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[bookmark: _Toc41639144][bookmark: _Toc41640800]Introduction
JD Sports Fashion Plc (JD Sports), a subsidiary of Pentland Group Plc, is a multichannel retailer that trades and dispenses branded sportswear, as well as fashion wear products, and as such, categorises its business processes into two segments: Sports Fashion and Outdoor (JD Sports, 2019). As of February 2019, JD Sports had a total of 2,420 stores; 2,167 of which are Sports Fashion stores and 253 are Outdoor, in which they operate predominantly in the UK, the US, and Europe, but have a growing influence in other areas of the world  (JD Sports, 2019). To develop on that point, JD Sports have successfully entered new markets in Australia and Malaysia, two areas that have financial promise (Reklaitis, 2018). Furthermore, the stock that JD Sports have and currently acquire has been quoted as "offering excellent value", and various investors have stated that the organisation is fast-growing, ambitious, with an excellent setup and vast potential (Reklaitis, 2018). As such, the researcher believes that JD Sports offers an excellent opportunity to examine their financial statements during the last two years, offering a better interpretation of the company’s performance by comparing different periods, and seeing if any trends are transpiring. 
[bookmark: _Toc41639145][bookmark: _Toc41640801]Evaluation of Ratios
[bookmark: _Toc41639146][bookmark: _Toc41640802]Performance Ratios 
[bookmark: _Toc41639147][bookmark: _Toc41640803]Return on Investment
	2019: 25%
	2018: 28%



Return on Investment (ROI) is used by creditors and owners to firstly assess the company’s ability to earn an adequate rate of return, in which they can compare the ROI of their respective company to those of other companies in the same field to assess their financial health (Friedlob and Plewa, 1996). It can also allow to provide information about the efficiency of management; as tracking ROI over some time establishes whether a company has proficient management, as well as being important for potential partners and suppliers as they measure the present and future investment and what return is expected (Friedlob and Plewa, 1996). Although figures for JD Sports have declined by 3% down to 25% for 2019, it is still a healthy figure for the organisation. However, they should be cautious for the following years that the figure does not continue to spiral down. There are many reasons why the ROI may have decreased, from a dipped performance, increased competition, and economic drop. However, JD Sports have close ties to Nike and Adidas, two huge brands, which has allowed them to outpace its rivals in terms of the products it sells. 
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	2019: 30%
	2018: 33%



Return on Capital Employed (ROCE) is used to measure the profitability of a company, and if the profit is related to the amount of capital invested in the business, the profit can be seen in perspective, but this measure differs depending on whether it is a reliable measure of profit but also a  reliable measure of capital invested (Whiting, 1986). This ratio also evaluates the inputs, so the capital invested, with the outputs, for instance operating profit (Atrill and McLaney, 2008). This evaluation is critical in measuring the effectiveness with which funds have been presented (Atrill and McLaney, 2008). Although the ROCE has dropped to 30% from 33%, it is still a healthy figure for JD Sports. However, as a primary measure of profitability, JD Sports do not want ROCE to consistently fall annually.
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	2019: 48%
	2018: 48%



Gross Profit Margin (GPM) is used to assess a company’s financial health as it calculates the quantity of money left over from the produce sales after deducting the cost of goods sold (Pinson, 2008). A GPM that is significant is a good sign of management as it suggests that the production cost of the organisation is low, as well as revealing that there is a higher sales price without an upsurge in the cost of goods sold (Khan and Jain, 2008). This ratio has stayed the same at 48% during the last two years, which indicates that the company is in good financial health. 48% is a healthy figure for a company and it shows that the management within JD Sports is competent in terms of running a sustainable organisation and allowing gross profit and revenue to grow yearly.
[bookmark: _Toc41639150][bookmark: _Toc41640806]Operating Profit Margin
	2019: 7%
	2018: 9%



Operating Profit Margin (OPM) shows how well an organisation is managing the activities that affect its income: such as volume sold; sales price; the cost of goods sold; administrative expenses; and operating expenses (Longenecker, 2010). The bigger the OPM, the more resilient an organisation is to face unprecedented times (Bart, 1995). If factors such as price inflation, increased competition, and economic difficulties occur, a company with a big operating profit margin is more likely to profit than a company with a low operating profit margin (Bart, 1995). The most obvious reason for a drop in OPM is a decrease in sales, however, this is not the case for JD Sports as their sales have increased for the year 2019. A possible explanation for the decline in OPM is the sales increase coming from higher sales of low-margin items, while the organisation suffers a decrease in sales of their higher-margin products.  
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	2019: 174%
	2018: 247%



Working Capital is used to calculate a company’s capability to pay current liabilities, and is often examined quarterly, or yearly by creditors and other debtors (Warren, Reeve and Duchac, 2010). However, is it incompetent to use working capital to compare with other organisations, particularly organisations of different sizes, as different figures could mean differently, depending on the size of the organisation (Warren, Reeve and Duchac, 2010). Although most organisation possess a positive working capital, which allows them to invest and grow, as well as being most likely to pay off its short term liabilities and debt; a negative working capital does not mean an organisation cannot meet its near term obligations (Stickney et al, 2010). Working Capital for JD Sports has dropped down from 247% in 2018 to 174% in 2019, which signifies their weakening ability to pay current liabilities. However, their total current liabilities have gone up by 85.9 for the year, and along with a decline in their total current assets, it has resulted in a drop; however, JD Sports are still in a healthy financial situation when it comes to their Working Capital.  
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	2019: 132%
	2018: 201%



