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Part 1 – Ratio analysis of Barclays PLC
Michael Gale – 1705934
Introduction
The following report will utilise ratios to analyse the financial position of Barclays PLC, ratios are a method of presenting financial information in an understandable form and mean that an organisations performance can be easily summarised (McIsaac, 2004). 
The report will discuss key ratios to summarise performance in profitability, liquidity, gearing, efficiency and investment. Within the analysis of ratios, possible reasons for changes in performance are discussed with comparisons made to a similar organisation to fully understand the performance of Barclays PLC. Ratio comparison against other companies in the same industry is an essential part of utilising ratios to their full potential (Demonstrating Value, 2018) and the survival of any business may depend on it achieving comparable performance to similar organisations (Atrill, 2012). The report will then discuss the limitations of ratios before making recommendations to improve the performance of Barclays PLC. 
Recommendations at a glance
1. Increase net income with a focus on increasing sales 
2. Include benchmarks for net profit against competitors in monthly and annual reporting
3. Increase current ratio to 1.5 and ensure regular reporting of current ratio occurs 
4. Reduce operating expenses
5. Increase operating profit
Use of Ratios
As previously mentioned, ratios are a method of presenting financial information in an easily understandable form (McIsaac, 2004), they utilise financial figures in order to gain significant information about a company (CFI, 2018). Ratios utilise figures in the financial statements and relate one figure to another giving the means to assess the financial health of a business by providing a quick and relatively simple means of doing so (Atrill, 2012). 
Ratios can be used for two main purposes:
1. Track performance 
Companies can track certain ratios over a period of years or months to spot trends or potential issues with the business. 
2. Make comparative judgements (CFI, 2018)
Standalone ratios may not be that useful to a company so performance must be considered in relation to similar businesses operating in the same industry (Atrill, 2012). 

There is no standard method of calculating ratios or a generally accepted list of ratios that must be applied (Atrill, 2012), but according to Atrill and McLaney, (2017), ratios can be grouped into five main categories:

I. Profitability 
II. Efficiency
III. Liquidity 
IV. Gearing 
V. Investment 
In the next section, ratios are calculated in each of the five groups with more detail provided on each group. 
Ratio Analysis 
I. Profitability
Ratios linked to profitability measure a company’s ability to generate income relative to balance sheet assets, operating costs, and revenue (CFI, 2018), and provide insights into the degrees of success in creating wealth for their owners (Atrill, 2012). 

· Net Profit Ratio
This ratio shows the net profit for the financial years 2016 and 2017, the net profit ratio represents the profits before interest is taken into account and compares operating profit with sales revenue (Atrill and McLaney, 2017).

HSBC


From viewing the net profit in isolation, the company could be fairly happy that performance has increased from the financial year 2016 by over 1% in 2017, and therefore is moving in the right direction. When compared to the performance of HSBC (orange dot) Barclays PLC have some way to go to catch up with a key competitor as there is just over a 10% difference in the net profit ratio. In addition, according to Maverick (2018), the average net profit margin for retail or commercial banks is around 24% so Barclays PLC is also behind the sector average. 
· Gross Profit Ratio
This ratio is a measure of the profitability of Barclays PLC as it represents the difference between cost of sales and sales revenue and relates gross profit to the sales revenue of the business (Atrill, 2012). 

HSBC


A positive result for Barclays PLC as gross profit has remained almost identical to the previous financial year. In general, the gross profit margin should be stable from year to year (Kenton, 2018) as a change in this margin can have a significant effect on the profitability of a company (Atrill and McLaney, 2017). Barclays PLC is also outperforming HSBC by almost 10% on gross profit, which shows that the company is more efficient, before any other expenses are included, in buying or selling goods (Atrill and McLaney, 2017) than one of its competitors.  

· Return on capital employed (ROCE)
This ratio shows investors how much money in profits each pound of capital employed generates, ROCE is a long-term profitability measure that shows how efficiently a company can generate profits from its capital employed (My Accounting Course, 2018). ROCE is a fundamental measure to show business performance and can be used to establish targets for profitability (Atrill, 2012).

