NCF)
US$

Discounted NCF
US$

0 −10,000 10,000
1 5,000 4,545
2 4,000 3,306
3 3,000 2,254
4 1,000 683
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Assuming the pre-specified discounted payback period of the company is 
three years, this project will still be accepted under this rule.

Advantages
The discounted payback period has the advantages of the payback period. In 
addition, it is better than the payback rule in the sense that it uses the dis-
counted cash flow of the project.

Disadvantages
The disadvantages of the discounted payback period are that:

•	 The decision rule also ignores cash flows after the cut-off period, a problem, 
which could lead to the rejection of profitable investments.

•	 It also requires an arbitrary cut-off period.

12.6.3	�Net Present Value

The NPV method is an improvement on the payback and the discounted 
payback methods, because it relies on the time value of money or discounted 
cash flow technique and it also makes use of all the cash flows that accrue to 
the project. The NPV is implemented by the following procedure:

•	 Discount each of the cash flows of the project (both inflows and outflows) 
at the project’s cost of capital to obtain their present values.

•	 Sum these discounted cash flows (both the inflows and outflows, the 
inflows will assume positive signs, whiles the outflows assume negative 
signs) to obtain the project’s NPV.

In mathematical notations, NPV is calculated as follows:

	

NPV CF
CF

k

CF

k

CF

k
= +

+( )
+

+( )
+ +

+( )0
1

1
2

2
1 1 1



n
n

	

	

NPV
CF

=
+( )∑

=t

n
t

t
k0 1
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Where CFt is the expected NCF at period t, k is the project’s cost of capital 
and n is the life span of the project. (Note that expenditures such as the cost 
of buying equipment or building factories are treated as negative cash flows.)

Acceptance Criterion  If the NPV is positive, the project should be accepted. 
If the NPV is negative, the project should be rejected. If two projects are 
mutually exclusive (the occurrence of one precludes the occurrence of the 
other), the one with the higher NPV must be chosen. There are instances 
where the firm may still go ahead with a project with zero NPV, especially 
when the project has some social benefits such as increased employment or 
improvements in the standard of living of people.

Example 12.3
Assuming the following cash flows are expected on the photocopying project 
of Print-Solutions Limited. If the opportunity cost of capital is 10 %, what is 
the NPV of the project (Table 12.3)?

Answer 12.3

	
NPV US

US US US
= − + + +$

$ $ $
10 000

5 000

1 10

4 000

1 10

3 000

11 2
,

,

( . )

,

( . )

,

( .110

1 000

1 103 4)

,

( . )
+
US$

	

	NPV US US US US US US= − + + + + =$ $ $ $ $ $10 000 4 545 3 306 2 254 683 788, , , ,

This project should be accepted given that the NPV is positive.

The cost of capital used in discounting the cash flows is the interest rate the 
firm must pay on an annual basis to obtain the necessary financing for the 
project. Where the firm plans on using both debt and equity to finance the 

Table 12.3  Cash flows

Period
Cash flows
US$

0 −10,000
1 5,000
2 4,000
3 3,000
4 1,000
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project, then the cost of capital is based on the WACC. The cost of capital 
will be made up of (1) the interest on borrowed funds and (2) the interest 
that the firm could earn by putting its own funds in a different investment 
(opportunity cost).

The WACC is obtained by multiplying the cost of debt (interest rate on bor-
rowed funds) by the proportion of borrowed funds, and multiplying the cost 
of equity (opportunity cost to the owner) by its proportion of owner’s equity.

Example 12.4  A firm is buying a new fixed asset for US$120,000. It will use 
US$40,000 from its own resources and finance the balance of US$80,000 
with a bank loan. Assuming the firm’s opportunity cost is 9 % and the interest 
rate on the loan is 15 %, what is the WACC?

	WACC Cost of debt
Proportion of debt

Total finance
Co= ×






 + sst of equity

Proportion of equity

Total finance
×








	
WACC

$

$

$

$
= ×





 + ×0 15

80 000

120 000
0 09

40 000

120 0
.

,

,
.

,

,

US

US

US

US 000








	

	 WACC %= + = =( . ) ( . ) .0 10 0 03 0 13 13 	

The WACC is the interest rate used in discounting the cash flows in order 
to obtain the NPV in capital budgeting decisions of firms.

Following from Example 12.4, what is the NPV of investing in this new 
asset, assuming the future cash flows on the project are as follows?

Year 1 US$25,000
Year 2 US$34,000
Year 3 US$40,000
Year 4 US$50,000
Year 5 US$55,000

Answer 12.4
Considering the cost of the asset is US$120,000 and our calculated cost of 
capital is 13 %, we shall calculate the NPV as follows:

	NPV US
US US US

= − +
( )

+
( )

+$
$ $ $

120 000
25 000

1 13

34 000

1 13

40 00
1 2

,
,

.

,

.

, 00

1 13

50 000

1 13

55 000

1 13
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,
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,
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+

( )
+

( )
US US$ $
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NPV US US US US
US

= − + + +
+

$ $ $ $
$
120 000 22 123 89 26 626 99 27 722 01, , . , . , .
330 665 94 29 851 80, . , .+ US$ 	

	 NPV US= $16 990 63, . 	

Advantages

The advantages of using the NPV method are that:

•	 It is often used in practice and it is useful in the sense that future cash flows 
that will be paid and received can be discounted back to the present so that 
a decision on the investment can be made now.

•	 Interest rates are determined by and based on the WACC that takes risk 
into consideration.

Disadvantages
The disadvantages of the NPV method are that:

•	 It is difficult to compute.
•	 It is difficult to interpret because NPV does not provide a measure of a 

project’s actual rate of return.

12.6.4	�Internal Rate of Return

The IRR is the actual rate of return of an investment project and it also con-
siders the time value of money in its calculation. The IRR is the interest or 
discount rate, which equates the present value of a project’s expected inflows 
to the present value of the project’s costs.

PV Inf PVlows Investment costs( ) = ( )
If the IRR is the interest rate that equates the present value to the cost, then 

it means the NPV will be equal to zero. Therefore, the IRR is also defined as 
the interest rate that makes the NPV of the project to be zero.

	

NPV CF
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IRR
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NPV
CF

IRR
=

+( )
=∑

=t

n
t

t
0 1

0

	

Interpolation  Finding the IRR sometimes requires the trial-and-error 
approach. It is however easier to use financial calculator and spreadsheet to 
get the IRR. There are instances where one is compelled to still use the trial-
and-error method or we can interpolate. Interpolation is the process of using 
mathematics to find an unknown value between two known values. Let us try 
and illustrate that in Example 12.5.

Example 12.5
Using the cash flows from our Photocopy project, determine the IRR.  If 
the opportunity cost of capital of the project is 10 %, should the project be 
accepted or rejected?

First, let us discount the cash flows from the project at the project’s cost of 
capital of 10 % to determine if that equates the NPV of the project to zero 
(Table 12.4).

We still do not have the discount rate that equates the NPV of the project 
to zero. However, because we have two NPVs and the two discount rates, we 
can through interpolation find the IRR of the project. Since we know that 
the NPV of 788 corresponds to 10 % and the NPV of −83 corresponds to 
15 %, therefore we interpolate and find the unknown interest rate, which 
lies between 10 % and 15 %. The IRR can be computed using the following 
formula:

Table 12.4  Discounted cash flows

Project period 0 1 2 3 4

Cash flows −10,000 5,000 4,000 3,000 1,000
Discount factor  

(10 %)
1.000 0.9091 0.8264 0.7513 0.683

Present values −10,000 4,545 3,306 2,254 683
Net present value 788
Since the NPV of the project is positive, it means the IRR is higher than 10 %. Let us 

use a higher discount rate, say 15 %
Cash flows −10,000 5,000 4,000 3,000 1,000
Discount factor  

(15 %)
1.000 0.8696 0.7561 0.6575 0.5718

Present values −10,000 4,348 3,024 1,973 572
Net present value −83
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Where a is the lower discount rate and b is the higher discount rate.

Acceptance Criterion  The IRR of the project is compared to the project’s 
cost of capital (or the required rate of return). If the IRR is greater than the 
project’s cost of capital, then the project is accepted, otherwise, the project is 
rejected.

12.6.4.1  �Problems of Using the Internal Rate of Return

The NPV rule and the IRR rule, in most conditions, yield the same results, 
since both of them use the discounted cash flow technique and also use all the 
cash flows accruing to the project. However, the NPV rule is preferred to the 
IRR rule. This is because the IRR cannot take care of certain complications 
associated with capital budgeting. These shortfalls are discussed below.

Delayed Investments  This refers to projects that record positive cash flows 
before negative cash flows. For instance, if you borrow money, you will have a 
positive cash flow at the beginning of the period and negative cash flows sub-
sequently, when you start paying off your interests and principal. Further, you 
could be involved in a project, where you are paid up front, but under which 
you spend money in subsequent years to execute the contract. Because the 
cash flows of such a project do not follow the conventional cash outflow fol-
lowed by cash inflows pattern, the IRR decision rule is turned upside down. 
Under this condition, the NPV is preferred to the IRR.

Non-existent IRR  Sometimes the nature of some projects may be such that 
at all discount rates, and the NPV is either positive or negative (that is, the 
NPV is never zero, no matter what discount rate you are using). Since the IRR 
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is defined as the discount rate that equates the NPV of the project to zero, 
the IRR in such a situation provides no recommendation and so it cannot be 
used. Under this condition, the NPV is preferred.

Multiple IRR  Sometimes the nature of the cash flows from a project may be 
such that it has more than one IRR. Since you would not know which IRR 
is the correct one to be compared to the cost of capital, it is better to use the 
NPV under this condition.

When you have to choose from two projects such that the selection of one 
project precludes the selection of the other, the IRR could lead to an errone-
ous rule. You can only use the IRR under this condition if you look at the 
incremental expenditure (if the projects are of different scales). Thus, under 
such conditions, it is better to use the NPV.

12.6.5	�Modified Internal Rate of Return

The MIRR is a modification of the IRR. Unlike the IRR, which assumes cash 
flows are reinvested at the project’s own IRR, the MIRR assumes cash flows 
are reinvested at the project’s cost of capital (a more realistic assumption).

In using the MIRR, all cash outflows (COF) are discounted to year 0, 
while all cash inflows (CIF) are compounded to their terminal values, using 
the project’s cost of capital. The MIRR is the rate that equates the terminal 
values (TV) or future values of all the inflows to the present values of all the 
outflows. The MIRR can be gotten using the following expression:
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Example 12.6
Using the cash flows of the photocopying project, and the opportunity cost 
of capital of 10 %, calculate the MIRR. Based on the MIRR rule, should the 
project be accepted or rejected (Table 12.5)?
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Answer 12.6

Remember the cost of the project is US$10,000.

So, the MIRR is the rate the will equate US$15,795 to US$10,000 when 
discounted. We therefore get MIRR as follows:

	

US
US

$

MIRR
$

15 795

1
10 000

,
,

+( )
=

n

	

	
1

15 795

10 000

4
+( ) =MIRR

$

$

US

US

,

, 	

	
1 1 5795

1 4+( ) = ( )MIRR .
/

	

	 MIRR = −1 1211 1. 	

	 MIRR or= 0 1211 12 11. . % 	

Since 12.11 % is the rate that equates the terminal value of the cash inflows 
to the present value of the cash outflows, then we conclude that the MIRR of 
the project is 12.11 %. Since the 12.11 % is above the cost of capital of the 
project, 10 %, this project should be accepted.

12.6.6	�Profitability Index

So far, it seems the NPV is the best capital budgeting rule. However, when 
different opportunities demand different amounts of a particular resource, 
which is fixed in supply (resource constraints), you may be restricted to 
selecting only some projects and leaving others. For instance, if you have 
US$10,000, to invest in different projects with a total cost of US$10,500, 
you will be forced to select only some of the projects and leave others. 
Especially if all the projects have positive NPVs, selecting the projects with 

Table 12.5  Terminal value

Year Cash flows (CIF)
Future values
[CIFt(1 + k)n − t]

1 US$5,000 US$6,655
2 4,000 4,840
3 3,000 3,300
4 1,000 1,000

Terminal value US$15,795
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the highest NPVs might not lead to the best decision. For instance, the 
project with the highest NPV might take up the whole amount and prevent 
you from taking a combination of other projects, which might result in a 
higher NPV (when put together). Thus, under conditions of resource con-
straints, we use the PI, which compares the projects NPV (value added) to 
the resource required for the project. The PI is the NPV per unit of resource 
used.

The PI is the benefit–cost ratio and is defined as the ratio of the present 
value of the cash flows to the cost of the project. It is computed as:

	
PI =

Total present value of future cash fows

Initital investment 	

Acceptance Criterion  Accept the project if the PI is greater than one, oth-
erwise reject. Where there are competing projects, rank the projects begin-
ning from the one with the highest PI and select till your resource is totally 
consumed.

Example 12.7
Assuming a project has a total present value of US$250,000 with a cost of 
US$160,000, what is the PI?

The PI for this project is:

	
PI = =

US

US

$

$

250 000

160 000
1 56

,

,
.

	

Since the PI is greater than one, we accept the project. The project 
is profitable, because for every dollar invested, the project will return 
US$1.56  in benefit. Note that when the NPV is positive, the PI will be 
greater than one, and when the NPV is negative, the PI will be less than 
one. In this example, our NPV is US$90,000; therefore, the PI is greater 
than one. Assuming a project produced a PI of say 0.76, it would mean 
that for every dollar invested, the project returned 76 cent (less than one 
dollar) in benefit.
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Example 12.8
Sharp Engineering is a small engineering firm with 190 engineers. It has the 
following projects, with their NPVs and resource requirements (Table 12.6). 
Which of the projects should Sharp Engineering invest in?

Answer 12.8

Because this project involves the issue of resource constraint (190 engineers), 
the best technique to use is the PI. Further, the total number of engineers 
required for all the projects are 332, which means we have to select some of 
the projects and leave out others (Table 12.7).

The ranks of the projects, beginning from the one with the highest PI, are 
indicated in the last column. We therefore rank them accordingly and calcu-
late the amount of resources consumed to determine which of the projects we 
can include in our capital budget as follows (Table 12.8).

Because there are only 190 engineers, we cannot take any other project 
(since there is no project which requires only three engineers). Therefore, we 
select Projects A, F, E and the Router into our capital budget.

Advantages
The advantages of using a PI are:

•	 It is easy to calculate and interpret.
•	 It may be useful when available investment funds are limited.
•	 It provides an indication of cost–benefit analysis, and also, correct decision 

is made when evaluating independent projects.

Table 12.6  Sharp Engineering example Pt.1

Projects we can include

Project Present value Engineer head count

Router 67.7 50
Project A 69.7 47
Project B 52.1 44
Project C 54 40
Project D 72.5 61
Project E 78.6 58
Project F 44.9 32
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Disadvantages
The disadvantages of the PI include:

•	 It may give a wrong indication of the project’s viability, if interest rate esti-
mates are too low or cash flow projections are too high.

•	 There are also problems using the PI involving mutually exclusive 
projects.

12.6.7	�Accounting Rate of Return

The ARR is a measure of the project’s profitability from a conventional 
accounting standpoint. It is the average return from income generated over 
the life of an investment. It is determined as the average annual income from 
the project, divided by the average cost of the project. This method is easy to 
calculate but it does not consider the time value of money or the present value 
of the cash flows. The ARR is calculated as follows:

ARR =
Average annual income

Average cost Investment

Table 12.7  Sharp Engineering example Pt.2

Project Present value Engineer head count Profitability index Rank

Router 67.7 50 1.354 4
Project A 69.7 47 1.483 1
Project B 52.1 44 1.184 7
Project C 54 40 1.35 5
Project D 72.5 61 1.189 6
Project E 78.6 58 1.355 3
Project F 44.9 32 1.403 2

Table 12.8  Sharp Engineering example Pt. 3

Decision:

Project Profitability index Resource required Resource consumed

Project A 1.483 47 47
Project F 1.403 32 79
Project E 1.355 58 137
Router 1.354 50 187
Project C 1.350 40
Project D 1.189 61
Project B 1.184 44
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Acceptance Criterion  Accept the project if the ARR is equal or greater than 
the target set by the firm, otherwise we reject the project. In ranking projects 
that have the same target ARR, the project with the highest ARR should be 
chosen because it is the most profitable.

Example 12.9
A medium-sized firm is considering a project with an initial cost of US$78,500. 
The project has a five-year life and generates annual income of US$10,800, 
US$12,500, US$12,800, US$13,300 and US$13,700 over the five years, 
respectively.

What is the ARR on this project?
Should this project be accepted if the ARR is 15 %?

Answer 12.9
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This project should be accepted since the ARR of 16.08 % is greater than 
the required ARR of 15 %.

Advantages
The advantages include:

•	 The ARR is the return from income generated over the life an investment 
and it is easy to calculate.

•	 The accounting information is usually available to compute the ARR.

Disadvantages
The disadvantages are that:

•	 It ignores the time value of money.
•	 It uses an arbitrary benchmark cut-off rate.
•	 It is based on book values, not on cash flows and market values.
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12.7	 �Making the Decision

In practice most businesses, especially MSMEs, have limited access to finan-
cial resources. Therefore, it will require that they make capital rationing deci-
sions. Capital rationing is a constraint placed on the amount of financial 
resources that can be invested in a given period of time. This constraint is 
mainly a result of limited finances. In that case, the firm will have to choose 
among projects, especially if they are mutually exclusive. Projects are said to 
be mutually exclusive projects if they serve a similar purpose. Firms are com-
pelled to choose some alternatives and ignore others when the projects are 
mutually exclusive. Such situations require ranking the projects and choosing 
the one with the highest NPV. For instance, a firm is considering whether to 
acquire a boat to transport its workers across a river to and from its factory or 
to construct a bridge to facilitate the movement of the workers. The firm will 
choose the project, which gives the higher NPV and ignore the other. It will 
not choose both projects, even though they both give positive NPV, because 
the two projects are mutually exclusive or they serve the same purpose.

However, in the absence of capital rationing, the firm can choose all inde-
pendent projects as long as they add value to the firm. Independent projects 
are not mutually exclusive, which means choosing one project does not pre-
clude you from choosing the other. This suggests that, where the projects are 
not mutually exclusive, they are all chosen provided they all have positive 
NPVs. On the other hand, all the projects are rejected provided they all have 
negative NPVs. It is important to mention that, if the firm has abundant 
resources, it can choose all independent projects as long as the projects have 
positive NPVs.

12.8	 �Following Up

This stage of the capital budgeting process requires monitoring and control-
ling the firm’s cash flows. Monitoring involves establishing standards and 
procedures that ascertain how well the decision taken compares with the 
proposal. It also involves setting up budgets to monitor all cash inflows and 
cash outflows and to determine whether the proposed cost and expected 
benefits are realised. Controlling entails establishing standards for mea-
suring a project, measuring actual performance of the project against the 
standards that have been set up, and taking corrective measures to remedy 
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the situation. Establishing standards involves setting up annual budgets 
based on the firm’s capital decisions. The annual budget gives an idea of 
the expected costs and benefits for the year, though the annual budget is 
in practice broken into monthly budgets. Measuring actual performance 
focuses on comparing actual costs and benefits with the budgeted costs and 
benefits. Taking corrective measures is necessary in capital budgeting deci-
sions in case the actual costs and benefits deviate from the budgeted figures 
significantly.

12.9	 �Taking Corrective Action

When the difference between the actual cash flows deviate from the bud-
geted cash flows, then we have a variance. The variance could be positive or 
negative. Positive variance is when the actual benefits exceed the budgeted 
benefits or when the actual costs fall short of the budgeted costs. On the 
other hand, negative variance occurs when the actual benefits are less than 
the budgeted benefits or when the actual costs exceed the budgeted costs. 
Taking corrective action entails reducing cost or increasing cash inflows in 
the case of negative variance. It also involves investing excess cash in the case 
of positive variance.

12.10	�  Summary and Conclusions

Capital budgeting is the process of analysing investment opportunities and 
deciding which ones to accept. It refers to the whole process of analysing 
long-term projects and deciding which ones to include in the firm’s planned 
investments. Capital budgeting decisions are affected by a number of factors 
including, changes in government regulations, research and development and 
changes in business strategy.

In order to ensure that firms take the right decision, they must carefully 
follow the necessary steps in making capital budgeting or capital investment 
decision and these steps include: (1) formulating a proposal, (2) evaluating 
the data, (3) making a decision, (4) following up and (5) taking corrective 
action.
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A number of techniques are used in evaluating the data obtained in the 
capital budgeting proposal and these techniques assist in assessing long-term 
projects and providing a guide in selecting good projects. These techniques 
include the payback, discounted payback, NPV, PI, IRR, modified MIRR 
and ARR. In practice, most firms use the NPV and IRR methods.

Discussion Questions and Problems

	1.	 Ms. Darko is the Finance Officer of Grace Ltd. She has proposed two 
investment plans to management/Plan A requires a deposit of US$6,000 
every six months, with an interest receivable at a 5 % annual rate, com-
pounded semi-annually. Plan B requires a deposit of US$8,000 yearly, with 
an interest rate of 7.5 % compounded annually. The initial deposit in Plan 
A would be made six months from now, and that of Plan B in a year’s time.

	(a)	 What is the future value of Plan A at the end of five years?
	(b)	 What is the future value of Plan B at the end of five years?
	(c)	 Which plan should management approve, assuming management’s 

only concern is the value of the investment at the end of five years?
	(d)	 Would management’s choice of plan change if the rate of interest in 

Plan B were 6.5 %?

	2.	 Winlett Enterprise, a small business maintains a capital structure of 2:3. 
The firm is considering expanding its area of operation with an initial cost 
estimation of US$100,000. The interest rate on loans is 12 %, while the 
opportunity cost on the firm’s own funds is 8 %. The expected annual free 
cash flows from the project are as follows:

Year Cash flows (US$)

1 72,000
2 75,000
3 85,000
4 95,000
5 98,000

Using NPV and MIRR project evaluation methods, on the assumption 
that the cash flows are reinvested at the cost of capital rate, is the project a 
viable one?
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	3.	 Consider the following projects:

Year
Project
A

Project
B

Project
C

0 (10,000) (20,000) (30,000)
1 10,000 10,000 10,000
2 0 10,000 10,000
3 0 10,000 0
4 0 10,000 10,000
5 0 10,000 10,000

	(a)	 Given an opportunity cost of capital of 8 %, which projects result in a 
positive NPV?

	(b)	 Calculate the payback period for each project, if the cut-off period is three 
years. Which project should be accepted?

	(c)	 Briefly discuss the advantages and disadvantages of using the payback and 
NPV methods of investment appraisal.

	4.	 Glax Limited is considering embarking on a bottling water project with 
the following cash flows. The opportunity cost of capital of the project is 
10 %.

