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Introduction:

This assignment represents financial analysis of two public company in the UK named Johnson & Johnson and Nestle. Here it will be explained their annual reports covering financial statements of last five years and also shows the competitors company nestle’s annual report as well. Firstly, I downloaded the annual reports including income statement and balanced sheet then calculate all the key financial ratios.

Part A 

Johnson & Johnson is an American multinational company. It is founded in 1886 by Robert Wood Johnson, James Wood Johnson and Edward Wood Johnson. Its headquartered in New Jersey. The corporation includes some 250 subsidiary companies with operations in 60 countries and products sold in over 175 countries. 

It is one of the most valuable companies in the world. This company improve medical devices, pharmaceutical and consumer packaged goods. In 2015s calendar year, globally this company sale $70.1 billion.  (www.jnj.com)

The products of this company are quite popular. People love their products specially this brand is more popular for baby. Their skin care products are also appreciated by women. It has a very strong consumer base in the market. This brand is also trusted by many doctors worldwide. Their distribution system for selling their product is also strong. They have a wide range competitor in the market. Competitors are Nestle, Pfizer, Novartis, Glaxo Smith Kline, Bayer, Merck, Abbott, Roche, Medtronic, Boston Scientific, Procter and Gamble (P&G) and Himalaya. (marketing91.com).

The target of this assessment is to calculate Johnson & Johnson’s investment in the market. For evaluate key financial ratios it is necessary to choose a company and here is the chosen company Johnson & Johnson for the period of 2014 – 2018.

                                         Financial Analysis of Johnson & Johnson

Financial management consists of all those activities that are concerned with obtaining money and using it effectively & efficiently. (Collier, 2012, p.5). It is all about the panning of capital, collection of capital, reservation, fund management, co-ordinate and control. 


In this assignment, we are going to discuss profitability ratio, efficiency ratio, liquidity ratio and leverage ratio. In profitability ratio we can find gross profit margin, operating margin and net profit margin. All the ratios have been calculated based on income statement, balance sheet and cash flow statement. The ratios are given below:


1) Gross profit margin = Gross profit / Sales 
2) Operating margin = operating income / Sales
3) Net profit margin = Net income / Sales 
4) Asset turnover = Sales / Total asset
5) Fixed asset turnover = Sales / Total fixed asset
6) Current ratio = Current asset / Current liability
7) Quick ratio = Current asset – Inventory / Current liability
8) Cash ratio = Cash / Current Liability
9) Debt equity Ratio = Total debt / Total equity
10) Debt to capital ratio = Total debt / Total Equity + Total debt


 


Profitability ratios of Johnson & Johnson (2014-2018) and nestle (2018)
	Johnson & Johnson
	2014
	2015
	2016
	2017
	2018
	Nestle
2018

	Gross profit margin
	69.39
	69.26
	69.83
	66.81
	66.79
	49.61

	Operating margin
	28.19
	25.05
	28.71
	24.07
	24.26
	15.03

	Net profit margin
	21.95
	21.98
	23.00
	1.70
	18.75
	11.44



Gross profit margin, operating profit margin and net profit margin are based on sales. This type of company mostly operates high prices. That is why their profit margin comparatively high. By substract cost of goods sold from revenue we get gross profit. Gross profit margin and Net profit margin of Johnson & Johnson company (2014 – 2015) are quite same. There is no huge change. From 2016 to 2018 it is decreased. Compared to Nestle company Johnson & Johnson seems to be more profitable. 



Efficiency ratios of Johnson & Johnson (2014-2018) and nestle (2018)
	Johnson & Johnson
	2014
	2015
	2016
	2017
	2018
	Nestle
2018

	Asset turnover
	0.56
	0.52
	0.50
	0.48
	0.53
	0.66

	Fixed asset turnover
	4.60
	4.40
	4.51
	4.40
	4.60
	0.95



Asset turnover of Johnson & Johnson company from 2014 to 2017 moderately decreased and in 2018 it slightly increased. Compared to Nestle company in 2018, Johnson & Johnson company has lower asset turnover. Fixed asset turnover has not dramatically changed over the period. Fixed asset turnover of nestle in 2018 is less than Johnson & Johnson. 

