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i.    £Stt££i 

Hit surf»««* of thU fiüoer  m te provi J« bai.kgroun«" Material for 

disunion on varioui aspert« of financing and inveMnent. 

mm or UIWMHTWM 

Ihm lo io mat Ion usrd 1« the 'us* ©f fundi' tcctlon oí this paper 

I« sated largely on « report er«p«rfd fey »eat,  Harwich, Mitchell 4 Co. 

{MMMivawnt Consultants) on ««half of the Mattonai Economic Development 

©ffie« (MEWÌ «A4 it *ttfciithr4 ur-ler th« tUU  'A Floanci-l  Study of 

Irltish Machinr Tool Ceejaenit-s'.      Th« findings contained in this report 

are the resait  of a study carried out by the fir» into th« financial 

•ari ornane e and man»gomciU otact ices of a number of wach in« tool 

«•nufscturlng coeipanl- *.      UM author was the partner In charge of the 

•tudy. 

Although the «tudy covar eu th« fear* 1968-1912, for the purposes 

•f thl* (Nfj«r, single ratios and percentages for th« period are usad to 

«••«nitrate th« mf 1« uh ich funds «ere deployed. 

The «te t hod • of financing wer« not pott of the study auch that the 

section,  'source of funds' is dealt with 1« a more geneial «My.     The 

sources discussed ire, nevertheless, appropriate to the industry. 



~¿- 

1é
     !.ìN^.N,!.-.I,AI-,->'t?l'.71'!,KI.J"' '• y'x*'Hj^' 

Th*>   following-, dJ;if:i ii.i  !liii''r«!^   t!ir  di.i'ío  bi-tvcc-n   thr   sources 

and use of   funds  nnd,   ir  «ji. doing,  uncís, i ! m< s   UM-  fa>.t  that business 

comprises   ft   SíT;";   of   tranw LU.i!;, 

sourie »• o'- ruN'ir US F OP FUNDS 

fA\M l-'lOM 

*'  SCHJKCt. AND USK  OF FUND." 

In order to demonstrate tht source and use of tundí,, the following 

atatement was prepared as a result ot the survey, It i% divided Into 

two tlm<? periods, namely 1968-19*0 and 1971-1972. Thr reason for this 

division is to reflr-ct the different levels ot activity betveen the two 

period« in that the Utter (1971-1972), in tern» of turtnver, vas lower 

th«n tht former (196S-1970). This applied to the British machine tool 

industry as a whole. 



SOURCE 

Profit before depreciation 
(pre-tax,   pre   interest) 

Reduction  in debtors 

Increase  in creditors 

Short terra borrowings 

APPLICATION 

Tax« dividends and interest 

Addition* to fixed assets 
(net of disposals) 

increase in stocks 

Increase in debtors 

Reduction in creditors 

Exceptional itens 

3 yoars 
I OC-70 

7. 

80.0 

5.2 

14.8 

100.0 

100.0 

2 ypArs 
1971-72 

'«8.6 

20.9 

30.5 

100.0 

46.3 22.1 

20.0 30.5 

25.7 7.6 

4.6 - 

- 32.4 

3.4 6.7 

100.0 

The significant difference between the two perioda IM* the considerably 

reduced level of profita - and,  in tura, retained earnings - la th« second 

period (26%) comp*red with the first (34%).      A further fact was that, 

whereas the investment la stock during 1968-70 accounted for 26%, this 

dropped to 8% in 1*71-72, again reflecting the lower level of activity. 

It will be seen thet  30% of the funds available during 1971-72 cane 

fro« short ter» borrowings,  this being equivalent to the amount invested in 

fixed assets. 
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-*>.       USF.   OF  FUNDS 

Funds  iirc  used  bns ic« i ly   in   fwo ways: 

- provision of working capital 

- acquisition of  fixed assets. 

-  Working capital   i.itio;     2.5 

This measures  Ihc  ratio of current assets  (i.e.   stock,  debtors and 

caah) to current  liabilities  (I.e. creditor, and overdraft).      Since 

'current' normally implies that assets will be converted to cash within 

• year and that current Uabiluie. will need -  be paid within a year, 

this ratio is  Important in terms of a company's ability to continue and 

*xp*nd ita trading .ctivitic,.      Capital goods  industries (e.g. machine 

tools) tend to have a higher ratio that, other types of industry because 

of the relatively high Inveito«,t  in atocks (Including work in progress) 

and the length of credit given to their customers. 

• Liquidity ratio:     t.o 

This .hows   the extent  to yhUh  'liquid' assets  (i.e.  debtor, and 

c.ah) cover current  liabilities f,.„.  creditor, and overdraft).      Thli 

ratio 4M.tr«f. a copy's ability to pay it, ll.biiltu. fro« ..set. 

which are normally realisable quickly. 

