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ABSTRACT

The purpose of this handbook is to clearly present corporate financial management 
solutions, to help students to better understand the problems in finance management, to 
foster better financial decision-making, to teach corporate finance planning and forecasting, 
to introduce corporate activities concerning financing, as well as credit, and investment 
solutions. 

This handbook will help the students, studying finance management, to foster the 
skills and abilities that are necessary for analysing state financial systems, assessing the 
trends of ongoing processes, collecting, analysing, and assessing information from financial 
systems as well as financial, statistical, and tax reports, assessing organisational financial 
resource utility, the purposefulness of decisions concerning investments, as well as the 
financial activities of economic entities, and composing financial plans for economic entities 
and ensuring their implementation.
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I. FINANCE. FINANCIAL SYSTEMS AND MANAGEMENT

In this chapter, the reader will be introduced to the concept of finance, to its various types, 
and the relationships among these types. The chapter will discuss finance management 
strategies and the importance of finance management in the world of business.
Keywords: finance, state finance, governmental and public finance, finance system, 
finance management, financial planning, financial control.

1.1. The Concept of Finance

The word finance can be etymologically tied in with the English word fine, as in “a 
financial penalty”, or to the German word finte, meaning “cunning”, “tricky”, or “fraud”. In 
16th-17th century Germany, whenever someone mentioned finances, they were referring 
to fraud, usury, or unlawful pressure. However, the most popular etymology of the word is 
considered the Latin word finare, meaning to finish calculating until the end (Bukčiūnienė, 
2005).

Thus, finance can be defined as the science of money management. Finance is a 
process that includes financial institutions, markets, and financial measures, with the help of 
which money circulates among the citizens, business, and state institutions. Therefore, the 
concept of finance may have multiple meanings. In the narrow sense of the word, finance 
is the entirety of financial resources belonging to a company, organisation, or the state. 
However, the broader definition of finance is that it is a system of formation, allocation, and 
utilisation of organisational or state financial resources (Juozaitienė, 2008).

By understanding financial processes, economic entities are able to make effective 
financial decisions that would ensure the rise of efficiency of work and of various procedures, 
and would guarantee proper use of financial market products.

The way that finance is typically classified is presented in Illustration 1.1.

Illustration 1.1. Classification of finance.

Finance is not a disassembled phenomenon. Every element has its clear relation 
to other elements and all of them together constitute a financial system. The purpose of 
financial systems is to form the necessary conditions for separate participants (those who 
have a surplus and those who lack) within the market to be able to come to an agreement. 
Businesses usually represent the side that lacks, whereas the customers are usually the 
other side – the side that wishes to invest its savings (i.e. surplus).

Macro-Level (Centralised Finance)

• State Finance
• Municipal finance

Micro-Level (Decentralised Finance)

• Corporate Finance
• Household Finance
• Personal Finance
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Banks, investment companies, or other financial institutions, are often the financial 
intermediaries that bring together the money holders and their respective customer 
groups within the market. Therefore, the financial markets that are comprised of various 
intermediaries are capable of transferring financial resources from the clients (i.e. the 
money holders maintaining a surplus) to those that lack them (e.g. companies) significantly 
faster.

Borrowers, or money buyers, seek to increase their profits by investing their 
financial resources into assets. In order to do that, it is necessary to acquire additional 
funds. Borrowers hope that their temporarily disposable resources shall increase by 
investing them. These financial markets form the appropriate conditions for money to be 
transformed in the quickest and most effective way possible (Vaškelaitis, 2003).

Financial resources can be transferred from the creditors to the borrowers in a direct 
and an indirect way. The direct way is when the securities of a joint-stock company (either 
shares or bonds) are sold directly to the investor. However, some benefit may be drawn 
from financial intermediaries in such relations.

The financial market is often described as the location, where financial assets are 
traded. These markets create the necessary opportunities for investors to purchase and 
to invest financial resources, which also stimulates the funding of assets. The purpose of 
financial markets is to effectively distribute financial resources among their users, which 
leads to an establishment of market prices (Smalenskas, 2002).

The classification of financial market is presented in table 1.1.

1.1. Table. The classification of financial markets.

Financial Markets

Money market Capital market

Short-term (of up to 1 year) state or 
corporate debt securities market. Long-term financial investment markets. 

The money market is characterised by:
•	 fast returns;
•	 high levels of security;
•	 liquidity;
•	 profitability.

The capital market is characterised by:
•	 money is lent for long periods of time;
•	 investments into assets and capital, 
such as factories and equipment.

The following are traded in the money 
market:
•	 deposits;
•	 state treasury securities;
•	 commercial papers.

The following are traded in the capital 
market:
•	 bonds;
•	 preferred and common shares (stock);
•	 convertible securities.

Primary markets Secondary markets

Markets of newly issued securities. Security trade happens only among 
investors.

Primary market participants:
•	 joint-stock companies that wish to issue 
securities and to put them into circulation;
•	 investors, who are ready to purchase 
new securities.

Secondary market participants:
•	 joint stock companies that have 
sold off their own issued securities 
(they do not participate in their further 
circulation);
•	 investors, who want to sell or purchase 
financial assets in a quick and cost-free 
way.
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Meidūnas and Puzinauskas (2001) indicate the following functions of finance:
•	 the formation of a financial resource fund;
•	 the distribution of the financial resource fund;
•	 the control of the formation and utilisation of the financial resource fund.
Finance is a process that can be split into three interrelated categories:
1) money and capital markets;
2) investments;
3) financial management (business finance).
Money and capital market specialists work in commercial banks, insurance 

companies, special market funds, or in the area of investment banking. Investments 
specialists are the analysts and sellers of securities. Their two most important functions 
are (1) to constantly analyse the securities that are migrating in the financial markets, and 
(2) to compile portfolios of optimal securities in accordance with the requirements of the 
investors.

The importance of finance management is becoming more and more significant 
due to the rapidly changing economic environment and the advances in informational 
technologies. Keeping in mind that all business decisions are typically assessed financially 
only, it becomes quite relevant to have an understanding of capital market mechanisms and 
how they work, of the formation of prices (values), and of what information is suitable for 
managerial decision-making that involve risk and uncertainty.

1.2. Finance Management and Functions

In order to understand what finance management is, it is necessary to first understand 
the fact that finance is financial markets (common financial system components) and 
financial managers of certain companies cannot be detached from these financial markets. 
The financial markets themselves operate based on their own principles regardless of the 
financial manager of a given company.

Finance specialists use internal (company) information, which is prepared by 
the accountants, and external (financial market) information when performing finance 
management activities (Rutkauskas, 2001). The task of the accountant is to prepare financial 
statements as accurately as it is possible, and the task of the financial specialist is to use the 
gathered information to come to financial decisions.

Financial decision-making is the process by which a single option is consciously 
selected from a set of alternatives. Financial decisions can be classified in the following way:

•	 Investment decisions, which are related to the purchase of fixed and current 
assets for the purpose of gaining benefit in the future (i.e. what assets will the company 
need?);

•	  Financing decisions, which are related to the reconciliation of shareholder’s 
equity, borrowed capital, and long-term as well as short-term funding for the purpose 
of minimising risk and funded operating costs. Such decisions can help to determine the 
sources for funding company assets. The size of the assets that a company owns determines 
the scope of its operation and production (i.e. how will company assets be funded?).

Finance management is the application of economic principles to a certain company 
and it is tied in with the allocation of limited resources during the decision-making process. 
(Gaidienė, 2003). The main categories of financial decision-making are:

• cash flow planning;
• the issue of credits (loans) to clients (buyers);
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• assessment of fixed asset investments;
• the acquisition of money that is needed for production or provision of services.
Finance management covers strategic management, production management 

and risk management. Having formed the objectives, directions, and specific tasks for the 
development of the business, companies must also clearly identify and evaluate these 
decisions. After the financial assessment of the plan, it is strongly advised to move on to 
the process of identification of the most appropriate business directions for the purpose of 
achieving their objectives.

There are two types of financial decisions: strategic and operative (or production). 
Strategic decisions are influenced by the situation between the company and its economic 
environment. They determine the selection of the main financial alternatives in the 
company, sources of funding, the size of the assets, the dividend policies, and the selection 
of investment projects. Strategic decisions also determine the economic situation in the 
company and its general business environment. If the economic environment of the 
company changes, then financial managers make strategic decisions as a result. Operative 
decisions are essentially short-term decisions. These are every day decisions, which are 
often related to the rational use of available resources within the company (Rutkauskas et 
al. 2008).

There are several types of company financial activity interest groups: owners (or 
shareholders), creditors, and employees. It is most often indicated that the most important 
company owner interests concern the distribution of common stock owner equity. If the 
equity of the shareholders increases, the price of their shares increases as well, and every 
shareholder benefits from this.

Finance management includes the following:
•	 the accumulation of financial resources;
•	 the allocation of financial resources;
•	 the control of the financial resource use.
Money management, current asset management, and fixed asset and shareholder’s 

equity management are considered the main parts of finance management (Aleknevičienė, 
2009).

1. Money management
The following have to be implemented when organising money management:
•	 to ensure an accelerated pace for obtaining money by controlling their emissions;
•	 to determine the need for money;
•	 to establish forecasts for cash flows;
•	 to wisely invest disposable funds on a short-term basis.
The purpose of money management is to minimise the amount of money that is not 

invested, while the money that is not used consequently remains in the company account, 
and, even though it brings no financial benefit, it still provides liquidity that is necessary for 
the retention of fixed assets (possibilities to convert them into money). It is recommended 
to establish a weekly or biweekly company financial budget (planned acquisition of money, 
financial expenditures and balance). It is beneficial to prepare financial forecasts as well (a 
plan for the long-run).

2. Current asset management
Current assets are all properties that are in use for no longer than 1 year or that 

are evaluated at no more than 500 LTL. These include money, securities, trade receivables, 
accounts payable, and others. Current assets are used for the purpose of satisfying regular 
company needs, and current assets can be used to stabilise fluctuation caused by seasonal 
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changes in company operation, if company economic activity is seasonal. Current asset 
management is the management of current assets and of financing that is necessary for the 
acquisition of such assets.

3. Fixed asset and shareholder’s equity management
One of the most important functions of a financial manager is to ensure effective 

investments into fixed assets. Finance management has two functions:
•	 in the narrow sense, to supply the business with money;
•	 in the broad sense, to raise shareholder’s equity and the value of the company;
Company finance management focuses on the question of how to acquire the 

maximum amount of profit at the minimum level of risk. However, the bigger the risk is, the 
bigger the returns are. Business planning, rational finance management, and financial result 
forecasting diminish risk. Finance management functions are indicated in illustration 1.2.

Illustration 1.2. Finance management functions.

1. Planning is financial decision-making that takes place prior to the implementation 
of the decision, or, in other words, financial decisions-making starts during the process of 
planning. In order for the plan to be effective and achievable, it is necessary to establish 
long-term company objectives (what is being achieved?), to form a strategy (how will the 
objectives be achieved?) and to choose rational measures for the activities laid down in the 
plan (what specific actions will be carried out?). Financial planning is based on own and 
borrowed funds, which are used as circulating capital within company operations. Financial 
planning and forecasting form the opportunities to foresee implications and to control 
financial processes that are present within the company. It also determines and evaluates 
the risks and their causes.

Bagdžiūnienė (2005) states that the following stages constitute the planning process:
•	 determining the objectives for company long-term activities;
•	 selecting a strategy for company operations;
•	 the establishment of company policies and procedures.
Financial statements are the most important source of information for financial 

planning: profit and loss statements, cash flow statements, and budgets.
Budgets are plans of action that consider tasks as well as the resources that will be 

needed for the performance of company operations. Budgets can be tactical (which are 
planned for a year) and operational (which are usually planned for a months or less).

Planning

Organising

Controlling
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2. Organising is the coordination of company operations. During planning, all areas of 
activity are grouped into categories based on activity functions, specific people are granted 
the rights and responsibilities that are necessary for the performance of these functions, 
and an organisational company structure is created. Organising is impossible without a 
financial organising team, which would possess the proper rights and authorisation to make 
decisions, to coordinate the activities of various departments or organisational units, and 
to gather and to use information (Bukčiūnienė, 2002). Financial planning and forecasting 
methods enable managers to model possible processes, to foresee implications and to 
direct the following:

•	 the grouping performed functions by area of activity;
•	 the granting the necessary authorisation and the assignation of functions to 

individuals (Bagdžiūnienė, 2005).
3. Controlling is the establishment of activity standards and norms, and the 

reconciliation of real and desired results. The purpose of financial control is to enhance 
management and economic production stability, to improve all company indices, to carry 
out financial obligations for state and municipal budgets, and to use company resources in 
a rational and sparing manner.

Buškevičiūtė and Mačerinskienė (2002) explain that financial control includes:
•	 the preparation of standards for activity. Company standards are established 

based on data from previous periods and on assumptions about future event possibilities;
•	 the comparison of actual results to the standards.

CHAPTER I EXERCISES

1.1. In the table below, provide examples of how different financial areas are 
connected to each other.

Areas Examples

State and municipal finance

State and corporate finance

State and personal finance

Corporate and personal finance
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1.2. There are three functions of finance: the formation of a financial fund, the 
distribution of the financial fund, and the control of formation and distribution of the 
financial fund. Provide specific examples of how company operations fulfil these functions.

Finance functions

The formation of a financial 
fund

The distribution of a 
financial fund

The control of formation 
and distribution of the 

financial fund

1.3. Assign the following financial decisions to either the investment or financing 
categories.

 

Example Financing decisions Investment decisions

The company acquires controlling 
interest in another company.

The company takes out a loan from 
a bank to help fund the construction 
of a new building.

When there is a lack of circulating 
capital (funds), companies resort to 
factoring.

The company acquires a production 
line on lease.

The company orders training courses 
for its personnel.

The company increases its initial 
capital by issuing bonds.

The company receives funding from 
the Business Angel fund.
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1.4. Choose the correct answers:

1. Finance is:
a) money that is connected to the generation of the gross national or domestic 
products, which is necessary for the satisfaction of societal needs and which also serves 
a trading function;
b) a purposeful use of money to achieve state or company objectives by managing and 
using them for its intended purposes;
c) the entirety of monetary and economic relations that concern the allocation 
and redistribution of the gross national and domestic products, while also forming, 
allocating and utilising financial resource funds, which are necessary for the satisfaction 
of societal needs;
d) a and b;
e) none of the above.

2. The functions of money:
a) means for trade, payments and control; unit of value;
b) means for storing, converting and relocating, and saving valuables; means for 
redistribution;
c) means for moving capital, control, trade, payments and distribution;
d) a and b;
e) none of the above.

3. Which of the following is included into financial systems?
a) the allocation of national income via various taxes and payments; a portion of such 
income is collected into state funds;
b) state finance, which is a significant creative element, as well as business finance;
c) corporate finance and economic relations that are connected to the formation and 
utilisation of the company’s financial resources;
d) a and c;
e) none of the above.

1.5. Answer the questions in the table below.

Question Answer

1. What are the categories of 
finance?

2. What is corporate finance?

3. What are financial resources?
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4. What are the functions of 
finance management?

5. What are the principles of 
financial organising?

6. What benefit does 
information about finance 
management provide?

7. Justify the importance of 
finance management.

8. What financial resources (that 
a company may own) do you 
know?

1.6. There are three main finance management functions: planning, organising, and 
control. How can these functions be performed within companies, if its objective is to build 
new premises. Provide specific instructions on what the financial specialist ought to do 
when managing finances for this project. The context is the construction of new premises. 
Fill in the blank spaces in the table:

Planning Organising Controlling

1.

2.

3.

4.

5.

1.

2.

3.

4.

5.

1.

2.

3.

4.

5.
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II. TIME VALUE OF MONEY. INTEREST AND DISCOUNT CATEGORIES

In this chapter, the reader will find out the idea of time value of money and what impact 
different interest rates have on the purchasing power of available money. Furthermore, the 
reader will learn how to calculate the future value of money for credits and investments. 
Lastly, this chapter will introduce various types of interest and will explain how they can 
be calculated.
Keywords: interest, discounts, value of money, future value.

2.1. Time value of money

Why is €1,000 not equal to €1,000? €1,000 today is not equal to €1,000 from a year 
later. There are three reasons for this:

1. opportunities to earn interest on investments (ending up with more at the end of 
the year).

2. decrease in purchasing power over the year due to inflation.
3. the opportunity to earn interest on investments is never guaranteed – there is 

always uncertainty and risk involved.
When analysing this example, it is important to consider the currency and its value. 

If inflation is present and if there is risk, it is much better to acquire money now than later 
because money possesses a time value, i.e. it loses value over time. On the other hand, 
if one was to invest current money, there would be more of it in the future because of 
interest. It is the time value of money that determines the purchasing power (or value) of a 
single unit of currency (e.g. the Euro): renders the currency to be stronger now than in the 
future.

Hence, the notion of time value of money is based on the premise that priority 
for consumption is given based on time, i.e. the tendency is to consume the same goods 
and services now rather than in the future. Time value of money can be described in the 
following way: a Euro acquired today is more valuable than a Euro that will be acquired 
in the future. The recount of presently available money for a period in the future is called 
accumulation, and the recount of future value for the present period is called discounting 
(Jasienė, 2010).

For example: If we put aside €100 on January 1st, keep it in our drawer for the entire 
year, on December 31st, we shall open the drawer and will see that the banknote has not 
changed. However, its value will no longer be what it was a year ago. Imagine that the 
prices for goods grew by 4 per cent: if a certain product cost €1 in the beginning of the year, 
now it should cost €1.04. In the beginning of the year, it was possible to purchase 100 units 
of this product for that €100 that we have put aside for a year. However, in the end, we are 
now only able to purchase roughly around 96 units of the same product. It is the same vice 
versa: if we put €100 into a savings account that pays 3 per cent interest, after a year, we 
will be able to take out 3 per cent more money from the account, i.e. €103. This way, we 
have increased the value of our available money.

The time value of money can also identify the risk of bankruptcy and inflation. It is 
more reliable to have 100 units of a given currency that is available now because one may 
use it instantly. The value may diminish significantly in five years, or it may be gone by then. 
The main method for assessing this factor financially is the calculation of interest.
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2.2. Interest. Classification.

Interest is the borrower’s payment to the creditor for the use of borrowed capital or 
it can also be considered profit from money that was lent. Many legal or natural persons are 
confronted with interest in one way or another, e.g. by taking out a loan, purchasing bonds, 
acquiring hedge funds for life insurance, etc.

Interest is the increment that is acquired by letting others use one’s own money or, 
in other words, a certain payment, for which the creditor is willing to lend his or her money. 
It can be considered a profit rate that is paid by the borrower to the creditor (Kuodis, 2007).

Another way to describe interest could be the following: income that an individual 
receives from lending capital. Interest is a certain value that is expressed in percentages and 
applies for a period of 1 year, and which connects the present value with the future value.

Borrowed capital is not limited to money or securities as it can also refer to other 
types of resources. Just like borrowed capital, interest can also come in different forms: 
borrowers can pay back with goods or services, or with other tangible or intangible assets. 
For instance, harvested wheat can be offered in exchange for the use of a wheat harvester. 
The harvester would be considered borrowed capital, whereas wheat would be the interest.

In order to determine an unambiguous borrower-creditor ratio, it is necessary to 
establish a clear interest rate. Interest is equal to a certain percentage of borrowed capital 
that is used for a certain period of time. Interest is determined not only by the set interest 
rate (percentage) and the size of the capital, but also by how long borrowed capital is used.

The borrowed amount of money is called initial capital and the amount of money that 
was acquired over the entire borrowing period is called accumulated capital. Thus, initial 
capital can be considered the present value, while accumulated capital can be considered 
future value. The duration for borrowing is called the interest period (Aleknevičienė, 2005). 
The difference between the initial amount of money and the amount of money acquired 
throughout the entire interest period, i.e. the amount of money returned minus the amount 
of money borrowed, is called interest.

Juozaitienė (2008) explains that the number, which determines the percentage 
change in initial capital over a given period of time (usually a year), is called an interest 
rate. An interest rate indicates how many units of capital is the borrower obliged to pay to 
the creditor for the use of 100 units of capital over a set period of time. In layman’s terms, 
it is the amount of Euro cents that the borrower will need to pay for every borrowed Euro. 
For instance, if an individual is obliged to pay €100 for the use of €1,000 over a period of 
1 year, then the interest rate is 10 per cent. The annual interest rate is a variable value 
and it depends on many economic factors, such as the stability of a given currency in the 
international market, interest rates among banks, the size of the credit, and its interest 
period.

The interest period is measured in time units. If the interest rate is only recalculated 
once over the established period of time, then such an interest rate is called an effective 
interest rate. However, interest can be recalculated several times. The most common period 
of time is one year, and it can sometimes last 6, 3 or even just 1 month, but that is a rarer 
occasion. 

Interest is classified based on certain characteristics:
•	 Simple Interest. One distinct characteristic of this type is that interest is 

calculated based on base capital alone. This is done even when the interest period is longer 
than one interest period unit. Simple interest is calculated using the following formula:

FVp=PV(1+in),                        (2.1)



18

FV – future value
        PV – present value (money that was presently borrowed)
        i – interest rate (expressed as a coefficient)
        n – interest period

Example. A student deposits 1,000 LTL into a savings bank account, which pays 
simple annual interest of 12 per cent. What will be the amount of money after 3 years?

FV=1000(1+0,12*3)=1360 LTL

Example. What will be the future value of 120 LTL after 92 days, if the annual interest 
rate is 8 per cent? There are 365 days in a year.

120 LTL* (1+0,08* 92/365) = 122,42 LTL
(simple interest rates are used, since interest is paid out once, at the end of the 

agreed term)

Example. What will be the present value of 270 LTL after 180 days, if the annual 
interest rate is 7 per cent? There are 365 days in a year.

270 LTL/(1+0,07 * 180/365) = 260,99 LTL.
(simple interest rates are used, since interest is paid out once, at the end of the 

agreed term)

Compound Interest. It is a type of interest that is widely used in financial practice. 
Compared to simple interest, it more naturally reflects the mechanism of capital 
accumulation. Interest is not separated from the base capital. If the interest period comes 
to an end, the interest that has been generated is now added to the invested capital and 
continues to generate more interest. For this reason, duration bears greater impact and the 
growth of capital is quicker (Katauskis, 2010).

Compound interest is calculated based on base capital, and interest is added to it. 
The result of this addition becomes the new base amount of the next interest period, thus 
rendering new base capital for each interest period. One may say that this growth in capital 
based on the system of compound interest is essentially simple interest from capital that 
is repeatedly reinvestment. The process by which interest is accumulated on the basis of 
compound interest is called capitalised interest. Financial calculations are done using the 
compound interest formula:

FVs=PV(1+i)n   ,                                               (2.2)

In this case, it is very important that the interest rate (i) and the duration (n) 
correspond to the payment period, i.e. if interest is paid out once every 3 months, then it is 
necessary to convert the number of years (n) into quarters of a year and the annual interest 
rate into a quarterly interest rate.

Example. A student deposits 1,000 LTL into a savings bank account, which pays 
compound annual interest of 12 per cent. What will be the amount of money after 3 years?