Liquidity ratios of Johnson & Johnson (2014-2018) and nestle (2018)
	Johnson & Johnson
	2014
	2015
	2016
	2017
	2018
	Nestle
2018

	Current ratio
	2.36
	2.16
	2.47
	2.16
	2.36
	0.95

	Quick ratio
	2.03
	1.87
	2.16
	1.12
	1.19
	0.74

	Cash ratio
	0.57
	0.49
	0.72
	0.58
	0.57
	0.10



There is a big difference between liquidity ratios of Johnson & Johnson and nestle.

Leverage ratios of Johnson & Johnson (2014-2018) and nestle (2018)
	Johnson & Johnson
	2014
	2015
	2016
	2017
	2018
	Nestle
2018

	Debt equity ratio
	0.35
	0.38
	0.31
	0.38
	0.35
	0.44

	Debt to capital ratio
	0.26
	0.28
	0.24
	0.33
	0.31
	0.30




PART C

Calculation of Pay Back Period (PBP):

Project A

	       Year
	    Net Cash Inflow (£m)
	       Cumulative Net Cash Inflow (£m)

	          0
	               (103)
	                             (103)

	          1
	                 10
	                              (93)

	          2
	                 30
	                              (63)

	          3
	                 50
	                              (13)

	          4
	                 65
	                               52



PBP =   3 + 13/65
        =   3 + 0.2
        =   3.2 years




Project B

	       Year
	    Net Cash Inflow (£m)
	       Cumulative Net Cash Inflow (£m

	          0
	                  (115)
	                         (115)

	          1
	                    60
	                           (55)

	          2
	                    40
	                           (15)

	          3
	                    60
	                            45

	          4
	                     5
	



PBP =   2 + 15/60
        =   2 + 0.25
        =   2.25 years

Accounting Rate of Return (ARR):

For calculate ARR we need to find Average Annual Accounting Profit. The company follow straight line depreciation method over the life and has zero scrap value, tax rate and inflation rate. 

Project A

Initial Investment = 103
Total Annual Profit = 155
Average Annual Profit = 155/4 = 38.75
Average Depreciation= 103/4 = 25.75                       
Average Annual Accounting Profit= Average Annual Profit - Average Depreciation
                                                        = 38.75- 25.75
                                                        = 13

ARR=   Average Annual Accounting Profit       100  
                             Initial Investment
         =13/103 * 100
         = 0.1262 * 100
         = 12.62%      

Project B

Initial Investment = 115
Total Annual Profit = 165
Average Annual Profit = 165/4 = 41.25
Average Depreciation= 115/4 = 28.75                       
Average Annual Accounting Profit= Average Annual Profit - Average Depreciation
                                                        = 41.25 – 28.75
                                                        = 12.5

ARR=   Average Annual Accounting Profit       100  
                             Initial Investment
         =12.5/115 * 100
         = 0.1086 * 100
         = 10.86%


Internal Rate of Return (IRR): 
Project A
Assume that discount rate is 14% and NPV is 1.49.
By 14% discount rate we have found positive NPV. Now we should take a higher discount rate to calculate IRR. Because to calculate IRR we need a positive NPV and a negative NPV as well. If r =15% then NPV is -1.35.
Therefore:
IRR = R1 + NPV1 / NPV1-NPV2 * (R2- R1)
Where,
R1= 14%
NPV1= 1.49
R2= 15%
NPV2= -1.35
Putting the values in the formula we get,
IRR= 14% + 1.49/ 1.49- (1.35) * (15%-14%)
      = 14% + 1.49/ 2.84 * 1%
      = 14% + 0.52 * 1%
      = 14% + 0.52%
      = 14.52%


