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PREFACE

Someone has correctly said that applied knowledge is far better than classroom education. 

The subject of my assignment is financial analysis of Games Workshop Group   This has slowly evolved from beginner to a corporate giant.
The report contains brief introduction about company, data presentation, analysis of data, ratio analysis.

Finally there comes some of my suggestions in the end hoping that helps Games Workshop Group PLC move a step forward to being the best.
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INTRODUCTION OF GAMES WORKSHOP
                                                Company Histroy & Overview 

Established in 1975 at 15 Bolingbroke Road, London by John Peake, Ian Livingstone, and Steve Jackson, who initiated marketing handmade, classic wooden games from their homes in London. They went on to grow a chain of general games shops. In 1981 Games Workshop aided to start Citadel Miniatures Limited, a producer of metal miniatures based at Newark-on-Trent, in Nottinghamshire. A few years later the business relocated closer to Nottingham and instigated to grow and expand, creating a capital of miniatures, kits and books under the Games Workshop name.
Games Workshop initiated its business in the UK but now has straight sales procedures in the UK, the United States, Australia, China and Japan. With around 70% of turnover generating from outside of the UK.

Games Workshop is a upright united industry, holding control over every part of design, production and distribution of their copies and rulebooks. Products are vended over their private chain of over 400 retail stores in the Australia, New Zealand, UK, USA, Canada, Japan, China, France, Germany, Spain, Italy, the Netherlands, Eire, Belgium, Austria, Poland, Norway, Sweden, Denmark and Finland. They also sell outcomes over more than 4,000 other, game and toy shops all over the world. These channels are added by their mail order and online professional sales businesses.

                                              Business Model of Company 

Concern  has a  simple policy at Games Workshop. They brand the finest fantasy miniatures in the world and trade them internationally at a income and they propose to do this forever.

They produce things. They are a producer. Not a merchant. they do have outlets in retail places and these stores  show people how to engage with  hobby of gathering, canvas and playing with businesses miniatures and games. 

                                                 Major competitors
 1.                                                CINEMOOD
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US based Private company involved in developing   of toys  & electronic entertainment products, moveable projectors with finest cartoons which are perfect for kids . Delivers entertainment & education anywhere in the word 

2.                                                    Playful
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US Based private company it is self-governing game studio on a assignment to bring happiness to the world , corporate model of one game at one time. Involved in production of toys and game technologies.

3 .                                          The Nintendo Company       
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The Nintendo company is Japanese company that is responsible for  marketing    and licensing the pokemon franchise  established in 1998.                                               

Major recent events

School League Best Army Nominees on Display

The School Association is maintained by Games Workshop to aid support clubs for below 18’s and portion of this is establishment in  the School League National Championship  in a modest but supportive environment.
Warhammer Fest and Warhammer Fest Europe

Games Workshop’s main occasion of the year is Warhammer Fest, an yearly congregation of like-minded fans creating  most of the chance to celebrate their amusement of Games Workshop’s creations.
The Travelling Stand

Games Workshop can be initiate at conventions and occasions all over the world, with a stand presenting  the chance to pick up products, often including the latest publications.
Golden Demon painting Competitions

Winning a Golden Demon has been Games Workshop’s highest reputation awarded to painters
Key financial performance and Comparison with competitor
                                                                                                                                 (In Millions)
	Particulars
	2014
	2015
	2016
	2017
	2018
	 Gaming Realms PLC

	Revenue
	124
	119
	118
	158
	220
	30

	Gross Margin %
	70.2
	69
	68.3
	72.4
	71.4
	(3.25)

	Operating Income
	17
	16
	17
	38
	75
	(6.6)

	Net Income 
	8
	12
	13
	31
	60
	(8.2)

	Earnings Per Share
	25
	38
	42
	94
	182
	(2.95)


TABLE 1
Games workshop which is listed in London stock exchange and operation in games & Toys industry. Every year it is growing steadily and not only in financial terms but also in providing quality products to the customers. Games workshops net income and earnings per share shows that it is investor friendly company and potential investors would be interested in this kind of companies having growth and stability with good returns. To maintain this growth company has invested in new stores all over the globe and also to eliminate the warehouse problems it is investing over 3 million on warehousing.

