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Exercise 1 (Dr. Hajnalka Madai) 
 

Purpose of the exercise: To become familiar with the basic knowledge of the resource analysis of Farm 

Business Management. 

Required knowledge:  Economic sciences I. 
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Exercise 2 (Tünde Orsolya Nagy) 
 

Purpose of the exercise: To become familiar with the basic knowledge of financial part of Farm Business 
Management. 
Required knowledge: Economic Sciences I. 
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EXERCICE 1.  
 
1.1. Resources in Agriculture, Speciality of Agricultural Resources  
 
Assessing the Resources of the Business Farms and vary widely in the quantity and quality of 
human, physical, and financial resources available to them. Thorough assessment of these 
resources will help the manager choose realistic strategies for achieving the goals of the business. 
This process is often called internal scanning, or internal assessment. 
 
Human resources 
 
The skills of the operator(s) and other employees often determine the success or failure of certain 
enterprises. Some workers are talented with machinery, while others do better with livestock. Still 
others excel at marketing or accounting. Equally important is the degree to which each person in 
the operation likes or dislikes doing certain jobs. It is a good idea to conduct a thorough audit of 
personal skills and preferences before identifying competitive strategies for a farm business. 
 
Physical resources  
 
The land base is probably the most critical physical resource. Productivity, topography, drainage, 
and fertility are just a few of the qualities that determine the potential of land for agricultural use. 
The number of hectares available and their location are also important. In many states, detailed 
databases exist that describe the important characteristics of a particular tract of land. Other 
physical resources that should be evaluated include breeding livestock; buildings and fences; 
machinery and equipment; irrigation installations; and established perennial crops such as 
orchards, vineyards, and pasture. 
 
Financial resources  
 
Even when the physical and human resources are present to carry out certain enter-prises, capital 
may be a determining factor. Financial resources can be evaluated by completing a set of financial 
statements and by exploring the possibility of obtaining additional capital from lenders or outside 
investors.  
 
Thorough appraisal of the farm's physical, human, and financial strengths and weaknesses will 
steer it toward realistic strategies. Particular attention should be given to identifying resources that 
will give the farm a competitive advantage over other firms. If certain key resources are found to 
be in short supply, strategies to fill these gaps can be formulated. 
 

Physical Resources 
 
The simplest way for understanding physical resources is to become familiar with balance sheet 
format. „A balance sheet is a snapshot of a business's financial condition at a specific moment in 
time, usually at the close of an accounting period. A balance sheet comprises assets, liabilities, and 
owners' or stockholders' equity. Assets and liabilities are divided into short- and long-term 
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obligations including cash accounts such as checking, money market, or government securities. At 
any given time, assets must equal liabilities plus owners' equity. An asset is anything the business 
owns that has monetary value. Liabilities are the claims of creditors against the assets of the 
business.“ ( I.1) 
 

 
Table 1. General format of a Balance Sheet 

 
A condensed and general form of a balance sheet is shown in Table 1. Assets are shown on the left 
side or top part of a balance sheet, and liabilities are placed to the right of or below assets. 
 
Assets 
An asset has value for one or both of two reasons. First, it can be sold to generate cash, or 
second, it can be used to produce other goods that can be sold for cash at some future time. 
Goods that have already been produced, such as grain and feed or livestock, can be sold quickly 
and easily without disrupting future production activities. They are called liquid (current) assets. 
Marketable securities (stocks, bonds, etc.) and the cash value of life insurance are also easy to 
convert to cash and are considered liquid assets as well. Assets such as machinery, breeding 
livestock, and land are owned primarily to produce agricultural commodities that can then be sold 
to produce cash income. Selling income- producing assets to generate cash would affect the firm's 
ability to produce future income, so they are less liquid, or illiquid. These assets (fixed) are also 
more difficult to sell quickly and easily at their full market value. 
 
Current Assets 
Accounting principles require current assets to be separated from other assets on a balance sheet. 
Current assets are the more liquid assets, which will either be used up or sold within the next year 
as part of normal business activities.  
Cash on hand and checking and savings account balances are current assets and are the most liquid 
of all assets.  
Other current assets include readily marketable stocks and bonds; accounts and notes receivable 
(which represent money owed to the business because of loans granted, products sold, or services 
rendered); and inventories of feed, grain, supplies, and feeder livestock. The latter are livestock 
held primarily for sale and not for breeding purposes. 
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Noncurrent (fixed) Assets 
Any asset not classified as a current (fixed) asset is, by default, a noncurrent asset. On a farm or 
ranch, these assets would include primarily machinery and equipment, breeding livestock, 
buildings, and land. 
 
Liabilities 
A liability is an obligation or debt owed to someone else. It represents an outsider's claim against 
one or more of the business assets. 
 
Current Liabilities 
Current liabilities must be separated from all other liabilities for the balance sheet to follow basic 
accounting principles. Current liabilities are financial obligations that will become due and 
payable within one year from the date of the balance sheet and will therefore require that cash be 
available in within the next year.  Short-term loans are those requiring complete payment of the 
principal in one year or less. These would typical be loans used to purchase crop production 
inputs, feeder livestock, and feed for the feeder livestock. 
 
Loans obtained for the purchase of machinery, breeding livestock, and land is typically for a 
period longer than 1 year. Principal payments may extend for three to five years for machinery 
and for 20 years or more for land. However, a principal payment is typically due annual or 
serniannual, and these payments will require cash within the next year. Therefore, all principal 
payments due within the next year, whether they are for short-term loans or for non- current loans, 
are included as current liabilities. 
 
Noncurrent Liabilities  
These include all obligations that do not have to be paid in full within the next year. As discussed, 
any principal due within the next year would be shown as a current liability, and the remaining 
balance on the debt would be listed as a noncurrent liability. Care must be taken to be sure the 
current portion of these liabilities has been deducted, and only the amount remaining to be paid 
after the next year's principal payment is recorded as a noncurrent liability. 
 
Owner Equity 
Owner equity represents the amount of money left for the owner of the business should the assets 
is sold and all liabilities paid as of the date of the balance sheet. It is also called net worth. Equity 
can be found by subtracting total liabilities from total assets and is therefore the "balancing" 
amount, which causes total assets to exactly equal total liabilities plus owner equity. Owner equity 
is the owner's current investment or equity in the business. 
 
Owner equity can and does change for a number of reasons. One common and periodic change 
comes from using assets to produce crops and livestock, with the profit from these production 
activities then used to purchase additional assets or to reduce liabilities. This production process 
takes time, and one of the reasons for comparing a balance sheet for the beginning of the year with 
one for the end of the year is to study the effects of the year's production on owner equity and the 
composition of assets and liabilities. Owner equity will also change if there is a change in an 
asset's value, a gift or in- heritance is received, cash or property can- tribute or withdrawn from the 
business, or an asset is sold for more or less than its balance sheet value. 
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However, changes in the composition of assets and liabilities may not cause a change in owner 
equity. For example, if 10,000 EUR cash is used to purchase a new machine, owner equity does 
not change. There is now 10,000 EUR less current assets (cash) but an additional 10,000 EUR of 
noncurrent assets (the machine). Total assets remain the same, and therefore, so do owner equity. 
If 10,000 EUR is borrowed to purchase this machine, both assets and liabilities will increase by 
the same amount, leaving the difference or owner equity the same as before. The purchase will not 
affect owner equity. However, over time the loss of value in the item recorded by depreciation 
will affect owner equity. Using the 10,000 EUR to make a principal payment on a loan will also 
have no effect on equity. Assets have been reduced by 10,000 EUR, but so have liabilities. Equity 
will remain the same. 
These examples illustrate an important point. Owner equity in a business changes only when the 
owner puts additional personal capital into the business, withdraws capital from the business, 
or when the business shows a profit or loss. Changes in asset values due to changes in market 
prices also affect equity if assets are valued at market value. However, many business transactions 
only change the mix or composition of assets and liabilities and do not affect owner equity. 
 