FVs=1000(1+0,12)3=1404,93 LTL

If interest was paid out on a quarterly basis, then the deposit of the student after 3 
years will be:
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FVs=1000(1+0,12/4)3*4=1000(1+0,03)12=1425,76 LTL
There are 4 quarters in a year, so n = 3 years * 4 quarters = 12 payment periods, so 

the interest rate would be: annual/quarterly rate=0,12/4=0,03.

Example. Imagine that you are investing 100 LTL for a period of 3 years and the 
annual interest is 10 per cent. So:

100 LTL * (1+0,10)3 = 133,10 LTL

Example. What will be the present value of 270 LTL after 4 years, if the annual interest 
rate is 7 per cent?

There are 365 days in a year.
270 LTL/(1,07)4 = 205,98 LTL
(compound interest rates are used, since interest is paid out every year and interest 

can be reinvested)

Example. Imagine that you have invested 138 LTL today. In 64 days, you will have 
received 139.58 LTL (base capital and interest). What is the profit rate of your investment? 
There are 365 days in a year.

• Profit rate = (139.58/138.0 -1) * 365/64 = 0.0653
If future money values are known, it is possible to calculate their present value. This 

is called discounting. Discounting can be often understood as a certain price deduction, 
or simply put – a discount. However, discounting is explained as the recount of any pre-
determined value for an earlier period (Startienė, 2010). In the case of simple interest, 
i.e. when bank discounting is analysed and assessed, the final capital value is recounted 
to an earlier, intermediate value. With compound interest, usually various intermediate 
values are recounted to the value of the initial (current) moment, i.e. the present value is 
determined. In this case, the compound interest formula in respect of the initial capital K0 
is calculated:

Example. Our student, who is just eager to invest, would like to have 1,000 LTL in his 
account in 2 years. How much money does he need to deposit into a savings account with 
an interest rate of 12 per cent in order to have that much money?

If it is based on simple interest:
FVp=PV(1+i*n),
PV=FV/(1+i*n)=1000/1+0.12*2=806 LTL.
If it is based on compound interest:
FVs=PV(1+i)n

PV=FV/(1+i)n=1000/1.122=797 LTL.

Example. If we flip the formula around, we can end up with a present value of 
133.10 LTL after 3 years, granted that the annual interest rate is 10 per cent.

133.10 LTL/(1+0.10)3 = 100 LTL

The Rule of 72. This rule (or formula) was formed by Albert Einstein. The rule states 
that if 72 is divided by the annual interest rate, then the result will be the length of time 
(expressed in years) that is needed in order for the investment to double.

Example. The return on investments is 20 per cent. Therefore, 72/20 = 3.6 years. If 
we deposit 1,000 LTL for that amount of time, we shall end up with 2,000 LTL.
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The Nominal Interest Rate is an interest rate, at which agreements in financial 
markets are concluded. It is calculated by adding the expected rate of inflation to the real 
interest rate.

The Real Interest Rate is the nominal interest rate minus the rate of inflation. In 
other words, it is the interest rate having eliminated inflation.

The Variable Interest Rate (also known as the floating interest rate or adjustable 
interest rate) are initially established via a credit agreement. Later, they are changed every 
1, 3, 6, or 12 months, taking into account the established base interest rate for the chosen 
period of time. The financial institutions that grants credits may not necessarily establish 
interest rates from all periods.

Let us imagine that there is a loan taken out for the purpose of purchasing a flat. The 
currency used in the agreement is the Euro. The variable interest rate is set for 3 months. 
On the day of the conclusion of the agreement, EURIBOR has set a variable interest rate of 
1.133 per cent, while the margin is 2.5 per cent, which means that the overall interest rate 
will be 3.633 per cent. Interest rates will be recalculated every 3 months.

The Fixed Interest Rate is a rate that is set and does not change. It is established via 
a credit agreement and for a certain period of time (e.g., 10 or 15 years). When an interest 
period comes to an end, fixed interest rates are either converted to variable interest, or 
remain fixed for another set period of time. Fixed interest rates are different because interest 
is established once and it does not change for the entire period of the credit agreement. 
It is recommended to establish fixed interest rates with individuals, whose earnings are 
not fixed and not stable as credit payments constitute a large portion of salaries and such 
individuals do not expect to earn more in the near future.

As the economy changes, the conditions for acquiring credits change accordingly. 
The most frequent change is in the interest rate. It is often the case that fixed interest rates 
are significantly higher than variable interest rates and individuals, who borrow without 
having assessed their financial possibilities, go for variable interest rates. However, if 
changes occur in the economic situation and in the indices that determine variable interest 
rates, then they may rise, consequently leading to increase credit payments. Therefore, it is 
recommended to consult a specialist in finance before signing up for bigger credits. Finance 
specialists will help you to choose the type of interest that is most appropriate to your or 
your family’s financial situation. 

CHAPTER II EXERCISES

2.1. Do the following exercises and indicate the answers:

1. €10,000 is deposited into a savings account, which pays compound interest of 6 per 
cent. Interest is paid out once per annum. What will be the balance of the account: 

a) after 2 years;

b) after 4 years;

c) after 10 years.
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2. Imagine that €20,000 is deposited into a savings account, which pays compound 
interest of 12 per cent. Interest is paid out at the end of each year. What will be the 
balance of the savings account, if the savings account owner has deposited the money 
on January 1st, 1998, and has never withdrawn it?

a) January 1st, 2003;

b) January 1st, 2006;

c) January 1st, 2010;

d) December 31st, 2013.

3. John would like to borrow some money from Andrew. Andrew is certain that John will 
be capable of returning €1,000 in two years. How much money would Andrew be willing 
to lend John, if he was to ask for the following interest rates?

a) 10 per cent;

b) 15 per cent;

c) 7 per cent.

4. How much money would one need to deposit into a savings account in order to have 
€5,500 in 3 years? The annual compound interest rate is 10 per cent.

5. How much money would one need to deposit into a savings account in order to have 
€15,000 in 6 years, when the compound annual interest rate is 4 per cent and it is added 
once every quarter?

6. On the basis of a hedge fund life insurance policy, it is required to pay €1,000 in the 
beginning of every year. The annual profit rate is 8 per cent. What will be the total amount 
of money within this life insurance hedge fund after 10 years?

7. €1,000 is deposited every year into a savings account that pays 8 per cent annual 
interest. What will be the account balance in:

a) 1 year;

b) 2 years;

c) 3 years;

d) 10 years.
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8. A company has received a €100,000 loan with an annual interest rate of 6 per cent. The 
loan is to be paid in full over the course of 3 years, the same amount needs to be paid 
every year. What amount of money will the company pay over the entire interest period?

9. How much money would one need to deposit into a savings account in order to have 
€20,000 in 4 years? The annual compound interest rate is 5 per cent.

10. Determine the more cost-efficient option from the choices presented below. It is 
known that the annual interest rate is 10 per cent, and all other conditions are the same 
for both options.

a) to pay €10,000 now;

b) to pay €2,000 now, 
and another €10,000 
after 3 years.

2.2. Choose the more beneficial option from the choices presented below. Provide 
calculations.

Conditions Calculations

1. What is more beneficial: to acquire 
€20,000 today, or €30,000 after 5 years, if 
the annual interest rate is 10 per cent?
a) it is more beneficial to acquire €20,000 
today;
b) it is more beneficial to acquire €30,000 
after 5 years;
c) it makes no difference.

2. In which of the following cases would one 
earn €5,000 over the course of 2 years?
a) if one invests €50,000 with a compound 
interest rate of 5 per cent;
b) if one invests €50,000 with a simple 
interest rate of 5 per cent;
c) if one invests €50,000 with a compound 
interest rate of 5.125 per cent;
d) if one invests €50,000 with a simple 
interest rate of 5.25 per cent.
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2.3. The table below presents a situation. Solve the problems by answering the 
questions.

A couple of young adults are planning to purchase a flat. The combined monthly salary 
of the couple is 3,500 LTL and the average expenditures amount to 2,500 LTL. The couple 
does not presently own any living space, so they turned to a bank, requesting to grant 
them credit of 150,000 LTL for the purchase of a flat. The bank offered them two options:
1) to receive credit that would have to be paid back in fixed monthly payments of 990 LTL 
over the course of 20 years with an interest rate of 5 per cent; or
2) to receive credit that would have to be paid back in fixed monthly payments of 675 LTL 
over the course of 40 years with an interest rate of 4.5 per cent.
The couple is also considering a third option:
3) to deposit the couple’s disposable income of 1,000 LTL every month into a savings 
account that pays 2,4 per cent annual interest for a period of 11 years.
Do the following exercises. You do not have to consider the increase in inflation, 
expenditures, or salaries. 

1. Determine whether it is 
beneficial for the couple 
to choose the first option?

2. Compare the second 
option to the first one and 
explain how it is better or 
worse.

3. Explain the advantages 
and disadvantages of 
option three.

2.4. The table below presents a situation. Solve the problems by answering the 
questions.

Imagine you have lent 1,000 LTL to your neighbour for the period of 3 years. The agreement 
was that your neighbour would pay you interest of 6 per cent.

1. If it is simple interest, how 
much money will you receive 
from your neighbour? Provide 
calculations.

2. If it is compound interest, how 
much money will you receive 
from your neighbour? Provide 
calculations.
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2.5. Explain the differences among the types of interest in the table below.

Type of Interest

Simple Compound

Nominal Real

Fixed Variable

2.6. Analyse the following situation and answer the questions in the table.

A family wishes to take out a loan, so that they could purchase a flat. It is a 30 year credit 
agreement for €45,000. The bank is offering to a choice of a fixed interest rate of 3 per 
cent for 5 years, or a variable interest rate with a 1.5 per cent bank margin and a 6 month 
1 per cent EURIBOR. Help the family to decide by evaluating the benefits and risks of each 
option.

Fixed interest rate

Benefits Risks

Variable interest rate

Benefits Risks
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III. CORPORATE FINANCE AND FINANCIAL STATEMENTS

In this chapter, the reader will be introduced to corporate finance and the main types of 
company financial statements: how they are prepared, what information they present 
and their significance in finance management.
Keywords: corporate finance, balance, profit and loss statements, cash flow statements.

3.1. Corporate Finance

Corporate finance is financial relations that are formed during production processes 
by creating and implementing the newly formed value. Corporate finance represents 
economic relationships that are formed through the circulation of company resources, 
through production and its implementation (application), and through the creation and use 
of financial resources. Corporate finance is composed of financial relations (Kancerevyčius, 
2004):

1. inside the company, i.e. among departments, divisions, etc.;
2. between the company and its employees, e.g. salaries, bonuses, benefits, 

deductions and relief;
 3. among companies, e.g. inter-corporate payments;
 4. between companies and the financial or credit systems.
Therefore, corporate finance can be considered all financial relations, which are 

used as a basis for the formation and utilisation of company and mutual state funds.
Corporate financial resources are funds that are generated within a company 

through the development of production and financial activities over the course of one 
year. These funds are used for the satisfaction of production and social needs of company 
employees and team members. Financial resources include: depreciation, profit, received 
credits, shares, funds from the issue of bonds, reserves, and mandatory funds (Albrechtas, 
2003).

V. Bagdžiūnienė (2005) explains that the purpose of corporate finance is:
1. The creation of financial resources through economic activity processes;
2. The utilisation of financial resources for the development of production, the 

encouragement of employees, and for the formation of revenue.
3. The control of national income generation, distribution and utilisation.
Financial resources are a prerequisite for company operation. Corporate financial 

funds are formed using own capital, loans from credit institutions, and advances from other 
companies. Proper coordination of own and attracted capital, including credits, allows the 
company to duly manage its financial situation.

Financial resources are used for further development of production and its activities, 
for personnel training, for social and cultural necessities, and for the growth of revenues.

Financial control helps to identify reserves for the increment of production efficiency 
and whether tangible goods and human or financial resources are utilised rationally and 
effectively (Aleknevičienė, 2011).

Corporate finance is the most significant element of the entire financial system 
because corporate activity and taxes make up the biggest portion of the state budget and is 
the most significant part of the gross domestic product. Finance management, organising, 
and the allocation of profits and income largely depend on the type of company.

There are two types of statements, which are the basis for financial decision-making 
(Mackevičius, 2007):
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•	 those that reflect the financial information of the previous accounting periods;
•	 those that reflect the financial information of the projected accounting periods.
The most widely used financial statements are:
•	 balance sheets,
•	 profit and loss statements,
•	 statement of changes in the owner’s equity,
•	 cash flow statement.

An explanatory note is one of the parts of a company’s financial statement.
The first form of financial statements – the balance sheet – indicates the assets 

that the company has at the end of the accounting period. The profit and loss statement 
presents the balance of all financial activities – the net profit or loss. Owner decisions to 
distribute their profits (or losses) are reflected in the statement of changes in the owner’s 
equity. All of the aforementioned forms of financial statements will be discussed in more 
detail in the sections to follow.

3.2. The Main Types of Financial Statements

Profit and Loss Statements indicate the performance efficiency over a given period 
of time (over a day, a week, a month, a quarter, a year, etc.), i.e. the profit from the utilisation 
of available (owned) assets that were acquired through fixed sources of income (financing).

The profit and loss statement serves the following functions (Smalenskas, 2000):
• indicates the acquired income and incurred expenditures over a certain period of 

time;
• indicates the profit or loss that the company incurred due to its activity. For instance, 

this type of financial statements can explain that an increase in income or expenditures 
were incurred due to the sales of fixed assets or due to changes in currency exchange rates, 
and not because of usual business;

• adds up the balances of the previous year and the current year. Profit increases 
shareholder’s equity, while losses decrease it.

The profit and loss statement combines income and expenditures. The main types 
of income and expenditures are presented in illustrations 3.1 and 3.2.

Illustration 3.1. Types of incomIllustration 3.2. Types of expenditures.

     Production Revenue                  Unrealisable Revenue               Changes in Asset Value

• for invested, rented assets
• interest from deposits and 
   loans
• dividends from other 
   companies
• insurance pay-outs for 
   incurred damages and losses
• acquired financial aid
• acquired forfeit (fines, 
   late fees)

• impact from changing 
   currency exchange rates
• debt and credit write-off
• asset revaluation
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A diagram of how a profit and loss statement is compiled is presented in table 3.1.

Table 3.1. Component diagram for profit and loss statements

Profit and Loss Statement

[Income from sales] – [Cost of goods sold] = Gross profit (loss)

[Gross profit (loss)] – [Operating costs] = Operating profit (loss)

[Operating profit (loss)] + [Balance of other activities and financial / 
investment activity] = Operating income (loss)

[Operating income (loss)] + [Extraordinary income] – [Extraordinary 
expenditures] = Profit (loss) before tax

[Profit (loss) before tax] – [Income tax] = Net profit (loss)

A typical example of a loss and profit statement is presented below.

Table 3.2. LLC Vision (Lith. UAB Vizija) profit and loss statement (in LTL, without VAT).

Index Year 1 Year 2 Year 3 Year 4 Year 5

  SALES AND SERVICES

  Sales revenue 379,690 399,710 531,795 690,550 855,883

  Cost of goods and services sold 222,844 234,594 312,116 405,291 502,326

  GROSS PROFIT (+), LOSS (-) 156,846 165,116 219,679 285,259 353,557

  OPERATING COSTS 76,610 82,062 115,247 147,89 182,38

  OPERATING PROFIT (+), LOSS (-) 80,24 83,05 104,43 137,37 171,18

  OTHER ECONOMIC ACTIVITY 0 0 0 0 0

     Production Revenue                  Unrealisable Revenue               Changes in Asset Value

Other expenditures and costs:

•  interest for resources on credit
•  insurance payments
•  tax
•  changes in currency rates
•  fines and late fees
•  accounts receivables that were 
    written off as bad debt
•  loss or revaluation of assets

 Production and operating costs:

•  material and equivalent costs
•  long-term depreciation and 
    amortisation
•  salaries, social and health 
    insurance
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  FINANCIAL AND INVESTMENT OPERATIONS 4,3 3,11 1,93 741 0

  Income 0 0 0 0

Expenses -4,298 -3,112 -1,927 -741 0

  OPERATING PROFIT (+), LOSS (-) BEFORE TAX 75,938 79,942 106,359 138,110 171,177

  SPECIAL ECONOMIC ACTIVITY 0 0 0 0 0

  Extraordinary income 0 0 0 0 0

  Extraordinary expenditures 0 0 0 0 0

  CURRENT YEAR PROFIT (+), LOSS (-) BEFORE TAX 75,938 79,942 106,359 138,110 171,177

  PROFIT TAX 0 0 0 0 0

  NET CURRENT YEAR PROFIT (+), LOSS (-)  
  REDISTRIBUTION 75,938 79,942 106,359 138,110 171,177

Sales and services is an item in the profit and loss statement that indicates the 
company’s sales over a given period of time. Sales, as well as all incurred expenses, indicated 
in the profit and loss statement, do not include VAT, even if the company is a registered VAT 
payer.

Cost of goods sold include the following costs: expenditures on goods that will be 
resold later and that are meant for the purchase of necessary materials, worker salaries 
(of those, who directly carry out production works), cost of maintaining equipment, which 
produces the goods, depreciation, cost of energy consumption, and other indirect costs 
(e.g. repairs).

Gross profit is calculated by subtracting the cost of goods sold from sales revenues. 
For instance, if a company has been developing and expanding for many years and has 
always been in a stable business and economic environment, then its gross profit should be 
stable. However, if the sales revenues of the company increase faster than the cost of goods 
sold, then its gross profit will also grow.

Operating costs are expenditures that are not included into the cost of goods sold: 
utilities, communications services, rent, salaries of administrative workers, business trips, 
repairs and depreciation, audits, stationery, and others. Operating costs do not usually 
change, even if sales and the cost of goods sold increase proportionally.

Profit is calculated by subtracting operating costs from gross profit. It is profit that 
a company acquires from usual business operations, either including financial operations 
expenditures or excluding profit from financial activity. Profit is an important index for 
managers and owners. Furthermore, if a company needs a loan from a bank, profit becomes 
an especially important index as it indicates whether it will be able to sustain the burden of 
a credit agreement and maintain its obligations to the bank.

Another important indicator is the earnings before interest, taxes, depreciation, 
and amortisation (abbreviated EBITDA). It is calculated by subtracting depreciation and 
amortisation from the operating profit. In the case of LLC Vision, depreciation over the year 
amounted to 14,923 LTL, while EBITDA constituted 95,159 LTL. The inclusion of EBITDA in 
financial income statements is not required by law. However, it is quite an important index 
as it indicates the cash flows that are generated through the main business operations of 
the company. Companies can finance their investments, pay their debts and credits, pay 
interest, or can even finance their circulating capital with these cash flows.

Other economic activity indicates the company’s revenues and costs that are not 
connected to the main economic operations of the company. For instance, a company that 
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provides transportation services would indicate income from renting out their premises 
and other real estate in this item.

Financial and investment operations is the item in the profit and loss statement that 
indicates interest revenue and credit interest costs, losses or profits from changes in the 
currency exchange rates, incurred expenses or revenue from investments, e.g. losses from 
the sale of fixed assets.

Extraordinary items indicates the gains and losses that were incurred because of 
special, extraordinary occurrences, e.g. fires.

Net profit (loss) is a financial result (statement balance) that is calculated by 
subtracting the total amount of incurred expenditures and expenses from the total amount 
of revenues that the company has generated, and also having paid the income tax. The net 
profit of LLC Vision over their first year of operation was 75,938 LTL.

The balance sheet is a report that indicates the assets under management, which 
consist of shareholder’s equity and of borrowed assets (Smalenskas, 2000).

A company balance sheet is a report that indicates company assets and liabilities at 
a certain moment, e.g. July 1 or December 31. The following three main sections are always 
included into balance sheets: assets, liabilities, and shareholder’s equity Balance sheets are 
based on the following formula:

Assets = Liabilities + Shareholder’s equity
Balance sheets serve the following functions (Smalenskas, 2000):
• indicate all company assets and debts;
• provide a detailed report on all company assets and their value;
• indicate where company assets were acquired.
The main items in a balance sheet are indicated in table 3.3.

Table 3.3. The main items in a balance sheet.

Balance Sheet
ASSETS SHAREHOLDER’S EQUITY

A. Fixed assets: C. Shareholder’s equity:
– Intangible assets – Capital
– Tangible assets – Reserves
– Financial assets – Retained earnings
B. Current assets: D. Grants, subsidies

– Reserves, advance payments E. Accounts payable
– Accounts receivable – Long-term liabilities

– Cash – Current liabilities

An example of a balance sheet is presented in table 3.4.

Table 3.4.LLC Vision balance sheet.