HSBC


Similarly, to previous results Barclays PLC is moving in the right direction with a slight increase from 2016 to 2017 for ROCE. When compared to HSBC the company is underperforming as HSBC’s ROCE is over 3% higher for 2017. When looking into more detail at HSBC’s performance their profit before interest and tax is 21% higher than Barclays PLC so to only be performing around 3% lower than HSBC, in regards to ROCE, is a positive result.

· Return on Assets (ROA)
This ratio looks at what earnings are generated via invested capital assets and gives an idea of how effective a company is in converting invested money into net income (Kenton, 2017). It is a ratio that shows, during a period, how efficiently a company can manage its assets to produce profits (My Accounting Course, 2019).

HSBC


A disappointing result for Barclays PLC as ROA has decreased by 0.04% from 2016 and the company are 0.43% behind HSBC. The lower the ROA figure indicates the more asset-intensive a company is, Barclays PLC has decreased assets by £80 billion from 2016 but the asset total is still higher than total assets in 2015. The decrease in net income of almost 400k is a key factor in the drop in ROA and this is why it is essential for Barclays PLC to increase net income as highlighted in recommendation 1.

II. Liquidity 
Ratios linked to liquidity can be utilised for measuring a company’s ability to meet its short-term liabilities (Rashid, 2018), liquidity is essential for the survival of a business (Atrill, 2012) as the ratios are concerned with how the business can meet its short-term financial obligations (Atrill and McLaney, 2017). 

· Current Ratio
This ratio compares assets defined as liquid (cash and those that will soon be turned into cash) with the current liabilities of the company (Atrill, 2012) and is a simple measure, which estimates if a company can pay short-term debts (tutor2u, 2018).



The ratio has maintained over the last 2 years remaining at 1.06, which is slightly down on the current ratio of HSBC. A current ratio above one is fairly encouraging for Barclays PLC, as it indicates the company has enough cash to be able to pay its debts. Ideally, a ratio between 1.5 and 2.0 would be better (tutor4u, 2018). Anything less than one would be a concern for Barclays PLC, as it would indicate the business is not well placed to pay its debts (tutor4u, 2018). 
· Acid Test
This ratio is similar to the current ratio but it represents a more stringent test of liquidity (Atrill and McLaney, 2017) and provides a more rigorous assessment of a company’s liquidity (Investing Answers, 2018).
HSBC

Barclays PLC has increased the acid test ratio by 0.11 from 2016, which is a very positive result and the company also has a higher acid test ratio than HSBC. According to Investing Answers (2018), an acid test ratio of 1.0 or higher is desirable for most companies but Barclays PLC should not be overly concerned as many highly successful business have a ratio below 1.0 without causing liquidity problems (Atrill, 2012). 
III. Efficiency
These ratios measure a company’s ability to manage its liabilities effectively and use its assets (Nickolas, 2018), and assess how successfully various resources of the business are managed (Atrill and McLaney, 2017).

HSBC


Barclays PLC has improved performance in this ratio and become more efficient since 2016 by 0.1, this means that for every pound in sales revenue it takes 70p to create the sale, which was at 80p for 2016. HSBC is outperforming Barclays PLC by 15p for every pound so there is still work to do for Barclays PLC.

· Total asset turnover 
This ratio indicates the efficiency of a company using its assets to generate revenue (Kenton, 2018), and the higher the total asset turnover ratio is, the better the company is considered as making money by using its assets (Peavler, 2018).

HSBC

The ratio has pretty much maintained for Barclays PLC from 2016 with the slight drop linked to a drop in sales for the company. The ratio is once again lower than the result for HSBC and a higher ratio implies that the company has experienced more sales (Peavler, 2018), so Barclays PLC needs to focus on increasing revenue going forward.
IV. Gearing
Gearing ratios measure the amount of assets invested in a company that are financed by long-term borrowing (tutor2u, 2019), and shows the capital insufficiency or sufficiency of a company (McIsaac, 2004). Gearing is linked to the degree of risk associated with a company as it highlights how much borrowing the business has (Atrill, 2012). 

· Gearing Ratio
This measures the impact between long-term lenders to the capital structure (Atrill and McLaney, 2017) of Barclays PLC.

HSBC


A positive result as gearing has reduced by over .3% since 2016 and is also almost 2% lower than the result of HSBC. This level of gearing is traditionally described as low gearing (tutor4u, 2019), which means Barclays PLC is less vulnerable to a downturn in cash flow as a drop in profits wouldn’t affect the interest on repayments and repayments owed. 

