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Executive Summary


Using the consolidated balance sheets, income statements and cash flow statements included in Burberry’s 2015, 2016, 2017, 2018 ‘Annual Reports’ made public by Burberry Ltd, ratio analysis for profitability, efficiency, liquidity, gearing and investment of the financial years ending 30th April: 2014, 2015, 2016, 2017 and 2018 has been executed. With ration results of the years 2017 and 2018 being utilized to assess the current health of the company, benchmarking current against historic Financial results for years 2014 to 2016; Luxury Fashion Industry averages as published by consultancy firm Deloitte (2018); and a sample of direct competitors. Competitors chosen to benchmark against: Kering Group, J. Barbour & Sons Limited, and Hermès (see Appendix 3).
This report will discuss the steady decline on profits during the previous five years, while 2017-2018 saw a modest increase through a strategy of sustainability and incremental improvements. Concluding with recommendations that will increase shareholders wealth and continue the upward trend of how the company moving forward in the next five years.


1. Introduction 

Burberry is Britain’s highest ranked Luxury Goods Company (Deloitte, 2018), as well as the only Luxury fashion company in the FTSE 100 (London Stock Exchange, 2018). Designing, producing, marketing and distributing: Accessories, Beauty, Women’s, Men’s and  Children’s wear  under the one brand in Asia Pacific, EMEIA (Europe, Middle East, India and Africa) and the Americas (Burberry, 2018).
Having first joined the FTSE 100 in 2009 (Felsted & Hume, 2009), Burberry has seen financial performance and shares values fluctuate in the decade since. With the incoming CEO in Marco Gobbetti in 2017 and Creative Director, Overall sales having decreased by 1.2% for the 12 months up until 30th April 2018, under the new CEO compared to the previous 12 months. To counter the decline in sales Burberry are evolving their core strategies to drive growth and sustainability (Burberry, 2018). Gobbetti has set out strategy to transform Burberry by augmenting offering, both product and customer experience; while striving to construct a more agile, dynamic, sustainable organisation, by systematically simplifying, conscious efficacy, of operations, finance, marketing and people (Burberry, 2018).




2. Ratio Analysis Results


*for Ratio Analysis results for Burberry Ltd, 2014- 2018 please see Appendix 1.


*for competitor comparison ratios: Burberry/Kering please see appendix 2; Burberry/Hermès please see appendix 3; Burberry/J. Barbour & Sons please see appendix 4.


3. Evaluation of Business Financial Performance 


3.1. PROFITABILITY 

3.1.1. Return on Capital Employed

ROCE increased3.35% between 2017 and 2018 from 21.39% to 24.64%. The high ROCE increase signifies growth but may have been distorted by high reserve capital (McClure, 2018). 
McKinsey & Co (2017), forecast the Luxury Good market has increased 4-5% in 2018, thus, Burberry’s year is disappointing, Hermès reported revenue +14.3%, Barbour +10.8%; but Kering -19.98%. UK sales in Textiles Industry for the twelve months of 2016 to 2017 decreased (Office of National Statistic, 2018). This decrease is significant for the Luxury Goods sector as UK accounts for 5.6% ($1700 million sales) (Deloitte, 2017). Though a VUCA environment, exasperated by Brexit, Deloitte predicts British Luxury brands may capitalise on the weaker pound, with the UK becoming “the most affordable luxury market in the world to shop” (Deloitte, 2017:Deloitte, 2018). 
In comparison, Kering Group has a 2018 ROCE of 17.49% but with almost double growth from the year previous; Hermès has a higher ROCE of 32.48%. From these figures, it could be seen that despite decline in revenue growth, Burberry is still maintaining growth which averages the industry. 

3.1.2. Net Profit Percentage

Net Profit has increased 0.75% between 2017 and 2018, which although up from the low of 2017, it is still not at the 2016 16.02% level and far from the high of 2014, a decrease contributed by: increased operating costs, which includes employee costs of £468.1million in 2015 to £55.3 million in 2018; inflation; and, increasingly challenging trading conditions, such as the slowdown in the US markets. Net Profit has increased while revenue’s fallen between 2017 and 2018, due to ongoing activity cost saving activities which are on target to save Burberry £100million by 2018/2019 in accordance with sustainability strategy of imposed by new CEO. 
There is no standard method for calculating ratio (Antrill, 2017, p. 84), this may account for the variance between the Net Profit as calculated as Net Profit/Sales (Demonstrating Value, 2018) for the purpose of this report  and Deloitte’s (2018) 12.5% calculated with “combined Net profit margin based on total consolidated revenue and net income”. Deloitte’s (2018) Net Profit for Burberry is higher than Deloitte’s (2018) stated industry standard of 8.8%.

3.1.3. Gross Profit Percentage

Demonstrating how variable costs compare to sales (Drury, 2018),  Gross Profit is only slightly decreased in 2018 to 2017, from 69.89% to 69.43%. demonstrate the continuing high profit margins enjoyed by the company. As part of the new sustainability strategy, waste reduction has become a primary focus. Barbour’s figure is significantly smaller, at 52.21% in 2018, demonstrating the economies of scale that Burberry enjoys which is comparable to those that are larger with multiple brands, such as Kering which has a similar figure 65.47% in 2018. 


3.1.4. Return on Assets and Net Return on Assets

Burberry’s ratios are smaller that all three companies used as comparisons for this report so demonstrating less efficiency on assets control by Burberry (Collier, 2015). There is a 3.24% increase in Return on Assets and a comparable 5.45% increase on Net Return on Assets between these two years. There had been a steady decline from 33.39% and 36.87% for net in 2014, down to 36.19% and 36.72% to 21.33% and 23.33% in 2017. The increase in 2018 maybe propped up by the decrease in assets in property and inventory between the two year, with a record high in Net assets for the year 2017. Although healthy, positive figures, a history of declining returns on assets needs examining to ensure that the company has in fact rebound through the difficulties. 

3.2. LIQUIDITY 

3.2.1. Current Ratio

Current Ratio is a healthy 2.79 in 2018 vs 2.29 in 2017, well above the illiquid 1.1 (Warner & Hussain, 2017). This is up considerably from the ideal ratio of 1.92 five years previous in 2014. Explanation to the 2.29 current ratio of 2017 which is a five-year low is also found in 2017’s Net Cash flow with Purchase of shares through share buy-back reducing cash flow £97.2M and acquisitions of £68M. An increase consequential of the rise  in cash flow into the businesses by receivables from the selling off part of the Beauty arm of the business gaining Cash flow of £149.8M in in 2018. 


3.2.2. Acid Test

Acid Test (Quick Ratio) is has steadily increased from 2014 at 1.25 to 2.01 in 2017 and then, 2.04 in 2018, signifying enough working capital in the business. The 26.88% difference between the Current and quick ratios, means that over quarter of the business’s current assets is finished goods (97.62%), work in progress (0.14%) and raw materials (2.23%). Burberry may have an inventory problem which is although is decreasing from the previous year, unsold stock not only uses up free capital that could be further invested but also, costs the company additional costs including storage and would thusly improve liquidity (ICAEW, 2009).

3.3. EFFICIENCY 

3.3.1. Capital Employed Turnover

In 2018, just £1.64 was made for every £1 of capital deployed. This is a relatively low amount, which may be improved by higher sales or lower cost of sales, signifying a need for greater efficiency in the journey to the customer (Collier, 2015). Despite a steady decrease in Capital Employed Turnover since 2014, 2018 has seen an increase of 9.3% in from the year before 1.64 times which is preferable, it still only equals 2015 figure due to increasing non-current liability. If the liability was to have remained at 2017 levels, while keeping their reduced equity, then turnover of capital employed would have increased to an equivalent level to Barbour 2018. 

3.3.2. Non-current Assets Productivity and Net Asset Productivity

Non-current Assets Productivity has increased to a five year high to 4.01, up 10.97% from 2017. The increase non-asset turnover can be explained by the decrease in the Non-current assets, with “property, plant and equipment” decreasing by 21.52%, along with modest reductions in mostly all non-Currents. This is positive for their efficiency strategy, with the company becoming leaner but maintaining general profitability. 
In comparison, Net Asset Productivity is only 1.64 times, demonstrating an inefficiency of cash kept in Current assets, with ‘cash and cash equivalents’ and ‘Inventory’ making up the lion’s share. Compared to other asset efficiency ratios is low and for the second year in arrow, equal to the turnover of capital Employed. This signifies a long running problem with working capital efficiency, where cash could be better invested to benefit growth (Antrill, 2017). 