 Assets Year 1 Year 2 Year 3 Year 4 Year 5
 FIXED ASSETS 145,020 145,020 145,020 145,020 145,020

COMPANY FORMATION COSTS 0 0 0 0 0
Change in capital and company formation 0 0 0 0 0
Issue of bonds 0 0 0 0 0
Other works concerning formation 0 0 0 0 0
Reorganising costs 0 0 0 0 0
INTANGIBLE ASSETS 500 500 500 500 500
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Research and development costs 0 0 0 0 0
Acquired rights 500 500 500 500 500
Prestige 0 0 0 0 0
Costs covered in advance 0 0 0 0 0
TANGIBLE ASSETS 144,520 144,520 144,520 144,520 144,520
Land 0 0 0 0 0
Buildings 0 0 0 0 0
Structures and machinery 129,520 129,520 129,520 129,520 129,520
Transport 0 0 0 0 0
Other tools and equipment 15,000 15,000 15,000 15,000 15,000
Leasing and similar rights 0 0 0 0 0
Other tangible assets 0 0 0 0 0

 Unfinished construction and advance payments 0 0 0 0 0
 FIXED FINANCIAL ASSETS 0 0 0 0 0
 Participation in other companies 0 0 0 0 0
 Investments 0 0 0 0 0
 Accounts receivable 0 0 0 0 0
 Other fixed financial assets 0 0 0 0 0
 Treasury stock 0 0 0 0 0
 Other investments 0 0 0 0 0
 Other receivables 0 0 0 0 0
 ACCOUNTS RECEIVABLE AFTER 1 YEAR 0 0 0 0 0

Accounts payable 0 0 0 0 0
Other receivables 0 0 0 0 0
CURRENT ASSETS 93,214 69,874 74,078 84,844 125,663

 RESERVES AND ONGOING AGREEMENTS 7,326 7,713 10,261 13,325 17,891
Reserves 7,326 7,713 10,261 13,325 17,891
Ongoing agreements 0 0 0 0 0

 ACCOUNTS RECEIVABLE DURING 1 YEAR 10,402 10,951 14,570 18,919 23,449
Accounts payable 10,402 10,951 14,570 18,919 23,449
Other receivables 0 0 0 0 0

 INVESTMENTS AND TIME DEPOSITS 72,989 48,582 45,750 48,060 78,695
  Treasury stock 0 0 0 0 0
  Other investments and time deposits 72,989 48,582 45,750 48,060 78,695

 CASH ON HAND 2,497 2,628 3,497 4,541 5,628

  ACCRUED REVENUE AND PREPAID EXPENSE 0 0 0 0 0

 Total ASSETS 238,234 214,894 219,098 229,864 270,683
 Shareholder’s equity and liabilities Year 1 Year 2 Year 3 Year 4 Year 5
 CAPITAL AND RESERVES 111,532 115,936 144,995 179,921 216,294
 CAPITAL AND RESERVES 28,000 28,000 28,000 28,000 28,000

Initial 28,000 28,000 28,000 28,000 28,000
Uncalled capital (-) 0 0 0 0 0

 SHARE PREMIUM (exceedance of nominal value) 0 0 0 0 0
 REVALUATION RESERVE 0 0 0 0 0
 RESERVE 83,532 87,936 116,995 151,921 188,294

Legal 7,594 7,994 10,636 13,811 17,118
Non-distributable 0 0 0 0 0
Distributable 75,938 79,942 106,359 138,110 171,177

 RETAINED EARNINGS (+), LOSS (-) 0 0 0 0 0
 FUNDING (GRANTS AND SUBSIDIES) 0 0 0 0 0
 DEFERRALS AND DEFERRED TAX 0 0 0 0 0
 DEFERRALS FOR LIABILITIES AND REQUIREMENTS 0 0 0 0 0
 DEFERRED TAX 0 0 0 0 0
 ACCOUNTS PAYABLE AND LONG-TERM
 LIABILITIES AFTER 1 YEAR 81,765 54,510 27,255 0 0
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 DEBT 81,765 54,510 27,255 0 0
To credit institutions 81,765 54,510 27,255 0 0
Other 0 0 0 0 0

 TRADE PAYABLE (DEBTS CONCERNING THE SALE 
OF 
 PRODUCTS)

0 0 0 0 0

To providers 0 0 0 0 0
Bills payable 0 0 0 0 0

 AMOUNTS RECEIVED IN ADVANCE FROM SIGNED  
 AGREEMENTS 0 0 0 0 0

 OTHER ACCOUNTS PAYABLE AND LONG-TERM 
 LIABILITIES 0 0 0 0 0

 ACCOUNTS PAYABLE AND CURRENT LIABILITIES  
 DURING 1 YEAR 44,938 44,448 46,848 49,943 26,407

 CURRENT YEAR LONG-TERM DEBTS 27,255 27,255 27,255 27,255 0
 DEBT 4,298 3,112 1,927 741 0

To credit institutions 4,298 3,112 1,927 741 0
Other 0 0 0 0 0

 TRADE PAYABLE (DEBTS CONCERNING THE SALE 
OF 
 PRODUCTS)

9,285 9,775 13,005 16,887 20,930

 To providers 9,285 9,775 13,005 16,887 20,930
 Bills payable 0 0 0 0 0
 AMOUNTS RECEIVED IN ADVANCE FROM SIGNED 
 AGREEMENTS 0 0 0 0 0

 TAXES, SALARIES AND SOCIAL SECURITY 
INSURANCE 4,100 4,306 4,662 5,060 5,476
 Taxes 1,281 1,347 1,554 1,797 2,051
 Salaries and social security insurance 2,818 2,959 3,107 3,263 3,426
 OTHER ACCOUNTS PAYABLE AND CURRENT 
 LIABILITIES 0 0 0 0 0

 ACCRUED EXPENSE AND PREPAID INCOME 0 0 0 0 27,982
 238,235 214,894 219,098 229,864 270,683

Fixed assets are comprised of tangible, intangible, and financial assets as well as of 
accounts receivable after 1 year.

Tangible assets include land, buildings, transport, equipment and other fixed assets, 
such as furniture, computers, tools, and many others. Company assets are considered fixed, 
if they are used in company operations for longer than 1 year. Fixed assets are subject 
to both, physical depreciation as well as to obsolescence. Therefore, fixed tangible asset 
depreciation as well as intangible asset amortisation (depreciation expense) are calculated.

In balance sheets, fixed assets are calculated in the following way: acquisition cost 
minus depreciation expense. Depreciation expenses are not considered cash expenditures 
and asset depreciation does not require additional financial expenses for every year 
(Lazauskas, 2005).

Intangible assets are property that is immaterial, e.g. patents, software or trademarks.
Fixed financial assets are all shares and various investments of the company.
Current assets are property that is utilised for less than 1 year within company 

operations. Current assets include:
•	 reserves;
•	 accounts receivable;
•	 investments;
•	 prepaid expenses (e.g. annual subscriptions);
•	 cash in bank accounts and on hand;
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Types of Reserves (Inventories):
•	 raw materials;
•	 ongoing production;
•	 produced;
•	 goods for resale;
The type of reserves (or inventories) held in the company determines its activity. 

For instance, if a company deals with the production of goods, then it possesses all kinds of 
reserves, while companies that deal with trade typically have a lot of goods that are meant 
for resale. Companies that provide services usually have no tangible reserves. Accounts 
receivable are the amounts receivable over the course of 1 year. These are usually buyer 
debts for goods with a postponed deadline for payments. Accounts receivable may also 
indicate VAT receivable from the state budget as well as other similar state or other company 
debts to the company. If a large portion of current company assets are cash on hand or cash 
in accounts, then companies tend to convert a part of them into investments. These assets 
would be indicated under current assets as Investments. It can be a time deposit in a bank, 
acquired state securities, or other.

Shareholder’s equity is:
•	 various reserves and retained earnings;
•	 company;
capital stock (if private venture – owner contributions).Shareholder’s equity is the 

difference between company liabilities and assets, so it may also be referred to as net 
asset value or receivables (Smalenskas, 2000). Capital stock (owner contributions). Indicate 
owner’s investments into the company (amount of funds).

If the company does not distribute its earned profits among shareholders (for 
the purpose of paying out dividends), and if these financial resources remain within the 
company, then the retained profits are indicated under the item retained earnings. Retained 
earnings for LLC Vision have increased over the course of the year by 75,938 LTL because all 
of the net profit was not paid out as dividends, but remained in the company.

When fixed assets, held by the company, are revaluated, then shareholder’s equity 
increases (by the amount of the difference that the revaluation has made), and it is indicated 
under the item revaluation reserve.

Long-term liabilities are long-term company financial debts and other accounts 
payable after 1 year. Long-term financial debt is often acquired from banks for the purpose 
of purchasing fixed assets or for funding other long-term investment projects.

Current liabilities include all company accounts payable over the course of one year. 
These are all current (short-term) financial liabilities, including the portion of long-term 
liabilities for the current year, trade payable (or accounts payable), salaries, social security 
payments, tax payable, and other.

A cash flow statement is a document that indicates the changes in financial 
resources throughout the course of usual company operations: production, service 
provision, investments, and financial operations. All financial operations are presented in 
this statement.

Companies have multiple sources of cash: a decrease in accounts receivable or in 
reserves, net profit, sale of fixed assets, increase in accounts payable and general increase 
in debts, and other. Company cash reserves decrease, if accounts payable decreases, 
accounts receivable increases, fixed assets or securities are purchased, company debt 
decreases, company securities are bought out, dividends are paid out, etc. (Aleknevičienė, 
2009).
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Data on cash flows are very important to investors, shareholders, creditors, and 
managers. For managers and shareholders, cash flow analyses reveal opportunities 
for company development, changes in liquidity, the ability to pay out dividends and to 
fulfil their current as well as new financial liabilities. For investors and creditors, managed 
cash flows, opportunities to pay out dividends, and credit as well as interest payments are 
of great importance.

Proper preparation and management of cash flow data are very important for rapidly 
growing companies. A rapid increase in the sales of company products or provided services 
leads to an equally increasing need for raw materials and labour force. It is necessary 
to keep in mind that the purchase of and payment for raw materials happens before the 
company is paid for the sales of the end product. Such a gap between acquired profits and 
cash flows can easily lead a growing company to bankruptcy.

The profit index in the profit and loss statement indicates how efficiently the 
company carries outs its operations. However, it does not show any movement of money 
in cash form. The movement of money is separate from earnings and expenses. Therefore, 
the net profit index is often different from the cash flows of the same accounting period.

Company cash flows strongly depend on the selected method used in the 
calculation of depreciation. If the depreciation deduction rate is high, then profits will be 
low. However, such deductions are not expenses, unlike other items indicated expenditures 
on the balance sheet. If depreciation increases, net profit decreases, and the decreasing tax 
weight consequently increases company cash flows. Moreover, net profit can differ from 
cash flows because (Mackevičius, 2005):

a) the taxes that are indicated in the profit and loss statement do not have 
to be paid on the same year;

b) some goods can be sold on credit and companies may be paying with non-
financial assets (i.e. not with money);

c) profit strongly depends on the chosen inventory valuation methods (such 
as FIFO, LIFO, and others);

d) and interest accumulation, rent, and insurance are equally distributed 
among accounting periods, even though such money is not really acquired or spent.

CHAPTER III EXERCISES

3.1. Analyse the presented situations and answer the questions in the table below. 
Refer to the balance sheet and profit (loss) statement presented below.

1. What are intangible company assets? 
Provide examples.

2. What are financial company assets? 
Present a situation as an example, 
wherein the presented company would 
have no financial assets. What can be 
the reasons for the absence of financial 
assets?
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3. Imagine that the amount of reserves 
and ongoing agreements in the 
presented company are rising. What 
can be the reasons for this rise?

4. What are accounts payable and how 
do they appear (i.e. increase)?

5. What are cash equivalents? How 
many cash equivalents can this 
company have?

6. What can be the cause of negative 
capital?

7. What types of reserves can 
companies have? Are reserves 
compulsory? What significance do big 
reserves have in company operations?

8. Why does the value, indicated 
in the balance sheet item accounts 
receivable and liabilities after 1 year not 
change for several years? Why does it 
disappear completely in the last year?

9. Why is there only one value (for 
a single year) indicated in the item 
income tax? What does it mean?

10. What should be indicated in the 
item employee-related liabilities? Why 
is it negative?

11. What does the concept main 
balance sheet equality mean?

12. What is included into the operating 
costs? Why do they increase every 
year?

13. What are other economic activities 
in the profit and loss statement? Why is 
it negative?

14. Why are positive figures indicated 
for one year, but negative for other 
years in the financial and investment 
operations section?
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15. Why does this profit and loss 
statement have no extraordinary 
income?

16. Why does the company indicate 
that it has paid income tax for just one 
year, even though it gained profit every 
single year?

BALANCE SHEET 2010-2013

ASSETS 2010 2011 2012 2013

A. FIXED ASSETS 3,314 0 176,163 706,068

I. INTANGIBLE ASSETS 428 2,236 2,442

II. TANGIBLE ASSETS 2,886 173,927 703,626

III. FINANCIAL ASSETS

IV. OTHER FIXED ASSETS

B. CURRENT ASSETS 55,263 60,218 871,391 1,159,472

I.
RESERVES, ADVANCE 
PAYMENTS, AND ONGOING 
AGREEMENTS

50,089 50,520 38,674 788,809

II. ACCOUNTS RECEIVABLE 
DURING 1 YEAR 4,578 1,249 699,477 162,055

II.1. Accounts payable 4,578 1,249 699,203 111,585

II.2. Subsidiary and association 
debts

II.3. Other receivables 275 50,469

III. OTHER CURRENT ASSETS

IV. CASH AND CASH EQUIVALENTS 596 8,449 133,239 208,608

TOTAL ASSETS: 58,577 60,218 1,047,554 1,865,540

SHAREHOLDER’S EQUITY 
AND LIABILITIES 2010 2011 2012 2013

C. SHAREHOLDER’S EQUITY -19,877 -18,850 680,721 1,860,497

I. CAPITAL 10,000 10,000 10,000 10,000

II. REVALUATION RESERVE 
(RESULTS)

III. RESERVE

IV. RETAINED EARNINGS (LOSSES) -29,877 -28,850 670,721 1,850,497

D. GRANTS, SUBSIDIES

E. ACCOUNTS PAYABLE AND 
LIABILITIES 78,454 79,068 366,833 5,043

I.
ACCOUNTS PAYABLE AND 
LONG-TERM LIABILITIES 
AFTER 1 YEAR

15,000 15,000 15,000
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II. ACCOUNTS PAYABLE DURING 
1 YEAR 63,454 64,068 351,833 5,043

II.1. Accounts payable 176 176 134,117 17,936

II.2. Income tax liabilities 119,007

II.3. Employee-related liabilities 554 1,547 25,114 -15,284

II.4. Other accounts payable and 
current liabilities 62,724 62,344 73,595 2,391
TOTAL SHAREHOLDER’S 
EQUITY AND LIABILITIES 58,577 60,218 1,047,554 1,865,540

PROFIT AND LOSS STATEMENT FOR YEARS 2011-2013
Row 
No. Items 2011 2012 2013

I. SALES REVENUE 24,788 1,686,090 2,463,075
II COST OF GOODS SOLD 6,939 379,450 245,113
III. GROSS PROFIT (LOSSES) 18,395 1,306,640 2,217,963
IV. OPERATING COSTS 13,995 484,426 1,033,511
V. OPERATING PROFIT (LOSS) 4,400 822,214 1,184,452
VI. OTHER ECONOMIC ACTIVITY -3,373 -3,550 -4,722

VII. FINANCIAL AND INVESTMENT 
OPERATIONS -86 46

VIII. OPERATING PROFIT (LOSS) 1,027 818,578 1,179,776
IX. EXTRAORDINARY INCOME 0 0 0
X. EXTRAORDINARY EXPENDITURES 0 0 0
XI. PROFIT (LOSS) BEFORE TAX 1,027 818,578 1,179,776
XII. PROFIT TAX 119,007
XIII. NET PROFIT (LOSSES) 1,027 699,571 1,179,776

3.2. Assign the items in the table below to their appropriate category: assets, 
shareholder’s equity, and liabilities.

Items Assets Owner’s equity Liabilities

Plot of land

Chair

Bank debt

Cash in the company bank 
account

Tax payable

Accounts receivable
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Motor vehicle

Company debt for 
communications services

Retained Earnings

Deposit in the bank

Company stock (shares)

3.3. Present examples of fixed and current assets.

Current assets Fixed asset

1. 1.

2. 2.

3. 3.

4. 4.

5. 5.

3.4. Present examples of tangible, intangible and financial assets.

Tangible assets Intangible assets Financial assets

1. 1. 1.

2. 2. 2.

3. 3. 3.

4. 4. 4.

5. 5. 5.

3.5. Fill in the following table based on the diagram for profit and loss statements 
that was presented in the chapter (table 3.1).

Items Sum
Sales revenue 100,000
Cost of goods sold 40,000
GROSS PROFIT (LOSSES)
Operating costs 15,000
OPERATING PROFIT (LOSS)
Other operating profits 10,000
Other operating losses 8,000
OPERATING PROFIT (LOSS)
Extraordinary income 2,000
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Extraordinary expenditures 3,000
PROFIT (LOSS) BEFORE TAX
Income tax*

NET PROFIT (LOSSES)

*– based on the current income tax tariffs

3.6. Calculate EBITDA based on the data in exercise 3.1.

EBITDA
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IV. FINANCIAL ANALYSIS

In this chapter, the reader will be introduced to the types of financial analysis, will learn how 
different ways of conducting financial analyses benefit company finance management, 
what users of financial analyses are, and will be taught how to calculate and to interpret 
the main financial analysis ratios.
Keywords: financial analysis, ratio analysis, horizontal analysis, vertical analysis, liquidity, 
solvency, profitability, turnover.

4.1. The Concept of Financial Analysis

One of the essential elements of finance management is financial analysis. An 
analysis is the breaking down and distribution of objects, processes, and phenomena and 
the identification of characteristics that define them (Mackevičius, 2010). Financial analyses 
focus on economic and financial causes (that stem from company operations) and their 
implications. Analyses also provide forecasts of company operation results and prospects 
for several years ahead, can potentially prevent negative company operation results, and 
help the company to utilise its resources in a more rational and efficient manner.

There is currently no unified definition for financial analysis. J. Mackevičius (2005) 
defines financial analysis in the following way: “financial activity analysis is a one-sided 
and objective study of financial conditions, activity results, and cash flows, which serves a 
purpose of helping the management of the company to achieve their established objectives.” 
Financial analyses are one of the most active functions of the company management system, 
which enable managers to make rational and optimal management decisions.

Kancerevyčius (2004) explains it differently. He says that financial analyses help to 
evaluate the financial state and financial power of the company. It is the transformation 
of data into useful information and it is a factor that diminishes risk. It allows managers 
to identify the economic deficiencies of the company by determining the most vulnerable 
parts within the company’s economy, and also indicates the possibility of bankruptcy.

Švelienė (2008) also suggests a definition of financial analyses that focuses on the 
diagnosis of bankruptcy. She explains that financial analyses enable managers to quickly 
identify the signs of bankruptcy and its main causes. They are a part of the economic 
analyses that are carried out on the basis of laws and factual economic activity indicators. 
They analyse company economic processes, the links among them, and their results. They 
also concern the forecasting, planning, accounting, and control of a certain activity.

Šlekienė and Klimavičienė (2000) state: “financial analyses are the evaluation of 
past, current, and future situations and prospects. The evaluation is based on financial 
documentation, special research, databases, and other sources of information.”

V. Bagdžiūnienė (2005) defines financial analysis in the following way: “A financial 
analysis is the process whereby the current and future situations as well as the possibilities 
for company sustainability are evaluated.”

Other sources explain that financial analyses under market economy conditions 
are a branch of microeconomics, which defines the processes and principles of financial 
activities, and which is also associated with the forecasting, planning, accounting and 
control of certain economic activities.



40

In summary, it may be said that a financial analysis is an assessment of a company’s 
financial state. The analysis is based on financial documents. It determines the financial 
results of economic operations and evaluates the present situation and future opportunities.

The results that financial analyses provide allow managers to make decisions, which 
would increase activity efficiency, would help in the analysis of weaknesses of various 
company departments and areas of activity, and would determine the measures for the 
elimination of such deficiencies and for the increment in efficiency. The information that is 
acquired through financial analyses allows managers to identify whether previously made 
decisions have been productive or not. Moreover, it can serve as a basis for present or 
future management decisions. 

A financial analysis can be considered a measure for the planning, organising, and 
control of company processes. Such analyses indicate internal reserves and identify the 
opportunities for the more rational utilisation of work, tangible, and financial resources. 
The financial results of company operations depend on the efficiency of economic activity, 
the level of management, and the rational use of financial and other resources. Company 
operations, on the other hand, depend on the company’s financial state.

Mackevičius (2008) claims that the objectives for financial analyses in countries 
with market economies often regard the needs of consumers. All of the information that 
is used in financial analyses can be classified by the set number of consumers because the 
information will not be available to every single consumer or it may not be necessary for 
them. Such necessity is determined by the objectives that are set for the consumer analysis. 
The objectives of the analysis subjects can vary significantly, but all of them will have one 
essential attribute: a small number of fundamental parameters, which allow the assessment 
of the state of the research object, and the identification of possible opportunities for 
development.

V. Bagdžiūnienė, J. Mackevičius and D. Poškaitė state that the idea and essence of 
a financial analysis is best determined by its objectives. In the broad sense, the objective 
of a financial analysis is to competently evaluate the financial state of the company and 
to provide well-grounded and objective conclusions for the purpose of helping company 
managers to increase efficiency. Financial analyses can differ in their scope, precision, and 
terms. The main objectives of financial analyses are:

• to evaluate financial stability, resource utilisation efficiencies, and to identify the 
root causes of negative changes;

• to analyse the influence of internal and external factors on the results, and to 
examine the opportunities for the improvement of company operation;

• to evaluate company operation efficiency, to analyse cash flows, and to generate 
forecasts that would determine the trends of such changes;

• to form a standardised system of financial ratios, which would enable managers 
to generate forecasts regarding company operations, to assess the economic utility and 
validity of managerial decisions, and to determine the current state of company operation;

• to compare different companies.
The main tasks of financial analyses are (Mackevičius, 2011):
•	 to create financial information systems that would meet company policies. The 

reliability, accuracy, and sufficiency of information can be of varying calibre, but it should 
reflect the financial state realistically and objectively.

•	 to compare the actual state with the desired (planned) state, standards and other 
parameters. In order to evaluate every economic phenomenon, it is necessary to compare 



41

the economic indicators that characterise such a phenomenon with a chosen standard, so 
that it would be possible to track the changes and to determine trends, or to determine 
deviations from the selected standard. Based on the aforementioned comparisons, Western 
countries have created three types of analysis: vertical, horizontal, and trend (or dynamic). 
Western economists recommend a sample of 3 to 5, and sometimes – up to 10 years for 
comparison. Such a comparison among several standards systems enables managers to 
determine how developed their companies are or the trends for stabilisation.

•	 to help form finance management and accounting policies. The aim of finance 
management is the rational utilisation of financial resources, the allocation of investments, 
directing them down best suitable and most beneficial way, and the sustainability of 
company solvency. Managerial records help managers to plan, to make decisions, to control 
and to better coordinate company operations internally, and to improve the relations among 
different departments within the company.

Mackevičius (2009) suggests to determine the objectives and tasks for financial 
analyses based on the individuals, who will be using the conclusions of the analysis. Some 
financial analysis objectives are common to all, while others may be more specific and, 
thus, different.

When conducting a financial analysis, multiple sources are used. The indices taken 
from business plans, estimates, budgets, programmes, and projects are compared with the 
actual results. Data are compared, the causes of discrepancies are determined, and the 
plausibility of the plans and budgets are evaluated.

Most of the financial (and economic) information that is necessary for the planning, 
analysis, and management of the company can be acquired from accounting reports. Every 
accounting report provides detailed information on the financial state of the company. 
However, it is possible to do more with it: if managers are to conduct a ratio analysis, it 
will enable them to analyse company operations as well as to determine opportunities for 
company operations.

Other non-accounting sources of data, but which are still used for financial analyses, 
are categorised into internal sources (such as conferences, various meetings, archives, 
surveys, as well as other data that can be acquired within the company and its departments) 
and external sources (various information, such as guides and manuals, statistical reports, 
articles, media reports, and other, that is acquired from outside of the company).

In summation, financial analyses are conducted based on various sources. The most 
important of them are financial statements, which provide accounting (financial) data. Thus, 
it is important for the information, presented in financial statements, to be reliable as the 
results and accuracy of the financial analysis itself depend on the accuracy and reliability of 
the primary data sources. 

Financial analysis methods. A financial analysis is carried out using various research 
methods, which are also applied in other fields, i.e. statistics methods and the main methods 
for economic analysis. The financial information on company operation is first processed, 
then systematised, and, lastly, summarised.

Mackevičius (2009) suggests only three categories of analysis methods: general 
economic, mathematical, and heuristic (illustration 4.1).
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Illustration 4.1. Company operation analysis methods, according to J. Mackevičius (2009).

Mackevičius (2009) explains each category:
“The general economic, also known as the logical or rational, analysis group usually 

starts with a comparative analysis method. This method allows managers to identify 
deviations from the projected plan or a set of standards, and to thus evaluate the rate of 
growth, dynamic, and trends of the indices as well as to compare the actual results with 
the averages of other companies or economic branches. When applying this method, it is 
important to follow the index comparison principle. Otherwise, the actual situation will be 
wrongly assessed.