· Interest Cover Ratio
This ratio looks at the relationship between the amount of operating profit available to cover interest payable.

HSBC


Barclays PLC has improved its performance in the interest cover ratio from 2016 and is moving in the right direction. This figure measures how many times Barclays PLC could pay its debts using its earnings and a figure of less than 1.5 would be worrying (Investopedia, 2019). Although there has been improvement in Barclays PLC, it is still performing worse than one of its competitors, to improve interest cover ratio the operating profit would need to be increased as highlighted in recommendation 5.

V. Investment
Ratios within this category are essential for shareholders, who are not involved with the management of the business, as they asses the performance and returns of shares (Atrill, 2012).

· Earnings Per Share (EPS)
This ratio relates the earnings of the business to the number of ordinary shares and is regarded as a fundamental measure of share performance (Atrill and McLaney, 2017). For this ratio, there will not be a comparison to HSBC as according to Atrill, (2012) it is not normally that helpful to compare EPS across companies, as there may be differences in financing arrangements.

2016

From looking at the ratio in isolation, it could easily be reported as a very poor performance due to a drop in EPS of over 17p from 2016 leading to a negative result for shareholders. As Atrill, (2012) discussed the use of ratios is only a starting point for further analysis and by viewing the consolidated income statement the reason for the drop in EPS is down to a decision made to discontinue some operations which decreased profit by over £2 million. This decision was made to benefit shareholders in the future as if income and expenditure remained the same for 2018 EPS would be 0.076, which is a move from a negative to a positive figure but still requires more improvement. 
· Return on Equity (ROE)
This ratio shows how much profit each pound of stockholders equity generates and is a gauge of how effective the company is at using equity to fund operations and grow the company (My Accounting Course, 2019).

Barclays PLC has decreased in ROE from 2016 to 2017 by over .5% but is still outperforming HSBC. Improvements in this ratio are linked to recommendation 1 on improving net income as this dropped by almost 300k from 2016. 

Challenges with Ratio Analysis
Although Ratio analysis is widely used to build up a picture of the position and performance of a company they are only, really, the starting point for further analysis (Atrill, 2012). Ratios help companies highlight the strengths and weaknesses of a business as opposed to providing all the answers and they cannot explain why changes have occurred or why strengths and weaknesses exist (Atrill and McLaney, 2017). This means that further investigation and analysis needs to be undertaken alongside ratio analysis to ensure the full picture is being viewed.
Ratios viewed in isolation are of limited value, as they will not help to identify a trend or weakness, for ratios to have significant impact they must be considered relative to each other and the market place (McIsaac, 2004). This requires comparative analysis against a competitor to identify whether the company is performing worse or better than the market average (CFI, 2018) and also analysis over a period of 3 years (McIsaac, 2004) or between periods (Atrill, 2012). Comparing against other companies can also be challenging, as there may be different accounting principles, methods, and classifications in place that affect how comparable two companies are (Faello, 2015). 
There are further challenges with comparing ratios from different periods though, as trading conditions could be different between periods and operating inefficiencies may not be clearly exposed in financial statements (Atrill, 2012). 
The potential for misstating the numerator or denominator, which all financial ratios consist of, is another challenge as this could lead to the financial ratio being an error (Faello, 2015).  This is particularly prevalent when comparing organisations as different companies could use different methods to record data meaning that the ratio comparison would not be fit for purpose (Faello, 2015). 
Linked to this is the quality of financial statements, all ratios are based on financial statements so ratios could inherit any limitations of the statements (Atrill and McLaney 2017). Financial statements could also be deliberately misleading as there is evidence some companies have employed certain accounting policies or ordered transactions to occur in a particular way to portray a better picture of financial health (Atrill, 2012). This practice is known as creative accounting and occurs despite accounting rules and independent checks being in place (Atrill and McLaney, 2017).
Overall ratios are a useful tool for analysing the performance of a company providing they are not relied on exclusively and one does not lose sight of information contained in the financial statements (Atrill, 2012). Comparison against other, similar, organisations is essential providing care has been taken to understand the accounting methods of the comparative company. Ratios should be used by company’s providing they are used as the starting point for analysis and not as the answers (Atrill, 2012). 
Recommendations 
The following five recommendations are based on the analysis of the ratios in this report and further analysis of the financial statements. Specific references to ratios have been mentioned beneath some recommendations but an improved performance in the areas would lead to improved performance across all ratios. 
1. Increase net income with a focus on increasing sales 
· This would improve net profit ratio, ROCE, ROA, total asset turnover, and ROE
2. Include benchmarks for net profit against competitors in monthly and annual reporting
3. Increase current ratio to 1.5 and ensure regular reporting of current ratio occurs 
4. Reduce operating expenses (some work has already occurred on this in 2017 so monitoring of operating expense ratio to continue)
· This would improve operating expense ratio, and EPS 
5. Increase operating profit (linked to recommendation 4)
· This would improve EPS and overall financial health of the company. 
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Part 2 – James PLC
Michael Gale – 1705934
Introduction
This business report will evaluate the following investment opportunities available to James PLC:
A. Expand the flourishing retail outlet to include all products.
B. Develop into internet sales.
C. Produce greenhouses and conservatories.

