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1. EXECUTIVE SUMMARY


This business report will discuss the potential business opportunities of James Plc. These opportunities could help the company extend its business. The directors have identified three opportunities as follows: 


Option A: Expanding the retail outlet to include all products


Option B: Develop sales on the internet


Option C: Producing greenhouses and conservatories


The following costs, as initial expenditures would be involved for each option of A: £750.000, B: £1.200.000, C: £2.000.000. The estimated year-end cash flows would be as in Table 1.1.

	
	Year 1
	Year 2
	Year 3
	Year 4

	
	£’000
	£’000
	£’000
	£’000

	A
	400
	500
	500
	500

	B
	500
	600
	800
	1,000

	C
	500
	1,000
	1,500
	1,500


       TABLE 1.1 – Estimated year-end cashflows for the 4 year investment projects

The report will present NPV and IRR calculations and the theory behind it. The cost of capital is 8%. It will also be discussed if there are different approaches to be taken or different opportunities to be looked at.

There is a total of £2.500.000 funds available for the investments and all of the investments are divisible.

This report will conclude on recommendation being made as to which business opportunity should be undertaken by James Plc. 
2. NET PRESENT VALUE AND INTERNAL RATE RETURN THEORY 
2.1 Net Present Value

Net present value calculation is used to find out what is the current value of a future payout. To make a relatively sound investment decision all the costs and benefits need to be considered and a logical timing needs to be set for these (Atrill&McLaney, 2014).  Every business decision has got the objective to increase the wealth of the owners. 


There are reasons for a manager to look at the future value of the money invested. These are the factors to be looked at as follows: lost interest, risk, inflation. 

Considering investments in developing different areas of a business we have to be sure that the benefits arising from it would be larger than any other possible investment (e.g. placing the money on a deposit in a bank). Also the decision makers need to ensure that they had thoroughly  looked at all the risk involved, such as researching the need of the service,  calculating future sales revenues, taking account of labour costs. All these risk cannot be calculated ahead, the risk has to be taken in order to make profitable investments. Inflation of the money is another reason to consider for the investments as this amount will not be worth the same in a year or four years time. So investors need to see that an investment made will compensate them for the lost interest, the inflation of the money and the risks taken (Atrill&McLaney, 2014). 
The above has been illustrated in Figure 1 below.

[image: image1]
Figure 1 – Factors influencing the returns


We can use net present value (NPV) calculations to compare investment options that have similar return rate (Kenton, 2018). 
The calculations can be made as follows: 

PV= 1(1+r)n , where r =rate, and n=time


Time value of the money means that it is better to have your money in the present (now) then in the future (Carther Heyford, 2018). This is why calculations are needed to see the present value of an investment.

In chapter 3 calculations will be shown for each of the three options. To make calculations easier the discount rate table has been used shown in appendix 1.


NPV analysis is used extensively in finance to determine the value of a business, an investment, capital projects, programs, ventures and anything else that takes into account the cash flows (CFI, 2015-2019)


According to Atrill&McLaney (2014) NPV is the better method to use as it accounts for the timing of the cash flow, the whole of the cash flow and the objectives of the business. Any business should take on project with positive NPVs and where a choice needs to be made it should be the one with the highest NPV.

2.2  Internal Rate of Return

It is one of the investment method appraisals that are very close to the net present value calculation.  The internal rate of return is the discount rate that is applied to cash flows to produce zero NPV.

IRR has common attributes to NPV as it takes into account all the cash flows and orders them by timing (Atrill & McLaney, 2014). According to the same writers IRR’s main disadvantage is that it addresses incorrectly the wealth generation question. It ignores the scale of investment, and even if it shows a higher return in not all the cases might generate more wealth.

IRR is the growth rate a project is expected to produce. It is used in capital budgeting to decide between projects or investment opportunities (Hayes, 2019).

IRR method’s popularity could be due to the fact that it expresses the outcomes in percentage not in absolute terms (Atrill, 2009).

The same IRR does not differentiate between projects only between returns (Borad, 2018).
2.3  RISK IN INVESTMENT APPRAISALS

The revenue, cost and cash flow estimations can become unrealistic if the projects are for longer time. The research done in the moment of estimation might not hold up for the length of the project to realize. Through the changes in the market and in the economies estimated prices can become unrealistic, and same thing applies on assumptions made on demands for a certain product (Riley, 2018).


