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reached by a particular country or area in the development process. Mention of firm names or
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PURPOSE

The purpose of this paper is to provilde background wmaterial for

divcussion on various aspects of financing and investment.

OoF MATION

The information used ta the 'use of funds' scction of this paper
is Deted large?, on & report prepared by Peat, Marwick, Mitchell & Co.
(Manegement Consultants) on behalf of the Natiomal Ecomomic Development
Office (NEDO) and is publishcd urder the title ‘A Flusncial Study of
British Machine Tool Companies'., The findings contained in this report
ave the result of a study corried out by the firm into the flaancial
pezformance and management practices of a number of machine tool
menufacturing companics. The euthor was the partner in chnr'.e of the
study.

Although the scudy covered the years 1968-1972, for the purposes
of this paper, single ratios and percentages for the period are used to
demenstrate the way im which funds were deployed.

The methods of financing were not part of the study such that the
section, ‘source of funds' {s deslt with in a more general way. The'

sources discusscd are, nevertheless, appropriate to the industry,
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The following diagtas )intirates the divie o between the sources
and use of funds and, ir so doirg, und.iltnes the fact that business

compriscs a sericon of tranuaer Licnas,

SOURCE O M Jsr OF FUNDS

cawm Fom 0

4, SOURCE AND UNE OF FUNDZ

In order to demonstrate the scurce and use ot tunds, the following
statement was preparcd as a result o! the survey, It iy divided into
two time periods, namely 1968-1970 and 1971-1972, The reason for this

division is to reflect the different levels ot activity betweer the two

periods in that the latter (1971-1972), in terms of turnaver, was lower ;

than the former (1968-1970). This applied to the British machine tool

{ndustry as & whole.
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3 years 2 years
15¢28-70 1971-72
% %
SOURCE
‘ Profit before depreciation 80.0 48.6
(pre-tax, pre interest)
i Reduction in debtors - 20.9
Increase in creditors 5.2 -
% Short term borrowings 14,8 30.5
3 100.0 100.0
APPLICATION
Tax, dividends and interest 46.3 22.8
Additions to fixed assets 20.0 3.5
(net of disposals)
Increase in stocks 25,7 1.6
; Increase in debtors 4,6 -
Reduction in creditors . 32.4 |
Exceptional items 3.4 6.7
100.0 100.0

The significant difference between the two periods was the considerably
h teduced level of profits - and, in turn, retained earnings - in the second
period (26%) compared with the first (34%). A further fact was that,
whereas the investment {n stock during 1968-70 accounted for 26'!.; this
dropped to 8% i{n 1971-72, ezain reflecting the lower level of activity,

It will be seen that 30% of the funds aveilable during 1971-72 cm

from short term borrowings, this being equivilent to the amount invested in

fixed assets.




5.

USE OF FUNDN

Funds are used basically in two wavs:
- provision of working capival

= acquisition of fixed nssets.

5.1, Working capital

= Working capital jatio: 2.$%

This measures the catio of current assets (l.e. stock, debtors and
cash) to current liabllitles (1.e. creditors and overdraft), Siace
‘current’ normally impllies that assets will be converted to cash within
& year and that current liabilitles will nced *- be pajd within a year,
this ratfo s Impnrtant in terms of a company's ability to continue and
expand {ts trading activities, Capital goods industries (e.g. machine
tools) tend to have a higher ratio than other types of industry because
of the relatively high Inveatment in stocks (Including work {n progress)
and the length of credit glven to their customers.

Liquidity ratfo: 1.0

This shows the extent to which '1iquid’ sxsets (L.c. debtors and

cash) cover current lishilittes ((, a0, creditors and overdraft), This

ratio desonstiates a company's ability to pay its liabilities from assets

which are normally realisable quickly,

= Trade debtor:/creditors

A study of the companirs {ncluded in the survey showed that;
e dedtors (customere) were being ziven/or taking 13 weeks credit

= creditors (s:ppliers) were heing pald 1l weeks after delivery

of the goods.

Theae pirdads of credle bave an Importent impact on the amount of

working cap!tetl tequited in g bus iness,

o Rk T ac e iest



- Stockturn: 1.6

This measures the number of times stock (including work (n progress)

has been turned over in a year, It is calculateq .y dividing the cost
of stocke intn the cosat of sales (NB not the value of galey as {s the

more usual practice),

w e . el

The ratic reflects the comparatively long production cycle of

machine tool manufacture,

5.2, Flxed capital

- lnvestment per vmployee:

The companies surveyed showed the following levels of fnvestment

per employees

1968 | 1969 ] 1970 ‘1971] 1972

[ 4 £ £ £ £
Capital employcd* 2,637 12,9021 2,716 3,056 3,300
Plant and machinery 1,205 1,331 1,282 1,961 1,573

* {ncludes investment in working capital
It will be seen that, apart from 1970, there was a steady increase
in the amount of investment per cmplovee,
= Age structure of plant and machinery:
The age atrueturé of plant and machinery in the comparies surveyed
showed the following pattern:

%
5 .

20 -

| 15 2

19
10 4 16

13

1-3 4-5 6-10 11-18 16-20 21-28% 26+
Years old

Thus, 537 of plant wa: ten vears old or less.




