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1. [bookmark: _Toc144276355]Introduction
DePuy Synthes is an orthopaedic MedTech company, which provides medical devices for orthopaedic procedures and is owned by Johnson and Johnson (JnJ) (JnJ, 2023).  DePuy Synthes has invested in a specialised shoulder arthroplasty team.  It has split from its previous model, which had one sales representative covering two specialities in one.  The previous model meant sales representatives were responsible for two portfolios (Sports Medicine & Shoulder Arthroplasty). An analysis of this investment will be provided within this report. The team has invested in 4 new additional members totalling 8 team members.  The figures will focus on the additional 4 team members as the investment. 
This report will give a background of the capital investment (CI), the need for the CI and the expected benefits of the CI.  Financial appraisal tools will be utilised to appraise the investment and provide expected/anticipated financial forecasts of the CI. A section will provide details of the merits and drawbacks of using certain appraisal tools. 
The report will conclude with guidance on whether this investment is deemed a good investment.
2. [bookmark: _Toc144276356]Benefits 
The benefit is a more focussed approach increasing specialist knowledge and reducing time dilution due to having a large portfolio. The company has seen a decline in sales, which it perceives to be because of a lack of focus due to the inability of the sales force to focus on specific portfolios.  It could be argued that a sales representative will focus on the most profitable product, which can result in a lack of attention to the less profitable, which leads to certain portfolios being neglected which will have a significant effect.  
Overall, the staff leaver rate in NHS trusts has been on the increase in the last two years, from 9.6% in the year to September 2020 to 12.5% in the year to September 2022 (The Health Foundation, 2023). The overall vacancy rate in the quarter to September 2022 stood at 9.7% the same as in the previous quarter.  Additionally, this is also a 5-year high. Nursing vacancies also increased from around 47,200 in the quarter to June 2022 to around 47,500 in the quarter to September 2022. They accounted for over a third (36%) of all vacancies in the quarter to September 2022. At 11.9%, the nursing vacancy rate in the quarter to September 2022 was close to its pre-pandemic high of 12.3% (in the quarter to June 2019) (The Health Foundation 1, 2023).  What this information shows is that the NHS is seriously inexperienced and understaffed.  The extra support and expertise offered by this dedicated shoulder team will add value and will address concerns of inexperience with training and field support. 
Wagner et al (2020) propose that shoulder arthroplasty is the fastest growing arthroplasty procedure in comparison to hip and knee. This investment will result in the team being well positioned and equipped to manage the increased demand, especially with the aging population requiring these procedures. 
3. [bookmark: _Toc144276357]Sales
Part of the benefits is the increase in sales.  Last year the combined team produced £4.2 million in sales.  The projected sales with the new focused team are £5.5 million, which is an increase of £1.3 million in revenue.  
4. [bookmark: _Toc144276358]Timeline
The proposed timeframe for this project to get the team competent to minimum standards is 6 weeks with two weeks of tolerance for disruptions in training for unforeseen circumstances resulting in delays in graduating.  This timeframe includes a 6 week intensive product and company training schedule provided by a designated education manager. The complete time frame before the team can start making a significant impact is 6 months gaining product expertise, territory understanding and formulating working relationships with customers. 
5. [bookmark: _Toc144276359]Costs
· [bookmark: _Hlk137298556]Total Cost per sales rep = £92,800
· Total team cost = £371,200
See appendix 1 for breakdown.
5.2 Costs for initial 6 week training:
· Cost per sales rep for 6 weeks = £12,844.
See appendix 2 for breakdown. 
5.3 Total 6 Month Investment:
· = £48,536* 4 = £194,144.
See appendix 3 for breakdown. 
4.6 Year two costs
· [bookmark: _Hlk137299374]Year two average wage per rep = £49,174 (includes 6.9% average wage increase for private sector) (ONS, 2023). 
· + 5% as the average increase due to inflation on all other expenses/benefits (WorldData, 2023) = £49,140.
· Total Costs for 2nd year = £98,314 * 4 = £393,286
· Average increases each year of 5.95%
6. [bookmark: _Toc144276360]Sources of Finance 
The team will be financed through internal means, utilising internal capital retained from profits. As the company is already receiving revenue from the portfolio, the financial risks are reduced in terms of financing. There will be no direct costs associated with this source of finance.  The main cost is the opportunity cost of choosing a less profitable investment resulting in reduced revenue for the capital expended.  This is why this report is so essential in identifying the financial metrics of this investment.  For this reason, gearing ratios will not be necessary as they are not borrowing anything.  JnJ’s current ratio is 0.99, which shows that they have working capital to cover short term debts and stay solvent.  Additionally, this would be classed as short term financing as the investment will be paid within one year. The main cost is the opportunity cost of competing projects as the money retained and invested in this team could have gone to another project.  The appraisal tools utilised in this report would have been used to support the leaderships decision to invest in this team. 
7. [bookmark: _Toc144276361][bookmark: _Hlk137298417]Financial Appraisal Methods 
All calculations/tables can be found in appendix 4.

