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[bookmark: _Toc7831801]Introduction
Financial Management refers to the planning, organizing, directing and controlling the financial and investment activities of a business enterprise. 
This Report contains various aspects of financial management. This report illustrates the analysis, interpretation and critical assessment of the financial position of a business, incorporating conclusions / recommendations and advice to managers / directors. This report also describes the various capital investment techniques used in the assessment of capital budgeting decisions.
[bookmark: _Toc7831803]Limitation of the Study
While conducting the study, it has been identified that ASDA group ltd. has not provided the financial information of 2018 yet as they used to publish their financial data of the last year after the mid of the current year. For this reason, it was not possible to compare the financial data of ASDA group Ltd with the Tesco for the recent year 2018.  












[bookmark: _Toc7831804]Part A: A brief history of ASDA Group Ltd.
ASDA Group Ltd. operates as one of the largest food retailers in the United Kingdom. The company's stores sell a wide variety of merchandise including food and apparel, along with housewares, music, videos, and books. ASDA has approximately 631 retail units in its arsenal. The size of each superstore is averaging nearly 42,000 square feet with some as large as100,000 square feet. The company, once known as a dairy conglomerate, was acquired by Wal-Mart Stores Inc. in 1999. Under its new parent's guidance, ASDA has been adding pharmacies, opticians, jewellery, and photo departments to its stores.
ASDA typically follows Nickel-and-dime business model. This model states that customers are very much price sensitive and price should be as low as possible. The mission of the Asda is 'to be Britain's best-value retailer exceeding customer needs always'. To become the best value retailer, company mainly uses lower pricing strategy such as Price Back Strategy in which ASDA promises to charge 10% less money for its products than the competitors and it will pay the difference if ASDA is not charging less than the competitors. To support the lower pricing strategy, ASDA has invested more than 1 billion pound sterling in recent years. This strategy has fired backed in recent years with the advent of German discount supermarkets Aldi and Lidl as ASDA has continuously losing market share and sales revenue has declined in the recent years especially in 2016 and 2017 as the company has experienced sales revenue in 11 consecutive month and has experienced the worst sales decline in its 69 years of existence. 
ASDA has in total 633 retail units in which 339 are ASDA superstores, 206 ASDA supermarkets, 33 ASDA living, 32 ASDA supercentres and 21 ASDA petrol fuelling station. This suggest that ASDA has followed related diversification to compete with its rivals.
The main competitors for ASDA are Tesco, Sainsbury, Morrisons, Aldi and Lidl. Tesco has the largest market share in UK grocery supermarket with 27.8%. ASDA comes in second with 15.8% market share. The main rival for ASDA is the Aldi. The continuous growth of Aldi and Lidl in market share has severely affected the business of ASDA.
Both ASDA and Sainsbury has lost significant market share to its competitors especially with the advent of German discount supermarkets Aldi and Lidl. To compete with them, ASDA and Sainsbury announced a merger in 2018 in a deal worth £7bn pound sterling. The merger was blocked by the Competition and Markets Authority (CMA) of United Kingdom as the deal will result in a Pooled Negotiating Power for both firms as the newly merged firm will be larger than Tesco and it will be able to raise the prices of products (Livingstone and Grossman, 2009).
[bookmark: _Toc7831805]Part B: A critical review of the Asda Group Ltd.’s financial performances

Financial statement analysis refers to the practice of using the historical accounting data reported in the financial statements in order to evaluate the financial performance and financial position of an organization which facilitates the investment, financing and operation investment decision of the management and helps the stakeholders to analyse the financial soundness and operating efficiency of the organization (Pandey, 2015).
Financial ratio analysis is a quantitative method of financial statement analysis which discloses the financial strength and weakness of an organization. There are five aspects of ratio analysis. These are
· Liquidity ratios
· Profitability ratios
· Efficiency ratios
· Financing ratios
· Investors ratios
Time series analysis will be used to evaluate the five aspects of ratio analysis of ASDA in order to perform intracompany financial performance comparison of ASDA based on the historical accounting data reported in the financial statements from 2013 to 2017 published by ASDA. Cross sectional analysis will be used to compare the financial ratios of ASDA with those of TESCO to perform intercompany financial performance comparison based on the historical accounting data reported in the financial statement in 2017 published by ASDA and TESCO.