Comparing the competitors as given in the table-1 above. Games workshop is operating well and has major market share. During the past 5 years customer demand has increased and accordingly investors also increased. Company is managing its major operations using its equity rather than taking loan. 

Overall it is good performing company with good financial structure and constant growth. Revenue was 124 million in 2014 and which has grown to  220 million in 2018 which indicates 80% of growth within the term of 5 years.   
THE FINANCIAL PERFORMANCE OF GAMES WORKSHOP FOR THE PAST 5 YEARS FROM 2014 TO 2018

                                                       INTRODUCTION
A ratio analysis is a tool of financial analysis widely used for quantitative analysis of information expressed between two mathematical terms contained in financial statements of a company. Ratio analysis is used to evaluate different financial condition of a company’s operating and performance accomplishment such as its liquidity, efficiency, profitability and solvency. Representing the financial statements and other business data is essential for all stakeholders & creditors of an entity. Ratio Analysis hence becomes a crucial tool for data analysis and administration of company.


Ratios can be divided into five major categories:

• Efficiency ratios

• Profitability Ratios
• Gearing ratios

• Liquidity Ratios
• Investor Ratio
RATIOS FOR FINANCIAL ANALYSIS
Liquidity ratio
A concern’s liquidity is its ability to match its short-term financial requirements. Liquidity ratios guides to evaluate a company's ability to pay short-term debt constraint. This is measured by comparing a company's significant liquid assets that can be readily converted to cash.

In general, higher the degree of coverage of liquid assets to short-term liabilities the better. A company with a less coverage rate should lift a red flag for shareholders as it may be a signal that the business will have complications in reaching its short-term financial liability, and accordingly in running its day-to-day performance.

These include but not limited to the following:-

1) Current Ratio
               Current Ratio =       Current Assets 
                                               Current Liabilities
	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	62561/ 30547

2.05
	43903 / 23044

2.00
	31160 / 15591

2.00
	30211 /15094

2.00
	35366 / 16361

2.16
	6043/9269
0.65


        Average= 2.04    TABLE 2
      Critical Analysis of Current ratio of games workshop

Current ration one of the widely used tool for analysis of financial stability. Current ratio is a best signal indicator where the short term debt is covered by asset that can be converted in to cash in a period corresponding to the maturity of debt. Games work shop wich has maintained current ratio of 2.4 over the period of 5 years. It has maintained the current ratio consistently. In the year 2018 the current ratio was 2.05.And in the year 2014 the current ratio was 2.16. Generally maintaining cash ratio more than 2 is not advisable because it indicates the inappropriate utilisation of liquidity to generate the revenue. And also it give the wrong message to investors that the company is accumulating liquid asset and which doesn’t have investment opportunity. As a industrial practice the ratio between 1-2 is best maintainable ratio. Thus games work shop has maintained good current ratio of 2.05 in the current year. If the ratio is more than one company can handle the short term liability without stress.

According to “Journals of business and management” a research conducted by Nadya Marsha on beverage companies. They have concluded that ratio over 2 and below 1 may harm the efficiency of the company. Referring to this games workshop has maintained perfect current ratio. 

Games workshops Competitor Company Gaming realms PLC which currently has current ratio of 0.65 which is very lower than the acceptable standard. Which means that games workshop is performing excellently in the market. 
2) Acid-Test Ratio 
The quick ratio, also known as the acid-test ratio, is a liquidity ratio that further improves the current ratio by evaluating the degree of the most liquid current assets obtainable to cover current liabilities. The quick ratio is more conventional than the current ratio because it omit inventory and other current assets, which generally are harder to turn into cash. A higher 
Quick ratio means a more Liquid current status.
Quick ratio =      Current Assets ˗ stock
	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	42402 / 30547

1.38
	31482 / 23044

1.36
	22620 / 15591

1.45
	22586 / 15094

1.56
	27331/16361

1.67
	5443/9270
0.58


                              Current Liabilities
TABLE 3: QUICK RATIO CALCULATION
Critical analysis of quick ratio of games workshop
Quick ratio represents the part of most liquid asset which is available to pay the short term debt. It is most conservative measure of liquidity. The quick ratio of 2014 is 1.67 and that of in 2015 is 1.56 and in the year 2018 is 1.38. The quick ratio is gradually decreasing every year. The company’s cash and cash equivalent is reducing. It may be the financial plan and structure designed by the company to manage the liquidity and working capital. Generally quick ratio more than 1 is preferable, it means that company has enough liquidity to cover its short term obligations.
Ideal quick ratio depends on the industry in which company is operating. The industry which has short operating cycle will not need high quick ratio. Games work shop is a games industry even though it belongs to short operating cycle industry it has maintained a good quick ratio.