3.3.3. Stock Turnover

Stock turnover has improved but a decrease in the amount held in the period between 2017 to 2018, with the Stock Turnover ratio at 2.03 times and 179.2 days in 2018 compared to 1.5 times and 221.4 days in 2017. 2018 ratio is at a five-year high and has been increasing since the five year low of 1.55 times and 236.2 days in 2015. This change in ratios maybe the result of the policy change towards increased sustainability, cutting waste. 
To successfully analysis inventory turnover, it is important to assess which portion of the business the inventory is linked (Antrill, 2017). High level of stock is a prerequisite for wholesale to satisfy sales on a fashion Calendar which has a 2-4 times a year production cycle. Using new agile working methods, Burberry could look to reducing inventory further for its retail arm. 

3.3.4. Working Capital Turnover

Calculated by revenue divided by the working capital, as defined as current assets minus current liabilities. Working Capital Turnover has increased from 3 times the amount of working capital to sales in 2017 to 3.64 times in 2018 (17.58% increase) meaning that for every £1 of working capital employed Burberry makes £3.64. with comparison to the Kering this figure is very low but high compared to Hermes and Barbour. Cash surpluses in 2018 have been used for share buyback but continuing this capital restructuring Burberry could imitate an increase efficiency, so should increase the working capital ratio by better inventory management (Dobbs & Rehm, 2006). 


3.3.5. Debt Collection Period

Debt Collection period has decreased by 9.2 days from the previous year to 27.6 days in 2018. Increased efficiency increases the working cash available to the organisation the figure could be distorted significantly due to Burberry’s sales model where retail customers often pay by cash direct at the point of sale; wholesale: revenue 2018 of £453M, and licencing: £30M, pay through credit.
Pressurising creditors into reducing payment periods could alienate important partnerships, reducing negotiation positions and put adverse pressure on the retail sector which is has suffered sizable difficulties (Warner & Hussain, 2017). 




3.3.6. Creditor Payment Period

Creditor Payment period has increased significantly from 44.7 days in 2017 to 73.7 days in 2018. Increase collection period signals increased efficiency in working capital, providing a cheap source of finance for the business (Antrill, 2017). Burberry must be mindful of not alienating suppliers, who due to the nature of current economic climate are also mindful of their own working capital. Increased pressure on these company’s risk making suppliers insolvent, costing Burberry in the long term in terms of skills, quality, price and competitiveness it receives from its supply chain. 

3.4. GEARING 

3.4.1. Interest Cover

 Interest Cover which is the extent that the company can cover the interest on debt options, has more than halved from 2017 to 2018: 219.1 times to 117.3 times. The lowering of the ratio equates to increasing risk to the company, and indicates the businesses’ emergent fiscal strategy (Bhimani, 2017). Burberry has still a lot of scope to increase borrowing, without liquidity issues.  

3.4.2. Gearing 

The debt ration to equity of Burberry is at 28.02% in 2018. This is a decrease of over 7% since 2014 but an increase on the 2017 debt gearing of 24.85%, which also signal a change in debt risk policy under the new CEO, with relatively low risk with gearing under 50%. Many companies reduced their risk appetite regarding debt since the 2008 Crash (Kastelle, 2013), there is risk that shareholder value is not recognised while Burberry is not taking advantage of cheap debt finance to fund expansion, debt is often cheaper after tax than shareholder funds and so can be preferable (Antrill, 2017). With Burberry’s interest cover at still at such a high rate, the Return on Assets funded by higher debt may be in the businesses’ benefit. Capital investment must be given due diligence before any debt is incurred due to prospect of higher gearing causing “the average cost of capital” to increase and “market value of the business will decrease” (Myddelton, 2000, p.147).





3.5. INVESTMENT


3.5.1. Earnings Per Share

[bookmark: _Hlk535473045]The “weighted average number of ordinary shares in issue during the year” 2018 429.4 compared to 442.2 for the year 2017. This results in an Earnings per Ordinary Share is £0.95 for 2018 and £0.89 in 2017, showing an increased profitability for the shareholders of the company (ICAEW, 2009). The ‘Buy Back’ option that Burberry has been pursing lifts the price of the share as EPS is higher as there are less shares in circulation, while increasing divided back to shareholder while altering the equity gearing of the company (Antrill, 2017), a point of planned strategy for Burberry. Investing in assets which can be quickly turned to cash instead of long-term physical assets such as property (Tori & Onaran, 2019) maybe a short-term method of boosting shareholder wealth and attractiveness of the stock, it may affect long term productivity of assets (Dobbs & Rehm, 2006).

4. Limitations of Ratio Analysis 

Only historical data can be assessed, so regressive in its outlook (Collier, 2015). Strategy changed under new administration, ratio analysis can thus assess the successfulness of former CEO, discussion to current CEO is limited to a snap shot of the current period: current strategy, though somewhat comparable, there is uncertainty regarding future success. 
Burberry has seen -1% revenue growth in the period for 2017/2018. Burberry accounts for this loss by the reduced income received by the company by relinquishing control of their beauty line to Coyote (Burberry, 2018). The resulting loss offset the increase in 3% increase in revenue Burberry has received from their retail arm. The subsequent Ratio Analysis calculations can only be truly assessed by comparing to planned targets set by management of the organisation, who should have forecasted effects of strategy on cashflow (Antrill, 2017) . This information is not freely available for the use of this report.
Differences in accounting standards and interpretation of standards made comparison between international competitors difficult, this includes the difference in accounting periods (Collier, 2015). 







5. Conclusion
Burberry’s finances are in a reasonable position for an industry facing a VUCA environment, while being suitably positioned to take advantage of one of the few retail areas experiencing growth, which is the Luxury Goods sector, making laudable efforts to increase sustainable, and save costs through efficiency, working hard to retain shareholders value. 
Burberry is in a position to benefit from opportunities, while being buoyant enough to withstand competitors and environmental pressures. By expanding their appetite for risk and adjusting gearing, taking advantage of cheap debt compared to expensive equity to fund capital expansions, Burberry may be able to move into Deloitte’s top 10.



Recommendations 
· Burberry should investigate expanding market share in growing and emerging economies of the EMEA where the retail sector is growing (Deloitte, 2018a), but Burberry has not experienced any significant growth.

· Burberry’s reduced presence Japan due to strategy of eliminating of licences, create the opportunity to reconnect and provide a cleaner, more focused message to consumers while taking financial advantage of the reduced cost associated with existing brand recognition. 


· Encourage sales, taking advantage of the weak pound by pricing their British manufactured goods more competitively against global competitors. 

· Taking advantage of lower British manufacturing costs, the company should:

·  increase investment in British production of goods.

·  Improve in tangible assets such as the quality of skills that employees have by investing in employee development for both hard and soft skills. 


· Invest in better stock controls, to provide better efficiency and free up cash flow.

· Adopt a Just in Time approach, where product completion happens at the time of purchase. Luxury goods retailers like Burberry whom have their own manufacturing facilities, are poised to take advantage of such strategies. 


· Stringently adopt accounting/financial management models such as “The Miller Orr Model” (OpenTuition, 2018), where cash flows are fixed to an upper and lower limit, ensuring working capital is used efficiently, and excess is not dissipated but is ploughed back into investment in the business or to increase shareholder’s funds. This will also give the stakeholders confidence that the business will not become insolvent.