Investment appraisal will be undertaken using the Net Present Value (NPV) technique, according to Atrill (2012), NPV is the only wholly logical approach and other methods of investment appraisal have flaws. 

The report will explain different investment appraisal options and the differences of discounted and non-discounted cash flow analysis. Before discussing the benefits of using NPV and the internal rate of return (IRR), the report will outline why some decision makers use non-discounting methods of investment appraisal. 

The report will then discuss the three investment options and make a recommendation for the best option, before moving onto calculating the IRR for the preferred investment option. According to Dunstan (2018), IRR represents the return from an investment opportunity and calculates a discount rate that when applied to future cash flows, makes them equal to the initial expenditure.

Following this, the report will discuss what other factors James PLC should consider before making this investment decision. 

Before discussing what sources of finance are available to James PLC and the advantages and disadvantages of each, this report will outline the optimal investment policy utilising the available budget of £2.5 million. When funds allocated are insufficient to undertake all investment opportunities, some form of capital rationing must be undertaken; capital rationing prioritises the investment opportunities and ensures the funds are used in the most profitable way (Atrill and McLaney, 2017).

Investment Appraisal Options
The two methods of investment appraisal for companies to use are discounted and non-discounted methods with discounted cash flow analysis seen as the prevailing approach (Lindvall and Larsson, 2017). Discounted cash flow analysis includes NPV and IRR, which both allow for the opportunity cost of capital and the time value of money to be considered (Arnold, 2013).
Non-discounted methods include payback period and the accounting rate of return but non-discounted cash flow analysis does not consider the time value of money (Knowledge Grab, 2019). This means that in a non-discounted analysis every pound of money earned in the future is assumed to be worth the same amount as each pound that was invested year’s earlier (Accounting coach, 2019). There is a popularity amongst companies to use discounted methods of investment appraisal and part of the reason is that methods such as payback period are simple to calculate, payback period calculates the number of years it will take for the investment to be paid back by the revenue (Accounting Coach, 2019). According to Sangster (1993) NPV is a more time consuming method of investment appraisal and this is another reason why non-discounted methods are still popular. 
Although discounted methods of investment appraisal are seen as the better approach, as they allow for the time value of money and opportunity cost of capital (Arnold, 2013) they are still not perfect, and some of the weaknesses with NPV and IRR are discussed later in this report. This means that successful investment appraisal combines rigorous techniques as opposed to focussing on just one (PROjEN, 2018). 
IRR is an investment appraisal technique and is similar to NPV as it utilises discounted cash flows (Atrill and McLaney, 2017) and determines the cost of capital at which the NPV is zero (Knowledge Grab, 2019). In essence, IRR represents the return from an investment opportunity (Atrill, 2012) and could be viewed as simpler to understand compared to other investment appraisal techniques as it is expressed as a percentage (Knowledge Grab, 2019). Although IRR is better than non-discounted methods of investment appraisal, it is by no means perfect, as it could lead to wrong decisions being made by not addressing the question of wealth generation (Atrill, 2012). More often than not accepting the project with the highest IRR will lead to maximising investor wealth but this may not always be the case, as IRR doesn’t consider scale of investment (Dunstan, 2018). 
As discussed in the introduction, NPV is seen as the logical approach (Atrill, 2012) and as far back as 1993 the case was being made that companies should use NPV to determine the best investment opportunities available to them (Sangster, 1993). NPV uses the cost of capital to discount cash flows and is more accurate by accounting for the time value of money (Knowledge Grab, 2019). The time value of money or timing element of NPV focuses on how the value of money decreases over time, through inflation. It is also concerned with how companies could lose interest they could have earned if the money was kept in the bank and also the risk of not receiving the investment back (PROjEN, 2018). NPV addresses the timing of the cash flows and the focus of businesses in regards to maximising investor wealth (Dunstan, 2018). NPV is not perfect and has weaknesses such as inflexibility by using a single interest rate and using estimates for cash flows (PROjEN, 2018), it also assumes that the project will begin immediately and operate exactly to plan but this is not often the case (Lindvall and Larsson, 2017). As outlined throughout this report it is the wholly logical choice (Atrill, 2012) and the most reliable method of investment (Dunstan, 2018). This is why mainly NPV will be used to calculate the best investment option. 
Investment Options NPV
The options available for James PLC will now be discussed in turn based on a cost of capital of 8%, calculations for NPV can be viewed in appendix 1.
Option A – Expand the flourishing retail outlet to include all products:
	Project A
	net cash flow
	discount factor 8%
	PV