7.2 [bookmark: _Toc144276362]Non Discounted Cashflow Methods 

Payback

Payback period = Net investment/Benefits.
For this calculation the fixed costs are wages and company benefits.  The variable costs, which would be typically categorised as selling costs include expenses such as fuel, monthly expenses and bonus (Marsh, p98, 2012).  Variable cost averages have been utilised to gain a more comprehensive picture as they are significant costs. 

Net Investment = £194,114

Gross Benefits = £1.3 million.
Average cost of goods sold from balance sheet in annual report, 2022 (JnJ 1, p43, 2023) = 32.74% of revenue (Costs of Goods Sold (COGS) = £31,089 million/Sales = £94,943 million *100= 32.74%)
COGS= 32.74%

Costs of goods sold - £1,300,00*0.3274 = £425,620

Cost of Sales = £874,380 – Cost of sales team (initial 6 month investment + remaining 6 months = £379,744
Gross benefit = £494,636
Net benefit (taxes of 20%) = £395,708
£395708/12 gives monthly net benefits = £32,975

Payback period = £194,114/32,975 = 5.8 months + initial 6 months with zero sales = 11.8 months. 

Payback is not typically representative of this type of investment as the costs are ongoing and not a one off payment. However, this indicates that the investment hits breakeven at 11.8 months assuming sales numbers are achieved.  This calculation includes the first 6 months with zero sales while the team gets operational.  Subsequently, this means that this investment results in good liquidity.  Payback period is a good indicator of liquidity and would be regarded as low risk (Atrill & McLaney, 2019).  After 11.8 months all net revenues are profits and should be regarded as a good investment, as it has a fast payback period. 

Accounting Rate of Return
Company averages were used to calculate profit margins due to confidentiality and lack of specific segmentation provided. 
5 year ARR= (Average Annual Profit before Tax and interest over 5 years / Initial investment) X 100. (Pike et al, p95, 2018).
Average Annual Profit after Tax = £648,171
Initial investment = £194,144
ARR = 334%
According to this analysis the investment should be viewed as highly efficient when generating profits from the initial investment. Typically, projects are less profitable in their early years.  This project is less profitable in year one due to the 6 months zero sales and the initial training and time given to develop the team. After year one, the investment can be regarded as substantially profitable. Assuming straight line annual 10% increases in sales and consistent COGS, this calculation should be reasonably certain.  The higher the ARR the higher chance of success when competing projects are being considered (Atrill & McLaney, p373, 2019). The high ARR provides plenty of scope with regards to reducing estimated revenue/benefits and for the team to remain an attractive investment. 
7.3 [bookmark: _Toc144276363]Discounted Cash Flow Methods 