Gaming Realms PLC currently having the quick ratio of 0.58 which is less than 1. It means that games workshop is in a better position than its competitor. Looking at the financial trend of the games workshop for past 5 years we can conclude that company has maintained good financial structure and this performance is helping games workshop to perform well in gaming industry  

Considering the liquidity graph below which is providing birds eye view of financial position with respect to liquidity ratio. it shows   planned and efficient financial management of games workshop.
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B) GEARING RATIO
The gearing ratio is a estimate of financial leverage that establish the degree to which a firm's productions are funded by creditor financing versus equity capital . It is a general term representing a financial ratio that equates some form of owner's equity to borrowed funds.


Gearing ratio    =                  Long term loan                  × 100 

	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	667÷667 +5594
	494 ÷ 494+ 5584
	448÷ 448 + 3273
	364 ÷364 + 2785
	360 ÷360+3248
	600/16209

	667 ÷ 6261
	494 ÷ 6078
	448 ÷ 3721
	364 ÷ 3149
	360 ÷3608
	600/16209

	0.11
	0.08
	0.12
	0.12
	0.10
	0.037


                                           Long term + share capital + reserves
Table 4: Gearing ratio calculation
.
Critical analysis of gearing ratio of games workshop 
Gearing ratio which indicates the degree of financial leverage to shareholders fund. Which indicates if the gearing ratio is high which means debt is high in the company. And which will be susceptible to down trend of the economy or industry. Hence high gearing ratio is not preferable. Games workshop has gearing ratio of 0.10 in the year 2014. And in the year 2018 is 0.11. Which is considerably low. Games workshop is majorly depending on the investors fund rather than debts. And it has maintained the ratio consistently.in all five years. 

Gearing ratio is beneficial to the companies when they are using it as a comparison tool. It is more meaningful; if we compare the ratio with other company in the same industry. If we compare with the competitor company Games realms PLC. Which currently has 0.037 gearing ratio which is very less and it is completely performing its business depending on investor’s fund. 

This ratio and trend of Games workshop showing that the company has less risk in its business operation and it can use its revenue as a working capital towards its core business.   
If we observe the ratio of 2017 and 2018 we can notice that companies gearing ratio has increased by 4 % compared to its previous year. Hence it is advisable to company to maintain same ratio without further increasing the debt.    

2. Equity ratio
The equity ratio emphasize two important financial terms of a solvent and sustainable business. The first element shows how much of the total company assets are owned completely by the investors. In other words, after all of the liabilities are paid off, remaining will be the investor’s assets.
Equity Ratio = Total Equity
                          Total Assets
	
	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	Total Equity
	84,478
	62,832
	53,163
	51,525
	55,394
	16,209

	Total Assets
	1,16,229
	86,865
	69,863
	67,441
	72,632
	29,974

	
	84,478 ÷1,16,229
	62,832 ÷86,865
	53,163÷69,863
	51,525÷67441
	55,394÷72,632
	16209/29974

	
	0.73
	0.72
	0.76
	0.76
	0.76
	0.54


Table 4 : showing equity ratio
Critical analysis of equity ratio of Games workshop
Equity ratio is a financial ratio which helps to indicate the portion of total assets of the company financed by shareholders of the company. This ratio highlights solvency and sustainability of the business. Games workshop has the equity ratio of  0.73 in the year 2018 which indicates  73% of the of the total assets are being financed by the investors. And in the year 2014   equity ratio is 0.76. over the 5 years games workshop has maintained similar equity ratio. 

Generally the higher equity ratio is favourable to the company, this is because  higher investment shows that company is worth investing and it attracts potential investors. Thus games workshops equity ratio is acceptable as the major portion of company’s assets is funded by investors.

