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1. Executive summary

The InterContinental Hotels Group (IHG) is a hospitality company. I am going to be presenting several key financial ratios based on the IHG’s financial statements from the last available 2 years (2016 and 2017). I will also be critically evaluating the ratios, including their limitations, as well as discussing the possible reasons for differences over the last 2 years. Lastly, I will be making recommendations to the financial management team to help improve the company’s earnings and security.


2. Introduction

IHGis a hospitality company whose shares are traded on the London Stock Exchange and it is part of the FTSE 100 Index. It owns around 5000 hotels in 100 countries (IHG, 2018). The following is a presentation of financial ratios from the last 2 years. Further breakdown of the calculations are shown in the Appendices.


3. InterContinental Hotels Group 2-year ratio results

	
	
	2017
	2016

	Profitability (P)
	(P) Return on Capital Employed 
	40.78%
	37.81 %

	
	(P)  % Net Profit 
	[bookmark: _Hlk535350436]42.77%
	39.53 %


	
	(P) % Gross Profit 
	65.92%
	66.18 %

	
	(P) % Return on Assets 
	40.78%
	37.81%

	
	(P) % Return on Net Assets

	- 89.66%
	-89.33%

	
	(P) Asset Turnover 
	0.95 times
	0.96 times

	
	(P) % Return on owner’s equity
	18.51%
	19.26%

	Liquidity (L)
	(L) Current Ratio
	0.48 times
	= 0.56 times

	
	(L) Quick Ratio or Acid Test
	0.48 times
	= 0.55 times

	Gearing (G)
	Gearing
	76.59%
	77.71%

	Investment (I)
	(I)Earnings per share
	£1
	£1

	
	(I) Dividend Cover
	5.92 times
	6.13 times

	
	(I) Interest Cover
	14.13 times
	11.69 times

	Efficiency (E)
	(E) Stock Turnover
	202.67 times (1.8 days)
	193.3 times (1.89 days)

	
	(E) Debtor Collection Period
	112.73 days
	100.45 days

	
	(E) Creditor Payment Period
	782.83 days
	713.64 days
     





4. Analysis

4.1 Profitability

The return on capital employed (ROCE) increased by almost 3% from 2016 to 2017. Overall, it is still higher than the interest rate that would be gained from a bank.  Additionally, McIsaac (2004) discusses how the ROCE should at least be more than the cost of borrowing. The net profit margin has also increased by a similar amount, and is quite significant at 42.77% in 2017. However, the gross profit margin has also decreased to 65.92%. The increase in cost of sales is a likely contributing factor as McIsaac points out, and this requires investigation. However, the return on owner’s equity decreased in 2017 to 18.51%. Although the return on assets increased, it is worrying that there was a negative return on net assets. This means that the company is actually making a loss on its assets. New changes in the industry including Airbnb™ and price comparison sites could also be leading to this. The low asset turnover could also indicate that the company is not capital intensive (McIsaac, 2004). Nevertheless, these figures should be compared to similar companies to determine their significance and impact (Tutor2u, 2018d)


4.2 Efficiency

The debtor collection period is around 112 days, which is more than the recommended 60 days and indicates reduced efficiency in the company’s management of credit. In particular, this could be due to lack of screening of debtors prior to lending, which could be intentional to help increase sales (McIsaac 2004). However, this figure can also be affected by anomalous figures (Atrill and McLaney, 2016). On the other hand the creditor payment period is 782 days, which is a long period after IHG has received owed credit. This helps cash flow and the company may have been offered free credit for some loans, but, as McIsaac notes, could also damage its reputation amongst its suppliers. Overall, both periods have increased, but more so the creditors payment period. The stock turnover ratio has also increased to 202.67 times; a high number may indicate efficient stock management with little unused inventory and a good supplier who is able to meet demands in a timely manner (Demonstrating Value, no date; Duston, 2018b). On the other hand it could also be due to inadequate stock and indicate a high risk of stock shortages. 


4.3 Liquidity

Both the current ratio and quick ratios have reduced to 0.48:1. Because the ratios are less than 1, it indicates that the company is not able to fully pay its current liabilities or does not have enough current assets (Tutor2u, 2018c). This may put off potential creditors and investors. The quick ratio seems more reliable because, as discussed by Demonstrating Value (no date), it is not guaranteed that stock would be able to generate the estimated cash on time to help pay the liabilities. On another note, the fact that both ratios are equal indicates that IHG’s stock account for a small proportion of its current assets (McIsaac, 2004). This is understandable for a hotel chain which normally depends on suppliers instead of holding its own raw materials. Overall, as discussed by Tutor2u, these ratios are relative and IHG has such a long creditor payment period which indicates that it may be powerful enough to delay its payments. McIsaac also emphasises that this value should also be compared to what is acceptable in this sector.