Inventory Resources  
 
Land  
Land has a number of unique characteristics not found in other agricultural or non-agricultural 
resources. These characteristics greatly influence the economics of land use and management. 
 
Characteristics of Land 
Land is a permanent resource that does not depreciate or wear out, provided soil fertility is 
maintained and appropriate conservation measures are used. Proper management not only will 
maintain the inherent productivity of land but can even improve it. Land is productive in its native 
state, producing stands of timber and native grasses, but the management efforts of farmers have 
improved the agricultural productivity of many types of land. This has been accomplished through 
land clearing, drainage, good conservation practices, irrigation, the production of new and 
improved plant species, and the use of limestone and fertilizer. Land use often changes as a result 
of these improvements. 
 
Each tract of land has a legal description, which identifies its particular location, size, and 
shape. 
 Land is immobile and cannot be moved to be combined with other resources. 
  
Machinery, seed, fertilizer, water, and other inputs must be transported to the land and combined 
with it to produce crops and livestock. 
 
Not only is land a unique resource in general, but each farm or specific parcel of land is unique.  
Any piece of land larger than several hectares often contains two or more distinct soil types, each 
with its own set of characteristics. Topography, drainage, organic material, and the existence of 
natural hazards such as flooding, wind and water erosion, and rock outcrops are other factors that 
combine to make land resources different from farm to farm. 
 
The supply of land suitable for agricultural production is essentially fixed, although small amounts 
may be brought into production by clearing and draining or may be lost to nonfarm uses. This 
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makes the price of land very sensitive to changes in the demand for its products. Unlike other 
agricultural inputs, additional land cannot be manufactured when the demand increases. Therefore, 
changes in the profitability of agricultural production are eventually factored into land prices and 
rents, and the land owner receives the economic benefits or losses. 
 
The land resource is generally the most valuable resource and one of the most difficult to alter. 
Land is also a complex resource with many characteristics that influence the type and number of 
enterprises to be considered. The following are some of the important items to be included in the 
land inventory. 
 

1. Total number of hectares available in cropland, pasture, orchards and vineyards, timber, 
and wasteland  
2. Climatic factors, including temperature, annual rainfall, and length of the growing 
season  
3. Soil types and factors such as slope, texture, and depth  
4. Soil fertility levels and needs. A soil testing program may be needed as part of the 
inventory 
5. The current water supply and irrigation system or the potential for developing it 
6. Drainage canals and tile lines in existence, and any current or potential surface and 
subsurface drainage problems  
7. Soil conservation practices and structures, including any current and future needs for 
improvement 
8. The current soil conservation plan and any limitations it may place on land use or 
technology 
9. Crop bases, established yields, long-term contracts, or other characteristics related to 
government programs or legal obligations 
10. Existing and potential pest and weed problems that might affect enterprise selection 
and crop yields 
11. Tenure arrangements and lease terms that may affect production decisions 

 
This is also a good time to draw up a map of the farm showing field sizes, field layouts, fences, 
drainage ways and ditches, tile lines, and other physical features. A map can assist in planning 
changes or documenting past practices. If available, the cropping history of each field, including 
crops grown, yields obtained, fertilizer and lime applied, and pesticides used, can be recorded on a 
copy of the field map or in a computer database. This information is useful for developing a crop 
program where a crop rotation is desirable or herbicide carry over may be a problem.  
 
Buildings 
The inventory of buildings should include a list of all structures, along with their condition, 
capacity, and potential uses. Livestock enterprises and crop storage may be severely limited in 
number and size by the facilities available. Feed- handling equipment, forage and grain storage, 
water supply, manure handling, and arrangement and capacity of livestock facilities should be 
noted in the inventory. 
The potential for livestock production may also be affected by the location of the farmstead. Close 
proximity to streams, lakes, or nearby residents may restrict the type and volume of animals that 
can be raised or finished. In addition, there should be adequate land area available for 
environmentally sound manure disposal. 
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Machinery 
Machinery can be a fixed resource in the short run, and the number, size, and capacity of the 
available machinery should be included in the inventory. Particular attention should be given to 
any specialized, single-purpose machines. The capacity limit of a specialized machine will often 
determine the maximum size of the enterprise in which it is used. 
 
Capital 
Capital for both short-run and long-run purposes can be another limiting resource. The lack of 
ready cash or limited access to operating credit can affect the size and mix of enterprises chosen. 
Reluctance to tie up funds in fixed assets or to leverage the business through long-term borrowing 
may also limit expansion of the farming operation or the purchase of labour-saving technology. 
 
Other Resources 
The availability of local markets, transportation, consultants, marketing quotas, or specialized 
inputs is also important resources. These are surplus of the farm, quoted in immaterial fixed assets 
in the balance sheet. 
 
References: 
Ronald D. Kay William M. Edwards Patricia A. Duffy: Farm Management. McGraw-Hill , 2006.  
Internet: (I,1): http://www.inc.com/articles/2000/05/18941.html 
 
 
Exercises You can work in groups!: 
 

1. Collect data and give a review of your own country’s land use structure, ownership system, 
land prices! 
 

2. Try to give a model of an average farm size and an ideal farm which based on the 
economies of scale! (You can choose the type and product of the farm.) 

 
3. Review the main agricultural sectors and products of your country and evaluate of the level 

of mechanisation, automation, and the applied precision agricultural tools! 
 

4. Evaluate the importance of skilled and unskilled labour in the agriculture as Human 
Resources!  

 
5. Give a review of the Types and Sources of Capital in Agriculture and Food Industry! 

 Pay attention to the special Sources in the EU and in Your own country! 
 