· Careful examination of strategy to decide on how cash surpluses should in future be spent, with the potential for increased revenue generation through acquisitions horizontally with suppliers or vertically with competitors such as J. Barbour & Sons Ltd. 
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Appendix 1:  Results of Burberry Ratio Analysis
	Financial year ending=
	April 31st 2014
	April 31st 2015
	April 31st 2016
	April 31st 2017
	April 31st 2018

	Profitability
	
	
	
	
	

	Return on Capital Employed
	34.49%
	28.56%
	23.56%
	21.39%
	24.64%

	Net Profit
	19.12%
	17.45%
	16.02%
	14.26%
	15.01%

	Gross Profit
	71.19%
	69.97%
	70.1%
	69.89%
	69.43%

	Return on Assets
	33.39%
	27.65%
	22.69%
	21.33%
	24.57%

	Return on Net Assets
	36.87%
	30.33%
	24.87%
	23.33%
	28.78%

	Liquidity
	
	
	
	
	

	Current Ratio
	1.92 times
	2.3 times
	2.77 times
	2.29 times
	2.79 times

	Acid Test
	1.25 times
	1.55 times
	1.87 times
	2.01 times
	2.04 times

	Efficiency
	
	
	
	
	

	Capital Employed Turnover
	1.80 times
	1.64 times
	1.46 times
	1.5 times
	1.64 times

	Working Capital Turnover
	4.02 times
	3.35 times
	2.63 times
	3 times
	3.68 times

	Non-Current Assets Productivity
	3.9 times
	3.01 times
	3.07 times
	3.57 times
	4.01 times

	Net Asset Productivity
	1.75 times
	1.58 times
	1.42 times
	1.5 times
	1.64 times

	Stock Turnover
	1.68 times
	1.74 times
	1.55 times
	1.65 times
	2.03 times

	Stock Turnover in days
	216.6 days
	210.3 days
	236.2 days
	221.4 days
	179.2 days

	Debtor Collection Period
	36.3 days
	37.7 days
	41.4 days
	36.8 days
	27.6 days

	Creditor Payment Period
	58.5 days
	56.4 days
	55.7 days
	44.7 days
	73.7 days

	Gearing
	
	
	
	
	

	Gearing 1
	35.15%
	29.31%
	25.62%
	24.85%
	28.02%

	Investment
	
	
	
	
	

	Earnings Per Ordinary Share
	£1661.5
	£1705.5
	£1573
	£1438.5
	£1468

	Interest Cover
	139.2 times
	115.9 times
	175.2 times
	219.1 times
	117.3 times







Appendix 2: Key Financial Ratios
Richard Dunstan (2018)
Moodle: Financial Management SDMA7100D

Analysis & Interpretation of Accounts - (Some Key Ratios)

Profitability
	(P) Return on Capital Employed =
	Profit before Interest and Tax
          Capital Employed 

	x 100%

	
 (N.B Capital Employed = Ordinary Shares + Reserves (retained profits) + Long Term    Loans+ Finance Leases + Hire Purchase Agreements )

(Profit before interest and tax is also known as operating profit)



	
(P)  % Net Profit =

	
Profit before Interest and Tax
                  Sales

	
x 100%

	

	(  Net Profit = Profit before interest and tax or operating profit)


	
	
	

	(P) % Gross Profit =
	             Gross Profit
                  Sales

	x 100%

	
	
	

	(  Gross Profit = Sales – Cost of Sales)


	

	(P) % Return on Assets =
	Profit before Interest Tax
Non-Current Assets+Current Assets-Current Liabilities

	x100%

	(P) % Return on Net Assets=
	Profit before Interest and Tax
*Non Current Assets + Current Assets – Current Liabilities – Long Term Liabilities

( *Net Assets )
	x100%

	
	
	



                                                               Liquidity
	(L) Current Ratio =
	Current Assets
Current Liabilities



	(L) Quick Ratio or Acid Test=
	Currents Assets- Stock
Current Liabilities




                                                             Efficiency
	(E) Capital Employed Productivity  
	Sales
Capital Employed


	(E) Working Capital Turnover =
	Sales           or               Sales
Working Capital             C.Assets -C.Liabilities



	(E) Non Current Asset Productivity 
       
	Sales
Non Current Assets



	(E) Net Asset Productivity  =
      
	Sales
Non Current Assets +Current Assets-Current Liabilities



	(E) Stock Turnover or in days =
	Cost of Sales       OR           Stock             x365
         Stock                          Cost of Sales



	(E) Debtor Collection Period =
     ( Receivables )
	                       Receivables         x 365 days
                              Sales (credit)



	(E) Creditor Payment Period =
     ( Payables )
	             Payables      x 365 days
                     Cost of Raw Materials



	
	

Gearing



	(G) Gearing  =
	Long Term Borrowings   x 100%
* Long Term Borrowings+ Ordinary Shares and Reserves

( *Long Term Capital Employed )

Or

Long Term Borrowings                                                      x  100%
Shareholders’ Funds

 





                                                                 Investment  
	(I)Earnings per share =
	Profit after Interest and Tax
Number of Ordinary Shares Issued



	(I) Dividend Cover =
	Profit after Interest and Tax
Dividend Paid



	(I) Dividend Yield =
	Dividend per Share              x 100%
Market Value Per Share



	(I) Interest Cover =
	Profit before Interest and Tax
Interest on Long Term Borrowings



	(I)Return on Equity =
	Profit after Interest and Tax  x 100%
Ordinary Shares + Reserves



	(I) Price / Earnings (P/E) =
	Current Share Market Price
Earnings per Share





(Dunstan, 2018)







Competitor Analysis
Appendix 3: Comparison of a Sample of Direct Competitors

Competitors chosen to benchmark against, with consideration to size, product mix and geographical location: 
· Kering SCA Group: French parent company to Global Luxury Fashion brands such as Alexander McQueen, Gucci and Balenciaga, as well as lifestyle brands such as Volcum and Puma, each brand with its own product divisions which include accessories, women’s & men’s wear, and often children’s wear plus beauty (Kering Group, 2018). Global Competitor (Drury, 2018, p. 10), directly comparable to Burberry Kering is no. 5 in Deloitte’s Top 100 luxury goods companies by sales, Burberry: no.18 (Deloitte, 2018); 
· Hermès International SA, the French luxury goods brand, with fourteen separate product divisions.(Hermès, 2018), number 12 in the Deloitte top 100 (Deloitte), six places above Burberry in terms of sales. Both brands are comparative in terms of stores, second-party retailers stocking goods, online presents and products offerings making Hermes a direct competitor to Burberry.
· J. Barbour & Sons Limited : Private British Company, of luxury heritage brand, no. 93 on Deloitte’s Top 100 luxury goods companies by sales (Deloitte, 2018). Barbour like Burberry has roots in traditional British Heritage Apparel, is diversifying, having released a modern menswear collection shown at BFW in 2016 and a new ready-to-wear collection for A/W 2018 (Barbour, 2018), taking the company from a niche market to a emergent, direct competitor for Burberry.














Appendix 4: Burberry vs. Kering Group Ratio Analysis
	
	Burberry

	Burberry
	Kering
Group
	Kering Group
	

	Financial year ending=
	April 31st 2017
	April 31st 2018
	December 31st 2016
	December 31st 2017
	

	Profitability
	
	
	
	
	

	Return on Capital Employed
	21.39%
	24.64%
	7.44%
	14.14%
	

	Net Profit
	14.26%
	15.01%
	11.14%
	17.49%
	

	Gross Profit
	69.89%
	69.43%
	62.9%
	65.47%
	

	Return on Assets
	21.33%
	24.57%
	7.17%
	13.66%
	

	Return on Net Assets
	23.33%
	28.78%
	11.54%
	21.43%
	

	Liquidity
	
	
	
	
	

	Current Ratio
	2.29 times
	2.79 times
	1.15 times
	1.27 times
	

	Acid Test
	2.01 times
	2.04 times
	0.65 times
	0.8 times
	

	Efficiency
	
	
	
	
	

	Capital Employed Turnover
	1.5 times
	1.64 times
	0.67 times
	0.81 times
	

	Working Capital Turnover
	3 times
	3.68 times
	16.7 times
	9.96 times
	

	Non-Current Assets Productivity
	3.57 times
	4.01 times
	0.67 times 
	0.85 times
	

	Net Asset Productivity
	1.5 times
	1.64 times
	0.64 times
	0.78 times
	

	Stock Turnover
	1.65 times
	2.03 times
	1.89 times 
	1,98 times
	

	Stock Turnover in days
	221.4 days
	179.2 days
	193.2 days
	184.3 days
	

	Debtor Collection Period
	36.8 days
	27.6 days
	35.26 days
	32.23 days
	

	Creditor Payment Period
	44.7 days
	73.7 days
	87.25 days
	84.73 days
	

	Gearing
	
	
	
	
	

	Gearing 1
	24.85%
	28.02%
	27.08%
	26.22%
	

	Investment
	
	
	
	
	

	Earnings Per Ordinary Share*
	£1438.5
	£1468
	£1.56 
(€1.74)
	£3.31
(€3.70)
	

	Interest Cover
	219.1 times
	117.3 times
	6.84 times
	4.17 times
	


*Euro to Pound exchange rate of 1 Euro= 0.90 pound sterling as of December 20th 2018 (Google, 2018).