4.4 Investment

The earnings per share have remained at £1 and the target should always be the highest possible. The dividend cover has decreased from £6.13 to £5.92; however, it remains above 1 which reassures us that IHG is not paying more to the shareholders than it earned (McIsaac, 2004). Additionally, the interest cover has increased and is likely to be at a level which satisfies banks. The significance of these figures should be confirmed after comparing this figure with that for other businesses in the same sector.



4.5 Gearing

The gearing ratio (ratio of loan: share capital) has decreased slightly to 76.59%. It is significantly over 50% and indicates that a significant proportion of the company’s long-term capital is provided by loans (Tutor2u, 2018b).  Reasons for this could be if the cost of debt is low, especially when compared to the anticipated profits. Another reason could be using the loans to invest and increase profits and dividends (Atrill and McLaney, 2016). However, it also means that the business has a higher risk of liquidation and higher risk of shareholders not being paid dividends or losing the money they invested. It may also turn away creditors and potential investors. One way of combating this, discussed by Tutor2u, is by ensuring a low interest rate or a high interest cover, preferably over 3. The interest cover has increased to almost 14 times in this case. On the other hand, McIsaacs (2004) warns that a decrease in profits may lead to a business not being to meet its payments. 


5. Recommendations

The following are recommendations to improve the financial management of the company based on the above analysis.

1. Profitability: 
· To help increase profit;
· There should be innovative ways for saving on cost of sales. This would require an item by item breakdown of all the costs, including raw materials and wages, and a search for cheaper alternatives whilst still maintaining the same or higher quality.
· There should also be an increase in the marketing drive in-order to increase sales.
· Overall, cash inflow should outweigh outflow and there should be short and long term plans to achieve this, with a close look at the cash flow financial statements.
· However, although it is important to be focused on ensuring a business increases its profits, Jones (2015) emphasises the importance of an increase in philanthropic giving being proportional to a company’s increase in profits. As I discuss in the online forum, focusing on profit only can have adverse effects (Kashora, 2018). For instance, strategies that increase prices or reduce the product’s quality can lead to a reduction in customers and/or customer satisfaction. Overall, there needs to be a balance, and the “Just Index” or a similar tool should be incorporated into the company’s financial management.


2. Efficiency:
· There needs to be a significant decrease in the company’s debt collection period to less than 60 days to ensure better cash flow. Options include setting credit limits, and procedures for anticipating and dealing with delayed payments (Duston, 2018b). Niven (2013) also recommends setting cashflow targets, prompt invoicing, and using technology to make the payment process easier.  Hunt (2003) discusses vetting new clients and Sugar (2019) discusses having a clear payment agreement and clearer invoices, as well as being proactive in ‘chasing’ payments, including a reminder before the due date. 
· Similarly, the company needs to reduce its credit payment period to a similar figure to ensure that it maintains a good reputation with suppliers. Another option is to negotiate pay deals if struggling to pay (Hunt, 2003).
· The stock turnover is high but could be in line with the average figures for this sector (Tutor2u, 2018a). It is important to ensure that this high figure does not mean a high risk of shortage of stock due to mismanagement.

3. Liquidity and Gearing:
· The company needs a practical plan to start paying off of its short and long debts. This could be tied in with a plan to increase profits, and may also include selling off assets to raise money.  There also needs to be a balance between borrowing to fund investments and increase profits whilst paying off the debt but not borrowing too much to then increase the financial risk (Demonstrating Value, no date). After reaching its target liquidity and gearing ratios, the company should set a threshold for these ratios, at which the company must remain as a show of good financial management.

4. Investment
· After focusing on increasing profits and paying off debt, this could then increase the earnings per share and Dividend cover and reduce the Interest cover. Atrill and McLaney (2016) also discourage the use of debt to  pay dividends.

Overall, the company should ensure that its balance sheet figures remain competitive to companies in the same sector. 