Year Cash flows

0 −300,000
1 150,000
2 120,000
3 90,000
4 30,000

	(a)	 Assuming the payback period of Glax Limited is three years. Should the 
project be accepted based on the payback rule?

	(b)	 If the discounted payback period of Glax Limited is 3.5 years, should the 
project be accepted based on the discounted payback period rule?

	(c)	 Based on the NPV rule, should the project be accepted?
	(d)	 Based on the IRR rule, should the project be accepted?
	(e)	 Based on the Modified IRR rule, should the project be accepted?

	5.	 Patosh Ltd, a medium-sized business is considering two independent proj-
ects, Project X and Project Y. The initial cost of project X is US$350,000 
and that of Project Y is US$600,000. Considering cost of capital for both 
projects is 10 % and the expected cash flows from each project are:
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Year Project X Project Y

$ $
0 −350,000 −600,000
1 150,000 180,000
2 170,000 180,000
3 160,000 200,000
4 140,000 210,000
5 150,000 250,000
6 150,000 160,000

	(a)	 Compute the payback period and discounted payback period for each 
project.

	(b)	 Calculate the NPV and PI for each project.
	(c)	 Indicate if the projects should be accepted based on the NPV and PI 

methods.
	(d)	 Why would you prefer the NPV method to other methods of project 

evaluation?
	(e)	 Outline the steps involved in capital budgeting decisions.

	6.	 IYA Ltd is considering a project with an initial cash outlay of US$75,000 
and a required rate of return of 11 %. The expected annual free cash flows 
from the project given as:

Year Cash flows

US$
1 17,000
2 19,800
3 25,300
4 29,800
5 38,500
6 45,000

	(a)	 Indicate whether this project is viable or not using the NPV and PI 
methods.

	(b)	 Compute the MIRR for this project assuming the cash flows are 
reinvested.

	7.	 Best World Limited, a small business is considering expanding its area of 
operation with an initial cost estimation of US$65,000. The entrepreneur 
intends investing US$26,000 from retained earnings and financing the 
remainder with a bank loan. The interest rate on loans is 12 % while the 
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opportunity cost on the firm’s own funds is 10 %. The expected annual free 
cash flows from the project are as follows:

Year Cash flows

US$
1 20,000
2 22,600
3 27,200
4 30,000
5 35,000
6 38,000
7 40,000

Show whether this project is viable or not, using the NPV and MIRR meth-
ods assuming the cash flows are reinvested at the cost of capital rate.

	8.	 Naxtell Limited is seeking to purchase a major piece of equipment which 
cost US$20 million.

The machine is expected to be sold at scrap by the end of the fifth year for 
US$5 million. The machine will generate US$4.5 million at the end of every 
year throughout the life of the machine. The company requires 15 % on the 
return on its investment. Using the NPV, method should the machine be 
bought?
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13
Valuation of New Ventures and Small 

Businesses

Learning Objectives
By the end of this chapter, you should be able to:

•	 explain how new ventures and small businesses are valued
•	 use the various valuation methods
•	 appreciate the strengths and weaknesses of the valuation methods
•	 understand the criteria for selecting a venture valuation model

13.1	 �Introduction

An entrepreneur is interested in turning opportunities into a viable business, 
grow the business and eventually harvest the resulting value on such a business 
venture investment. Investors, including venture capitalists and other private 
equity investors, are also interested in how new ventures or entrepreneurial 
firms are valued. Determining the value of the venture is critical for establish-
ing the percentage of ownership the business’s external investors may be inter-
ested in. The perceived value of the venture, as well as the capabilities of the 
entrepreneur to enhance the value of the firm, is critical to the external inves-
tor. The entrepreneur may also be interested in whether the external investor 
can contribute to the overall value and whether the external investor has the 
financial resources and organisational capacity to invest in the firm.

In this chapter, we look at how entrepreneurial firms are valued. We spe-
cifically discuss valuation of business ventures. We also examine the various 



methods of valuation and the criteria for selecting a new venture valuation 
model. The knowledge acquired in time value of money and capital budget-
ing is important in appreciating the issues discussed under valuation of new 
ventures and small businesses.

13.2	 �Valuation of Business Ventures

Valuation is a difficult yet an important aspect of the business investment 
process and this exercise is required to be carried out on regular basis. What 
value should an entrepreneur place on the firm when they initially seek equity 
from external investors? What should the external investor pay to invest in 
the firm? What is the appropriate valuation when additional financing is 
required? What is the appropriate valuation at the time of existing or harvest-
ing the investment?

Valuation is concerned with the process of determining the amount an 
investor needs to pay to invest in a firm. When investors invest in a firm, they 
assume ownership interest and therefore, in exchange for their investment, 
they receive the firm’s shares. If an investor is interested in holding say 20 % 
of the firm, it will be necessary to first determine what the entire firm is worth. 
The investor will then ascertain exactly how much to offer for the 20 % stake 
in the firm. On the other hand, the entrepreneur will decide whether he/she 
is prepared to give up 20 % ownership in the firm for the price offered by the 
investor. The value of the firm may be expressed in total (say US$20 million) 
or on a per share basis (say US$3.25 per share).

In the case of publicly listed companies, the value of the firm is deter-
mined on per second basis by investors (buyers and sellers of the shares) on 
the stock exchange. The problem however, is with respect to valuing new 
ventures, private companies and small businesses that are not listed on the 
public exchange. That is, there is no efficient mechanism involving multiple 
buyers and sellers for setting the share price (SP) for private companies. The 
problem is further compounded by the fact that these firms have little or no 
track record of performance making it difficult to provide any forecast for 
future years.

Essentially, valuing new venture and small businesses is difficult because of 
the problem of estimating future cash flows and the appropriate discount rate 
for determining the present value of the future cash flows. In spite of these dif-
ficulties, earnings or cash flows forecasts are captured in most business plans 
and investors who are looking for deals make forecasts for cash flows and 
earnings. In Chap. 9, we examined how to forecast performance and how to 
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forecast financial information to determine financing needs. We can use those 
approaches to estimate the future cash flow and also follow required proce-
dure to determine appropriate discount rates.

13.3	 �Valuation Methods

Various methods exist for valuing new ventures and small businesses. These 
different methods can result in varying outcomes, and therefore it is necessary 
to consider valuation from different perspectives to arrive at an appropriate val-
uation range. The various valuation methods discussed in this chapter include:

•	 Discounted cash flow method
•	 Risk-adjusted net present value
•	 Certainty equivalent method
•	 Venture capital method
•	 Free cash flow to equity
•	 Free cash flow to firm
•	 Valuation using comparable firms

13.3.1	�Discounted Cash Flow Method

Under the discounted cash flow (DCF) method, the value of the business is 
estimated based on its expected future cash flows, discounted at a rate that 
reflects the riskiness of the cash flows. In the DCF method, the value of an 
asset is computed as the present value of the asset’s expected cash flows. The 
intrinsic value of an asset is estimated based upon its characteristics in terms of 
expected cash flows, growth potential and risk. The expected future cash flows 
are discounted to present values using a discount rate that reflects the riskiness 
of the asset. The present value of the series of cash flows is determined as:
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This can be simplified in Eq. (13.2):
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where:
N = life of the asset
FCFn = free cash flows emanating from the project
CFt = future cash flows at period t
r = discount rate reflecting the riskiness of the estimated cash flows

Example 13.1
Print Direct Limited operating in designing and printing of wedding cards 
and posters in Kampala, has a five-year investment plan that will generate the 
following cash flows (Table 13.1):

The firm can earn 12 % on similar investments. How much is this invest-
ment worth today?

Answer 13.1
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Advantages

The advantages of the DCF method are that:

•	 It provides an objective framework for assessing a firm’s risk and cash flows 
to estimate value.

•	 It requires users to think about key drivers of value.
•	 It may be useful when no comparable companies are available.

Disadvantages
The disadvantages of the DCF method are as follows:

•	 It is extremely sensitive to cash flow projections, which may be inherently 
difficult to predict, particularly as the projection horizon lengthens.

Table 13.1  Print Direct Limited example

Year 1 2 3 4 5

Cash flows US$300,000 US$400,000 US$620,000 US$850,000 US$980,000
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•	 The terminal value may be distorted by incorrect estimations of either cash 
flow or terminal multiples.

•	 The validity of the discount rate depends on assumptions for β and the 
market risk premium.

13.3.2	�Risk-Adjusted Net Present Value

This method is used to value risky future cash flows. It uses a discount rate 
that reflects the time value of money and riskiness of the future cash flows 
to discount those risky future cash flows to present value. To be able to value 
the risk-adjusted NPV of any asset, we consider two main approaches: the 
use of higher discount rates to discount expected cash flows when valuing 
riskier assets, and the use lower discount rates when valuing safer assets. 
Academics and financial analysts employ risk and return models to deter-
mine the discount rates for the valuation of risk-adjusted discount rates 
(RADRs) models.

13.3.2.1  �Risk and Return Models

In the discounted cash flow model above, we determine the value of the asset 
using free cash flows, the life of the asset and discount rates all provided in 
the information of a given firm. In this scenario, however, the riskiness and 
the return of the asset will be determined using econometric and financial 
models such as the capital asset pricing model (CAPM) and the multifactor 
models of today. The output of these models is what we call the expected 
rate of return for any investment given its risk or the risk-adjusted rate of 
any given asset.

The CAPM measures the relationships between risk and return of any asset. 
In the CAPM, the expected return on an asset is a function of its β, relative to 
the market portfolio. It can be written as:

	 Expected return Risk free rate Market Equity risk premiu= + ×β mm � (13.3)

Algebraically, the relationship between risk and return can be expressed as 
follows:

	
E r r r rj f j m f( ) = + −( )β

�
(13.4)
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In Eq. (13.3), the market risk premium is defined as rm − rf. βj is the β risk 
of the asset. The value of βj, the β risk of the asset jth asset, depends on its 
non-diversifiable risk. Specifically, βj is measured as follows:

	
β

σj

j m

m

r r
=

( )cov ,

2

�
(13.5)

where cov(rj, rm) is defined as the covariance between the returns on the 
assets and the returns of the market and σm

2  is the variance of the market 
returns.

In Eq. (13.3), which measures the risk and return relationship, two key 
inputs are common. Thus, the risk-free rate and the equity risk premium. 
The risk-free rate guarantees the investors his or her return with certainty. It 
is measured as the current market interest rate on default free assets (usually 
government securities). Note that the risk-free rate varies across currencies 
since the expected inflation rate differs with currencies.

In the case of the equity risk premium, it is estimated in two different 
ways. The first is the historical risk premium obtained from returns earned 
on shares, relative to the risk-free investment. The second is to calculate the 
implied premium based on the prices of shares, relative to the expected cash 
flows generated from such investment.

Example 13.2
In January 2016, the Indian government issued a 182-day Treasury bill with 
a discount rate of 8.125 %. The regression β for BBuy was 1.95; the standard 
error was 0.45; and the bottom-up β for BBuy was 2.45, considering other 
e-commerce firms. Assuming the latter is accepted as the best estimate of the 
β, using the implied risk premium of 5.39 %, what would be the expected 
return on BBuy shares?

Answer 13.2

	
Expected return BBuyon r r rf j m f= + −( ) = + ( ) =β 8 125 2 45 5 39 21 330. . . . 55%

	

If we were to evaluate BBuy equity cash flows, we would have used 21.3305 
% as the RADR to discount the risky future cash flows.
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Example 13.3
A project costs US$100,000 today and offers US$50,000, US$60,000, 
US$80,000 cash inflows for the next three years, respectively. Its β is 1.5 and 
the market return is 19 %. Given a risk-free rate of 9 %, compute the NPV 
of the project?

Answer 13.3

	
Expected return = + −( ) = + −( ) =r r rf j m fβ 9 1 5 19 9 24. %

	

	

Project value US$
US$ US$

= − +
( )

+
( )

100 000
50 000

1 24

60 000

1 24
1

,
,

.

,

.
22 3

80 000

1 24

21 303 41

+
( )

=

US$

US$

,

.

, . 	

The risk-adjusted NPV can therefore be stated as:

	

PV
CF

r r r
j

t

N
jt

f jt m f

t
=

+ + −( )( )∑
=1 1 β

�

(13.6)

Advantages
The advantages of the risk-adjusted NPV method are that:

•	 It values assets based on expected future cash flows.
•	 The discount rate is considered the opportunity cost of capital.
•	 It can use market β to estimate cost of capital.
•	 It is not necessary to estimate the total risk.

Disadvantages
The main disadvantages of the risk-adjusted NPV method are:

•	 It is unlikely to get true comparable firms for new ventures.
•	 It may be difficult to value complicated financial claims on the assets, if 

information on total risk is not available.
•	 It is difficult to use because the appropriate discount rate for valuing a 

single cash flow cannot normally be determined based on data from com-
parable firms.
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13.3.3	�Certainty Equivalent Method

Sometimes it is difficult to use the RADR form of the CAPM to value real 
investment opportunities with risky cash flows. This is because risk-averse 
investors will always prefer more to less and will not want to lose their invest-
ments. You may either adjust the discount rate for risk in DCF valuation or 
adjust the expected cash flows for risk. In adjusting the cash flow, you are 
simply replacing the uncertainty of expected cash flows with the certainty 
equivalent cash flows, using a risk adjustment procedure similar to what is 
used in adjusting discount rates.

Let us go back to the problem we evaluated using the BBuy in our previ-
ous Example 13.2. Let us assume that BBuy’s investment yield a cash flow of 
US$250,000 per annum. This cash flow is uncertain with the same risk as 
the market. Given the information in Example 13.2, we can discount at the 
risk-adjusted rate of 21.33 % rather than the 8.125 % risk-free rate of interest. 
This gives us a present value of US$ 250 , 000/1.2133 = US$ 206 , 049.62.

Supposing that BBuy has decided not to consider the market interest rate 
and that of the sensitivity in the market with respect to the bond and has 
decided to rely solely on the government to pay back all the money with 
surety. It means that BBuy is certain that the money will be paid at the end 
of the year. This guarantee will remove all the uncertainty about the payoff 
on the investment. This means that BBuy will accept a figure less than the 
original US$250,000 it could have received. But how much less will BBuy 
receive considering the risk-free rate of 8.125 % and the present value of 
US$206,049.62?

	
PV = =

Certain cash flow
$

1 08125
206 049 62

.
, .US

	

Certain cash flow = US$222,791.15
This certain cash flow of US$222,791.15 has the same value as the ear-

lier risky cash flow of US$250,000. The difference between the cash flow of 
US$250,000 and the present value of US$ 206 , 049.62 is US$ 43 , 950.38, 
which shows the time value of the money component of the entire invest-
ment. However, the other aspect compensates for the risk attached to the 
forecasted cash flows.

Thus, US$250,000  – US$222,791.15 = US$27,208.85. This figure is 
known as the markdown or the haircut used to compensate for the risk.
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This scenario we presented illustrates two ways of valuing risky cash flows:
Method 1: We first discounted the cash flow at the RADR, r is greater than 

the risk-free rate, rf. This accounts for both the time value of money and for 
risk.

Method 2: In the second scenario, find the certainty cash flow and discount 
at the risk-free interest rate, rf. Here, you opt to find out the smallest certain 
payoff for which you will exchange the risky cash flows for. This is what is 
called the certainty equivalent (CEQ). Since the CEQ is the certainty equiva-
lent of the cash flow, we discount it using the risk-free interest rate, rf. The 
certainty equivalent makes separate adjustments for risk and time.

The mathematical expression for the PV of a cash flow at period t is:

	

PV
C

r

CEQ

r

t
t

t

f

t
=

+( )
=

+( )1 1
	

(13.7)

Advantages
The advantages of the CEQ method are that:

•	 It is an alternative method of incorporating risk into project evaluation.
•	 It allows the decision maker to deduce that aspect of the investment amount 

that contains the risk because of risk deduction.

Disadvantages
The disadvantages of the CEQ method include:

•	 The decision maker should be willing to accept the smallest cash flow as a 
result of the certainty equivalent.

•	 Certainty equivalent cash flows depend on the RADRs to arrive at its pres-
ent value.

13.3.4	�Venture Capital Method

Investors look out for businesses that have potential to provide large payouts 
for investors. The investors intend to supply funds to such businesses with the 
anticipation that they will yield profit in the long run. Venture capital (VC) 
firms also provide equity to start-ups and other firms that have a limited track 
record and do not have access to the capital market. The VC firm normally 
looks out for new and small businesses with potential for growth that will lead 
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to high future returns or payouts. When investors and other VC firms invest 
in a firm, they take ownership or an equity stake in that firm. They actually 
receive shares in exchange for the investment they make in that firm.

The venture capital method is traditionally used for valuing VC invest-
ment, which combines elements of the multiples-based valuation and 
discounted cash flow valuation methods. It is generally used by venture capi-
talists, private equity investors and business angels, and is useful in provid-
ing a rough estimate of the current value of such future-oriented, uncertain 
investments.

The venture capital method follows a very simple procedure:

	1.	 A terminal value (Vt) of the firm is estimated for the time of disinvestment 
(exit). In order to do this, multiples (comparable companies) are often 
used and the kind of comparable to be used at any point in time depends 
on factors such as the expected financial situation of the company and the 
industry it operates in. Following this method, the estimation is based on 
a ‘success scenario’, which is a situation in which the firm meets its perfor-
mance objectives and the investor’s expectations.

	2.	 This terminal value is then converted into a present value (V0
Post) using a 

comparably high discount rate (r) specified by the investor. This is known 
as a post money valuation, meaning the investment by the investor (I) has 
already been included.1 The conversion may be done either by using the 
NPV framework, or by applying the concept of internal rates of return 
(IRRs). Whichever way, the results should be identical.

	3.	 The fraction of ownership (F) the investors require in exchange for con-
tributed capital is determined by the ratio of the amount of their invest-
ment (I) and the present value of the firm.

	4.	 The number of shares is determined based on the fraction set in relation to 
the number of total shares, which comprises the number of existing shares 
(K) and the number of new shares (Y) to be issued to the investor. The SP 
is also obtained by dividing the amount of new investment by the number 
of new shares to be issued.

The general forms of the equations for the valuations based on the NPV 
framework can be summarised in Table 13.2 following the steps outlined 
above.

1 Post-money is pre-money plus the new investment (V0
Post = V0

Pre + I)
 Pre-money is the value of the firm before money goes in (V0

Pre = V0
Post − I).
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Example 13.4
A newly established company, Japxy Solutions Limited, plans to provide soft-
ware solutions in the area of accounting and billing to ensure efficient collec-
tion of electricity tariffs of the power supplier, Electricity Company Limited 
(ECL). Currently, the existing capital is divided equally among the five found-
ing entrepreneurs who hold 180,000 of Japxy’s shares each. The entrepreneurs 
try to raise external capital from the early-stage venture capitalist, sound capi-
tal fund (SCF). They indicate that at the end of SCF’s four-year investment 
horizon in Japxy, revenues are expected to be at the level of US$20 million 
per annum. In order to achieve their goals and get the company started, they 
require US$800,000 additional capital. Existing companies with a similar 
business model as Japxy’s, is normally valued with a sales multiple around 
1.85. The IT experts of SCF are of the view that the market and the business 
model are very attractive, but it is a risky business considering the team’s lack 
of experience and other factors. Therefore, a discount rate of 65 % per year 
may be considered appropriate in their opinion.

In order to put Japxy in shape to manage the accounting and the electricity 
tariffs for ECL, how many shares will SCF obtain and at which price?

Answer 13.4
We follow the procedure outlined earlier:

Step 1: Estimating terminal value
The terminal value is estimated using the sales multiple because Japxy is 

not expected to generate any profit by the end of the investment horizon. 
Therefore, Japxy’s value four years from now is anticipated as:

	 V P Et = × = × =Earnings Ratio $ $/ , , . , ,US US20 000 000 1 85 37 000 000 	

Step 2: Determining present value
We used the discount rate (r) provided in the case as 65 % to determine the 

present value of Japxy.

Table 13.2  Venture capital method—NPV framework

Step 1 Estimating terminal value Vt = Earnings × P/E Ratio

Step 2 Determining present value V
V

r
O
Post t

t=
+( )1

Step 3 Calculating the fraction of ownership investors 
require

F
I

VO
Post

=

Step 4 Obtaining number and price of new shares Y K
F
F

SP
I
Y

=
−

=
1

;
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V
V

r
O

t
t

Post US$
US$=

+( )
=

( )
=

1

37 000 000

1 65
4 991 900 81

4

, ,

.
, , .

	

Step 3: Calculating fraction of ownership investors require
The ownership fraction of F is determined using:

	
F

I

VO
Post

= = = =
US$

US$

800 000

4 991 900 81
0 16025959 16 025959

,

, , .
. . %

	

Step 4: Obtaining number and price of new shares
We first of all determine the number of existing shares (K) by the five 

founding entrepreneurs. Thus, K = 5 × 180,000 shares = 900,000 existing 
shares available to the entrepreneurs.

Therefore, the number of new shares (Y) to be issued to SCF will be

	
Y = ×

−
=900 000

0 16025959

1 0 16025959
171 759,

.

.
, shares

	

with an SP of

	
SP US= =

US$
$

800 000

171 759
4 6577

,

,
.

	

An alternative method of valuing the firm aside from the NPV is the use of 
the internal rate of return (IRR). Here, we are not discounting the cash flow 
to its present value but we are interested in looking at a way of determining 
the fraction of ownership (and eventually the number of shares) to be bought 
by the investor. In the final analysis, we will arrive at the same figures using 
both approaches.

The mathematical expressions based on the IRR framework are shown in 
Table 13.3.

Using Example 13.4 and based on the IRR framework, determine the value 
of the firm as follows:

Step 1: Estimating terminal value
We estimate the terminal value using the same way as the NPV case.

	 Vt = × =US$ US$20 000 000 1 85 37 000 000, , . , , 	
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Step 2: Determining desired future wealth by investor
We will determine the desired future wealth of the investor using the dis-

count rate applied above.

	
W = × ( ) =US US$ $800 000 1 65 5 929 605

4
, . , ,

	

Step 3: Calculating the needed fraction of ownership
To achieve this wealth by the given valuation at the terminal date, the 

investor has to hold

	
F = = =

US

US

$

$

5 929 605

37 000 000
0 16025959 16 025959

, ,

, ,
. . %

	

Step 4: Obtaining number and price of new shares
Considering 900,000 existing shares, the number of new shares to be issued 

to investor is

	
Y = ×

−
=900 000

0 16025959

1 0 16025959
171 760,

.

.
, shares

	

with an SP of

	
SP = =

US
US

$
$

800 000

171 760
4 6577

,

,
.