Grouping is the assignation of analysed indices to their respective homogeneous 
groups. Indices can be grouped based on multiple as well as on a single attribute. The 
influence of one or multiple factors on the analysed indices is determined by visualisation. 
Grouping is also the initial step for the implementation of other research methods, i.e. 
dispersion, correlation or regression analysis.

Not all of the acquired information is relevant. Therefore, it is necessary to focus the 
analysis on the information that may help to answer the questions raised. For this purpose, 
key element identification or specification are implemented along with other methods that 
help to comprehensively evaluate the research object and to determine the causes that 
lead to the end-result.

Synthesis is the collection of all elements of a researched phenomenon into a single 
entirety and the summary of indicators that reflect it. The summary denotes the most 
important information (acquired by identifying key elements) only.

An index is a ratio that indicates changes within an economic phenomenon in time 
and location. Indices can be applied when analysing sales volumes, accrued expenses, 

Operation Analysis 
Methods

General Economic Mathematical Heuristic

Comparative

Grouping

Elimination

Balance Links

Division

Generalisation

Average

Index

Correlation

Dynamic

Linear

Analogies and 
Associations

Brainstorming

Collective Notepad

Control Questions
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profitability, and other economic processes. This helps to identify the factors that cause 
changes in the analysed indices and to measure the effects of each factor. 

Elimination is a method of analysis whereby a single factor is chosen for study, and 
all other factors are removed, so that there would be no external influence.

Comparative weighted analysis (calculation) is the process when each financial 
statement index is compared with the base index of that same report separately. The result 
is expressed in percentages or in ratios. This type can also be referred to as structural, 
vertical or marginal analysis because it indicates the relative weight (that is calculated 
from the entire amount) of income or expenditures for separate items within the financial 
statement.

Dynamic line or mean value analysis. This method calculates the averages and 
studies the general characteristics of the entirety of phenomena. When conducting 
financial analyses, the most commonly used types of averages are the arithmetic mean, 
the harmonic mean, the weighted mean, the mode, and the median, among several others.

Econometric, or mathematical, analyses implement mathematical and statistical 
methods and computer software, which perform economic calculations. These methods 
allow a deeper and faster analysis to be conducted. They are especially effective when 
analysing the financial state of a large sample and allows to identify the impact that functional 
and non-functional factors may have, which is more difficult to perform quantitatively using 
traditional means. The most common methods used are regression-correlation, dispersion, 
and mathematical forecasting.

The foundation of heuristic analysis is heuristics – the science of creative thinking. 
This type of analyses utilises personal opinion as well as collective expert assessment. 
These methods are based on the experience and intuition of experts, the latter of which 
is expressed while solving economic problems, and especially when providing economic 
situation forecasts.

Graphical methods of analysis (such as tables, charts, statistical curves, etc.) provide 
visual representations of the changes in a given analysed index over a certain period of 
time, and show the structure of the phenomenon as well as the links among indices.”

Specific methods of analysis, according to Juozaitienė (2000), include the financial 
index analysis, the SWOT analysis, the functional value analysis, as well as some others.

Types of Financial Analysis. Financial company operation analyses can be classified 
into several categories, depending on their subject, objective, period, way of comparison, 
frequency, and several other factors. The classification of financial analyses is presented in 
table 4.1.

Table 4.1. The types of financial analysis.

The Types of Financial Analysis
Internal External
•	 based on the company’s database;
•	 conducted by the employees themselves;
•	 sufficiently detailed, accurate, and 
comprehensive;
•	 the data provided by such analyses serve 
as a basis for management decisions. The 
financial state and results of the company 
are evaluated, and various financial 
indicators are determined.

•	 carried out by outside experts;
•	 more formalised because internal 
company information is not provided;
•	 the financial state and results of the 
company are evaluated, and various 
financial indicators are determined.
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Retrospective Operational Prospective
•	 conducted when the object is 
the financial results of previous 
periods;
•	 conducted for the purpose 
of determining the efficiency 
levels for resource utility and 
company operation, as well 
as for the proper planning of 
operations.

•	 aims to evaluate planned 
operations on the short-run 
(for a day, a week, or a month);
•	 the purpose of the analysis 
is to evaluate how well the 
established plan is being 
followed, to determine the 
causes of deviations, and to 
identify the ways in which the 
present situation could be 
improved;
•	 conducted prior to the end 
of a selected period, based on 
estimated data;
•	 aims to determine future 
financial results as early 
as possible, and to make 
appropriate decisions, if it is 
deemed necessary.

•	 conducted when 
the object is the 
financial responsibility 
for future periods;
•	 conducted for 
investment project 
evaluation, credit 
agreement, and 
business merging 
purposes;
•	 various projects 
are assessed;
•	 aims to make 
strategic and tactical 
decisions.

Intra-Firm Comparison Inter-Firm Comparison Industry Average or 
Standard Analysis

•	 analyses the operations of 
different departments, their 
results, and their contribution 
to the company when working 
towards company objectives;
•	 the purpose of the analysis 
is to reveal internal reserves of 
each department and field of 
company operation.

•	 the analysis focuses on 
the operations of several 
companies;
•	 results from company 
operations are compared 
with the results of related and 
foreign companies.

•	 compared with 
the average rates of 
the field and with 
other economic 
fields.

Horizontal analysis is the calculation and determination of changes in indices using 
absolute or relative values. Deviations are calculated by comparing the data from the current 
year with the data from previous periods. However, such an analysis does not indicate the 
causes of changes in indices.

An alternative to the horizontal analysis is the trend analysis. Trend analyses examine 
the trends in the change of phenomena that last for a long period of time. Trend analyses 
help to evaluate long-term profit dynamics by comparing them with other indicators. In 
order to perform such analyses, data from financial statements covering several years are 
needed, and it is also necessary to calculate the changes in indices that occurred over the 
course of several periods. This way, the principles and trends for changes in financial results 
of economic entities are identified.

When conducting a horizontal analysis, it is possible to evaluate the structure of a 
company’s fixed assets, to determine the method for calculation of fixed asset depreciation, 
to assess the value of current assets, trends in cash flow changes, and to identify condition 
of company debt as well as the changes in income and expenditures (Juozaitienė, 2000).

Horizontal analyses are carried out in cases when financial statement data 
are compared with the data of previous periods or budgets, and when the deviation is 
expressed in ratios that indicate changes in indices (over time) and its dynamics. Such 
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analyses are usually conducted with data covering 2 to 5 years if financial information. 
Horizontal analyses also help to assess changes in fixed and current assets, in income and 
expenditures, in circulating capital, and in cash flows. However, the drawback is that the 
causes of the change in indices are not determined by a horizontal analysis (Dzikevičius, 
2005).

Vertical analysis is the process, whereby a respective financial statement index 
is compared with the base index of that same report, and the result is expressed as the 
percentage of the base index (Smalenskas, 2000). According to Šlekienė and Klimavičienė 
(2000), vertical analyses are the assessment of the company’s financial state through the 
analysis of various ratios. It is the calculation of structural financial statement indices, which 
allows managers to identify negative changes in the company more quickly and to assess 
the financial state of the company using the intra-firm comparison analysis method. This 
type is well suited for the analysis of profit and loss reports.

Furthermore, the vertical analysis method allows managers to identify whether the 
cash within the company is used purposefully, to determine the structure of the capital and 
the causes for its change as well as the reasons for changes in income and expenditures. 
The results are generally expressed in diagrams.

A vertical analysis indicates the structure of the analysis object. Thus, it may also 
be referred to as a structural analysis. A vertical analysis is conducted by comparing 
every financial statement index with the base index of that same report, and the result is 
expressed in percentages. For instance, the base index can be the overall amount in assets, 
the amount in current or fixed assets, the amount in sales revenues, or the amount in 
liabilities or shareholder’s equity.

Moreover, vertical analyses assess whether assets are utilised in an optimal and 
rational manner, examines the changes in the financial structure (i.e. using own and 
borrowed capital, the company’s structure for income and expenditures, and the causes 
of changes in them), and determines the changes in the company’s financial state (their 
trends) (Kancerevyčius 2004).

The results of horizontal and vertical analyses are the basis for the ratio analysis, 
or, more specifically, used for the calculation of various ratios. A ratio analysis may also 
be referred to as the coefficient analysis. These coefficient indices reveal the relations 
among data from financial statements as well as from other sources of information. Several 
groups can be mentioned here, namely the liquidity and profitability ratios (which are also 
recognised abroad), operational ratios, leverage ratios, and solvency ratios (Mackevičius, 
2009).

A ratio analysis may also be referred to as the coefficient analysis. These indices 
reveal the relations among data from financial statements as well as from other sources 
of information, and expand the scope of opportunities for the analysis of absolute values. 
Ratio analysis indices allow an easy comparison of operations results of different companies 
on multiple levels, regardless of factors such as inherence to a certain economic branch, 
company’s legal status, size, and some others.

Ratio analysis indices also allow a quite accurate and objective evaluation of 
the different sides of company operations and helps with revealing company reserves, 
forecasting and reaching optimal managerial decisions. It is safe to say that ratio analyses 
are one of the most important measures for identifying and evaluating the overall financial 
and economic state of the company (Rutkauskas and Stankevičius, 2004).

Some experts suggest more types of financial analyses, such as trend analyses, 
factor analyses, and absolute value analyses. Trend analysis are an alternative for a 
horizontal analysis. Such analyses are conducted with financial statement data over a long 



46

period of time (of 5 to 10 years). Factor analyses concentrate on the impact that different 
factors have on company operations. Absolute value analyses are carried out to compare 
the absolute indices, retrieved from the company’s financial statement, including budget, 
branch average, country, or competitor indices, to determine the deviation (Juozaitienė, 
2000).

4.2. Financial Analysis Ratios and Calculations

Ratios are widely used in financial statement analyses. They can help to identify the 
deeper and hidden changes and processes of company operations. Although it is important 
to compare the changes in different indices, it is also quite important to compare them with 
the indices of other companies or economic branches.

During a financial analysis, various absolute indices and ratios are calculated. 
They form the basis for decisions regarding profitability, liquidity, solvency, and turnover 
(Dzikevičius, 2005).

The performance of an analysis and comparison, when working with ratios, is in 
principle a superior method for processing financial information, as opposed to the absolute 
indices method. It allows a more effective comparison of different companies or even of the 
same company as times passes or as the economic situation changes because these ratios 
present a clearer value than absolute indices. By assigning a value to a number and by 
comparing it with another number, the evaluation becomes more objective.

Financial analyses require ratios or financial coefficients (or rates). Rutkauskas and 
Stankevičius (2004) categorise these into profitability, liquidity, and long-term solvency 
ratios (financial structure ratios), and operations efficiency ratios (asset utilisation efficiency 
ratios).

Kancerevyčius (2004) categorises them a bit differently: profitability, solvency 
(liquidity), market, operations efficiency (asset management), and capital structure as well 
as financial flows (debt management) ratios. Rutkauskas and Damašienė (2002) indicate 
profitability, liquidity, leverage, and operational ratios.

All of the aforementioned experts indicate profitability ratios, but they do not agree 
upon liquidity and solvency. Some refer to them as solvency, while others call them short- 
or long-term solvency, and yet others consider them the same liquidity ratios. Therefore, 
financial ratios can be classified in the following way (illustration 4.2.):

Illustration 4.2. Classification of financial ratios.

Solvency Ratios (Short- and Long-Term)

Liquidity Ratios 

Operations Efficiency (Asset Management) Ratios

Debt Ratios

Profitability Ratios

Market Ratios

Other Ratios
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Solvency is a company’s ability to fulfil their obligations (liabilities, to make timely 
payments for bills, to creditors, providers, employees). Solvency may sometimes be referred 
to as liquidity. However, they differ in principle (Vainienė, 2005).

Liquidity is the ability to transform securities and tangible assets into cash. The 
Dictionary of Economic Terms defines liquidity as: (1) the ability to quickly transform assets 
into cash; (2) the ability to quickly purchase or sell securities at a price that is close to 
the market price; (3) a ratio of a company’s liquid assets to its total assets or its current 
liabilities; also, it is a company’s capability to meet its liabilities concerning debt (Vainienė, 
2005).

Thus, if a company does not have the ability to transform its available tangible 
assets or securities into cash, then it will not be able to meet its liabilities. In other words, 
liquidity indicates how capable a company is in meeting its current liabilities before their 
deadlines or the ability to quickly and easily transform its assets without losing their value. 
Hence, a company must have cash assets, as well as liquid assets, which could be quickly 
transformed into cash for the purpose of paying out its current liabilities.

Profitability is an assessment of a company’s profitability from productivity, 
securities, and portfolios, by comparing earned profits and income (dividends, interest) 
to a certain chosen measure, such as revenues, capital, or the nominal value of shares 
(Vainienė, 2005). The Dictionary of Banking and Commerce Terms defines profitability as: 
“the ratio of profit to the main portion of income or the ratio of net profit to the volume of 
sales and services” (Buškevičiūtė, 2006).

Profitability may also be defined as the profit that a company acquires. Profit is 
essentially earned income minus incurred expenditures (Mackevičius, 2005). Profit explains 
the most about a company’s operations. It indicates both the positive and the negative 
sides, as well as the losses and the gains of the company and its operations. Profitability 
ratios indicate how effectively a company acquires profit, and whether it is coming to 
financial and investment decisions properly.

Turnover is the ratio of company’s income to its appropriate asset volumes, which 
indicates how effective is the company at using its assets (Rutkauskas, 2001). Since turnover 
ratios indicate whether a company is using it assets actively, they may also be referred to as 
activity or efficiency ratios.

Circulating capital, according to Mackevičius (2005), is current assets that remain 
within the company after paying all payables and current liabilities over a one-year period. 
It is a portion of the assets that changes form while it is in circulation. For instance, a 
company that produces goods can have cash that transforms into inventories, which can 
further transform into unfinished or finished products, and transforms back into cash upon 
the sale of these products.

Different ratios enable financial analysis to evaluate company operation on a financial 
level and to determine opportunities for possible company expansion. For instance, debt 
ratios describe a company’s financial reliability, while market ratios indicate the profit per 
share. This ratio also allows the tracking of the amounts that a company has paid out in 
dividends and how much the market price of a share is higher than the nominal value.
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The main ratios and their formulae are presented below.

Liquidity ratios

Ratio Calculation Value

Working capital ratio 
(current ratio)

[Current assets] / [Current 
liabilities]

>1.5 is a safe margin
<1 risk of insolvency

Cash ratio [Cash] / [Current liabilities] the bigger, the better

Acid-test ratio (quick ratio)
[Current assets - Reserves 
(Inventories)] / [Current 
liabilities]

between 1.2 and 2 is the 
safe zone

Asset ratios

Ratio Calculation Value

Asset (i.e. reserves or 
inventories) turnover [Sales] / [Assets] the more, the better 

reserves are utilised

Receivables turnover ratio [Sales] / [Averaged 
receivables (buyer’s debts)] the bigger, the better

Overall turnover [Sales] / [Averaged assets]
the bigger, the more 
efficiently assets are 
utilised

Debt ratios

Ratio Calculation Value

Debt ratio [Total debt] / [Total assets]

30 per cent – very good; 70 
per cent – optimal; >100 
per cent – bankruptcy 
(because [shareholder’s 
equity] < 0)

Debt to equity ratio 
(financial leverage)

[Total debt] / [Shareholder’s 
equity]

If = 1, then debt ratio at 50 
per cent; if more, then it is 
worse

Times interest earned 
ratio (Interest coverage 
ratio)

[Earnings before interest 
and taxes (EBIT)] / [Interest 
expense]

<= 1 – bankruptcy

Profitability ratios

Ratio Calculation Value

Gross margin 
(gross profit margin) [Gross profit] / [sales] normal at 10-35 per cent

Net profit margin [Net profit] / [Sales] the bigger, the better

Return on equity [Net income] / 
[Shareholder’s equity] the bigger, the better

Return on assets 
(gross capital profitability) [Net income] / [Total assets] the bigger, the better
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CHAPTER IV EXERCISES 

4.1. There are several types of financial analyses and result consumer groups. Each 
consumer group has its own needs and aim to achieve different objectives with financial 
analyses. The table below presents the aforementioned consumer groups and their 
objectives. Correctly assign a consumer group to its appropriate aims for financial analyses. 
Provide explanations.

Consumers groups Financial analysis objectives

1. Company managers 
and employees

A. It is necessary to acquire information, which would help 
to come to a decisions of whether to keep certain company 
shares, or to sell or purchase them. It is also necessary 
to identify the opportunities for the company to pay out 
dividends, to determine the profit margin, liquidity, and the 
prospects of operations.

2. Investors

B. It is necessary to acquire information on whether loans and 
interest will be paid in full and on time. It is also necessary 
to observe cash flows, their reliability and stability. Lastly, it 
is important to know the structure of the capital, as it is the 
basis for evaluating risk and the opportunities for a company 
to make payments.

3. Creditors (providers, 
banks, etc.)

C. The interest is focused on the trends and the newest changes 
in company operations, on public activities.

4. Auditors and other 
inspectors

D. The interest is focused on the opportunities for company 
expansion, profitability, operations efficiency, and strategy.

5. Society

E. The interest is focused on tax payments, the continuity of 
operation, the use of resources, and statistical information. 
Moreover, there is interest in whether the company is 
financially reliable, i.e. are there errors or other discrepancies, 
and does it present an accurate and true image.

Consumer Purpose Motives

1.

2.

3.

4.

5.

6.
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4.2. There are three main types of financial analyses. Compare them in the table 
below by indicating the advantages and disadvantages of each type.

Type of Analysis Advantages Disadvantages

Horizontal 
analysis

Vertical analysis

Ratio analysis

4.3. What do the main indices say about the operation of a company and why is 
each index important?

Index Description Importance

Liquidity

Solvency

Profitability

Turnover

4.4. Calculate current asset turnover, circulating capital, and liquidity ratios using 
the data in the table below.

Items Value (EUR)

Current assets 20,000 

Current liabilities 5,000

Net profit 5,000 

Sales revenue 90,000 

Calculations
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4.5. Which of the following companies would acquire a 10 per cent gross profit rate? 
Provide calculations.

Situation Calculations

a) company sales at 1,000,000 
LTL, profit from operations at 
100,000 LTL;
b) company income at 500,000 
LTL, company expenditures at 
250,000 LTL;
c) company gross profit at 
100,000 LTL, profit from 
operations at 25,000 LTL;
d) company sales at 1,000,000 
LTL, cost of goods sold at 
900,000 LTL.

4.6. Based on the information from exercise 3.1, presented in the profit and loss 
statement, calculate and present the following ratios in the table below. Explain their 
values (results).

Index Calculations Description

Working capital ratio 
(current ratio)

Cash ratio

Acid-test ratio (quick 
ratio)

Asset (i.e. reserves) 
turnover

Receivables turnover 
ratio

Overall turnover

Debt ratio

Debt to equity ratio 
(financial leverage)
Times interest earned 
ratio (Interest coverage 
ratio)
Gross margin (gross 
profit margin)

Net profit margin
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Return on equity

Asset profitability

4.7. Based on the information from exercise 3.1, presented in the profit and loss 
statement, calculate and present a vertical and horizontal analysis. Find 5 major financial 
changes and comment on their causes.

Vertical analysis

Biggest changes Causes and financial implications

1.

2.

3.

4.

5.

Horizontal analysis

Biggest changes Causes and financial implications

1.

2.

3.

4.

5.
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V. CREDIT

In this chapter, the reader will be introduced to the concept of credits, credit procedures, 
and the fundamental conditions for credits. Moreover, this chapter will cover the main 
types of credits and will discuss their differences and benefit to business. Lastly, the reader 
will learn how to select the appropriate type of credit that would satisfy different company 
needs.
Keywords: credit, loan, interest, overdraft, line of credit, mortgaging, insurance, leasing, 
factoring, forfaiting.

5.1. The Concept of Credits

There are several ways to define credit. According to Aleknevičienė (2005), “a credit 
is an economic cash relationship that concerns the accumulation of temporarily disposable 
monetary resources of a company, organisation, or an individual and a purposeful supply of 
said disposable monetary resources for payment and repayment purposes.”

According to V. Buškevičiūtė and I. Mačerinskienė (2002), a credit is a relationship 
between a creditor and a borrower, which forms because of the return of the borrowed 
value.

According to J. Šatas (2006), a credit is a temporary transfer of money (lending), 
which will be used for specific pre-established purposes, in exchange for remuneration 
(interest).

According to G. Smalenskas (2007), a loan is defined as a type of credit relationship, 
where the state takes on the role of creditor. There are several types of loans, such as 
short-term or long-term. The need to borrow arises from an instance when a company 
lacks money for asset turnover, which is a necessary factor that ensures proper company 
functionality. If there are financial resources freely available in the company. Then, the 
company can invest them into products that would be used for the creation of the final 
product, or it can invest into its employees and workers.

The word credit is etymologically rooted in the Latin word credo, which means I 
believe. Therefore, some economists use the word credit to denote a trust, which is declared 
by one person, a creditor, to the second person, who is the borrower or debtor.

The two terms, loan and credit, are generally presented as interchangeable terms 
in literature because banks and businessmen do not recognise them as different concepts. 
However, it is important to note that these two terms are defined differently in the Civil 
Code of the Republic of Lithuania: credits can only be issued by credit institutions, whereas 
loans can be issued by natural and legal entities.

This trust within credit agreements plays a certain role. However, modern creditors 
base their decisions on personal trust, i.e. that the debtor will return what he or she has 
borrowed, as well as on economic calculations, which should ensure that the credit will be 
worth the creditor’s while (Lawrence, Goldberg, Lawrence, White, 1998).

The issue of credit enables borrowers to purchase goods, real estate, and many 
other assets. However, money bears special significance in credit agreements. Even when 
credit agreements are concluded without any cash involved, they still have a monetary 
form because goods or any other assets are still evaluated in monetary terms.

Furthermore, money, bearing the same significance as in trade and circulating at 
the same value, can serve its function on multiple occasions. Only this way is it possible to 
explain the fact that a credit agreement value, or the so called borrowed capital value, that 
is passed on from circulation within one economic branch into circulation within another, is 
much bigger than the value of money within the circulation (Vaškelaitis, 2003).



54

The credit period, i.e. the period of time for which capital is transferred, is another 
significant element. All credit agreements are concluded on a temporary basis as a 
permanent transfer of capital would be considered a gift or an inheritance. The period of 
time set for a credit agreement can vary drastically and it depends on the borrower. The 
period is essentially determined by the purpose for requesting to lend capital (Buckiūnienė, 
2005).

Credit agreements enable the reallocation of temporarily available monetary 
resources within the public. Savings, disposable monetary resources, as well as other types 
of monetary resources are used for credits agreements.

A credit system is the entirety of forms and methods of an economic and monetary 
relationship that concerns the accumulation of temporarily disposable monetary resources 
of a company, organisation, or an individual and a purposeful supply of said disposable 
monetary resources for payment and repayment purposes. Individuals, companies and 
organisations, the state, and credit institutions (such as banks, credit unions, etc.) are all 
participating in the credit system. (Aleknevičienė, 2005). Additionally, the providers and the 
consumers of the credit resources are also a part of the aforementioned system.