The Acid Test Ratio is a measure of liquidity and is often mentioned as a quick ratio as it measures the firm’s ability to convert its current assets promptly into cash to meet its current liabilities (Khan and Jain, 2008). In theory, if the Acid Test Ratio rises in due course, then there is a high possibility that the organisation is in a financially stronger position (Tracy, 2012). A growing ratio may also represent that an organisation can maintain its running without any radical changes being implemented; whereas that is also the case for a falling ratio, however, managers have to be extra cautious in terms of spending time and money to improve the balance sheet of the organisation so it can meet its short-term debts (Tracy, 2012).  Following the trend of most of the ratios, the Acid Test ratio has declined down to 132% in 2019 to 201% in 2018, which highlights their inability to quickly convert their current assets into cash to meet its current liabilities. Although the stock has increased for the year, so has its current liabilities and the decline of their current assets has issued a falling Acid Test Ratio.
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	2019: 35 Days
	2018: 43 Days



Debtor days refer to the amount that is owed to an organisation by their customers, for the goods and services supplied (Worthington, 2006). If the debtor days are running higher than it should be, this may mean that an organisation may need to take action to bring back under control, which may involve examining current systems for chasing up debtors to improve the efficiency of collection (Worthington, 2006). The less that the debtor days are, the more proficient the organisation controls its overriding debt and the more secure its cashflow will be (Smith, 2017). The Debtor Days for JD Sports has improved from 43 days to 35 days, which indicates that the organisation is well structured when it comes to controlling its overriding debt. It highlights that JD Sports can receive payments for any outstanding invoices within a healthy period, which is good for their cash flow, but it also highlights the respect of their company in terms of any payments being settled in a shorter time frame.  
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	2019: 51 Days
	2018: 65 Days



Creditor days are the amount of time that an organisation owes to its supplies for goods and services supplied (Worthington, 2006). The greater the creditor days figure, the more competently the organisation is of working with its creditors in terms of holding cash in the business by not paying its creditors too swiftly (Smith, 2017). However, Smith (2017) also goes on to say that a bigger figure indicates that the organisation misses out on initial payment discounts and fosters negative relationships with its suppliers. The Creditor Days has gone from 65 days in 2018 to 51 days in 2019. A possible reason for this drop is the pressure from suppliers in terms of paying them promptly, as JD Sports do not want to create a bad working relationship with suppliers, or even worse, stop doing business with them. Also, a bad relationship with suppliers could harm the organisation, such as bad publicity, further prompting consumers to shop elsewhere for their sporting attires. 
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	2019: 25 Days
	2018: 32 Days



Stock days, also known as inventory turnover, highlight how fast organisations sell their stock items, which is measured in terms of the rate of movement of goods into and out of the firm (Stickney et al, 2010). Higher stock turnover is much healthier for an organisation than a low stock turnover. However, some aspects may dismiss that fact, as low stock turnover may mean a low level of stock, which can have several effects such as not meeting customer demands and not offering a large portfolio of products (Khan and Jain, 2008). However, a very low stock ratio is perilous as it signifies disproportionate stock of overinvestment, which can have consequences such as interest costs of the stock locked up, rental of space, and possible depreciation of stock (Khan and Jain, 2008). The Stock Days for 2019 is at 25 days which highlights how fast JD Sports sell their stock items, which is a good sign in terms of popularity of their products, as well as significant customer demand. 
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	2019: 9%
	2018: 6%



The Gearing Ratio is critical in terms of evaluating an organisations financial structure (Muradoglu et al, 2005). It usually examines the relationship between debt, equity, and assets of an organisation, and is used in this study to measure total debt over total capital employed (Muradoglu et al, 2005). The use of Gearing Ratios by analysts and investors alike is because they specify the impact on the shareholders’ earning of an alteration in operating profit (Choudhry, 2007). There is no correct or right level that the Gearing Ratio should be at, however, if it raises at an unsustainable level, it will raise concern amongst the shareholders as there will be qualms about the company’s capability to meet its debt interest responsibilities (Choudhry, 2007). For 2019, the Gearing Ratio was at 9%, which may be considered too low, as it indicates the financial risks associated with JD Sports, which could put off potential investors. This could be a result of conservative financial management, which is not unexpected given the competitive industry that they are located in. JD Sports may feel like they can’t take too many risks given the inconsistencies of sales and profits. 
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	2019: 4.5 Times
	2018: 5.1 Times



Interest cover is calculated to review an organisation's capacity to pay interest on outstanding debt (Aryasri, 2008). It gives an idea of how many times an organisation can cover its current interest payments with its available earnings (Aryasri, 2008). This ratio tries to specify the comparative protection that operating profitability delivers to bondholders, allowing them to assess the profitability that an organisation will fail to meet the necessary interest payments (Stickney et al, 2010). Bonazzi and Mattia (2014) state that the higher the Interest Cover, the better it is for the company in terms of its capability to service interest commitments on debt.  An interest cover of 4.5 times in 2019 indicates that JD Sports have an outstanding capacity to pay the interest on any outstanding debt. This also shows that JD Sports are in good financial health as it means a company is more efficient at meeting its interest responsibilities from operating earnings. 
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	2019: 1.71p
	2018: 1.63p