Appendix 5: Burberry vs. Hermès International SCA Ratio Analysis
	
	Burberry

	Burberry 

	Hermès
	Hermès
	

	Financial year ending=
	April 31st 2017
	April 31st 2018
	December 31st 2016
	December 31st 2017
	

	Profitability
	
	
	
	
	

	Return on Capital Employed
	21.39%
	24.64%
	38.83%
	32.48%
	

	Net Profit
	14.26%
	15.01%
	0.56% **
	0.96% **
	

	Gross Profit
	69.89%
	69.43%
	44.2%
	46.12%
	

	Return on Assets
	21.33%
	24.57%
	73.93%
	82.07%
	

	Return on Net Assets
	23.33%
	28.78%
	41.79%
	82.83%
	

	Liquidity
	
	
	
	
	

	Current Ratio
	2.29 times
	2.79 times
	6.98 times
	6.46 times
	

	Acid Test
	2.01 times
	2.04 times
	NA
	NA
	

	Efficiency
	
	
	
	
	

	Capital Employed Turnover
	1.5 times
	1.64 times
	0.05 times
	0.07 times
	

	Working Capital Turnover
	3 times
	3.68 times
	0.07 times
	0.08 times
	

	Non-Current Assets Productivity
	3.57 times
	4.01 times
	0.45 times
	0.44 times
	

	Net Asset Productivity
	1.5 times
	1.64 times
	0.06 times
	0.06 times
	

	Stock Turnover
	1.65 times
	2.03 times
	NA
	NA
	

	Stock Turnover in days
	221.4 days
	179.2 days
	NA
	NA
	

	Debtor Collection Period
	36.8 days
	27.6 days
	1537.3 days
	1056.1 days
	

	Creditor Payment Period
	44.7 days
	73.7 days
	1464.8 days
	1554.5 days
	

	Gearing
	
	
	
	
	

	Gearing 1
	24.85%
	28.02%
	1.16%
	0.99%
	

	Investment
	
	
	
	
	

	Earnings Per Ordinary Share*
	£1438.5
	£1468
	£18.15
(€20.28)
	£12.95
(€14.47)
	

	Interest Cover
	219.1 times
	117.3 times
	
	
	


** Net Profit calculated for core business activities which is comparative with Burberry. True Net Profit which includes profit from licencing is 714.08% 2016 and 1335.55% 2017. 
*Euro to Pound exchange rate of 1 Euro= 0.90-pound sterling as of December 20th, 2018 (Google, 2018).
Appendix 6 : Burberry vs. J. Barbour & Sons Ltd Ratio Analysis
	
	Burberry
	Burberry

	Burberry
	J.Barbour & Sons Ltd
	J.Barbour & Sons Ltd

	Financial year ending=
	April 31st 2016
	April 31st 2017
	April 31st 2018
	April 31st 2016
	April 31st 2017

	Profitability
	
	
	
	
	

	Return on Capital Employed
	23.56%
	21.39%
	24.64%
	30.9%
	26.53%

	Net Profit
	16.02%
	14.26%
	15.01%
	13.76%
	15.97%

	Gross Profit
	70.1%
	69.89%
	69.43%
	52.22%
	52.1%

	Return on Assets
	22.69%
	21.33%
	24.57%
	30.37%
	24.72%

	Return on Net Assets
	24.87%
	23.33%
	28.78%
	30.36%
	24.79%

	Liquidity
	
	
	
	
	

	Current Ratio
	2.77 times
	2.29 times
	2.79 times
	4.82 times
	5.62 times

	Acid Test
	1.87 times
	2.01 times
	2.04 times
	3.37 times
	4.33 times

	Efficiency
	
	
	
	
	

	Capital Employed Turnover
	1.46 times
	1.5 times
	1.64 times
	2.25 times
	1.66 times

	Working Capital Turnover
	2.63 times
	3 times
	3.68 times
	2.52 times
	1.72 times

	Non-Current Assets Productivity
	3.07 times
	3.57 times
	4.01 times
	17.79 times
	16.45 times

	Net Asset Productivity
	1.42 times
	1.5 times
	1.64 times
	2.21 times 
	1.55 times

	Stock Turnover
	1.55 times
	1.65 times
	2.03 times
	316 times
	2.86 times

	Stock Turnover in days
	236.2 days
	221.4 days
	179.2 days
	115.5 days
	127.6 days

	Debtor Collection Period
	41.4 days
	36.8 days
	27.6 days
	25.27 days
	36.15 days

	Creditor Payment Period
	55.7 days
	44.7 days
	73.7 days
	79.32 days
	95.20 days

	Gearing
	
	
	
	
	

	Gearing 1
	25.62%
	24.85%
	28.02%
	1.4%
	0.42%

	Investment
	
	
	
	
	

	Earnings Per Ordinary Share
	£1573
	£1438.5
	£1468
	£75.15
	£78.40

	Interest Cover
	175.2 times
	219.1 times
	117.3 times
	119.8 times
	314.9 times






James Plc Investment Appraisal

Name:                  Cathie Davies
Student Number: 1705973
Course:                MBA distance
Module:               Financial Management
[bookmark: _GoBack]Module Code:     SDMA7100D
Lecturer :             Richard Dunston
Assignment :        Part 2
Date :                   18/01/2019















	Executive Summary

	…....Pg.27

	1. Evaluation of Options Through Net Present Value (NVP) Technique

	……Pg.27

	1.1. Investment A: Expand Flourishing Retail Outlets to Include All Products: NPV Calculations at Discount Factor Of 8%

	……Pg.28

	1.2. Investment B: Develop Internet Sales, NPV Calculations at Discount Factor Of 8%

	...….Pg.29

	1.3. Investment C: Produce Greenhouses and Conservatories. NPV Calculations at Discount Factor Of 8%

	……Pg.29

	1.4. Recommendation of Choice of Investment If James Plc Is Limited to One Option Based On NPV

	...….Pg.30

	2. IRR Of Investment C

	……Pg.30

	3. Non-Discounting Methods

	.......pg.31

	4. Summary of Investment 
· Table 1

	...….Pg.32

	5. Additional Considerations Prior To Investment

	…....Pg.33

	5.1. Risk and Uncertainty

	…....Pg.33

	5.2. Sensitivity Analysis

	…....Pg.33

	5.2.1. Best, Predicted and Worst Outcomes 

	........Pg.34

	5.2.2. Graph 1: Percentage of Predicted Net Cashflow Compared To NPV

	….....Pg.35

	6. Optimal Investment When Funds Are Limited To £2,500,000.Oo

	..…..Pg.35

	7. Finance Options

	..…..Pg.36

	Conclusion

	..…..Pg.37

	Recommendations

	.…..Pg. 37

	References

	...….Pg.38

	Appendix 1: Tax Calculations

	…....Pg.41

	Appendix 2: NPV Formula 

	……Pg.42

	Appendix 3: IRR Of Investment C Calculations


	..…..Pg.43

	Appendix 4: Discount Rate Calculations


	……Pg.45

	Appendix 5: IRR Appraisal for Investment A 

	…...Pg. 46

	Appendix 6: IRR Of Appraisal of Investment B

	…...Pg. 47

	Appendix 7: Best- and Worst-Case Scenario Calculations

	…...Pg. 48

	Appendix 8: Scaled Investment of a Calculations 

	…...Pg. 49

	

	

	
	

	
	

	
	
















Executive Summary


Having completed the first steps in the “Investment Appraisal Process” (Antrill, 2017, p. 175) of formulating potential opportunities that have a strategic fit, available to the company for investment over the next four years, James Plc before progressing requires a thoroughly assessment of the financial consequences of the potential investment (Myddelton, 2000, p. 51). This of vital importance, due to the vast sums and resources involved plus the difficulty for the business to stop once implemented (Antrill, 2017, p. 142). The CIMA (2018), supports the idea that through business planning, such as this, the finance and accounting function of James Plc has the potential of building “transformative changes” through improved decision making will result in “competitive advantage and value creation” (CIMA, 2018) for James PLC. 

The directors of James Plc have isolated three potential business opportunities, which  could lead to the expansion of the business, with the aim to maximise shareholders wealth. These proposed routes for expansion are: 

	· Investment A: to expand retail outlets to include all products
· Develop Internet Sales
· Produce greenhouses and Conservatories 
(James Plc, 2018)



This report will seek to establish, which if any of the investments should be made through              range of investment appraisal techniques, while also providing a critique of such appraisal methods and an investigation into possible funding sources for the investment. This report will conclude with recommendations in how James Plc should proceed. 


1. Evaluation of Options through Net Present Value (NPV) Technique


NPV is a method to evaluate tomorrows return on capital employed in today’s monetary worth, i.e. “the time value of money”, and is an easily comparable figure for investment appraisals (Gallo, 2014). For this report, the discount rate of 8% has been taken as the assumed cost of capital, though it must be noted that this is only an estimate and that the Cost of Capital may vary from between all three proposed projects (Kenton, 2018). NPV allows two or more options to be compared accurately, and to possible returns that the funds would gather if invested elsewhere (Antrill, 2017, p. 161). 