Liquidity Ratios:
Liquidity ratios measure the ability of the firm to generate sufficient cash to meet the short term obligations of that firm when they becomes due. These ratios measures the immediate liquidity of the firm (Financial Accountability & Management, 2018). 
The liquidity ratios for ASDA are shown below
	Liquidity Ratios
	2013
	2014
	2015
	2016
	2017

	Current Ratio
	0.71
	0.78
	0.88
	0.93
	1.03

	Acid Test Ratio
	0.53
	0.6
	0.71
	0.76
	0.86




The Current ratio of ASDA is showing an upward trend from 2013 to 2017 but it is quite lower than the norm 2:1. The average current ratio during these five periods is 0.86 which implies that ASDA has on average 0.86 pound sterling worth of current asset to pay 1 pound sterling debt. So the company had negative working capital from 2013 to 2016 as the current ratio was less than 1 which implies that the company had more current liabilities than the current asset. It is also indicating that the company is implementing an aggressive working capital policy in managing its current asset and current liabilities. it is not bad for ASDA as substantial portion of current liability is consists of loans borrowed from its parent company Walmart Inc. and from the subsidiaries of Walmart Inc. at an interest rate of 6% and the stock days is less than the creditor days which implies that ASDA is converting inventory into cash much more rapidly than the accounts payable become due (Balmer, 2006).  The upward trend of current ratio also indicates that the company is growing into its full capacity despite the declining sales in these five years.
The acid test ratio is also showing an upward trend from 2013 to 2017 but it is less than the standard norm 1.1. The average acid test ratio during these periods was 0.69 which implies that ASDA has on average 0.69 pound sterling worth of quick current asset in the form cash & marketable securities and accounts receivable to pay 1 pound sterling worth of short term debt. The analysis also reveals that most of the investment of current asset is not current tied in inventories. This lower is acid test ratio for ASDA is justified for ASDA as the debtor days of ASDA is less than the creditor days of ASDA from 2013 to 2017. ASDA took on average 47 days to collect cash from customer and the intracompany receivables and took on average 65 days to pay the suppliers and intracompany trade payables (Lagoarde-Segot, 2019). 

The comparison of liquidity ratios for ASDA and Tesco in 2017 is shown below
	Liquidity Ratios
	ASDA
	Tesco

	
	2017
	2017

	Current Ratio
	1.03
	0.78

	Acid Test Ratio
	0.86
	0.63




The above figure shows that ASDA is more capable of generating sufficient cash to meet the short term obligations when they becomes due than Tesco. This cross sectional analysis reveals that Tesco will suffer more difficulty than ASDA to pay the short term obligations. This analysis also reveals that Tesco is practicing aggressive working capital strategy more than ASDA. 
Profitability Ratios:
Profitability ratios measure the ability of a firm to generate profit against all the expenses that are incurred to generate that profit in a specific time period.
The profitability ratios of ASDA are shown below
	Profitability Ratios
	2013
	2014
	2015
	2016
	2017