6. What is your opinion about the role and importance of Managers and Managerial Tasks in 
the performance of an agricultural of food industrial company? (Planning, Organizing, 
Motivating, Staffing, Controlling) Collect the key factors and elements in different type 
companies. Work in groups!) 
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1. 2. Measuring the output in agricultural sectors (Yield; Production Value; Income; Profit)  
 

Yield 
The main goal of agricultural enterprises is to create marketable goods and services. These outputs 
can be measured in various ways. To get a clear picture of the meaning of the different values and 
indexes, we need to go through a few basic definitions and calculations. 
The first way to look at the output would be to measure each of its activities individually. This 
makes the output measurable in its own natural unit. Natural units are for example tons of grain, 
litre of wine. The natural unit of measure for the produced goods and services is also called the 
yield. The natural units can be used to show the development of the output in time, and can enable 
a trend research.  
Branches producing the same product can be compared by yield. The ratio of the agricultural 
output to agricultural inputs (e.g. Kilogram/Hectare) makes a comparison possible between 
enterprises. This method still presumes an identical output and makes no difference between 
various quality or price categories.  
Yield per output capacity unit (e.g. Litre/Vine) expresses the production quality. This ratio can be 
used for comparison between different cultivation techniques, different fertilizer or spray. 
In some sectors (like cereal or dairy production) is the use of Unified Performance Metrics (UPM) 
suitable. UPM sums up the products of different natural measurement unit into one index by 
substituting the metrics with the metrics of the used common input. A good example is the milk 
equivalent, which is defined by the United States Department of Agriculture as follows: 
 
Type of Products 
The Products of a joint output can be categorized after their volume and their profitability.  Main 
products have the highest revenues, co-products (which involve similar revenues to the main 
product), by-products (which result in smaller revenues), and waste products (which provide little 
or no revenue). 
A main product is a joint output that generates a significant portion of the net realizable value 
(NRV) within a joint production process. The classification of a product resulting from a joint 
production process as either a main product or a by-product has relevance in the context of cost 
management because costs are only allocated to main products, not to by-products.* 
A by-product is a secondary product derived from a manufacturing process or chemical reaction. 
It is not the primary product or service being produced. In the context of production, a by-product 
can be defined as the 'output from a joint production process that is minor in quantity and/or NRV 
when compared to the main products'.* The by-product is conventionally not inventoried. The 
income from production of these goods is mostly categorized as ‘other income’, and their 
influence on the total income is rather viewed as reduction of the costs of waste processing. 
(Examples: feathers – from poultry processing; blood meal – from slaughterhouse operations; 
straw – from grain harvesting) 
A co-product is also secondary product derived from a manufacturing process, which involves 
similar revenues to the main product, the co-products are inventoried and handled the same way as 
main the main products. (Example: the co-products from a cow: meat, milk, butter etc.) 
Waste products provide little or no revenue. These products are not marketable or not suitable for 
reuse or recycle. However, waste products can become by-products and vice versa depending on 
the technology and transportation costs. Waste products are conventionally not inventoried. 



  
  
 
 
 

 

12 
 

Production value 

 
The yield itself is not suitable for comparing heterogenic production outputs. The problem can be 
solved through a unified measure unit: money. Production value is the monetary value of output of 
goods and services, (usually in one year period). The production value is calculated trough a 
simple formula:  

Production value = yield * price 
 

The yield is in a natural measurement unit of the given product. The price however is question of 
point of view. 
Types of prices 
The type of price used in determining the production value depends on many aspects including the 
goal of the calculation and the origin of the product. 
 
Market price is the price at which the product is buyable/sellable at the given moment. The 
market price presumes that the product is actually endlessly on stock for that price or there is an 
inexhaustible demand for it and that there are no discounts/surcharges depending on the volume. 
This price is commonly used for planning, as the actual prices are not yet available. 
Purchase price is the price of the product at the time of the purchase. This is a retrospective view 
that helps determine the actual production cost. This price can be the most accurate. Nevertheless 
purchasing multi-use products or buying a not proportionally prized product can lead to an 
estimated purchase price. 
Cost price is equal to the proportional costs of the production of the good. A cost price is 
commonly used in cases where the product is made by the same enterprise that uses it. The cost 
price is clearing price between two sections of a production. The product itself is in most cases 
only produced for internal use, and is not marketable. The cost price should however be lower 
than any of the market prices of the substitute products.  
A guide price is determined and used only for clearing purposes. The seller and the buyer belong 
to the same owner, so the price is only a tool of profit-sharing. In this case the product has 
relatively higher costs and volume, but the product is usually still not marketable. 
 
Categories of the production value 
 

Gross Production Value (GPV) = yield * price 
 

If we take a farmer who only sells milk and his daily output is 200 litre and he sells the milk for 60 
HUF/litre then his daily GPV is 12.000 HUF. 
 
GPV measures the actual production output of an establishment. Operating activities include all 
production output, also production for own use and production for the enterprise's other 
establishments. Gross value excludes transfer gains from fixed assets, which are not seen as a 
production item but as windfall profit. 
 
Income is the money value of the actually sold products. 
 

Income = sold output * selling price 
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The income differs from the productions because the sold output is smaller or equal to the 
produced volume and the price is set to the actual selling price. 
 

Non-cumulative production value (NCPV) = GPV – reuse 
 

NCPV excludes the revenue achieved by production for own use. So that the Production Value 
only shows the additional revenue of the activities. 
 

Commodity Production Value (CPV) = NCPV - Change in inventories 
 

CPV excludes the change in the inventory of finished products in order to show the net additional 
revenue of the activities in the actual period viewed. 
 

Added Value (AV) = GPV – Purchase Value – reuse 
 

Added Value is excluding all inputs at their Purchase Value from the income. The 0 value of AV 
is the closure point. That means if AV is negative, the further operations only produce losses. (The 
total variable cost is higher, than the total revenue.) 
 

Net Production Value (NPV) = AV – Amortization 
 

Net Production Value excludes furthermore the fix costs. This index shows the profitability of the 
enterprise. If NPV is positive, the enterprise has a profit. In cases where the NPV is negative and 
the AV positive, (Total Variable Costs < Total Revenue < Total Costs) the operations are only in 
short-term reasonable. 
 
The next table shows an example of the calculation of the indexes. 
 

denomination quantity (tonnes) price HUF/t value (Million HUF) 

wheat 1 OOO 4O OOO 4O OOO 

straw 5OO 15OO 75O 

Gross production 
value 

  4O75O 

- Utilization (seed) -5O 4O OOO -2 OOO 

NCPV   38 75O 

CPV   36 75O 
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denomination distribution in % 

Gross PV 1OO 

          - reuse 15- 25 

          - purchase value 45-6O 

          - amortization 5-8 

Net PV 25-35 

The common distribution of the values of the GPV 
 
Ways to raise the Production Value 
As the formula of the Production Value multiplies the yield with the price, the logical ways to 
raise the Production Value is to raise either or both of the factors.  
Ways of raising the yield: The yield itself is a complex result from a lot of factors. 

• Territory – raising the territory would mean a rising yield. However, the bigger territory 
needs more work, and although some of the resources can be used more proportionally, 
there is an optimal plant size, where all the resources are most effectively used, optimal 
level their cost per output. 

• Other resources – if the other resources are not optimal used, there could be a gain of yield, 
if more of the resources are put to work, or the current resources are reallocated to gain 
more efficiency. 

• Technology – With an improved technology which makes the output/input rate higher can 
go the yield up. 

On the other hand, raising the yield has its own risks. Depending on the market size, a larger yield 
could push the price down resulting in a lower production value. A second risk could be that there 
is no buyer for the extra yield, but this does not affect the GPV, because it only considers the 
produced volume, not the sold volume. 
If the enterprise raises the price without a general rise of the market price, the effect depends on 
the market situation, but t is very likely that the higher price will lead to a lower demand. 
Nevertheless the calculated production value will grow. 
If the market price is rising due to inflation or growing demand or lower supplies, the effects can 
be positive on the income and also on the production value. 
A rise of the price is achievable by taking the products to other markets (changing the point of 
sale, the time of sale or producing better quality). 
For example fruits can be sold for a higher price near a beach in the summer, the prices are higher 
before the season of a fruit starts. 
Additional increase of the production value can be achieved by applying for EU, state or civil 
funding, tender resources, insurance benefits, interest pay-out or the changes in the exchange 
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rates. The latter is difficult or not at all influenced, but a significant surplus can be achieved by 
monitoring the contests and applying for funding. 
 