	

Step 5: Determining current valuation
The valuation can then be estimated as follows: If US$800,000 acquires 

16.025959 % of the company, then 100 % or the entire company is valued at

Table 13.3  Venture capital method—IRR framework

Step 1 Estimating terminal value Vt = Earnings × P/E Ratio

Step 2 Determining desired future wealth by 
investor

W = I × (1 + i)t

Step 3 Calculating the needed fraction of 
ownership

F
W
Vt

=

Step 4 Obtaining number and price of new 
shares

Y K
F
F

SP
I
Y

=
−

=
1

;

Step 5 Determining current valuation VO
Post =

I
F

 or VO
Post = × +( )SP K Y

V VO
Pre

O
Post= − I  or VO

Pre = ×SP K
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V Post
O US$ US$= × =

100

16 0259595
800 000 4 991 900 8

%

. %
, , , .

	

We can obtain the same results by multiplying the SP by the total number 
of shares:

	
VO

Post US$ , ,= × +( )4 6577 900 000 171760.
	

We can determine the pre-money valuation (i.e. the value of the company 
before the additional investment of US$800,000). We show that by subtract-
ing the additional investment of US$800,000 from the post investment cal-
culated above.

	 V V IPre Post
O O US$ US$ US$= − = − =4 991 900 8 800 000 4 191 900 8, , . , , . . 	

We can also calculate it by multiplying the SP by the number of existing 
shares:

	 V SP KPre
O US$= × = ×4 6577 900 000. , 	

13.3.4.1  �Valuation Assuming Future Dilution

In our preceding example (Example 13.4), Japxy Solutions Limited was val-
ued with the assumption that it would only receive a single round of financ-
ing (US$800,000) from the SCF in the four-year period. In practice, VC 
financing does not involve a single round of financing but rather it is staged 
over a number of financing rounds depending on the achievement of certain 
milestones. In the subsequent financing rounds, lower discount rates are used 
(lower returns), since it does not involve raising one large sum of money in 
these rounds unlike the first round.

As Japxy will be involved in the issuance of new shares to investors in the 
new rounds of financing, the stake of the existing shareholders stands the risk 
of being diluted. What this means is that initial investors might lose part of 
their controlling interest or ownership in Japxy because of the issuance of the 
new shares.

Bearing in mind that the early-stage investors risk the chance of losing 
part of their ownership in the company to new investors, they will demand 
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a higher fraction of ownership in order to achieve their desired ownership 
position. It is however important to note that, if more shares are issued to the 
earlier investor, future investors will also have to receive a higher stake in order 
to attain a desired fraction of ownership. Therefore, to determine the existing 
ownership position, the previous investor needs to consider the number of 
shares to be issued in the future, which will partially depend on the number of 
shares originally issued in the first round. How then do we solve this paradox?

The mathematical procedure to address the valuation of share dilution of a 
venture capitalist is outlined in Table 13.4.

Example 13.5  We refer to Example 13.4 on Japxy Solutions Limited. 
Assuming after the first two years, Japxy plans on raising additional capi-
tal of US$5 million, which was provided by another venture capital com-
pany, Business Growth Fund (BGF). At this stage, Japxy Solutions Limited is 
expected to expand further with a lower overall risk and therefore have a lower 
discount rate of 35 %.

Table 13.4  Venture capital method—considering multiple rounds of financing

Step 1 Estimating terminal value Vt = Earnings × P/E Ratio

Step 2 Determining present value V
V

r
Post t

tO =
+( )1

Step 3 Calculating required fraction of 
ownership

F
I

V Post
=

O

Step 4 Considering dilution

(a) Calculating fractions of ownership for 
dilutive (future) investments

V
V

r
td t td
Post t=

+( ) −1

F
I

Vtd

=
Post

with td as the time of dilutive 
investment

(b) Determining retention rate RET F
m

m

n

= −∑
=

1
1

(c) Calculating increased required fraction 
of ownership (dilution adjusted).

F
F

RETO
Post t=

Step 5 Obtaining number and price of new 
shares

Y X
F
F

* =
−
O
Post

O
Post1

SP
I
Y

*
*

=

Note: Depending on the number of times of future investments, Step (4a) might have 
to be applied as many times as there are future investments, because of the dilution 
of existing ownership positions
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Answer 13.5
Step 1: Estimating terminal value

The terminal value is estimated as follows.

	 V P Et = × = × =Earnings Ratio US$ US$/ , , . , ,20 000 000 1 85 37 000 000 	

Step 2: Determining present value
We used the discount rate (r) provided in the case as 65 % to determine the 

present value of Japxy.

	

V
V

r

Post t
tO

US$
US$=

+( )
=

( )
=

1

37 000 000

1 65
4 991 900 81

4

, ,

.
, , .

	

Step 3: Calculating fraction of ownership investors require
The ownership fraction of F is determined using:

	
F

I

V Post
= = = =

O

US$

US$

800 000

4 991 900 81
0 16025959 16 025959

,

, , .
. . %

	

Step 4(a): Calculating fraction of ownership for dilutive (future) investments
Then in Step 4(a) exactly the same calculations are done from Business 

Growth Fund’s point of view. Beginning with the valuation at the end of year 
4: V4 = US$37,000,000, BGF would value Japxy in year 2 (the time of BGF’s 
investment) at

	

V
V

r
Vtd

t
t td

Post Post US$
US$=

+( )
= =

+( )
=− −

1

37 000 000

1 0 35
202 4 2

, ,

.
,3301 783 26, .

	

Considering the amount of the investment as IBGF = US$5,000,000 this 
investor would require a fraction of ownership of Japxy Solutions Limited as

	
FBGF = = =

US$

US$

5 000 000

20 301 783 26
0 2463 24 63

, ,

, , .
. . %

	

Step 4(b): Determining retention rate
The investor’s retention rate is RET = 1 − 0.2463 = 0.7537.
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RET F

m

n

m= − = − =∑
=

1 1 0 2463 0 7537
1

. .
	

Therefore, the existing owners of the firm (the five founding entrepreneurs 
and SCF) would retain only 75.37 % of the company’s shares altogether.

Step 4(c): Calculating increased demand fraction of ownership
In order to compensate for this dilution, the increased ownership demand 

of SCF at the current point of time is calculated as

	
F

F

RET
Post t
O = = =

0 1603

0 7537
0 2127

.

.
.

	

It is important to note that at the end of the year 4, SCF will not hold 21.27 
% of the company but rather it will hold 21.27 % of the remaining 75.37 % 
of the company, which is equal to 16.03 % of the firm. It means by increasing 
the demanded ownership fraction, SCF would be able to fully compensate for 
the anticipated dilution caused by the financing round in year 2.

Step 5: Obtaining corresponding number and price of new shares
Considering 900,000 existing shares, SCF’s demanded ownership fraction 

equals

	
Y * ,

.

.
,= ×

−
=900 000

0 2127

1 0 2127
243 147 shares

	

with an SP of

	
SP* ,

,
.= =

US$
US$

800 000

243 147
3 2902

	

Determining the number of shares to be issued to BGF we arrive at this as 
follows:

The total of the founders’ shares and all other shares, which have been 
issued to earlier investors is 900,000 + 243,147 = 1,143,147.

The number of shares being issued to BGF is:

	
Y * , ,

.

.
,= ×

−
=1 143 147

0 2463

1 0 2463
373 567 shares
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with an SP of

	
SP* , ,

,
.= =

US$
US$

5 000 000

373 567
13 3845

	

13.3.5	�  Free Cash Flow to Equity

The free cash flow to equity (FCFE) method of valuation involves estimating 
the future cash flows to providers of capital and capitalising these to deter-
mine the value of the company.

13.3.5.1  �Estimates of Cash Flows

A number of approaches have been used in estimating cash flows, adding to 
the confusion about how a company should be valued in the literature. For 
instance the traditional accounting valuation of a company is the use of the 
earnings before depreciation and amortisation (EBDA). This calculation is 
simple and uses information only from the cash flow statements. It is shown 
below:

	 EBDA Net income Depreciation Amortisation= + + � (13.8)

In the EBDA, we are adding the primary non-cash expenses that have been 
deducted to arrive at the net income.

In valuing a company, we consider that the cash flows should be the one 
available to the suppliers of capital (owners and creditors). In this case, inter-
ests are deducted to arrive at the net income of the company. So, to properly 
estimate the company’s cash flow, we have to now apply the earnings before 
interest, depreciation and amortisation (EBIDA). EBIDA is also known 
as operating income before depreciation and amortisation (OIBDA). The 
EBIDA provides a new cash flow that could be paid to both creditors and 
owners of the company. This is shown in Eq. (13.9):

	 EBIDA income Interest Depreciation Amortization= + + +Net � (13.9)

Free cash flow from operation (CFO) is another measure. Companies are 
required to prepare statement of cash flow and this provides useful informa-
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tion in financial analysis and valuation. This statement shows cash flows by 
operation, financing and investment activities. The cash flow is computed by 
adjusting net income for non-cash expenses and income, and also for changes 
in working capital accounts.

The computation uses a company’s statement of comprehensive income 
(income statement), and statement of financial position (balance sheet). This 
is shown in Eqs. (13.10) and (13.11):

	

CFO Net= + + +income Depreciation Amortization

Other non cash cha rrges Increase in working capatal− net 	
(13.10)

Where:

	 Net working capital Current assets Current liabilities= − � (13.11)

From Eq. (13.11), we can deduce that if net working capital increases, it is 
a reduction in cash flow from operations and if net working capital decreases 
it is an increase in cash flow from operations. It is important to note that cash 
flow from operations is an indication of the financial health of the firm and 
the survival of a firm is more dependent on its financial potency. So, a firm’s 
ability to generate cash flow from operations will help to ensure its survival 
and growth.

Free cash flow (FCF) is measured by deducting capital expenditure from 
the cash flow from operations. It has always been argued that cash flow, no 
matter how it is computed does not necessarily reflect the cash available for 
providers of capital (owners and creditors). This is because in order to ensure 
the continuous existence of companies, they must carry out capital expendi-
ture to guarantee their existence and growth. It is the FCF that considers these 
expenditures. This is expressed in the Eq. (13.12):

	 FCF CFO to= −Capital expenditure required maintain curent growtth 	(13.12)

However, it is not possible to ascertain the amount a firm spends on capital 
expenditure required to maintain current growth from the financial state-
ments. Therefore, a common approach is to calculate FCF, using the entire 
capital expenditure for the period.

	 FCF CFO= −Capital expenditure � (13.13)
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13.3.5.2  �Valuation Using Free Cash Flow to Equity

In the valuing a firm’s equity, it is important to recognise that the owners (who 
are the residual claimants) are affected by the firm’s use of debt financing. 
Thus, the FCFE is the FCF adjusted for the debt cash flow. The debt cash flow 
adjustment or net borrowing is given as:

	 Net Newborrowing debt financing Debt repayment= − � (13.14)

Therefore, the FCFE is computed starting with the FCF operations:

	

FCFE Cash flow from operation Capital expenditure

Increase

= − −
  in working capital borrowing+ Net �

(13.15)

Alternatively, we can start the calculation with the net income and add 
non-cash charges (or subtract non-cash income) such as depreciation and 
amortisation, charges from write-down assets and deferred taxes:

	

FCFE income Non cash charges Capital expenditure

bor

= + − +Net

Net

 
rrowing �

(13.16)

13.3.6	�Free Cash Flow to Firm

The FCF to the firm is made up of the cash flows to all claim holders in the 
firm, including ordinary shareholders, preference shareholders and debt hold-
ers. Free cash flow to the firm (FCFF) can be measured by adding up the cash 
flows to the claim holders, including cash flows to equity, cash flows to prefer-
ence shares and cash flows to lenders. We show these in the following equations:

We can calculate the FCFF by starting with the FCF operations:

	

FCFF Cash flow from operation Interest rate

Capital 

= + −( ) −1 Tax

eexpenditure �
(13.17)

An alternative approach is to begin with earnings before interest and taxes:

	

FCFF EBIT rate Non cash charges

Capital expenditure

= −( ) + −
−

1 Tax  
IIncrease in working capital �

(13.18)
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Recognising that:

	
EBIT rate income Interest rate1 1−( ) = + −( )Tax Net Tax

�
(13.19)

Eq. (13.18) can be rewritten in terms of net income:

	

FCFF income Interest rate Non cash charges

Capita

= + −( ) + − −Net Tax1

ll expenditure Increase in working capital− �
(13.20)

The FCFF is often known as the unlevered FCF since it is the cash flow 
before considering interest on debt.

You must note that the FCF to the firm can be reconciled with the FCFE 
by recognising that the differences between the two are: interest paid on debt, 
and net new debt financing.

The FCFF can be stated as:

	
FCFF FCFE Interest expenses rate borrowing= + −( ) −1 Tax Net

�
(13.21)

13.3.6.1  �Free Cash Flow Valuation

To value a firm, you have to discount the future (forecasted) cash flows to the 
present. The model used in determining the value of the FCF today depends 
on the assumptions regarding the growth of the FCF. The appropriate cost of 
capital and FCF depends on what is being valued. For instance:

	(i)	 In the valuation of equity, the cost of equity is the cost of capital and the 
value of the FCF is the FCFE.

	(ii)	 In the valuation of firm, the cost of capital is the weighted average cost of 
capital (WACC) and the FCF is the FCFF.

Table 13.5 shows the appropriate growth models used for valuation of free 
cash flows:

13.3.6.2  �Valuing a Firm’s Equity

If you are valuing equity of a company, and the free cash flows grow at a con-
stant rate indefinitely, then we have to use the Gordon growth model. This is 
shown below:
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Value of equity =

−
FCF1

r ge �
(13.22)

where re is the cost of equity.

Example 13.6
Assuming that the FCFE for Berband Limited is US$30,000,000 to its share-
holders. This cash grows at a constant rate of 4 % forever. Assuming that the 
equity cost of capital is 10 %. What is the value of the equity of the company?

Answer 13.6

	
Value of equity

$
$=

−
=

−
=

FCF US
US1 30 000 000

0 1 0 04
500 000

r ge

, ,

. .
, ,0000

	

13.3.6.3  �Valuing the Entire Firm

You may decide to value the entire firm. Let us assume that the cash flow will 
grow from g1 for t1 periods and then g2 thereafter. The appropriate formula to 
apply is:

	

Value of the firm
FCFF

FCFF

=
+( )

+( )
+

+( ) +

∑
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�

(13.23)

where rc is the WACC.

Table 13.5  Appropriate growth models used for valuation of free cash flows

Growth assumption Model General formula

No growth Perpetuity
Value =

FCF
r

Constant growth Gordon growth model Value =
−

FCF1
r g

Non-constant growth Discount cash flow Value = ∑
=

∞

t r1

1FCF
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Example 13.7
Let us consider Lapell Limited’s annual financial report for the year 2015 
(Table 13.6).

Let us assume that all capital expenditure is necessary in order to maintain 
the current growth. The FCF in US$’000 in 2015 for Lapell Limited is shown 
below:

In Table 13.7, we showed the different calculations of FCFE and firm. The 
earlier illustrations of the formulae are used for the calculations.

Suppose Lapell Limited cash flow are expected to grow at a rate of 21 % 
each year for the next five years and then 4.5 % thereafter. If the cost of equity 
is 8.5 % and weighted average cost capital is 7.5 %. What is the valuation of 
Lapell Limited and its equity?

Table 13.8 shows the FCFE and that of the firm for Lapell Limited for the 
five-year period.

Table 13.6  Lapell Limited’s annual financial report example

Item
Amount 
US$’000

Income 
statement
US$’000

Balance 
sheet
US$’000

Statement of 
cash flow
US$’000

Cash flow from operations 4,800 4,800
Net income 3,440 3,400
EBIT 5,482.31
Depreciation and 

amortisation
1,340 1,340

Other non-cash adjustment 160 160 160
Change in working capital 140 140
Capital expenditure 4,100 4,100
Net debt financing 470 470
Interest expense 190 190
Tax rate 35 % 35 %

Table 13.7  Lapell Limited’s free cash flow example

Free cash flow Equation Calculations

Free cash flow to 
equity (FCFE)

(13.15) 4800 − 4100 + 470 = 1170

(13.16) 3440 + 1340 + 160 − 4100 − 140 + 470 = 1170
Free cash flow to 

firm (FCFF)
(13.17) 4800 + 190(1 − 0.35) − 4100 = 823.5

(13.18) 5482.31(1 − 0.35) + 1340 + 160 − 4100 − 140 = 
823.5

(13.20) 3440 + 190(1 − 0.35) + 1340 + 160 − 4100 − 140 = 
823.5

(13.21) 1170 + 190(1 − 0.35) − 470 = 823.5
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13.3.7	�Valuation Using Comparable Firms

We have shown the value of the firm, by considering its expected cash flow 
through the calculations of the free cash flows to the owner. According to the 
concept of the law of one price, the present value of a firm’s cash flow is its 
future value. This is because we have to invest the present value somewhere 
else with the same risk to be able to obtain its future value. We can equally 
apply the law of one price in the method of comparables. Under this method, 
we estimate the value of the firm based on other firms’ value that we expect 
to give the same cash flows in the future. For instance, let us consider a new 
firm that is identical to a publicly listed firm. If these two firms are set to 
generate similar cash flows, then the law of one price suggests that the value 
of the existing (publicly listed) firm can be used to estimate the value of the 
new firm.

However, because identical firms do not exist in the real world, even if they 
belong to the same industry, the law of one price cannot be applied to value 
the new company. This is because even if firms belongs to the same industry 
or are perfectly competitive, they cannot be valued the same way because of 
the differences in size or scale of operations.

Table 13.8  Lapell Limited’s free cash flow to equity example

US$’ 000 FCF1 FCF2 FCF3 FCF4 FCF5

Value of firm 996.44 1,205.69 1,458.89 1,765.25 2,135.96
Value of equity 1,415.70 1,713.00 2,072.73 2,508.00 3,034.68
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In this discussion, we want to find ways of adjusting for this scale or size 
differences through the use of comparables to value firms with similar busi-
ness acumen.

13.3.7.1  �Valuation Multiples

We therefore adjust for the differences in the firm scale or size by using mul-
tiples. A valuation multiple is the ratio of the value to some measure of the 
firm scale.

Let as consider this hypothetical scenario of valuing an office building 
located in a business district in Nairobi. To value this office building, we can 
consider the same type of office space with similar identical properties in the 
same area. In this case, price per square foot of buildings in the same area 
would be an appropriate measure to consider. Therefore, multiplying the size 
of the building concerned by the average price per square foot will give a fair 
estimate of the value of the building. This same idea can be applied to valuing 
shares.

Price earnings (P/E) ratio is the most popular valuation multiple and is 
mostly used for public companies. P/E is defined as the SP divided by its earn-
ings per share (EPS). The financial intuition is that any investor who buys the 
share of a firm is automatically buying the future earnings of the firm. This is 
because differences will likely to exist in the size of firms’ earnings. This means 
that an investor should be willing to pay proportionally more for a share with 
higher current earnings. Therefore, the value of a firm’s share can be estimated 
by multiplying its current EPS by the average P/E ratio of comparable firms. 
This is shown in the model below:

	
P

Div

r gE
0

1=
− �

(13.24)

If we divide both sides of this equation by EPS1, we have the following 
formula:

Forward:
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�
(13.25)
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From Eq. (13.25), the formula provides for the firm’s forward P/E, which is 
the computed P/E multiple based on its forward earnings (expected earnings 
over the next 12 months).

Eq. (13.25) suggests that if the shares of two firms have the identical divi-
dend payout, EPS growth rates, risk and cost of capital, then it stands to 
reason that they would have the same P/E. It also means that firms and indus-
tries that exhibit high growth rates, generate excess cash and maintain high 
payout rates, should have high P/E multiples.

We can also compute the firms’ trailing ratio using trailing earnings (earn-
ings over the period of 12 months). The firms trailing earnings is defined as:

	
Trailing ForwardP E
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(13.26)

Eq. (13.26) shows that trailing multiples tend to be higher for growing 
firms. Thus, when comparing the multiple, you must be sure to be consistent 
in the use of either trailing or forward multiples firms. Therefore, for valuation 
purposes, the forward P/E ratio is preferred because we are more interested 
in future earnings. Since we are mostly concerned about the persistent com-
ponents of the firm’s earnings, it is imperative to follow the common practice 
that suggests that we exclude extra ordinary items that are not repeated, when 
computing a P/E ratio for purpose of valuation.

Example 13.8
Suppose a local clothing manufacturer, HMS Kickers Limited’s EPS is 
US$5.24. If the average P/E of comparable clothing firm is 28.4, estimate a 
value for HMS Kickers Limited using the P/E as a valuation multiple.

Answer 13.8
We estimate an SP for HMS Kickers Limited by multiplying its EPS by the 
P/E of comparable firms. Thus,

	 P0 5 24 28 4 148 82= × =US US$ $. . . 	

This estimate assumes that HMS Kickers Limited has similar risk, payout 
rates, and growth rates to comparable firms in the industry.
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Total enterprise value (TEV) multiple is also a common valuation mul-
tiple. TEV represents the entire value of the firm, not just the equity. It 
represents the total value of the firm before debt payment, to constitute an 
appropriate multiple. To do this, the enterprise value is divided by a measure 
of earnings or cash flows before payment of interest. We can consider TEV to 
EBIT, EBITDA and FCF as common multiples. Most practitioners rely on 
TEV/EBITDA multiples. TEV is useful as it takes into consideration differ-
ent capital structures. Using only market capitalisation (i.e. equity value) does 
not recognise the fact that the firm may be using its equity more efficiently (or 
in a riskier manner) because it is leveraging the equity with debt.

From Eq. (13.22) under the FCFE valuation, if the expected FCF is con-
stant, then Eq. (13.22) could be adjusted to form Eq. (13.27)

	

V

r gWACC FCF

0

1

1 1

EBITDA

EBITDA
=

−
FCF /

�
(13.27)

The P/E multiple is generally higher for firms with high growth rates and 
low capital requirement. This makes free cash flows to be greater in propor-
tion to EBITDA.

Example 13.9
Suppose HMS Kickers Limited has EPS of US$8.74 and EBITDA of US$58.5 
million. HMS Kickers Limited has 9.5 million shares outstanding and debt of 
US$250 million (net cash). Jackers Wear Limited is considered comparable 
to HMS Kickers Limited, but Jackers Wear Limited does not have debt. If 
Jackers Wear Limited has a price earnings ratio of 15.3 and an enterprise value 
to EBITDA multiple of 8.3, estimate value of HMS Kickers Limited’s shares 
using both multiples. Which estimate is likely to be more accurate?

Answer 13.9
We can use Jackers Wear Limited’s P/E to estimate an SP for HMS Kickers 
Limited.

Thus,

	 P0 8 74 15 3 133 722= × =US US$ $. . . 	
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Using the enterprise value to EBITDA multiple, we will estimate HMS 
Kickers Limited’s enterprise value to be:

	 V0 58 500 000 8 3 485 550 000= × =US US$ $, , . , , 	

We therefore subtract debt, and divide by the number of shares to estimate 
HMS Kickers Limited’s SP: This is shown below:

	
P0 485 550 000 250 000 000 9 500 000 24 79= −( ) =US US US$ , , $ , , $/ , , .