	Operating Profit Margin
	4.26%
	4.36%
	4.67%
	3.90%
	3.31%

	Net Profit Margin
	3.27%
	3.36%
	3.67%
	3.03%
	3%

	Return on Asset
	5.59%
	5.27%
	5.27%
	4.16%
	4.05%

	Return on Capital Employed
	12.06%
	11.07%
	10.74%
	8.49%
	7.12%






The Operating profit margin of ASDA is showing a secular trend from 2013 to 2017 as the operating profit slightly increased from 2013 to 2015 but it starts to decline from 2016. The major reason for declining operating profit margin is declining sales revenue and increased operating cost.  In 2016, ASDA has experienced 5.7% decline in sales revenue which has decreased the sales revenue from 22.3 billion pound sterling to 21.7 billion pound sterling. The number of shoppers heading to Asda stores fell 2% during the period and the average amount spent by customers also dropped by 0.8% in 2016. There are several reasons for sales decline in 2016. The first one is the advent of German discount supermarkets Aldi and Lidl which has affected the market share of all super giant super markets. These discount markets are gaining the market share more rapidly than the ASDA. The second reason for declining sales is the ASDA’s lower pricing strategy such as Price Back Strategy. This strategy has made it easy for the German discount supermarkets Aldi and Lidl to steal the market share of ASDA as the Aldi and Lidl are better products and customer service than the ASDA at a lower price. The third reason is the investment of 1 billion pound sterling under the ‘Project Renewal’ to support its lower pricing strategy to compete with its rivals especially the German discount supermarkets Aldi and Lidl. The last reason is the increase in operating cost especially the payroll cost and the director’s remuneration which has affected the operating profit. For this reason, ASDA suffered the worst sales decline in its 67 years of operation in 2016. The decline in sales continued in 2017 for the first two quarters but ASDA has seen its sales revenue increased in last two quarters by 0.5% in 2018. Despite the increase in sales, the firm has experienced 0.69% decrease in operating profit margin in 2018 as the growth rate in operating cost was higher than the growth rate of sales revenue.

The net profit margin of ASDA is showing a secular from 2013 to 2017 as the net profit margin slightly increased from 2013 to 2015 but it starts to decline from 2016. The main reason for decline in net profit margin from 2016 is the decrease in sales revenue and the increasing operating cost. Though the sales revenue is increased by 0.5% in 2017 and 55% decrease in finance cost, the net profit margin was declined by 0.03% which demonstrates that ASDA does not have sufficient control over its increasing operating expenses.

The Return on Asset of Asda is showing declining trend from 2013 to 2017. The declining trend implies that Asda is not efficiently using its assets to generate revenue. The reasons for declining Return on Asset is the increased investment in low interest earning intercompany receivables, the increasing operating cost and the sales decline in these periods. There has been continuous increase in the investment in low interest earning intracompany receivables in these periods and the operating cost has increased in these years. As a result, ASDA is not able to increase its Return on Asset even though the sales revenue was increased in 2015 and 2017. The decline in sales revenue in 2014 and 2016 was the result of declining Retun on Asset in these periods. 

The Return on Capital Employed is showing a downward trend from 2013 to 2017. The downward trend implies that Asda is not effectively using its capital to generate sufficient revenue and produce cash flows which will contribute to the shareholders wealth (Pandey, 2015).



The comparison of profitability ratios of ASDA and Tesco in 2017 are described below

	Profitability Ratios
	ASDA
	Tesco

	
	2017
	2017

	 Operating Profit Margin
	3.31%
	2.29%

	Net Profit Margin
	3%
	0.97%

	Return on Asset
	4.05%
	1.2%

	Return On capital Employed
	7.12%

	2.77%









The profitability ratios of Asda is looking more attractive than those of Tesco as the Operating Profit Margin, Net Profit Margin, Return on Asset and Return On capital Employed of ASDA was higher than those of Tesco (Balmer, 2006). The operating profit margin was higher for ASDA in 2017 as ASDA has incurred 97% administrative expenses to generate sales revenue compared to the Tesco’s 98% operating expense to generate revenue. The net profit margin for ASDA was higher than that of Tesco because of the lower finance cost incurred by ASDA compared to the finance cost of Tesco. The income statement published by both company in 2017 reveals that ASDA has incurred 36.3 million pound sterling finance cost compared to the 630 million pound sterling finance cost of Tesco. The lower net profit margin of Tesco has contributed to the lower Return on Asset and Return on Capital Employed. This indicates that ASDA is more efficiently using its assets and capital to generate revenue, to produce cash flows for the stockholders than Tesco despite the fact that the Return on Asset and the Return on Capital Employed of ASDA severely declined from 2013 to 2017.