Net Present Value (NPV)
The general rule here is to invest in the project with the highest NPV.  The NPV after 5 years for the shoulder team with a discounted rate of 7% is £1,896,968.40.  Depending on other competing projects and other subjective criteria, this project would be viewed as a strong investment. These calculations assume future values and subsequently it needs to be highlighted that this assumes future sales.  As future sales are an estimation, a reduction in sales would affect the NPV. An NPV with a positive figure is going to increase the wealth of the shareholders/owners, which is the goal of all businesses and the greater the NPV, the more attractive and lower the risk (Pike et al, p85, 2018). 
Benefit Cost Ratio (BCR) / Profitability Index (PI)
Both these calculations provide a measure of profitability in slightly different ways.  PI uses PV of future cash flows and BCR uses NPV of future cash flows (Alexander, p477, 2018). The PI over a 5 year period is 2.389 and the BCR is 1.389. It can be generally accepted in business terms that a PI and BCR greater than 1 is to be accepted (Pike et al, p93, 2018).  Furthermore, the higher the ratios the more attractive they are to invest in. 

Internal Rate of Return
The IRR of this project over a 5 year period is 196%.  A general rule of IRR is that the IRR should be greater than the cost of capital.  This calculation of IRR is considerably higher than the estimated cost of capital and as a minimum criterion, would create wealth and be accepted.  It can be generally accepted that the higher the IRR is in comparison to its cost of capital, the lower the risk (Marsh, p107, 2012).  
Considerations When Using Financial Appraisal Tools
There are notable points to consider when using the above financial tools to appraise potential investments. Firstly, NPV does come with its disadvantages. One notable shortcoming of the NPV method is that it involves some guesswork about a business’ cost of capital but as outlined previously, there will be no cost of capital for this project. Assuming a cost of capital that is too low or too high will result in missed/suboptimal decision making (Nasdaq, 2015). Johnson and Johnson are a publicly traded company and is subject to changes in share prices that can affect the calculation of WACC, resulting in an NPV that can vary from week to week making use of NPV nothing more than an assumption. NPV is presently used to assess the viability of projects at Johnson and Johnson. One way to overcome or reduce uncertainty is to potentially reduce predicted revenue to provide a buffer and reduce the degree of uncertainty. 
Payback period also comes with drawbacks to consider.  Firstly, it lacks consideration for the time value of money, meaning that cash flow in future years will not have equivalent values as current cashamounts (Alexander, p475, 2018). Furthermore, payback period ignores future cash flows and does not consider all relevant information, so should not be used alone (Atrill & McLaney, p380, 2019).  One thing to consider is that payback period holds no theoretical basis when companies set a minimum payback period as a criterion for choosing projects and is totally subjective (Pike et al, p94, 2018). 
IRR comes with many of the same concerns regarding NPV as it disregards the investment amount when evaluating two competing projects.  Additionally, it does not take into consideration the length of a project. For example, shorter projects may have higher rates of return than those with longer projects and have a slower rate of return and may be misconstrued.
ARR is different to IRR as it is calculated by dividing the average profit (over 5 years) by the initial investment. ARR is a non-discounted method and does not consider the present value of future cash flows. Other key considerations are that ARR fails to consider time factors of cash flows and the cost of financing the project. (Atrill & McLaney, p, 374, 2019). ARR can also be calculated several different ways, so it is imperative to know which method is used when comparing (Marsh, p102, 2012). 
There are pros and cons to using the discussed appraisal tools, but the main consideration is that each of the tools assumes that the predicted cashflow is accurate.  Given the complexities of business no single method is ideal and multiple tools should be used (Pike et al, p97, 2018).  The shoulder team and the methods used to appraise can be received with confidence as the COGS and cost of sales will increase at a probable rate.  
Conclusion 
In relation to types of growth this would be classified as organic growth as it is a result of internal activities and not external factors such as acquisitions.  The main driver for this investment is to competitively position ourselves with a specialist shoulder arthroplasty team, which no other company in the medical device industry offers.  Additionally, the teams aim is to offer excellent customer service in these challenging times faced by the customers.  This increased customer focus will subsequently increase customer satisfaction and retention as supported by Alexander (p332, 2018).  Additionally, with new product launches coming very soon, the team will be well positioned to capitalise on the opportunities the new product introductions will provide, which will negate the uncertainty regarding revenue estimations. In this regard, the above revenue estimations could be regarded as low as a benchmark growth figure of 10% has been used. This project with all appraisal tools utilised is a strong candidate and is highly profitable. Granted there is considerable estimations with the cost of capital and incremental increases in cash flows, however, the high figures presented in this report are compelling and it would be recommended that this investment be pursued.
In relation to quantifiable returns. this investment surpasses all the minimum criteria.  However, like all decisions they should not be made in a vacuum and must consider the wider business context and ambitions.  That said, the real value that this project provides is that it aligns with Johnson and Johnson’s Credo, which guides its decision making processes, as it puts the customer first and enables patients to receive greater access to healthcare through the solutions provided and is strategically well aligned. 
8. [bookmark: _Toc144276364]References 
· [bookmark: _Hlk124712195]Alexander, J. (2018). Financial Planning & Analysis and Performance Management. New Jersey: Wiley.
· Atrill, P. and McLaney, E.J. (2019). Accounting and finance for non-specialists. Eleventh edition. Harlow: Pearson.
· Fields, E, (2016). The Essentials of Finance and Accounting for Nonfinancial Managers. 3rd ed. AMACOM
· JnJ, “DePuy Synthes: We Keep People Moving”, 2023. [Online]. Available at: https://www.jnjmedtech.com/en-GB/companies/depuy-synthes 
· JnJ 1, “Annual report 2022”, 2023. [Online]. Available at: https://www.investor.jnj.com/asm/2022-annual-report 
· Marsh, C, (2012), “Financial Management for Non-Financial Managers”. London; Kogan Page.
· ONS, “Average weekly earnings in Great Britain: April 2023”, 2023. [Online]. Available at: https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/bulletins/averageweeklyearningsingreatbritain/april2023#:~:text=Download%20this%20chart,-Image%20.csv%20.xls&text=Average%20regular%20pay%20growth%20was,2005%20when%20it%20was%205.4%25. 
· Pike, R, Neale, B, Linsley, P and Akbar, S. (2018), Corporate Finance and Investment : Decisions and Strategies, 9th ed. Harlow, United Kingdom: Pearson Education Limited.
· The Health Foundation, “Retaining NHS Nurses: What do Trends in Staff Turnover Tell Us?”, 2023. [Online]. Available at: https://www.health.org.uk/news-and-comment/charts-and-infographics/retaining-nhs-nurses-what-do-trends-in-staff-turnover-tell-us#:~:text=Overall%2C%20the%20staff%20leaver%20rate,the%20year%20to%20September%202022. 
· The Health Foundation 1, ” NHS Vacancy Rates Point to Deepening Workforce Crisis”, 2023. [Online]. Available at: https://www.health.org.uk/news-and-comment/news/nhs-vacancy-rates-point-to-deepening-workforce-crisis#:~:text=The%20overall%20vacancy%20rate%20in,also%20a%205%2Dyear%20high. 
· Wagner, E, Farley, K, Higgins, I, Wilson, J, Daly, C, Gottschalk, M, The incidence of Shoulder Arthroplasty: Rise and Future Projections Compared with Hip and Knee Arthroplasty, Journal of Shoulder and Elbow Surgery, Vol29, Iss 12. 2020.
· WorldData, “Inflation rates in the United Kingdom”, 2023. [Online]. Available at: https://www.worlddata.info/europe/united-kingdom/inflation-rates.php#:~:text=The%20inflation%20rate%20for%20consumer,the%20price%20increase%20was%202%2C052.01%25.