Dividend Per Share (DPS) highlights the dividend dispersed by the company out of the earnings available to the equity shareholders, on a per-share basis. In this case, the dividend is distributed out of the earnings of the company, but the rate of dividend to be given to the shareholders is calculated based on the paid-up value of equity shares (Khan and Jain, 2006). Continuing a positive DPS establishes the organisation's aptitude to disperse profits to their shareholders. However, this ability might be prompted by capital structure since increases in debt increase interest expenses, which would lessen the net income distributable to the shareholders (Alias et al, 2014). A growing DPS of 1.71p in 2019 from 1.63p in 2018 shows that JD Sports can distribute their profits to their shareholders. It also displays that the management at JD Sports believes that its earnings growth can be unremitting. 
[bookmark: _Toc41639162][bookmark: _Toc41640818]Recommendations 
· A worry for JD Sports is that they are placed within an extremely competitive market, so to remain competitive and prosper they must make sure that their products and services are distinctive from the rest. For JD Sports to improve its OPM, the author recommends differentiating from the rest of its competitors. This is not only from what they serve customers but how the brand portrays itself from the rest and the extra activities they do to grow their brand image. In the current climate where Covid-19 is impacting on the business world, those companies with a healthy OPM will be more resilient to deal with the lack of business currently being operated, which will only benefit them in the long run when things resume normally. 
· For JD Sports to improve their Working Capital, as current figures show that it has dropped significantly, they must make sure that they recuperate their credit payments, as well as controlling their payments on loans and borrowings, as well as their debts. Furthermore, reducing their current liabilities will put them in a much healthier position when it comes to their Acid-Test Ratio, and will significantly put JD Sports in a much protected financial position. Furthermore, improvements will be met in terms of their Trade Creditor and Gearing Ratio, which will ultimately enhance their organisational standing, in terms of financial security and potential investors, as they will be seen as more capable of paying off any outstanding debts
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https://www.fundslibrary.co.uk/FundsLibrary.DataRetrieval/Documents.aspx/?type=sl.ra.full&id=8cc19e82-3b6f-4bc6-bacf-789dce5e5cb8&user=fj28SOFQf9bbfP29yFLUxFu%2fwJb1xYU1qHWjMqekEs0huBNIqefbIiaFqcKM9lZY&r=1
[bookmark: _Toc41640820]Podcast Link: 
https://www.youtube.com/watch?v=JHn9gal8zis 
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[bookmark: _Toc41639167][bookmark: _Toc41640824]Performance Ratios
	2019
	2018

	Return on Investment 
Profit after Tax (Profit for the Year) / Shareholder Funds (Net Assets)

264.2 / 1,076.8 = 25%
	Return on Investment
Profit after Tax (Profit for the Year) / Shareholder Funds (Net Assets)

236.4 / 834.3 = 28%

	Return on Capital Employed
Profit Before Interest & Tax (Operating Profit) / Shareholders Funds (Net Assets) + Long-Term Debts (Interest-Bearing Loans and Borrowings)  + Long-Term Overdraft (Bank Overdraft)

346.2 / (1,076.8 + 63.8 + 31.6) 1,172.2 = 30%
	Return on Capital Employed
Profit Before Interest & Tax (Operating Profit) / Shareholders Funds (Net Assets) + Long-Term Debts (Interest-Bearing Loans and Borrowings)  + Long-Term Overdraft (Bank Overdraft)

295.9 / (834.3 + 25.3 + 26.8) 886.4 = 33% 

	Gross Profit Margin
Gross Profit / Revenue

2,243.3 / 4,717.8 = 48%
	Gross Profit Margin
Gross Profit / Revenue

1,531.6 / 3,161.4 = 48% 

	Operating Profit Margin
Operating Profit / Revenue

346.2 / 4,717.8 = 7%
	Operating Profit Margin
Operating Profit / Revenue

295.9 / 3,161.4 = 9%

















[bookmark: _Toc41639168][bookmark: _Toc41640825]Liquidity Ratios
	2019
	2018

	Working Capital
Current Assets / Current Liabilities

700.5 / 401.5 = 174%
	Working Capital
Current Assets / Current Liabilities 

779.0 / 315.6 = 247%

	Acid Test
Current Assets – Stock / Current Liabilities 

700.5 – 169.8 = 530.7 / 401.5 = 132%
	Acid Test
Current Assets – Stock / Current Liabilities 

779.0 – 144.0 = 635 / 315.6 = 201%

	Debtor Days
Trade Debtors x 365 / Revenue

449.5 x 365 = 164,067.5 / 4,717.8  = 35 Days
	Debtor Days
Trade Debtors x 365 / Revenue 

374.1 x 365 = 136,546.5 / 3,161.4 = 43 Days 

	Trade Creditors
Trade Creditors x 365 / Cost of Sales 

345.9 x 365 = 126,253.5 / 2,474.5 = 51 Days
	Trade Creditors
Trade Creditors x 365 / Cost of Sales