Cost and Expenditure 

 
Definition of Expenditure 
The resources expressed in their natural units, that were used for the production is called 
expenditure. For example, the food and water for the cows in our previous example of milk 
farmer, and also the electricity, the living labour, equipment, etc. 
Expenditure per output unit is used to express the efficiency of the production regarding g on e 
resource. How many kilogram of hay is needed to produce one litre of milk? How many labour 
hours are needed to produce one ton of wheat. The higher this ratio is the higher the quality of the 
production. 
 
Costs of the production 
 
The monetary value of the expenditures used to create the production or service is called the 
production costs. This also includes the indirect expenses like insurance premium, taxes, 
membership fees or loan interests. 
 

Production Costs = Input x Price 

Cost categories 

 
There are different aspects along which the costs can be categorized. Forms: 
 
Elemental – where the cost is not dividable anymore. These could be material costs, personnel 
costs, amortization or miscellaneous costs. 
 
Combined – when at least two elemental costs are involved. These could be costs of a special 
equipment, by-product costs or general costs. 
 
We can separate the costs by deciding if they are directly connected to one product: 
Direct costs – where the costs are recognizably put to use to create one kind of a product. (For 
example raw material costs, equipment) 
Common costs – where the cost are not easily dividable among the products. (For example costs of 
book-keeping, personnel costs of staff that works in more divisions.)  
 
The costs are either tied to the volume of the production or not. The variable cost is moving 
together with the production volume. These typically the raw material, part of the labour or 
electricity costs. The fix cost is also to be paid when the output is zero (closure or production 
pause). For example: loan interest, rent of buildings, amortization. These costs are only short-term 
fix costs. In middle- or long-term are all costs variable. To raise the production new building can 
be built; equipment can be bought or sold to change the amortization, etc. 
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Total cost is the sum of the fix and variable costs that emerge in connection to a production. 
The costs can have different intensity in changing.  
Digressive – if the costs/output unit decreases if the volume grows. 
Proportional – if the costs/output unit does not change if the volume grows.  
Progressive – if the costs/output unit increases if the volume grows. 
 
The cost can be explicit, where they are precisely expressed on clearing or bills, or implicit (e.g. 
amortization) where they are calculated. 
 
Marginal cost is the cost of an additional unit of production at a given volume. 
 
Average cost is the cost of one unit of production at a given volume.  
In case of a single product line the average cost is  
 

Total cost / number of produced units 
However, if there are more products, the average costs of the main product is to be calculated 
exclusive the value (or costs) of the by-products. In case of co-products the division can be made 
through an artificial rate. Or, with the help of Unified Performance Metrics discussed earlier. 
 
Sunken costs are the costs that are already paid or to be paid independent to any business 
decision. 
 
Decreasing the production costs 
The average production cost can be decreased by increasing the volume in case of digressive 
inputs, or decreasing it with progressive inputs. The increase of the volume is economically 
reasonable until the marginal cost is lower than the average cost (if the selling price is not 
depending on the volume). 
Using inputs with lower price is also a way to decrease costs. A lower price does not mean 
automatically a lower quality, but it is still something to consider. 
Changing the production technology or methods can lead to lowering the need of average 
expenditure per output unit, and so to a lower average cost. The costs of a technology change must 
be compared to gains at reducing the average costs; it is only above a given volume of output that 
makes a change reasonable. 
 
Income 
After clearing the production value and costs, we can calculate the real goal of an enterprise, the 
income. The income is simply calculated be taking the difference of the above two. 
 

Income = Production Value – Production Costs 
Depending on how the enterprise did, this difference can be a positive income (profit, gains) or 
negative income (losses). 
 
Categories of Income 
Net income is the difference of the production value and production costs. This is mostly used by 
middle or large enterprises. 

Net Income (NI) = PV-PC 
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Gross income includes the net income and additionally the personnel costs. This is used by 
smaller enterprises where the owner does not typically expresses the costs of his own work in 
ways of a salary. 

Gross Income = PV - PC + Pers. Costs 
Gross Income = NI + Pers. Costs 

Gross Margin is the amount of money left for the fix costs (and profit) after paying the variable 
costs. 

Gross Margin = PV – Variable costs 
Gross Margin = NI + Fixed costs 

Gross Profit is the sum left after paying all the direct costs. This shows how lean the additional 
services must be. 

Gross Profit = PV – Direct costs 
Gross Profit =NI + Common costs 

 
Opportunities for increasing the income 
The main goal of a rational enterprise is to maximize its income (and to achieve profit). It has two 
basic ways to do that considering the above: by increasing the production value or decreasing the 
production expenditure. In practice however mostly the production expenditure will be increased 
resulting in a higher increase of the production value. The increase of the production volume is 
efficient way to increase the income while the marginal costs are lower than the marginal income. 
(Marginal income is the change of income if the output is increase with one unit that is generally 
equal to the price of the output unit.) 
 
Efficiency 
The economic efficiency is the result of an activity compared to the efforts put into achieving it. 
The efficiency indexes are normally calculated on a yearly basis so that the comparison is 
reasonable.  

Efficiency = results/efforts 
The results and efforts above can be widely interpret, because results can be the output,  the value 
of the production or even the yield in natural units of the output. As to the efforts, these can also 
be the expenditure, the capital used or production costs. 
 
Depending on the values in the formula, the efficiency can be a natural (where the values are 
expressed only in natural units), an economic (where the values are expressed only in money) or 
mixed efficiency. For example litres of milk per kilogram of hay, Forints gained per forints 
invested, kg of cheese per Forints invested.) 
 
Reciprocal efficiency is when the effort is compared to the result. For example Forints spent per 
litre of milk. This helps a comparison between different products, because the price ratio of two 
products should reflect the efficiency ratio. A product with higher reciprocal economic efficiency 
is more profitable than one with lower. 
Average efficiency is the overall efficiency of an enterprise considering all products, services and 
all expenditures. Marginal efficiency is the efficiency change achieved by increasing the output 
volume with one unit. 
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Profitability 
The activity of the enterprise can be interpreted as an investment. The interest rate of this 
investment can be calculated by dividing the income with the capital used in one year. 

Profitability = income / capital used 
The profitability is 5% if the gained profit is 5.000 Ft by using 1.000.000 Ft. 
As the profitability in the early stages might be much lower (even negative) then later, calculating 
an average profitability of more years can be reasonable. 

Average profitability = income/capital used 
Where the number of years and the income and the capital are also sums of the yearly values. 
The profitability can be viewed in a bigger angle and the income is divided with the efforts 
detailed above. 

General Profitability = income / efforts 
Profitability is important for comparing different sectors, if the available capital is limited, And 
also to compare the profit to the loan rates, to make help to make the business decisions of starting 
or closing down an activity. 
 