As with every ratio, all of these are contingent on the industry. Exact ratio can be determined with industry bench mark. The equity ratio of  Gaming realms PLC the competitor company has equity ratio 0.54 which is much lesser than Games workshop which conveys that games workshop is in good position compared to its competitor.     
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C) PROFITABILITY RATIO

Profitability ratios are a category of financial tool that are used to evaluate a business's ability to produce earnings relative to its connected expenses. For most of these ratios, having a higher value compared to a competitor's ratio or compared to the similar ratio from a past period shows that the company is performing 
well.

Profitability Ratio has the following subcomponents. 

1) Net profit ratio
This ratio calculates the amount or proportion that the net profit with the net sales. It is calculated as 
Net profit Ratio =       Net profit  

	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	59,679 ÷ 2,19,868
	30,547 ÷ 

1,58 ,114
	13496 ÷ 1,18,069
	12257 ÷ 1,19,132
	8007÷

1,23,501
	(8,227)/
30323

	0.27
	0.19
	0.11
	0.10
	0.06
	(0.27)


                                   Net Sales
Table 5 : showing cogs ratio
Critical Analysis on Net profit ratio of Games workshop
Net profit ratio which reveals the left out profit After  meeting all expenses including tax expenses . it is one of the best measure to evaluate the overall performance of the company.

Games workshop has net profit ratio of  0.27.  which indicates 27% which is a good margin maintained by the company. If we compare the previous year performance, net profit ratio conveys that in the year 2014 the net profit ratio was just 6% and in 2015 10%. 2016 it increased to 11% and in 2017 the excellent performance by the company and it raised to 19%. Immediately next year it raised to 27% . Games workshop has shown outstanding performance and improvement during the past 5 year.     
 Games Realms PLC which is competitor company has undergone the loss of 27% in the present year. Which means that games work shop is performing well and it has acquired the market share majorly. Games workshop’s revenue is has been increasing every year efficiently. Thus we can say that company is performing well in the gaming industry  
2) Gross Profit Ratio 
is a profitability ratio that conveys  the relationship between gross profit and total net sales revenue. It is a common tool used to evaluate the operational achievement of the business. The ratio is computed by dividing the gross profit figure by net sales.
Gross profit ratio =           Gross Profit 

	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	1,57,085÷2,19,868 
	114423÷ 1,58,114
	80,631 ÷ 1,18,069
	82,144 ÷ 1,19,132 
	86,735 ÷1,23,501
	(986)/30,323

	71.44% 
	72.36% 
	68.29% 
	68.95% 
	70.23%
	(3.25%)


                                         Net sales (revenue)

Table 6 : showing gross profit ratio
Critical analysis of gross profit ratio
Gross profit ratio measures the portion of revenue left over after accounting the cost of good sold . generally if there is no adequate gross profit company many not meet its operating expense.  Higher gross profit ratio is always favourable to the company. Games workshop currently  has gross profit of 71.44%  which is excellent compared to its competitor company  Games realms plc which has secured negative gross profit of  3% . This indicated the games workshop performing well in the games industry. And also it has maintained consistency in generating gross profit. And it has controlled its cost effectively.
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D) EFFICIENCY RATIO
The efficiency ratio is generally used to evaluate how well a company utilises its assets and liabilities in the business. An efficiency ratio can evaluate the repayment of liabilities, the turnover of receivables, , the quantity and usage of equity, and the typical  use of inventory and machinery. This ratio can also be utilised to trace and analyse the achievement of 
commercial business and    investment banks.

1) Assets Turnover Ratio
	Particular
	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	Revenue 
	2,19,868
	1,58 ,114
	1,18,069
	1,19,132
	1,23,501
	30,323

	Total asset
	116229
	86865
	69863
	67441
	72632
	29,973

	  
	2,19,868/

116229 
	1,58,114/

86865
	1,18,069/

69863
	1,19,132/

67441
	1,23,501/

72632

	30,323/
29,973

	  
	 1.89
	  1.82
	1.69
	1.76
	1.70
	1.01


 The asset turnover ratio computes the value of a company ‘sales or revenues compared to the value of its assets. The asset turnover ratio can be utilised as an sign of the efficiency with which a company is utilising its assets to generate
revenue.

Assets turnover ratio = Revenue ÷ Total Asset
Table 7: showing assets turnover ratio
Critical analysis of Asset turnover ratio of games workshop 
Asset turnover ratio reveals the utilisation of assets of the company to generate its revenue. It indicates how well the company is utilising its assets in the operation of it business.