Efficiency Ratios
Efficiency ratio measures how efficiently the firm is using its assets to generate sales revenue.

The efficiency ratios for ASDA are shown below:
	Efficiency Ratios
	2013
	2014
	2015
	2016
	2017

	Stock Days
	24
	24
	26
	26
	25

	Debtor Days
	37
	43
	49
	51
	55

	Creditor Days
	50
	58
	67
	71
	75





The stock days for Asda shows a secular trend from 2013 to 2017 as the stock days increased in 215 and decreased in 2017. The average stock days for ASDA from 2013 to 2017 was 25 days which implies that ASDA took 25 days to sell its inventory and convert the investment of inventory into cash. The most important thing here is that the stock days was quite stable and low during these periods. The low stock days means that ASDA has an efficient inventory management system and the products were sold quickly thus resulting in a higher inventory turnover. This low stock days also implies that the inventory of ASDA is not consists of obsolete assets and the inventory is highly liquid. The decrease in stock days in 2017 implies that the portion of total investment for current asset in inventory has decreased in 2017.
The debtor days of ASDA shows an upward trend from 2013 to 2017. The average debtor days forASDA during these periods were 47 days which implies that it took ASDA ion average 47 days in these periods to collect money from debtors which is more than the average terms of 30 days offered by ASDA. This implies that the quality of debtors of is decreasing which increases the risk of default from debtors and ASDA may have to use more credit upfront to pay the expenses (Pandey, 2015). The increasing debtor days also indicates that account receivable management or credit is not efficient and effective as it has taken for the company on average 17 days more to collect money from debtors than the standard sales term established by ASDA (Lagoarde-Segot, 2019).
The creditor days of ASDA shows an upward trend from 2013 to 2017. The average creditor days for ASDA in these periods were 65 days which implies that it took ASDA 65 days to pay the bills of suppliers and other vendors. The increasing credit days implies that either Asda is using the cash for short term activities or it is struggling to find cash to pay the suppliers. The increasing creditor days has deteriorated the relationship between ASDA and its suppliers ASDA was voted the worst major supermarket chain in 2017 by 1200 suppliers. 

The comparison of efficiency ratios of ASDA and Tesco is shown below
	Efficiency Ratios
	ASDA
	Tesco

	
	2017
	2017

	Stock Days
	25 days
	16 days

	Debtor Days
	55 days
	10 days

	Creditor Days
	75 days 
	10 days









The above comparison of Efficiency ratios of ASDA and Tesco reveals that Tesco is efficiently managing its assets to generate sales revenue. Stock days for Tesco (16 Days) is lower than the stock days of ASDA (25 days) which reveals that Tesco is selling its inventory more quickly to convert the inventory into cash than the ASDA. It also implies that Tesco is selling products more quickly than the ASDA and the market demand for merchandise inventory of Tesco is higher than the market demand for merchandise inventory of ASDA. The debtor days of Tesco (10 days) is less than the debtor days of ASDA (55 days). It implies that Tesco collect money more quickly from its customers more quickly than ASDA. This analysis also reveals that the account receivable management of Tesco is more efficient as the credit terms offered by Tesco is 7 to 60 days but Tesco collected the money within 10 days whereas ASDA offers a credit term of 30 days but collected the money in 55 days.
The creditor days for ASDA (75 days) is longer than the creditor days of Tesco (10 days) which means that ASDA is taking on average 65 days more to pay the suppliers in 2017. But this increased creditor days has backfired in 2017 for ASDA as ASDA was voted the worst major supermarket chain in 2017 by 1200 suppliers. 