288.5 x 365 = 105,302.5 / 1,629.8 = 65 Days 

	Stock Days
Stock x 365 / Cost of Sales

169.8 x 365 = 61,977 / 2,474.5 = 25 Days
	Stock Days
Stock x 365 / Cost of Sales

144.0 x 365 = 52,560 / 1,629.8 = 32 Days 
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	2019
	2018

	Gearing Ratio
Long-Term Debt (Long-Term Liabilities + Bank Overdraft) / Shareholders’ Funds (Net Assets) + Long-Term Debt (Bank Overdraft)

63.8 + 31.6 (95.4) / 1,076.8 + 31.6 (1,108.4) = 9% 
	Gearing Ratio
Long-Term Debt (Long-Term Liabilities + Bank Overdraft) / Shareholders’ Funds (Net Assets) + Long-Term Debt (Bank Overdraft)

26.8 + 25.3 (52.1) / 834.3 + 25.3 (859.6) = 6%

	Interest Cover
Operating Profit / Interest Paid

339.9 / 75.7 = 4.5 times 
	Interest Cover 
Operating Profit / Interest Paid

294.5 / 58.1  = 5.1 times
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	2019
	2018

	Dividend Per Share
Dividend Paid / Number of Shares

1.71p
	Dividend Per Share
Dividend Paid / Number of Shares

1.63p
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[bookmark: _Toc41639042][bookmark: _Toc41639171][bookmark: _Toc41640828]Current Cashflows Before Tax Adjustment (Table)
	
	Year One
	Year Two
	Year Three
	Year Four

	
	£’000
	£’000
	£’000
	£’000

	Option A
	400
	500
	500
	500

	Option B
	500
	600
	800
	1,000

	Option C
	500
	1,000
	1,500
	1,500



[bookmark: _Toc40790691][bookmark: _Toc40880670][bookmark: _Toc41639043][bookmark: _Toc41639172][bookmark: _Toc41640829]Adjusted Cashflows After Tax (Table)
Calculations can be found in the Appendices. 
	
	Year One
	Year Two
	Year Three
	Year Four

	
	£’000
	£’000
	£’000
	£’000

	Option A
	357.5
	437.5
	437.5
	437.5

	Option B
	460
	540
	700
	860

	Option C
	500
	900
	1,300
	1,300


[bookmark: _Toc40790692][bookmark: _Toc40880671][bookmark: _Toc41639044][bookmark: _Toc41639173][bookmark: _Toc41640830]Net Present Value (NPV)
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	Cashflow
	Discount Factor at 8%
	Present Value

	Initial Capital Expenditure 
	-750 
	750 / 1.080
	-750 

	Year One
	357.5
	357.5 / 1.081 
	331.0

	Year Two
	437.5
	437.5 / 1.082 
	375.5

	Year Three
	437.5
	437.5 / 1.083 
	347.3

	Year Four
	437.5
	437.5 / 1.084 
	321.6

	
	
	
	NPV: 625.4



[bookmark: _Toc40790694][bookmark: _Toc40880673][bookmark: _Toc41639046][bookmark: _Toc41639175][bookmark: _Toc41640832]Option B. 
	
	Cashflow
	Discount Factor at 8%
	Present Value

	Initial Capital Expenditure 
	-1200
	1200 / 1.080
	-1200

	Year One
	460
	460 / 1.081 
	425.9

	Year Two
	540
	540 / 1.082 
	463.0

	Year Three
	700
	700 / 1.083 
	555.7

	Year Four
	860
	800 / 1.084 
	588.0

	
	
	
	NPV: 832.6 



[bookmark: _Toc40790695][bookmark: _Toc40880674][bookmark: _Toc41639047][bookmark: _Toc41639176][bookmark: _Toc41640833]Option C. 
	Time
	Cashflow
	Discount Factor at 8%
	Present Value

	Initial Capital Expenditure
	-2000
	2000 / 1.080
	-2000

	Year One
	500
	500 / 1.081 
	463.0

	Year Two
	900
	900 / 1.082 
	771.6

	Year Three
	1,300
	1,300 / 1.083 
	1,032.0

	Year Four
	1,300
	1,300 / 1.084 
	955.5

	
	
	
	NPV: 1,222.1



Project A, B, and C all provide a positive net present value, which means that that the total of the discounted net cash flows surpasses the initial cash investment. However, out of the three investment options, the researcher recommends option C as the investment project to move forward with as it displays the biggest positive net present value. This is because the rate of return on the project investment will exceed the company's rate of return (Needles, Powers, and Crosson, 2011).
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Current Net Present Value at 8%: 625.4 
	
	Present Value at 40%
	Present Value
	Present Value at 45%
	Present Value 

	Initial Capital Expenditure 
	750 / 1.400
	-750
	750 / 1.450
	-750 

	Year One
	357.5 / 1.401
	264.8
	357.5 / 1.451
	246.6

	Year Two
	437.5 / 1.402
	240.1
	437.5 / 1.452
	208.1

	Year Three
	437.5 / 1.403
	177.8
	437.5 / 1.453
	143.5

	Year Four
	437.5 / 1.404
	131.7
	437.5 / 1.454
	99.0

	
	