6. Limitations of ratios


There are many advantages to ratios. For instance, McIsaac (2014) describes how ratios offer a simple and understandable way of reviewing a company’s finances, and can help to identify strengths or weaknesses, and trends over years. However, balance sheets for more years than 2 should be analysed to improve the reliability of recommendations. Even then, McIsaac warns that these ratios may not be a reliable predictor of future failure. The figures should also be benchmarked against similar companies (Tutor2u, 2018d; Atrill and McLaney, 2016). McIsaac also discussed how the ratios should also be placed within the context of the company’s strategy and other financial information. Otherwise, in isolation, the significance of the ratios is difficult to determine. As Atrill and McLaney (2016) discuss, further investigation is required to question the ratios and their trends. Training is also required in how to develop practical plans to improve the identified areas which require improvement. This is because, as McIsaac argues, analysis of ratios should translate into questions for the financial team. These should ultimately lead to action to improve the business. 


I also noted that some of the ratios described online where different from my own calculations. For instance, Shares Magazine (2019) gives gearing values which are different from my own for both years. Different sources also have different values and items on the balance sheet for the same company in the same period. For instance the balance sheet for IHG given by Shares Magazine and that given by The Wall Street Journal vary significantly (2019), including in the lay out. Therefore, as described by Open Tuition (2019), the International Accounting Standards Board (IASB) framework should be used to ensure standardised financial statements and to reduce inter-individual variation in interpretations. 


Other limitations ratios include that they do not interpret non-monetary items, do not look at short-term fluctuations (Dunstan, 2018). Atrill and McLaney (2016) also discuss how ratios are relative, and further financial information should still be required. These are considerations which Stack (2012) seems to gloss over when discussing how he simply takes pre-calculated ratios when making budget requests. However, analysing ratios can be laborious and complicated, and what finance managers need may be the actual ratios and then the practice and judgement in applying them.

7. Conclusion

In conclusion, IHG is producing profits but there is scope to increase these to pay of its debts. It also needs to employ better finance management, including reducing its creditor payment period and debtor collection period. However, there are limitations to finance ratios such as their dependence on sector averages for interpretation. Such limitations should be factored in when developing a plan to act on the results of analysing the financial statements.
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APPENDICES


[bookmark: _Hlk535076704]Appendix A: Calculation of financial ratios

All ratios calculated using figures from Share Magazine except for those marked;
* (current assets, shareholders’ equity): obtained from The Wall Street Journal (quotes.wsj.com)
~ (interest on borrowings): obtained from IHG’s Annual Report and Form 20-F 2017
See references list for full details.

[bookmark: _Hlk535042730]2017 calculations

1. [bookmark: _Hlk535043062]Profitability

	[bookmark: _Hlk535048083](P) Return on Capital Employed = 40.78%
	763
(-851 + 2722)

	x 100%

	
(P)  % Net Profit = 42.77%

	
763
1784

	
x 100%

	(P) % Gross Profit = 65.92%
	1176
1784

	x 100%

	(P) % Return on Assets = 40.78%
	763
(3175 – 1304)

	x100%

	(P) % Return on Net Assets= 
- 89.66%
	763
(3175 - 4026)


	x100%

	[bookmark: _Hlk535060078](P) Asset Turnover = 0.95 times
	1784
(3175 – 1304)


	

	(P) % Return on owner’s equity= 18.51%
	154
154 + 678


	x100%




2.  Liquidity
	(L) Current Ratio = 0.48 times
	620*
1304



	(L) Quick Ratio or Acid Test= 0.48 times
	620* - 3
1304






3. Gearing ratio

	(G) Gearing  = 
76.59% 

or 

429.34%
	2722                                       x 100%
               (2722 + 154 + 678)

Or

2722                                           x  100%
                       634*

 



[bookmark: _Hlk535067622]4.  Investment  
	(I)Earnings per share = £1
	154
154


	(I) Dividend Cover = 5.92 times
	154
26 (H1 dividend, converted from USD to GBP)


	(I) Interest Cover = 14.13 times
	763
54~





[bookmark: _Hlk535068383]5. Efficiency
	(E) Stock Turnover or in days = 202.67 times OR  1.8 days
	608      OR           3             x365
                 3                       608



	(E) Debtor Collection Period = 112.73 days
     ( Receivables )
	                       551         x 365 days
                                   1784



	(E) Creditor Payment Period = 782.83
     ( Payables )
	             1304      x 365 days
                                 608











2016 calculations

1. Profitability

	(P) Return on Capital Employed = 37.81 %
	678
(-759 + 2552)

	x 100%

	
(P)  % Net Profit = 39.53 %

	
678
1715

	
x 100%

	(P) % Gross Profit = 66.18 %
	1135
1715

	x 100%

	(P) % Return on Assets = 37.81%
	678
2927 - 1134

	x100%

	(P) % Return on Net Assets= -89.33%
	678
(2927 – 3686)

	x100%

	(P) Asset Turnover = 0.96 times
	1715
(2927 – 1134) 