	year 0
	-750
	1.000
	-750.000

	year 1
	400
	0.926
	370.37

	year 2
	500
	0.857
	428.67

	year 3
	500
	0.794
	396.92

	year 4
	500
	0.735
	367.51

	 
	 
	 
	 

	
	 
	NPV
	813



Expanding the retail outlets has an initial outlay of £750,000 and has a positive NPV of £813,000. As a standalone option, it would be a viable investment opportunity as any project with a positive NPV should be accepted (Atrill 2012).
Option B – Develop into Internet sales: 
	Project B
	net cash flow
	discount factor 8%
	PV

	year 0
	-1200
	1
	-1200

	year 1
	500
	0.926
	462.96

	year 2
	600
	0.857
	514.40

	year 3
	800
	0.794
	635.07

	year 4
	1000
	0.735
	735.03

	 
	 
	 
	 

	
	 
	NPV
	1147



Developing into internet sales has a higher initial outlay than option A by 450k but the increased cash flows means the project has a higher NPV totalling £1,147,000.
Option C – Produce greenhouses and conservatoires:
	Project C
	net cash flow
	discount factor 8%
	PV

	year 0
	-2000
	1
	-2000

	year 1
	500
	0.926
	462.96

	year 2
	1000
	0.857
	857.34

	year 3
	1500
	0.794
	1190.75

	year 4
	1500
	0.735
	1102.54

	 
	 
	 
	 

	
	 
	NPV
	1614


 
Producing greenhouses and conservatoires has the highest initial outlay being 600k higher than option B but it produces the highest NPV. According to Atrill and McLaney (2017) where there are multiple projects competing, the one with the highest NPV should be selected. Based on NPV alone Option C is the investment option recommended for James PLC to invest in, as it will return almost 500k more than the next best option. 
Internal Rate of Return (IRR) for Option C
As previously discussed IRR is similar to NPV as it utilises discounted cash flows (Atrill and McLaney, 2017) and is easy to understand as it is expressed as a percentage (Knowledge Grab, 2019). To calculate IRR one is required to find the rate that equates the current value of future revenue to the initial cash outlay (Pike, Neale and Linsley, 2015) and a method of doing this is trial and error (Dunstan, 2018). 
Option C has quite a high NPV based on the discount factor of 8% so using trial and error the first calculation was undertaken at 35%:

	Project C
	net cash flow
	discount factor 35%
	PV

	year 0
	-2000
	1.000
	-2000.000

	year 1
	500
	0.741
	370.370

	year 2
	1000
	0.549
	548.697

	year 3
	1500
	0.406
	609.663

	year 4
	1500
	0.301
	451.602

	 
	 
	 
	 

	 
	 