	NPV: 1.9
	
	NPV: -52.8



	[bookmark: _Hlk40115826]
	Present Value at 40.2% 
	Present Value

	Initial Capital Expenditure
	750/ 1.4020
	-750

	Year One
	357.5/ 1.4021
	255.0

	Year Two
	437.5/ 1.4022
	222.6

	Year Three
	437.5/ 1.4023
	158.8

	Year Four
	437.5/ 1.4024
	113.2

	
	
	NPV: - 0.4



· The IRR is between 40% and 45% (5% range)
· The spread is 1.9 + 52.8 = 54.7
· For a 5% increase in DF, NPV reduces by 54.7
· Therefore a 1% change in DF, NPV changes by 54.7/ 5  = 10.9
· To reduce NPV from 1.9 to 0, increase the DF by 1.9/ 10.9 = 0.17%
· Therefore, the new DF is 40% + 0.17% = 40.17% (40.2% rounded)

[bookmark: _Toc40790698][bookmark: _Toc40880677][bookmark: _Toc41639050][bookmark: _Toc41639179][bookmark: _Toc41640836]Option B. 
Current Net Present Value at 8%: 832.6
	[bookmark: _Hlk38916171]
	Cashflow
	Present Value at 30%
	Present Value
	Present Value at 35%
	Present Value 

	Initial Capital Expenditure 
	-1200
	1200 / 1.300
	-1200
	1200 / 1.350
	-1200

	Year One
	460
	460 / 1.301
	353.8
	460 / 1.351
	340.7

	Year Two
	540
	540 / 1.302
	319.5
	540 / 1.352
	296.3

	Year Three
	700
	700 / 1.303
	318.6
	700 / 1.353
	284.5

	Year Four
	860
	860 / 1.304
	301.1 
	860 / 1.354
	258.9

	
	
	
	NPV: 93
	
	NPV: -19.6



	[bookmark: _Hlk40115839]
	Present Value at 34.1% 
	Present Value

	Initial Capital Expenditure
	1200/ 1.3410
	-1200

	Year One
	460/ 1.3411
	343.0

	Year Two
	540/ 1.3412
	300.3

	Year Three
	700/ 1.3413
	290.3

	Year Four
	860/ 1.3414
	266.0

	
	
	NPV: -0.4



· The IRR is between 30% and 35% (5% range)
· The spread is 93 + 19.6 = 112.6
· For a 5% increase in DF, NPV reduces by 112.6 
· Therefore, a 1% change in DF, NPV changes by 112.6/ 5 = 22.52
· To reduce NPV from 93 to O, increase the DF by 93/ 22.52 = 4.13
· Therefore, the new DF IS 30 + 4.13 = 34.13% (34.1% rounded)

[bookmark: _Toc40790699][bookmark: _Toc40880678][bookmark: _Toc41639051][bookmark: _Toc41639180][bookmark: _Toc41640837]Option C. 
Current Net Present Value at 8%: 1,222.1
	
	Cashflow
	Present Value at 25%
	Present Value
	Present Value at 30%
	Present Value 

	Initial Capital Expenditure 
	-2000
	2000 / 1.250
	-2000
	2000 / 1.300
	-2000

	Year One
	500
	500 / 1.251
	400
	500 / 1.301
	384.6

	Year Two
	900
	900 / 1.252
	576
	900 / 1.302
	532.5

	Year Three
	1,300
	1,300 / 1.253
	665.6
	1,300 / 1.303
	591.7

	Year Four
	1,300
	1,300 / 1.254
	 532.5
	1,300 / 1.304
	455.2

	
	
	
	NPV:  174.1
	
	NPV: -36



	
	Present Value at 29.1% 
	Present Value

	Initial Capital Expenditure
	2000/ 1.2910
	-2000

	Year One
	500/ 1.2911
	387.3

	Year Two
	900/ 1.2912
	540.0

	Year Three
	1,300/ 1.2913
	604.2

	Year Four
	1,300/ 1.2914
	468.0

	
	