	

	(P) % Return on owner’s equity= 19.26%
	141
141 + 591


	x100%



2. Liquidity
	(L) Current Ratio = 0.56 times
	630*
1134



	(L) Quick Ratio or Acid Test=  0.55 times
	630* - 3
1134






3. Gearing ratio

	(G) Gearing  =
77.71%
 
or 

410.95%
	2552            x 100%
                           (2552 + 141 + 591)


Or

2552                  x  100%
                                     621*

 




4. Investment  
	(I)Earnings per share = £1
	141
141



	(I) Dividend Cover = 6.13 times
	141
23 (H1 dividend)



	(I) Interest Cover = 11.69 times
	678
58~

~converted from USD to GBP 





5. Efficiency
	(E) Stock Turnover or in days = 193.3 times  OR   1.89 days
	           580       OR              3             x365
              3                          580



	(E) Debtor Collection Period = 100.45 days
     ( Receivables )
	           472         x 365 days
                              1715



	(E) Creditor Payment Period =  713.64 days
     ( Payables )
	             1134      x 365 days
                                 580
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1. Executive summary

The directors of James Plc are considering whether or not to invest in the potential to expand the business and have three options with predetermined expenditure. I will be writing a report to advise the directors on whether they should undertake the project(s) or focus on other opportunities. This will be based on investment appraisal, including use of net present value (NPV), internal rate of return (IRR), and other factors which should be considered. I will then conclude with the different finance options, and their advantages and disadvantages.

2. Introduction


James Plc produce garden furniture and associated items. The directors have three options with predetermined expenditure for expanding the business;

A. Expand its retail outlet to include all products: £750, 000
B. Develop into internet sales: £1,200,000
C. Produce greenhouses and conservatories: £2,000,000

The most recent estimates of year-end cash flows is as follows for each of the options:

	
	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


 


3. [bookmark: _Hlk535092644]Comparing the projects

Table 1 shows comparisons between Projects A, B and C. Further breakdown of the calculations are shown in the appendices. After reviewing these figures I would recommend Project A as it has a positive NPV and has the shortest discounted payback. Of course, it could be argued that Projects B and C which have higher NPV values will increase the balance sheet much more. But the lower NPV of these projects compared to their initial investment means that a loss has actually been made on the initial investment and indicates a bad opportunity cost.  However, as argued by Duston (2018), payback period does not take into account future cashflows after the payback period which may actually end up being larger and more positive for Projects B and C in the long term. Additionally, although it does have the lowest IRR, the difference compared to Project B and C is not significant, and all the values of IRR round up to 16%. 

	
	Project A
	Project B
	Project C

	NPV at 8%
	£813 400
	£1,147 400
	£1,613 500

	Discounted Payback at 8%
	1.75 years
	2.35 years
	2.57 years

	IRR
	15.67%
	15.98%
	16.36%


Table 1. NPV, net present value. IRR, internal rate of return



a. [bookmark: _Hlk535089254]Analysis

NPV is a discounting method of appraising an investment. It is valuable as it shows the return on the investment having taken into account the effect of interest rates on the future value of the initial investment.  Thus, as Atrill and McLaney discuss, it takes into account the time value of money. It also factors in all the relevant cashflows, even after a payback period, and can aid a business in meeting its financial objectives (Atrill and McLaney, 2016). This may be a reliable method than the non-discounting methods of investment appraisal. However, high NPVs may hide the fact that actually the investment is worth less than the initial investment in real numbers, as shown by Projects B and C above. Additionally, non-discounting methods such as the average rate of return (ARR) may be viewed as being simpler. However, ARR does not factor in the timing of cash flows which is important as returns become more uncertain with time (Griffiths, 2016). Ultimately, business should use more than 1 method to appraise an investment as this may offer more comprehensive information. 

Other factors also need to be considered before an investment decision is made. For instance, the current competition, environmental regulations, changes in technology and the current economic climate. Shareholders should also be consulted. Market research is also required for each potential project. For instance this could help determine whether the customers for James Plc prefer a greater range of items, an ability to buy online and whether greenhouses or conservatories are popular at the moment. Syngenta were able to use their knowledge of the market to make profitable expansions to their business (Griffiths, 2016). For instance they knew that the global demand for its product was high and so decided to increase its production. Syngenta were also able to determine whether their current infrastructure would be able to accommodate the new project, and this is something that James PLC should also do. 