	

This value shows that because of the large difference in leverage between 
the two firms, we would expect the second estimate, which is based on enter-
prise value, to be more reliable.

13.3.7.2  �Other Multiples

Other valuation multiples, such as ratio of total enterprise value to revenue 
(TEV/revenue), ratio of total enterprise value to forecast revenue (TEV/fore-
cast revenue), and ratio of total enterprise value to gross profit (TEV/gross 
profit) can be used. TEV/revenue multiple may be suitable if the firms will be 
assumed to maintain similar margins in the future. In the case of firms with 
considerable tangible assets, the ratio of price to book value of equity per share 
is often appropriate. Some multiples are considered as industry specific. For 
instance, in the Telecom industry, it is possible to consider enterprise value 
per subscriber.

13.3.7.3  �How to Identify Comparable Companies

In using the comparables method, it is important to address the question: 
What are comparable companies? In order to arrive at a reasonable answer, a 
number of issues need to be addressed, including the following:

•	 Are the comparison companies in the same industry as the target company? 
It is important to note that comparables, in terms of industry, are not nec-
essarily competitors.

•	 Do the comparison companies have the same size in terms of the revenue 
as the target company?
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•	 Are the cost structures of the comparison companies similar to the com-
pany of interest? For instance, are the companies spending the same pro-
portion on marketing communication or research and development 
expenses?

•	 Do the comparison companies have similar growth rates as the company of 
interest? Investors prepare to pay more for companies that are fast growing 
than competitors that are not growing. This is because companies that 
grow fast have the potential to give higher return in the future.

•	 Do the companies use similar distribution strategies? For instance, is the 
target company using a direct sales force, while all the competitors are 
using distributors?

•	 Do the comparison companies have similar prospects for profitability to 
those of the target company? The goal of every business is wealth or profit 
maximisation. So, it is important to understand the profit muzzle of the 
businesses, a company is to be compared with.

•	 Are there other metrics that are relevant for predicting future financial 
success?

Apart from determining comparability, it is also important to identify com-
parable valuations.

13.3.7.4  �Identifying Comparable Valuations

There are different ways to find comparable indices for valuing a company and 
these include using publicly traded companies, using prices paid for related 
private companies when they are acquired by another company, and consider-
ing similar venture investments. Each of these methods has their strength and 
weaknesses.

Using Publicly Traded Companies

This involves looking at the value placed on publicly traded companies. 
Publicly traded companies have attractive information to use because the data 
is readily available. The entrepreneurs or external investors do not only see the 
information on the prices of their shares but there are other important ele-
ments of information available to them that can be used. Some of this infor-
mation includes the research reports of their comparable investment banks, 
which will include the financial forecasts, and the research analyst’s view of 
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where the SPs are heading. Using publicly traded companies as comparables 
has some challenges:

•	 Publicly traded companies are almost always much larger than the private 
company of interest. This means that the greater size leads to stability and 
hence less risk.

•	 Publicly traded companies are almost always profitable and/or cash flow 
positive, while private companies are always the opposite. Thus, profitabil-
ity equates to lower risk.

•	 Companies do not always get to be public unless they have shown consistent 
financial performance. Private companies have not been around that much 
to have such history, or their growing pains have led to inconsistent results. 
In addition, when looking at public companies, you are likely comparing 
against the best performance rather than sampling from the entire universe.

•	 Publicly traded companies have greater liquidity, meaning it is easier for 
the initial investors to offload their shares on the stock exchange.

In spite of these, publicly traded comparables can still be used as long as the 
necessary adjustments have been made.

Using Mergers and Acquisition Transactions

How private companies are valued for a venture investment may also involve 
considering the prices paid for comparable private companies acquired by 
another company in M&A) transactions. The approach is useful to the extent 
that it avoids the problems of size and lack of liquidity, associated with the 
use of publicly traded companies’ transactions. Care needs to be taken when 
identifying similar companies for comparison.

Information on such M&A transactions may be obtained from the media 
and investment banks’ research reports over time. However, such informa-
tion involving private companies is often difficult to acquire. For instance, 
an acquirer may provide information on the purchase price but not other 
financial information, making it impossible to calculate ratios such as TEV/
revenue or TEV/EBITDA for the purpose of venture valuation.

Using Other Venture Investment

Venture investment made in a comparable company can also be used as a 
suitable comparable. For instance, if an investor or venture capitalist paid 
four times the revenue for competitor A, another investor or venture capitalist 
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should also pay four times the revenue to invest in Competitor B. This allows 
the venture capitalist to be able to track a lot of transactions and will over time 
build up their own database of information. This explains why venture capi-
talists tend to specialise. Again, these venture capitalists will have the oppor-
tunity to negotiate prices better than entrepreneurs. Entrepreneurs need to be 
mindful of this kind of information to figure out what is going on with their 
competitors so as to ascertain what their own company is worth. However, 
entrepreneurs find it difficult to do this and it is imperative that they find 
financial advisors with access to private companies’ comparables as a way of 
levelling the playing field. Both parties must have a sense that there is a fair 
deal at the end of the day.

Information of venture transactions on private companies may not be sub-
ject to any form of regulation and may be inaccurate. In the case of M&A, 
useful detailed information, apart from the price, may not be available to 
determine whether it is a comparable situation or to assist in computing the 
relevant ratios.

13.4	 �Selecting a Valuation Model

Valuation is very important not only for estimating the value of the busi-
ness venture but also critical when negotiating for financial contracts between 
entrepreneurs and investors. Methods of valuation include the use of compa-
rables involving the application of multiples to income statement information 
or balance sheet information, or the use of discounted cash flow. The multi-
ples may be obtained from market information on publicly traded companies, 
M&A’s transactions, and other venture investment. The DCF method is often 
based on market information regarding the appropriate discount rate.

In valuing new ventures or early-stage ventures with significant potential 
for growth, the primary approach is the use of the DCF methods. Different 
discounting approaches are often used, and the differences among these 
approaches are in respect of the cash flows, the discount rates used and how 
uncertainty is taken into consideration. These various approaches have their 
own strengths and limitations, thus it is necessary to consider the following 
questions in ascertaining the strengths of each valuation approach (see Smith 
et al. 2011):

•	 Is the valuation based on expected future cash flows?
•	 Is cost of capital used as the discount rate?
•	 How does the model deal with cash flows that vary in risk?
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•	 Can the model be used to value embedded options and complex financial 
claims?

•	 How difficult is it to estimate the information required for the valuation?

In establishing the value of the business venture, it is important to note that 
eventually the value arrived at will be based on negotiation. This is to suggest 
there is no right answer. However, the external investor and the entrepreneur 
need to do their own background analysis to ascertain an appropriate value 
and what each of them is prepared to accept as a fair value.

13.5	 �Summary and Conclusions

Investors, including venture capitalists and other private equity investors 
are also interested in how new ventures or entrepreneurial firms are valued. 
Determining the value of the venture is critical for establishing the percent-
age of ownership the business external investors may be interested in. The 
perceived value of the venture as well as the capabilities of the entrepreneur to 
enhance the value of the firm is critical to the external investor. The entrepre-
neur may also be interested in whether the external investor can contribute to 
the overall value and whether the external investor has the financial resources 
and organisational capacity to invest in the firm.

Valuation is concerned with the process of determining the amount an 
investor needs to pay to invest in a firm. When investors invest in a firm, 
they assume ownership interest and therefore, in exchange for their invest-
ment, they receive the firm’s shares. Valuing new ventures and small busi-
nesses can be difficult considering the problem of estimating future cash flows 
and appropriate discount rate for determining the present value of the future 
cash flows. In spite of these difficulties, earnings or cash flows forecasts are 
captured in most business plans, and investors who are looking for deals make 
forecasts for cash flows and earnings.

There are various methods of valuing new ventures and small businesses 
and these include, DCF method, risk-adjusted NPV, CEQ method, venture 
capital method, FCFE, free cash flow to firm and valuation using comparable 
firms (multiples). These approaches have their own strengths and limitations, 
and therefore it is important to consider a number of issues in gauging the 
strengths of each valuation approach. It is however important to note that 
the value arrived at will eventually be based on negotiation, after the external 
investor and the entrepreneur have carried out their own background analysis 
to ascertain an appropriate value.
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Discussion Questions and Problems

	1.	 What is valuation? Explain how early-stage businesses are valued.
	2.	 What criteria should be used in selecting a valuation model for new 

businesses?
	3.	 A project produces cash flows of US$435  in year 1, US$185  in year 2, 

US$732 in year 3 and US$846 in year 4. If the cost of capital is 16 %, 
what is the projects PV?

	4.	 A project cost US$285,000. It generates a cash flow of US$35,400 in year 
1, US$18,300  in year 2 and US$25,300  in year 3. If the project pays 
US$12,500 in perpetuity at an interest rate of 9 %, what will be the NPV 
of the project? Supposing that you want to adjust for risk. In this situation, 
you consider the market return to be 18 % and the risk-free rate to be 8 %. 
If the β is 1.80. What is the NPV of the project?

	5.	 A small business located in New Delhi, India will cost US$750,000. It is 
expected to produce an operating cost of US$155,000 a year for the next 
eight years. If the cost of capital is 15 %, what is the NPV of the business? 
What will be the worth of the business after four years?

	6.	 A factory located in Nairobi, Kenya, costs US$500,000. It will produce an 
inflow after operating cost of US$120,000 in year 1, US$230,000 in year 
2, US$300,000 in year 3, US$350,000 in year 4. The opportunity cost of 
capital for the project is 13 %, calculate the NPV of the project?

	7.	 A project has a forecasted cash flow of US$2100 in year 1, US$3200 in 
year 2, US$4100 in year 3. Assume the interest rate is 5 % and the risk 
premium is 11 %. If the project β is 1.15, calculate the PV of the project.

	8.	 A small business located in Lagos, Nigeria forecasts the following free cash 
flows over a five-year period (Table A.13.1):

Assuming the free cash flows are expected to grow by 4 % per annum after 
the fifth year. Given a WACC of 14 %:

	(a)	 What is the value of the business?
	(b)	 If the business has debt of US$300,000 and 40,000 shares outstanding, 

estimate its SP.

Table A.13.1  Small business cash flow example

Year 1 2 3 4 5

Free cash flows US$53,500 US$68,000 US$78,500 US$75,000 US$82,500
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	9.	 TransValley Properties Limited intends to start a new real estate firm in 
Kampala, Uganda. The expected free cash flows of the firm for the next 
four years are given below (Table A.13.2):

Consider the cash flows after the fourth year growing by 5 % per annum 
forever. Assume the firm’s cost of capital is 15 %, estimate the continuation 
value at the end of the fourth year and the value of TransValley Properties 
Limited today.

	10.	 BSky Products Limited had sales of US$385 million in 2015. As a finan-
cial analyst you expect it to grow by 8 % in 2016, but that this growth 
will slow by 2 % per annum to a long-run growth rate for the food indus-
try of 3.5 % by 2021. On the basis of BSky’s past profitability and invest-
ment needs, EBIT is expected to be 8 % of sales, increases in net working 
capital requirements to be 9 % of any increase in sales, and capital expen-
diture to be equivalent to depreciation expenses. If BSky has US$50 mil-
lion in cash, US$1.5 million in debt, and 11 million shares outstanding, 
a tax rate of 31 %, and WACC of 10 %.

	(a)	 Compute the value of BSky’s share in early 2016.
	(b)	 If BSky’s EBIT was given as 8 % of sales and its operating expenses 

can be reduced and EBIT increased to 9 % of sales, what would be 
the share’s value change?

	11.	 As a financial analyst you notice that Samsung has a stock price of 
US$87.62 and EPS of US$7.80. Its competitor Apple, has an EPS of 
US$3.85. Estimate the value of Apple stock using only this 
information.

	12.	 MGL Limited has EPS of US$7.35 and EBITDA of US$75.23 million. 
MGL Limited has 11.5 million shares outstanding and debt of US$350 
million (net cash). As a financial analyst, you believe VNL Limited is 
comparable to MGL Limited in terms of underlying business, but VNL 
Limited has no debt. If VNL Limited has a price earnings ratio of 21.35 
and an enterprise value to EBITDA multiple of 9.23.

	(a)	 Estimate the value of MGL Limited’s shares using both multiples?
	(b)	 Indicate which estimate is likely to be more accurate.

Table A.13.2  TransValley Properties Limited cash flows example

Year 1 2 3 4

Free cash flows −US$185,000 −US$12,000 US$99,000 US$240,000
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	13.	 The existing capital of a newly found medium-sized firm in South Africa, 
SFS Enterprise, is divided evenly among its eight founding investors who 
own at least 250,000 shares each in SFS Enterprise. The investors aim to 
raise foreign capital and bring together their ideas to the early-stage ven-
ture capitalist, Iporo Capital Fund (ICF). They stated that at the end of 
each investor’s six-year investment horizon, they expect revenue of US$32 
million per annum. To get their company in full swing they needed a 
start-up capital of US$1,200,000. The existing company in the industry 
that is almost equivalent to SFS Enterprise has a multiple around 2.35. 
The financial advisers of the investors concluded that because the busi-
ness is a start-up, there seems to be uncertainty regarding the future per-
formance of the company. So, they consider a risk premium of 25 %, a β 
of 2.5 and a Treasury bill rate of 8.5 %, which is appropriate for the busi-
ness. Based on this scenario, how many shares will the investors demand 
to put SFS Enterprise in shape to do business in South Africa? What will 
be the SP of SFS Enterprise?

	(a)	 Using the NPV method.
	(b)	 Using the IRR method.
	(c)	 Assuming SFS later decides to raise an additional US$ 7 million from 

another VC firm, Opportunity Capital Fund (OCF). The business is 
expected to expand further with a lower risk premium of 13 % while 
the risk-free rate and the β remain the same.

	(i)	 How many shares will be issued to Business Opportunity Fund?
	(ii)	 What will the SP be?
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 Financing Choice                     

            Learning Objectives 
 By the end of this chapter, you should be able to:

•    identify the various fi nancing options available to MSMEs  
•   explain how to determine fi nancing requirement  
•   discuss factors that aff ect the fi nancing choice of MSMEs     

14.1     Introduction 

 Businesses require various forms of fi nance in order to acquire permanent or 
fi xed assets such as land, buildings, vehicle(s) and equipment (fi xed capital). 
Th ese forms of fi nance can be used to support normal short-term operations 
such as purchase inventory, pay bills and to pay wages and salaries (work-
ing capital) and also for expansion or to change the direction of the busi-
ness (growth capital). Th ough there appear to be various sources of fi nance 
 available for businesses, MSMEs have been identifi ed to encounter diffi  culties 
in accessing most of these sources of fi nancing. MSMEs are said to have a 
‘constrained’ fi nancing choice and therefore are often compelled to make do 
with whatever come to them. Entrepreneurs or MSMEs tend to cast a wide 
net to capture the fi nancing they need from various sources to start a new ven-
ture or expand an existing business. We mentioned in Chap.   2     that MSMEs 
adopt  layering , which involves piecing together capital from multiple sources. 

 Th e fi nancing source a fi rm may access depends on several factors. Th is 
chapter builds on the knowledge obtained in previous chapters. In Chap.   2    , we 
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discussed the various sources of fi nancing new ventures and small businesses. 
In this chapter, we identify these fi nancing options available to MSMEs and 
then explain how they determine their fi nancing needs or requirement. Th e 
chapter also examines more closely the factors that aff ect the choice of fi nanc-
ing among the various sources.  

14.2     Financing Options 

 MSMEs fi nance their operations with a combination of debt and equity 
fi nance. Sources of debt fi nance include bank loans, trade credit, factoring, 
asset based lenders, public debt off er, commercial papers, leasing, microfi -
nance loans, fi nance from DFIs and public sector support schemes. Sources 
of equity fi nance include personal savings, family and friends, business angels, 
venture capital, corporate venturers, private placements of equity and public 
off ering of equity. We have provided a list of fi nancing sources for MSMEs 
in Table  14.1 . Th e various fi nancing sources do not have a similar focus. Th e 
providers of these various fi nancing sources have diff erent objectives, condi-
tions, capabilities and constraints. Also, the fi rms, which use these  fi nancing 
sources, have diff erent fi nancing needs or requirements. Some fi rms may 
require long-term fi nancing, while others may need short-term working capi-
tal. Some may also require a substantial amount of capital and others may ask 
for small amounts.

   Even though the fi nancing menu seems to be vast, in practice, the fi nanc-
ing alternatives available to MSMEs are highly limited. Debt fi nance is usually 
unsuitable for fi rms with unpredictable cash fl ows, high business and fi nan-
cial risk and high operational gearing. Generally, debt fi nance is usually not 
available to start-up enterprises since they do not yet have a track record or 
operational and fi nancial history. Th erefore, new businesses are more likely to 

   Table 14.1    Various fi nancing sources for MSMEs and new ventures   

 Equity sources  Debt sources 

 Personal savings  Bank lending 
 Family and friends  Trade credit 
 Business angels  Factoring 
 Venture capital  Asset-based lending 
 Corporate venturers  Public offering of debt 
 Private placement of equity  Leasing 
 Public offering of equity  Microfi nance loans 

 Finance from DFIs 
 Public sector support schemes 
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rely on equity fi nance such as the entrepreneur’s personal savings, to fi nance 
their operations. Debt fi nancing, though expensive, does not result in the 
dilution of the entrepreneur’s stake in the venture. Also, if the project off ers 
return greater than that required for the project, then debt fi nance is benefi -
cial though it introduces increased fi nancial risk. A downside for small busi-
nesses is that the bank may request a personal guarantee by the entrepreneur, 
regardless of any business collateral that has been off ered. 

 Th e choice between debt and equity also depends to a large extent on the 
industry in which the enterprise is operating. Some businesses cannot support 
much debt and therefore have an observed capital structure that is heavily 
tilted towards equity. High technology fi rms, for example, tend to use a lot 
of equity compared to debt. With debt, the enterprise has to make periodic 
payments of interest and principal. Payments of dividends to shareholders 
are not mandatory and depend primarily on the dividend policy of the enter-
prise. Most fi rms maintain a mix of debt and equity in their capital structure. 
Entrepreneurs should also bear in mind that, usually equity fi nancing pro-
vided by family and friends are likely to be converted into a loan or debt if 
the business fails.  

14.3     Determining Financing Requirement 

 Th e fi nancing requirement can be determined by forecasting fi nancial state-
ments. Th ese fi nancial statements include the statement of comprehensive 
income (income statement), statement of fi nancial position (balance sheet) 
and statement of cash fl ows. Usually, businesses also prepare a cash budget, 
which aids in planning for funding requirements. Th e most popular tech-
nique of forecasting the fi nance needed is the percentage of sales method. 
Th is method assumes that most items in the fi nancial statement change in 
proportion to changes in sales. 

 Th e fi rm should be able to ascertain whether it requires short-term or 
long-term fi nancing. After the fi nancing needs have been determined, the 
business will have to determine the appropriate source to obtain the fi nance. 
If the fi rm needs short-term fi nance, it will have to avoid fi nancing sources 
that require a more elaborate evaluation and approval process such as bank 
loans, venture capital and the issue of shares, either through private place-
ment or through public off ering. Short-term fi nancing needs are best fi nanced 
with the use of short-term sources such as accounts payable, bank overdrafts, 
delayed payment of bills and so on. Raising fi nance from short-term sources 
usually involves small amounts and as such does not require a detailed and 
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rigorous credit evaluation process. Th erefore, the transaction costs involved 
in short-term fi nancing are lower than long-term sources of fi nancing. Short- 
term sources are mostly used to fi nance current assets or assets that can easily 
be converted into cash, such as inventory and accounts receivable. 

 Long-term fi nancing needs are also best fi nanced using long-term sources 
such as long-term bank loans, venture capital, the issue of shares and so on. 
It is diffi  cult to raise long-term fi nance from short-term sources since such 
sources may not be able to provide the fi nancing required. Long-term fi nanc-
ing usually involves larger amounts with higher transaction costs. 

 Firms would want to apply the asset maturity matching principle, which 
involves matching the duration of their assets and liabilities. Empirical stud-
ies have shown that MSMEs try to fi nance their fi xed assets with long-term 
fi nance and their current assets with short-term fi nance. Th is strategy is 
important in avoiding any cash fl ow mismatch. For example, a business which 
fi nances a long-term asset with short-term debt fi nance may fi nd that it will 
be constrained in its ability to meet the required payments. Th is is because 
the asset will not have generated enough cash fl ows to meet the repayments 
associated with the short-term debt. Another case of mismatching is when the 
business fi nances a current asset with long-term debt fi nance. After a short 
while, the current assets may have generated enough cash fl ows to pay off  the 
debt for themselves. Th e business will then be left with a loan that it no longer 
requires. It will, however, have to continue making interest payments on such 
a loan, and if it wants to pay off  the entire loan, it may fi nd that it will have 
to make a prepayment penalty to the provider of the loan. 

 Th e enterprise, in raising fi nance must also endeavour to maintain fi nancial 
fl exibility. An enterprise generally would not want to utilise all its borrowing 
capacity. Maintaining fi nancial fl exibility is essential because the business can 
get into hard times, and the economy generally could go down. If the busi-
ness has not maintained fi nancial slack, then it will fi nd that it has no capacity 
to borrow during such times. Th e ability to borrow during periods like this 
too may be constrained by the state of the business as well as the state of the 
economy. Th erefore, it is prudent for the enterprise not to utilise all its bor-
rowing capacity, by maintaining some fi nancial slack. Maintaining fi nancial 
slack gives the enterprise options for future funding requirements.  

14.4     Factors Affecting Financing Choice 

 Th e menu of fi nancing choices is varied because of demand and supply 
conditions. Th ere are various suppliers of funds with varied specialities and 
capabilities. Also, businesses that demand funds diff er in terms of size, age 
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and industry and therefore have diff erent fi nancing needs. Ideally, provid-
ers of fi nance want to tailor their capabilities and specialities to a particular 
segment(s) of clients whose peculiar needs make such fi nancing desirable. 
Specifi cally, several factors infl uence the particular choice of fi nance that 
an entrepreneur will employ to fi nance an enterprise. In making any deci-
sion, the aim of the entrepreneur will be to maximise the enterprise’s NPV 
and therefore increase its value. Th e choice of fi nance is a crucial decision, 
as it can make or unmake the enterprise. Some of the factors which can 
aff ect the choice of fi nance include: the stage of the enterprise, the condi-
tions attached to fi nancing, taxes, profi ts and cash fl ow levels, the value of 
assets, the cost of obtaining the fi nance, the relationship with the provider 
of fi nance and its ability to provide value increasing services, the time frame 
in which the fi nance can be arranged, and how soon the business requires 
the money. 