FINANCING RATIO
Financing Ratios measures the degree to which a firm uses debt capital in its capital structure and the ability of the firm to meet the debt obligations. 
The financing ratios of ASDA are shown below
	Financing Ratios
	2013
	2014
	2015
	2016
	2017

	Gearing Ratio
	.09
	0.12
	0.12
	0.14
	0.15

	Interest Coverage Ratio
	12
	10
	13
	11
	18




The gearing ratio of ASDA shows an increasing trend from 2013 to 2017. The long term liabilities of ASDA were on average 13% of shareholders' equity during these periods which is very low for ASDA. It implies that ASDA is using more long term liability in its capital structure to support its long term growth. This low gearing also implies a strong position of the equity holders of the business and low financial risk which makes ASDA a financially stable business. 
 
The Interest Coverage Ratio shows a secular trend from 2013 to 2017 as it was decreased in 2014 and 2016. Despite the secular trend, ASDA has satisfactory level of interest coverage ratio which indicates that ASDA has generated sufficient operating profit to pay off the interest expenses charges of debt capital. The reason for decline in interest coverage ratio in 2014 and 2016 is the decline of sales revenue in these years.

 
The comparison of Financing Ratios for ASDA and Tesco is shown below

	Liquidity Ratios
	ASDA
	Tesco

	
	2017
	2017

	Gearing Ratio
	0.15
	3.11


	Interest Coverage Ratio
	18
	1.16



The comparison of financing ratios for Asda and Tesco reveals that Tesco is highly levered firm as the gearing ratio for Tesco (3.11) is quite higher compared to the gearing ratio for ASDA (0.15). It also implies that Asda is more financially stable business than the Tesco as Tesco will find it very difficult to profitable during the declining sales period due to the higher interest expense.
The interest coverage ratio quite lower for Tesco. It implies that if there is significant sales decline, Tesco will find it difficult to make the loan payments which will increase the bankruptcy risk of Tesco (Financial Accountability & Management, 2018).



Investor Ratio
The investor ratio for ASDA are shown below:
	investors Ratio
	2013
	2014
	2015
	2016
	2017

	 Earnings Per Share 
	0.24
	0.25
	0.27
	0.21
	0.22




The earnings per share for ASDA shows a secular trend from 2013 to 2017 as it has increased from 2013 to 2015 but declined in 2016. The reason for decline in 2016 in the decline in sales revenue for that period. The earning per share is quite low for Asda which means that Asda is facing to earn revenue and Asda is in its maturity of the business life cycle which indicates lower growth prospects. If the earning per share is not improved in the future, Asda will experience significant decline in its share price.
The comparison of investor ratio of Asda and Tesco is shown below
	Investor Ratio
	ASDA
	Tesco

	
	2017
	2017

	Earnings Per Share
	0.22
	0.07






The comparison reveals that Tesco has lower earnings per share than Asda. The lower earnings per share for Tesco is the result of higher operating cost and higher finance cost.


Recommendations:

The management of ASDA needs not only to put its focus from lower pricing strategy that is from low cost provider but also put its focus in premium market segment in order to become the best cost provider.  The firm also needs to control its operating as the operating cost is increasing every year. The growth in sales revenue will be useless if Asda does not control its operating cost because Asda will be make sufficient profit. ASDA needs to improve its Account receivable management as the debtors are taking more time than the credit time offered by ASDA. ASDA needs to improve its supply chain management especially in the payment period in order to improve its image among the supplier. The gearing ratio for ASDA is lower. Asda should use more long term debt to finance its assets and investment because it will increase the sales revenue and magnify the net profit.
The advent of German discount supermarket Aldi and Lidl has impacted the business of Asda. As a Result, ASDA and Sainsbury announced a merger deal in 2018 but it was blocked by the Competition and Markets Authority (CMA) of United Kingdom for the fear of increasing price. So, ASDA should make an acquisition deal with either Aldi or Lidl which will help them compete more effective and efficiently with major competitors.