The best investments for a company are the ones that match the internal strength of a business with the available opportunities (Atrill, 2009).  This will enable the business to deliver a better price or quality.
3. CALCULATION AND ANALYSIS
3.1 OPTION A


Discount factor for the calculations has been used from the table Atrill&McLaney(2014) for 8%, shown in Appendix 1.
	Time
	Cash flow in £000
	Discount factor
	Present value in £00

	Immediate
	(750)
	0
	-750

	Year 1
	400
	0.926
	370

	Year 2
	500
	0.857
	428

	Year 3
	500
	0.794
	397

	Year 4
	500
	0.735
	367

	
	
	
	812


Table 3.1 – Calculations for Option A

A NPV of £812.000 has been calculated for Option A (see Table 3.1 above), which shows that expanding the retail outlet to include all products would be profitable for the investors, raising their investment of  £750.000 to £1.562.000 at the end of the 4th year.
3.2 OPTION B 

Discount factor for the calculations has been used from the table Atrill&McLaney(2014) for 8%, shown in Appendix 1.
	Time
	Cash flow in £000
	Discount factor
	Present value in £00

	Immediate
	(1200)
	0
	-1200

	Year 1
	500
	0.926
	463

	Year 2
	600
	0.857
	514

	Year 3
	800
	0.794
	635

	Year 4
	1000
	0.735
	735

	
	
	
	1147


Table 3.2 – Calculations for Option B

A NPV of £1.142.000 has been calculated for Option B (see Table 3.2 above), which shows that developing sales on the internet would be profitable for the owners, raising their investment of  £1.200.000 to £2.342.000 at the end of the 4th year.

3.3 OPTION C 

Discount factor for the calculations has been used from the table Atrill&McLaney(2014) for 8%, shown in Appendix 1.
	Time
	Cash flow in £000
	Discount factor
	Present value in £00

	Immediate
	(2000)
	0
	-2000

	Year 1
	500
	0.926
	463

	Year 2
	1000
	0.857
	857

	Year 3
	1500
	0.794
	1191

	Year 4
	1500
	0.735
	1102

	
	
	
	1613


Table 3.3 – Calculations for Option C


A NPV of £1.613.000 has been calculated for Option C (see table 3.3 above), which shows that producing greenhouses and conservatories would be profitable for the owners, raising their investment of  £2.000.000 to £3.613.000 at the end of the 4th year.


3.4 ANALYSIS
Option 3 has the highest NPV. This is why when making a choice using this calculation this option would be the most attractive to investors. Before any decisions would be made the accuracy of the forecasts and calculations should be revised by the Board of James Plc. Also the following further calculations shown in chapters 4 and 5 should be taken into account when making the final decision.

When considering Option 3 the Board of James Plc needs to look into whether producing greenhouses and conservatories would involve a different production range and facilities than the one the business is currently familiar with and if this would involve some different risks for the business. With the production of greenhouses and conservatories the company needs to focus on finding an expert team of engineers that will also set up these buildings, which could be challenging and could involve extra costs (measuring locations, driving, setting up costs).


Whereas the extension of the retail would only involve the purchase of more stock but this would all be taking place in a familiar environment, where returning customers could easily accommodate with. 


Developing the internet sales would be also a good option to seek to modernize the business as more and more people tend to rely on shopping online. This would involve modernizing the website and advertising this. There is a very small possibility of finding unknown risk later on the planned period.

Further analysis needs to be carried out before a final decision will be made.

4. INTERNAL RATE OF RETURN (IRR) CALCULATION FOR OPTION C

The used discount rate for IRR aims to reduce NPV to zero. Trials were made at a discount rate of 40% for option C that has the highest NPV at 8%.
	Time
	Cash flow in £000
	Discount factor
	Present value in £000

	Immediate
	(2000)
	0
	-2000

	Year 1
	500
	500/ (1+0.4)1= 500/1.4
	357

	Year 2
	1000
	1000/ (1+0.4)2= 1000/1.96
	510

	Year 3
	1500
	1500/ (1+0.4)3= 1500/2.74
	547

	Year 4
	1500
	1500/ (1+0.4)4= 1500/3.84
	391

	
	
	
	-195


Table 4.1 – IRR calculation for Option C - 40%

The discount rate 40% produced a high negative number for IRR (see Table 4.1 above), so another trial was made at 30%.
	Time
	Cash flow in £000
	Discount factor
	Present value in £000