	NPV
	-19.667



This led to a negative NPV but is fairly close so a discount factor of 34% was tried next:
	Project C
	net cash flow
	discount factor 34%
	PV

	year 0
	-2000
	1
	-2000

	year 1
	500
	0.746
	373.13433

	year 2
	1000
	0.557
	556.91691

	year 3
	1500
	0.416
	623.41445

	year 4
	1500
	0.310
	465.23466

	 
	 
	 
	 

	 
	 
	NPV
	18.700



This led to a positive NPV, which means the IRR is between 34% and 35%:
	Project C
	net cash flow
	discount factor 34.5%
	PV

	year 0
	-2000
	1
	-2000.000

	year 1
	500
	0.743
	371.747

	year 2
	1000
	0.553
	552.784

	year 3
	1500
	0.411
	616.488

	year 4
	1500
	0.306
	458.355

	 
	 
	 
	 

	 
	 
	NPV
	-0.626



The NPV here is almost at zero so rounded to 1 decimal place the IRR for option C is 34.5%, this is a strong IRR percentage as according to Atrill (2012), Forth Ports plc concentrates on projects with an IRR of at least 15% and Airbus expects an IRR of 13%. The calculations for IRR on Option C are shown in appendix 2. 
Investment Considerations
Calculating the return expected on an investment is only one part of the investment process as there is a great deal more to consider (Arnold, 2013). This report has calculated the expected yield via NPV but James PLC needs to spend time and resources to fully investigate the investment options with a focus on technical feasibility, market potential, strategic justification and risk analysis (Tennent, 2008). A full-blown proposal will need to be created based on this report allowing James PLC to undertake a more detailed screening (Atrill, 2012) of the recommended investment options, with a key question throughout being what if we did nothing (Tennent, 2008)? James PLC will need to look at the value of investing the money in other areas to see if the rate of return is better than any of the 3 options discussed in this report. According to Atrill and McLaney (2017) a recommended investment appraisal approach is:
· Determine funds available for investment
· Identify profitable investment opportunities
· Refine opportunities into proposals
· Evaluate the recommended project 
· Approve the project
· Monitor and control using a post completion evaluation 
An essential part of evaluating the recommended project is to conduct a risk analysis, risk can arise where there is a range of possible future outcomes (Atrill, 2012). The risk analysis should focus on external risks, which is the exposure of the investment opportunity to factors outside the control of James PLC. Operational risk, which is the events that are unforeseen and could delay the value of the opportunity, and assumption risk. Assumption risk is to do with the potential for flawed revenue or cost predictions (Tennent, 2008).  
The post completion evaluation is also a key aspect of investment decisions and should be an integral part of the process, with focus on financial costs and benefits. This should encourage project submissions to use realistic estimates (Atrill, 2012), as they will know the project will be evaluated in detail and they could be held accountable if they used optimistic estimates to secure funding (Atrill and McLaney, 2017). Other considerations for the post completion evaluation include timescales and whether they were met, levels of quality achieved and any lessons that can be learned from the process (Atrill, 2012). There may be failings in the investment process such as inadequate data collection systems, poor appraisal methods or other areas that require improvement (Tennent, 2008).  
Optimal Investment Policy
James PLC has £2,500,000 to undertake these investment opportunities and as the projects are divisible this allows for capital rationing to be used to determine the optimal investment policy. Capital rationing occurs when the money available for investment opportunities is not sufficient to cover all projects (Atrill, 2012) with there being two types of capital rationing, hard rationing and soft rationing (Arnold, 2013). Soft capital rationing refers to internal management controls whereas hard rationing refers to capital from external sources e.g. shareholders (Arnold, 2013).
In order to calculate the optimal investment policy it is advisable to not just focus on NPV as this approach would not represent the most efficient use of the money (Atrill, 2012) James PLC has available. According to Atrill and McLaney (2017) the best approach is to work out the profitability index, which represents the value per £ of scarce finance.
	 