A credit system operates through a credit market, i.e. when credit relations 
are established among participants. It works itself deep into the system in two ways 
(Aleknevičienė, 2005):

1. credit institutions that accumulate and redistribute public money are companies 
that give a portion of the generated added value to the state.

2. the processes by which individual, corporate, organisation and state monetary 
funds are formed and utilised are determined by credit relations.

In short, relations that are established through credit agreements allow the active 
redistribution of disposable financial resources, which ensures the most rational use of 
borrowed capital, which, in turn, brings economic benefit. A voluntary distribution and 
accumulation of money allows individuals to more effectively manage monetary resources 
that are circulating in financial markets.

M. Jasienė (2010) indicates the main functions of credit agreements, which are:
1. Reallocation. Accumulating credit resources and utilising them for the provision 

of loans, when the resources are reallocated from one economic field to others, from one 
business to another. Economic control is performed automatically at the same time.

2. Transformation. Cash in circulation is transformed into credit money, and 
accounts with clients are settled by entering certain information into company accounts. 
By transforming cash into money in banks, the costs of circulation decrease and capital 
turnover picks up the pace.

3. Control. The economic and financial state of a given business is evaluated and 
controlled during credit operations.

O. Buckiūnienė (2005) states that the issue of credits is usually based on several 
principles for issuing credits. They have to be:

1. Terminal. A credit has to be returned in accordance with the deadlines that 
are established in the credit agreement (either all at once, or in parts), e.g. for 1 month, 
3 months, 1 year or more. The shortest period is a one night credit. This principle also 
requires credits to be issued for a certain period of time.

The amounts of money indicated in credit agreements have to be assigned to certain 
instances or periods of time, regardless of the sources or purposes of the money. The 
significance of this principle depends on the nature of the credit agreement because the 
value of received and issued money changes at every given moment.
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Short-term credits are issued for the purpose of funding circulating capital and have 
to be paid back in a year or less. The value of short-term credits is often lower than of long-
term credits due to a lower credit risk, and the interest rate is fixed. Long-term credits are 
issued for the purpose of funding long-term investments.

2. Repayable. The borrower undertakes to pay back the loan to the creditor on time. 
The borrower has the option to return the loan prior to the deadline. If the borrower fails 
to make payments on time, a late fee is charged in accordance with the credit agreement. 
IN such a case, the creditor calculates a late fee – added interest as determined in the 
agreement – for every day beyond the maturity date. The creditor can also start the debt 
recovery process, if the borrower fails to meet the credit agreement deadline.

3. Suitable for the purpose. The borrower has to indicate the purpose for borrowing 
credits in the credit agreement, i.e. what purpose will the credits be used for? The creditor 
possesses the right to inspect, whether the loan is actually used for the indicated purpose. 
If a long-term credit agreement is concluded for the purpose of funding one specific project, 
then it cannot be used for the funding of any other object. If a short-term credit is issued 
for the purchase of raw materials, it cannot be used to pay out salaries to employees or 
anything else. This is so because creditors take risk into consideration when requesting 
repayment for goods or money. If a credit is issued out to fund a project that bears low risk 
of defaulting, but is actually used to fund projects that bear higher risk, then the creditor 
is tricked. There is a possibility to find violations when controlling how a credit is used. If 
the creditor identifies a violation concerning the purpose of the credit, the credit contract 
may be terminated or the interest rate for the credit may be increased. The creditor, having 
taken the credit risk into consideration, determines the interest rate.

4. Warranted. A company has to possess enough assets to cover the loan. As credit 
insurance, creditors may accept letters of guarantee, pledges, and surety agreements. 
By establishing securities, the creditor is defending its assets from the possibility of the 
borrower defaulting. This is especially relevant in unstable economic systems, when issuing 
credits to unreliable entities or to fund risky projects, or with long-term credits. If a risk 
of defaulting arises, the creditor can unilaterally terminate the agreement or request 
additional credit guarantees.

If this principle is ignored, it may cause problems to the creditor itself, and it may also 
threaten macroeconomic stability. Creditors would not be able to meet their obligations to 
the providers of credit resources, if issued credits are not repaid. The providers of credit 
resources would consequently lose trust in the creditor as well as in the entire banking 
system. In turn, if the resources for credits decrease, they will become more expensive 
(Vaškelaitis, 2003).

5. Profitable. It is interest that is acquired from an issued credit and which 
is withdrawn from the bank account on a monthly basis. Payments are carried out in 
accordance with the agreement: whether by bank transfer, payments in cash, or direct 
withdrawal.

The interest rate for late payments and other related clauses have to be determined 
in the credit agreement. A late fee (added interest) is charged, if the borrower fails to make 
payments on time. If the borrower does not possess a sufficient amount of money to meet 
all of their obligations to the creditor, the following calculations are done based on the 
amount that is already paid: calculation of late fee for the unpaid amount of the loan; 
calculation of interest; calculation of increased interest for late payments; calculation of the 
amount of loaned funds overdue; credit.

In England, the aforementioned credit grant principles are widely used and described 
with the acronym CAMPARI. CAMPARI indicates the first letters of the seven credit grant 
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principles: character – the characteristics of the client, i.e. personal attributes; ability – 
the borrower’s capacity to repay the loan; margin – the profitability of the credit. It is 
important to establish an interest rate before issuing out the credit; purpose – the purpose 
for which the credit will be used; amount – the size of the credit; repayment terms– the 
terms for repaying the credit; insurance – insurance from risk of defaulting (Buškevičiūtė, 
Mačerinskienė, 2002).

5.2. Types and Forms of Credits

According to V. Aleknevičienė (2005), there are many types of credits, which are 
indicated in illustration 5.1.

Illustration 5.1. Types of credit agreements, according to V. Aleknevičienė (2005).

Trade credit is a form of credit, whereby a provider supplies the buyer with goods or 
services and allows the buyer to pay for them at a later time or the buyer remunerates with 
promissory notes (Kancerevyčius, 2004).

The advantages of commercial credits:
• Availability. Trade credits are issued almost automatically and no forward contracts 

are necessary, except in cases when companies are experiencing financial difficulties.
• Flexibility. If company sales increase, its purchases increase as well. In turn, trade 

credit increases or decreases automatically.
• Few or no restrictions. Trade credit terms and conditions are usually less restrictive 

than the use of pre-established sources of funding (Kancerevyčius G., 2004).
A finance lease is an agreement whereby a lessee, who wishes to use certain assets, 

concludes a contract with a lessor, i.e. a financial institution. By contract, the financial 
institution purchases the assets that the lessee wishes to use, and passes them on to the 
lessee. The lessee will then make payments for the use of the acquired assets. One may 
purchase both movable assets (i.e. real estate such as land or buildings) and immovable 
assets (i.e. personal property such as equipment or vehicles).

Companies often sell their assets back to the financial institution for the purpose of 
increasing liquidity, and then rent them. This is called a leaseback agreement. The company 
loses its ownership rights, but retains the rights to use the assets, increases its funds, and 
pays rent (instead of paying depreciation costs).

By Agreement 
Method

By Security 
(Insurance) 

Method

By Period By Interest 
Types

By Location By Purpose

Cash 
(Monetary) 

(Direct Credit, 
Overdraft, 

Line of Credit, 
Factoring, 
Forfaiting)

Trade 
(Commercial 
Credit, Lease)

Secured 
(Mortgage, 
Pledging, 

Guarantee, 
Surety, 

Insurance)

Unsecured

Fixed-Term 
(Fixed-, 

Medium-, 
Long-Term)

Open-End

Fixed

Variable

Simple

Compound

Domestic 
(Internal)

International 
(Foreign)

State

Corporate, 
Organisational

Individual 
(Personal)

Interbank



57

Leases are established for a period that is no longer than five years. Leases can be 
short-term and long-term (lasting up to over ten years), which can be used as a long-term 
source of funding for land, buildings, and for the purchase of other fixed assets (Smalenskas 
2007).

There are two types of leases: finance and operating (Aleknevičienė, 2005). A comparison 
of the two types is presented in table 5.1.

Table 5.1. Types of leases.

Types of Lease Agreements

Finance lease Operating lease
•	 assets become the property of the 
client when the lease matures;
•	 the client has to pay the price that the 
assets were purchased at, value-added 
tax (if applicable), and interest over the 
course of the lease;
•	 it is generally a long-term agreement;
•	 the assets that were purchased 
through the lease are included into the 
client’s balance sheet and the client 
tracks depreciation;
•	 this type of lease is usually used 
for the purchase of land, buildings, 
manufacturing equipment, real estate, 
and various types of vehicles;

•	 it is a rental agreement whereby the 
leasing company acquires the assets and 
passes them on to its client; the client 
is able to use the assets until the lease 
matures;
•	 when the lease matures, the assets that 
were acquired by the leasing company 
remain its property. However, the client is 
granted the right to purchase the asset for 
its residual value, which is established in 
advance;
•	 it is an appealing option for 
manufacturing companies, which are 
characterised by cyclicality because 
leases can be terminated at any moment, 
depending on the changes in assets;
•	 the leasing company takes on more risk 
than the lessee, especially with leasing 
equipment that becomes obsolete very 
quickly;
•	 it is easy to purchase equipment such as 
cash registers, copy machines, vehicles, and 
more.
•	 it is possible to form contracts with 
full maintenance terms, i.e. the client 
makes payments that cover all expenses 
concerning the use of the assets; this is very 
convenient for renting vehicles. 

Leasing companies manage the risk through the down payment, which can range 
from 5 to 50 per cent of the entire price and depends on the age and experience, likelihood 
of operational success in the future, financial status, and leased object liquidity. Companies 
that are just starting up or companies that are purchasing very specific and illiquid equipment 
are usually subject to higher down payments (e.g. 20-30 per cent), while older companies, 
companies that are in good financial state, and companies that purchase vehicles may pay 
a significantly low down payment (5-10 per cent).

Leasing companies, just like creditors, also determine a lease administrative fee, 
which is usually between 0.5 to 1 per cent of the leased assets, and the maximum period 
of time for a lease is 10 years.
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Leasing companies seek to form contracts for a minimum funded amount of 10,000 
LTL. If that is not the case, the administrative costs may increase up to 2 per cent and the 
minimum funded amount may vary between 100 and 200 LTL (Vaškelaitis, 2003).

Direct credit agreement. It is a typical bank loan, which can be granted to natural 
as well as legal persons for various purposes. It is a loan that a specific bank issues out to a 
specific client (Rutkauskas et al., 2008).

Overdraft. V. Aleknevičienė (2005) explains overdraft as a type of credit that is 
granted when a client runs short of funds in their bank account. The client undertakes to 
pay interest at a fixed rate, which is established in an overdraft agreement. Overdrafts are 
usually granted for a period of up to 1 year. Interest rates are slightly higher than of those 
offered with short-term credits.

According to A. V. Rutkauskas, V. Sūdžius and V Mackevičius (2008), an overdraft is 
an open-end credit agreement, which a company is able to request at interest, depending 
on the terms of the agreement. Interest is calculated for each day that the bank account is 
in the state of overdraft. A client cannot exceed the established limit. By definition, it is not 
a credit agreement, but a financial measure, which eliminates the company’s temporary 
state of insolvency.

O. Buckiūnienė (2005) lists the documentation that is required to receive an 
overdraft:

1. A statement, requesting to receive an overdraft (indicating the purpose);
2. A balance sheet or an income statement for the previous year, and a quarterly 

balance report;
3. The company’s management, committee, or the shareholders’ decision to receive 

an overdraft;
4. A note of authorisation to sign the overdraft contract (applicable if the 

representative is not the manager of the company) and a copy of a passport (the 
last pages with pictures).
An overdraft is a flexible financial measure, the terms and conditions of which are 

established through negotiation. It enables the company to freely use monetary resources 
in accordance with the established terms and conditions.

An overdraft is repaid upon request (on rare occasions, the bank may request the 
client to repay the overdraft amount before the date of maturity, which, in turn, may render 
the client insolvent). However, more often than not, the overdraft agreement may be 
extended, granted that the client has a good credit score (i.e. they are solvent and reliable). 
Therefore, an overdraft can be used to fund short-term needs as if they were long-term.

The amount of an overdraft can be increased, if seasonal or unforeseen circumstances 
push the company into doing so by considering the circulation of monetary funds in the 
bank account, and it can also be decreased, if the need for additional funding decreases 
for a certain period. An overdraft is granted based on the client’s average account balance 
during a certain period of time (over the last year) in the bank, to which the request for 
granting overdraft was submitted. These and other terms and conditions are determined in 
the overdraft contract, concluded between the bank and the company (Vaškelaitis, 2003).

If competition among banks increases, such relations between the bank and the 
company gain value. Other than risk, the main disadvantage of overdrafts is that the interest 
rates, which include the base rate and an additional amount for the risk involved, tend to 
fluctuate during the time that the overdraft agreement is in force. This means that the 
company needs to take on the risk of a changing interest rate as well.

Although overdrafts are a convenient and flexible financial measure, banks may also 
offer a short- and fixed-term credit agreement with either a fixed or a variable interest rate. 
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Such funding measures are generally taken with specific purchases. In any case, it is always 
quite risky with variable interest rates (Buckiūnienė, 2002).

Line of credit. According to V. Aleknevičienės (2005), a line of credit is granted to a 
company for the purpose of funding current assets. It is determined after the financial state 
of the client is assessed and after assets are traded in (for security reasons). Favour is shown 
to clients that are reliable, financially stable, and which can repay loans with interest at a 
timely manner.

Lines of credit are formalised through an agreement (just like a bank loans), whereby 
the bank undertakes to provide the borrower with a certain amount of credit. The client can 
only use an amount of credit that it actually needs at a given moment. The client repays the 
bank for the amount of credit that was actually used, and for the period of use. The bank 
does not invest that money into other projects and does not earn more from it.

A. V. Rutkauskas et al. (2008) claim that a credit line is an obligation of the bank to 
provide the amount of money that is indicated in the contract and in accordance with the 
request of the borrower. The period of time that is established for a line of credit does not 
usually exceed one year, or is established for the time that it will take to complete a given 
project.

A line of credit offers favourable terms and conditions for borrowing money as 
the borrower is able to use a determined amount of credit for a set period of time. This 
type of credit does not require the borrower to trade in any assets or to fill in additional 
documentation. However, a line of credit is generally secured by a pledge of land, buildings, 
or other movable or immovable assets, reserves, financial resources (deposits and bank 
accounts), providing letters of guarantee, or surety agreements.

A line of credit is usually granted on a separate account (specifically used for a line 
of credit). If the borrower wishes to use credit from this account, they must make payments 
from and to the line of credit account.

A line of credit can be used and repaid at any moment for any amount of money 
until the line of credit matures. It can be granted for a period of 12 months, and it is also 
possible to extend the deadline by another 12 months. The granted line of credit does not 
generally exceed the total value of sales made in one or two months.

There are two criteria that companies need to meet, if they wish to receive a line of 
credit: first, they must be in operation for at least one year, and, second, they must have a 
history (specifically, at least 3 months) of payments at the bank that they wish to receive 
the credit from.

Both variable and fixed interest rates may apply in a line of credit. Interest applies 
to the actual amount of money that is used and is paid every month until the line of credit 
matures.

All in all, companies must ensure a sufficient amount of circulating capital through 
their operations. Short-term financing can prove to be very useful in such situations. Credit 
institutions offer a wide range of short-term financing methods for businesses: overdrafts, 
short-term credit agreements, factoring, discounting, and lines of credit. 

Overdrafts and lines of credit are most often managed over a credit card. V. 
Aleknevičienė (2005) explains credit cards as an instrument that enables individuals to use 
bank credits for the purpose of purchasing goods or services. One is able to cash out money, 
to purchase goods or to pay for services using this card.

Factoring. V. Aleknevičienė (2005) claims that factoring is one of the oldest types 
of credit. It is defined as the sale of a company’s accounts receivables (i.e. requests for 
payment), the basis of which is the supply of goods or services to the buyers, to a credit 
institution (called a factor), which helps the borrower finance the repayment of the granted 
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credit. During factoring, the debts to providers are purchased by the factor and they are 
later recovered from the debtors. V. Aleknevičienė (2005) indicates that factoring works in 
two ways: 

•	 the provider, having sold its billing documentation (i.e. receivables) to 
the factor, receives the money for them at the payment deadline that is set for the 
documentation.

•	 the provider can request an immediate payment for the purchased 
documentation (in this case, the factor grants credit to the provider and finances it by 
paying for the goods in advance)

According to G. Startienė (2002), a factoring agreement is most commonly concluded 
for the period of two years, and the factor purchases all of its client’s receivables under this 
agreement.

The three main functions of a factoring agreement are:
•	 Financing. The factor immediately pays out 75 to 85 per cent for the 

receivables that it has purchased.
•	 Insurance from risk of defaulting. Factoring serves this function, if the client 

is insured from any possible risk of its buyer defaulting.
•	 Services. Services such as buyer’s solvency inspection, direct withdrawals, 

and debt recovery.
According to V. Aleknevičienė (2005), factoring may or may not include legal 

recourse. If it does not include legal recourse, then it is a type of factoring, where the factor 
takes on all of the possible risk of loss. The commission’s fees are bigger in this case and 
the services themselves are more expensive. If it does actually include legal recourse, then 
the provider is considered responsible for unpaid bills, i.e. the provider undertakes to cover 
them or to repurchase them from the factor.

V. Vaškelaitis (2001) categorises factoring into six groups based on its operations:
•	 Domestic (or Internal) – when all of the parties within the factoring agreement 

are in one country;
•	 International – when the parties within the factoring agreement are in 

different countries;
•	 Open – when the buyer is informed about the transfer of its debt (to the 

provider) to a factor;
•	 Closed – when none of the buyer’s partners are informed about factoring 

operations;
•	 and Factoring with or without legal recourse, which are discussed above.
Rutkauskas and Damašienė (2002) explain that factoring is not a one-off service. It 

can be appealing to small companies as an effective source of funding and as a measure 
for managing credit. Factoring is especially effective in industries, where the goods and 
services provided are not technically complex, which in turn provides no basis for disputes. 
Clients are also given the option to make use of a preliminary protection scheme, which is a 
part of factoring services. It seeks to identify the client’s capacities for a credit agreement. 

Factoring became popular through the supply of raw materials and composite 
elements to various industrial entities and through the sale of consumer goods to wholesale 
and retail trade companies.

According to J. Šatas (2006), the essence of this service include the transfer of debts 
that belong to the creditor in accordance with the sales and purchase agreements to a third 
party, i.e. a factoring company or a bank and the obligation of the factoring company to 
pay the seller for a portion of the receivables sold, either immediately or over a set time. 
This advance payment usually covers 70 to 95 per cent of the total agreement amount. The 
factor pays out this amount upon the reception of an invoice.
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Illustration 5.2. Parties involved in factoring operations, according to O. Buckiūnienė (2005).

1 – the provider generates an invoice and sells the goods to the buyer;
2 – one copy of the invoice is presented to the factoring company;
3 – the factoring company pays out 70 – 80 per cent of the advance of the accepted 

invoices;
4 – the factoring company recovers 100 per cent of the amount indicated in the 

invoice. The buyer pays for everything;
5 – the factoring company pays the remainder (30 – 20 per cent).

Forfaiting. According to V. Aleknevičienė (2005), forfaiting is widely used in 
international trade, but it can also be implemented in domestic markets. Forfaiting is most 
commonly used in countries, where exports are not sufficiently funded. It is an alternative 
to export factoring. It helps to improve the asset turnover of the exporter and to reduce 
accounts receivables in the balance sheet. Therefore, the definition of forfaiting is: a method 
for financing trade, when a credit institution (forfeiter) purchases the provider’s (usually, 
the exporter’s) promissory notes (with guarantee, but legal recourse not included) or other 
receivables.

Forfaiting is simply the purchase of promissory notes, the effect of which depends 
on the bank rate and on the number of promissory notes. The importer is provided with the 
opportunity to purchase the necessary assets on credit, if it is not able to pay with its own 
money or to receive a loan from the bank.

The main advantage of forfaiting for the exporter is that it passes on the risks associated 
with payment transfers, politics, currency exchange, and interest rates to the forfeiter. Due 
to this transfer, forfaiting is an expensive credit agreement option (Aleknevičienė, 2005).

If the exporter decides on forfaiting, it needs to agree upon it with the buyer prior 
to signing the sales and purchase contract, and having received permission from the bank. 
The exporter then needs to provide the following information to the bank, which will be 
providing forfaiting services: a basis for financial obligations concerning the forfaiting, the 
currency used, all amounts and deadlines, the country and the name of the importer, the 
country and the name of the bank that will be providing the guarantee to the forfeiter, a 
list of exported goods, delivery deadlines, and licenses for import and export (Vaškelaitis, 
2001).

Businesses have options for credit agreements to fund short-term, medium-term, 
or long-term investments. There are also options for open-end credit agreements. A typical 
example of such credit agreements are demand deposits in current (transactional) accounts 
of businesses, state institutions, and individuals. Money can be withdrawn from these 

Factoring Company

Provider Buyer
1

2 3 5 4
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accounts at any time, and the bank pays out minimal interest from the amount present 
in the account. Although this is not a typical credit agreement, the money in the current 
accounts is the credit resource of the bank. Therefore, capital can be demanded (i.e. 
requested to return) at any moment under an open-end credit agreement, which limits the 
use of borrowed capital to a great extent. For this reason, open-end credit agreements have 
a lower interest rate, compared to fixed-term credit agreements, i.e. when the deadline for 
the return of the debt is determine, and the borrower can freely use the creditor’s assets 
during that period. Both parties agree upon the periods and deadlines for temporary credit 
agreements.

Table 5.2 presents a comparison of factoring and forfaiting.

Table 5.2. Comparison of factoring and forfaiting.

Factoring Forfaiting

• Current accounts receivable are sold 
(duration: up to 180 days).
• Short-term funding.
• No political risk and often no currency 
change risk assumed.
• 10 to 30 per cent guarantee deposit.
• No bank guarantee necessary.

• Individual receivables are sold (duration: 
from 180 days to 7 years).
• Middle- and long-term funding.
• Political and currency change risks are 
assumed.
• The entire amount is paid out to the 
exporter.
• Bank guarantee is required.

Short-term credit agreements are loans that need to be repaid in less than a year. 
Such credit agreements are an important source of funding for many companies. Short-
term credit is granted to economic entities for the purpose of funding current activities. This 
enables them to allocate and to use monetary resources more rationally and effectively.

Companies generally use this credit to cover their everyday expenses, e.g. salaries, 
raw materials, and / or circulation costs. Credit institutions request companies that wish 
to receive a loan to form relations with the bank prior to the requesting a loan. First, the 
company opens up a bank account and performs its operations. Consequently, information 
about the changes in the company is continuously presented to the bank. Only after a 
certain period of time, having gathered enough information, can the bank truly evaluate 
the company and to grant credit to it.

The borrowers must adhere to the terms and conditions that are established in 
the agreement and must use the acquired credit for its intended purpose only. Banks may 
request to provide a security deposit for the loan. Creditors consider company assets a 
security deposit. It is the most important factor for receiving credit. Profitability, quality of 
management, and credit history are also very important factors (Kancerevyčius, 2009).

