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1.  Executive Summary
Initially an in-depth description of Associated British Foods plc is conducted. In this it can be seen that they are large global company with revenue in 2018 of £15,574 million. A proposal is then set out to understand the importance and significance of using financial analysis ratios and tools in order for multiple stakeholders to manage and interpret the progression of the company. A financial analysis is then under taken with various financial ratios calculated. This shows that although Associated British Foods plc has high revenue it has had a tough year in all financial areas from 2017 to 2018. This demise in financial stability is then attributed to numerous caused. Finally, recommendations and conclusions are made in ways in which ABF can improve on this data.   

2. Introduction 
Over the years, strategic management has become a powerful tool and value-creating framework that help top-level management assess, analyse, and value their business using key financial metrics. Through financial analysis, managers can get inside-out perspective and dive into internal strategy changes, IPO or pursue horizontal or vertical integration to improve their bottom-line. Management often uses financial ratios to analyse the financial performance of their critical operations and compare it with industry benchmarks or performances of their competitors (Barnes, 2007). In this way, a firm can identify areas which are performing and those that require improvements to stay competitive. In this brief, financial ratio analysis will be used to assess the financial performance of Associated British Foods, a British multinational firm that deals with food processing and retailing. The analysis will also compare ABF performance against industry metrics to determine where the firm stands competitively and make recommendations on how it can improve to stay ahead of its competitors. 

3. Company Profile 
Associated British Foods (ABF) Inc. is a British multinational company that processes and retails food products. It was founded in 1935, and it is headquartered in London, United Kingdom. ABF is a public limited company that trades in London Stock Exchange (LSE) with an abbreviation of ABF and is one of FTSE 100 Companies. It operates in food retail processing (consumer products) industry and consumer staples sector. The company manufactures, processes, and retails food products, including sugar and grocery items (Associated British Foods, 2018). 
ABF operates in five segments – grocery, sugar, agriculture, ingredients, and retail – and has over 137,000 employees. In the sugar segment, ABF is the leading sugar business across the globe, with more than 32,000 workers across 24 factories and ten countries; and produces over four tonnes of sugar annually. In the agriculture segment, AB Agri has gone to become a significant force in the agriculture sector in the UK; today, the company has extended its agriculture to global markets. In this segment, the company supplies technology-based goods to farmers, processors, retailers, feed and food manufacturers; facilitates over 70 countries. In the retail segment, ABF subsidiary Primark is a successful retail group that operates in the value fashion in major countries in Europe and has over 360 stores (Associated British Foods, 2018). 
Financially, the company, on the initial outlook, looks like it is performing well. In 2018, the company posted revenues totalling £15,574 million, operating income of £1,344 million, and net income of £1,022 million. The stock is currently trading as at £2,229.00 (Investing.com, 2019). ABF’s management perspective is to remain the market leader by focusing on investments, especially in research and development, environmental policy, capital expenditure, and its workforce. Their mission is to offer safe, nutritious, affordable food products, clothing items, and services that are in great value for money (Associated British Foods, 2018). 

4.  Financial Ratios 
Financial ratios analyses are essential to effective financial management and planning in a business. Ratios refer to mathematical comparisons of major financial statement categories or accounts. The analysis on these categories show relationships between accounts in financial statements and are critical since they help the firm management, investors, and creditors understand how well the company is performing, compare its performance with those of competitors, and determine areas that require improvement (Babalola & Abiola, 2013). Today, financial ratios are the most common tools used in analysing the financial health of a business because they are easy to compute, analyse, and understand (Bradley, Desai & Kim, 2008). For ABF, financial areas are done to evaluate the company’s performance and financial health using data of their last two accounting periods – 2017 and 2018. Here, financial ratios will be used as quantitative tools to gain insight into the firm’s operational efficiency, liquidity, and profitability by comparing data contained in their financial statements in the firm’s annual reports. Financial ratios to be analysed includes liquidity ratios, profitability ratios, efficiency ratios, and gearing ratios (Capon, Farley & Hoenig, 2009). 