	NPV: -0.5



· The IRR is between 30% and 35% (5% range)
· The spread is 93 + 19.6 = 112.6
· For a 5% increase in DF, NPV reduces by 112.6
· Therefore, a 1% change in DF, NPV changes by 112.6/ 5 = 22.52
· To reduce NPV from 93 to O, increase the DF by 93/ 22.52 = 4.13
· Therefore, the new DF is 25 + 4.13 = 29.13% (29.1% rounded)
[bookmark: _Toc40790700][bookmark: _Toc40880679][bookmark: _Toc41639052][bookmark: _Toc41639181][bookmark: _Toc41640838]Interpreting Results
[bookmark: _Toc40790701][bookmark: _Toc40880680][bookmark: _Toc41639053][bookmark: _Toc41639182][bookmark: _Toc41640839]A.  Net Present Value
Net Present Value (NPV) is defined as the sum of the present values of incoming and outgoing cash flows over some time (Berk et al, 2019). NPV is used as an administrative practice to select between alternative capital investment (Smith, 2002). NPV is a beneficial tool to establish whether a particular project will result in a net profit or a net loss; and in financial theory, if there is a choice between the two the options, the one generating a higher NPV will be selected for the benefit of an organisation (Gaspars-Wieloch, 2019). If the NPV is positive, then the investments are likely going to add value to an organisation; where on the other hand, is the NPV is negative, then that project should not be selected as it will most likely reduce the value of the firm (Carrabee and Voss, 2013). 
There is a wide range of advantages for selecting the NPV method, but the leading advantage is that it gives the manager an accurate evaluation of items or projects based on the firm's required return on investment (Taylor and Taylor, 1994). Furthermore, NPV can also integrate the time value of money into the analysis of proposed capital investment (Needles, Powers, and Crosson, 2011). The NPV is appropriate for electing  an investment judgement as it possesses the following properties:
· It is a good measure to assess value creation, as when the project NPV is positive, it means that the project will generate value. When a projects NPV is negative, it will deplete the value of the overall plan; 
· It corrects for the timing of the projects expected cash flows;
· It also adjusts for the risk of the project's expected cash flows (Hawawin and Viallet, 2011). 
[bookmark: _Toc40790702][bookmark: _Toc40880681][bookmark: _Toc41639054][bookmark: _Toc41639183][bookmark: _Toc41640840]B. Non-Discounting Methods
[bookmark: _Toc40790703][bookmark: _Toc40880682][bookmark: _Toc41639055][bookmark: _Toc41639184][bookmark: _Toc41640841]Payback Period 
For a payback period, a short cash payback period is preferable because the sooner the cash is recovered, the faster it can be reinvested in other projects (Susan et al, 2010). A short payback period is also better for repaying debt used to purchase investment used; as the sooner the cash is recovered, the sooner the debt can be repaid (Susan et al, 2010). The payback period can also be utilised to select a better investment, as the shorter payback period is most desirable for firms (Engle, 2010). Its continued popularity is that it has the advantage of being easy to employ, and it quickly recognises investments with the most immediate cash returns (Engle, 2010).
[bookmark: _Toc40790704][bookmark: _Toc40880683][bookmark: _Toc41639056][bookmark: _Toc41639185][bookmark: _Toc41640842]Accounting Rate of Return
The accounting rate of return (ARR), which is the second most used discounting method, measures the return of a particular project in terms of income, opposite to using a project's cash flow (Hansen, 2009). The ARR is comparable to any return measuring income or cash flows as a quantity of the initial investment amount (Schniederjans, 2005). It is popular because the ARR method is seen as superior to the payback period in the respect that its permits for differences in the assets being compared, and ultimately, can provide an accurate suggestion on what project should be chosen going forward (Drury, 2008).
[bookmark: _Toc40790705][bookmark: _Toc40880684][bookmark: _Toc41639057][bookmark: _Toc41639186][bookmark: _Toc41640843]Internal Rate of Return
The Internal Rate of Return (IRR) is the interest rate which equates the sum of the present values of cashflow to zero. If the NVP of a particular project is at zero when it's at the selected discounted rate, that means that it is the IRR (Patrick and French, 2016). This index is popular for decision-makers, such as scholars, managers, analysts, practitioners, and is instilled within higher education institutions to educate students (Magni, 2010). IRR is often used in financial markets because it instantaneously reveals the investor the return to be expected for a given level of risk (Vernimmen, 2009). This non-discounting method is popular as it's easier to work and interpret percentages. Furthermore, you do not have to calculate the shareholder's required rate of return or the company's weighted average cost of capital (Maitland et al, 2007).
[bookmark: _Toc40790706][bookmark: _Toc40880685][bookmark: _Toc41639058][bookmark: _Toc41639187][bookmark: _Toc41640844]C. Investment Decisions 
Factors such as competitiveness, competition, and cumulative marketing demands typically require the business environment more detailed planning in which the decision-making process is achieved through assessment methods (Benitez and Lima, 2019). These assessment methods are imperative to support decision making and are significant for businesses to contemplate all possible investment opportunities (Keller et al, 2017). Most decisions made about investment typically involve three important factors:
· If the investment is partially or completely permanent;
· If there is doubt about the future return;
· It also takes into account whether the investment is variable, which supports the opportunity to postpone the investment so that more information on the main points that impact on the return on investment can be obtained (Benitez and Lima, 2019). 
However, there are other factors out there that should be contemplated before investment decisions are made.
· One factor that should be considered before an investment decision is made is understanding whether it is the right time to invest in terms of receiving the best possible financial returns. In any circumstances, and it is particularly true in today’s environment, but there is a level of uncertainty with regards to how the market is going to react, but an organisation should take into account its financial position, as well as clearly define its own investment goals and how long the investment commitment is going to be (Kaveh, 2020). 
· Within business, it is a general understanding that the higher the risk of an investment, the higher the returns. However, not all organisations are comfortable or expectant of experiencing risk during the investment process, and when it materialises, a lot of business panic in their decision making. This is a factor that should be highly considered for organisations, as external influences out of their own control can severely affect not only the business but the industry that they operate in (Roszkowski and Davey, 2008).
· To expand on the previous point, an additional factor that should be pondered is outlining the key objectives for investing. Some organisations purposely take risks to maximise their profits, whether others prefer to be cautious in their approach, and thus, take limited risks. Being clear and precise on what the investment goals are is important for maintaining clarity on what the objectives are moving forward.