One limitation for NPV would be the possible results of management bias in formulating the cashflows used for the calculations for NPV, where management inflates the cashflow of a preferred option based on ‘gut feeling’ or personal preference, and the decrease of predicted cashflow for the least favoured (Needle, 2010, p. 520). The accuracy of the predicted cashflow can also be unintentionally inflated when managers forecasting cashflow, have not taken into consideration potential cannibalisation of existing product line or existing point of sales. In these circumstances, NPV cannot be compared between investment options. To limit accounting bias, ‘what if’ scenarios should be undertaken and due diligence to account for all variable factors (Antrill, 2017).


For the purposes of this report, cashflow forecast estimated by James PLC is taken as the EBIT (Earnings Before Interest and Tax) and thus, the NOPLANT (Net Operating Profit Less Adjusted Taxes) is represented as the Net Cashflow. Capital gains and Corporation tax has been calculated prior to NPV calculations as per Haste (2009) for CIMA. Capital gains has been taken at 25% and Corporation Tax at 20% on a straight-line basis .


*For Calculations of Cashflow to Net Cash flow after taking Corporation tax at 20% and Capital Gains Tax at 25% foe A, B and C, please see Appendix 1



1.1.  Investment A: Expand flourishing retail outlets to include all products: NPV Calculations at Discount Factor of 8%

	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 
(£’000)
	Year 4 
(£’000)

	Capital

Expenditure
	(750)
	
	
	
	

	
Net Cash 
flow 
	
	
340
	   
425
	
425
	
425

	

Discount
Factor at
   8%
	

1.000
	

0.926
	   

 0.857
	

0.794
	

0.735

	
	
	
	
	
	

	Present 
Value
	(750)
	314.84
	364.225
	337.45
	312.375

	
	
	
	
	
	

	Cumulative
discounted
Cashflow
	(750)
	(435.16)
	(70.935)
	266.515
	578.86



· NPV for Investment A= £578,860


1.2. [bookmark: _Hlk535488547]Investment B:  Develop Internet Sales: NPV Calculations at Discount Factor of 8%

	
	Year 0 
(£’000)
	Year 1 (£’000)
	Year 2
£’000)
	Year 3 
(£’000)
	Year 4 
(£’000)

	Capital
Expenditure
	(1,200)
	425
	510
	680
	850

	   
Net Cash flow 
	
	
	
	
	

	Discount
Factor at
8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(1,200)
	393.55
	437.07
	539.32
	624.75

	
	
	
	
	
	

	Cumulative
discounted 
Cashflow
	(1,200)
	(806.45)
	(369.38)
	162.94
	794.69



· [bookmark: _1fob9te]NPV for Investment B = £794.69


1.3. INVESTMENT C: Produce greenhouse and conservatries NPV Calculations at Discount Factor of 8%.

1.3.1. NPV Calculations
	
	Year 0 
(£’000)
	Year 1 
(£’000)
	Year 2 
(£’000)
	Year 3 
(£’000)
	Year 4 
(£’000)

	Capital
  Expenditure
	(2,000)
	425
	850
	1,275
	1.275

	
Net Cash
flow 
	
	
	
	
	

	Discount 
Factor 
at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present
Value
	(2,000)
	393.55
	728.45
	1,012.35
	937.125

	
	
	
	
	
	

	Cumulative
discounted
Cashflow
	(2,000)
	(1,606.45)
	(878)
	135.35
	1,071.475



· [bookmark: _3znysh7]NPV for Investment C = £1,071, 475


1.4. Recommendation on Choice of Investment if James PLC is limited to One Option Based on NPV

All three have a positive NPV, all would provide a profit on the sum required for the investment, all three can be considered viable. If means are limited so only one option chosen, in theory it should be the one with the largest NVP as this would maximise shareholders’ funds and provide competitive advantage (ICAEW,2009). In this instance, Investment C, should be chosen. 


	2. IRR of Investment C

2.1. The Internal Rate of Return (IRR) is the discount rate required to deliver an NPV of 0%, or the “break even discount rate” (ICAEW,2009), and can be calculated using multiple trails of different discount rates (Collier, 2015, p. 306). Although theses colocations can be achieved by a computer program, the following IRR calculations for the Investment decisions has been done manually and are as follows: 

· For Trail NPV Calculations, please see Appendix 3


	
	


	
	
	
	

	Trial
	Discount Factor %
	Net Present Value

	1
	30
	(144.33)

	2
	28
	(65.825)

	Difference
	2
	78.505



Change in NPV for every 1% change in discount rate is:
(78.505/2)=39.252
The reduction of % to 25% discount to achieve zero NPV is:
(65.825/39.252) x 1%= 1.68%
So, IRR equals: 28-1.68%= 26.32%

2.1.1. IRR for investment A= 37.67%. For IRR calculations, for Investment A please see Appendix 2.1
2.1.2. IRR for investment B= 31.17%. For IRR calculations, for Investment B please see Appendix 2.2

2.2. Analysts and Managers often uses IRR as a comparison tools for investment appraisal, considering project with the highest IRR (Goedhart, et al, 2015). This is interesting as Investment C which is has the highest NPV, has the lowest IRR of the three proposals. As the IRR is the discount rate’s ceiling value of the cost of capital can be prior to the investment delivering no return, all three investments have reasonable IRR but Investment C has a IRR level which averages 11% lower than investment A. Cost of capital can rise significantly more before the net worth of Investment A is depleted entirely, and so from this appraisal method, it can be considered that Investment A maybe worthwhile.

2.3.  IRR unlike NPV “it does not directly address wealth creation” (Antrill, 2017). IRR does not consider scale when comparing results: return on Investment C, at year 4 is over twice the sum as that of Investment 1 presuming the discount rate is at 8%, so the decision to pick Investment C at this point is still valid, assuming all factors are equal and cashflow forecasts are accurate.



3. Non-Discounting Methods

Non-discounting methods account for the two methods:

· Accounting rate of Return: ARR = average annual profit / average investment.
· Payback method: the point where cash inflows match expenditure.

Both these options disregard the “time value of money”, so are unable to maximise value on their own (Drury, 2018, p. 321). These two techniques are still popular in practice, one reason being that they provide a useful benchmark to assess predicted performance against internal measures, along with benchmarking performance post investment against planed performance (Warner & Hussain, 2017, p.289). Non-discounting methods are also a measure of risk associated with each investment (Drury, 2018). Indeed, it common for companies to use all five appraisal methods: NPV, IRR, Discounted Payback Period, Payback Period and ARR (ICAEW, 2009).



















4. Summary of Investment

4.1. Table 1: Investment Appraisal
	

	
	Investment A
	Ranking
	Investment B
	Ranking
	Investment C
	Ranking

	NPV at
discount 
Factor of
Of 8%
	£578, 860
	3rd
	£794,690
	2nd
	£1,072,945
	1st

	ARR*
	53.83%
	1st
	51.35%
	2nd
	47.81%
	3rd

	Payback 
Period*
	1.9 years
	1st
	2.39 years
	2nd
	2.57 years
	3rd

	Discounted 
Payback 
Period
	2.21 years
	1st
	2.68 years
	2nd
	2.87 years
	3rd

	IRR
	[bookmark: _2et92p0]37.67%
	1st
	[bookmark: _tyjcwt]31.17%
	2nd
	26.32%
	3rd


*calculated from Net cash flow after tax and capital gains as depreciation.

By assessing the results from all five investment appraisal methods, it is evident that ‘Investment A: to expand retail outlets to include all products’ would be the best option for investment. ‘A’ is the only option that has the potential to payback period within the first two years of trading post investment, denotating that there is less risk for stakeholder. With higher Average rate of return per £1 invested. Because the potential return, denoted by the NPV is relatively small in comparison to the NPV of Investment C, A should only be chosen if the can be scaled to the same level of investment (Antrill, 2017). 

(Please see Appendix 5).  Using the ‘Percentage of Sales Method’ where Investment A is 37.5% of  Investment C, the NPV of Investment A if scaled to the same level of investment would be: £1,377,010, 28% more than investment C but payback period would increase into the third year. This calculation though has presumed that the cash flow is directly correlated with investment and both increase on a straight-line bases, not taking into different types of cost: variable or fixed (Bass, 2018). Of course, new cashflow forecasts will be required to correctly identify the true cashflow. 