[bookmark: _Toc7831806]Part C: Carry out investment appraisal techniques to evaluate the following two projects

1. Calculate the Payback Period (PBP), Accounting Rate of Return (ARR), Internal Rate of Return (IRR) and the Net Present Value (NPV) of the project. Evaluate the results of these calculations and recommend with reasons which project should be adopted 

· Payback Period:
Payback period for uneven cash flows=
Here, 
	A= cumulative net cash flows year near to outflow
	I= Initial Investment
C= Cumulative Projected Cash Flow of the year
D= net cash flows of recovery year
Project A
Here, 
	Initial investment= 85000000
	Projected Net Cash flow at year 1= 10000000
	Projected Net Cash flow at year 2= 20000000
	Projected Net Cash flow at year 1= 40000000
	Projected Net Cash flow at year 1= 55000000



	Year
	Projected Net Cash Flow
	Cumulative Projected Cash Flow

	1
	10000000
	10000000

	2
	20000000
	30000000

	3
	40000000
	70000000

	4
	55000000
	125000000



Here,
	A= cumulative net cash flows year near to outflow = 3 year
	I= Initial Investment = 85000000
C= Cumulative inflow of the year = 70000000
D= net cash flows of recovery year = 55000000

Payback period= 
	             = 
	            = 3.27 years
So, it will require 3.27 years for the projected net cash flows of Project A to recover the cash outflows or initial investment of the Project A.  
Project B
Here, 
	Projected Net Cash flow at year 1= 25000000
	Projected Net Cash flow at year 2= 30000000
	Projected Net Cash flow at year 1= 35000000
	Projected Net Cash flow at year 1= 40000000

	Year
	Projected Net Cash Flow
	Cumulative Projected Cash Flow

	1
	25000000
	25000000

	2
	30000000
	55000000

	3
	35000000
	90000000

	4
	40000000
	130000000



Here,
	A= cumulative net cash flows year near to outflow = 3 year
	I= Initial Investment = 90000000
C= Cumulative inflow of the year = 90000000
D= net cash flows of recovery year = 40000000

Payback period= 
	             = 
	            = 3 years

So, it will require 3 years for the projected net cash flows of Project B to recover the cash outflows or initial investment of the Project A.  
The depreciation is excluded in the calculation of the payback period of both Project A and Project B since the payback period method does not consider the depreciation and the terminal cash flows that are going to be received from the project at the end of estimated economic lifetime of the project.

Since these projects are mutually exclusive projects, the selection of one project will reject the other project. The decision rule of Payback period method for mutually exclusive projects is to take or select the project which has the quickest and smallest payback period. Between Project A and Project B, Project B should be selected because the payback period for Project B (3 years) is lower than the payback period for Project A (3.27 years).  

Accounting Rate of Return:
Accounting rate of return= () * 100
Here,
	Average Net Profit= 
Average Investment =  

Project A:
Here, 
	Initial investment= 85000000
	Projected Net Cash flow at year 1= 10000000
	Projected Net Cash flow at year 2= 20000000
	Projected Net Cash flow at year 1= 40000000
	Projected Net Cash flow at year 1= 55000000
Since the projected net cash flows are given for the Project A, Depreciation needs to be deducted from these projected net cash flows to get the net profit for each year.
The firm uses straight line depreciation method to determine the depreciation for each year.
Straight line depreciation= 
Here, 
	Initial investment= 85000000
	Scrap Value= 0
	Estimated Economic Lifetime of The Asset or Project= 4 years

So, Depreciation=  = 21250000
Calculating the net profit of Project A in the next 4 years
	Particulars
	Year 1 
	Year 2
	Year 3
	Year 4

	Projected Net Cash Flow
	10000000

	20000000

	40000000

	55000000


	Less: Depreciation Expense
	21250000
	21250000
	21250000
	21250000

	Net Profit ( Loss)
	(11250000)
	(1250000)
	18750000
	33750000



So, Average Net Profit=  = 10000000

      Average Investment=  = 42500000

Accounting Rate of Return from Project A = () * 100
					   = () * 100
					   = 23.53 %
It means that Project A is going to earn 23.53 pound sterling for every 100 pound sterling investment in the project A.