	NPV
	Investment outlay
	Profitability index

	Project A
	813
	750
	2.08

	Project B
	1147
	1200
	1.96

	Project C
	1614
	2000
	1.81



Using the profitability index as a guide changes the way the investment opportunities are ranked as it puts project A as the most profitable project and project C as the least, which is the opposite to the NPV analysis.
This then changed the way the investments were viewed and led to this optimal investment mix:
	Available capital is £2500
	Optimal investment
	NPV
	Resulting NPV

	Project A
	100%
	813.5
	813.5

	Project B
	100.0%
	1147.5
	1147.5

	Project C
	27.5%
	1613.6
	443.7

	 
	 
	 Total NPV
	2404.7



Calculations for the optimal investment policy are in appendix 3.
Finance Options
Finance used for investment should be raised in such a way that the wealth of the owners and the business are maximised, this means that the cost of capital needs to be minimised (Atrill and McLaney, 2017). James PLC needs to consider internal and external sources of finance, internal sources are ones that only require the agreement of the directors of the business and not anyone past this level (Atrill, 2012). An advantage of internal sources of finance is flexibility as they can normally be obtained quickly (Atrill, 2012). External sources of finance is capital generated outside of the company (E finance management, 2019) or with the agreement of investors (Atrill and McLaney, 2017). The right decision of what source of finance to use crucial to the business (E finance management, 2019). 
Before considering external sources of finance James PLC should ensure that the company’s internal financial resources are being used optimally, some areas to look at are 
· Ensuring effective cash flow forecasting systems are in place
· Encouraging customers, via incentives, for prompt payment
· Ensure rigorous credit control procedures are in place
· Look at payment dates to suppliers to maximise allowed credit terms
· Failing to take advantage of free credit from suppliers creates a financing opportunity cost (Atrill and McLaney, 2017)
· Assess inventory levels
					                  (Arundale, 2007)
An internal source of long-term finance is utilising the retained earnings within James PLC, instead of distributing retained earnings to shareholders via dividends James PLC could use them for investment (Atrill, 2012). James PLC would need to ensure that there is a rate of return in using retained earnings in this way to keep shareholders happy (Atrill and McLaney, 2017). New shares could be issued to outside investors to raise capital but this would lead to a dilution in control for existing shareholders so retained earnings could be an easier and more acceptable option (Atrill, 2012). 
External sources of finance available for James PLC include:
· Preference shares
· These offer a lower level of risk than ordinary shares but these types of shares are no longer seen as an important source of finance as dividends are not allowable against taxable profits.
· Ordinary shares
· Represent a less risky form of financing than borrowing as no interest payments
· Borrowing
· Used by lots of companies with lenders often seeking security from the business in the form of assets held in case repayments can’t be made
· Bank overdrafts
· Allows a business to maintain a negative balance in its bank account and is inexpensive to arrange but would probably not be at the levels required for James PLC and is repayable on demand
				(Atrill and McLaney, 2017)
As mentioned previously the source of finance James PLC uses is crucial to the business (E finance management, 2019) and recommendations in this report are to look at retained earnings first and then borrowing and ordinary shares.
Summary
· NPV only = Option C best investment opportunity
· Capital rationing with projects divisible = 100% of Option A and B and 27.5% of Option C
· Key investment considerations = risk assessment, post project evaluation
· Analyse internal and external sources with retained earnings, borrowing and ordinary shares seen as those with most potential 
[bookmark: _GoBack]
Appendix 1 – NPV Calculations
Option A - Expand the flourishing retail outlet to include all products:
	Project A
	net cash flow
	discount factor 8%
	PV

	year 0
	-750
	1
	=D3*C3

	year 1
	400
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I3
	=D4*C4

	year 2
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I4
	=D5*C5

	year 3
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I5
	=D6*C6

	year 4
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I6
	=D7*C7

	 
	 
	 
	 

	
	 
	NPV
	=SUM(E3:E8)



 Option B – Develop into internet sales:
	Project B
	net cash flow
	discount factor 8%
	PV

	year 0
	-1200
	1
	=D12*C12

	year 1
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I12
	=C13*D13

	year 2
	600
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I13
	=D14*C14

	year 3
	800
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I14
	=D15*C15

	year 4
	1000
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I15
	=D16*C16

	 
	 
	 
	 

	
	 
	NPV
	=SUM(E12:E17)



Option C – Produce Greenhouses and Conservatoires:

	Project C
	net cash flow
	discount factor 8%
	PV

	year 0
	-2000
	1
	=D21*C21

	year 1
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I21
	=C22*D22

	year 2
	1000
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I22
	=D23*C23

	year 3
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I23
	=D24*C24

	year 4
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$I24
	=D25*C25

	 
	 