5. Additional Considerations Prior to Investment

5.1. Risk and Uncertainty 

         As discussed, A offers less risk for the investors but to ensure success of the investment and the business as an ongoing concern, management of James Plc are required to access risks involved more thoroughly and decide their risk tolerance. 

[bookmark: _3dy6vkm]         According to Kastelle (2013), risk can be defined as uncertainty which the potential results are realised before the time, where as in the case of genuine uncertainty, potential outcomes are either unknown or so many, that statistically they cannot be quantified due to the complexity of the situations involved. Though, there is vast uncertainty in a VUCA environment, risks involved can be managed if as IRGC explain, companies take an “holistic” approach to approach through “characterising of risks……sound risk evaluation…….robust decision making and implementation….”  (IRGC, 2017).
[image: https://irgc.org/wp-content/uploads/2012/04/IRGC-Framework.png](IRGC, 2017).

 To gain a more complete picture, it is advisable for the management of James Plc to
carry out SWOT of the organisation and PESTLE analysis locally, nationally and 
geographically. It is advisable to engage with stakeholders through this process who
may hold information either wise unavailable to the business (Capon, 2009).


5.2. Sensitivity Analysis

     Uncertainty denotes that there is still unknown probability that results will differ than expected (Antrill, 2017). ‘Sensitivity Analysis’ where a variable is altered to assess the possible risk to the business: good and bad. It is advisable to carry out the sensitivity analysis by altering specific variables, such as revenue, tax, cost of sales, or at individual costs, both fixed and variables to establish the susceptibility to uncertainty.





5.2.1.  Worst, Predicted and Best outcomes

	Percentage of 
Predicted Net Cash 
Flow
	50% Predicted 
Scenario (Worst 
Case Scenario) 
(£’000)
	100% Predicted 
Scenario (£’000)
	150% of Predicted 
Scenario (Best 
Case Scenario) 
(£’000)

	Investment A
	-209.21

	578.86

	1,243.34

	Investment B
	-280.98
	794.69
	1792.94


	Investment C
	-463.26

	1,071.48

	2,607.21



 

If the investment levels are as proposed, from the sensitivity analysis we can deduce Investment C has the largest possible breath, with the highest possible returns which shareholders would find most appealing. The potential loss is double that of the Investment A, but initial investment of C calls for 2.6 times that of A, so potential loss is only 2 times that of A. 


To assess the this further, the change of cashflow which will result in the NPV becoming £0 is assessed. The results are as follow:

[image: ]As these results show, Investment A has a lower risk level, with cashflow having to be at a lower rate before NPV being reduced. When external factors which cannot be controlled affect the business, then it is A which is most robust to withstand them, with cashflows being depleted further before negative cashflows occur.






The graph below shows the relation between each Investment proposal and cashflow, which 100% being the original predicted cashflow. 

5.2.1Graph 1
[image: ]


Sensitivity analysis can give the potential outcomes of a decision and the variables that 
could possible affect outcomes, it cannot give clear answers for decision. This can only 
be made by managers and the shareholders tolerance for risk. Also, only one variable is 
considered at a time, so complex situations cannot be accurately analysed (Antrill, 2017)
 


6. Optimal Investment When Funds are Limited to £2,500,000

	
	Investment A
(£’000)

	Investment B
(£’000)
	Investment C
(£’000)

	Profitability
Index:
	1,615
	2,465
	3,825

	
	    750
	1,200
	2,000

	
	
	
	

	
	=2.1533
	=2.0542
	=1.9125

	Ranking
	1st
	2nd
	3rd

	


	

	
	


In order to make best use of the limited funds of £2,500,000, the following should be undertaken:

	Total of
	(A)
	£578, 860 

	Total of
	(B)
	£794,690

	£1,072,945 x 22%
	(C)
	£236,047.9

	Total NPV
	
	£1,609,597.90



· Total outlay of £750,000 for Investment A 
· Total outlay of £1,200,000 for Investment B
· (550/2,500) x100= 22% of Investment C
This outlay is the optimal investment between these three investment options. The timing of each investment is an important consideration, as it is possible that each investment will be carried out at various stages within the time frame, so as the first investment matures and provides cash surpluses, these can be reinvested into expanding each product or speeding up the next investment, so maximising investment and returns that could be generated.

7. Finance Options 

As discussed in this report, the finance options that the business chooses is significant to the success of the chosen investment strategy. Internal Finance can include short term finance: retained profit, cash in bank and sale of assets; medium term: retained profits and sale of assets; or long term: equity from owner investment (Mr Rawat, 2018). Financial gearing through borrowing often equals greater risk to an organisation, with the obligation to make ongoing, regular repayments adding to the cost of running the business (Antrill, 2017) maybe the cheaper option as equity requires high returns to the investors of the organisation (Warner & Hussain, 2017).

 Option to finance the company through investment by new shareholders may be none existent if the current shareholders find the risk to great and do not wish to relinquish some of the control/claim on the business (Drury, 2018). In order to calculate NPV of the investments accurately, the WACC (weighted cost of capital) needs to be calculated: cost of debt and equity.

[bookmark: _1t3h5sf]There are several possibilities, all with their own pros and cons, which need to be thoroughly assessed by management to discover the true cost. These are:

· Bank loans 
· Business angels 
· Crowdfunding 
· Development Bank of Wales 
· Equity finance 
· Factoring and invoice discounting 
· Grants 
· Leasing 
· Non-bank lenders 
· Overdrafts 
· Venture capital
(Business Wales, 2019)



Conclusion 

Although NPV is a far superior investment appraisal method, examples like James Plc show that a holistic approach to investment appraisal is required when deciding on investment. By making the investment based on NPV alone, Investment C would win unquestionably. Once all three options are assessed through a range of investment appraisal techniques, it becomes clear that if limited to one option, Investment A is a superior investment due to the high return per £1 spent and the lower risk associated, through higher IRR of NPV, sensitivity analysis at lower rate, shorter payback method as well as the investment strategy. This is recognised in optimal investment option also. 


Recommendations
· Prior to making the investment decisions outlined in this report, James Plc should make a thorough S.W.O.T analysis, P.E.S.T.L.E of environmental factors and market research. 

· James Plc should also talk to stakeholders and assess support for option available. 


· Secondary, James Plc should assess all avenues of finance as cost of such finance will factor highly in the profitability of the investments.
·  Before investment decision is finalise, management of James Plc are required to perform due diligence, a thorough sensitivity analysis.

· Options James Plc, should choose:

1st: “Optimal Investment Policy” (see above)
2nd: Scaled Investment A
3rd: Investment C

· If all these options are unavailable then managers of James Plc need to pause proposed investment and re-evaluate options available to the company, considering mergers and acquisition: horizontal; vertical; market; or, product extension mergers. Another positive aspect that M&As offer is the possible subsequent synergies between the two companies, such as cost saving through human capital or physical resources (Deloitte, 2018). As with all capital expenditure plans, due diligence is needed and a thorough appraisal of the proposals, with care that it is in sync with corporate strategy. 
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Appendix

Appendix 1
7.1.1. Tax Calculations for Investment A
	
	Year 0
(£’000)
	Year 1 
(£’000)
	Year 2 
(£’000)
	Year 3 
(£’000)
	Year 4
(£’000)
	

	  Cashflow
	(750)
	400
	500
	500
	500
	

	
Capital 
Allowance (25%)
	
	
(100)
	
(125)
	
(125)
	
(125)
	

	Cashflow
chargeable to 
tax
	
	300
	375
	375
	375
	

	
Corporation 
Tax @ 20%
	
	
(60)
	
(75)
	
(75)
	
(75)
	

	
	
	
	
	
	
	

	Net Cashflow
	(750)
	340
	425
	425
	425
	

	
	
	
	
	
	
	

	Cumulative
Cash Flow
	(750)
	(410)
	15
	440
	865
	



7.1.2. Tax Calculations for Investment B
	
	Year 0
(£’000)
	Year 1
(£’000)
	Year 2
(£’000)
	Year 3 
(£’000)
	Year 4
(£’000)

	Cashflow 
	(1,200)
	500
	600
	  800
	   1,000

	
Capital
Allowance
(25%)
	
	
(125)
	
(150)
	
 (200)
	
   (250)

	Cashflow
chargeable 
to tax
	
	375
	450
	 600
	    750

	Corporation 
Tax @ 20%
	
	(75)
	(90)
	 (120)
	    (150)

	
	
	
	
	
	

	Net
Cashflow 
	(1,200)
	425
	510
	  680
	     850

	
	
	
	
	
	