Games workshop currently in the year 2018 has asset turnover ratio of 1.89  and in the year 2014 the asset turnover ratio is 1.70. Indicates that company’s asset turnover ratio is increasing every year. In the year 2016 there was slight drop in the assets. Except in the year 2016 the company has grown consistently. Games workshop has focused on its growth in terms of revenue and also in terms of its assets.

Gaming realms PLC has asset turnover ratio of 1.01. Which is quite lower than games workshop. Thus we can say that company is performing better than its competitor.    
2) Current Assets Turnover Ratio 
It is an performance ratio evaluating firm’s capability of producing  sales through its current assets (Inventory ,cash, accounts receivable, etc.). It can be computed by dividing the company's net sales by its average current assets, and it provides the number of turns made by the current assets of the enterprise

Current Assets Turnover = Net sales / Current assets
	Particular
	2018
	2017
	2016
	2015
	2014
	Gaming Realms PLC

	Revenue 
	2,19,868
	1,58 ,114
	1,18,069
	1,19,132
	1,23,501
	30,323

	current assets 
	62,561
	43,903
	31,160
	30,211
	35,366
	6,042

	Calculation
	2,19,868

62,561
	1,58,114

43,903
	1,18,069

31,160
	1,19,132

30,211
	1,23,501

35,366
	30,323/6042

	
	3.51
	3.60
	3.79
	3.94
	3.49
	5.01


TABLE 8 : SHOWING CURRENT ASSETS TURN OVER RATIO
Critical analysis of current asset turnover ratio
Current Asset turnover ratio indicates the ability of company to generate its revenue using the current asset. Normally a high current ratio indicate the ability of the company to generate maximum sale with less investment in current asset. Higher the current ratio favourable to the company. Games workshop in the year 2018 has the current turnover ratio of 3.51 which conveys that the company is using its current assets effectively to generate income. It has generated income thrice of its current asset. It indicates company requires less investment is current asset to operate effectively.

If we analyse the industry trend and competitor company Gaming Realms PLC has  current asset ratio of 5.01. It indicates that less current asset can generate more revenue. As the Games workshop has higher current asset it should reach industrial standard and should make more efforts to generate more sales using its current asset.     
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E) INVESTOR RATIO
1) Return on Capital Employed 
Return on capital employed (ROCE) is a financial ratio that calculates a company's profitability and the efficiency with which its capital is employed. ROCE is calculated as:

ROCE =    Operating profit (profit before tax and interest) × 100 

                  Ordinary shares + reserves + long term borrowing
	
	    2018
	      2017
	      2016
	     2015
	     2014
	Gaming Realms PLC

	Operating profit 
	74,595
	38,323
	16,860
	16,477
	16,797
	(6332)

	SC+RES+Long Term Borrowing 
	85,145
	63,326
	53,651
	51,889
	55,754
	16,209

	  
	74,145     85,145
	38,323

63,326
	16,860

53,651
	16,477

51,889
	16,797

55,754
	(6332)/
16,209

	  
	0.87
	0.61
	0.31
	0.32
	0.30
	(0.39)


Critical analysis of ROCE of Games workshop

ROCE is a ratio that measures company’s profitability and efficiency in which the capital is utilised to generate the revenue. Higher ratio will be more favourable to the company. Investor generally consider this ratio to analyse how well company generates profit from its capital investment. Games workshop has ROCE of 0.87 in the year 2018. And 0.30in the year 2014. Games workshop has grown effectively over the five years and performed well to maintain the constant growth in ROCE. 
Gaming realms plc has ROCE of (0.39) which has got negative ROCE. Compared to that Games workshop is performing well in the gaming industry  and also has quite higher ROCE hence performance of Games workshop is good compared to the competitor.  
2). Earnings per share
Earnings per share (EPS) is the part of a company's profit allotted to each share of share capital.  Earnings per share functions as an index of a company's profitability. It is common for a company to report Earnings per share  that are adjusted for potential share dilution, extraordinary items. Most simply EPS is calculated
as

EPS= Net profit (loss)÷Number of outstanding shares
	
	    2018
	      2017
	      2016
	     2015
	     2014
	Gaming Realms PLC

	Net Profit/Loss
	59,679
	30,547
	13,496
	12,257
	11,487
	(8227)