4.1 Liquidity Ratios
These are a group of ratios used to gauge the ability of a company to pay off their debt obligations (short-and-long-term) without the need for external capital. Liquidity ratios will be used to measure ABF’s ability to pay its debt through computations of metrics such as current ratio, quick ratio, working capital, and cash ratio. 
4.1.1 Current Ratio 
This ratio is used to measure ABF’s ability to pay off their short-term debt obligations by dividing current assets by current liabilities. It is a key measure of liquidity since short-term debts are due within one accounting period; hence, the firm has a limited timeframe to raise funds for paying off these liabilities. For ABF, the current ratio decreased from 1.64 in 2017 to 1.62 in 2018. This show that the company had higher amounts of current liabilities and less amounts of current assets – cash and cash equivalents – that could be converted into cash and pay off short-term debt. 
4.1.2 Quick Ratio 
Also known as acid-test, quick ratio is used to measure how well the company pays off its short-term debt obligations when they come due by using only their quick assets – assets that can be converted into cash with 90 days such as cash, cash equivalents, marketable securities or short-term investments, and current accounts receivables. For ABF, the quick ratio decreased from 0.49 in 2017 to 0.43 in 2018. The decrease can be attributed to the fact that there were no short-term investments in 2018 compared to 2017; thus, contributing to lesser current assets and higher current liabilities. 
4.1.3 Cash ratio
This ratio is used to measure a firm’s liquidity by determining its ability to pay short-term debts using cash and cash equivalents only. Other current assets are left out because they are not guaranteed to be available to service debt when needed. For instance, inventories and receivables can take weeks or months to be collected, but when cash is readily available, it can be used in debt servicing. For ABF, cash ratio decreased from 0.49 in 2017 to 0.42 in 2018. The decrease is due to a decline in cash and cash equivalents in 2018 compared to 2017. 

4.2 Profitability Ratios 
These are a group of ratios that are used to determine the profitability of a given firm by assessing its ability to generate earnings or profits relative to their sales, operating costs, assets, and shareholders’ equity. In this case, profitability ratios will be used to show how well ABF is using its existing assets to generate earnings and maximise ownership value for shareholders (Nissim & Penman, 2013). Profitability to be analysed include gross profit margin, net profit margin, return on assets, and return on equity. 
4.2.1 Gross Profit Margin
This ratio is used to compare the gross margin of a firm with its net sales. It used to determine how profitable a firm is by selling its merchandise by considering only the cost of goods sold and net sales. For ABF, gross margin ratio slightly decreased by 0.05%; from 23.5% in 2017 to 23.0% in 2018. The slight decline can be attributed to a decrease in revenues and an increase in the cost of goods sold. 
4.2.2 Net Profit Margin
This ratio is used to measure the amount of net income that a firm has earned with each pound of revenues generated by comparing net incomes with net revenues (Orlitzky, Schmidt & Rynes, 2014). That way, the ratios show the percentage of sales that is left after all operating expenses have been settled. For ABF, net profit margin declined by 1.3%; from 7.8% in 2017 to 6.5% in 2018. The decline in profitability can be attributed to increased operating expenses and a decline in net sales. 
4.2.3 Return on Assets (ROA)
This ratio is used to measure net income generated by total assets; the ratio is computed by comparing net income by average total assets. It tells the company how efficient they are in managing their assets to generate profits. Since the primary business of every company is to generate high revenues and profits, ROA is used by management and investors to determine how well the firm is converting an investment into profits. For ABF, ROA significantly declined by 4%; from 19% in 2017 to 15% in 2018. The decline can be attributed to the decrease in both net income and total assets in both periods; hence, the company is inefficiently managing its assets and investments to generate profits.
4.2.4 Return on Equity (ROE)
This ratio is used to measure the firm’s ability to generate profits using the investments provided by shareholders. It is used to gauge the amount of profit generated by each pound of shareholders’ equity (Doukas & Travlos, 2008). It is an essential ratio because investors want to see how well the firm is using their investment to generate profits. For ABF, ROE decreased by 3%; from 14% in 2017 to 11% in 2018. Although shareholders’ equity increased from 2017 to 2018, there was a decrease in net income which contributed to the decline in ROE. This is an indication that the company is not using investments from shareholders’ equity efficiently; thus, a decrease in ROE. 
4.3 Efficiency Ratios 
These ratios are used to measure a firm’s ability to use its assets and manage their liabilities effectively. Efficiency ratios are also used to determine how well a firm utilizes its assets to generate income. For this analysis, assets turnover ratio, inventory turnover ratio, and accounts receivable ratio will be used to assess how ABF uses its assets and manages their liabilities. 
4.3.1 Assets Turnover
This ratio is used to determine the firm’s ability to generate revenues using its assets. This is done by comparing net revenues with average net assets. For ABF, asset turnover ratio slightly decreased by 0.13; from 2.40 in 2017 to 2.27 in 2018. The decrease in the ratio can be attributed to a decline in revenues. 
4.3.2 Inventory Turnover 
This ratio is a measure of performance that shows how a firm is effectively managing its inventory. This is done by comparing the cost of goods sold against the average stock in the given period. That way, the ratio can show how the number of times the average stock has been sold. For ABF, inventory turnover ratio number of times to sell inventory remained the same (10 times). This shows that the company has control over its stock. 
4.3.3 Accounts Receivable Turnover
This ratio measures the number of times a company can turn its accounts receivables into cash. It determines how well the company collects its average account receivables in one accounting period. For ABF, accounts receivable turnover ratio shows that the number of days taken to collect a decline from 25 days in 2017 to 24 days in 2018. 
4.4 Gearing Ratios 
Gearing is a measure that is used to determine the company’s financial leverage. Gearing ratios are used to show how the firm’s operations are financed by shareholders’ capital versus creditor’s capital. The debt-to-equity ratio and times interest earned are gearing ratios used to assess the degree to which ABF’s activities are funded by equity compared to debt financing (Chen, Cheng & Hwang, 2005).
4.4.1 Debt-to-Equity Ratio
This is a ratio that is used to compare the firm’s debt to its equity. For ABF, this ratio will show the percentage of financing that is obtained from investors and creditors. ABF debt to equity ratio decreased from 0.53 to 0.48 in 2017 and 2018, respectively. This shows that the company is using more creditors financing that investor financing. 
4.4.2 Times Interest Earned Ratio
This ratio is used to measure the amount of income that will be used to cover future interest expense. It is calculated by dividing EBIT (Earnings before Interest and Taxes) by interest expense. For ABF, times interest earned ratio increased from 21 times to 25 times in 2017 and 2018 respectively. This shows that ABF’s ability to pay interest ratio is higher compared to the previous period and can quickly pay interest payments when they are due. 