	Cumulative
Cashflow
	(1,200)
	(775)
	(265)
	 415
	    1,265






7.1.3. Tax Calculations for Investments
	
	Year 0
(£’000)
	Year 1 
(£’000)
	Year 2 
(£’000)
	Year 3
(£’000)
	Year 4 (£’000)

	Cashflow 
	(2,000)
	500
	1,000
	1,500
	 1,500

	
Capital
Allowance
(25%)
	
	
(125)
	
(250)
	
(375)
	
 (375)

	Cashflow
Chargeable
to tax
	
	375
	750
	1,125
	 1,125

	
Corporation
Tax @ 20%
	
	
(75)
	
(150)
	
(225)
	   
 (225)

	
	
	
	
	
	

	Net Cash
flow 
	(2,000)
	425
	850
	1,275
	 1,275

	
	
	
	
	
	

	Cumulative
Cashflow
	(2,000)
	(1,575)
	(725)
	550
	1,825







Appendix 2: Formula for NPV:
“P=Fₙ(1/(1+r)ᵑ), where

P is the present value;
                      Fₙ is the future cash flow in n years;
R is the cost of capital used as the discount factor; and n is the number of years” 
(Collier, 2015)







Appendix 3: IRR of Investment C

· Trail 1= NPV at Discount Factor of 25%

	
	Year 0 
(£’000)
	Year 1 
(£’000)
	Year 2
(£’000)
	Year 3
(£’000)
	Year 4
(£’000)
	NPV
(£’000)

	Capital
Expenditure
	(2,000)
	425
	850
	1,275
	1,275
	

	
Net Cash
flow 
	
	
	
	
	
	

	  Discount
Factor at 
20%
	1.000
	0.8
	0.64
	0.512
	0.41
	

	
	
	
	
	
	
	

	Present
Value
	(2,000)
	340
	544
	652.8
	522.75
	59.55





· Trail 2= NPV at Discount Factor of 30%

	
	Year 0 
(£’000)
	Year 1 
(£’000)
	Year 2 
(£’000)
	Year 3
(£’000)
	Year 4 
(£’000)
	NPV
(£’000)

	Capital 
Expenditure
	(2,000)
	425
	850
	1,275
	1,275
	

	
Net Cash
flow 
	
	
	
	
	
	

	Discount 
Factor at 
30%
	1.000
	0.769
	0.591
	0.455
	0.35
	

	
	
	
	
	
	
	

	Present
Value
	(2,000)
	326.825
	502.35
	580.125
	446.25
	(144.33)

	
	
	
	
	
	
	









· Trail 3= NPV at Discount Factor of 28%

	
	Year 0 
(£’000)
	Year 1 
(£’000)
	Year 2 
(£’000)
	Year 3 
(£’000)
	Year 4 
(£’000)
	NPV
(£’000)

	Capital 
Expenditure
	(2,000)
	425
	850
	1,275
	1,275
	

	
Net Cash 
flow 
	
	
	
	
	
	

	Discount 
Factor at 
28%
	1.000
	0.781
	0.610
	0.477
	0.373
	

	
	
	
	
	
	
	

	Present
Value
	(2,000)
	331.925
	518.5
	608.175
	475.575
	(65.825)

	
	
	
	
	
	
	




















Appendix 4: Discount Rate Calculations



	Percentage
	year
	calculation
	Discount rate

	
	
	
	

	25%
	0
	1/(1+0.25)⁰
	1.000

	
	1
	1/(1+0.25)
	0.8

	
	2
	1/(1+0.25)²
	0.64

	
	3
	1/(1+0.25)³
	0.512

	
	4
	1/(1+0.25)⁴
	0.41

	30%
	0
	1/(1+0.3)⁰
	1.000

	
	1
	1/(1+0.3)
	0.769

	
	2
	1/(1+0.3)²
	0.591

	
	3
	1/(1+0.3)³
	0.455

	
	4
	1/(1+0.3)⁴
	0.35

	35%
	0
	1/(1+0.35)⁰
	1.000

	
	1
	1/(1+0.35)
	0.740

	
	2
	1/(1+0.35)²
	0.549

	
	3
	1/(1+0.35)³
	0.406

	
	4
	1/(1+0.35)⁴
	0.301

	40%
	0
	1/(1+0.4)⁰
	1.000

	
	1
	1/(1+0.4)
	0.714

	
	2
	1/(1+0.4)²
	0.510

	
	3
	1/(1+0.4)³
	0.364

	
	4
	1/(1+0.4)⁴
	0.260

	42%
	0
	1/(1+0.42)⁰
	1.000

	
	1
	1/(1+0.42)
	0.704

	
	2
	1/(1+0.42)²
	0.496

	
	3
	1/(1+0.42)³
	0.349

	
	4
	1/(1+0.42)⁴
	0.246

	37%
	0
	1/(1+0.37)⁰
	1.000

	
	1
	1/(1+0.37)
	0.73

	
	2
	1/(1+0.37)²
	0.533

	
	3
	1/(1+0.37)³
	0.389

	
	4
	1/(1+0.37)⁴
	0.284

	28%
	0
	1/(1+0.28)⁰
	1.000

	
	1
	1/(1+0.28)
	0.781

	
	2
	1/(1+0.28)²
	0.610

	
	3
	1/(1+0.28)³
	0.477

	
	4
	1/(1+0.28)⁴
	0.373






Appendix 5: IRR  Appraisals for Investment A 

Trail 1= NPV at Discount Factor of 10%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(750)
	
	
	
	
	

	Net Cash flow 
	
	340
	425
	425
	425
	

	Discount Factor at 10%
	1.000
	0.909
	0.829
	0.751
	0.683
	

	
	
	
	
	
	
	

	Present Value
	(750)
	309.06
	352.325
	319.175
	290.275
	520.835

	
	
	
	
	
	
	





Trail 2= NPV at Discount Factor of 20%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(750)
	
	
	
	
	

	Net Cash flow 
	
	340
	425
	425
	425
	

	Discount Factor at 20%
	1.000
	0.833
	0.694
	0.579
	0.482
	

	
	
	
	
	
	
	

	Present Value
	(750)
	283.22
	294.95
	246.075
	204.85
	279.095

	
	
	
	
	
	
	




Trail 3= NPV at Discount Factor of 40%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(750)
	
	
	
	
	

	Net Cash flow 
	
	340
	425
	425
	425
	

	Discount Factor at 40%
	1.000
	0.714
	0.510
	0.364
	0.260
	

	
	
	
	
	
	
	

	Present Value
	(750)
	242.76
	216.75
	154.7
	110.5
	(25.29)

	
	
	
	
	
	
	




· Trail 4= NPV at Discount Factor of 42%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(750)
	
	
	
	
	

	Net Cash flow 
	
	340
	425
	425
	425
	

	Discount Factor at 42%
	1.000
	0.704
	0.496
	0.349
	0.246
	

	
	
	
	
	
	
	

	Present Value
	(750)
	239.36
	210.8
	148.325
	104.55
	(46.965)

	
	
	
	
	
	
	



	Trial
	Discount Factor
%
	Net Present Value
(£’000)

	2
	42
	(46.965)

	3
	40
	(25.29)

	Difference
	2
	21.675




Change in NPV for every 1% change in discount rate is:
(21.675/2)=10.838
The reduction % to 40% discount to achieve zero NPV is:
(25.29/10.838) x 1%= 2.33%
So, IRR equals: 40-2.33%= 37.67%



Appendix 6: IRR of Investment B
Trail 1= NPV at Discount Factor of 20%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(1,200)
	
	
	
	
	

	Net Cash flow 
	
	425
	510
	680
	850
	

	Discount Factor at 20%
	1.000
	0.833
	0.694
	0.579
	0.482
	

	
	
	
	
	
	
	

	Present Value
	(1,200)
	345.05
	353.94
	393.72
	409.7
	304.41

	
	
	
	
	
	
	



Trail 3= NPV at Discount Factor of 30%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(1,200)
	
	
	
	
	

	Net Cash flow 
	
	425
	510
	680
	850
	

	Discount Factor at 30%
	1.000
	0.769
	0.591
	0.455
	0.35
	

	
	
	
	
	
	
	

	Present Value
	(1,200)
	326.825
	301.41
	309.4
	297.5
	35.135

	
	
	
	
	
	
	



· Trail 2= NPV at Discount Factor of 35%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(1,200)
	
	
	
	
	

	Net Cash flow 
	
	425
	510
	680
	850
	

	Discount Factor at 35%
	1.000
	0.740
	0.549
	0.406
	0.301
	

	
	