Short-term credit agreements serve the purpose of satisfying the needs of a company 
regarding circulating capital and business development. Such credit agreements cover 
company circulating capital expenses, form opportunities for companies to implement new 
and bigger business projects, or enable them to expand business, to react more quickly 
to the increase of market demand for goods or services that the company produces and 
provides.

Short-term credit agreements are typically formed for a period of up to 12 month. 
It is quite rare for a company to request short-term credit for the purpose of funding 
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investments as the return on investments is often much longer than the period of the 
agreement (Vaškelaitis, 2001). 

Just like with credit agreements for funding investments, short-term credit 
agreements cannot pay out more than 70 per cent of the market value of liquid immovable 
assets pledged. The repayment of a loan is typically secured by pledging land, buildings, 
premises, current assets, inventory (reserves), future funds in the bank account, or by 
providing promissory notes from other credit or financial institutions, or promissory 
notes or sureties from third parties. The value of the pledged assets has to be assessed 
by independent property appraisers that are suitable to the credit institution. Moreover, 
the pledged assets have to be insured to the benefit of the credit institution for the entire 
period of the credit agreement.

Unlike investment loans, short-term credit is granted to companies that are in 
operation for at least one year because new companies are considered to be quite risky 
and it is difficult to assess the company plans and prospects without a history of operation. 
Such credit agreements may have either a fixed or a variable interest rate, the borrower is 
able to postpone the repayment by up to 3 months, and the loan is typically repaid in even 
instalments (Aleknevičienė, 2005).

The advantages and disadvantages of short-term credit agreements are presented 
in table 5.3.

Table 5.3. The advantages and disadvantages of short-term credit agreements.

Short-term credit agreements

Advantages Disadvantages
•	 cover company circulating capital 
expenses;
•	 enable companies to implement big 
business projects as well as novelties, and 
to expand;
•	 ensure a quick reaction to an increase in 
demand.

•	 greater fluctuation of interest rates;
•	 agreement period may not be 
extended.

Medium-term credit agreements. According to V. Aleknevičienė (2005), such credit 
is granted for a longer period, so the possibilities are greater. The typical period for medium-
term credit agreements is between 1 and 5 years.

Long-term credit agreements are most commonly used to fund equipment, buildings 
and other more expensive assets. Long-term loans are granted to both natural and legal 
entities for the social development of economic operations in accordance with a long-term 
investment project. Long-term loans may also be granted for the purposes of stimulating 
business, supporting farmers, initiating large-scale research, and similar projects. Terms for 
exemption are also an option with long-term credit agreements (Kancerevyčius G., 2003).

If a company needs long-term funding, it has several options: it can contact a bank 
or any other financial institution, or it can also issue securities (common or preferred stock 
or debt securities). Long-term credit is granted to acquire the most important fixed assets, 
e.g. buildings, installations, or equipment.

Long-term credit agreements can have variable interest rates and are settled by 
pledging company assets (Buckiūnienė, 2002).
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Credit is also categorised in the following way: state credit – the state is seeking 
credit to cover its expenses (borrows from foreign entities or entities within the country); 
private credit – credit agreements, which are based on creditor trust in the borrower 
(Vaškelaitis, 2003).

Credit that is acquired through pledging moveable assets is called a pledge credit 
agreement, and credit that is acquired through pledging immoveable assets – mortgage 
credit agreement.

The Latin word, used to describe mortgage credits is hypotheca (or hypotheke in 
Greek, meaning “pledge”, “insurance”), and it translates as the pledging of immoveable 
assets. In foreign practice, mortgage cover the following legal categories (Smalenskas, 
2002):

1. the pledging of immoveable assets for the purpose of acquiring a special mortgage 
credit (a legal mortgage function);

2. the pledging of a document, which confirms the rights and obligations of the 
creditor;

3. a monetary loan (a mortgage credit that a borrower acquires from a credit 
institution in exchange for a pledge of immoveable assets).

According to V. Aleknevičienė (2005), a mortgage is a pledging of assets, which seeks 
to secure the execution of a present or future debt obligation. Ownership rights remain in 
the possession of the owner of the pledged assets.

Others may define a mortgage credit agreement as a loan, which serves to fund the 
purchase, construction, or renovation of immoveable assets, or to refinance a mortgage 
(refinancing – the repayment of a loan for the purpose of taking out another mortgage 
loan). The pledged assets of such a credit agreement are usually immoveable assets.

In the narrow sense of the word, a mortgage is understood as credit insurance via 
the pledging of assets. However, this term is defined more broadly in economics and law 
(Ramanauskaitė and Čaplinskienė, 2003).

An important credit security measure is credit insurance. It helps to stabilise the state 
economy. Credit insurance is granted for a certain period and protects the credit insurance 
policy holder from financial losses, which an insolvent borrower may bring about. Credit 
insurance companies help businesses to protect themselves from the risk of bad debt. 
By insuring its credit policies, companies can avoid losses due to one or several insolvent 
borrowers (Aleknevičienė, 2011).

In summary, there are a wide range of services offered to legal entities, to each 
company in accord with its needs. Some of them are granted faster to certain companies 
than others due to the difference in requirements, so the actual provision and execution of 
services takes up a lot of time.

Before considering business relations with a bank concerning any financial matter, it 
is important to keep in mind that the bank will also have terms and conditions, which serve 
the function of ensuring the performance of obligations. Therefore, the management of 
the company must assess the situation, whether it will be able to meet the requirements of 
the bank, and whether it will be able to repay the loan. The managers are not alone in the 
assessment of the company’s finances, as the bank also evaluates, whether the company 
will be able to repay its debt and to perform its obligations.
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5.3. Credit Agreement Risk and Risk Assessment

Banks decide what elements of risk concerning credit agreements they shall pay the 
most attention to, all based on their credit agreement policy. The weight and significance 
of every risk factor in a credit agreement bears an impact on the decisions made regarding 
the loan. However, a company’s creditworthiness cannot be evaluated without considering 
the company’s financial state as well as the state of macroeconomics within the country 
and the world.

It is rather difficult to separate these aspects of analysis. However, the assessment of 
a client’s creditworthiness considers both, internal factors such as the nature, the structure, 
and the size of a business, as well as some more external factors such as the period, the 
legal, and political environmental factors, which can potentially have an impact on the 
financial situation as well as on the prospects and forecasting of the company (Freitakas, 
2006).

Creditworthiness is one of the most important factors to consider when requesting 
a quick and sufficient credit from a credit institution. Commercial banks are responsible for 
the purposeful and effective use and repayment of loans when re-lending favourable lines 
of credit. Therefore, the banks themselves decide, whether to grant credit to a company 
or not, based on its presented business plan (investment project) and on its pledge to the 
bank, which could be used to repay the loan, if the investment projects is unsuccessful. 
Therefore, smaller businesses have to prepare investment projects that would to meet 
quite strict requirements and they must also be able to pledge a sufficient amount of assets. 
Many potential small businessmen are forced to give up their endeavours to start their own 
businesses just because of such high requirements (Aleknevičienė V., 2011).

Credit institutions evaluate a company’s creditworthiness: the financial and business 
risk. In order for the credit institution to make a well-informed decision about the client, 
it needs to acquire information concerning the business environment that the client’s 
company is operating in and the risks that may arise from this environment. The assessment 
of creditworthiness is often the reason as to why a bank (credit institution) refuses to grant 
credit to a company (Freitakas E., 2006).

CHAPTER V EXERCISES

5.1. The table below presents statements. Provide examples, which would illustrate 
why these statements are true. Why is it important to follow these rules?

Statement Explanation

1. It is safe to fund current (short-term) 
needs with long-term credit agreements, 
but the higher interest rates make it 
expensive.

2. The borrower has to plan its cash flows, 
so that it could be able to repay the creditor 
on time, and it also has to negotiate and 
reconcile the payment deadlines with the 
credit institution.
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3. Borrowers must adhere to the repayment 
deadlines (set in the credit agreement), 
which determine the amount in interest 
that needs to be paid with the instalments.

4. Credit limits are an appropriate measure, 
if the borrower has a short-term shortage of 
circulating capital.

5. A line of credit is a flexible credit 
agreement option, but it is not advised to 
implement this option for a long period of 
time as the interest rate tends to be high.

6. By pledging assets, the borrower 
guarantees the creditor that it will repay 
the loan. If the borrower does not repay 
the loan, the creditor will be able to sell the 
pledged assets and to cover the debt of the 
borrower.

7. Mortgage credit agreements do not 
take away the borrower’s right to use the 
pledged assets.

8. By acquiring goods on credit, the goods 
immediately become the buyer’s property, 
unlike leases.

9. When borrowing, it is important to justify 
the necessity (purpose), economic benefit, 
possible implications of the loan, and to 
prove the capabilities to repay it.

10. It is only possible to acquire funding for 
a new business, if it is based on a business 
plan.

11. To acquire credit to fund higher 
education studies is a purposeful and 
rational decision.

12. Long-term funding (credit) is most often 
invested into fixed assets, such as buildings, 
equipment and installations.
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5.2. The table below presents the ways that a credit agreement can be secured. 
Provide specific examples for when each of them is used.

Credit agreement security Example

Mortgage

Promissory note (Guarantees)

Surety

Credit insurance

5.3. The table below presents various types of credit agreements and their 
definitions. Match the definitions with the types of credit. Indicate the answers in the table 
of answers below. 

Type of Credit Description

1. Direct credit agreement
A. a credit agreement for a certain period 
of time, whereby a credit limit to a current 
account is established.

2. Overdraft B. the purchase of the client’s accounts 
receivables (for money).

3. Line of credit C. the bank purchases the promissory notes 
from an export contract.

4. Factoring

D. it is an economic action, whereby one 
business passes on the right to use assets 
that belong to it or the moveable or 
immoveable assets that were purchased 
from a third party for that same purpose for 
a set period of time to another business. In 
exchange for that, the latter entity has to 
make payments, which were determined in 
advance, to the former entity.

5. Forfaiting

E. granted for the purpose of funding 
current assets. Having assessed the financial 
state of the company, and having pledged 
its assets to the bank, a credit limit is 
established.

6. Lease

F. a bank granted loan. It can be used to 
satisfy various needs and it can be acquired 
by individuals, companies, institutions, and 
organisations.
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Table of Answers

Type of Credit 1. 2. 3. 4. 5. 6.

Description

5.4. The table presents the advantages of credit agreements. However, each 
advantage comes at price and with risk. Provide a rebuttal to each advantage, indicate 
possible risks and negative aspects.

Advantage Drawback

1. The opportunity of an immediate 
purchase of goods and services, which one 
would otherwise have to postpone.

2. One may use a credit card, which allows 
an individual to borrow money at any 
moment. It is better than a bank credit 
agreement as it does not require as much 
time to get it sorted.

3. It is possible to purchase goods when 
they are being sold at a lower price and to 
conclude beneficial agreements, even if 
there are no funds for that.

4. Credit alleviates the burden of 
unexpected occurrences (e.g. if a car breaks 
down, and there is a need to use it).

5. Credit allows individuals to purchase 
something now for funds that will be 
acquired in the future.

 
5.5. 3 statements regarding credit agreements are presented below. Explain their 

significance.

Statement Explanation

1. Regular bill payments and loan 
repayments are an indication of an 
individual’s character: it shows how honest 
and dutiful they are.

2. Bank credit is very important to the state 
economy. Credit agreements have a positive 
impact, encourage international trade and 
cooperation on an international scale.
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3. Credit grants provide conditions for the 
development and expansion of private 
businesses. If such projects are funded 
using internal financing (retained earnings 
and amortisation), then the resources are 
very limited.

5.6. The table below presents the main reasons as to why a company would be 
unable to perform its obligations Provide (advise) a plan of measures that a credit institution 
can utilise to ensure the repayment of a loan and to avoid insolvent borrowers.

Reason for insolvency Plan of measures

1. Company management is careless with 
its financial resources (specifically with the 
amounts, necessary for payments, and with 
receivable funds), managers its cash flows 
poorly.

2. The necessity for additional (credit) 
resources is poorly justified (the amounts 
borrowed either too much or not enough) 
and / or the company is not able to manage 
its loans (no guarantee that the loan and / 
or interest payments will be made).

3. No or an incomplete assessment of the 
company’s external environment and of 
the risks that may impact the company 
(the company works with just one client 
or provider, unable to compete with its 
products, prices for services, level of quality, 
etc.) or just careless (very risky) behaviour.

4. Fraud (credit is not used for its intended 
purpose, assets / funds for personal use, 
manipulation). 

5.7. The process of making a decision to finance one or another business are shown 
in the picture below. Divide the group into two teams: one team will be businessmen, who 
are asking for a loan, and the other team will be the bank’s risk assessment officers. The 
Businessmen team has to prepare a miniature business plan in accordance with the criteria 
for assessment. The Assessment team has to assess the business plan based on the criteria, 
and have to fill in the table below. It is important for the Businessmen to beautify the project 
in any way possible and to pretend like they don’t see the risks, while the Assessment team 
has to critically evaluate the risk of all projects and to grant credit very carefully.
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Table for the Businessmen team

Business Plan

Prove that your project is realistic.

Calculate the amount of money that will be 
necessary for the implementation of the 
project.

Indicate the instances when the funds will 
be needed and amounts for each instance 
(specific dates and amounts).

Calculate the profits that you plan to 
acquire from this project. Prove that the 
company will be able to repay its loans and 
interest.

Establishment of the Necessary Amounts 

Determination of Terms and Stages for Financing

CREDIT RISk ASSESSMENT

Assessment of Project Reality

Analysis of Credit Repayment
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Table for the Assessment team

Risk Assessment

Critically assess whether the project is 
realistic. Indicate possible dangers.

Is the amount of credit requested too big?
Is the borrower able to invest its own 
capital?

Will the borrower be able to perform all of 
the works before the deadlines?

Will the project really bring the profit that 
is indicated by the other team?
Will there be any losses incurred?
What are some appropriate security 
measures?

5.8. The table below presents the types of short-term credit agreements. Study the 
current bank market situation in Lithuania (or in a country of your choice) and fill in the 
table below with the appropriate data.

Type of Credit Sum Interest Period (Term) Requirements for 
Security Measures

Overdraft

Line of credit

Factoring

Forfaiting

Lease

Indicate the type of credit that you would advise a company to select, if there is a 
shortage of circulating capital for employee salaries. Briefly justify your answer.
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5.9. Explain the differences among factoring types in the table below. 

Types of Factoring

Internal International

Open Closed (Confidential)

With Legal Recourse Without Legal Recourse

5.10. The table below presents the types of leases. Indicate the essential differences 
among them and explain the situations, when it is more beneficial for a company to use a 
financial lease, and when to use an operating lease.

Types of Leases

Finance Operating

Examples
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5.11. The table below presents the rules for granting credit to companies.

Granted investment loans cannot exceed 70 per cent of the market value of 
immoveable liquid assets that are pledged to the bank.

If a company pledges immoveable assets, intended for production, moveable assets, 
and vehicles, it cannot expect to receive more than 30 to 50 per cent of the market 
value of the pledged assets. 
It is possible to pledge funds that are in the bank account.
It is possible to provide promissory notes or sureties from third parties.
If the borrower is a new business, the bank will consider the higher risk involved 
(i.e. that comes with new businesses) and will encourage the borrower to be more 
financially involved in the project: the credit agreement will cover no more than 50 to 
60 per cent of the total value that is designated to fund the project.

Shareholder’s equity and borrowed capital, indicated in the company’s balance sheet, 
cannot exceed the ratio of 3/2, i.e. the company’s accounts payable cannot exceed 70 
per cent of the company’s assets.

The bank requires the company to present the following documents:

A request to receive credit

A business plan

The company’s legal and financial documentation

Certificates from the State Tax Inspectorate and the State Social Insurance Fund Board, 
certifying all company debts.
An estimate of funds needed for the investment and the justification for the requested 
funds.

The company can choose from the following interbank offered rates:

LIBOR
EURIBOR
VILIBOR

Do the exercises in the table below:

1. Based on the information from 
exercise 3.1, presented in the profit 
and loss statement, indicate what 
assets can the company pledge 
to the bank and what maximum 
possible amount of credit could the 
company acquire from those assets?

2. Who is responsible for the 
preparation of documents and where 
can one acquire the documents that 
the company is requested to present 
to the bank?
Who needs to verify the documents?
What are the necessary procedures?
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3. Which of the presented interbank 
offered rates should the company 
choose?
What is the difference among them?
List the advantages and 
disadvantages of each option.

5.12. Explain the differences between a mortgage and a pledge in the table below. 
Provide examples of use for a mortgage and a pledge (2 each).

Mortgage Pledge

Differences

Example 1

Example 2
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VI. INVESTMENTS

In this chapter, the reader will be introduced to the concept of investments, the main 
investment products, their benefit and potential risk. Moreover, the reader will be taught 
to compare and to select the most appropriate investment products when forming an 
investment portfolio.
Keywords: investment, promissory note, certificate of deposit, shares, bonds.

6.1. The Concept of Investments

The nature of investments depends on the strategic objectives of the business, while 
the investments themselves are usually used for the renewal of production equipment and 
the implementation of new technologies for the purpose of improving production quality, 
reducing costs, increasing production volumes for new and current markets, and the 
creation, production and launch of new products.

When deciding upon a business strategy, it is important to note that the success 
rate of a strategy does not depend on investments alone, but also on financing decisions. 
The economic effectiveness of an investment is determined by future cash flows as well as 
by the price of the sources of financing. By reducing this price, businesses take on greater 
financial risk (Cibulskienė and Butkus, 2006).

The direct impact of financing decisions on the economic effectiveness of investments 
is quite clear when said investments are assessed using methods that are based on time 
value of money. Business may use internal sources of financing, such as retained earnings, 
money from fixed asset depreciation, or from selling redundant fixed assets to finance new 
investments. There are also opportunities for businesses to acquire funds to finance new 
or current developments externally: by bringing in savings, personal monetary or non-
monetary assets, or by issuing out shares (Startienė, 2002).

Imagine a scenario, where a businessman has three options for investments: to 
make a fixed long-term deposit into a bank, to grow strawberries, or to produce postcards. 
It is known from experience that the interest rate for deposits in banks over the long-term 
changes by about 2.5 per cent, and that the expected interest rate is 2 per cent. In this case, 
personal monetary resources would cost 2 per cent, if the businessman selects this option. 
The expected return on sales for postcards may increase or decrease by about 25 per cent, 
and the expected return on sales for strawberries may increase or decrease by 50 per cent. 
Strawberry farming may be twice more risky than the production of postcards.

The interest rate for long-term bank deposits under low risk, e.g. 2.5 per cent, would 
be 2 per cent. Considering the fact that the risk of producing postcards is 10 times greater 
than investing money into a bank, the businessmen would have to earn twice as much, i.e. 
20 per cent, from the aforementioned option. The return on investments into strawberries 
would be two times bigger than an investment into postcards because of risk being two 
times higher – 40 per cent! The cost of the businessman’s money, which is invested into the 
production of postcards, or the cost of owner’s equity would be 20 per cent, while the same 
with strawberries – 40 per cent. If the return on the aforementioned investments is lower 
than the minimal amount that the businessman desires to earn, then he would choose not 
to invest.

There are three typical sources of financing investments: owner’s equity, borrowed 
capital (usually loans or leases), and government grants. The price of borrowed capital is an 
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annual loan or lease interest rate. Banks and leasing companies take risk into consideration 
when establishing interest rates (Smalenskas, 2002).

The price of owner’s equity is the minimum profitability that owners demand for the 
financing of certain investments. This also takes risk into consideration. The greater the risk 
is, the more the creditors and owners have to profit from it.

In any case, the owners have to profit more than the creditors because they are the 
ones who are at greater risk. It is irrelevant to the bank whether its client ends the financial 
year with a profit or a loss. Interest has to be paid on time, in accordance with the schedule, 
which is determined in the contract.

The bank loans money for a specific definite period. The businessman invests the 
loan into the business on a permanent basis.

6.2. Securities

Generally speaking, a security is a document, which confirms the issuer’s obligations 
to the holder of this document. Securities can be described in multiple ways, but the 
finance management view on securities is this: the issuer (e.g. a company) makes a financial 
commitment to the security holder (the owner of said securities), who considers this 
document a financial asset. Individuals purchase securities with the hope that they will 
increase in price over time. Illustration 6.1., presents the types of securities.

Illustration 6.1. Types of securities.

6.2.1. Promissory Notes

Commercial papers. A promissory note is a security that marks a fixed-term 
monetary obligation, which is strictly regulated by law. It is a document, whereby the issuer 
of it makes an unconditional commitment to directly or indirectly pay out a certain amount 
of money to the person (both, the amount and the person are indicated in the document) 
or assigns a third party to perform this task (Vaškelaitis, 2001).

G. Startienė (2002) describes a promissory note as a payment measure, and states 
that it is one of the most liquid securities. In the broad sense of the word, a promissory note 
is a strictly standardised payment document.

Promissory notes can be used (Startienė, 2002):
•	 as a non-documentary payment instrument;
•	 as a payment instrument, under a documented payment condition;

Derivative 
Instruments

 Shares Bonds Promissory 
Notes

Mortgage 
Bonds

Repurchase 
Agreements

Certificates 
of Deposit
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•	 for partners, it they agree upon the grant of credit: in the cases of a short-term 
credit agreement or a medium-term or long-term credit agreement to finance investment 
goods.

V. Vaškelaitis (2001) claims that a promissory note can be used as a payment 
instrument, as a surety document, or as a document that can be used to receive credit 
from a bank. This means that promissory notes can be used for the formalisation of natural 
or legal entity debts due to the purchase of goods in instalments, for provided services or 
completed works, and used to receive credit and bank credit insurance.

Promissory notes serve several functions in inter-corporate payments, the 
significance of which depends on the specifics of the trade agreement. A promissory note 
is (Startienė, 2002): 

•	 a payment instrument – promissory notes are issued for the purpose of repaying 
a debt. However, the debt is considered repaid, if the promissory note is paid out 
when it matures;
•	 an insurance instrument – promissory notes serve this function as it has a 
maturity date, when the pay-out is due. Moreover, it is related to the particularities 
of the promissory note process;
•	 a financial instrument – there are several aspects of this function:
1)  the issuer can postpone the pay-out date of the promissory note;
2)  the holder can discount the promissory note at a credit institution;
3)  the promissory note can be re-discounted in a bank.
● capital investment instrument – by postponing the pay-out deadline, the issuer 

establishes an interest rate for the time that promissory note is valid. If a promissory note 
is not discounted at a bank, then the added interest becomes an increment of the issuer’s 
capital.

1. In conclusion, commercial papers are short-term (of up to one year) debt 
securities that are issued by large and reliable private companies. Large companies issue 
commercial papers for the purpose of borrowing money in the market on the short term 
(up to one year). Commercial papers are sold at a discount, and when they mature, they are 
bought out at the normal price. Commercial papers can only be issued by large companies 
that have high credit ratings. Therefore, commercial papers are also a safe investment 
measure. The probability of bankruptcy of a company that has a high credit rating in less 
than a year is almost zero. Commercial papers can be purchased directly from the issuer or 
via financial intermediaries.