5. Limitations of Ratio Analysis
Despite being a popular financial analysis technique, ratio analysis has limitations. They include:
· Historical information: the data used in ratio analysis is obtained from past operations; hence, they are not accurate representations of the firm’s future performances.
· Inflationary effects: there is always a time difference when financial ratios are being released; in the event, there is inflation between these periods, the effects are not reflected on financial data used in ratio analysis (Delen, Kuzey & Uyar, 2013).
· Operational changes: a firm may decide to change their operational structure; hence, when these changes occur, comparisons made on financial metrics before the change in operations may lead to wrong conclusions regarding firm’s financial performance as well as its prospects.
· Manipulation of financial statements: firms may manipulate their financial figures to create a good impression by reporting better results (Lesakova, 2007). As such, use of ratios can be relied upon to make an informed conclusion on the true nature of the business.  

6. Recommendations

As per the limitations of financial ratios, it is also important to consider the economic environment when giving recommendations and analysing ABF performance. Since 2016, the UK has been facing a VUCA environment with the decision of Brexit was observed. This radical change in the market area of Britain has brought uncertainty and can certainly attribute some effect on the current assets that ABF may have. This being said the recommendations that can be offered are: 

1) The company should increase its current assets – cash, cash equivalents, and marketable investments. They can do this by renegotiating payables, selling larger assets and then renting them to give a cash injection or offering a sale to increase sales quickly. 
2) ABF should focus on increasing their net revenues and reduce operational expenses to increase their net income. They can do this by doing a detailed review into staff efficiency. They can also look in depth into their costs and analyse where they can cut areas in order to increase profitability. 
3) They should also revise measures used to collect receivables. This could be done by offering discounts on customers that quick pay or taking legal action or penalties that do not pay on time. They could also use a debt collecting method in order to receive debts that are outstanding.
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Introduction
For a firm to grow, become profitable and succeed in the current competitive business environment, it must invest in projects that sustain its growth, funds operations, and generate profits. Typically, investments are often in forms of projects or financial assets such as securities. However, before a firm makes an investment, they should evaluate each of the investment opportunity to make feasible decisions. Capital budgeting techniques have widely been used to evaluate investment opportunities (Seitz & Ellison, 2009). This purpose for this report is to provide James PLC with calculations for evaluating long-term investment opportunities. The report also offers insight on better financing option between equity financing and debt financing by offering calculations, benefits, and drawbacks for each option. 
Capital budgeting can be defined as the technique or process in which a company computes the acceptability as well as the feasibility of long-term investment (Pike & Wolfe, 2008). For James PLC, the management can use capital budgeting methods to evaluate which project is economically good to invest on and reject, which does not generate positive revenues. Using these formal ways of evaluating an investment, the company can make the right decisions that ensure they benefit from the project. Besides, these projects require huge funds and time. For the company to commit such funds, it needs to be sure of the returns(Haka, Gordon, & Pinches, 2005). Some of capital budgeting techniques to be discussed in this report in connection with company investment include Net Present Value (NPV) and Interest Rate of Return (IRR) (Shinoda, 2010). These project appraisal methods that tells the management which project to undertake and which to reject based on which generate positive cash flows and NPV and IRR that is higher than cost of capital.
Summarised information of the projects
James Plc produces a variety of high-quality garden furniture and associated items and is considering whether to invest in the potential to expand the business. The directors have identified three main options for a four-year plan:

A. Expand its flourishing retail outlet to include all products.
B. Develop into internet sales.
C. Produce greenhouses and conservatories.
These options would require initial expenditure of (A) £750,000, (B) £1,200,000, or (C) £2,000,000. The most recent estimates on year-end cash flows are as follows
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
Net Present Value (NPV)
This is the most popular and widely capital budgeting technique used in evaluating the profitability of a project. Business entities use NPV to evaluate whether they should pursue or reject a project based on cash flows generated. 
Calculations 
Project A - Expand its flourishing retail outlet to include all products
This project has an initial expenditure of £750,000 and cash flows of 400,000, 500,000, 500,000, and 500,000 in a four-year plan and 8% cost of capital. 
	Year
	Cash flow
	PVIF
	Present Value

	0
	-750,000
	1
	-750,000

	1
	400,000
	0.9259
	370,360

	2
	500,000
	0.8573
	428,650

	3
	500,000
	0.7938
	396,960

	4
	500,000
	0.7350
	367,500

	NPV
	
	
	813,470



The NPV for Project A is £813,470.
Project B - Develop into internet sales
The project has an initial capital of £1,200,000 and annual cash flows of £500,000, £600,000, £800,000, and £1,000,000. 
	Year
	Cash flow
	PVIF
	Present Value

	0
	-1,200,000
	1
	-1,200,000

	1
	500,000
	0.9259
	462,950

	2
	600,000
	0.8573
	514,380

	3
	800,000
	0.7938
	635,040

	4
	1,000,000
	0.7350
	735,090

	NPV
	
	
	1,147,460



Therefore, the NPV of Project B is £1,147,460. 
[bookmark: _Hlk19199794]Project C - Produce greenhouses and conservatories
[bookmark: _Hlk19199784]The project has initial capital of £2,000,000 and cash flows of £500,000, £1,000,000, £1,500,000, and £1,500,000. 
	Year
	Cash flow
	PVIF
	Present Value

	[bookmark: _Hlk19203010]0
	-2,000,000
	1
	-2,000,000

	1
	500,000
	0.9259
	462,950

	2
	1,000,000
	0.8573
	857,380

	3
	1,500,000
	0.7938
	1,190,760

	4
	1,500,000
	0.7350
	1,102,500

	NPV
	
	
	1,613,590



Therefore, the NPV for Project C is £1,163,590. 
Ranking
	Project
	NPV
	Rank

	A
	£813,470
	3

	B
	£1,147,460
	2

	C
	£1,163,590
	1



Based on the calculations and project ranking, Project C (produce greenhouses and conservatories) is ranked number one and should be selected because it has the highest NPV of £1,163,590. 

Internal Rate of Return (IRR)
The internal rate of return (IRR) refers to an approach used in capital budgeting for estimating the profitability of proposed projects. It is a discount rate that makes NPV of resulting cash flows of a project equal to zero. The following is the formula used to calculate NPV. 
0 = P0 + P1/(1+IRR) + P2/(1+IRR)2 + P3/(1+IRR)3 + . . . +Pn/(1+IRR) n
Where P0, P1…Pn equals cash flows in year 1, 2…. n; and IRR = project’s internal rate of return.
Therefore, the IRR for Project C is calculated as shown below: 
		0 = -2,000,000 + 462,950/(1+IRR) + 857,380/(1+IRR)2 + 1,190,760/(1+IRR)3 + 1,102,500/(1+IRR)4
		IRR = 24.52%
Therefore, the rate of growth Project C is expected to generate is 24.52%. Notably, it is clear IRR is greater than project’s cost of capital; that means the project will be profitable and should be undertaken. 
Choice of NPV
[bookmark: _GoBack]For this case study, NPV utilises discounted cash flows to evaluate investment projects – where a project with the highest value has been accepted over the ones with a lower value. The use of discounted cash flows makes this approach an accurate technique for capital budgeting as it considers the aspect of time value of money as well as risk valuables (Bierman & Smidt, 2012). The core purpose for choosing this technique in evaluating proposed investments is because it is most suitable for independent and mutually exclusive projects. Besides, NPV considers that aspect time value of money. James PLC should follow this method because it shows future cash flows of the project; hence, it easy to choose the one that generates higher cash flows with highest net present value. 
Use of Non-discounting Methods
These capital budgeting methods which do not explicitly put into consideration the factor of the time value of money. That means, they assume that the pounds earned in the future have the same value with the pounds which have been invested several years earlier. One good example of a non-discounting method that has gained popularity is payback method (Durnev, Morck, & Yeung, 2004). This method only calculates the number of years an investment will take to repay or return capital that is equal to one invested. For instance, if a project used £100,000 and generates cash flows of £50,000, its payback period will be two years (£50,000 + £50,000 = £100,000). It answers the question, how long will take the investment to return capital invested? However, non-discounting methods are concerned with profitability of the project. For instance, payback does ignore the not only time value of money but also ignores cash flows received after the project has paid cash invested. Return on investment (ROI) and accounting rate of return (ARR) are other capital budgeting techniques that do not consider discounting future cash flows. If James PLC opted to use the payback period to determine how long Project C will take to repay the initial capital invested, the following would be the computations. 
Payback period = initial investment /net cash flows
	Year
	Cash flow
	PVIF
	Present Value
	Cumulative PV