Anticipation should also be made for potential risks such as lower costs than expected, equipment malfunctioning and higher wages (Duston, 2018). Additionally, Ahmed (2018), on the online discussion forum, presents an appraisal framework which also includes continuous evaluation once the project has started in order to deal with any adverse events. Such analysis can help to avoid situations whereby a company makes a loss on its investment. For instance, Tata made a loss when it tried to expand its business (BBC News, 2016). This was mainly due to the company being unprepared for competition and high costs of sales. Unfortunately, the failure of this venture had other consequences such as the loss of jobs.


b. Divisible project

Assuming that the funds are limited to £2,500,000 and the projects are divisible, (i.e. it is possible to undertake a fraction of a total project), Table 2 shows the optimal investment policy and the resulting total NPV from my investment policy. 


Project       Ranking   Benefit/ Cost     Initial outlay             Resultant NPV
                                        Ratio                       £’000                             £’000        
    A                  1st           1.085                       750                                813.4

    B                 2nd          0.956                       1200                               1147.4

   C	        3rd           0.807                       50                                  40.34

                                                                 -------------                      -----------
                                                                   2500 maximum                2001.14


Table 2. Optimal investment policy and resultant NPV if the projects are divisible. Assume corporation tax is 20% and capital allowances are 25% on a straight line basis. All of these cashflows occur in the year that they arise. NPV, net present value

Therefore the optimal investment is 100% of Projects A and B, and 2.5% of project C. The resultant NPV of £2, 001 140 is the best possible which can be obtained with these 3 projects from an initial investment of £2.5 million. These projects are divisible but if they were indivisible then we would only undertake Projects A and B because the remaining £50 000 left after doing Project A and B would not be enough to complete Project C in its entirety.									


4. Recommendations

Overall, I think that the Board of James plc should finance the project using internal finance. As described by Rawat (2009) this includes retained profits, investment by the owner and sale of assets. This is because it is quicker to obtain, they will not have any interest to pay, will not face any loss of ownership and there is a low financial risk. Although the company can lose the money, they do not have to worry about paying the money back and and potential high interest rates which plague external sources of finance such as bank loans (Rawat, 2009). On the other hand bank loans do ensure ownership and the interest rate is tax-deductible (Tutor2u, 2018). But still they have high financial risk and this is reflected in how they raise the gearing ratio. It is worth mentioning the issuing of ordinary shares as a potential source of finance; it offers low financial risk, and the size of dividends paid out can be made proportional to the profit. However, there is loss of ownership and there may be a reduction in equity, and this also applies to crowdfunding and business angels (Lewis, 2012).

Overall, with the advantages and disadvantages listed of the different finance methods listed in Table 1, I feel that the company should use internal finance .  However, it could combine this with other lower risk options such as government assistance schemes such sector-specific grants. Consideration should also be given to acquiring or merging with another hotel or leisure company in order to achieve a higher combined internal source finance, although this may lead to a loss of ownership of the business as well as an increase in the amount of shareholders who require dividend payments (Rawat, 2009). 

	
	Advantages
	Disadvantages

	Internal finance 
	No interest to pay
No loss of ownership
Low financial risk
Quicker to obtain
	Can lose own profit 

	Issuing ordinary shares (external source)
	Low financial risk
Doesn’t have to be repaid
Dividends are paid out of profits
Size of dividends is flexible
	Loss of ownership
May reduce return on equity
Dividends not tax deductible

	Bank loan (external source)
	No loss of ownership
Interest is tax-deductible
	Has to be repaid 
Interest rates can be high and fluctuate
High arrangement fees
High financial risk 


Table 1. Advantages and disadvantages of different methods of finance

5. Conclusion

[bookmark: _GoBack]In conclusion, I think that the Directors should undertake the Project A due to its positive NPV and shorter Discounted Payback. However, other factors such as the current competition should be considered and the results of market research should be utilised. Ultimately I would recommend that the project be carried out using internal sources of long-term finance as they are lower risk and there is no need to pay the money back or pay any interest. 
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Appendix A: Financial calculations for Project A


	
Year
	
Net cash flow
    £’000
	Discount
Factor 8%		NPV
                               £’000
	Discount
Factor 20%		NPV
                               £’000

	0
	750
	1.000                      750.00
	1.000                      750.00

	1
	400
	0.926                               370.40
	0.833                              333.20

	2
	500
	0.857                               428.50
	0.694                              347.00