Table 6.1. The advantages and disadvantages of commercial papers.

Advantages of commercial papers Disadvantages of commercial papers

•	 commercial papers are more profitable 
than treasury bills;
•	 very low risk.

•	 more difficult to purchase;
•	 large minimal investment;
•	 difficult to sell at an earlier time 
as commercial paper trade is not fully 
developed in the secondary market. 
Investors are often forced to hold on to 
the commercial papers until they mature.
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Regardless of the fact that commercial papers are issued by large and reliable 
companies, they still maintain a higher level of risk than treasury bills, but that is why they 
are more profitable.

Treasury bills. Treasury bills are short-term (of up to one year) state securities. In 
Lithuania, they are distributed by the Ministry of Finance through the Central Bank of the 
Republic of Lithuania. The state issues treasury bills for the purpose of borrowing money 
for a short term. Commercial banks usually purchase treasury bills and keep them as a part 
of the legal reserve. By issuing treasury bills, the state increases or decreases the liquidity 
of the banking system. With every treasury bill that the state issues, the banking system 
becomes more liquid, and vice-versa – if the state buys back the treasury bills, it reduces 
the liquidity of the banking system (Bukčiūnienė, 2011).

Since there are virtually no chances of the state becoming insolvent for a period of 
one year, treasury bills are considered one of the safest money market instruments. The 
treasury bills of the most economically stable and largest countries (e.g. Germany, the USA, 
the United Kingdom, Japan, Switzerland, etc.) are considered safer than those of developing 
countries (e.g. India, Russia, Lithuania, Turkey, etc.). However, due to the higher risk of the 
aforementioned category of countries, the treasury bills are more profitable.

Treasury bills are usually sold at auctions. The bills do not pay interest because they 
are sold at a discount, i.e. they are sold at lower price, but bought back at the nominal 
price. For instance, if treasury bills are sold at 1,980 LTL, but bought back at 2,000 LTL six 
months later. The difference between the price sold and the price bought are considered 
the interest.

The discount of treasury bills depends on the buying price suggested at the auction. 
Banks, financial intermediaries and investors make proposals to the central bank, offering 
their prices for treasury bills. The central bank sorts all of the received proposals by 
profitability. Then, the central bank establishes the maximum profit rate for the treasury bills 
and rejects all of the proposals that offer higher profit rates. For example, if the central bank 
establishes a maximum profit rate of 2 per cent, then all proposals from the auction that 
offered to purchase treasury bills at a rate of 2.01 per cent will be considered uncompetitive 
and shall not participate in the auction (Vaškelaitis, 2006).

Table 6.2. The advantages and disadvantages of treasury bills.

Advantages of treasury bills Disadvantages of treasury bills
•	 it is the safest money market instrument;
•	 it is the most liquid money market 
instrument;
•	 low minimal investment price (it is 
possible to purchase Lithuanian treasury 
bills for 100 LTL);
•	 income tax does not apply to treasury 
bills;
•	no commission fees for the purchase 
of treasury bills directly from the central 
bank.

•	 treasury bills are less profitable than 
other money market instruments;
•	 treasury bills are sensitive to changes in 
interest rates: if the interest rate increases, 
then the price for treasury bills decreases, 
so investors, who sell off their bills before 
their maturity, may lose money. It is the 
other way around as well: if the interest 
rate decreases, then the investors can sell 
off their bills at an earlier time and earn 
from the price increment;
•	 treasury bills are not protected from 
medium- and high-level inflation.

Source: compiled from www.investologija.lt
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6.2.2. Repurchase Agreement

A repurchase agreement, or a REPO, is a financial instrument, whereby securities 
are sold for the purpose of attracting financial resources, and the seller undertakes to buy 
back the securities at an established time and price. If the holder of securities wishes to 
acquire a short-term loan, he pledges these securities to the bank.

As an example, imagine that an insurance company is experiencing a short-term 
shortage of circulating capital. It needs funds, so it sells some state securities that are valued 
at €2,000,000 to the bank for ten days. In that period, the bank loaned €2,000,000, received 
€2,000,000 in securities, but only had to return €1,980,000 in securities, but received its 
€2,000,000, thus earning €2,000, which is 3.6 per cent annual interest.

The period for pledging securities depends on the terms of the agreement, but it 
usually lasts for several days. The interest rate in repurchase agreements is essentially the 
difference between the selling and repurchasing price. Generally, the profit made from a 
repurchase agreement is slightly higher than from a treasury bill, but the former is riskier 
than the latter.

The advantages of a repurchase agreement are (Kancerevyčius, 2009):
•	 it is a means for companies to take out short-term loans;
•	 companies do not need to purchase or to sell securities in the market. This 

way, the company avoids costs that come with the purchase and the sale of securities. 
Moreover, the risk of security value fluctuation is avoided, i.e. if a company sells securities, 
it may have to buy them back at a higher price in ten days.

The main participants in the REPO market are financial intermediaries, investment 
companies, banks, and other financial institutions as well as international corporations.

6.2.3. Certificate of Deposit

A certificate of deposit is a certificate that is issued by a bank, which is tradable in 
secondary markets, pays interest, and which can be repurchased when it matures. This 
certificate is considered a short-term loan to a bank, a credit union, or other financial 
institution, which are the ones usually issuing them. Certificates of deposit are repurchased 
after a certain period of time (Buckiūnienė O., 2011). A typical period until repurchase is 3, 
6, 9, or 12 months. However, banks may also issue certificates of deposit for a period of 10 
years. Longer periods for certificates mean more risk and more profit, while shorter periods 
reduce them.

For example, an investor acquires a certificate of deposit for €1,000. The period 
established is 6 months and the annual profit rate is 6 per cent. After 6 months, the invested 
amount will be returned to the investor, plus €30 interest (1000*(0,06/(12/6))=30).

The profit rate is different in every bank. Therefore, investors have to analyse the 
market and to find a bank that would offer the highest profit rate for certificates of deposit.

These certificates can be purchased directly from the bank, credit union or from 
a financial intermediary. However, financial intermediaries require a commissions’ fee for 
the purchase of the certificates. On the other hand, if an investor purchases a certificate of 
deposit directly from the bank and does not hold on to it before the date of repurchase, a 
fine will be administered (most commonly, interest will not be paid out).
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Table 6.3. The advantages and disadvantages of certificates of deposit.

Advantages of certificates of deposit Disadvantages of certificates of deposit

•	 these are simple instruments that 
require a simple investment;
•	 it is possible to invest small amounts;
•	 when a certificate of deposit matures, 
it can be automatically exchanged for a 
new certificate.

•	 if the value of the certificate of deposit 
is too low, the investor is not able to sell 
it in the secondary market (except if the 
certificates were purchased through a 
financial intermediary);
•	 certificates of deposit may be less 
profitable than treasury bills or money 
market funds.

6.2.4. Shares

Shares have gained popularity after they have become available to all, who are 
willing to invest into them. Shares are the most popular and one of the best investment 
instruments available. However, the drawback is that share prices tend to fluctuate 
significantly. Therefore, shares are also one of the riskiest investment instruments, but with 
great risk come great returns (Kancerevyčius, 2009).

Company shares are trades in stock exchanges. Stock exchanges are established on 
a geographical basis. For instance, NASDAQ OMX Vilnius is a stock exchange that operates 
in Vilnius and it trades shares of Lithuanian-based companies only. Bigger stock exchanges 
usually trade shares of companies from other countries. The companies themselves decide 
where to trade their shares (either in a single or multiple stock exchanges).

Shares can be described as securities that entitle the holder to a portion of the 
company’s assets and profit. In other words, shares grant rights to assets. The amount of 
shares held determines the portion of assets that an individual is entitled to. For example, 
if an individual holds 100 shares of Company X, which has released 100,000 shares into the 
market, the individual owns 100/100 000*100% = 0.1 of the company’s total shares.

Share price fluctuation. The price of a share depends on supply and demand. If there 
are a lot of investors, who are willing to acquire shares, then they are also willing to pay a 
higher price for them. This applies the other way around: if a lot of investors wish to sell the 
shares, then the prices of these shares will drop. The prices of company shares, which are 
controlled by the stock exchange, depend on the current assets of the company as well as 
on investor expectations for future results.

Investors buy shares with the hope of acquiring a portion of the company’s profits. 
Large companies generate more profit than what is actually needed for their development 
and expansion. Therefore, a portion of the entire profit is handed over to the owners of 
the company – the shareholders. This kind of profit distribution among the shareholders 
is called a dividend. Dividends are supposed to be the main goal of the investors. Shares 
for investors are, first of all, a source of income in the form of dividends. The amount of 
dividends that a company can pay out to its shareholders depends on its profits.

Companies that take an aggressive approach to expansion usually do not pay 
dividends, but reinvest their profits into further expansion. The price of shares of promising 
and aggressively expanding companies increases rapidly because investors can see potential 
in the company. Therefore, they purchase the shares of such companies because of their 
huge profits and substantial future dividends. If a company is promising, more investors 
will be likely to purchase and to hold on to these shares. The price of shares increases and 
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reaches a point where investors would be willing to sell the shares and the buyers would be 
willing to pay the amount that the sellers offer (Aleknevičienė, 2005).

The companies that are managed in the stock exchange have to provide quarterly 
profit reports. If the company’s profits increase more than it was forecasted, then the 
price of shares increases as well. However, if the results are disappointing, the prices will 
decrease.

Along with the shareholder trust in the company’s prospects and increasing profits, 
the prices of shares are also influenced by many other factors, such as the media, loans, and 
human psychology. Investors rush to purchase shares as soon they hear goods news about 
the increase in prices before they increase even more. This way, the demand for shares 
increases (while the supply stays the same) and the price for them along with it.

The increase in share prices can be caused by a merge of several companies, certain 
company purchases, or economic consolidation. These phenomena are relevant to the 
investors because, for instance, merged companies become more effective, which increases 
the likelihood of increasing profits in the future.

Stock splits also increase the prices of shares. A stock split is the division of a 
company’s shares into multiple shares, but the value of the company itself does not change.

For instance, if the value of one company share is €10,000, and there is a total of 
100,000 shares, then the company’s value on the market will be €100,000,000,000. Since 
the price of one share is €10,000, investors, who would be willing to purchase these 
shares, would need to have a minimum of €10,000. Even if they have €19,000, they can 
still purchase only one share. So, in order to become shareholders in this company, the 
investors have to have a large amount of capital, and the large minimal price of shares 
keeps any smaller investor at bay. For this reason, the circulation of shares is slow, their 
liquidity and popularity is low, and the changes in the price of shares are small.

However, if one share was to be divided into 1,000 parts, its price would fall down 
to €10, so any investor could now purchase these shares. Company value does not change 
upon the division of shares: the market does not have 1,000 shares each valued at €1,000, 
but rather 100,000,000 shares valued at €10 each. In either case, the company value does 
not change – €100,000,000,000. If the company divides its expensive shares into smaller, 
cheaper shares, they become more accessible to investors, their liquidity and demand in 
the stock exchange increases, share trade becomes revitalised, and so the price of shares 
increases.

The interest rate that is established by the central bank has great impact on the 
price of shares. When the central bank reduces interest rates, borrowing becomes cheaper. 
Therefore, companies have more opportunities to borrow more, to expand more, and to 
profit more. Consumers can borrow and purchase company products, the investors can 
invest into shares easier, and the consequentially increasing amount of money and profits 
forms the right circumstances for company shares to grow.

However, if the economy is developing too fast, inflation appears. The central bank 
increases interest rates for the purpose of diminishing inflation. If the processes goes the 
opposite way, then shares become cheaper. If the price of shares drops, investors start to 
look for more profitable investments. If the central bank increases interest rates, security 
profitability increases as well (Rutkauskas et al., 2008). Shares become a worse investment 
than other securities, and so the investors put their money into other securities rather than 
into shares, and the price of shares decreases.

Types of shares. All shares are registered. Registered shares are further divided into 
common and preferred, depending on the rights granted to the shareholders. Descriptions 
of the two types are presented in table 6.4.
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Table 6.4. Classification of registered shares.

Registered shares

Common Preferred
•	 most common type of shares;
•	 grants the right to vote on strategic 
company decisions (e.g. approving 
financial statements, auditor conclusions, 
choosing a board of managers);
•	 the shareholder earns from the rising 
value of shares as well as from dividends;
•	 shareholders do not always receive 
dividends (dividends are first paid out 
to preferred shareholders, while the 
remainder of the profit is then split 
amongst the common shareholders);
•	 when the economy is on the 
rise, common shareholders receive 
significantly higher dividends than 
preferred shareholders;
•	 if the company goes bankrupt, 
common shareholders are the last to be 
paid.

•	 shareholders usually have no voting 
rights when making strategic company 
decisions;
•	 have the right to receive fixed pay-
outs – dividends. The size of the dividends 
is determined in the company’s statute. 
Dividends are most commonly a percentage 
of the nominal preferred stock value;
•	 shareholders receive dividends even if 
the company is not profitable;
•	 there are cumulative dividends and 
regular (non-cumulative) dividends;
•	 preferred stock is a mixture of shares 
and securities because it possesses 
attributes of both;
•	 companies often reserve the right to 
repurchase preferred stock at any moment;
•	  common shareholders can convert 
preferred stock to common stock.

Source: compiled from www.investologija.lt

Evaluation of shares. There are two share valuation models: technical and 
fundamental analysis. Long-term investors base their investments on the fundamental 
analysis (Mackevičius, 2011). The aim of a fundamental analysis method is to determine 
the actual value of the company by evaluating economic, financial, and other quantitative 
as well as qualitative factors that have an impact on the company’s value. A fundamental 
analysis evaluates all factors that may influence the company’s value, e.g. the overall state 
of the economy or the industry, competition, company-specific factors (is the company’s 
management made up of skilled and well-equipped leaders, does the company have debts, 
is capital used effectively, etc.). By taking these factors into account, company prospects can 
be identified, specifically what profit will the company generate in the future. The current 
values of the company and its issued shares are determined by future income.

However, on the long-run, the stock exchange will always reflect the actual value of 
the company. Therefore, the calculated price of shares is compared to the price established 
by the stock exchange. If the price of shares in the stock exchange is lower than the actual 
company value, then the investor will purchase those shares. Sooner or later, the shares in 
the stock exchange will become more expensive and will reach the actual company value 
(the value that the investor has calculated). If company shares in the stock exchange are 
overvalued, then the investors will sell these shares because the price will drop sooner or 
later.

The aim of a technical analysis is the opposite of a fundamental analysis. A technical 
analysis does not aim to determine the actual value of the company. The aim is to predict 
whether the price of shares will rise or fall on the short-run. Such predictions are made by 
analysing the changes in share prices and based on technical analysis theories. A technical 
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analysis calculates the future price of shares based on various graphs (line, candlestick, etc.) 
and historical stock data (e.g. share price changes, trade intensity).

6.2.5. Bonds

Whenever people hear the word investments, most of them immediately think of 
shares, which were discussed in the previous chapter. Unlike shares, bonds are the lesser 
known securities. Bonds are considered less risky than shares.

Companies need funds for development and expansion, whereas the state borrows 
funds so that it could implement large national projects. Funds can be acquired from a bank. 
However, banks can only tolerate small low levels of risk and may grant loans of up to 20 % 
of the company’s value. If the offered amount of money is insufficient, then companies or 
the state issue bonds and sell them to investors. In other words, bonds are so called debts 
in security form and are considered a loan.

Bonds are securities that certify a grant of credit and they pay interest. Interest from 
bonds ensures that investors will be interested to lend money. The riskier the investment 
is, the more companies need to strive to attract investors and to offer higher interest rates. 
Bond interest rates are predetermined. Thus, bonds are defined as fixed-income securities 
(Kancerevyčius, 2009).

Bonds are most commonly issued by large companies and by the state. Their aim is 
to attract additional capital, i.e. borrowing. The organisation that issues bonds is called the 
issuer. Bonds are issued for a fixed term. When the bonds mature, the issuer repurchases 
the bonds at their nominal price, or, in other words, the issuer returns the borrowed funds 
and also pays the interest on the bonds (Kancerevyčius, 2009).

The standards for bonds are high. Most often, only large companies and the state 
can meet the standards. Therefore, it is most beneficial to issue large batches of bonds. 
(Buckiūnienė, 2011).

Financial intermediaries, such as banks and financial brokers, are usually the 
distributors of bonds. A prospectus is always prepared for the bonds. It is a document that 
presents the most important information that the investor needs to know (the obligations of 
the issuer, interest rates, maturity dates, procedures regarding the repurchase and interest 
pay-out). Bonds are sold to the public for a predetermined price (at which the company 
is willing to borrow money). Later, the investors can sell the bonds to each other on the 
secondary market. The price of bonds fluctuates and depends on the supply and demand 
of the bonds in this market.

Differences between shares and bonds. The essential difference between the two 
securities is that shares are assets, whereas bonds are loans. Bond owners loan money, 
while investors purchase shares and become owners of the company. It is more beneficial 
to be a creditor (bond owner) because, if the company declares bankruptcy, then it will first 
have to settle its accounts with its employees. Afterwards, it will have to pay state taxes, 
then repay the creditors (i.e. banks, bond holders, and the company owners (shareholders) 
are left with whatever remains after selling all of the company’s assets and after settling 
accounts with the creditors.

Shareholders manage the company directly – they can choose company management 
and make managerial decisions. Bondholders, on the other hand, do not have a deciding vote 
in the company. However, if the company does not perform its obligations, bondholders can 
bring bankruptcy proceedings against it and, for this reason, the risk with bonds is lower than 
with shares. The drawback is that if the company gains profit, bond owners will still receive a 
fixed amount of interest, while shareholders may earn significantly bigger dividends.
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Shares maintain a significantly higher return on investments than bonds, but shares 
are also significantly riskier, and share prices may also hit a limit of how much they can 
increase. It is also evident from history that stock market bubbles often end with a burst. 
For this reason, investors tend to invest at least a portion of their funds into bonds.

The age of the investors is an important factor in the management of personal 
finances and in the creation of an investment portfolio. Younger investors can risk more 
than older ones. It is recommended to only dedicate a portion of the investments to bonds. 
For investors with more years under their belt, it is recommended to divide the portfolio 
into bonds and shares equally. Investors, who are nearing or in retirement should primarily 
focus on bonds. This way, the investor’s pension will be supplemented with interest from 
bonds, without touching the main investments.

Bond profitability. Bond profitability is evaluated based on the interest paid. Bond 
interest rates depend on multiple factors, such as bond demand, credit risk, inflation, and 
currency risk. Bond profitability also strongly depends on the time before buyback. If these 
are long-term bonds, investors receive more interest than they would with short-term bonds.

In the secondary market, the profitability of quoted bonds changes and differs from 
the interest rates determined for the initial distribution to the public.

For example, If investors purchase bonds during the first issue to the public, which 
are valued at 1,000 LTL and the annual interest rate (profitability) is 10 per cent, so the 
return on investments after a year would be 100 LTL: 1,000 LTL x 10%=100 LTL.

However, since bonds are traded in the secondary market, their price may vary 
depending on the supply and demand, which change due to inflation, speculations in the 
market, base interest rates, and for several other reasons.

If, for any of the aforementioned reasons, the price of purchased bonds in the 
secondary market drops to 800 LTL, then profitability would reach: 100 LTL/800 LTL=12.5%.

Due to fluctuation in the market, bond profitability increased by 2.5 per cent 
(12.5%-10%). On the other hand, if the demand for these bonds would increase, then its 
price would jump from 1,000 LTL to 1,200 LTL. Thus, bond profitability would decrease: 
1,000 LTL/1200 LTL=0,83%. Bond profitability has decreased by 1.7 per cent (10%-8.3%).

Thus, the rule is this: when bond prices decrease, profitability increases and vice 
versa: if bond prices increase, profitability decreases.

Classification of Bonds. The classification of bonds is presented in illustration 6.2.

Illustration 6.2. Classification of bonds.

Table 6.5., presents a brief description of each bond type.

Other 
Characteristics:

• Convertible 
Bonds
• Eurobonds

By Issuer:

• Government 
Bonds
• Corporate 
Bonds

By Security:

• Secured 
Bonds
• Unsecured 
Bonds

By Revenue:

• Floating Rate 
Notes
• Fixed-Rate 
Bonds
• Revenue Bonds
• Zero-Coupon 
Bonds

By Period:

• Callable Bonds
• Fixed-Term 
Bonds
• Serial Bonds
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Table 6.5. Types of Bonds

Government Bonds

•	 issued by the state for the purpose of attracting capital;
•	 considered one of the safest because it is a state guarantee and the state cannot go 
bankrupt;
•	 lower profitability;
•	 mostly long-term; issued for periods between 1 and 30 years.

Corporate Bonds

•	 sold by private companies for the purpose of attracting additional capital;
•	 companies can insure bonds with their own assets;
•	 bear higher risk than government bonds, but different companies have different 
levels of risk;
•	 ratings and prices fluctuate more than they do with government bonds since the 
financial state of a company is not as stable as the financial state of the government.

Secured Bonds

•	 the company provides guarantees with its own assets;
•	 bonds are guaranteed with immoveable company assets through a mortgage 
agreement;
•	 considered safe because, even if in the case of company bankruptcy the bondholder 
acquires the right to sell the immoveable assets.

Unsecured Bonds
•	 typical bonds, the most common type issued by companies that have a determine 
interest rate;
•	 when bonds mature, they are repurchased.

Fixed-Rate Bonds

•	 have a fixed rate of interest;
•	 the amount of interest, indicated in the bond prospectus and is paid out to the 
bondholder at the end of each payment period.

Floating Rate Notes

•	 bonds pay out compound interest, which are comprised of a fixed-risk premium and 
a variable reference interest rate;
•	 the interest rate changes depending on the selected reference rate (interest rate 
determined by the central bank, interbank interest rates, or government bond profit 
rate) and adds the company’s risk premium.

Revenue Bonds

•	 interest rates depend on the issuer’s acquired profit;
•	 usually issued by companies that are on the verge of bankruptcy. In the case of 
bankruptcy, the issuer is not obliged to pay out the interest to the bondholder.

Zero-Coupon Bonds

•	 no interest rates;
•	 sold at a discount during the initial release to the public, then repurchased at their 
actual price;
•	 interest is not paid out on a yearly basis, but rather the entire amount is paid out all 
at once when the bonds mature.
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Callable Bonds

•	 the issuer can repurchase the bonds prior to their maturity, but also paying out a 
bonus to the bondholder.

Perpetual Bonds

•	 no maturity date determined.

Fixed-Term Bonds

•	 all issued bonds have a fixed specific date of maturity.

Serial Bonds

•	 repurchased gradually, in several steps.

Convertible Bonds

•	 bondholders are granted the right to convert their bonds into issuer’s shares based 
on a pre-determined conversion price;
•	 such bonds are therefore more appealing.

Eurobonds

•	 bonds that are issued not in the national currency.

Source: compiled from www.investologija.lt

Bond trade. Bonds are sold in primary and secondary markets. Issuers sell bonds 
in the primary market for a pre-determined price. In such a case, investors purchase bonds 
directly from the issuer.