G, SOURCE OF FUNDs

The foilowing brief survey «f the source of [vnds for compenics is

related specificaliy to the prartices within the UK,

There are boulenlly three soutces of funds available:

6.1, Rotaincd nrofite

Retained profits are the most important single source of finance in

the UK taday,

6.2, Profitable use of existing finds %

It {3 expensive to seck external funds. Before doing so, therefore,

T

it {2 fmportant to examine the use being made of current resources tied up
in such assets as:
= slocks, woik in progress, debtors

= unprofitable activitics

= surplus or under-employed assets - land, plant, ete,

6.3, External finance

There are basically four typcs of cxternal finance:
= short term borrowine (1.1 vears)

= medium term borrowing (3-10 years)

= long term borrowing (10 years or more)

- permanent caplrtal,

each of which is dealt with separately in the next section,

7. TYPES OF FXTERNAL FTNANCE

7.1. Short-term borrowing

This is normally arranged for:
- specific seasonal/cyclical situations

~ financing gentral working capital requirements

- bridging flnance pricr to making mor:

perinanent arrangements.




- Bank overdratt facilit e: censist of an agreed lince 0 credlt (technically

at call) on cuirent account who e repaynent terms  in practice, vary [rom

being on call to up to one year. They tend to be renewable unless
Goveruiwue weasures decvee uthiiwive.
At one time such facilitics were generally granted om an unsecured

basis Lut today sbout 607 sueh lending is secured.

- Bill finsncing (trade bills and acceptance crcdits) is o wmethod of
financing efther buyer or seller {{t must slvays be justified by a
transaction {nvolving thr sale or purchase of goods) and based on o

written undertaking by the Yorrower to pay & particular sum ot sn agreed

future date (a bill of exchange). If a finance house ‘accepts’ the bill

(for which it is paid commissfon) it undertakes unconditionally to meet
that bill at maturity, thus making that bill dis:ountable (at a rate
which is slightly higher than normal bank overdraft {nterest) for cash
in the money market and providing the borrower with credit supplementary
to his normal overdraft facilities.

Trade bills are those sign:¢ by the buyer which the seller gets
sccepted so that he can sell them at a discount.

Acceptance credits arise through a purchaser drawing @ b!1l on en

sccepting house, discounting it and paying the supplier with the proceeds.
= Credit from suppliers arises in o variety of vays end s t?e period between

the receipt of supplies ana the payment for them., The study showed that
the aversge length of credit being taken from supplies was 11 weeks.

« Invoige discounting arises when a company passes specific unpaid debts
to a factor and receives an agreed percentage (say 60%-80%) of those
dcbtsnimmcdiatoly 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
brcferential terms, so 1§ng as thce debt s insured (in practice by the

Export Credits Guarantee Department).




Wdteh va bt age Crmpavies uee th oot L of BN finanring
and export firegcy WPTE ROt Ve y e the i evors 8. tusiness where the
perfods ot ciedft canovange fpom cash on delivery (via a letier of credit
wWith a bank' (¢ up to seven years whery the supplierr mav borrow the money
from a ban. backeq b 4 guararies frem LG,

Tod Medlum e nrres g

Medlur (et huvicwtrg i cormally ueed for;

©HInancing U aed msst expondityre

= funding, more ppropriately, the permanent nortion of an overdraft

- Providing working capital demund: of a progranme of planned growth,
* Hire purchase aprecmints o). trtered Anto betwoen @ finance house and the

borrower who hir. 4 goods he g purchasing for an agreecd period with an
option to purchase them for a nomival sum aficr all the instalments haye
been patd - undec 4 credit sale arrangement (othcrwise comparable)

ownerehip pasc, s tranediatoly,

1
» Iquiprent leacine fe Amitar to kip, purchat save oniy that ownersidp

stays with the ' .. This v et « " ling 1 for suppliers of

capital good. (v g. machine terls, computer manutacturers),

- Term loans are avaflabpl. fron a varfery of suarces (Jolnt steck hanks,

merchant barks, 1innnce Gousas), Pteim toan is one made for a fixed

period, normally secured, with an interest vate that ls fixed or based

on the bLase rate ,wigi - “Aoimum) snn made with certain con itions which,

tf contravencd, mak- o repayabic fomediately,

7.3, !& teim hmnﬁigg

This is normaily <htafned (o provtde f!rance for fixed assets, 1

Sale and lﬁﬂi?bﬁfi

A company b gan ¢ valuable bropesiy avd reqguires additiona]

tlnance may sely | to 4 Peaperty [avetue nt SOTMDALY or, possibly, an
Insurance Company. Clraltarecun ! wits Lthe sale, g ‘ong term lease {s
sereed upon, e L ey Now “cecoming the losgoe of the property ot

& 9tated rental,




7.4.

1.5,

0.

Mortpages

Money is Uorrowed and, as s surity, the conpany gives a charge oy
lien on {ts property, If the company fails to pay the interest duc, the
lender will he able to excreise ive right under the mortgaye deed and take
possession ol the property wortgap:d,

Basicallv, rorteages are avaiilable from inturance companirs, Lrust
funds, banks and investment companics.

Permancnt capital

This basically consists of ordinary and preference shares.
Other sources
= Finance Covpovation for lndustry Limited (FC!)

FCI provides finance for companies wherc they are unable to attract
it from normal sources and the project for which it is required Jappears
to be important in the national intcrest.

= Industrial & Caamcicial Finarce Corporation [imited (10F0)

Generally provides finance to the smaller companics,

=~ Government grants

€.8. towards cxpenditure {nvolved in sctiing un in a development

ares.