Appendix 
1. Yearly costs:
· Wages & company benefits (pension, healthcare etc):
· Wage range = £40-52k. Median salary = £46K annually.
· Company benefits per employee average = £10k.
· Average bonus = £20k.
· Car = £6.5K annually.
· Phone = £400.
· Laptop = £1.5k.
· Ipad = £600.
· Monthly expense = £350 average. Per year = £4200.
· Fuel = average 2000 miles a month at 15p per mile = £300 a month. Per year = £3600.
· Total = £92,800

2. Training Costs for 6 Weeks
· Hotel accommodation:
· 2 Hotel stays every week for 6 weeks.
· Hotel room price = £100-£140. Mean cost = £120.
· Six week cost = £1440 per sales rep.
· Travel:
· 250 miles of driving (round trip) = £40 fuel cost.  
· Long distance typical train cost = £150.
· Average travel cost per week = £95.
· Cost over 6 weeks = £570.
· Food and drink:
· Breakfast included in hotel costs.
· Lunch = £15.
· Dinner = £50.
· 2 days food cost = £130.
· Food over six week period = £780.
· Individual yearly rep cost per week = 92.8k/52 weeks = £1784
· £1784*6 weeks = £10,704
· Total training cost per rep for 6 weeks including 20% contingency for unforeseen circumstances or delays in training = £12,844.