[bookmark: _Toc40790707][bookmark: _Toc40880686][bookmark: _Toc41639059][bookmark: _Toc41639188][bookmark: _Toc41640845]D. Capital Rationing 
	Project
	NPV at 8%
	GPV at 8%
	Profitability Index
	Benefit-Cost Ratio

	A
	625.4
	700.4
	700.4 / 750 = 0.93
	625.4/ 750 = 0.83

	B
	832.6
	952.6
	952.6 / 1200 = 0.79
	832.6 / 1200 = 0.69

	C
	1,222.1
	3,222.1
	3,222.1 / 2000 = 1.61
	1,222.1/ 2000 = 0.61


Funds: £2,500,000
	Project
	Profitability Index
	Initial Expenditure £m
	NPV £m

	C
	1.61
	2000
	1,222.1

	2/3 of A
	0.52
	500
	500

	None of B
	0
	0
	0

	Total Investment
	
	2.5m
	£1,722.1



[bookmark: _Toc40790708][bookmark: _Toc40880687][bookmark: _Toc41639060][bookmark: _Toc41639189][bookmark: _Toc41640846]Finance Options
It is imperative for organisations which are proposing to invest in a new project that they thoroughly evaluate their options so that they make the right decision. This process is very important, as selecting the wrong investment programme could have a catastrophic consequence on their ability to progress with the project. The researcher has recommended four main investment programmes, with a detailed list of the advantages and disadvantages of each. This should help James plc to identify which investment programme is the best fit for them so that they can successfully progress with their investment programme.
[bookmark: _Toc40790709][bookmark: _Toc40880688][bookmark: _Toc41639061][bookmark: _Toc41639190][bookmark: _Toc41640847]Equity Financing
Equity finance involves an organisation expending its equity, predominantly securities to raise finance. An illustration of a company raising equity finance is when it releases new shares in return for cash, or exchange for an asset (Mavrikakis, 2019). The advantages of equity financing include the following:
· There is no fixed payment obligation, therefore, it does not increase an organisation’s fixed costs;
· Equity is a long-term source of funding; therefore, it is suitable to finance investment needs when earnings and returns may not transpire for numerous years and high-risk projects, in which future returns are unclear and tentative;
· The third benefit of equity financing is that it leaves an organisations asset available for other financing necessities;
· Conclusively, equity places limited constraints on the use of funds and the financial status of a business than debt (Seidman, 2005).
However, the disadvantages of equity financing include the following:
· It weakens the ownership interest of the original owner and leads to diminished independence, and as a result, many managers are reluctant to follow this course to obtain capital;
· There’s an intensified increase in the prospect of dispute amongst people involved, as there’s a larger share within the ownership interest;
· Furthermore, a legal cost may be related to the issuance of the ownership interest (Chiste, 1996).
[bookmark: _Toc40790710][bookmark: _Toc40880689][bookmark: _Toc41639062][bookmark: _Toc41639191][bookmark: _Toc41640848]Debt Financing
Debt can be expressed as a contract between a lender and a borrower by which funds are delivered to the borrower and then reimbursed to the lender (debt holder) according to an outlined interest rate and forecasted payment plan (Seidman, 2005). Debt financing is known to be less expensive than equity finance, due to the inferior rate of return required by finance providers, lower transaction costs of raising the funds, as well as the tax-deductibility of interest (Arnold, 2013).
The advantages of debt financing essentially compare to the disadvantages of equity financing, as firstly:
· There is no dilution of ownership like there is with equity financing. The only repayment required is the borrowed amount, combined with any interest specified; and any growth in the organisation's value during the loan period is fully-added to the owners;
· Secondly, debt is less expensive than equity since lenders are less risk through obtaining consistent principle and interest payments and collateral, which issues a second opportunity for repayment beyond the firm's cash flow;
· Finally, there is superior accessibility of debt financing than equity, as apart from the accustomed established sources (e.g. banks), organisations can also accept credit from suppliers and borrow through corporate credit cards (Seidman, 2005).

However, the disadvantages of debt financing include:
· The inability to meet repayment obligations can cause a great deal of financial humiliation and can even lead to disastrous situations, such as bankruptcy;
· Debt financing enhances financial control, which also increases the cost of equity to the firm;
· Debt enforces restrictions that limit the borrowing firm’s financial and operating flexibility;
· Also, if the rate of inflation turns out to be surprisingly low, the real cost of debt will be much larger than initially anticipated (Chandra, 2007). 

[bookmark: _Toc40790711][bookmark: _Toc40880690][bookmark: _Toc41639063][bookmark: _Toc41639192][bookmark: _Toc41640849]Operational Lease
An operational lease is a short-term lease with a term far less than the leased asset useful life (A period that the business asset will be in service and used to earn revenues), with the lessee working more like an occupant without the responsibilities of an owner (Seidman, 2005).
Operational leases are predominantly used for operational reasons, for example:
· The decision whether to buy the asset or to lease it is an operational decision which would be made permitting whichever approach would be the most economically viable;
· Operational leases are short-term contracts so the organisation may favour hiring an asset that is required only sporadically;
· Operating leasing also permits equipment to be updated flexibly and moves the risks accompanying with the ownership of technologically-advanced assets to the lessor. 
· The advantage of using an operational lease is that it can assist with an organisation to highlight a higher return on assets than would have been possible had the asset been purchased (Montysaari, 2010). 