	Ordinary Shares Outstanding
	      32,258
	      32,126
	32,150
	31,975
	31,805
	24271

	  
	59,679    322.5
	30,547

321.26
	13,496

321.50
	12,257

319.75
	11,487

318.05
	(8227)/2789

	  
	185
	95.1
	42.01
	38.3
	25.1
	(2.95)


TABLE 10: SHOWING EARNING PER SHARE
Critical analysis of earning per share 
Earnings per share indicates the part of profit that each outstanding share will receive if the profit after all expenses is distributed to the shareholders. Higher EPS is always favourable  than lower EPS  this means company is making more profit  and distributing to shareholders. Generally higher EPS makes the share price of company to raise. Games workshop which has EPS of 185 in the year 2018. Which is considerably good performance. If we compare with the previous year EPS we can notice that company has EPS of 25.1 in the year 2014.  This indicates increase in profits considerably over the past 5 years. The performance of Games workshop is excellent in earning and distribution of profits. Every year shareholders are increased and accordingly the revenue also increased over the year. 

Current EPS of Games workshop is 185 and that of Gaming realms plc is (2.95) which is negative earnings for its shareholders. With this comparison we can conclude that in games industry the Games workshop has upper hand and good financial structure. Performance of the games workshop is completely favourable to the investors. This kin of performance generally attract more investors  and opens for more growth       
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Future recommendations to improve financial management of  Games workshop
· Gross margin of company has reduced from 72.4% -2017 to 71.4%-2018. The reason for this drop is additions of new products. Generally new products shall increase the margin hence the company should take care of product mix of new products with old products. While introducing new product Games workshop shall ensure that there should not be reduction in volume of sales. Market research shall be conducted to determine the demand of product, so that the fall in gross margin can be avoided with right product mix.

· Games workshop currently facing lack of warehousing facility and spending huge amount on management of warehouse, to manage this issue the company shall increase its warehouse using third party locations with operational team. Which will help to implement an appropriate solution for warehousing at the same time it will reduce logistic expense which will directly help to increase the working capital.
· Recently company is experiencing substantial increase in demand of the product. To meet this demand Games workshop shall arrange the inventory to meet the demand on time. This can be done by cut off of slow moving and not moving goods, and increasing the inventory of fast moving products. By this company can avoid lag in meeting the demand on time. 
· Games workshop has experienced increase in cost due to investment in new stores. Result shows that this has partially helped in increase of sales. Hence to get the return effectively the company should consider the potential customers while expanding the business in different geographical area. Based on the demand the stores shall be opened.    
· Games workshop shall consider the installation of new technologies to meet its increasing demand to make sure that company is delivering products to customers with in specified time. So that it can stop customer to switching to other companies.   
· Games workshops receivables have increased by 2.1Million. even though the company is maintaining good amount of liquidity it shall take measures to collect the amount from its debtors on time without delaying the  collections receivables. This will increase its cash flow and same can be used for meeting expenses of newly established stores.    
· Games workshop has good financial structure and it is the right time for the company to raise fund to spread the business all over the globe. As the  company working effectively and favourable to investors, potential investors will be interested to fund the company for its new establishment plans. Hence company shall make use of this opportunity to grow the business globally. 
PART C
INVESTMENT APPRAISAL METHODS

When investing funds on your business it's crucial you figure out if you're spending it on the perfect thing. This is material because you want to confirm there's value in spending the money.

There are various tools we  can use which aids you to evaluate  the results  that investing  money will have on the  business. This is also  called 'capital budgeting' or 'investment appraisal'.

FEATURES OF CAPITAL BUDGETING

1) It contains high risk

2) More profits are evaluated 
3) Long duration between the initial investments and estimated returns

adoption and implementation of the projects.

Techniques of capital budgeting.

A number of techniques are followed for evaluating the decisions regarding investment in the fixed assets. Some of which are listed below.

1. Non discounted or traditional methods

2. Discounted or modern methods

Projected cash flow of Games Workshop
	Year
	Project   A
	Project  B

	0
	-60
	-100

	1
	0
	30

	2
	30
	30

	3
	40 
	30

	4
	20
	55


1. Traditional methods of capital budgeting
These methods include average rate of return and pay back period.
a. Payback period
Payback period is the period in which the initial cash outflow of an investment is anticipated to be recovered from the cash inflows generated by the project. It is one of the easy methods of investment appraisal techniques.