References: 
Ronald D. Kay William M. Edwards Patricia A. Duffy: Farm Management. McGraw-Hill, 2006.  
*[ Wouters, Mark; Selto, Frank H.; Hilton, Ronald W.; Maher, Michael W. (2012): Cost 
Management: Strategies for Business Decisions, International Edition, McGraw-Hill, p. 535, 538.] 
 
Exercises: 
 

1. We have the next data about the production of a given farm: 
Denomination Cost, value, yield 
Costs of materials: 20.000,- HUF 
Labour costs: 25.000,- HUF 
Costs of services: 30.000,- HUF 
Depreciation/amortization: 5.000,- HUF 
Other direct costs: 8.000,- HUF 
Common costs: 12.000,- HUF 
Fix costs: 20.000,- HUF 
Income of main product: 120.000,- HUF 
Direct subsidies 60.000,- HUF 
Yield of main product 5.000,- kg 
Sold by-product value 5.000,- HUF 

Calculate the next indexes! 
Total cost:  
Net total cost  
Production value: 
Unit cost of main product : 
Net Income : 
Total Profit: 
Gross Margin1.   
Gross Margin 2.  
Profitability  
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2. Given a Chocolate Production Company which produces 4000 tons of chocolate this year. 
 Sold it by a unit price of  150 HUF/kg. They were able to sell only the 85% of the product this 
year. Other income was 50 Million HUF this year. Total production cost was 500 Million HUF. 
Amortization: 12 Million HUF.  
Calculate the Income, Gross and Net Production Value! 

Denomination Formula/Results 

Income (Million HUF)  

Gross Production Value 
 (Million HUF) 

 

Net Production Value  
(Million HUF) 

 

 
3. Given a Company and the next data of it: Profitability (by total cost): 20%. Gross Total 

cost: 50 Million HUF. How much is the Net Income  of the Company 
Denomination Formula Result 

Net Income  
(Million HUF) 

 
 

 

 
4.  Given a Company and the next data of it: Profitability (by total cost): 20%. Net Income is 

10 Million HUF. How much is Gross Total Cost of the Company?  
Denomination Formula Result 
Gross Total Cost  
(Million HUF) 

 
 

 

 
5. We have the next indexes of a Company: 

a. Gross Margin 1.:   65 000 HUF. 
b. Direct Cost:   40 000 HUF. 
c. Variable Cost:   60 000 HUF. 
d. Gross Margin 2.  45 000 HUF 
e. Net Income:   30 000 HUF. 

Calculate the next indexes!  

Denomination Formula Result 
1. Production Value (HUF)   

2. Common Cost (HUF)   

3. Fix Cost(HUF)   

4. Gross Total Cost (HUF)   

5.Profitability index  (% ) 
(in relation with Total Cost %) 
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EXERCISE2. 
 
2. Introduction to Corporate Finance, short- and long-term decisions 

 
Finance is the study of how and under what terms and through what channels savings are 

allocated between lenders and borrowers. The households are the primary provider of funds to 
businesses and government. Financial intermediaries transform the nature of the securities they 
issue and invest in, for example banks, insurance. Market intermediaries such as brokers, 
investment dealers simply make markets work. You can see this financial system: 

 
Figure 1. Financial System 

 

 
Source: based on (Gitman-Zutter, 2013) 
 
Funds can be channelled from saver to borrow in 3 ways: 

1. Direct way (as a direct transfer from saver to borrower, non-market transaction) 
2. Direct intermediation (a market-based transaction, usually through a market intermediary, 

such as a broker) 
3. Indirect way through a financial intermediary (for example a bank offers deposit-taking 

services and then lends those deposits out as mortgages or loans) 
 

Corporations make financial decision every day, but these decisions are very different, there 
are different goals, and it means different tasks. There is two main type of financial decision on 
the basis of term. Corporate finance means realization of financial goals, and the corporate asset 
management is potential method of it. In the next table you can see the types, tasks and targets of 
short-run decisions’ and long-run decisions’. 
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Table 1. Short- and long-term decisions 

 Short-run decisions Long-run decisions 

Types Managing working capital  Investment decisions (investing in real 
and financial assets) 

Tasks -  level of working capital 
-  monitoring the cash flows  
-  balance between short-run 

liabilities and short-run assets * 

-  selection of projects 
-  financing decisions 
-  dividend decisions 

Targets „creating and maintaining solvency”  „wealth or value maximisation” 

Source: based on (Gitman-Zutter, 2013) 
*Inventories, receivable, stocks, liquid assets  
 
Main topics in short-term financial decisions: 

 Significance of cash flow statement 
 Time Value of Money 
 Financial analysis with indicators 
 Working capital management (cash cycle) 
 Cash management (optimal cash amount) 
 Management of receivables 
 Financial risk management 

Main topics in long-term financial decisions: 
 Valuation of investments 
 Valuation of bonds 
 Valuation of shares 
 Calculation of cost of capital 
 Portfolio theory and capital asset pricing model 
 Valuation of corporations using free cash flow or value added model 

 

2.1. Future Value versus Present Value 
In the financial decisions can be used the future value and present value techniques these 

techniques will result in the same decisions, but they view is very different. Future value 
techniques typically measure the value of cash flows at the end of a project’s life, you will receive 
at a given future date. Present value techniques measure the value of cash flows at the start of a 
project’s life (at the time zero), cash in hand today. 
 
The basic formula of future value:  

  
C0: present value 
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 
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Other formula: 

 
C0: present value 
r: rate of return, nominal interest rate, interest on interest, add more than once a year 
r/m: effective interest rate 
m: periods in one year 
n*m: all periods during investment 
 
The basic formula of future value: 

   
PV=C0     
FV: future value                       
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 
 
Other formula: 

 
PV=C0     
FV: future value                       
r: rate of return, nominal interest rate, interest on interest, add more than once a year 
r/m: effective interest rate 
m: periods in one year 
n*m: all periods during investment 
  
Future and present value calculation for single amounts: 

1. Martin has $5,000 that he can deposit in savings account for 5-year period. The Bank 
compounds interest on an annual basis. The Bank has an annual interest rate of 8%. What 
amount would Martin have at the end of the fifth year? Leaving all interest paid on deposit. 
What amount would Martin have at the beginning of the fifth year? Leaving all interest 
paid on deposit.  

2. She has $1,700 to invest today. At the end of 4 years he can earn $2,300, the Bank 
compounds interest once a year.  What can we say about the level of interest rate? 

3. He has $1,500 to invest today. At the end of 4 years he can earn $2,100, the Bank 
compounds interest three times a year.  What can we say about the level of interest rate? 

4. Martin has $10,000 that he can deposit in any of three savings accounts for 3-year period. 
Bank A compounds interest on an annual basis, Bank B compounds interest twice each 
year, and bank C compounds interest each quarter. All three banks have a stated annual 
interest rate of 4%. What amount would Martin have at the end of the third year, leaving 
all interest paid on deposit, in each bank? What effective annual rate would he earn in each 
of the banks? On the basis of your findings in parts a, and b, which bank should Martin 
deal with? Why? 