14.4.1     Stage of the Firm 

 One of the important factors to consider in fi nancing an enterprise is the 
stage or age of the business. Early stage enterprises are likely to fi nd it dif-
fi cult to raise debt fi nance. From the life-cycle perspective, as a fi rm gets 
older, it establishes itself as a continuing business and also gains a reputa-
tion among debt providers, like banks. Th erefore, it is able to gain access to 
debt fi nance. Since MSMEs do not have access to the public equity market, 
long years of business may imply a long business relationship with external 
debt providers and this increases MSMEs chances of obtaining external debt 
fi nance. 

 Early stage or younger fi rms usually have to rely on self-fi nancing and 
fi nancing from friends and family. Also, business angels and venture capital-
ists are usually willing to provide equity capital to young enterprises in the 
start-up and early growth phase. Business angels are more likely to invest at 
an earlier stage in a business, compared to venture capitalists. Th e amount 
provided by business angels, however, is likely to be less than the amount 
that a typical venture capitalist will want to invest in the enterprise. Other 
fi nance providers, such as debt capital providers, will usually not invest in a 
start-up enterprise. Also, if the entrepreneur is able to delay raising fi nance, 
then the entrepreneur is likely to get a higher valuation for the enterprise since 
much more uncertainty regarding the prospects associated with the enterprise 
will have been resolved over time. Th erefore, the stage of an enterprise is an 
important factor to consider in the choice of the fi nancing that the entrepre-
neur wishes to use.  
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14.4.2     Conditions Attached to the Finance 

 Th e entrepreneur must also consider the conditions attached to the fi nance. 
Th is is because these conditions restrict and limit the fl exibility of the enterprise 
as well as the options that are open to it. Providers of fi nance may limit the stra-
tegic options available to the enterprise, and they may request to be consulted 
and involved in key decisions. Providers of debt capital can write several restric-
tive covenants into the contract with the enterprise. Th ese include restricting 
the enterprise’s ability to raise future debt, restricting the levels of managerial 
compensation and restricting the payment of dividends to shareholders. 

 Also, venture capital fi nanciers may want an option of fi rst refusal in case 
the enterprise needs to raise subsequent fi nancing. Company law may also 
require that a company undertakes a rights issue if it wants to raise subse-
quent equity fi nance. Th e type of fi nancing being sought is also related to the 
restrictions that are likely to be in place. Short-term fi nancing is likely to be 
associated with fewer restrictions compared to longer-term fi nancing sources. 
Th is is because much more can go wrong in the long-term, and therefore the 
provider of fi nance will want to protect himself from opportunistic behaviour 
by the entrepreneur.  

14.4.3     Tax Implications 

 Th e choice of fi nance might have tax implications. We know at this stage 
that interest on debt is tax deductible and therefore can generate a tax shield 
for the business. Th e present value of the tax shield adds to the value of the 
enterprise. Dividends to shareholders are not tax deductible for the fi rm. Th is 
is because they are regarded as an appropriation of profi t rather than a charge 
against profi t. Interests are regarded as valid costs of carrying out businesses 
and therefore the tax authorities allow them as valid deductions against prof-
its. When it comes to equity, investors or shareholders can choose when to 
sell their shares to realise any capital gains made. Th ere is a tax gain for the 
investor in delaying the payment of capital gains tax. Th is is because the pres-
ent value of the tax obligation is lower as time goes by. It means that, since 
interest on debt reduces fi rms’ tax burden, it may encourage fi rms to go in for 
more debt rather than equity.  

14.4.4     Profi tability and Cash Flows 

 Some fi nancing methods will require regular payments or outfl ows. Th e 
enterprise must therefore be suffi  ciently profi table and be able to generate 
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enough and regular cash fl ows to meet the payments. Th erefore, the entre-
preneur must have in mind the cash fl ow consequences of using a particular 
fi nancing method. Th is is because some cash fl ows require frequent pay-
ments, others require less frequent payments, while some may not require 
cash outfl ows. Businesses may also fi nd that it is possible to structure a 
fi nancing arrangement to reduce the strain on their cash fl ows. An entrepre-
neur may negotiate a suspended interest payment on a loan for the fi rst year. 
Th is means that in the fi rst year the business does not have to make interest 
payments. Th is gives the business time to settle so that it is in a better posi-
tion to meet interest payments once they begin. Also, the entrepreneur can 
negotiate a loan with only interest payments. In this case, the entrepreneur 
makes only interest payments. Th e remaining balance or principal is paid on 
maturity of the loan. Such loans, therefore, are known as balloon loans as 
the payments that have to be made balloon from the relatively small inter-
est payment to the bulk ballooned amount that has to be settled. To go for 
such an option, the entrepreneur must have confi dence, that the business 
can generate substantial retained earnings to pay the bulk balance upon 
maturity. 

 It is also important to mention that profi table fi rms are believed to rely 
on less debt because they can retain the profi ts and plough these back 
into the business. Th e fi rm will only go for debt when the retained prof-
its are not adequate to fi nance the business operations. Generally, fi rms 
go beyond debt to raise external equity if the debt is also not enough. 
Th is process is known as the pecking order theory (POT). In the case of 
MSMEs, they are said to face an extreme form of the POT known as the 
constraint POT or modifi ed POT. Th is is because they have less access to 
external equity, thus they rely on internal funds or profi ts fi rst and then go 
on to debt fi nance.  

14.4.5     Value of Assets 

 Th e value of the enterprise’s assets can also matter in determining the choice 
of fi nance. Generally, a higher asset value suggests a bigger fi rm size. MSMEs 
with a relatively large asset base can aff ord to borrow money from various 
fi nanciers. Th is is because the large asset base can serve as good collateral 
for the provider of the fi nance. Th erefore, MSMEs with a relatively larger 
tangible asset base fi nd it easier to raise debt fi nance compared to their coun-
terparts with a lower tangible asset base. Large fi rms or fi rms with high asset 
value are also generally considered to be more diversifi ed and as such have less 
risk, thus, increasing their ability to absorb more debt. 
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 Firms with a large intangible asset base, however, may fi nd it more diffi  cult 
to borrow or raise debt fi nance. Th is is because the value of the intangible 
asset may be subjectively determined. Examples of fi rms that may have high 
intangible assets are fi rms engaged in active research and development such as 
pharmaceutical fi rms, video games developers and software developers.  

14.4.6     Cost of Finance 

 Th e entrepreneur must also consider the costs of raising the required fi nance. 
Th ese include explicit costs, such as the cost of hiring consultants (like law-
yers, accountants, auditors and investment banks), and application and 
processing fees. Th ey also include implicit costs such as the time spent in 
negotiating and arranging the deal. If the fi rm decides to raise public equity 
it will have to go through an initial public off ering. Th e cost of the initial 
public off ering sometimes can be high and can range between 15 % and 20 
% of the funds raised. Another cost associated with an IPO is the cost of the 
under- pricing of the issue. Th erefore, considering the costs involved in doing 
an IPO, more mature fi rms are more likely to go public through an IPO com-
pared to younger enterprises and start-up fi rms. 

 Also, for trade credit, the entrepreneur would want to consider the cost of 
the trade credit against alternative fi nancing that can be utilised. If alternative 
fi nancing can be arranged at a low cost, then there is no point taking the trade 
credit. Th e key point is that the higher the cost of raising the fi nance, the lower 
the net proceeds that will accrue to the fi rm. However, the fi rm may have to 
incur such cost to be able to raise fi nance in the amounts that it requires. After 
the fi nance has been raised, the enterprise may still have to incur costs to keep 
investors informed of what is going on in the enterprise. Th e cost of keep-
ing investors informed diff ers based on the type of fi nance obtained. Raising 
public equity will mean that the fi rm will have to periodically send annual 
reports to its diverse shareholder base. Th e cost of printing such material and 
meeting ongoing requirements associated with a listed public company can be 
very expensive indeed. Also, depending on the shareholder structure, the cost 
of keeping investors informed could diff er. A diverse shareholder base may 
involve more cost because of a higher level of agency costs. A shareholder base 
made up of more institutional and large investors is likely to involve less cost 
for the fi rm in keeping shareholders informed because of lower agency costs. 
Th erefore, apart from the initial cost of raising fi nance, the entrepreneur must 
take into consideration the ongoing costs of keeping investors informed.  
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14.4.7     Relationship with Finance Providers 

 Another important factor is the relationship between the entrepreneur and 
the provider of fi nance. Th is relationship can determine whether a business 
will be able to raise the required funding. A good relationship with the poten-
tial provider of fi nance increases the likelihood that the business will be able 
to obtain the required funding. Banks are relationship-based organisations 
as their main business is to get to know their clients better and to collect the 
needed information about their businesses so that they are in a better position 
to make a good lending decision. Venture capitalists, for example, look for 
a good chemistry between themselves and the fi rms that they invest in. Th e 
continued healthy relationship between the entrepreneur and the fi nance pro-
viders is important. Also, the entrepreneur may be able to raise funds based 
on the relationship with friends and family and not through the merit of the 
proposed investment per se. 

 Th e relationship between the entrepreneur and providers of fi nance is likely 
to break down when the business is experiencing fi nancial distress, making it 
diffi  cult to raise additional fi nancing that may be needed. Firms in fi nancial 
distress have most likely squandered their reputational capital and goodwill 
with fi nance providers. Financial distress constrains the menu of fi nanc-
ing options that may be available to the small enterprise. Th erefore, raising 
fi nance under fi nancial distress conditions may be even more diffi  cult than 
raising start-up fi nance. 

 Th e entrepreneur must also consider the extent to which the fi nance pro-
vider is likely to be involved in the aff airs of the enterprise. Some providers 
of fi nance, such as venture capitalists and business angels, take a hands-on 
approach and are usually quite involved in the enterprises in which they 
invest. Venture capitalists and business angels usually desire to be involved 
because they usually have the capacity to add value to the enterprise. Others 
may not wish to be involved, and since their involvement in the enterprise can 
be destabilising and therefore detract from value, making the entrepreneur 
lose focus. Providers of debt fi nance, such as banks, are usually not interested 
in being involved in the activities of the enterprise so far as they receive their 
interest payments and the business is not in fi nancial distress.  

14.4.8     Time Frame Within Which Financing Is Required 

 Finally, the entrepreneur must consider how soon the fi nance can be arranged 
and the urgency of the fi nance for the enterprise. Generally, given an enter-
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prise has to raise fi nance quickly, it may fi nd that the alternatives available 
are few, and that some plausible fi nancing sources may take time to materi-
alise. Th e enterprise may therefore be forced to borrower at a comparatively 
high cost, because of the urgency with which the funds are needed. When 
the fi nance is needed immediately and cannot be raised from profi t or the 
personal resources of the entrepreneur, drawing on past relations with fam-
ily and friends and suppliers (who may grant further trade credit) is likely to 
prove benefi cial. Another option to generate funds, is a sale and lease back of 
property. Th e enterprise can also factor its receivables to a factoring company 
or accelerate the collection of receivables while delaying the settlement of its 
accounts payable. Th ese strategies may be used to obtain some funds in the 
short-term for the business. 

 However, most methods to acquire funds usually take some time. Obtaining 
funds from government sponsored programmes, for example, can take time 
since it usually involves a lot of bureaucracy and a long queue of applicants 
waiting to be served. Investors such as venture capitalists also take some time 
to evaluate the proposed investment before they decide to commit their time 
and resources. A bank will also take time to conduct due diligence before 
it approves a loan facility. Th erefore, the entrepreneur needs to plan for its 
future fi nancing requirements ahead. Planning for the fi nancing need should 
take into consideration the amount of fi nancing that will be required as well 
as when the fi nance will be required (i.e. timing). Th e fi nancing need can 
either be immediate or short-term, medium-term or long-term in nature. 
Planning fi nancial requirements ensures that the enterprise can borrow at an 
appropriate cost and that it can match the need for fi nancing with the nature 
of the investment being made.   

14.5     Summary and Conclusions 

 In this chapter, we have discussed the fi nancing choice of MSMEs. We saw 
that MSMEs mostly have diffi  culty accessing fi nance, and therefore they cast 
a wide net to capture the fi nancing they need from various sources to start a 
new venture or to expand an existing business. MSMEs fi nance their opera-
tions with a combination of debt and equity fi nance. Sources of debt fi nance 
include bank loans, trade credit, factoring, asset based lenders, public debt 
off er, commercial papers, leasing, microfi nance loans, fi nance from DFIs and 
public sector support schemes. Sources of equity fi nance include personal sav-
ings, family and friends, business angels, venture capital, corporate venturers, 
private placements of equity and public off ering of equity. 
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 Th e menu of fi nancing choices is varied, because of demand and supply 
conditions. Th ere are various suppliers of funds with varied specialities and 
capabilities. Also, businesses that demand funds diff er in terms of size, age 
and industry and therefore have diff erent fi nancing needs. MSMEs need to 
maintain fi nancial fl exibility and not to utilise all of its borrowing capacity. 
Maintaining fi nancial fl exibility by maintaining some fi nancial slack will help 
enhance the enterprises options for future funding requirements. 

 Th e choice of fi nance is a crucial decision and some of the factors which 
can aff ect the choice of fi nance include the stage of the enterprise, the condi-
tions attached to fi nancing, taxes, profi ts and cash fl ow levels, the value of 
assets, the cost of obtaining the fi nance, the relationship with the provider 
of fi nance and its ability to provide value increasing services, the time frame 
within which the fi nancing is required or how soon the business needs the 
fi nance. 

  Discussion Questions and Problems 

     1.    Identify the various types of capital.   
   2.    Explain why MSMEs are said to have a ‘constrained’ fi nancing choice.   
   3.    What are the various fi nancing options available for MSMEs?   
   4.    Is debt a good source of fi nancing MSMEs?   
   5.    Discuss the advantages and disadvantages of using equity fi nance.   
   6.    How diff erent are business angels from venture capital?   
   7.    Discuss what is involved in determining the fi nancing requirement of 

MSMEs.   
   8.    Examine the factors that infl uence MSMEs’ choice of fi nancing.   
   9.    Explain the life-cycle theory and how age aff ects the fi nancing choice of 

fi rms.   
   10.    Explain the POT within the context of MSMEs.          
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15
Harvesting the Business Venture 

Investment

Learning Objectives
By the end of this chapter, you should be able to:

•	 identify the various techniques involved in harvesting
•	 describe the process involved in going public and how investors can use 

going public to harvest their investment
•	 explain how investors can harvest their investing through acquisitions
•	 show how management buyout can be used as a form of harvesting
•	 describe how employee stock ownership can be used for harvesting
•	 discuss the factors that influence the investors’ harvesting decisions

15.1	 �Introduction

The Book of Genesis rightly states ‘While the earth remains, seedtime and 
harvest, cold and heat, and summer and winter, day and night shall not 
cease’. This suggests that farmers who sow or plant will have to wait to harvest 
their yield after several months or years. It stands to reason that you can only 
harvest or reap what you sowed. In a similar fashion, initial investors or entre-
preneurs who invest capital and operate a business for several years, may wish 
to exit the business or sell their stake or reduce their percentage holding in the 
enterprise. The process of doing this is known as harvesting. Harvesting is the 
final stage of investment, where the entrepreneurs or initial investors liquidate 
their investments.



This stage in the investment process is very important. It is a critical ele-
ment in informing investors’ initial investment decisions. Investors enter into 
a venture with the mind of realising a return at the end of the investment. 
What would be realised may be influenced by how and when the invest-
ment will be harvested. The entrepreneur may have different inclinations in 
terms of harvesting. Some entrepreneurs may wish to harvest all their invest-
ment and therefore shift their attention to some other project or venture. 
Other entrepreneurs may consider the venture as an investment in perpetuity. 
The harvesting inclination of the investor or entrepreneur may have implica-
tions for the type of harvesting technique to adopt. Whatever the inclination 
may be, the harvesting should be able to generate appropriate returns for the 
investors, considering the investments they have made, the risks they have 
absorbed and the amount of work they have put into the venture. Harvesting 
may take various forms, including going public  Mergers and Acquisitions 
(M&A’s), Management Buyouts  (MBOs) and Employee Stock Ownership 
Plans  (ESOPs). In this chapter, we examine these various harvesting tech-
niques, one after the other. The chapter also discusses the factors that must be 
considered before harvesting decisions are taken.

15.2	 �Going Public

An enterprise going public involves doing an IPO. An IPO takes place when 
a private firm first offers its shares to the investing public. IPOs take place in 
the primary market where the shares are sold for the first time. During the 
IPO, the funds raised go to the firm as well as initial investors who are sell-
ing their stake or interest in the enterprise. The IPO is important because it 
is a liquidity event, which enables early stage investors to harvest or exit the 
investment. For venture capitalists investing private equity, an IPO may be a 
precondition for investing in the enterprise. The entrepreneur may also want 
to sell their investment in order to pursue another venture or to diversify his/
her personal investment.

A firm that has already issued shares to the public can issue additional shares 
to raise more capital through a ‘seasoned new issue’ or a ‘secondary offering’. 
Seasoned new issue may appear similar to ‘secondary offering’ and the two 
terms are sometimes used interchangeable, but they are not the same. Seasoned 
new issue, which is also known as seasoned offering, involves the firm issuing 
additional shares out of its authorised shares to shareholders. In this case, the 
funds raised go to the firm issuing the shares. In the case of a secondary offering, 
the shares being sold were previously issued by the firm and are being resold 
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through a public offering process. The already issued shares are held by existing 
shareholders, such as the founder or the entrepreneur, private equity investors 
and institutional investors. These shareholders can offload their shares during 
the secondary offering. The total issued shares of the firm concerned therefore 
will not change and the funds raised will go to the sellers.

After the shares have been sold in the primary market, they are subse-
quently listed and traded on the secondary market. The stock exchange is the 
secondary market for public stock offerings.

The firm requires the services of an investment bank or an underwriter to 
take it through the IPO process.

15.2.1	�  The Role of Investment Banks

The investment bank performs several functions and the enterprise’s choice 
of an investment bank depends on its satisfaction with the services that the 
investment banker is proposing to offer. The functions performed by the 
investment bank or underwriter include valuation of the equity issue, issuing 
and selling, distribution of issue, providing analysis and coverage of the stock 
after the IPO.

The investment bank assists the issuing firm in preparing the necessary 
registration documents, timing the issue and establishing the right price for 
the issue. Investment banks help in pricing and designing securities to make 
them attractive to investors. Considering the active engagement of invest-
ment banks in the primary market, they are often in the position to advise 
the customer on the right pricing of new securities. Proper pricing ensures 
that the issue obtains the highest price possible, which allows the issue to be 
sold out in the shortest time possible. Private companies are mostly associated 
with high information asymmetries. The investment bank therefore acts as an 
intermediary between the public capital market investors and the company. 
The enterprise will want to raise funds at the highest price possible and this 
will mean issuing less of its shares. Public capital market investors want to 
pay the lowest price possible. For this reason, and based on the information 
asymmetry that exists between capital market investors and the enterprise, 
the investment bank uses its reputation to certify the value of the shares that 
are being offered. Venture capitalists also help with the certification of value 
of the companies that they are involved with. Therefore, it is no surprise that 
venture capital-backed companies tend to experience less under-pricing com-
pared to non-venture capital-backed companies. The reputation of the invest-
ment bank may be severely tarnished if it gets the valuation wrong. Not only 
will it have a reduced ability to charge higher future premiums, but it also 
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faces the risk of being sued by investors. Therefore, the investment banker sets 
the offer price based on information gathered about the enterprise, as well as 
its estimate about demand for the issue.

In issuing the shares, the investment bank may offer a bought deal or a best 
efforts arrangement. The bought deal is also known as ‘firm commitment’ 
which involves the investment banker buying the entire issue from the issuer 
and reselling this to its clients made up of institutional and individual inves-
tors. The investment banker guarantees the price that the issuer receives. The 
investment banker therefore bears the risk that the market price will decline 
and that it will not be able to sell the entire issue. With a best efforts arrange-
ment, the investment banker simply promises to try and sell the entire issue 
for the issuer. The investment bank promises to use its in-house facilities, 
expertise and goodwill to sell the shares at the best price. It does not guarantee 
the price that will be obtained or the quantities that can be sold. The invest-
ment banker earns fees or a commission from underwriting the issue, known 
as the gross spread or the underwriter discount. This is the difference between 
the price paid to the issuing firm and the price at which the investment bank 
sells the securities to the investing public.

Apart from pricing and selling the shares, investment banks help in distrib-
uting the issue to the general public. The distribution may be done alone or 
with other investment banks. If the distribution is done with other investment 
banks, it is known as ‘syndication’. The main investment bank is known as 
the lead underwriter. The lead underwriter is responsible for coordinating the 
activities of the other members of the syndicate. Syndications enable the lead 
investment bank to spread the risk associated with the issue to the members of 
the syndication team. The lead syndicator or investment bank, however, has to 
share the underwriting fees with the other members of the syndication team.

The investment banker can also offer to provide an investment analysis on 
the shares of the issuer after the IPO. This is important for the issuing firm, 
because having analysts cover its stock can lead to interest in the shares and 
therefore more trading on the company’s equity. This is good for the issuer, 
because it establishes a good liquid market for its shares and this can lead 
to a more accurate reflection of the value of the company. This is one of the 
main reasons why firms go public, that is, to establish a suitably determined 
price for their shares. This is very important for the company for several rea-
sons. The company may want to use its shares subsequently in takeovers or 
acquisitions. The company may also want to issue more shares in the future 
to finance its activities. An appropriate market valuation ensures that the firm 
gets appropriate value for its shares. Usually, public companies issue addi-
tional shares close to or at a discount to the price on the stock exchange in the 
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recent past. Therefore, inappropriately priced shares could lead to expropria-
tion of value from the company or existing shareholders.

15.2.2	�  Advantages of Going Public

There are several benefits of choosing to go public. It enables entrepreneurs 
to easily diversify their investment portfolio. The entrepreneurs will have 
invested a lot of time and effort in the enterprise and therefore may have 
significant wealth locked up in the enterprise. Going public enables the entre-
preneurs to unlock this value and to diversify their portfolio. This is because 
the entrepreneurs can sell some of their holdings in the enterprise and invest 
in other businesses. The public market also provides the opportunity for pri-
vate equity investors and venture capitalists to easily harvest their investment.

Similarly, a public equity market provides liquidity which makes it easier 
for an investor to sell their shares and realise capital gains. Liquidity is impor-
tant because it facilitates investments in the economy since investors can eas-
ily sell their shares when necessary and therefore their investment horizon 
do not need to coincide with that of the firm that needs the funds. A stock 
exchange listing is beneficial for investors since they can easily get out of their 
investment if they want to. This promotes investment because investors know 
that they can have access to their capital when they need to.

One key benefit of going public is the ability of the firm to raise large 
amounts of capital. This is because the shares are offered to the general public, 
which is made up of a large pool of potential investors. This is one advantage 
public offering has over private placement. After going through the IPO, the 
firm will have the necessary funding to invest in fixed asset, for expansion, 
research and development projects, boost sustaining and growth capital and 
sometimes repay debt.