	Immediate
	(2000)
	0
	-2000

	Year 1
	500
	500/ (1+0.3)1= 500/1.3
	384

	Year 2
	1000
	1000/ (1+0.3)2= 1000/1.69
	592

	Year 3
	1500
	1500/ (1+0.3)3= 1500/2.19
	684

	Year 4
	1500
	1500/ (1+0.3)4= 1500/2.85
	526

	
	
	
	186


Table 4.2 – IRR calculation for Option C - 30%

The discount rate of 30% produced a positive value for IRR (see Table 4.2 above), final trial was made for 35%.
	Time
	Cash flow in £000
	Discount factor
	Present value in £000

	Immediate
	(2000)
	0
	-2000

	Year 1
	500
	500/ (1+0.35)1= 500/1.35
	370

	Year 2
	1000
	1000/ (1+0.35)2= 1000/1.82
	549

	Year 3
	1500
	1500/ (1+0.35)3= 1500/2.46
	610

	Year 4
	1500
	1500/ (1+0.35)4= 1500/3.32
	452

	
	
	
	-19


Table 4.3 – IRR calculation for Option C - 35%

This relatively small negative number proves that the IRR is slightly below 35% (see Table 4.3 above), probably 34%. Atrill (2009) considers that it is enough to get as near as possible to zero, as there might be inaccuracies in the cash-flow calculations as well given that these are estimates.
According to these calculations, the growth rate this project is expected to produce is approximately 34%. 

5. OTHER CONSIDERATIONS

After considering the profitability of all three options we have to take in consideration that the investment funds are limited to £2.500.000 and that all the projects are divisible
5.1 Proposal 1

After calculating the NPV the best option seems to be Option C with an NPV of £1.613.000. The investment needed for this project is £2.000.000. This would leave us another £500.000 to be invested in the next best option, Option B.


We can calculate the Total NPV for this project the following way: 

Calculation 1:

£1.613.000 + [(500.000/1.200.000) * £1.147.000]
£1.613.000 +(0.41*£1.147.000)

£1.613.000 + £470.270= £2.083.270

5.2 Proposal 2

The best approach to maximize the present value per £ of the investment is to calculate the profitability index by the following formula.
FUTURE CASHFLOWS

INITIAL INVESTMENT

	
	Option A
	Option  B
	Option C

	Formula
	1562/750
	2347/1200
	3613/2000

	Profitability
	2.08
	1.95
	1.80


Table 5.1 Profitability index of the investments


Taking these calculations into account (see Table 5.1 above) we can see that the most profitable option is Option A, followed by Option B and the last one is left Option C even though it had the highest NPV in the calculations.

So having to decide on maximizing the profits for the funds of £2.500.000 James Plc should invest in Option A and Option B, financing it fully and using up an amount of £1.950.000. The remaining amount of £550.000 should be invested in Option C.

The total NPV for the project is calculated below:
Calculation 2:

£812.000 + £1.147.000 + [(550.000/2.000.000)*  £1.613.000]
£1.959.000 + (0.27*£1.613.000)

£1.959.000 + £436.000= £2.395.000
The total NPV for the investment of £2.500.000 would be £2.395.000.

Comparing the two calculations of total NPV we can notice that the value of the first calculation is lower than that of the 2 calculation. Taking this in consideration the Board of James Plc. should choose proposal 2.
6. RECOMMENDATION

Surveys conducted in the UK (Atrill, 2009) show that businesses tend to use more than one method to asses investments, but the most popular ones tend to be the NPV and IRR methods. 


NPV method’s biggest disadvantage is that it is sensitive to the discount rates. Any raise or decrease of the discount rates can change the final output, so the decision of discount has to be well considered and the risk of the business investment needs to be correctly evaluated (Gallant, 2018).


Following all the calculations made and presented above this report will conclude with the following recommendations.

The option with the highest NPV for the investment is Option C, with the NPV of  £1.613.000 and the IRR of  approximately 34%. NPV calculations cannot compare investment projects of different sizes (Woodruff, 2018),  this is why is not reliable to make the final choice relying on this calculation only. 

Based on separate calculations and looking at the total investment amount of £2.500.000 to be made, investing in Option C might not prove to be the most profitable. These calculations (based on profitability index) show us that Option A and Option B would be the most profitable if chosen. 

This report concludes that Proposal 2 is the best option for the Board of James Pls. to consider for the investment of £2.500.000. The Board should also carefully revise all the forecasts as inaccuracies in it might change the expected outcomes.
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8. APPENDICES

Appendix 1

Present value table
Present value of 1 is (1+r)n


where r = discount rate

           n = time
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Present value table (HotelMule.com)
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