Project B
Here, 
	Initial investment= 90000000
	Projected Net Cash flow at year 1= 25000000
	Projected Net Cash flow at year 2= 30000000
	Projected Net Cash flow at year 1= 35000000
	Projected Net Cash flow at year 1= 40000000
Since the projected net cash flows are given for the Project A, Depreciation needs to be deducted from these projected net cash flows to get the net profit for each year.

The firm uses straight line depreciation method to determine the depreciation for each year.
Straight line depreciation= 
Here, 
	Initial investment= 90000000
	Scrap Value= 0
	Estimated Economic Lifetime of The Asset or Project= 4 years

So, Depreciation=  = 22500000

Calculating the net profit of Project A in the next 4 years
	Particulars
	Year 1 
	Year 2
	Year 3
	Year 4

	Projected Net Cash Flow
	25000000
	30000000

	35000000
	40000000


	Less: Depreciation Expense
	22500000
	22500000
	22500000
	21250000

	Net Profit ( Loss)
	2500000
	7500000
	12500000
	17500000



So, Average Net Profit=  = 10000000



      Average Investment=  = 45000000
Accounting Rate of Return from Project A = () * 100
					   = () * 100
					   = 22.22 %
It means that Project A is going to earn 22.22 pound sterling for every 100 pound sterling investment in the project A.

The decision rule of Accounting Rate of Return for mutually exclusive projects is to either select the project that has expected accounting rate of return greater than the desired accounting rate of return set by the organization or select the project with highest Accounting Rate of Return. Since the company does not have aby desired Accounting Rate of Return, the company needs to select the project with highest Accounting Rate of Return. As a result, the company should select the project A because Project A (23.53%) has greater Accounting Rate of Return than Project B (22.22%). 

Net Present Value:
Net Present Value formula is shown below
[image: ]
Here,
CF stands for Annual Net Cash Flow
R stands for Cost of Capital
I stands for Initial Investment


Project A:
Here, 
	Initial investment= 85000000
	Projected Net Cash flow at year 1= 10000000
	Projected Net Cash flow at year 2= 20000000
	Projected Net Cash flow at year 1= 40000000
	Projected Net Cash flow at year 1= 55000000
	Cost of Capital= 10.50%

So, Net Present Value for Project A is shown below
[image: ]

The Net Present Value for Project A is positive and greater than zero which is £6,966,354.32 pound sterling. This positive Net Present Value means that Project A will generate sufficient cash flow to repay the invested capital as well as the required return on that capital and this excess cash is added to the shareholders’ wealth thus increasing the shareholders’ wealth by £6,966,354.32 if Project A is selected.



Project B:
Here, 
	Initial investment= 90000000
	Projected Net Cash flow at year 1= 25000000
	Projected Net Cash flow at year 2= 30000000
	Projected Net Cash flow at year 1= 35000000
	Projected Net Cash flow at year 1= 40000000
	Cost of Capital= 10.5%
So the Net Present Value for Project B is shown below
[image: ]
 
The Net Present Value for Project B is positive and greater than zero which is £9,964,022.16 pound sterling. This positive Net Present Value means that Project B will generate sufficient cash flow to repay the invested capital as well as the required return on that capital and the excess cash is added to the shareholders’ wealth thus increasing the shareholders’ wealth by £9,964,022.16 if Project B is selected.
The Net Present Value for a project can be defined as the present value of the difference between projected cash inflows and projected cash outflows of a project within its estimated economic lifetime (Balmer, 2006). Since Depreciation expense is a non-cash expense rather than a cash flow, Depreciation expense is excluded in the calculation of Net Present Value for both Project A and Project B.

The decision rule of Net Present Value method for mutually exclusive projects is to select the project that has the highest Net Present Value. As a result, the company should select the Projects B because the Net Present Value of Project B (£9,964,022.16) is greater than the Net Present Value of Project A (£6,966,354.32). Thus selecting Project B will increase the shareholders’ wealth by £2997667.84.