	
	
	
	
	

	Present Value
	(1,200)
	314.5
	279.99
	276.08
	255.85
	(73.58)

	
	
	
	
	
	
	




· Trail 3= NPV at Discount Factor of 37%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	NPV
(£’000)

	Capital Expenditure
	(1,200)
	
	
	
	
	

	Net Cash flow 
	
	425
	510
	680
	850
	

	Discount Factor at 37%
	1.000
	0.73
	0.533
	0.389
	0.284
	

	
	
	
	
	
	
	

	Present Value
	(1,200)
	310.25
	271.83
	264.52
	241.4
	(112)

	
	
	
	
	
	
	




	Trial
	Discount Factor
%
	Net Present Value

	1
	37
	(112)

	2
	35
	(73.58)

	Difference
	2
	(38.42)



Change in NPV for every 1% change in discount rate is:
(38.42/2)=19.21
The addition % to 20% discount to achieve zero NPV is:
(73.58/19.21) x 1%= 3.83%
So, IRR equals: 35-3.83%= 31.17%




Appendix 7: Best- and Worst-Case Calculations
Investment B
NPV Best Case 
Tax Calculations for Investments
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Cashflow = 50%
	(1,200)
	750
	900
	1200
	1,500

	Capital Allowance (25%)
	
	(187.5)
	(225)
	(300)
	(375)

	Cashflow chargeable to tax
	
	562.5
	675
	900
	1,125

	Corporation Tax @ 20%
	
	(112.5)
	(135)
	(180)
	(225)

	
	
	
	
	
	

	Net Cashflow 
	(1,200)
	637.5
	765
	1,020
	1,275

	
	
	
	
	
	

	Cumulative Cashflow
	(1,200)
	(562.5)
	202.5
	1,222.5
	2,497.5




NPV Calculations
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(1,200)
	
	
	
	

	Net Cash flow 
	
	637.5
	765
	1,020
	1,275

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(1,200)
	590.325
	655.605
	809.88
	937.125

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(1,200)
	(609.675)
	45.93
	855.81
	1,792.935



NPV Worst Case.
Tax Calculations for Investments
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Cashflow -50%
	(1,200)
	250
	300
	400
	500

	Capital Allowance (25%)
	
	(62.5)
	(75)
	(80)
	(100)

	Cashflow chargeable to tax
	
	187.5
	225
	320
	400

	Corporation Tax @ 20%
	
	(37.5)
	(45)
	(64)
	(80)

	
	
	
	
	
	

	Net Cashflow 
	(1,200)
	212.5
	255
	336
	420

	
	
	
	
	
	

	Cumulative Cashflow
	(1,200)
	(987.5)
	(732.5)
	(396.5)
	23.5




NPV Calculations
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(1,200)
	
	
	
	

	Net Cash flow 
	
	212.5
	255
	336
	420

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(1,200)
	196.775
	218.535
	266.784
	308.7

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(1,200)
	(1,003.225)
	(784.69)
	(517.906)
	(209.206)




Investment C
NVP Best Case Scenario
Tax Calculations for Investments
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Cashflow +50%
	(2,000)
	750
	1,500
	2,250
	2,250

	Capital Allowance (25%)
	
	(187.5)
	(375)
	(562.5)
	(562.5)

	Cashflow chargeable to tax
	
	562.5
	1,125
	1,687.5
	1,687.5

	Corporation Tax @ 20%
	
	(112.5)
	(225)
	(337.5)
	(337.5)

	
	
	
	
	
	

	[bookmark: _Hlk535066085]Net Cash flow 
	(2,000)
	637.5
	1,275
	1,912.5
	1,912.5

	
	
	
	
	
	

	Cumulative Cashflow
	(2,000)
	(1,362.5)
	(87.5)
	1,825
	3,737.5




NPV Calculations
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(2,000)
	
	
	
	

	Net Cash flow 
	
	637.5
	1,275
	1,912.5
	1,912.5

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(2,000)
	590.325
	1092.675
	1,518.525
	1,405.688

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(2,000)
	(1,409.675)
	(317)
	1,201.525
	2,607.213



NPV Worst Case Scenario 
Tax Calculations for Investments
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Cashflow -50%
	(2,000)
	250
	500
	750
	750

	Capital Allowance (25%)
	
	(62.5)
	(125)
	(187.5)
	(187.5)

	Cashflow chargeable to tax
	
	187.5
	375
	562.5
	562.5

	Corporation Tax @ 20%
	
	(37.5)
	(75)
	(112.5)
	(112.5)

	
	
	
	
	
	

	Net Cash flow 
	(2,000)
	212.5
	425
	637.5
	637.5

	
	
	
	
	
	

	Cumulative Cashflow
	(2,000)
	(1,787.5)
	(1,362.5)
	(725)
	(87.5)



NPV Calculations
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(2,000)
	
	
	
	

	Net Cash flow 
	
	212.5
	425
	637.5
	637.5

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(2,000)
	197.775
	364.225
	506.175
	468.563

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(2,000)
	(1,802.225)
	(1,438)
	(931.825)
	(463.262)





Investment A
[bookmark: _Hlk535063165]NPV Best Case 
	
	Year 0
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	

	Cashflow + 50%
	(750)
	600
	750
	750
	750
	

	Capital Allowance (25%)
	
	(150)
	(187.5)
	(187.5)
	(187.5)
	

	Cashflow chargeable to tax
	
	450
	562.5
	562.5
	562.5
	

	Corporation Tax @ 20%
	
	(90)
	(112.5)
	(112.5)
	(112.5)
	

	
	
	
	
	
	
	

	Net Cashflow
	(750)
	510
	637.5
	637.5
	637.5
	

	
	
	
	
	
	
	

	Cumulative Cash Flow
	(750)
	(240)
	397.5
	1,035
	1,672.5
	



	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(750)
	
	
	
	

	Net Cash flow 
	
	510
	637.5
	637.5
	637.5

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(750)
	472.26
	546.338
	506.175
	468.563

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(750)
	(277.74)
	268.598
	774.773
	1,243.336



NPV Worst Case 
	
	Year 0
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	

	Cashflow - 50%
	(750)
	200
	250
	250
	250
	

	Capital Allowance (25%)
	
	(50)
	(62.5)
	(62.5)
	(62.5)
	

	Cashflow chargeable to tax
	
	150
	187.5
	187.5
	187.5
	

	Corporation Tax @ 20%
	
	(30)
	(37.5)
	(37.5)
	(37.5)
	

	
	
	
	
	
	
	

	Net Cashflow
	(750)
	120
	150
	150
	150
	

	
	
	
	
	
	
	

	Cumulative Cash Flow
	(750)
	(630)
	(480)
	(330)
	(180)
	



	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(750)
	
	
	
	

	Net Cash flow 
	
	120
	150
	150
	150

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(750)
	111.12
	128.55
	119.1
	110.25

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(750)
	(638.88)
	(510.33)
	(391.23)
	(280.98)





Appendix 8:Scaled Investment A 
Tax Calculations for Investment A
	
	Year 0
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)
	

	Cashflow
	(2,000)
	1,066.667
	1,333.333
	1,333.333
	1,333.33
	

	Capital Allowance (25%)
	
	(266.668)
	(333.333)
	(333.333)
	(333.333)
	

	Cashflow chargeable to tax
	
	799.999
	1,000
	1,000
	1,000
	

	Corporation Tax @ 20%
	
	(160)
	(200)
	(200)
	(200)
	

	
	
	
	
	
	
	

	Net Cashflow
	(2,000)
	726.667
	1,133.33
	1,133.33
	1,133.33
	

	
	
	
	
	
	
	

	Cumulative Cash Flow
	(2,000)
	(1,273.333)
	(140.003)
	993.327
	2,126.657
	




[bookmark: _Hlk535147184]NPV Calculations at Discount Factor of 8%
	
	Year 0 (£’000)
	Year 1 (£’000)
	Year 2 (£’000)
	Year 3 (£’000)
	Year 4 (£’000)

	Capital Expenditure
	(2,000)
	
	
	
	

	Net Cash flow 
	
	726.667
	1,133.33
	1,133.33
	1,133.33

	Discount Factor at 8%
	1.000
	0.926
	0.857
	0.794
	0.735

	
	
	
	
	
	

	Present Value
	(2,000)
	672.89
	971.26
	899.86
	833

	
	
	
	
	
	

	Cumulative discounted Cashflow
	(2,000)
	(1,327.11)
	(355.85)
	544.01
	1,377.01
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