However, there are disadvantages to using operational leasing, for example:
· You usually pay more for the asset when all is said and done than if you were to buy it;
· If the lease fails an operational lease test, the asset will appear on the organisations balance sheet;
· Also, if organisations were not financially stable, operational leasing may take on more debt than they can handle (Drummond, 2018). 

[bookmark: _Toc40790712][bookmark: _Toc40880691][bookmark: _Toc41639064][bookmark: _Toc41639193][bookmark: _Toc41640850]Finance Lease
In a financial lease, the initial investment decision to obtain the asset is seized by the lessee (Das, 2009). First off, the lessee identifies the asset, selects the supplier, confirms the price and terms of the sale, and then makes an agreement with a leasing company acquisitions the asset and delivers it to the lessee on a long-term lease (Das, 2009). Financial leasing can deliver various advantages to the lessee: such as hundred per cent financing; possible tax-based benefits; suitability; enhanced use of own funds; prompt use of asset; as well as improved flexibility in lease rentals (Khan and Jain, 2008). 
However, the disadvantages of financial leasing include:
· There is a great opportunity for misunderstandings and legal disagreements;
· The costs can be exaggerated, for example, set up and operational costs;
· Starting up a leasing project can be difficult as banking regulations sometimes prohibit financial leasing or limit it to a certain extent (Goldberg and Palladini, 2010).
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[bookmark: _Toc41639068][bookmark: _Toc41639197][bookmark: _Toc41640854]Option A.
Initial Expenditure: 750k; Corporation Tax: 20% Capital Allowances: 25% 
	Option A
	Calculations
	Adjusted Cashflow 

	Year One
	· Capital Allowance: 750 / 4 = £187.5 per year 
· Corporation Tax: 400 – 187.5 = 212.5 
· 212.5 x 0.20 = 42.5
· 400 – 42.5 = 357.5 
	357.5

	Year Two
	· Capital Allowance: 750 / 4 = £187.5 per year
· Corporation Tax: 500 – 187.5 = 312.5
· 312.5 x 0.20 = 62.5 
· 500 – 62.5 = 437.5
	437.5

	Year Three
	· Capital Allowance: 750 / 4 = £187.5 per year
· Corporation Tax: 500 – 187.5 = 312.5
· 312.5 x 0.20 = 62.5
· 500 – 62.5 = 437.5 
	437.5

	Year Four
	· Capital Allowance: 750 / 4 = £187.5 per year
· Corporation Tax: 500 – 187.5 = 312.5
· 312.5 x 0.20 = 62.5
· 500 – 62.5 = 437.5
	437.5
















[bookmark: _Toc41639069][bookmark: _Toc41639198][bookmark: _Toc41640855]Option B.
Initial Expenditure: 1200k; Corporation Tax: 20%; Capital Allowance: 25%
	Option B
	Calculations
	Adjusted Cashflow

	Year One
	· Capital Allowance:1200 / 4 = £300 per year 
· Corporation Tax: 500 – 300 = 200
· 200 x 0.20 = 40
· 500 – 40 = 460 

	460

	Year Two
	· Capital Allowance: 1200 / 4 = £300 per year
· Corporation Tax: 600 – 300 = 300
· 300 x 0.20 = 60
· 600 – 60 = 540 
	540

	Year Three
	· Capital Allowance: 1200 / 4 = £300 per year
· Corporation Tax: 800 – 300 = 500
· 500 x 0.20 = 100
· 800 – 100 = 700
	700

	Year Four
	· Capital Allowance: 1200 / 4 = £300 per year
· Corporation Tax: 1,000 – 300 = 700
· 700 x 0.20 = 140
· 1,000 -140 = 860 
	860

















[bookmark: _Toc41639070][bookmark: _Toc41639199][bookmark: _Toc41640856]Option C. 
Initial Expenditure: 2000k; Corporation Tax: 20%; Capital Allowance: 25%
	Option C
	Calculations
	Adjusted Cashflow

	Year One
	· Capital Allowance: 2000 / 4 = £500 per year 
· Corporation Tax: 500 – 500 = 0
· 0 x 0.20 = 0
· 500 – 0 = 500
	500

	Year Two
	· Capital Allowance: 2000 / 4 = £500 per year
· Corporation Tax: 1,000 – 500 = 500
· 500 x 0.20 = 100
· 1,000 – 100 = 900
	900

	Year Three
	· Capital Allowance: 2000 / 4 = £500 per year
· Corporation Tax: 1,500 – 500 = 1,000
· 1,000 x 0.20 = 200
· 1,500 – 200 = 1,300
	1,300

	Year Four
	· Capital Allowance: 2000 / 4 = £500 per year
· Corporation Tax: 1,500 – 500 = 1,000
· 1,000 x 0.20 = 200
· 1,500 – 200 = 1,300
	1,300
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