Going public could lead to an improved corporate governance of the com-
pany. Listed companies are required to comply with corporate governance 
requirements and various disclosure requirements, such as quarterly disclo-
sure of their results and the provision of price sensitive information to the 
market. Investors’ interests are therefore better protected in a listed company. 
Listed firms are also subjected to various kinds of scrutiny by market analysts 
and monitors, who ensure that the mangers of the firms are taking decisions 
and behaving in ways that seek to protect the interest of the shareholders. 
Corporate governance assists the firm to adopt better management practices, 
to institute an effective internal auditing system and to ensure greater oppor-
tunities for growth and a new strategic outlook.
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Another advantage of going public is the improved corporate image of the 
firm. The stock exchange listing increases the reputation and visibility of the 
listed firm. The firm tends to receive a lot of media attention during the IPO 
process, and this gives it so much visibility. The reputation and visibility of the 
firm to stakeholders, such as customers, employees, suppliers and providers 
of funds is improved and this can create new business for the firm. Becoming 
a listed company improves the firm’s prestige, brand image and competitive 
edge in the industry it operates. The improved brand image of the firm enables 
the firm to increase its revenue and market share. The enhanced reputation 
enables the firm to attract and retain key employees. Going public enables 
a company to provide long-term incentive schemes such as stock options to 
its employees. This can increase employee morale and loyalty because they 
become more committed to the company. It also enables the firm to negoti-
ate for better terms with its suppliers and gain easier access to future funding 
from other finance providers and from the market.

A stock exchange listing facilitates the process of price discovery. Due to the 
fact that a company is listed on a stock exchange and its shares are publicly 
traded, its share price should gravitate towards its natural equilibrium. An 
appropriate value is therefore placed on the stock of the company.

15.2.3	�  Disadvantages of Going Public

Going public also comes with some disadvantages. One key disadvantage is 
the costs associated with going public and continuing to be a public com-
pany. Public offering is an expensive option of raising long-term capital. The 
costs include filing fees, cost of hiring an investment bank, auditor, lawyer 
and so on. For a small business, the costs of raising the capital may be high 
in relation to the capital being raised. Being listed on the stock exchange 
requires the firm to regularly send annual reports to shareholders, provide 
and communicate all price sensitive information, and maintain correspon-
dence with investors and market regulators. All these come with additional 
huge costs.

Another disadvantage of going public is the dilution of the founder’s own-
ership. Going public may involve the firm issuing additional shares, and or 
the founder or entrepreneur off-loading part of his/her investment. This will 
lead to the dilution of the founder’s stake in the business.

The entrepreneur or founder may run the risk of losing control. By going 
public, the founder loses the extent of control he/she has in the firm. If a high 
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percentage of the shares are bought by investors who do not like the founder, 
they could vote the existing management team, including the founder, out.

Firms that decide to go public certainly lose the privacy they enjoyed in 
the past before going public. Information on listed companies is available in 
the public domain and this can be used by competitors, regulators and other 
market analysts. In such a situation, competitors, which are not listed, may 
have undue advantage over the listed firm by gaining access to their public 
information to out-perform them. Since the unlisted competing firm is still a 
private firm, its information will not be available on the public market, thus, 
it will continue to enjoy some level of privacy which the listed firm will not.

Going public can also bring about pressure on the firm to perform in the 
short-term. Private firms are normally not under pressure to produce results 
immediately. The entrepreneur and other owners may decide to grow at their 
own pace, even if it will take years to generate the expected results. However, 
in the case of public companies, investors or shareholders are often impatient 
and want immediate results. They may engage in all kinds of shareholder 
activism to put pressure on the firm to perform so as to pay dividends. Also, 
because listed firms are subject to all kinds of scrutiny by market analysts, they 
may be compelled to post profits in the short-term to impress shareholders 
and market analysts. In the process, they may adopt creative accounting tech-
niques to present interesting financial results.

The time involved and the timing of the public offering can also be a dis-
advantage. Going public takes time for the process to be completed and it 
requires so much time. If the firm needs finance immediately or urgently, 
IPO will be a wrong option because of the detailed and time-consuming pro-
cess involved. The process could take a substantial amount of the time of the 
entrepreneur and other managers of the firm. Managers shifting attention 
from the core business to the demands of the IPO could adversely affect the 
business. The timing of the issue is very important, and it is usually advisable 
to issue the shares when the stock market is at its peak. When the shares are 
issued at the wrong time, this may lead to under-subscription and the public 
offer will be unsuccessful.

Firms that become successful candidates for public offerings are those that 
consistently exhibit high growth rates, have a strong record of earnings, have 
a solid position in a rapidly growing industry, have a sound management team 
with experience and have a strong board of directors in place. Successful can-
didates for public offering also tend to be in existence for a longer period with 
many years of audited financial records and also meet Securities and Exchange 
Commission’s standards or requirements.
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15.3	 �Acquisition

Harvesting the investment in a firm can be done by a merger or an acquisi-
tion. Technically, a merger occurs when one firm becomes one with another, 
and an acquisition is a situation when one firm acquires or takes over another. 
Usually, the bigger firm acquires or takes over the smaller one. M&A’s are 
an essential component of the market for corporate control. The market for 
corporate control in principle should ensure that managers are always on their 
feet, since inefficient managers can be booted out through the takeover pro-
cess. However, in practice it can lead to small efficient firms being taken over 
by large inefficient firms to ensure the survival of the large firm.

We mentioned that bigger firms usually acquire smaller ones. However, it is 
possible to have a small firm taking over a bigger firm through what is known as 
a reverse acquisition. In this case, the reverse acquisition allows the private firm 
to obtain a stock market listing or go public. The publicly listed firm is usually a 
failed company, which just exists as a shell but still has a public listing. The pub-
lic listing can attract the private enterprise to acquire this shell company. The 
publicly listed company notionally acquires the private firm by a share exchange 
through an accounting transaction. The publicly listed company needs not have 
the resources to undertake the acquisition. In substance however, what is hap-
pening is that the private firm has acquired the publicly listed company. After 
the acquisition, the private firm can change the name of the publicly listed com-
pany to its name. The private firm can use this route to go public but avoid the 
high costs of the IPO. However, its shares may remain under-valued for some 
time, since no investment bank may be involved to provide a certification of 
value. Due to the low valuation in the short-term, harvesting in the short-term 
may generate lower proceeds compared to an IPO process.

15.3.1	�  Forms of Mergers and Acquisitions

The acquirer or predator may purchase a target firm for either cash or by using 
its shares. There are several considerations regarding whether cash or equity 
should be used to seal the merger. We now discuss the various forms of M&A’s.

15.3.1.1  �Purchase of Shares of the Venture for Cash

One form of M&A’s is when the acquirer purchases the target firm’s outstand-
ing shares for cash. Selling investors may prefer to receive cash to enable them 
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harvest or exit their investment. However, receiving cash may generate taxable 
gains that must be paid to the tax authorities. However, venture capitalists 
may not mind receiving cash because the limited partners are not taxable on 
the gain. This is because the limited partners may be pension funds and other 
investors who do not have to pay tax on their gains. If this is the case, then tax 
considerations become unimportant. For the entrepreneur, a cash purchase 
of the entire business means that they have been bought out and therefore 
can no longer partake in the business. Using a cash offer can be risky for the 
acquirer since mistakes about valuation can easily be made. The acquirers who 
prefer a cash offer must be very confident of their valuation since they are 
exchanging a relatively safe asset (cash) for a risky asset (the shares of the seller 
or target firm). To use a cash offer the acquirers must do due diligence so that 
they are confident that they are not over-paying to acquire the target firm. It 
may also require the seller to give warranties as to the value of the shares that 
they are purchasing. If the seller cannot open its books up for a detailed due 
diligence because it wants to protect commercially sensitive information, it 
may want to give the acquirer more warranties to be reassured. Therefore, 
warranties and due diligence may serve as substitutes. If the acquirer is not 
able to conduct sufficient due diligence and is not satisfied with the warranties 
that it has received, then it would want to discount the price that it pays for 
the seller or target firm.

15.3.1.2  �Purchase of Assets of the Venture for Cash

Another form of M&A’s is by purchasing the assets of the target firm for 
cash. The acquirer purchases the assets that are needed and are essential for 
the operation of the business of the seller. In this case, the acquirer does not 
assume the liabilities of the seller. The seller is still responsible for paying off 
all the liabilities of the venture. Considering that the acquirer does not assume 
the liabilities of the enterprise, the seller receives larger proceeds from the 
transaction. This is because the acquirer does not need to deduct the value of 
the liabilities of the enterprise from the transaction value. The higher proceeds 
received by the seller can be used to defray the liabilities of the enterprise. The 
venture whose shares have been bought may end up becoming a shell and may 
have to liquidate or enter a new business. Purchase of asset is common in the 
automobile industry, where an acquirer of a dealership is likely to purchase 
just the assets of the seller. The seller will have to settle any liabilities that may 
be associated with the inventory of cars sold.
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15.3.1.3  �Purchase of Equity of the Venture for Equity 
of the Acquirer

Purchasing equity of the target firm for equity of the acquiring firm can also 
be used. This involves the seller giving up its equity to acquire equity in the 
acquirer or buyer. Equity in the acquiring or new firm can allow the sellers to 
continue to partake in the activities of the new firm. An acquirer will want 
to use equity if it is not that confident in its valuation. This is because a share 
offer mitigates the possibility of overvaluation or undervaluation of both enti-
ties. Due to the fact that acquirers are likely to use shares rather than cash to 
undertake a takeover when they perceive that their share price is overvalued, 
their share price is likely to drop if it announces a merger deal financed by 
shares. When the acquirer is uncertain about the value, it can use earn-out 
provisions, which ensures that the price finally received by the seller depends 
on the post-merger performance of the entity. Earn-out provisions may not 
be too fair on the seller since post-merger performance may not entirely be 
within their control. Using a share for share exchange can be beneficial for the 
acquirer because it conserves liquidity and improves borrowing capacity that 
can be used to finance future deals. Again, using a share for share exchange 
enables the acquirer to expand faster through more M&As compared to if 
it utilises cash offers. Therefore, an acquirer, which wants to expand quickly 
through M&A’s, is most likely to utilise its share to finance the acquisitions. If 
the acquirer is not listed, then valuing its share may be difficult. In this case, 
shares of both firms are associated with risk and therefore the parties have 
to conduct due diligence and valuation exercises to ensure that they receive 
appropriate value. Due to the riskiness associated with shares of both entities, 
they may have to provide guarantees or warranties as to the value of their 
equity.

If a share for share exchange is used, the objective of harvesting becomes 
extremely difficult if the acquirer is also not listed. This means that there is 
no clear path to harvesting. However, if the acquirer has better prospects of 
going public, then the transaction may be beneficial in the long-term. On the 
other hand, if the acquirer is listed, then there is a clear path to harvesting. 
Also, if the acquirer is listed, value can be created by the transfer of shares 
from under-diversified investors to diversified capital market investors. The 
sellers benefit because they can achieve diversification in this case because the 
shares that they receive is freely tradable. They can therefore achieve diversi-
fication because they can easily sell the shares they receive and invest in other 
firms.

380  Entrepreneurial Finance for MSMEs



15.3.2	�  Types of Mergers and Acquisitions

There are different types of M&A’s and these are vertical, horizontal and con-
glomerate. Vertical mergers involve firms in related lines of business but at 
different levels of the production or different stages along the value chain. 
Vertical mergers involve a firm integrating backwards towards its raw material 
source or forwards towards its ultimate consumer. For example, a manufac-
turer of detergents could merge with its distributor if the distributor is a sepa-
rate business. This is an example of integrating forwards towards the ultimate 
consumer. If the detergents manufacturer merged with a producer of palm oil 
then we have a backwards integration. These two firms are at different stages 
of production and therefore the merger is a vertical merger.

If two firms in the same line of business come together, this kind of merger 
is known as a horizontal merger. An example is the merger of two detergent 
manufacturers.                         

Conglomerate mergers involve two or more firms with unrelated business 
lines. Conglomerates are large businesses which have a portfolio made up 
of different business lines. An example of a conglomerate merger could be a 
manufacturer of detergents merging with a producer of chocolates, or a real 
estate firm. These businesses are very varied and unrelated. A conglomerate 
M&A may take place if the acquirer wants to diversify its business line. The 
main synergies that are likely to be obtained from a conglomerate may be 
expected to come from economies of scale, utilising higher quality manage-
ment and a stronger brand.

15.3.3	�  Reasons for Mergers and Acquisitions

The finance literature indicates M&A’s come in waves, known as the merger 
waves. When merger waves are on, a lot of M&A’s tend to take place. The 
main purpose of M&A’s is for the firms involved to experience synergistic 
benefits. These leads to the whole (the new firm) being greater than the sum 
of the parts (the individual firms as standalone firms). This means, we can add 
one to one and obtain something greater than two due to synergies. Synergies 
are the value drivers that spike M&A activity. Synergies are generated or may 
be anticipated due to a variety of reasons. Synergies could come from operat-
ing on scale economies, eliminating inefficiencies and duplicated services, and 
complementarities in using factors of production.
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Synergies lead to increased revenues and lower costs due to larger econo-
mies and one of the ways to create synergy is to eliminate duplicated services. 
For example, instead of having two IT departments, the new firm can uti-
lise just one IT department. Also, an acquirer may benefit financially from a 
merger because it can utilise tax shields or accumulated losses of the target that 
would not have been available without the merger. Economies of scale oper-
ate in several ways to create value. One way is that the bigger firm can obtain 
supplies at a cheaper cost because it orders in larger quantities. Economies 
of scale can also occur because fixed operating and production costs can be 
spread over larger volumes of production. In terms of complementarities, the 
two firms can complement each other in several ways by combining their 
strengths to make them even stronger because they are together. For example, 
one of the firms may be good at production while the other may be good at 
marketing. Combining these two firms will lead to a firm that is a greater 
producer and marketer at the same time. M&A can also occur in industries 
with too many players and spare capacity. In this case M&A activity leads to a 
consolidation of the industry. Also, a firm with excess cash may decide to use 
the excess cash to acquire another firm, instead of paying out this free cash 
flow as dividends to its shareholders or repurchase its shares. M&A’s therefore 
occur because a firm with free cash flow is using its excess cash to acquire a 
firm with a high market share and growth rate.

The gain from a merger is expressed as follows:

	
Gain A B= − +( )PV PV PVAB 	

The expression shows that for there to be a gain from the merger, the value of 
the whole must be greater than the sum of the individual parts. The gain repre-
sents the synergistic benefits we have been talking about. For our purposes the 
main reason of the merger apart from creating synergies is to provide an exit route 
for investors such as venture capitalists and the entrepreneur or founder. Therefore, 
venture capitalists as well as other investors can sell their stakes through an M&A. 
M&A’s, however, may raise conflict of interests between the entrepreneur who 
also happens to be the manager and other equity investors who have no mana-
gerial interests at stake. This is because the entrepreneur is likely to lose his/her 
role or have a diminished position in any new firm that is created.

Some of the reasons for mergers can be outright ‘silly’. One of these silly 
reasons is to provide diversification for capital market investors. The prob-
lem with trying to achieve diversification is that it only serves the managers’ 
interests but not investors. This is because investors can achieve diversification 
more easily, quicker and at a far cheaper cost than the firm can.
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Another reason that may not be sensible is to merge just to reduce borrow-
ing costs. This is because even though the merged firm can obtain lower bor-
rowing costs they reduce their valuable option to default on their debt. This 
is because the two firms now guarantee each other’s debt. Therefore, the gain 
from lower borrowing costs can be exactly offset by the mutual guarantee that 
is provided to debt holders leading to no net gain from the merger.

The anticipated gains from mergers do not always occur. There are several 
reasons why these anticipated benefits seem to fizzle out and are not realised. 
Integrating systems, corporate cultures and processes, in practice can turn out 
to be very difficult in deed. These factors mean that the anticipated syner-
gies may not be realised. Another reason is that the acquirer tends to pay too 
much, for the seller it is probably because it gets involved in a bidding contest. 
This leads to the acquirer paying a very high premium for the seller. Also, the 
cost of the acquisition may be very high, because the seller’s stock anticipates 
the merger and therefore rises above its fundamental value. Also, managers 
tend to be too optimistic in estimating the supposed synergies that are likely 
to be achieved from the merger. Therefore, behavioural finance concepts may 
help explain this over optimism that leads to some of the merger ‘catastro-
phes’ that we observe in the real world. Also, the merged firm may experience 
diseconomies of scale and therefore lead to the destruction of value. M&A’s 
can be multibillion dollar deals but the evidence suggests that the ex-ante 
expectations of synergies tend not to be realised. These are some of the reasons 
why the firms may be better off apart than together.

Another reason why a merger may not achieve its intended benefits may be 
due to the fact that priced employees of the seller may leave after the merger 
because they probably were opposed the merger. In some businesses such as 
service and R&D industries, the value of the business is very much attribut-
able to the quality of its staff. Therefore, the acquirer may sign agreements 
and give incentives to employees to let them stay. Related to the point above, 
employees who leave may set up a similar firm, which ends up competing 
with the new firm that is created. If the acquirer is worried about this hap-
pening, it can sign non-competition agreements, which restrict the ability of 
previous employees to set up rival firms.

15.4	 �Management Buyouts

MBOs constitute another means by which investors in an enterprise may 
exit or liquidate their investment. The MBO is a special form of a leveraged 
buyout in which management uses debt finance to finance the purchase of the 
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shares of selling investors. In an MBO, investors or shareholders are interested 
in selling their shares to the management of the enterprise. MBOs usually 
take place in low interest rate environments and when the stock market is 
booming. For a closely held enterprise, management may be the majority 
shareholder. Investors such as venture capitalists may want to exit their invest-
ment by sending the enterprise public. The management may want to keep 
the firm private and therefore will want to buy -out the investors. It may also 
be that the seller (a venture capitalist) may have already located a buyer for 
their stake. Management may not want the party to be involved in the activi-
ties of the enterprise and therefore may offer a counter proposal to the seller 
(the venture capitalist). The bid for the seller’s interest in the enterprise may 
lead to a beauty contest which may lead to management paying too much for 
the seller’s stake. An MBO can also take place in a company that is already 
public. In this case, the MBO is likely to lead to the company to become a 
private enterprise. The private enterprise may however go public again after 
the MBO. This may be due to the higher debt burden that may have been 
imposed on the enterprise, especially if the MBO was financed with debt.

Management would want to undertake an MBO because they are confident 
and optimistic about the prospects of the enterprise. One key reason for this 
is that managers are insiders in the enterprise and therefore are likely to have 
more information about the prospects of the enterprise, compared to other 
investors. The purchase of equity by management is likely to lead to man-
agement being more under-diversified because they have concentrated their 
investments in the enterprise. Despite being under-diversified, managers are 
likely to undertake an MBO to protect their jobs and careers. An MBO is also 
likely to entail lower costs compared to an IPO. This is because the level of 
information asymmetry is low because management has personal knowledge 
about the value of the enterprise and also a financier providing debt financing 
only needs to be concerned about the debt servicing ability of the enterprise 
and not the valuation of the entire enterprise (which is more costly).

Managers usually do not have the money to finance the purchase of the 
seller’s equity. They tend to raise funds to buy- out investors. One method by 
which the management can raise funds to finance the buyout is by borrow-
ing from their bankers. The loans acquired from the banks are used to pay 
off investors who want to sell their stake. Banks are very concerned about the 
debt servicing capacity of the enterprise. This is because the capital structure 
of the enterprise will be more geared towards survival, as the debt component 
soars. Therefore, apart from the prospects of the enterprise, it needs to have 
good cash generating abilities. Where the MBO is mainly finance with debt, 
it is known as leveraged buyouts (LBOs). Providers of finance, including debt 
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financiers, would usually want management to personally contribute part of 
the financing required for the MBO.

15.5	 �Employee Stock Ownership Plans

Another way of providing liquidity or harvesting opportunities for inves-
tors is through ESOPs. ESOPs are set up to enable employees acquire own-
ership interests in an enterprise. ESOP’s act as retirement programmes for 
employees, just that the bulk of the employee’s retirement funds are invested 
in the shares of the employer. Setting up and administering an ESOP can be 
costly. These costs include set-up costs, administrative costs and the cost of 
getting frequent valuations from an external party to assess the value of the 
enterprise’s equity amongst others. ESOP’s are usually utilised by private and 
closely held companies, such as family owned businesses. The ESOP may 
have rights to appoint members to the board of the enterprise. There may 
be qualifying conditions such as a stipulated minimum number of working 
years with the enterprise before an employee becomes qualified to purchase 
enterprise’s shares. Apart from qualifying conditions, there may be vesting 
conditions, which may require the employee to work with the enterprise for 
a given number of years.

ESOPs differ a bit from employee stock options. They all, however, have 
the same effect in that employees end up holding shares of their employer. 
Stock options give the employee the right, but not the obligation, to purchase 
the enterprise’s shares. They therefore give the employee a call option on the 
enterprise’s shares. The options are given to employees at an agreed strike 
price. It is hoped that the price of the enterprise’s shares will rise in future. If 
this occurs, then employees can exercise the option at the lower strike price 
and sell the acquired shares at higher future market prices. However, the enter-
prise must perform well before its share price can rise for the options to be of 
value to them. Therefore, employees are motivated to work hard because they 
have a direct financial interest in the good performance of the enterprise. The 
recent trend of new ventures to grant company-wide stock options plans is an 
alignment of the interests of management, shareholders and non-managerial 
employees (Kraizberg and Gargalas 2002). Just like employee stock options, 
actual shares can lead theoretically to the alignment of the interests of employ-
ees to the interest of the enterprise. It is believed that ownership interests in 
the enterprise can increase the motivation of employees, align their interests 
to that of the company, as well as give employees a feeling of being part of the 
enterprise.
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There are two main types of ESOPs. These are leveraged and unleveraged 
ESOPs. First of all, the company sets up the ESOP.  The ESOP is usually 
administered and managed by a trust. The entrepreneur or other investors 
then sell shares to the ESOP. However, before the shares are sold they have to 
be valued by an independent third party. The independent third party estab-
lishes a value for the shares. The shares are usually sold at a discount to the 
ESOP. There are several reasons for this. One is that the value that is deter-
mined is subjective, especially because the value determined is not based on a 
market-determined value (such as the price prevailing on a stock exchange). 
Also, the shares are being sold to an under-diversified group of employees. 
This is due to the fact that the bulk of the retirement funds of employees are 
going to be invested in the shares of the enterprise. Ordinarily, asset pric-
ing models such as the Capital Asset Pricing Model (CAPM) assume that 
the investors’ portfolio are diversified and therefore investors need only be 
compensated for market or unsystematic risk. This results in a lower discount 
rate that will be used in the valuation model and therefore a higher price. 
For employees, investing in the company’s shares, such an assumption can-
not be made. Employees investing in ESOPs need to be compensated for the 
unsystematic risk associated with the enterprise, which will result in a higher 
discount rate and therefore a lower valuation or price that has to be paid by 
the employees.