- Trade debtor«/creditors 

A lUdy of  the campani., indeed  in the survey showad that. 

• dottor. Uwati«.,,) were being giv*n/or taking D w.«k, eradU 

- creditor. Cruller.) mrr btlBf Nld j^ ^.^ ,fUr ^^ 

of the goods. 

These pi-rigd» of  rndlt haw «n  i««.!..,   , 1 f an  l«P°'tant  impact  on  the amount of 

working capital   tt«fuir<»d  in a business. 
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- Stockturn:     1.6 

This measures  the number of   times  stork  HnM,,^ times  srock   (including work  In progress) 
I», b..  tur«, ov„  in a ye.t.       It u c.U|lUt,u    y ^^ ^ ^ 

•f stock,  ,«„ »*. co„ „, ..,., (N,   „„, ,„„ v„lijt ef MUi >s jt  the 

more usual   practice). 

The  ratio  reflect,  the comparatively long production cycle of 

machine tool manufacture. 

5.2.  Fixed capital 

- Investment per employee: 

The companie, surveyed showed the foiling levels of investment 

per employee i 

r 
Capital employed« 

Plant and machinery 

* includes investment  i« working capita! 

It will be seen that, apart from 1970,  th.re was . .te.dy increa.e 

In the amount of investment per employee. 

- Ate itructure of PU*t and machinery: 

t*e •!« structure of pU„t and machinery In the complies .urveyed 

showed th# following pattern: 

% 

23   , 

20 • 

24 

19 

_ 

15 « 

16 
13 

10 « 

12 5 - 

0 

« 
7 

1 1-3  T 

fears eld 
4-5 6-10 il-15 16-20 21-25 26+ 

TlHii, 53% of plant vai ten veers eld or 1 eaa. 



6•   SOURCK DF FUNDS 

The following brief survey « f the suurce of fund» for companies It 

relatid spe«. if leal iy to the pru^ticea within the IJK. 

Thct« ait l)d:.ic..!ly ihrci. «iuutcti of funds available? 

6.1, Retained profits 

Keta in« d profit* are rhe mast Important single- source of finance In 

the UK today. 

^•2. Profitable mc of existing funds 

tt la expensive to seek external funds.  Before doing so, therefore, 

It is Important to examine the use beln| made of current resources tied up 

In such assets as: 

- storks, woik in progress, debtors 

- unprofitable activities 

- surplus or under-employed assets - land, plent, etc. 

6.3. External finance 

There are haMrally four types of external finance: 

• short term borrowine (1-1 ye^rs) 

• medium term borrowing (3-10 years) 

• long term borrowing (10 years or more) 

• permanent capital, 

each of which is dealt with stparately In the next section. 

7*  TYPES OF FXTERNA?, FINANCE 

7.1. Short-term borrowing 

This is normally arranged fcr: 

- specific seasonal/cyclical situations 

- financing genrr&l working capital requirements 

- bridging finance prior to making mor. permanent arrangements. 

m 



- .Bjf* ovcrdrm  facilitai   orrum   0i   an „groad   l|ni   ü   cedit   (technically 

• t call) on current account who t repjywnt  Ums     in practica, vary ira« 

being on call  to up to one year.      They tend to b« renewable unless 

j Covtitn.-u.Ui. 4.ita*ur*is uec.it u uti.t.wi«».. 
j 
j At one  tin? such facilitici «are generally gtaiited on .?» unsecured 

j basis tut today about 607,  such  lending is secured. 

" JtU financing (trade bills and acceptance crediti)  is a nethod of 

j financing either buyer or seller (it must always be justified by a 

transaction involving thr sal« or purchase of goods) and baaed on a 
I 
J written undertaking by the borrower to pay a particular sua at a* agreed 

future date (a bill of exchange).      if a finance hovse 'accepts* the bill 

(for which it is paid connisalon) it undertakes unconditionally to meet 

that bill at maturity, thus inking that bill discountable (at a rate 

which is slightly higher than normal bank overdraft interest) for cash 

in the monty market and p'ovidine the borrowr with credit supplretentary 

to h la noma I overdraft facilities. 

Trade bill» are those siftn-o by the buyer whieh the sailer gals 

accepted so that he can sell than at a discount. 

Acceptance credits arise through a purchaser drawing a bill on an 

accepting house, discounting it and paying the supplier with the proceeds. 

* Sfff** fr** »»PPHiH arises in i variety of ways and la the period between 

Hie receipt of supplies ana the payment for the«.      The study showed that 

the average length of credit being taktn from supplies was il weak«. 