5. Martin has an opportunity to deposit. This investment would give $7,000 at the end of the 
5-year period. If the annual interest rate is 5%, compound in each year. How many have to 
invest?  
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6. Martin has an opportunity to deposit. This investment would give $10,000 at the end of the 
3-year period. If the annual interest rate is 12%, compound in each month. How much 
money have to invest?  

7. What is the better?  Today $10,000 or $13,000 two years later. The annual interest rate is 
3%. 

8. Martin wishes to choose the better investment. X investment would give for Martin $7,000 
for each of 6 years. The annual interest rate of 5%, compound in each year. Y investment 
would give for Martin $15,000 for each of 3 years. The annual interest rate of 4%, 
compound in each quarter. On a purely subjective basis, which CF series do you think are 
more attractive? Why? 

  

2.2. Present and Future Value of Annuity 
 
An annuity is a stream of equal periodic cash flows. These cash flows are usually annual but can 
occur at other intervals, such as monthly (rent, car payments). The cash flows in an annuity can be 
inflows (the $3,000 received at the end of each of the next 20 years) or outflows (the $1,000 
invested at the end of each of the next 5 years). 
Features of annuity: 

- Equal amount of cash period by period 
- Equal periods 
- Finite number of periods 
- Fixed rate of return 

Types of Annuities: There are two basic types of annuities. For an ordinary annuity, the cash flow 
occurs at the end of each period. For an annuity due, the cash flow occurs at the beginning of each 
period. 
 

Table 2. Example: Present value of Annuity 

 
Source: own editing 
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Typical example for this type of annuity is borrowing. If we can repay $700 year by year, what is 
the amount of cash can be borrowed now? Price of this loan is 8% per year. 
Basic formula: 

  
The cash flows occur at the end of each period. 
C: member of cash flow stream 
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 
 
Other formula: 
 
 
 
 
The cash flows occur at the beginning of each period. 
C: member of cash flow stream 
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 

Table 3. Example: Future value of Annuity 

 
Source: own editing 
 
If we can deposit $700 year by year (at the end of the year), what is the amount of cash can be 
reach at the end of the 5 year period? Interest is 8% per year.  
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Basic formula 
 
 
 
The cash flows occur at the end of each period. 
C: member of cash flow stream 
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 
 
Other formula 
 
 
 
The cash flows occurs at the beginning of each period. 
C: member of cash flow stream 
r: rate of return, nominal interest rate, interest on interest, add once a year 
n: number of periods 
 

2.3. Perpetuities  
Perpetuity is an annuity with an infinite life—in other words, an annuity that theoretically 

never stops providing its holder with a cash flow at the end of each year (for example, the right to 
receive $500 at the end of each year forever). Another example is expected equal dividend 
payments year by year.  
 
Features of perpetuity: 

- Equal amount of cash period by period 
- Equal periods 
- Infinite number of periods 
- Fixed rate 

 
Basic formula: 
  

C: member of cash flow stream, never changed 
r: rate of return, nominal interest rate, interest on interest, add once a year 
 
Other formula:  

 
C: first member of cash flow stream, cash will be more and more year by year 
r: rate of return, nominal interest rate, interest on interest, add once a year 
g: growing rate 
 
Future and present value calculation for streams: 

1. How much will you have at the end of 3 years if you invest $1,000 at the end of the first 
year and then $1,200 and then $1,100? The rate of return: 9% 
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2. How much will you have at the end of 3 years if you invest $1,000 at the start of the first 
year and then $1,200 and then $1,100? The rate of return: 9% 

3. How much will you have at the end of 3 years if you invest $1,000 at the end of the first 
year and then $1,200 and then $1,100?  The rate of return in first year: 9%, and then 2% 
more in each year. 

4. How much will you have at the end of 5 years if you invest $1,000 at the end of each of the 
next 5 years?  The rate of return: 9% 

5. How much will you have at the end of 5 years if you invest $1,000 at the start of each of 
the next 5 years?  The rate of return: 9% 

6. How much would you pay today, given that you can earn 7 percent on low-risk 
investments, to receive a guaranteed $3,000 at the end of the first year, and $2,000 the end 
of the second year, and $1,000 at the end of the third year?  

7. How much would you pay today, given that you can earn 7 percent on low-risk 
investments in the first year, and then 8%, and then 9%, to receive a guaranteed $3,000 at 
the end of the first year, and $2,000 the end of the second year, and $1,000 at the end of 
the third year?  

8. How much would you pay today, given that you can earn 7 percent on low-risk 
investments, to receive a guaranteed $3,000 at the end of each of the next 20 years?  

9. How much would you pay today, given that you can earn 7 percent on low-risk 
investments, to receive a guaranteed $3,000 at the start of each of the next 20 years?  

10. Adam is choosing which of two annuities to receive. Both are 5-year, 
$1,000 annuities; annuity A is an ordinary annuity, and annuity B is an annuity due. The 
amount of each annuity totals $5,000. The two annuities differ in the timing of their cash 
flows. Which is the better? The rate of return: 9% 

11. Judi wishes to accumulate $8,000 by the end of 5 years by making equal annual end-of-
year deposits over the next 5 years. If Judi can earn 7% on her investments, how much 
must she deposit at the end of each year to meet this goal? 

12. Martin wishes to select the better of two 10-year annuities, C and D. Annuity C is an 
ordinary annuity of $250 per month for 10 years. Annuity D is an annuity due of $740 per 
quarter for 10 years. Find the future value of both annuities at the end of year 10, assuming 
that Martin can earn (1) 10% annual interest and (2) 12% annual interest. Find the present 
value of both annuities. 

13. Thomas, a 25-year-old bus driver wishes to retire at age 65. To supplement other sources 
of retirement income, he can deposit into the bank. If Thomas makes annual end-of-year 
$2,000 deposits into the Bank, how much will he have accumulated by the end of his 65th 
year? Rate: 7%. If Thomas decides to wait until age 35 to begin making monthly end-of-
year $200 deposits into the Bank, how much will he have accumulated by the end of his 
65th year? Rate: 7%  

14. You have $100,000 now. You want change this amount to annual supplies on an infinite 
basic. How much money can you get?  Rate: 10% 

15. You would like to get money on the infinite basic, $10,000 at the end of the first year, and 
then 2% more in each year. How much money do you have to deposit to the bank, if the 
rate is 8%, and it isn’t change on the long run. 
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2.4. Value maximalisation of Investments, WACC 
 
Next table shows the main flavour of investments valuation. 
 

Table 4. Main flavour of investments valuation 

 
Source: own editing 

 
We can make decision on the grounds of 3 methods: 

- NPV (Net present value) 
 
 
 
CFt: cash inflows in the futures 
r: rate of return 
t: number of periods 
C0: cash outflow in the present 

Requirement of acceptability: NPV> 0 
 

- PI (Profitability index) 
 
 
 
 
∑ PV: present value of cash flows 
CFt: cash inflow in the present 

Requirement of acceptability: PI > 1 
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- IRR (Internal rate of return) 

 
 

CFt: cash inflows in the futures 
IRR: rate of return, we expect this rate, we can use WACC to discount if our sources are 
mixed 
t: number of periods 
C0: cash outflow in the present 

Requirement of acceptability: IRR > r  (yield is more than the cost) 
 

WACC: Weighted Average Cost Of Capital 
 
 
re: expected return on equity  
we: weight of equity 
rd: cost of debt 
we: weight of debt 
T: tax 
 
Investment valuation tasks: 

1. You buy a store, which cost now $200.000. In 5-year long-term it gives you $41.000 per 
year. The cost of financing 7%.  Is it a good investment or not? 
 