After a price has been determined for the shares of the enterprise, the ESOP 
purchases a large amount of shares from the entrepreneur. This provides a 
significant liquidity event for the entrepreneur. To finance this purchase, the 
ESOP will usually borrow from a bank. This is why it is known as a lever-
aged ESOP. The loan will be collateralised or secured by the shares of the 
enterprise. Also the enterprise may be required by the lending institution to 
provide guarantees for the repayment of the loan. The ESOP, after acquiring 
the shares distributes these to employees. The amount allocated to employees 
is usually based on a formula, which takes into account the employee’s salary 
level. Contributions from the employer towards employees’ retirement are 
then channelled into the ESOP. The enterprise’s contribution to the ESOP, 
depending on the jurisdiction, is likely to be a tax-deductible expense for the 
enterprise. Also, employees benefit because the amounts contributed on their 
behalf are not taxable until they transfer out of the plan. ESOP will use these 
payments to settle or retire the loan balance owed to the lending institution.

For our purposes, ESOPs provide liquidating opportunities for the various 
parties involved in the activities of the enterprise. ESOPs provide liquidity for 
the entrepreneur, investors in the enterprise’s shares, such as venture capitalists 
and business angels, family members who want to opt out of the firm as well 
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as employees who are retiring, or have resigned. Venture capitalists, business 
angels and other investors who may have invested equity in the enterprise can 
harvest their investment by selling their equity stake based on a fair valuation 
to the ESOP. Also, because ESOPs are utilised by closely held enterprises such 
as family owned businesses, family members who want to opt out can do so 
by selling their shares to the ESOP. They can be used as a succession manage-
ment instrument. Family feuds have been known to run down and destroy 
family empires especially after the death of the founder. For employees who 
are retiring or those who are resigning from the enterprise, they can trans-
fer out of the plan by selling their shares to the ESOP. The main difference 
between a leveraged and an unleveraged ESOP is that an unleveraged ESOP 
is not financed with debt. The ESOP uses contributions made into it to pur-
chase the enterprise’s equity overtime. Therefore, the initial amount received 
by the entrepreneur will be higher under the leveraged ESOP. Even though 
ESOP’s provide liquidity, the enterprise remains private, as shares are sold 
within an internal market.

15.6	 �Harvesting Decisions

Various factors, which affect harvesting alternative, will be attractive to man-
agement and investors. The harvesting decision is a complex one because vari-
ous forces may be at play at the same time. The various stakeholders involved 
in the enterprise therefore consider some of the factors that are detailed in the 
discussion below.

15.6.1	� � Current Market Conditions and Valuation 
Considerations

One of the very important factors to consider in the harvesting decision is the 
current market conditions. Current market conditions affect the value that 
an enterprise is likely to receive from a public offer. The enterprise is likely 
to achieve the highest value for its shares through a public offering. This is 
because capital market investors are believed to be well diversified and need 
only to be compensated for systematic risk. However, the value that can be 
obtained in a public offer very much depends on the prevailing conditions in 
the capital market. In a bull run, when share prices are buoyant and rising, 
the price that can be obtained from an IPO is likely to be higher compared to 
when markets are exhibiting bearish conditions and sentiments. A private deal 
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may suit the enterprise better during market downturns. It is no wonder that 
companies usually withdraw their public offerings when market conditions 
change adversely. Recent evidence shows that IPO activity reduced drastically 
during the 2007 global financial crisis when markets were down, beaten and 
shy.

15.6.2	�  Size of the Enterprise

In choosing how an investment should be harvested, the size of the enterprise 
concerned should be taken into account. This is because the size of the enter-
prise has implications for the cost of harvesting the investment. As mentioned 
earlier, IPOs involve higher fixed costs and these costs are huge for smaller 
firms. Therefore, larger firms find IPOs to be a more viable option compared 
to smaller firms, because they incur lower costs relatively. An option to reduce 
cost for smaller firms to achieve a publicly listed status may be to merge with a 
company that is already public. The costs in this case are likely to be lower for 
the smaller enterprise because fewer parties are involved in the process and the 
private nature of the contracting process. Apart from the initial costs, public 
companies incur high ongoing costs that are likely to be incurred in an effort 
to comply with stock exchange and other regulatory requirements, which aim 
at keeping capital market investors protected and informed of relevant infor-
mation pertaining to public companies.

15.6.3	�  Stage of the Enterprise’s Development

An entrepreneur must also consider the stage of the enterprise before decid-
ing on a harvesting option. Not all companies can access public capital mar-
kets. Early stage and start-up enterprises are usually not good candidates for 
a public market offering. Enterprises that can make it to the public mar-
ket are likely to be more mature companies with a sound business model, a 
good track record, stable and predictable earnings and cash flows, as well as a 
potential for future growth that will reward later stage capital market inves-
tors. It is no surprise that early stage companies have to be nursed by private 
equity and venture capital investors before they become ripe for a public mar-
ket harvesting. Therefore, early stage companies, which have investors who 
want to harvest, may have to look for other private equity and venture capital 
investors to invest in the enterprise. This implies that an IPO will not be an 
option for some enterprises, and a private deal will be more probable in these 
circumstances.
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15.6.4	�  Synergies

In some instances, the possibility of achieving synergistic benefits from an 
equity sale may be a consideration for the entrepreneur. This could be a key 
consideration, if growth cannot be achieved quickly by the enterprise expand-
ing organically. M&A’s may then be an option since M&A’s can provide the 
anticipated and needed synergies that are being sought. IPOs, ESOPs and 
MBOs as harvesting alternatives cannot provide such synergistic benefits.

15.6.5	�  Control of Firm

The level of control retained by the entrepreneur can also affect the harvest-
ing alternative chosen. In an IPO, for example, it is likely to lead to a reduc-
tion in the equity stake of the enterprise. However, even with a significantly 
reduced shareholding, the entrepreneur is likely to have some control over the 
activities of the enterprise as well as maintain management of the enterprise. 
The entrepreneur can maintain even more control depending on the jurisdic-
tion in which the enterprise is operating. In some countries, companies can 
sell various classes of shares. Some shares have voting rights while others do 
not have voting rights. The voting share may be reserved for the founders of 
the enterprise. Such voting share retains significant control over the enterprise 
in the hands of the entrepreneur. In such jurisdictions, entrepreneurs are likely 
to sell non-voting share to the public, reducing outside investors control over 
the activities of the enterprise. However, by going public the entrepreneur will 
have to cede some control to outside investors since such investors become 
part owners of the enterprise. If an MBO is chosen, the management of the 
enterprise, who may also be the owners, will retain control over the enterprise 
after the MBO transaction. In an M&A, the entrepreneur or the management 
team is very likely to lose control over the enterprise after the M&A.

15.6.6	�  Tax Considerations

The choice of harvesting can be based on tax considerations. The various har-
vesting options can have very different tax implications. ESOPs contribu-
tions by the organisation, as mentioned earlier, are likely to be tax deductible 
for the enterprise. Also, employees obtain a tax benefit because investments 
in the ESOP are not taxable until they are realised. By taking the option 
to go public, investors in the enterprise can decide when to sell their stake 
and therefore generate taxable gains. Investors therefore can choose and time 
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when they want to incur a tax liability such that it is beneficial for them. 
Also, by delaying selling and the payment of capital gains, the present value 
of the capital gains tax is reduced. Listed companies usually receive favourable 
tax treatments compared to non-listed companies in frontier and emerging 
markets. This preferential treatment can be in the area of corporate taxation, 
where listed companies pay a lower corporate tax rate compared to non-listed 
companies. Also, investors in listed companies may be granted concessions on 
the payment of capital gains tax and tax on dividend income. There may also 
be tax consequences for harvesting by M&A’s. The seller may have to pay tax 
on the gains from the transaction.

15.7	 �Summary and Conclusions

This chapter examined harvesting of MSMEs. We discussed the various 
forms of harvesting and the factors that influence firms’ harvesting choice. 
Harvesting is a critical aspect of micro-enterprise finance. It provides oppor-
tunities for the initial investors to sell off their stake in the business. It is 
the final stage of investment where the entrepreneur or initial investors liqui-
date their investments. Harvesting may take various forms including, Going 
Public, M&A, MBOs and ESOPs.

There are a number of factors that must be taken into consideration in 
adopting a particular harvesting technique. These include current market 
conditions and valuation, cost and size of the enterprise, stage of the enter-
prise’s development, synergies, control of firm and taxes.

Discussion Questions and Problems

	 1.	 Identify the forms of harvesting available to an entrepreneur or an initial 
investor.

	 2.	 What are the functions of investment banks in the IPO process?
	 3.	 Discuss the advantages and disadvantages of a small business that decides 

to go public.
	 4.	 How do entrepreneurs harvest their investment using acquisitions?
	 5.	 Explain the various forms of M&A’s.
	 6.	 Explain the three main types of M&A’s.
	 7.	 Do M&A’s always create the necessary synergies?
	 8.	 What is the difference between MBO and LBO and how is MBO used as 

a form of harvesting?
	 9.	 How effective is ESOP as a harvesting option?
	10.	 What factors should be taken into consideration in harvesting decisions?
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The following are useful formulae

	 1.	 Simple Interest Formula

	 SI = × ×P r n0 	

	 2.	 Compound Interest (Single deposit)/ Future Value

	a.	 Single compounding
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	b.	 Compounding more than once
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	 3.	 Future Value of an Annuity
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	b.	 Annuity due
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	 4.	 Future Value of Perpetuity
Since a perpetuity is designed to live infinitely, it is not possible to 

work its future value.
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	 7.	 Growing annuity
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	 8.	 Present Value of a Perpetuity

	
PV =

C

r 	

	 9.	 Rate Implicit on an Investment
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	11.	 Effective Annual Rate of Interest
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	12.	 External Funds Needed

	
EFN PM PS= ( ) − ( ) − ( )( ) −( )A

S
S

L

S
S d∆ ∆ 1

	

	13.	 Break-Even Quantity
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	15.	 Total Inventory Cost

	
TC Co HC= ( ) + ( )D

Q

Q

2 	

	16.	 Subsidy Dependence Index

	
SDI

Net Subsidy

Loan Portfolio Interest rate on loan
=

× 	

	17.	 Operational Sustainability

	
OSS

Total Operational Income

Interest Expense Loan Loss Provisio
=

+ nn Administrative Expenses+ 	

	18.	 Financial Sustainability

	
PAR

Total Loan Principal on Overdue or Delinquent Loans Outstandin
=

gg

Total Loan Principal Outstanding 	
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Glossary

Aa

Accounting rate of return (ARR)  It is the average return from income generated over 
the life of an investment. It is used in investment appraisal and is determined as 
the average annual income from the project divided by the average cost of the 
project.

Accounts payable  It is the obligations of the firm resulting from the purchase of goods 
and services on credit.

Accounts payable management  Set of policies, procedures and practices employed to 
manage credit purchases and other payables by the firm.

Accounts receivable  It is money owed to a firm from the sale of its goods and services 
in the normal course of business.

Accounts (Average) receivable collection period  A ratio that indicates the average 
length of time that the firm must wait after making sale before receiving cash. 
It is calculated as the number of days in a year divided by accounts receivable 
turnover.

Accounts receivable management  This entails establishing policies to ensure optimum 
investment in debtors, through controlled credit allowed to customers.

Accounts receivable turnover  A ratio that determines how fast a firm is turning its 
credit sales into cash. It indicates the number of times in a year a firm collects its 
average accounts receivable and is calculated as credit sales divided by accounts 
receivable.

Accrued liabilities  These are expenses that have already been incurred by a firm but 
not yet paid for. Could be short or long-term liabilities on the firm’s statement of 
financial position.

Acid test ratio  A ratio that measures the ability of the firm to use its near cash conver-
sion assets to pay off current liabilities as and when they fall due.
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Activity (efficiency) ratios  These are ratios that examine the efficiency with which a 
firm’s management uses its assets and capital.

Acquisition  This is a situation when one firm takes over another.
Adverse selection  Where the finance provider selects wrongly because the applicant 

has information about the success or otherwise of a project that is not available to 
the finance provider.

Aging of accounts receivable  This involves preparing an aging schedule to determine 
the amounts of accounts receivable, the various lengths of time for which these 
accounts have been due, and the proportion of accounts that fall within each time 
frame.

Amortisation  It is the gradual writing off of a liability, such as a bank loan or the cost 
of a non-current asset, in regular payments over a particular period of time.

Angel investors  Investors who provide equity capital to entrepreneurs or start-ups.
Annuity  It is a stream of constant cash flows occurring at regular intervals over a fixed 

period of time.
Annuity due  An annuity where same fixed payments made or received at the begin-

ning of the period.
Assets  These are the resources controlled by the entity as a result of past events, and 

from which future economic benefits are expected to flow to the entity.
Asset-based lending  This is a type of financing where the lender gives the loan based 

on the borrower’s assets that are used as collateral. These assets may be inventory, 
accounts receivable and equipment.

Bb

Balance sheet  A financial position statement showing assets, capital and liabilities of 
a firm at a particular period of time.

Banker’s acceptances  Short-term debt instrument guaranteed by a bank, which is 
issued by a firm as part of a commercial transaction.

Bankruptcy  A state of insolvency where the liabilities of an entity are greater than its 
assets and the entity is not able to pay its debts as and when the debts fall due.

Best effort  Where the investment banker simply promises to try and sell the entire 
issue for the issuer. The investment bank promises to use its in-house facilities, 
expertise and goodwill to sell the shares at the best price.

Board of directors  A body of appointed or elected members who are responsible 
jointly to oversee the affairs of a company or an organisation.

Bond(s)  A long-term debt instrument issued by an entity (company or government) 
purposely to raise capital by borrowing.

Book value  The value of a fixed asset on a firm’s books after deducting depreciation. 
It is also the value of a share of ordinary shares based on the amount of ordinary 
shares divided by the number of outstanding ordinary shares.
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Bootstrapping  Starting of a self-sustaining process that is supposed to proceed with 
the external input.

Break-even analysis  A process of determining the number of units of a product that 
must be sold or the amount of revenue that must be made before the firm begins 
to make profit. It helps determine what to sell in a specific period of time to cover 
cost of business activities.

Break-even dollars (BE$)  The dollar amount of revenue that equals the total costs. It 
is calculated as the fixed costs divided by one minus variable costs expressed as a 
percentage of net sales.

Break-even quantity (BEQ)  The number of units of a product that must be produced 
in order to cover the total costs of production. It is calculated as fixed costs divided 
by sales prices minus variable costs.

Bridge financing  A source of financing or credit granted by an investment bank or a 
venture capital until a long-term financing is arranged or an obligation is removed. 
Interest rates are relatively high if bridge financing is a loan.

Budget  It is a projection of future financial plans expressed in numerical form, usu-
ally for a limited period.

Budgeting process  The procedure by which a financial plan is created and managed 
by an entity.

Business angel   See Angel investors.
Business plan  A formal statement of the goals and objectives of the firm and how to 

meet those goals and objectives.
Buyout  It is acquiring or purchasing of a controlling interest or share in a firm, espe-

cially by its own managers.

Cc

Callable preference shares  These are preference shares that give the issuer the right to 
call or redeem the shares at a specified price after a specific date or time.

Capacity  The maximum amount of loan that a client can obtain from a bank.
Capital  Any economic resources measured in monetary terms used by entrepreneurs 

and firms to undertake production and distribution of goods and services.
Capital asset  An asset owned and controlled by an entity in which benefit is derived 

from its use. They include long-term investments such as land and equipment.
Capital asset pricing model (CAPM)  A model that describes the relationship between 

expected return and the risk on an investment and that is used to determine the 
appropriate price of the investment.

Capital budgeting  It is the process of analysing capital investment opportunities and 
deciding which ones to accept.

Capital gains  The amount by which an investment or asset selling price exceeds its 
initial cost or purchase price.
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Capital intensive  When a firm invests heavily in machinery and equipment and has 
low labour cost.

Capital market  A financial market where long-term securities such as shares and 
bonds are traded.

Capital rationing  The process of allocating capital among different investment 
projects as a strategy to maximise shareholders wealth as a result of capital 
constraints.

Cash  Money in the form of current notes and coins.
Cash management  It involves exercising control over cash position so as to keep the 

firm sufficiently liquid and profitable.
Cash budget  This is a financial projection of a firm’s cash receipts and disbursements 

for a specified future time period.
Cash discount  A deduction allowed by a goods seller or by services provider in order 

to induce customers to pay within a particular period of time. For example 3/20 
net 60

Cash equivalent  An asset that is easily converted into cash. Examples are Treasury bill 
and certificates of deposit (CDs).

Cash flow   Movement of money in or out of a business, product or project within a 
particular period of time.

Cash flow from financing activities  Section of the cash flow statement that shows the 
cash inflow and outflow pertaining to transactions with finance providers of a 
firm. Includes cash received from the issuance of shares, proceeds from short and 
long-term borrowings, repayment of loans and redeeming shares.

Cash flow from investing activities  Section of the cash flow statement that shows the 
long-term investments of the firm. It includes cash paid for acquisition and cash 
received from sale of investments.

Cash flow from operating activities  Section of the cash flow statement that provides 
information on the cash flows inflows and outflows from the firm’s usual business 
activities such as the production of goods and the rendering of services.

Cash flow statement  A financial statement that indicates how changes in the balance 
sheet accounts and income affect cash and cash equivalents, and shows the operat-
ing, investing and financing activities.

Cash management  This is concerned with managing cash flows and cash balances of 
the firm.

Certificates of deposit (CDs)  Promissory notes or certificates issued by a bank to a cli-
ent who deposits money for a specified length of time at an agreed rate of interest.

Character  One of the key factors considered in evaluating a customer’s or loan appli-
cant’s credit history and reputation.

Credit unions  They are financial institutions or intermediaries owned by members 
with a common bond.

Collateral  A specified asset pledged as a subordinate security by a borrower or a guar-
antor. It could be a landed property or business cash flow.

Collection float  The amount of time that elapses between an entity depositing a debt-
or’s cheque and the cheque clearing at the bank.
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Collection policy  This refers to the procedures that the firm follows for obtaining pay-
ment for goods and services previously sold to customers on credit and which have 
become due.

Commercial paper  A short-term promissory note issued by corporate institutions or rep-
utable companies to raise working capital. It could be unsecured or secured by assets.

Compound interest  An interest added to the principal of a loan so that the additional 
interest also earns interest. Interest earned on both the principal amount and the 
previously accrued interest of an investment

Contractual savings institutions  These are financial institutions that acquire funds 
periodically on a contractual basis and promise their clients future compensation.

Contribution margin  The excess of sales per unit over variable cost per unit.
Controlling  Involves establishing standards for measuring a project, measuring actual 

performance of the project against the standards that have been set up, and taking 
corrective measures to remedy the situation.

Convertible preference shares  Preference shares that give the owner the option to con-
vert the shares to ordinary shares at particular period of time.

Corporate bond  A bond issued by a company with the intention of borrowing money 
to finance projects.

Company (Corporation)  A legal entity that is given rights similar to that of the indi-
vidual and with separate affairs different from that of its owners. A company can 
sue and be sued.

Commercial banks  They are financial intermediaries that take deposits from the public 
and give out short-, medium- and long-term loans to individual and businesses.

Cost of goods sold (COGS)  Accumulated cost of all inputs used to create a product or 
service, which has been sold.

Coupon rate  Periodic percentage amount of interest paid on the face value of a bond.
Creditor  An entity could be an individual supplier or a bank that has provided credit 

to a firm. Amount owed to creditors are reported as part of liabilities on the bal-
ance sheet of statement of financial position.

Credit evaluation  A method of determining the credit worthiness of a borrower based 
on established standards.

Credit terms  These are the requirements that a firm puts in place for the use of credit 
by its customers. The credit terms would typically specify the credit period, the 
discount period and the discount rate.

Cumulative discounts  Discount offered to a customer by a vendor based on the aggre-
gate quantity of goods purchased by the customer in the fiscal year of the vendor.

Cumulative preference shares  Preferred shares, which entitle the holder or owner to 
receive dividend for previous years where a company did not pay dividend.

Current assets  These are assets that have a useful life of less than one year. Examples, 
inventory, accounts receivables and cash.

Current liabilities  These are all obligations that a firm is expected to pay within the 
accounting year. Examples include; notes payable, taxes payable, account payable.

Current ratio  A liquidity ratio of total current assets to total current liabilities. It is 
calculated as current assets divided by current liabilities.
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Dd

Debenture  A corporate bond that is not backed by the company’s collateral.
Debt-to-equity ratio  A ratio that indicates the proportion of the owner’s equity that is 

debt. It is calculated by dividing total liabilities by owner’s equity.
Debt ratio  A ratio of total debt to total assets expressed in terms of percentages 

and can be interpreted as a proportion of the total assets of a firm financed 
with debt.

Debt-to-total-assets ratio  A ratio that indicates the total assets financed with total 
debt. It is the ratio of total liabilities to total assets.

Depository institutions  They are financial intermediaries that accept deposits from 
individuals and institutions and also give out loans.

Depreciation  It is the wear and tear of the tangible fixed assets during the useful life 
of the asset.

Development capital  Capital used to further launch the business and grow market 
share so as to increase profitability.

Development finance institution (DFIs)  These are alternative financial institutions 
including, microfinance institutions, state development banks and community 
development institutions which provide long-term loans, equity finance and risk 
guarantee instruments to private investments in developing countries.

Disbursement float  It is the time that elapses between payment by an entity and the 
time that the cheque actually clears at the bank and the funds moves out of entity’s 
bank account.

Discount rate  It is the minimum interest rate set by the central bank for lending to 
other banks.

Dividend  The proportion of net profit after tax paid to the shareholders of a firm as 
their gain. It is usually declared by the board of directors.

Due diligence  This involves the process of obtaining and verifying information associ-
ated with an investment decision.

Ee

Earnings before taxes  The income of a firm before taxes are paid to the government.
Earnings per share  This ratio represents the amount of a firm’s income earned during 

the period per unit of ordinary shares.
Economic order quantity (EOQ)  The quantity of goods or inventory that minimises 

holding cost and ordering cost. It is the most efficient quantity that minimises the 
overall inventory costs

Effective annual rate of interest (EAR)  The annual rate of interest actually earned when 
compounding is considered.

Effectiveness  The degree to achieve desired results of goals.
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Efficiency  The ability to achieve possible higher results with the minimum use of 
resources.

Electronic funds transfer  The process used to transmit funds from one bank account 
to another through computer application.

Employee stock ownership plans (ESOP)  A scheme set up by a firm that enables employ-
ees acquire ownership interests in an enterprise. It acts as retirement programmes 
for employees just that the bulk of the employee’s retirement funds are invested in 
the shares of the employer.