	Project
	Payback period

	A
	2.75

	B
	3.18


Critical analysis on payback period 
Payback period of project- A  is 2.75 years and payback period of project- B is 3.18 years  accordingly project -A has lower payback period compared to project- B.   This indicates project –A will take  0.43 years less time to return the investment made by the company.

General practice is to accept project having lower payback period. If company has any estimated period then payback period will be compared to estimated period. Thus it depends on the management to accept the project based on their estimation of acceptable period. 

In the present case as there is minimum acceptable estimated period we can select the project having less payback period. Hence project –A will be selected.    
Advantages and Disadvantages
Advantages of payback period are:

1. Payback period is very easy to calculate as it is a traditional and simple method.
2. It can be a tool of risk inherent in a proposal. Since cash flows that appear later in a   project's life are measured more uncertain, payback period provides sign of how effective is the project cash inflows are.

3. For businesses facing liquidity problems, it gives a better ranking of projects that would return investment early.

Disadvantages of payback period are:
1. Payback period does not consider the time value of money which is a major disadvantage since it can direct to wrong decisions. A deviation of payback method that tries to eliminate this disadvantage is called discounted payback period .

2. It does not consider the cash flows that appear after the payback period.

b. Accounting rate of return

Accounting rate of return also called as simple rate of return is the ratio of evaluated  average profit of a project to the average investment made in the project. ARR is used in investment appraisal
ARR =                AVERAGE PROFIT × 100

                      AVERAGE CAPITAL EMPLOYED

	Project
	ARR

	A
	25%

	B
	22.5%


Critical analysis of ARR

Accounting rate of return of project -A is 25% and Accounting rate of return of project- B is 22.5% . ARR of project -A  is 2.5% more than project –B. this indicates return expected from the project A is more than project B.

Generally the project having higher ARR will accepted.  Sometimes company sets the minimum acceptable rate. If ARR is more than that acceptable rate the same will be accepted.

Hence in the above two project, as there is no minimum acceptable rate is not set we can select  the project – A, as the ARR of project A is more than project –B  ,   

Advantages and Disadvantages
Advantages
1. The accounting rate of return one of the  method of investment appraisal which is      easy to calculate and simple to understand 
2. It considers the profitability term of investment. This method is focused on profitability that will be obtained from the project. 
Disadvantages
1. It doesn’t consider time value of money. Suppose, if we use ARR to evaluate two projects having same initial funding. The project which has more annual income in the future years of its useful life may rank higher than the one having higher annual income in the initial years, even if the present value of the income generated by the future project is higher.

2. It can be evaluated in various methods. Thus there is problem of uniformity.

3. It considers accounting income instead of cash flow information. Thus it is not adoptable for projects which having more maintenance costs because their effectiveness also depends upon timely cash inflows.
2. Discounted or modern methods
a. NET PRESENT VALUE
 NPV Will show how much better the return on the project will be than the required interest rate. 

NPV = + future value- initial outflow 

                   ( 1 + i)n

Rule-if NPV is positive or equal to zero, the project should be accepted. In case the NPV is negative the project should not be considered and we should move to better alternatives

Calculation of NPV by using above formula we get 

	Project
	NPV

	A
	5

	B
	7


Critical analysis of NPV
Net present value of project -A is 5 and NPV of project-B is 7. NPV is widely used tool to select the proposed project. It is considered as one of the best project as it takes in to account the present value of money. 

Positive NPV or NPV more than 0 is accepted. But when one project is to selected out of many proposals, project having higher NPV will be selected

In case of above two projects, both the projects are acceptable as NPV of both is positive. But  to select one project out of two , project B will be preferable. Considering the other factors like investment amount, the project A will be acceptable as it is providing higher NPV by investing fewer amounts.  


Advantages
· Net present value considered  for time value of money which causes it a good approach than various investment appraisal techniques which do not consider present value of money such as payback period and average rate of return.

· Net present value is much better than some various discounted cash flows techniques such as internal rate of return. In situations where Internal rate of return and net present value  give contradictory  decisions, NPV decision should be preferred.

Shortcomings 
· NPV is just estimation. It is easily affected to changes in appraisal for future cash flows, salvage value, depreciation and the cost of capital.