	3
	500
	0.794                                397.00
	0.579                              289.50

	4
	500
	0.735                               367.50
	0.482                              241.00

	
	
			          
			          



NPV at 8% = £1,563 400 – £750, 000 = £813 400

NPV at 20% = £1,210 700 – £750, 000 = £460 700

Discounted Payback at 8% = 1 years + 321.5/428.50 years = 1.75 years

[bookmark: _Hlk535176166]IRR = 15.67%


[bookmark: _Hlk535175936]
813.4			(460.7)


8%			    20%

813.4  + 460.7 		=	1274.1

8% - 20%	 		=	12%

IF 1274.1 = 12%

1%	 = 	1274.1 	= 	106.18
             	    12

  813.4 	= 	 813.4 		=	7.67% (or 8%)
	 	            106.18

        IRR 	=    8% + 7.67% = 15.67%










Appendix B: Financial calculations for Project B


	
Year
	
Net cash flow
    £’000
	Discount
Factor 8%		NPV
                               £’000
	Discount
Factor 20%		NPV
                               £’000

	0
	1,200
	1.000                        1,200
	1.000                      1,200

	1
	500
	0.926                                463.00
	0.833                              416.50

	2
	600
	0.857                                514.20
	0.694                              416.40

	3
	800
	0.794                                635.20
	0.579                              463.20 

	4
	1,000
	0.735                                735.00
	0.482                               482.00

	
	
			          
			          



NPV at 8% = £2,347 400 – £1,200 000 = £1,147 400

NPV at 20% = £1,778 100 – £1,200 000 = £578 100

Discounted Payback at 8% = 2 years + 222.8/635.20 years = 2.35 years

[bookmark: _Hlk535176479]IRR = 15.98%


[bookmark: _Hlk535176189]
1147.4			(578.1)


8%			    20%

1147.4  + 578.1 		=	1725.5

8% - 20%	 		=	12%

IF 1725.5 = 12%

1%	 = 	1725.5 	= 	143.79
             	    12

  1147.4 	= 	 1147.4 		=	7.98% (or 8%)
	 	            143.79

        IRR	=    8% + 7.98% = 15.98%






	Appendix C: Financial calculations for Project C

	
Year
	
Net cash flow
    £’000
	Discount
Factor 8%		NPV
                               £’000
	Discount
Factor 20%		NPV
                               £’000

	0
	2,000
	1.000                       2,000
	1.000                      2,000

	1
	500
	0.926                              463.00
	0.833                             416.50

	2
	1,000
	0.857                               857.00
	0.694                             694.00

	3
	1,500
	0.794                              1191.00
	0.579                             868.50

	4
	1,500
	0.735                              1102.50
	0.482                              723.00

	
	
			          
			          



[bookmark: _Hlk535091871]NPV at 8% = £3,613 500 – £2,000, 000 = £1,613 500

NPV at 8% = £2,702 000 – £2,000, 000 = £702 000

Discounted Payback at 8% = 2 years + 680/1191.00 years = 2.57 years

IRR = 16.36%



1613.5			(702)


8%			    20%

1613.5  + 702 		=	2315.5

8% - 20%	 		=	12%

IF 2315.5 = 12%

1%	 = 	2315.5 	= 	192.96
             	    12

  1613.5 	= 	 1613.5 		=	8.36% (or 8%)
	 	            192.96

        IRR	=    8% + 8.36% = 16.36%





Appendix D: Optimal investment policy

Optimal investment policy.

Project       Investment    8%            Cost –               Ranking.
                        Cost          NPV         Benefit Ratio. 
                         £’000        £’000

   A                    750          813.4              1.085                  1. 

   B                   1,200        1147.4            0.956                  2.

  C		         2,000       1613.5               0.807		3.

Note  Cost Benefit Ratio =        NPV
                                           Cost of Capital 

=    the comparison of the NPV of a project with its initial cost. 

Resulting NPV from optimal investment policy.

Project       Ranking   Benefit/ Cost     Initial outlay             Resultant NPV
                                        Ratio                       £’000                             £’000        
    A                  1st           1.085                       750                                813.4

    B                 2nd          0.956                       1200                               1147.4

   C	        3rd           0.807                       50                                  40.34



                                                                 -------------                      -----------
                                                                   2500 MAX.                       2001.14
                                                                  -------------                     ------------ 

Proportion of Project C undertaken = 50/2000 * 100%  = 2.5%

Resultant NPV for Project X = 0.025  x  £1, 613, 500 = £40 337.50
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