	0
	-2,000,000
	1
	-2,000,000
	-2,000,000

	1
	500,000
	0.9259
	462,950
	-1,537,050

	2
	1,000,000
	0.8573
	857,300
	-679,750

	3
	1,500,000
	0.7938
	1,190,700
	510,950

	4
	1,500,000
	0.7350
	1,102,500
	1,613,450


	
The payback period will be 2 years and 6 months.
NPV Divisible Projects
To calculate the NPV for Project C, first we will calculate depreciation expense on a straight-line basis:
Depreciation expense = (cost of the project – salvage value)/life of the project
			= (£2,500,000 – 0) / 4 years
			= £625,000
Revenues for the project = £4,500,000, Cost of project = £2,500,000, Depreciation expense = £625,000
Project before tax = 4,500,000 – 2,500,000 – 625,000
			= £1,375,000
	Tax = 1,375,000 * 20% 
		Tax = £275,000
Project before tax = 1,375,000 – 275,000
		= £1,100,000
Then we add depreciation value since it is a non-cash expense:
	= 1,100,000 + 625,000
	= £1,725,000
Therefore, after-tax cash flow is 1,725,000. 
NPV= PV of cash flows – cash outlays
NPV = 2,500,000 - 1,725,000/1.08 + 1,725,000/ (1.08) ^2 + 1,725,000/(1.08)^3 + 1,725,000/(1.08)^4
		NPV = £3,213,418
Conclusion
In conclusion, after the analysis of the three projects, the company is recommended to undertake Project C - Produce greenhouses and conservatories because it has the highest NPV and positive cash flows. Besides, the project has IRR of 24.52% which is significantly higher than current cost of capital of 8%.  
To finance this project, the company can obtain finances from equity and debt financing. With the use of debt financing, there will be no change in the company’s ownership structure. This means the company will not share management power with the investors. Hence, the method allows the company to retain the rights to run business operations without any sort of intervention. There is an allowance of principal and interest payments as business expenses. These expenses result in tax deductions. Since the company knows the principal and interest payments, they can make budget adjustments and financial plan to repay the debt. Using this method, the company can either choose to borrow on short-term and long-term. This is the less costly method of raising funds since the interest of repaying the loans is tax-deductible. However, this method will affect the firm’s profitability because the profits or revenues generated have to be paid to the investors either monthly or annually, as agreed by both parties (Verbeeten, 2006). Due to huge debt repayments, the company may experience slow growth. Most of the company objectives will aim at repaying the debt. Hence, the company will lose focus on other business activities. To obtain funds through this method, the company will need to have a good credit rating. The company will be under pressure to repay the debt, and this may affect their overall growth and profitability. 
The other method is equity financing. Equity financing will help the firm explore and execute organizational growth ideas. The funds which would have been used to repay debt will be saved and be used for other business operations. The company can use such capital to finance projects or make an investment in securities exchange and derive profits. Equity financing means revenues generated are for the business only, and investors can only be paid if the business is doing well. In this case, the business has no obligation to repay the investors first with revenues generated but later if they make profits. In such an event, investors will be paid through dividends. Investors who have funded the company can bring valuable ideas, experience, and skills as well as contact the company. This can help the company in making strategic decisions. The investors become part of the company and vest their interest in the company’s growth and profitability. The investors can also provide further financial assistance as the company grows.
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