	 
	 

	
	 
	NPV
	=SUM(E21:E26)



Appendix 2 – IRR calculations (Option C)
	Discount Factors

	Period
	0.34
	0.345
	0.35

	1
	=1/(1+B$2)^$A3
	=1/(1+C$2)^$A3
	=1/(1+D$2)^$A3

	2
	=1/(1+B$2)^$A4
	=1/(1+C$2)^$A4
	=1/(1+D$2)^$A4

	3
	=1/(1+B$2)^$A5
	=1/(1+C$2)^$A5
	=1/(1+D$2)^$A5

	4
	=1/(1+B$2)^$A6
	=1/(1+C$2)^$A6
	=1/(1+D$2)^$A6

	5
	=1/(1+B$2)^$A7
	=1/(1+C$2)^$A7
	=1/(1+D$2)^$A7



	Project C
	net cash flow
	discount factor 35%
	PV

	year 0
	-2000
	1
	=C30*D30

	year 1
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AK12
	=C31*D40

	year 2
	1000
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AK13
	=C32*D41

	year 3
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AK14
	=C33*D42

	year 4
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AK15
	=C34*D43

	 
	 
	 
	 

	 
	 
	NPV
	=SUM(E30:E35)


	Project C
	net cash flow
	discount factor 34%
	PV

	year 0
	-2000
	=1
	=C39*D39

	year 1
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AI12
	=C40*#REF!

	year 2
	1000
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AI13
	=C41*#REF!

	year 3
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AI14
	=C42*#REF!

	year 4
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AI15
	=C43*#REF!

	 
	 
	 
	 

	 
	 
	NPV
	=SUM(E39:E44)





	Project C
	net cash flow
	discount factor 34.5%
	PV

	year 0
	-2000
	1
	=C48*D48

	year 1
	500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AJ30
	=C49*D49

	year 2
	1000
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AJ31
	=C50*D50

	year 3
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AJ32
	=C51*D51

	year 4
	1500
	='\\staff\shares\storage_2gb\id911561\Personal\MBA\Financial Management\[Ready plc (answer) (2).xlsx]Discount Tables'!$AJ33
	=C52*D52

	 
	 
	 
	 

	 
	 
	NPV
	=SUM(E48:E53)



Appendix 3 – Optimal Investment Policy
	 
	NPV
	Investment outlay
	Profitability index

	Project A
	813
	750
	=(370.37+428.67+396.92+367.51)/C2

	Project B
	1147
	1200
	=(462.96+514.4+635.07+735.03)/'Cap Rationing'!C3

	Project C
	1614
	2000
	=(462.96+857.34+1190.75+1102.54)/'Cap Rationing'!C4



	Available capital is £2500
	Optimal investment
	NPV
	Resulting NPV

	Project A
	1
	=B2
	=C22*B22

	Project B
	1
	=B3
	=C23*B23

	Project C
	=(2500-C2-C3)/C4
	=B4
	=C24*B24

	 
	 
	 
	=SUM(D22:D24)
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Return on Assets %


2017	2016	1.6	1.64	HSBC	
2.0299999999999998	


Current Ratio


2017	2016	1.06	1.06	HSBC	
1.0900000000000001	


Acid Test


2017	2016	0.66	0.55000000000000004	HSBC	
0.63	


Operating Expense Ratio


2017	2016	0.7	0.8	HSBC	
0.55000000000000004	


Total Asset Turnover 


2017	2016	1.7999999999999999E-2	1.84E-2	HSBC	
2.5999999999999999E-2	


Gearing Ratio %


2017	2016	5.37	5.7	HSBC	
7.1	


Interest Cover


2017	2016	2.39	2.2599999999999998	HSBC	
3.07	


Earnings Per Share


2017	2016	0.17	-0.05	

Return on Equity %


2016	2017	HSBC (2017)	27.8	27.28	27.17	


Net Profit %


2017	2016	16.8	15.06	HSBC	
26.92	


Gross Profit %


2017	2016	88.92	88.94	HSBC	
77.89	


Return on Capital Employed %


2017	2016	5.36	4.53	HSBC	
8.68	