* Invoice discounting arises when a company posses specific unpaid dobts 

to a factor and receives an «greed percentage (say eO%-gO%) of those 

debts lirmediately and the balance on collection (for which either the 

factor or the company may be responsible). 

" Export finance (short and medium term)  is available from banks, often on 

preferential  terms,  so long as  the debt is insured (in practice by the 

Export Credits Guarantee Department). 
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"•|t,,h "•"•'•"••   '•">:   rv,^,.ie.   u...   t»;    ucllu:.,  of bill   fln.nring 

•nd ..„po.i   f,rt„cr  v ,,.  ..,u.   ;vf   y  to.   th   jf  cv|rs a    ,ui.m   s ^  ^ 

«»«««.I, ,i e,.IH ..,„ r.n„ r, .. ,„„ m, ,,,.my ,„,„ a UUcr of credit 

*Hh H •.„*• • .. up ,„ „„,.„ yM|S ^^ lh(| Aum.vr may borrüw the m(jney 

fi«* *   han,   |..vKt,|   b;    .,  fcuftTv.rt«,    fru:1   !u;ü, 

7,/     M-rjttuta t   r-r   '.n.-rov ;?>; 

H^iüf.   ltt      hun,wlt£    i ormally   UM<d   fori 

•   flt»..nring   Uxed «s«u i  ex,,..nd ! ture 

- ruMI««.   mure appror, ui, ,y,   lhe  pcrfnanpn,   nortlon of gn ovcr-rjift 

- providing working c.„li,>   ,Wndì   3Í a ^.„^ of pUnn<}<J ^^ 

• lUlfJfiü^affi *e•s ftl.   „rlir„d  lnlu bt,tw_ .   „^ ^ ^  ^ 

Wrr«»,  vho hiri , |o0-J h„   „ purcha,ing f()r an tìgrfid pprio<j wuh M 

*"« to purchâ„   U|f- for a _lrnl  _ afur flu   the  ^^ ^ 

tei  M«   -   «M.,r   .   (^U   M|<t   arraniU,racnt   (oUltrwfM   r(JWpir<lbJe) 

ovner«>iip fin»*.. >.   iiordiiit-'lv. 

J. ~ET-__..^. «f        -tallar to Mr, purrbv:r   Mvr nn)y ^ ^.^^ 

• Uy.-.  with  th«   •,••   -:• ri,,,   j .      r   ,        . 
       Inf 1   for suppliers of 

!•  Mtmn«   tt3|t|  computer manufacturer»), 

i*ty  of  s^irtr...  'joint  stock bank», 

•erchiint   h«r.k«,   tinnir*  iso.t^s) »   ,.„,,,   ,, 
•••>•      A  t««.m  íoan  is 0m- mad« for a  fixed 

period,   iiomllv  starrt    w'th »«   ««•« 
•. w.th »n lnurr.t  rate th.t  l, fu,,«, or bflged 

on  tht  basi«  r*t(    , wUh  -. Hin*«! J 
•mi*«) „„„ m,d, vith ctuln con, Itlon» which, 

if contuve,  «,.,,,,   it rep<iyabifi  lrW(dlllUly 

••'ly-t„i.ied  l0 „„,,,,,«  finance for fixed a„ets. 

S a t «.• a nd _l»« av Jbflr K 

A ror^any v».^, 0„ ,  ,   ,,,,,„,„„ „ „ 
t'Op^.y *«id rehires additional 

í Inane*  tt¿y   .,,-K     ,    to  a  i,,.,,,.,..,    f 
3,».p.rty  ^ve.Mn.nt  c..np.r,v or,   possibly,  an 

Insurance company.       f [r-.ltnr.-c.j.. ! > vit>   th , 

agurd  upon,   ivi'     .-r^ri   , ••«. »  „ 
fc    "•  ^ssoe of the property at 

«»  it<itîd   rental, 
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ftprt^agea 

Money is borrowed and, as *. :urity, the .-rnpany giv-s a charge or 

Hen on Its property.  If the company tails to pay the interest dur, the 

tender will be- able to exercise iti. right under the mortgage deed and take 

possession of the property wortgafy. d. 

Has ten lb-, r.ortr.a^rs ar> available fro;.i in.'urnnc' compani« s, trust 

funds, bank:; and Investment oompanUs. 

7.4. Permanent capital 

This basically consists of ordinary and preference shares. 

7tS. Other sources 

- Finance Corporation for Industry Limited (FC!) 

FCI provides finance- for companies where they are unable to atttact 

it from normal sources and the project for which it is required jppears 

to be important in the national interest. 

- Industrial f,  Conmetr ini Finance Corpi.rat ion Î imi te-d flCKC) 

Generally provides finance to the smaller companies. 

- Government grants 

E.g. towards cxpendit-urr- involved in setting un in a development 

are«. 