3. Total 6 Month Training Costs:
· Ongoing training costs = All normal running costs will be utilised to cost the first 6 months, as field training and product knowledge sign offs are ongoing for 6 month probationary period, as part of compliance to minimum standards.
· Total costs for first 6 months include:
· 6 months = Yearly ongoing costs / 52 weeks * 20 weeks + initial 6 week training costs = £92,8000 / 52 = £1,784.6 * 20 = £35,692 + £12,844 = £48,536 per sales rep.
· Total = £194,144.

4. Analysis Calculations
	 
	 
	YEAR 1
	YEAR 2
	YEAR3
	YEAR 4
	YEAR 5

	Investment 
	-£194,144.00
	£395,708.80
	£454,889.60
	£513,275.72
	£578,261.38
	£650,551.43

	Cost of sales
	 
	£185,600.00
	£393,206.00
	£416,405.15
	£440,973.06
	£466,990.47

	COGS (32.74%)
	 
	£425,620.00
	£468,182.00
	£515,000.20
	£566,500.22
	£623,150.24

	Revenue (Includes 10% growth)
	 
	£1,300,000.00
	£1,430,000.00
	£1,573,000.00
	£1,730,300.00
	£1,903,330.00

	Gross Benefits
	 
	£494,636.00
	£568,612.00
	£641,594.65
	£722,826.72
	£813,189.29

	Net Benefits (20% taxes)
	 
	£395,708.80
	£454,889.60
	£513,275.72
	£578,261.38
	£650,551.43

	 
	 
	 
	 
	 
	 
	 

	Discount Rate (WACC)
	7.00%
	 
	 
	 
	 
	 

	Denominator
	 
	0.935
	0.873
	0.816
	0.763
	0.713

	WACC
	(£194144)
	369821.3084
	397318.1937
	418985.8779
	441152.8362
	463834.1798

	 
	 
	 
	 
	 
	 
	 

	Net Present Value WACC
	£1,896,968.40
	 
	 
	 
	 
	 

	Profitability Index (PI) WACC
	 
	1.904881472
	2.046512865
	2.158119117
	2.272297038
	2.389124463

	BCR WACC
	 
	0.904881472
	1.046512865
	1.158119117
	1.272297038
	1.389124463

	IRR
	196%
	 
	 
	 
	 
	 

	5 year Average Revenue
	£518,537.39
	 
	 
	 
	 
	 

	ARR
	334%
	 
	 
	 
	 
	 



Payback Period
	Month
	0
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12
	13
	14

	Benefits
	 £32975 per month 
	 £                             -   
	 £                     -   
	 £                     -   
	 £                     -   
	 £                     -   
	 £                                                       -   
	 £        32,975.00 
	 £        32,975.00 
	 £        32,975.00 
	 £    32,975.00 
	 £    32,975.00 
	 £    32,975.00 
	 £    32,975.00 
	 £    32,975.00 

	Investment
	-£                    194,144.00 
	-£             194,144.00 
	-£     194,144.00 
	-£     194,144.00 
	-£     194,144.00 
	-£     194,144.00 
	-£                                       194,144.00 
	-£     161,169.00 
	-£     128,194.00 
	-£       95,219.00 
	-£    62,244.00 
	-£    29,269.00 
	 £      3,706.00 
	 £    36,681.00 
	 £    69,656.00 

	 
	Payback
	1
	2
	3
	4
	5.000
	6
	7
	8
	9
	10
	11
	-0.887611827
	0.112388173
	1.112388173
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