Entrepreneur  An individual who bears the risk of starting a business. An entrepreneur 
combines labour, land and capital to produce goods and services to create value 
in the society.

Executive summary  It is the part of the business plan that summarises it in a way 
that helps readers know the purpose and the content of a material before reading 
further.

Ff

Face value  See Par value.
Factoring  It is the process of selling accounts receivable to another firm at a discount 

of the initial selling price.
Finance  A field that deals with resource allocation as well as resource management, 

acquisition and investment. It involves assets and liabilities allocation over time 
under conditions of different degrees of uncertainty and risk. It also involves rais-
ing money through the issuance of debt and /or equity instruments.

Finance companies  They are non-depository financial institutions that acquire funds 
by issuing financial instruments such as commercial paper, shares and bonds.

Financial assets  Assets used to increase revenue and acquire capital assets. Examples 
include shares, bonds and money market securities.

Financial instrument 
Financial leverage  Financing the operations and projects of a firm with debt. The 

higher the debt financing in the capital structure of the firm, the higher its finan-
cial leverage.

Financial planning  The act of establishing goals in monetary terms and developing 
strategies to realise them.

Finished goods  These are goods or inventory that have gone through all the 
production processes and are ready to be sold or distributed to retailers and 
consumers.

Firm commitment (Bought deal)  This involves the investment banker buying the entire 
issue from the issuer and reselling this to its clients.

Fixed assets  These are assets that have a useful life of more than one accounting year. 
They are also known as tangible assets.
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Fixed asset turnover  A ratio that measures the ability of the business to use fixed assets 
to generate revenue. It is calculated by dividing net sales by total fixed assets.

Fixed costs  These are costs that do not vary with output.
Fixed expenses  These are expenses that a firm has limited or no control over such as 

rent, mortgage payments, insurance, property taxes and income taxes.
Float  Used sometimes to describe the amount of money tied up between the time 

when a payment is initiated (e.g. when a customer sends a cheque in payment, 
probably through the mailing system) and the time when the funds become avail-
able for use in the recipient’s bank account.

Forecast  A quantitative future estimate.
Forecasting  The process of making a forecast.
Financial institutions  These are financial intermediaries that ensure the transfer of 

funds between the savers and the borrowers.
Financial regulators  These are government institutions that regulate the financial 

market to maintain financial market stability and to promote financial market 
efficiency.

Financial markets  They are markets where financial instruments are traded.
Franchise  A business practice in which a firm (franchisee) acquires the right to sell the 

goods and services of another (franchiser) for a specific period of time.

Gg

General partner  The partner in charge of the day-to-day operations of the partnership 
firm.

Generally accepted accounting principles (GAAP)  These are rules, guidelines, standards 
and procedures that govern accounting practices.

Goals  These are measurable objectives that can be realised within a specific time 
frame.

Gross income  The accumulated amount of money received from all sources of income 
of an entity during the year.

Gross profit  The amount left after cost of sales has been deducted from net sales.
Gross profit margin  A ratio used to determine the amount of gross profit generated by 

each dollar of net sales.
Gross working capital  This is the aggregate of current assets of a business, which 

include inventory, receivables, cash and marketable securities and prepayments.
Group-based lending  This is a lending model used by microfinance institutions in 

which loans are given to members in a group and the entire group is liable if 
a single member of the group defaults or does not pay the loan that has been 
taken.

Growth capital  Capital for financing the expansion of the business in areas such as 
launching into foreign markets, creating new product/ technology lines, accelerat-
ing production and/or acquiring competitors.
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Hh 

Harvesting  This is the final stage of investment, where the entrepreneurs or initial 
investors liquidate their investments.

Horizontal analysis  The process of determining the percentage change in an account 
on the face of the financial statement by using a base time period to subsequent 
time periods.

Human resource (labour)  The set of individuals that form the workforce of a firm, an 
organisation or an entity.

Ii

Income statement  A financial statement that measures the performance or the opera-
tions of a business over a particular accounting period. It matches the revenue, 
income and expenditure within the accounting period.

Individual banking  is when the MFI lends to individuals and the individual is respon-
sible for repaying the loan. In this case, the liability rests on the applicant and 
cannot be passed on to other people.

Inflation  It is an increase in the general prices of goods and services. It is mostly mea-
sured by the Consumer Price Index (CPI).

Information asymmetry  A situation in which a party in a transaction has superior 
information relative to the other.

Informal finance  This involves financial activities and services that take place beyond 
the scope of a country’s formal financial institutions and lie outside financial sec-
tor regulations.

Initial public offering (IPO)  This is the first offer or sale of shares by a private firm to 
the public.

Insurance  It is the promise of compensation for particular future losses in exchange 
of a premium (periodic payment).

Insurance companies  Financial institutions that receive premiums by selling insur-
ance policies and also invest the funds to earn sufficient funds to meet insurance 
compensation.

Interest  The amount of money paid to a lender for a credit used by a borrower.
Interest expense  This is interest accrued during the accounting period on amount 

borrowed by an entity. It is usually shown on the income statement.
Internal rate of return (IRR)  The discount rate that gives a zero net present value of an 

investment. It is the discount rate that equates the present value to the cost of the 
investment.

Interpolation  The use of mathematics to find an unknown figure that lies within two 
known figures.

Inventory  The items a firm has in stock not yet sold.
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Inventory management  It is concerned with ensuring that sufficient levels of inven-
tory or stock are maintained in order to meet the demand of customers while 
minimising the associated holding, administrative and stock out costs

Inventory turnover  A ratio that indicates how efficient a firm uses its inventory to 
generate revenue.

Investment banks  These are financial institutions that raise funds through the issue 
of debt and equity securities in the money and capital markets for firms and 
government.

Investment companies  These are financial intermediaries that issue their own shares to 
the investing public and use the funds they raise to invest in a diversified portfolio 
of securities.

Invoicing discounting  It involves obtaining finance and using the sales debtors as 
security.

Jj

Joint venture  The coming together of separate entities to undertake a business activ-
ity with the goal of making profit.

Just-in-time model  An inventory system that aims at obtaining inventory from sup-
pliers at the point when they are needed, and so avoiding the need to carry any 
materials or components stock. This inventory management system attempts 
to match physical need with inventory at the point in time the inventory is 
needed.

Ll

Labour intensive  Where a firm has relatively low investment in machinery and has 
relatively high labour costs as a proportion of it production costs.

Land  It is naturally occurred resources whose supply is fixed.
Leasing  This is an agreement in which one party (lessee) agrees to rent property from 

another party (lessor).
Leverage (debt) ratios  A ratio that indicates what proportion of the assets of the firm 

belongs to the owners and creditors.
Leverage, financial  The percentage change in earnings per share as a result of the per-

centage change in operating income.
Leverage, operating  The percentage change in operating income as a result of the 

percentage change in sales.
Liabilities  The future obligations of the firm as a result of past transactions or events 

with economic benefit.
LIBOR  London Interbank offered rate
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Life insurance  A contract between the insured and the insurer, where the insurer 
promises to pay the insured an amount of money upon the death or incapacita-
tion of the insured in exchange for a premium.

Life insurance companies  They are insurance companies that insure people against 
financial hazards following death or incapacitation. They raise funds from the 
premiums paid by policyholders and the funds they acquire are then invested in 
securities.

Limited liability company  A company in which the liability of the owners is limited to 
the amount of capital they have invested in the company.

Limited partner  A partner who is not involved in the daily operations of the partner-
ship and whose liability is limited to the amount of capital he/she has invested.

Limited partnership  A partnership agreement where partners have the liabilities of 
partners limited to their capital contribution.

Line of credit  A credit limit extended to a firm that may be drawn upon by the firm 
when required.

Liquidity  The degree by which an asset can be converted to cash.
Liquidity ratios  These are ratios that determine how a firm’s current assets can cover 

its current liabilities.
Lockbox  Financial services offered by banks to firms and other organisation in order 

to simplify the collection and processing of receivables by keeping the customers 
of the firms and organisations informed about sending their cheque to a location 
easily accessible by the bank.

Long-term debt  A debt owed by a firm, which is not expected to be paid within the 
current accounting year.

Mm 

Management  The process of working through or with people to realise a specific goal 
by effective and efficient use of resources.

Management buyout  See Buyout.
Marginal  The additional unit of output added by employing another unit of input.
Marginal cost  The additional cost of hiring an additional labour or the cost of pro-

ducing one more unit of output.
Market  An organised effort or arrangement where buyers and sellers meet to exchange 

goods and services.
Market ratios  These are used by investors to determine whether to invest their funds 

in a firm in exchange of ownership.
Market research  An organised effort to gather information about customers or a tar-

get market through surveys, tests and observation.
Market value  The selling price of something in a particular market. It is the value 

of a share of ordinary shares that an investor is willing to pay in the marketplace.
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Marketable securities  These include Treasury bills, bonds and shares which are easily 
traded on the financial market.

Marketing plan  A business plan, which describes or specifies how a firm intends to 
move products or services from production to customers or consumers.

Maturity value  See Par value.
Mergers  The combination of two different firms to become one.
Mezzanine finance  A type of finance with features of both debt and equity. It is debt 

finance that can be converted into an equity interest.
Microcredit  This is the provision of small loans to low-income or poor individuals, 

households and other economic entities with little or no collateral.
Microfinance  This is the provision of financial services to low-income clients and 

micro-enterprises that often do not have access to formal financial services.
Microfinance institution (MFIs)  These are institutions that are dedicated to providing 

financial services to small businesses and those who have no access to conventional 
banking services.

Micro-saving  This is a microfinance service that allows the poor and low-income 
earners to safeguard money and other valuable items and even earn an interest.

Mission statement  A statement that explains the purpose and the principles of a firm.
Monetary policy  The process of controlling the supply of money in a country with the 

aim of managing inflation rate in order to stabilise price and also build confidence 
in the local currency.

Money market  A financial market where short-term securities such as shares and 
bonds are traded.

Moral hazards  An instance where the borrower applies the funds for a different pur-
pose other than the purpose for which the funds were sourced.

Mutual Funds  These are investment companies that raise funds by issuing their own 
shares and invest the funds in diversified portfolios of shares, bonds and other 
securities.

Money Market Mutual Funds  These are a form of mutual funds that focus on money 
market instruments such as Treasury bills and commercial paper.

Mutually exclusive  A situation where the occurrence of an event prevents the occur-
rence of the other. It is impossible for mutually exclusive events to happen at the 
same time.

Nn

Negotiable Certificates of Deposits (NCDs)  These are short-term marketable securities 
issued by banks and savings and loans institutions to raise additional deposits. 
Investments in NCDs are for a specified period of time at a specified fixed or vari-
able interest rate. They are negotiable because investors can negotiate on the terms 
of the issue.



  Glossary  419

Net income  The earnings after taxes, interest and deductions of other expenses.
Net present value (NPV)  It is the sum of present values of cash inflows and out flows 

over a period of time.
Net profit margin  A ratio that measures how much a firm earned on each dollar of 

net sales after payment of interest and taxes. It is calculated as net profit divided 
by net sales.

Net return on assets (ROA)  A ratio that shows how much a firm earns on each dollar 
in assets after payment of interest and taxes. It is calculated as net profit divided by 
total assets. It is also, known as return on investment (ROI).

Net sales  Gross sales or revenue less returns and allowance.
Net working capital  This is the difference between total current assets and total cur-

rent liabilities of an entity. It is a measure of the entity’s liquidity.
Net worth  The assets of an entity less its liabilities.
Non-life insurance companies  They are insurance that insure their policyholders 

against general casualty apart from life, such as loss from theft, fire, and accidents.
Notes payable  A promise to pay a creditor an amount owed with interest for a speci-

fied period of time, normally within a year.

Oo

Open market operation (OMO)  A tool of monetary policy that involves the purchase 
and sale of securities by the central bank.

Operational self sufficiency (OSS)  A ratio that measures the ability of the microfinance 
institution to cover its operating expenses given its operational income.

Operating expenses  These are costs associated with a firm’s operating activities and 
reported on the income statement.

Operating income  The excess of gross profit over operating expenses and reported on 
an income statement.

Operating profit margin  See Gross profit margin
Operating return on assets  This measures how much a firm earns on each unit of 

an asset prior to the payment of interest and taxes. It is calculated as operating 
income divided by total assets.

Opportunity costs  The value of next highest alternative forgone in order to make a 
decision.

Ordinary annuity  An annuity where same fixed payments are made or received at the 
end of a particular period.

Ordinary shares (Common stock)  These are shares issued by companies (either public or 
private) to raise long-term capital (equity). Ordinary shares represent ownership 
right in the company and shareholders have voting rights.

Organised markets  These are markets with comprehensive regulatory framework with 
traders linked to one platform.
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Organising  An orderly process of defining, structuring, integrating the activities and 
resources of an enterprise in order to realise specific objectives.

Over-the-counter market (OTC)  This is a largely unregulated market, whereby geo-
graphically dispersed traders, who are linked to one another via telecommunica-
tion systems and computers, trade in securities.

Owners’ equity  The net worth of the firm or an entity. It is calculated by deducting 
total liabilities from total asset.

Pp

Par value  The value by which a bond or a share is issued or can be redeemed.
Partnership  An arrangement where parties carry out a business as owners with the 

aim of making profit.
Payback  A method used in capital budgeting to determine the period within which 

the initial cost of investment of a project can be recouped.
Percentage of sales method for calculating a pro forma balance sheet  A method of cal-

culating a pro forma balance sheet based on the fact the assets and liabilities vary 
with sales.

Percentages sales method for determining new financing  A method of determining the 
amount of new source of finance for a firm in the future based on the fact that 
asset and liabilities vary with sales.

Petty cash  A fund used to pay for small amount of daily expenses such as postages, 
transportation and stationery.

Preference shares (Preferred stock)  These are shares that have the features of a bond 
and an ordinary share. Preference shareholders are guaranteed a percentage return 
on their investment as dividends but they do not have voting rights.

Pension funds  They are depository institutions that provide pension benefits to 
retired employees by receiving regular pension contributions from the employees 
and their employers.

Portfolio at risk (PAR)  A ratio that measures the percentage of the loan portfolio of the 
microfinance institution that is overdue or is likely to be exposed to significant 
risks in the future.

Price  The cost of a product or service charged by an entity.
Price–earnings (P/E) ratio  This indicates the earning per share investors are willing to 

pay for a share.
Primary market  A market for initial issue of shares by a firm to the public.
Prime rate  The lowest interest rate at which money could be borrowed from a bank.
Principal value  See Par value.
Private company  It is a company that does not sell it shares to the public and therefore 

has a limited number of investors or shareholders.
Private limited company  See Private company.
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Private placement  This is the issue of securities to specific investors (usually large 
institutional investors). Under private placement, the issuing firm arranges and 
places the securities with few institutional investors as opposed to issuing to the 
general public.

Pro forma balance sheet  A statement of financial position for a future period.
Pro forma cash budget  A projection of the cash inflows and outflows for the future 

period of a firm. It usually has three sections, namely, operating, investing, and 
financing activities.

Pro forma income statement  A financial statement that measures the performance or 
the operations of a business for a future period.

Proceeds  The amount received after all deductions have been made out of the value 
of a loan. It is money received or earn out of an activity or event.

Profit  An amount that is earned on an investment or from carrying out a business 
activity.

Profitability  The return on investment. It is calculated by dividing net profit by assets.
Profitability index  The ratio of payoff to the cost of investment of a proposed project. 

It is computed as the present value of the benefits divided by the present value of 
the costs. It is used to rank alternative projects in capital budgeting.

Profitability ratios  These are ratios that measure the firm’s ability to generate profit out 
of its operations to pay a return to equity and debt holders. They also measure the 
entity’s potential to earn income in excess of its operating costs.

Public company  This is a company whose ownership is opened to the general public. 
It can therefore offer its shares to the public and subsequently list these shares on 
the organised stock exchange.

Public limited company  See Public company.

Qq

Quantity discount  Type of discount offered by suppliers to customers who purchase 
in bulk quantities.

Quick ratio  This measures the liquidity of a firm without liquidating its inventory. 
It is calculated by deducting inventory and prepayments from current assets and 
dividing by current liabilities.

Quoted rate  See Stated rate.

Rr

Ratio  The relationship between two variables expressed as a fraction.
Ratio analysis  The process involved in establishing the mathematical relationship 

between variables and it involves comparing one figure against another to pro-
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duce a ratio and assessing whether the ratio indicates a weakness or strength in an 
entity’s affairs. It is useful for determining the health of a business.

Raw materials  The type of inventory used by firm in producing final goods.
Repurchase agreements  It is the sale of securities by one party to another with the 

agreement of repurchasing the securities at a specified price on a predetermined 
future date. It is also known as repo.

Reserve requirement  A proportion of deposit used by banks in their daily operations 
without giving it out as loans. It is usually established by the central bank. Reserve 
requirement is either kept with the central bank or in the bank’s vault.

Retained earnings  The amount of a firm’s profit that is not distributed as dividend to 
shareholders but kept for future investment.

Return on assets (ROA)  See Return on Investment (ROI).
Return on equity (ROE)  A ratio that indicates the net income as a percentage of share-

holders equity. This is a profitability indicator of the firm.
Return on investment (ROI)  A measure of performance used to examine the efficiency 

of an investment. It is used to the measure the earnings or returns of an investment 
relative to the cost of investment.

Revenues  The amount amount of money received for undertaking a business activity 
over a specific period.

Risk  The degree of uncertainty surrounding the returns of an investment.
Rural and Community Banks (RCBs)  They are unit banks owned by members of a rural 

community through purchase of shares.

Ss 

Salvage (residual) value  The estimated resale value of an asset at the end of its esti-
mated useful life. It is the value of an asset after depreciation over its useful life. 
Used as one of the variables in calculating for depreciation.

Savings and loans institutions  They operate just like commercial banks but they are 
either mutually owned or have corporate share ownership. They also accept depos-
its and give out loans.

Secondary market  A type of financial market where already issued financial securities 
are traded.

Secured debt  A debt that is backed by a specific asset or resources of the firm.
Securities  See Financial instrument.
Securities and Exchange Commission (SEC)  A government institution established to 

protect the interest of investors and maintain the integrity of the securities market 
of the country.

Seed capital  Capital for financing the preliminary operations such as market research 
and product development. Seed capital is invested in research and development 
before the business can start investing.
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Shareholders  These are individuals or institutions that legally own shares of a firm.
Short-term debt  This is an obligation that is due to be paid in the current accounting 

year, usually one year or less.
Simple interest  The amount paid (earned) on only the principal amount stated.
Sole proprietorship  A form of business owned wholly by an individual who operates 

it for the purpose of making profit
Staffing  The process of employing competent personnel in a firm to implement busi-

ness plans.
Start-up capital  Capital used in setting up a business venture. It is used to finance 

activities such as the hiring of staff, renting of office space, equipping the produc-
tion system among other things.

Start-up costs  The costs incurred in setting up a business such as registration charges, 
legal fees and employee training cost.

Stated (quoted) rate  The interest rate that is listed, normally on annual basis and does 
not consider the effect of compounding. It is also known as listed rate.

Statement of cash flows  See Cash flow statement
Statement of financial position  See Balance sheet
Statement of comprehensive income  See Income statement
Stockholders  See Shareholders.
Stocks  See Inventory
Strategic planning  The process of developing the long-term plan of the business.
Strategic plans  The long-term plans of the entire firm.
Subsidy dependence index (SDI)  A ratio that measures how much average yields have 

to increase in order for the microfinance institution to exit subsidy dependence 
given its portfolio size.

Tt

Tax factor benefits  The opportunity granted by the tax law for a firm to deduct or 
write off once a new investment is made.

Tax factor costs  These are costs resulting in additional taxes that have to be paid by 
a firm.

Taxes  These are payments made to the government in return for the goods and ser-
vices it provides.

Taxes payable  The accrued taxes not yet paid by the firm.
T-bill  See Treasure bill.
Terms of credit  See Credit terms.
Times-interest-earned  This is a ratio that shows the relationship between operating 

income and the amount of interest to be paid on debt to creditors on yearly basis.
Time value of money  The loss of value of money as a result of inflation
Total assets  The aggregate of current and non-current (fixed) assets of a firm.
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Trade credit  This is the provision of credit by suppliers to their customers. Trade 
credit provides financing because the firm does not have to pay upfront.

Trade discount  This is the amount deducted from the selling price of a good or service 
purchased by a customer.

Treasury bills  Short-term debt instruments or securities issued by the central bank on 
behalf of government to meet the short-term needs of the government.

Trust  A legal entity that has a legal persona of its own. Properties or assets placed in 
the trust are separate form that of its owners.

Uu

Underwriter  An investment bank or a person that buys securities issued by an entity 
and resells them to investors.

Underwriting  The process by which an investment banker purchases, packages and 
resells a security on behalf of a client. It is also defined as the process of determin-
ing the creditworthiness of a potential borrower by a lender or financial service 
provider.

Unit trusts  They are investment companies, which buy a fixed, often unmanaged 
portfolio of securities and thereafter issue units (shares) in the trust to investors.

Unsecured debt  A debt that is not supported by collateral security.
Unsystematic risk  Risk that is specific to a business. It does not affect the entire mar-

ket or economy.
Use assets  See Fixed assets.

Vv

Variable costs  The costs of production that varies with output level.
Variable expenses  The type of expenses that an entity has control over.
Variance  A deviation from the expected or the estimated.
Venture capital  This is money provided by investors to start-up firms and small busi-

nesses with perceived long-term growth potential.
Venture capitalists  Investors who provide funds towards the expansion and the latter 

stages of a business development.
Venture capital companies  See Venture capitalists.
Vertical analysis  A method of financial statement analysis where assets, liabilities and 

equities on the statement of financial position is expressed as a proportion of total 
assets. Also, the items in the statement of comprehensive income are expressed as 
a proportion of revenue.

Village banking  This is a model used by microfinance institutions where neighbours 
come together in financial support groups called ‘village banks’. The village bank 
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then invites people who want loans to come and write their names. Once a certain 
number has been reached, the people on the list are used to form a group.

Ww

Warranty  The guarantee that a product or service purchased will work under certain 
terms and conditions. In the event of failure of the product not being able to work 
under those terms and conditions, the purchaser is entitled to a specified remedy.

Weakness  The areas where an entity falls short and as such needs improvement.
Weighted average cost of capital (WACC)  The computation of a firm’s cost of capital 

where each category (namely, ordinary shares, preference shares and bonds) of 
capital is weighted proportionately.

Will  A document that directs how the estate of a deceased is to be distributed among 
beneficiaries

Work-in-progress  The stock of goods that are yet to pass out of production as finished 
goods.

Working capital  The aggregate of current assets and current liabilities.
Working capital commitment cost  The cost of maintaining specific levels of working 

capital necessary to meet requirements of lending institutions.
Working capital management  The policies and strategies to effectively and efficiently 

control the user of current assets and current liabilities to provide the firm with a 
maximum return at a minimum cost.
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