2. You buy a new machine, which cost now $1.000.000. In 25-year long-term it gives you 
$50.000 per year. The cost of financing 10%.  Is it a good investment or not? 

 
3. You buy a new machine, which cost now $1.000.000. In 25-year long-term it gives you 

$10.000 per month. The cost of financing 10%.  Is it a good investment or not? 
 

4. You buy a new machine, which cost now $1.000.000. In 25-year long-term it gives you 
$10.000 per month. Cost of credit: 15%, expected return on equity 8%. Weight: 40%-
60%. Is it a good investment or not? 

 
5. You want to invest into a new technology which cost now $500.000. In 10-year long-

term it gives you $100.000 in the first year, and then in the second year $ 110.000, and 
in the third year $90.000, then $180.000, and in the last year just $70 000. The cost of 
financing 10%.  Is it a good investment or not? 

 
6. You want to invest into a new technology which cost now $500.000. In 10-year long-

term it gives you $100.000 in the first year, and then in the second year $110.000, and in 
the third year $90.000, then $180.000, and in the last year just $70 000. The cost of 
financing is in the first year 10%, and then 1% more in every year.  Is it a good 
investment or not? 

 
 

)1( TrwrwWACC ddee 

0
)1( 0

1







C
IRR

CF
NPV

n

t
t

t



  
  
 
 
 

 

29 
 

7. You invest $10.000, and you get $3.000, and $4.000, and in the last year $7.000.  If the 
financing cost is 10%, is it worth to make this investment?  If the financial cost is higher, 
18%, is it worth? Estimate the IRR of the project! If the financial cost will be 12%, how 
much money would you be willing to invest maximum?  
 

8. Estimate the projects! Which is the better? 
         A pr.            B pr. 

rA:15% rB: 10% -$40000 -$60000 
$40000 $40000 
$20000 $25000 
$20000 $25000 

IRR 54% 36% 
NPV   

 
9. There are some CF-estimate.  Calculate the value of Investment! Cost 
of investment: $120.000, cost of financing: 18%. 

estimate probability level  1 2 3 
pessimist 0,20 $20000 $20000 -$30000 
normal 0,60 $50000 $50000 -$10000 
optimist 0,20 $60000 $70000 $40000 

 

2. 5. Value maximalisation of Bonds, other typical calculations  
Next table shows the main flavour of bond valuation. 
 

Table 5. Main flavour of bond valuation 

 BONDS 

Estimation P0, theoretical price, real value 

Interval Finite (n) 

CF 
Interests and nominal value 
(I or It, Pn) 

Discount rate Expected rate of return 

Source: own editing 
 
 



  
  
 
 
 

 

30 
 

Real value of bonds:  

 
CFt: cash inflows in the futures 
r: rate of return 
t: number of periods 
 
Interest-elasticity:   
 
 
 
P1: present value at a later date 
P0: present value at an earlier date 
r0:  rate at an earlier date 
r1: rate at an later date 
 
Returns:  
- Coupon rate: 
  

I: interest 
PN: face value 
 
- Simple rate: 

 
I: interest 
PM: present value on the market 
 
- YTM: (yield to maturity) 
 
 
 
 
I: interest 
PN: face value 
PM: present value on the market 
n: number of periods 
 
Bond valuation tasks: 

1. Wall Street Journal lists a bond as Apex and shows the price as 88 %. Face value 1000 $. 
Coupon rate is 11%. Maturity: in 12 years. If your required rate of return is 10%, would 
you buy one of these bonds in 2001. 

2. The ARA Corporation bonds have a coupon of 14%, pay interest semi-annually, and they 
will mature in 7 years. Your required rate of return for such an investment is 10% 
annually. How much should you pay for a $1,000 ARA Corporation bond 
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3. A bond has a coupon of 6 % and it pays interest quarterly. With a face value of $1000, it 
will mature after 10 years. If you require a return of 12% from this bond, how much 
should you pay for it? 

4. The British Government issued perpetual bonds in 1821 with a coupon rate of 3% and face 
value of £100. Calculate the price of such a bond in 2008 when the interest rate in London 
is 4.85% 

5. You have bought a zero-coupon bond for $300. It will mature in 6 years and pay the face 
value of $1,000. Assuming annual compounding, what is the implied rate of return for the 
bond?  

6. Albert Company bonds, with current yield 12%, will mature after 10 years. The coupon 
rate of these bonds is 10%. Calculate their market price and the yield to maturity. By 
definition, the current yield of the bond is equal to the annual interest payment from the 
bond, divided by the market value of the bond.  

7. Zeller Co bonds real value is $602.50, bondholders' required rate of return is 15%. The 
bonds pay interest semi-annually and they will mature after 10 years. Face value is 700 $. 
Find the Interest of these bonds. 

8. Armstrong Company bonds have 7% coupon rate, they pay interest annually, and they will 
mature after 5 years, face value 1000$ and it will be back paid in same item. In the bond 
market, these bonds are selling at $900 each. If your required rate of return is 8%, would 
you buy one of these bonds? 

9. Suppose you want to buy a P&L bond with coupon 18 % that matures in 5 years, and pays 
interest semi-annually. If the face value of this bond is $1,000, and it will be back paid 
after 1 grace period, percentage: 10%-50%-20%-20% and your required rate of return is 
12%, how much should you pay for this bond? 

10. Aquarius Waterworks bonds have 9 years until maturity and they pay interest annually. 
The investors require a return of 14% on these bonds and you can buy them at 80% of 
their face value. The interest is 12 % year by year. Face value is 200$. Find the coupon 
rate and current rate, and YTM on these bonds.  

11. Johannes Corporation issued normal coupon bonds in 2006, the date now 2009, mature 
after 5 years, the investors require a return of 10%, coupon rate is 11%, face value is 
3000$. on these bonds. How much should you pay for this bond? 

12. A bond has a coupon of 6 %, the investors require a return of 10%, face value of $1000, 
and now we can buy it on the market at $1200.  Calculate the value of Elasticity. 
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2.6. Value maximalisation of Share 
Next table shows the main flavour of share valuation. 
 

Table 6. Main flavour of share valuation 

 SHARES 

Estimation P0, theoretical price, real value 

Interval Infinite (∞) 

CF 
Expected dividends 
(D or Dt, DIVt) 

Discount rate Expected rate of return 

Source: own editing 
 
Real value of share: 

 
DIV: dividend, fixed period by period 
r: rate of return, fixed period by period 

 
DIV1: dividend, not fixed period by period, we know just the first 
r: rate of return, fixed period by period 
g: growing rate, fixed period by period 

ROE* (1-d) 
 
Share valuation tasks: 

1. The Big Corporation just paid a dividend of $7 a share. The dividend is expected to grow 5 
percent a year for the next 3 years, and then 10 percent a year thereafter. What is the 
expected dividend per share for each of the next 5 years? 