Investors trade bonds amongst each other in the secondary market. Bond trade in 
the secondary market provides investors with an opportunity to sell bonds without having 
to wait for the bonds to mature.

Many of the bonds are listed in stock exchange. Individuals trade using computerised 
trading systems. For this reason, the bonds that are listed in stock exchanges are liquid. 
Bond trade in the secondary market is done via financial intermediaries, such as brokerage 
companies, banks, and individual brokers.

Because of financial intermediaries, bond trading is a very easy process. Investors can 
also purchase other securities through the same financial brokers: shares, future contracts, 
investment fund units. However, financial intermediaries request to pay additional fees, 
which are determined in the contract, for the services that they provide to the investors.

The value of bonds in the secondary market is determined under the principle of 
supply and demand and it is where the actual value of bonds is determined. If the demand 
for bonds increases, then bond prices increase and profitability decreases. As a result, 
demand decreases. As the price drops, profitability and demand increase. Because of supply 
and demand, the price and profitability of bonds in the secondary market are constantly 
changing (Kancerevyčius, 2009).

The price of bonds is determined under the principle of supply and demand. If there 
is no demand for a certain bond, then its price drops. As the price drops, bond profitability 
increases. When bond prices decrease to a point where investors are attracted to the bonds, 
they start buying them from sellers again.

Bond prices reflect the expectations of the investors and the financial state of the 
issuer. The prices of bonds are most influenced by (Rutkauskas, 2005):
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•	 Economic news and forecasts. News announcements inform about trends in the 
markets, the European Central Bank interest rate forecasts, macroeconomic indices and 
ratios, their interpretations and forecasts.

•	 Economic prospects. Inflation rates and poor expectations from economic indices 
may have a strong effect on bond prices. For instance, if the state faces big economic 
problems, GDP decreases, the political situation becomes unstable, and, consequently, 
investors immediately sell their government bonds. As the bonds are being sold and the 
amount of people who want these bonds is diminishing, bond prices decrease and investors 
incur losses.

•	 Investment appeal. Investors are constantly monitoring the market, looking for 
investment opportunities with higher returns on investments. Investors can turn to bonds, 
if real estate, raw material and share prices are overvalued. Bond interest rates are fixed, 
and although they do not promise big profits, they offer lower risk rates instead.

•	 The risk of purchasing bonds. Different bonds have different levels of risk, just like 
all other securities do. The level of risk for bonds depends on whether the company is able 
to perform its obligations regarding bonds, i.e. to pay out interest to the investors, or, even 
worse, to repurchase the bonds.

Investors can determine the bond credit risk by analysing bond ratings. The most 
well-known bond credit rating agencies are Moody’s Investors Services and Standard & 
Poor’s. Such agencies analyse how bond issuing companies or governments repay their 
investors, their credit history, their future capabilities to pay interest on bonds, how their 
financial state is changing, and their prospects.

The risk / reward ratio pertains to bond ratings and profitability. Generally, if the 
ratings of a given bond are poor, the interest rates are high. Bonds that have high bond 
ratings are less profitable than the lower-rated bonds. Therefore, the majority of investors 
try to have a diverse portfolio by purchasing bonds with various ratings. This technique 
is called diversification. A diversified bond portfolio maintains an appropriate balance 
between desired profits and an acceptable level of risk.

CHAPTER VI EXERCISES

6. 1. Answer the questions in the table below.

Question Answer

1. Explain the concept of 
diversification.

2. Explain why bonds are called 
debt securities.

3. Explain the concept of fixed-
income securities.
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4. What influences bond 
profitability the most?

5. Underline the correct answer:
If bond prices increase, their 
profitability increases / decreases.
Explain your choice.

6.2. List the differences between common and preferred stocks in the table below.

Common stock Preferred stock

6.3. Write down distinctive characteristics (differences) of shares and bonds and 
indicate the advantages and disadvantages of both types of securities in the table below.

SHARES BONDS

Attributes

Advantages and disadvantages

6.4. There are several types of bonds known in the market. Categorise the types of 
bonds into groups based on their level of risk:

Risk Types of Bonds

Low-risk bonds



89

Medium-risk bonds

High-risk bonds

6.5. Bonds can be traded in primary and secondary markets. Indicate the seller of 
securities in each of the markets.

Primary market Secondary market

6.6. A description of an investment strategy is presented below Answer the questions 
in the table.

One of the most frequently used diversification investment strategies is called 
the bond ladder. The idea is to invest into several different bonds, each of which have 
a different maturity date. For example, an investor purchases bonds from five different 
companies for the money that he has. The first bonds will be repurchased in the following 
years: 2012, 2013, 2014. 2015. The investor receives his money and interest for bonds in 
2012, and reinvests them into bonds again. The maturity date of the new bonds is 2016. 
In 2013, the investor’s bonds are repurchased again, he reinvests them into bonds that 
will mature in 2017, and so on. This way, investors earn cash for purchased bonds every 
year. The advantage of this investment strategy is that investors are not chained to a 
single bond with just one maturity date. By implementing the bond ladder technique, 
investors acquire income from bonds every year, and are able to either keep the interest, 
or to reinvest it.

Question Answer

1. Explain how investment 
portfolio diversification is 
applied in this situation.

2. What kind of investment 
strategy do you think this is? 
Provide comments.
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6.7. In the table below, list the factors that can alter the price of shares: what makes 
prices grow and what makes them drop?

Factors that lead to an increase in price Factors that lead to a drop in price

1. 1.

2. 2.

3. 3.

4. 4.

5. 5.

6.8. The table below presents statements about shares and bonds. Indicate the 
security that the statement is describing.

Statement Security

It is a security, which proves that the investor owns a portion of 
the company. Share / Bond

It is an asset. Share / Bond

It is a loan. Share / Bond

They can be common and preferred. Share / Bond

It is a debt security. Share / Bond

It is a fixed-income security. Share / Bond

Governments and companies issue them. Share / Bond

Their quality can be determined based on their ratings. Share / Bond

They are categorised by level of security, income, and maturity 
dates. Share / Bond
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6.9. Rank the investment instruments that were discussed in the chapter from the 
most secure (the safest) to the least secure (the riskiest).

6.10. Four main factors determine the price of bonds: inflation, interest rates, and 
credit ratings. Read the descriptions provided below, which explain how the listed factors 
alter the price of bonds. Then, draw a graph that would indicate how bond prices correlate 
to the aforementioned factors.

Inflation. An economy that rises too fast may lead to strong inflation, devaluing money 
and rendering bonds unappealing. The problems is that, if inflation is on the rise, bonds 
have to pay out more interest so that the it would cover the change that inflation has 
brought about and which would still be profitable for bondholders. Therefore, if the level 
of inflation increases, then bond prices decrease.

Interest rate. If interest rates increase, bond value in the market decreases. Banks pay 
out fixed interest on a deposit or a bond, deposited or held for a certain amount of time. 
Investors compare the risk of an investment with its profitability. Therefore, if investors 
see bank deposits as a more appealing option, they will most likely choose that over 
the purchase of bonds. So, the price of bonds decreases and bond profitability starts 
attracting investors again.

Credit rating. If company credit risk ratings are improved, share trade becomes more 
active as a result because they become more appealing to investors and, consequently, 
bonds grow in price. Lower bond ratings encourage the drop of bond prices.

Safest

Riskiest

1.

2.

3.

4.

5.
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Correlation between Bond Price and 
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VII. FINANCIAL RISk AND RISk MANAGEMENT

In this chapter, the reader will be introduced to the concept of risk, to the types of risks, 
will learn how to use risk assessment methods and how to avoid it or to minimise losses 
due to risk.
Keywords: risk, alpha (index), beta (index), standard deviation, diversification.

7.1. The Concept of Financial Risk

The market is a mechanism that that undergoes change c. Companies, seeking to 
remain in the market, implement innovations and new technologies, but they increase the 
level of risk by doing so.

An example of a high-risk industry would be agriculture. It includes the management 
of biological assets, which are subject to risks that are difficult to manage: natural conditions 
as well as the climate, pests, diseases, and other factors. Due to these risk factors, the 
actual results of a given company’s investments do not correspond to the desired results.

Investment risk management is a relevant element for businessmen as they need 
to be able to foresee events, to evaluate possible risks, and to know their boundaries 
(Smalenskas, 2002).

Risk is an inherent part of finance management, credit grants, and investments. 
Thus, risk assessment is one of the most important financial decisions. It is not easy to 
carry out an assessment because it is nearly impossible to determine all of the implications 
of one or another decision. In general, risk is described as the lack of information. Several 
examples of risk can be noted here:

•	 doubt or a lack of precision and accuracy;
•	 the possibility that future events may be harmful;
•	 implications that are opposite of the desired result;
•	 calculated uncertainty;
•	 the end result is slightly different from the expectations.
These examples are presented, starting with risk that is least assessable and goes up 

to risk that can be fully assessed, even quantitatively and qualitatively. If a risk is identified 
precisely, it is easier to prepare for it.

The risk of financial decisions is, in other words, the uncertainty of the future value 
of investments. Remuneration, such as compensation for incurred risks, can be acquired 
for operations that bear certain negative implications. On the other hand, the higher the 
risk, the bigger the uncertainty concerning the implementation of financial objectives. 
Uncertainty can be considered an opportunity to gain profit, but only when a business is 
able to foresee future events better than its competitors. Therefore, it once again proves 
that profit involves risk, and without taking risks, there is no way to make a profit (Valvonis, 
2006) (Illustration 7.1).
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Illustration 7.1. The Risk/Reward Ratio.

Risk is essentially the price that a business has to pay in order to gain profit. If a 
company is aiming to acquire large profits, then a high level of risk will be involved. If profits 
are small, risk is low.

Risk can also be described as the possibility that the return on financial decisions is 
not what was expected. This includes the decrease of financial value or the loss of funds or 
financial resources.

Financial risk has to be definitely measurable in order to control it. There are often 
no opportunities to determine the implications of financial decisions, but it is still necessary 
to carry out a forecast.

Risk arises from the instability and unpredictability of the market. The variation in the 
value of financial decisions is the fluctuation of financial market values, which is calculated in 
accordance with historical (statistical) data. Bigger changes indicate the possibility that the 
results of a financial decision may vary significantly: the value may rise or fall greatly over 
a short period of time. Smaller variations mean that the value will not change significantly 
over a short period of time and will be quite stable on the long-run (Zelgave, 2000).

7.2. The Assessment of Financial Risk

There are two risk analysis methods: the fundamental and the technical. The aim 
of the fundamental risk analysis is to evaluate all factors that have influence on the risk: 
microeconomics and macroeconomics, industry analysis, assessment of the political and 
psychological climate, among many others. Note that the fundamental risk analysis method 
assesses both qualitative and quantitative parameters. Illustration 7.2., presents the main 
types of risk, which ought to be assessed. The technical risk analysis method seeks to 
determine the boundaries of present investment value variations based on historical data 
on the changes in investment values. The analysis evaluates quantitative parameters.

Market risk – the possibility that the value of a company’s investments (e.g. value 
of shares or bonds) will drop. In such a case, if the company decides to sell its investments, 
the price, at which the investments were sold, may fall short of what was actually invested.

Credit risk – the possibility that the borrower (e.g. a company, which has purchased 
goods on credit) will not be able to perform its financial obligations (will default).

The Risk / Reward Ratio

High-risk, high-yield

Low-risk, low-yield
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Risk (Standard Deviation)
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Inflation risk – the possibility that increasing inflation rates will exceed profits. For 
example, if the return on investments is 1.5 per cent, while inflation is 3 per cent, then the 
end result is that the value of investments is 1.5 per cent lower.

Currency risk – the possibility that the currency, using which a company operates, 
will drop in value compared to other currencies. For instance, let us say that a company has 
sold some goods to a buyer in Russia. If the value of the Russian Rouble decreases by 30 per 
cent compared to the Euro, then the seller, by acquiring the payment in Roubles, suffers a 
30 per cent loss.

Liquidity risk – risk that stems from the difficulty to sell certain company assets. 
For example, if the real estate market is in the state of stagnation, it may be difficult to sell 
unused immoveable company assets.

Political risk – the possibility that the state may change its policies. For instance, 
if a country declares war or introduces an unpopular economic policy, it would damage 
relations with partners within that country.

Economic risk – the possibility that the economy may slow down significantly, 
which will reduce company profit, labour purchasing power, credit grants, will increase 
unemployment rates, and will form unfavourable conditions for the establishment of new 
ventures.

Taxability risk – the possibility that the state may increase tax rates, which would 
decrease company profits. For example, if the state increases income tax, then company 
net income will decrease.

Market instability – drastic short-term market fluctuations.
Behavioural risk – possibility that decisions will be made based on feelings and 

emotions and not an analysis of information.
There are five technical risk ratios for evaluating changes in investment values: alpha, 

beta, standard deviation, Sharpe ratio, and R-squared (R-2). More detailed descriptions are 
presented in table 7.1.

Illustration 7.2. Methods of risk analysis.

Fundamental Risk Analysis

Market Risk

Credit Risk

Inflation Risk

Currency Risk

Liquidity Risk

Political Risk

Economic Risk

Taxability Risk

Behavioural Risk

Technical Risk Analysis

Alpha

Beta

Standard Deviation

Sharpe Ratio
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Table 7.1. Technical Risk Ratios

Alpha is used in the assessment of investment funds (or investment portfolios). The alpha 
rate compares investment fund results to a benchmark. It indicates the additional return 
on investments generated from risk factors other than market value fluctuation. In other 
words, alpha indicates how much additional value is created by the manager of the fund. 
If the results of the investment fund are better than the benchmark (alpha positive), it 
means that the manager of the fund did a good job, and the other way around – if it is 
alpha negative, fund results are worse than the benchmark and the manager did not do 
a good job. If alpha is equal to 1, it means that the return for the investment fund was 1 
per cent more than the benchmark.

Beta assesses the investment value fluctuations (or systematic risk) by comparing it to 
the overall variation of the market index. The beta rate seeks to determine whether the 
investment value varies more than the overall average of the market and assesses the 
level of risk of the investment based on the comparison.
Beta indicates the margin of error, at which the investment mirrors market index changes. 
If beta = 1, then the investment and market index fluctuations are the same. If beta <1, 
then the value of the investment is fluctuating less than the market average. If beta >1, 
then the value of the investment is fluctuating much more than the market average. For 
instance, if beta = 2, then the value of investments will fluctuate two times more than 
the market average index. So, if the market average increases by 10 per cent, in theory, 
the value of the investment should increase by 20 per cent, and if the market average 
decreases by 5 per cent, the value of investments will decrease by 10 per cent.
By knowing the beta rate, the investors are aware of how much they are risking. Investors, 
who seek to gain a lot of profit, risk a lot and choose investments that have a high beta 
rate. Those, who wish to invest safely, purchase securities with a beta rate of less than 1.

Standard deviation shows how much the return on investments of an investment portfolio 
may deviate from the average return on investments over a short period of time. In other 
words, it indicates how much the annual return on investments of a portfolio differs 
from its average return on investments. Standard deviation is often used to assess the 
efficiency of investment fund operations. Calculated standard deviations of investment 
funds are published on-line as well as in various periodicals.
An example of how to calculate standard deviation: the annual return on investments of 
an investment fund over the last five years was -5%, 2%, 3%, 10%, and 20%. The average 
annual return is 6 per cent, and the standard deviation is high because the return on 
investments was significantly different from the average every year. An investment fund, 
which had a constant 3 per cent return on investments every year for the last five years, 
would have a 3 per cent average return on investments, and the standard deviation 
would be 0. The lower standard deviation is, the more stable an investment fund is. The 
same applies the other way around – if standard deviation is high, then the investment is 
considered risky because its value may increase or decrease very quickly at any moment.
By identifying the standard deviation, it is possible to calculate potential profit and loss of 
an investment portfolio. Note that this method is referential and the likelihood that the 
value of investments will fluctuate in the interval that the method determined is 95 per 
cent (i.e. it is correct 95 per cent of the time).
For example, the average return on investments is 15 per cent, while the average standard 
deviation is 14 per cent. Next year, the investor can expect a return on investments to 
vary from 15-2*14=-13 (loss) per cent to 15+2*14=43 per cent (profit).
Note that standard deviation is just one of many ways to evaluate risk. Past results do not 
guarantee stability in the future. If the standard deviation of an investment fund is close 
to 0, it does not mean that it will not present surprises in the future.
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The Sharpe ratio indicates the ratio of return on investments to risk, i.e. how much are 
the investors at the risk of losing their investments. If the Sharpe ratio is high, then the 
fund is good.
It is not difficult to apply technical risk ratios to practice. The most important part is to 
determine at least several indices in order to correctly evaluate the risk. The results may 
be inaccurate, if there are too few indices.

Source: compiled from www.investologija.lt

7.3. Measures for Risk Management

Diversification. The purpose of diversification is to distribute risk and to pursue 
financial objectives more effectively. Every financial decision steers the investor towards 
a certain risk/reward ratio. The value of one security rises and falls regardless of other 
securities and this phenomenon should be noted when making investment decisions. By 
distributing different investment instruments, investors secure their portfolio from any 
devaluation.

Diversification protects the portfolio from drastic financial losses, if not a complete 
loss. It seeks to balance out the risk of financial decisions. For instance, it is usually the 
case that if share prices increase, bond prices decrease. Thus, if the investment portfolio 
was populated by both shares and bonds, then the decreasing price of shares would be 
counterbalanced by the increasing price of bonds. On the other hand, bond price variation 
is more limited than share price variations. Risk is minimised by having a diversified 
investment portfolio, spreading across different asset categories (Kancerevyčius, 2009).

Just like any other risk management measure, diversification has its advantages and 
disadvantages. On one hand, diversification reduces unsystematic risk, but, on the other 
hand, it does not protect from systematic risk.

Unsystematic risk is the risk of a certain investment instrument. For example, a 
cheap investment into a first-floor flat does not guarantee a successful sale in the future. 
More specifically, the risk of this investment is that the flat is on the first floor as it is more 
difficult to sell such flats. Second-floor flats do not have that same risk. By purchasing flats 
on different floors of the same building and / or flats that are in different city districts, the 
risk will be significantly lower because if the price of one flat drops, the price for the other 
may increase, and the overall value of real estate purchased may remain the same.

Systematic risk may influence all types of investments at the same time. Increasing 
interest rates, inflation, wars, or political changes do not just reduce the value of shares 
of a single company – it suppresses the entire economy. In order to avoid or to minimise 
systematic risk, it is necessary to distribute investments among different countries, or even 
different regions of the world, and to invest into different categories of assets. However, a 
global economic crisis is too big to stop with diversification. Systematic risk factors include 
(Gegužis, 2003):

•	 tax rates;
•	 growth of investments within an economy;
•	 interest rates;
•	 level of consumer demand;
•	 changes in currency exchange rates;
However, it is important to mention that diversification reduces risk as well as 

impacts profitability. The profitability of an investment portfolio is directly determined by 
the profitability of a single, separate investment and is equal to the average profitability 
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of all investments. For instance, if the profit rate of bonds is 8 per cent, immoveable asset 
profit rate – 14 per cent, and share profit rate – 22 per cent, then the profitability of the 
investment portfolio would be (8+14+22)/3=14.6 per cent. If the portfolio consisted of 
shares only, then the profitability would be 22 per cent.

Diversification reduces the risk and profitability, but it protects from losses. For 
example, if the price of shares were to drop by 20 per cent, then the incurred loss would 
be at (8+14–20)/3=0.66 per cent, instead of the possible 20 per cent loss, if all of the 
investments rested on shares.

Time. Risk is the uncertainty about the future. Hence, time is one of the best tools for 
managing risk. Surprises are a problem with short-term financial decisions, while long-term 
decisions are quite successful most of the time. The accuracy of the financial decisions analysis 
depends on the term of the decision: the longer the term, the more accurate the results will be.

The human factor. The financial decision risk factor that bears the highest risk is 
most probably the decision-maker himself. Human beings are often controlled by feelings 
and emotions, which inhibit rational decision-making.

People tend to be overconfident with foreseeing the future. Studies have shown 
that financial decision-makers tend to not base their decisions on rational thought. They 
are trying to find a certain pattern when there is none. Moreover, they believe that what 
happened due to beginner’s luck was actually their skill in practice. They tend to be intuitive 
and to later justify their intuition with logical arguments. In order to control financial 
decisions, it is necessary to have a strategy and clear pre-determined guidelines for risk 
management and sales and purchase contracts.

CHAPTER VII EXERCISES

7.1. A graph, indicating the changes in the investment fund value, is presented 
below. Answer the questions in the table.

Question Answer

1. How does the return on 
investments differ between 
the two investment funds? 
Provide comments.

A Investment Fund                     B Investment Fund
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2. Which of the two 
investment funds is more 
uncertain? Provide comments.

3. Which of the two involves 
more risk? Provide comments.

4. Which investment fund 
would you choose? Provide 
comments.

7.2. Examples of financial decisions are presented in the table below. Explain the 
errors that are made with presented decisions. Implement diversification.

Wrong decisions Right decisions (provide comments)

A company invests all of its circulating 
capital into raw materials.

An investor acquires shares of eastern 
companies only.

A construction company builds residential 
buildings in just one district of Vilnius.

An investment portfolio consists of bonds 
only.
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An investor purchases commercial buildings 
in Hong Kong only.

One of the company’s clients purchases 80 
per cent of the other company’s products.

All company funds are kept in a single bank 
account.

A bank grants credit to agricultural 
companies only.

A logistics company specialises in the 
transportation of textile only.

A farmer grows strawberries only.

7.3. The illustration below indicates how the U.S. stock exchange return on investments 
depends on the maturity period. Explain, how the return on investments changes over time.

Return on investments in the best case scenario           Return on investments in the worst case scenario

-60 %                -40 %              -20 %                 0 %                 20 %                40 %               60 %                80 %

U.S. return on investments dependency on the maturity period
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Explanation

7.4. W. Buffett’s investment strategy is presented below. Explain why it is successful. 
What investment risk management methods does Buffett implement?

Explanation

7.5. The table below presents the risk assessment parameters for an investment 
portfolio. Comment on them, evaluate the level of risk of the portfolio.

Alpha Beta Standard deviation Sharpe ratio

3 1.7 3 percent. 5
  
  Comment

Why is W. Buffett a successful investor? A large portion of Buffett’s investment portfolio 
is comprised of 7 million shares and bonds, and he always knows what he will be 
buying the next day. He only invests into economic sectors that he is a specialist in. 
His investment portfolio includes shares and bonds of insurance, furniture and fizzy-
drink production, personal aircraft rental, sweets stores, newspaper and shaving blade 
companies.

Return on investments in the best case scenario           Return on investments in the worst case scenario

-60 %                -40 %              -20 %                 0 %                 20 %                40 %               60 %                80 %
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7.6. The table below presents the types of risk that need to be assessed when 
conducting the fundamental risk analysis. Provide specific examples of risks that a food 
trade company, which is based in Lithuania, but operates in the Russian market, would have 
to face.

Type of Risk Example

Market risk

Credit risk

Inflation risk

Currency risk

Liquidity risk

Political risk

Economic risk

Taxability risk

Market instability

Behavioural risk
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