Project B
Assume that discount rate is 20% and NPV is 0.06.
By 20% discount rate we have found positive NPV. Now we should take a higher discount rate to calculate IRR. Because to calculate IRR we need a positive NPV and a negative NPV as well. If r =21% then NPV is -1.81.
Therefore:
IRR = R1 + NPV1 / NPV1-NPV2 * (R2- R1)
Where,
R1= 20%
NPV1= 0.06
R2= 21%
NPV2= -1.81

Putting the values in the formula we get,
IRR= 20% + 0.06 / 0.06 - (1.81) * (21%-20%)
      = 20% + 0.06 / 1.87 * 1%
      = 20% + 0.03 * 1%
      = 20% + 0.03%
      = 20.03%
Net Present Value (NPV):
Project A
NPV = (I) + C1/ (1+r) p1 + C2/ (1+r) p2 + C3/ (1+r)p3 + C4/ (1+r)p4
Here, 
I = Initial Investment = 103
C1 = Cash Inflow year 1 = 10
C2 = Cash Inflow year 2 = 30
C3 = Cash Inflow year 3 = 50
C4 = Cash Inflow year 4 = 65
r = Cost of Capital = 8.73%
Now putting all the values in the formula, we get,
NPV = 16.98
Project B
NPV = (I) + C1/ (1+r) p1 + C2/ (1+r) p2 + C3/ (1+r)p3 + C4/ (1+r)p4
Here, 
I = Initial Investment = 115
C1 = Cash Inflow year 1 = 60
C2 = Cash Inflow year 2 = 40
C3 = Cash Inflow year 3 = 60
C4 = Cash Inflow year 4 = 5
r = Cost of Capital = 8.73%
Now putting all the values in the formula, we get,
NPV = 24.27
                                                       Summary of Answer
	Methods
	Project- A
	Project- B

	PBP
	3.2 years
	2.25 years

	ARR
	12.62%
	10.86%

	IRR
	14.52%
	20.03%

	NPV
	16.98%
	24.27%



Comment: Project B should be adopted. Because it has the shorter payback period (PBP). Project B has higher NPV which is greater than project A and the larger IRR.

Advantage of PBP:
1) Evaluate small projects of large farms
2) Evaluate extra projects of small farm
3) Consider project income
4) Understand how quickly the capital money will return
Disadvantage of PBP
1. Exact timetable in a purpose-based way cannot be identified through this.
2. Does not consider present time value
3. Does not consider depreciation value
4. Does not evaluate later cash inflow after PBP


Advantages of IRR:
1. It considers the value of time
2. It eases taking decisions by comparing capital expense with IRR
3. It is easy to compare with other projects
      4. It considers all cash flow and total time period
 Disadvantages of IRR:
1) It is impossible to find out IRR without the help of NPV
2) Projects are selected by negative value of cash inflows. So, realistically NPV is given more importance.
3) Only projects with highest IRR are accepted in mutual competition projects, others are rejected.
4) Less and moral educated people find it difficult to use as it is hard and expensive.


Advantages of NPV-
1) 1. Considers the time value of money
2) 2. Evaluates the cash flows of total earning time
3) 3. Considers all income and outcome
4) 4. Evaluates the amount and type of cash accounts
5) 5. Evaluates the capital expense of farm by discount rate
6) 6. Assess risk properly
7) 7. Considers depreciation value
8) 8. Help to take decisions the most because it is a clear idea  
9) 9. Help to measure the market price of project

Disadvantages of NPV- 
1) 1. It’s difficult to find out the exact discount rate as NPV changes if discount rate is changed.
2) 2. It’s not acceptable in all sections even if NPV is positive.
3) 3. It’s impossible to evaluate relationships between different projects.
4) 4. It’s hard to apply as it’s difficult to measure.
5) Conclusion: 
6) Financial Management is concerned with acquisition and planning of capital management. It helps to measure all the financial terms in a company.
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