2. Thomas Brothers is expected to pay a $ 4 per share dividend at the end of the year.  The 
ROE is 20%, furthermore the Company is expected to pay out all of its earnings as 
dividends. The required rate of return on the stock is 15 percent. What is the value per 
share of the company’s stock? 

3.  Big Brothers paid a $ 5 per share dividend last year.  The ROE is 10%, furthermore the 
Company is expected to pay out only one-third of its earnings. The required rate of return 
on the stock is 15 percent. What is the value per share of the company’s stock? 

4.  Apple Inc. paid a $ 6 per share dividend last year.  The equity is 200.000 $, profit after tax 
is 50.000 $, furthermore the Company is expected to pay out only half of its earnings. The 
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required rate of return on the stock is 15 percent. What is the value per share of the 
company’s stock? 

5. The Bulldog Company paid $1.5 of dividends this year. If its dividends are expected to 
grow at a rate of 3 percent per year, the expected rate of return is 9%. How much should 
you pay for this stock? 

6. Extra Company will pay $1.5 of dividends next year. If its dividends are expected to grow 
at a rate of 2 percent per year, the expected rate of return is 8%. How much should you pay 
for this stock? 

7. The current price of XYZ stock is $25 per share. If XYZ’s current dividend is $1 per share 
and investors’ required rate of return is 10 percent, what is the expected growth rate of 
dividends for XYZ, based on the constant growth dividend valuation model? 

8. Snyder Computer Chips Inc. is experiencing a period of rapid growth. Earnings and 
dividends are expected to grow at a rate of 8 percent during the next 2 years, at 7 percent in 
the third year, and at a constant rate of 5 percent thereafter. Snyder’s last dividend was $ 2, 
and the required rate of return on the stock is 12 percent. Calculate the value of the stock 
today. 

9. Electric Inc. is experiencing a period of rapid growth. Earnings and dividends are expected 
to grow at a rate of 15 percent during the next 2 years, and then there won’t be growing. 
Snyder’s next dividend will be $ 3, and the required rate of return on the stock is 16 
percent. Calculate the value of the stock today. 

10. Free Founders has preferred stock outstanding that pays a dividend of $5 at the end of each 
year. The preferred stock sells for $60 a share. What is the preferred stock’s required rate 
of return? 

11. Express Company will have 100.000 profits after tax, it has 2500 stocks and Company is 
expected to pay out the half of its earnings. If its dividends are expected to grow at a rate 
of 3 percent per year, the expected rate of return is 9%. How much should you pay for this 
stock? 

12. Cute Company had 120.000 profits after tax, it has 1200 stocks and Company is expected 
to pay out all of its earnings. If its dividends are expected to grow at a rate of 3 percent per 
year, the expected rate of return is 9%. How much should you pay for this stock? 

13.  Magic Company will have EPS 100 $ and Company is expected to pay out the half of its 
earnings. If PV is 2000 $, dividends are expected to grow at a rate of 3 percent per year. 
Calculate the expected rate of return. 
 

2.7. Introduction to financial analysis 

 
Financial analysis based on Annual Report, there is 3 main parts: 

 Balance sheet: The balance sheet presents a summary statement of the firm’s financial 
position at a given point in time. The balances set the firm’s assets against its financing, 
which can be either debt (what it owes) or equity (what was provided by owners). The 
current assets and current liabilities are short-term, that is they are expected to be 
converted into cash or paid within 1 year or less. All other assets (land, machinery) and 
other liabilities (stockholders’ equity, long term debts) are long-term, or fixed, because 
they are expected to remain on the firm’s books for more than 1 year.  
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Table 7. Example: Balance sheet of HUNGARIAN SUBSIDIARY OF SUZUKI 

 
Source: https://www.e-beszamolo.hu/ 

 Income statement: The income statement provides a financial summary of the firm’s 
operating results during a 1 year period. The main parts of this are: sales revenue, costs of 
goods sold, and other costs, profit from basic activities, profit from financial activities, net 
profits before taxes, taxes, net profits after taxes. 
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Table 8. Example: Income of HUNGARIAN SUBSIDIARY OF SUZUKI 

 

 
Source: https://www.e-beszamolo.hu/ 
 
 Cash flow statement: This statement is a summary of the realized cash flows over the 

period (usually 1-year) of concern. It provides insight into the firm’s operating, 
investment, financing cash flows. 
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2.8. Analysis with ratios and indicators 

Main groups of analysis: 
 Property analysis: Overall valuation of assets and sources (liabilities and equity): overview 
of the changes in value of the assets and sources, application of vertical and horizontal ratios 
(measurement of the inner structure of assets, fixed assets and current assets; or analysis of the 
inner structure of liabilities, measurement of cover of liabilities or loans  
- Overall valuation of assets: assessment of stability and risk in asset structure (Proportion of 
fixed assets, Vertical structure of fixed assets, Proportion of current assets, Vertical structure of 
current assets) 
- Overall valuation of sources: assessment of financial risk deriving from capital structure 
(Proportion of stockholders’ equity, Vertical structure of equity, Proportion of liabilities, 
Vertical structure of liabilities (long term, short term, measurement of indebtedness 
- Horizontal valuation ratios for example: Cover of fixed assets I. = Equity / Fixed Assets 
(Up to 100% is expected and advantageous.) 
Cover of fixed assets II. = (Equity + Long term liabilities) / Fixed Assets 
  (The expected minimum value is 100 %.) 
 Financial analysis: Overall valuation of financial situation (measurement of liquidity and 
indebtedness using financial ratios). Financial statement ratios for example: current ratio 
(Current Assets / Current Liabilities), Quick ratio (Current Assets-Inventories / CL), Dynamic 
liquidity (CF / CL) 
 Profitability analysis: Valuation of profitability (Is there enough risk premiums that can be 
realised by the outstanding performance? Is the firm able to realise additional return over the 
risk free rate of return?) 
Profitability ratios for example: ROS (Return on sales, Profit after tax/Sales), ROE (Return on 
equity, Profit after tax/Equity), ROA (Return on asset, Profit after tax/Asset) 

Cautions about using ratio analysis: 
 Ratios with large deviations from the norm only indicate symptoms of a problem. Additional 
analysis is typically needed to isolate the causes of the problem. The ffundamental point is this: 
Ratio analysis merely directs attention to the problem. 
 A single ratio does not generally provide sufficient information from which to judge the 
overall performance of the firm. Only when a group of ratios is used can acceptable valuations 
be made. However, if an analysis is concerned only with certain specific aspects of a firm’s 
financial position, one or two ratios may be sufficient. 
 The ratios being compared should be calculated using financial statements dated at the same 
point in time during the year. If they are not, the effects of seasonality may produce wrong 
conclusions and decisions. 
 It is preferable to use audited financial statements for ratio analysis. If the statements have not 
been audited, the data contained in them may not reflect the firm’s true financial condition. 
 The financial data being compared should have been developed in the same way. The use of 
differing accounting treatments can distort the results of ratio analysis. 
 Results can be distorted by inflation, which can cause the book values of inventory and 
depreciable assets to differ greatly from their true (replacement) values.  
 
Reference: Lawrence J. Gitman - Chad J. Zutter (2013): Principles of managerial finance. 
Pearson Education Limited. Harlow. p. 670. 