· Evaluating appropriate cost of capital is a challenge, if the estimation is high or low both the cases it will end up in selecting the wrong project.  

b. INTERNAL RATE OF RETURN 

IRR = LOWER RATE + NPV AT LOWER RATE× ( HR – LR) 

NPV at lower rate – NPV higher rate
Initial rate of return  is the rate at which net present value  is equal to zero. That is, the rate at which present value of cash outflows is equal to present value of cash inflows. 

IRR= PV of cash outflows= PV of cash inflows 

Advantages of Internal Rate of Return Method

1. It takes in to account the time value of money even though the annual cash inflow is even and uneven.

2. The profitability of the investment is considered over the complete  economic life of the project. In this way, a best profitability of the investment is estimated.

3. There is no requirement  of the pre-budgeting of cost of capital or cut off rate. Thus, Internal Rate of Return method is better than Net Present Value method.

4. The pre-evaluation of cost of capital is very tough. At that time, Internal Rate of Return can be utilised to evaluate the project.

Disadvantages of Internal Rate of Return Method

The disadvantages of Internal Rate of Return are listed below.

1. This process predictable that the incomes are reinvested at the internal rate of return for the outstanding life of the project. If the average rate of return made by the firm is not close to the internal rate of return, the productivity of the project is not reasonable.

3. This technique gives prominence only to the profitability but not reflect the original recovery of capital expenditure. The reason is that occasionally Internal Rate of Return method favors a plan which reasonably requires a lengthier period for recovery the capital expenditure. Under the conditions of forthcoming  uncertainty, sometimes the full capital expenditure can not be recovered if Internal Rate of Return followed.

By applying above concept we get
	Project
	IRR

	A
	15.29%

	B
	14.97%


Critical Analysis of IRR
The IRR of project- A is 15.29% and Project –B is 14.97% . IRR of project A is higher than project B. Normally as a industrial practice project having IRR more than cost of capital will be accepted or project having higher IRR is preferable 

In the above two projects, project A will be preferable because the IRR is more than project B

As the cost of capital is 12% in the above projects. Both are preferable. But project-A has  higher IRR . hence project A will be selected. 
c. Profitability index 

It is designed as present value of cash inflows divided by present value of cash outflows
. 

PI= 𝑃𝑉𝑣𝑎𝑙𝑢𝑒𝑜𝑓𝑐𝑎𝑠ℎ𝑖𝑛𝑓𝑙𝑜𝑤𝑠𝑃𝑉𝑣𝑎𝑙𝑢𝑒𝑜𝑓𝑐𝑎𝑠ℎ𝑜𝑢𝑡𝑓𝑙𝑜𝑤𝑠
Rule- if PI is greater than or equal to zero the project should be accepted and in case it is less than 1, the business firm should reject the project
	Project
	PI

	A
	1.08

	B
	0.91


Analysis 
Profitability index of project A is 1.08 & Profitability index of project B will be 0.91

Generally positive PI will be preferable and, PI of Project A is greater than  1  hence project A over project B. 
Recommendation & reason for selecting the project
Among the project- A and project- B it is recommended to adopt project –A. Project A is most preferable.

Reason for adopting project –A
Using  above capital budgeting techniques we can conclude that

· As per payback period method project -A has less PBP than project -B hence project A is acceptable.

· As per accounting rate of return the ARR of project -A is higher than project –B hence project A is preferable 
· According to NPV method even though both project are positive project A is has NPV of 5 with investment of 60, and project B has NPV of 7 with investment of 100. Hence project A is comparatively effective as it is yielding good returns with less investment.

· As per method of ARR,  project -A has higher IRR than project- B hence project A is preferable.  
· As per profitability index method  project - A has PI more than 1 and project –B has PI less than 1 hence project-A is preferable.
As per the out come of all above methods it is preferable to adopt project -A
Non-financial factor that need to be considered  in decision making  

Political & legal factors:  Company which is operating all over the world need to consider the legal and political factor which to be followed to operate the business.  Changes in the political factors need to be considered.

Technological factors: The changes in technological factors to be considered for decision making because technology changes quickly hence changes and adoption of new technology is important.   
Cultural factors: Cultural changes and adoption of culture of different locations are to be considered in decision making and selecting the project.
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