INTERNAL RATE OF RETURN:
The formula for determining the Internal Rate of Return of a project is  
[image: ]
Project A:
Here, 
	Initial investment= 85000000
	Projected Net Cash flow at year 1= 10000000
	Projected Net Cash flow at year 2= 20000000
	Projected Net Cash flow at year 1= 40000000
	Projected Net Cash flow at year 1= 55000000
	Cost of Capital= 10.50%
The Internal Rate of Return of Project A is shown below
[image: ]
So Internal Rate of Return of Project A is 12%

Project B:
Here, 
	Initial investment= 90000000
	Projected Net Cash flow at year 1= 25000000
	Projected Net Cash flow at year 2= 30000000
	Projected Net Cash flow at year 1= 35000000
	Projected Net Cash flow at year 1= 40000000
	Cost of Capital= 10.50%

The Internal Rate of Return for Project B is shown below
[image: ]

So, Internal Rate of Return of Project B is 15%
The decision rule of Internal Rate of Return for mutually exclusive projects is to select the project which higher than the cost of capital of the company and which has the highest Internal Rate of Return (Lagoarde-Segot, 2019). So, Project B should be selected because Internal Rate of Return of Project B (15%) is higher than the cost of capital (10.50%) and the Internal Rate of Return of project is higher than the Internal Rate of Return of Project A.

[bookmark: _Toc7831807]2. Critically discuss the advantages and shortcomings of the PBP, IRR and NPV techniques as ways of evaluating capital projects

Payback Period:
The advantages of payback period are discussed below
· Simplicity:
Payback period is very simple to use, easy to understand and easy to interpret. It is very simple to determine the payback period for a project and then select those projects that have payback period lower than the payback period established by the management in case of independent projects subject to capital rationing or to select the project that has shortest and quickest payback period in case of mutually exclusive projects (Financial Accountability & Management, 2018).
· Suitable for small firms:
Payback period is suitable for small firms especially for those firms that are in rapid growth stage. In this stage, the firms requires large amount of investment to support the rapid the growth of business but these firms does not have access to capital market to collect the  required financing (Livingstone and Grossman, 2009). So, these firms use payback period to assess the quick cash recovery of the projects because quick cash recovery will facilitate the reinvestment in more profitable projects.

The shortcomings of payback period method are discussed below
· Ignoring time value of money:
Payback period uses nominal cash flows in the model assigns equal weights in the cash flows of different time periods (Pandey, 2015). As a result, payback period method ignores time value of money concept as it treats the cash flows of earlier period and the cash flows of later period as identical cash flows.
· Ignoring cash flows after the cut-off date or payback period:
Payback period ignores the cash flows that are going to be received from the project or paid into the project after the payback period or cut-off date (Balmer, 2006). As a result, payback period method selects the projects that receives large cash flows in the earlier years as the payback period method assigns equal weights in cash flows of different periods and ignores the timing associated with the cash flows.
· Applicable in conventional projects:
Payback period method is applicable in conventional projects that is, it is applicable in those projects which has large initial investment and generate cash flows throughout the lifetime of the project. As a result, payback period method fails in those projects in which investment is spread throughout the lifetime of project or in those projects that do not have large start up or initial investment.



Net Present Value Method:
The advantages of Net Present Value method are discussed below:
· Focus on cash flow:
Net Present Value method is the difference is between present value of cash inflows generated from a project and the present value of cash outflows occurred in that project throughout its estimated economic lifetime (Livingstone and Grossman, 2009). So, Net Present Value method focuses on the net cash flow generated from a project rather than the net profit generated by the project as net profit or earnings does not represent cash.
· Time value of money:
Net Present Value method considers the time value of money concept as Net Present Value method considers both magnitude and timing associated with cash flows that are going to be received or paid into the project (Pandey, 2015).
· Focus on all cash flows:
Net Present Value method focuses on all the cash flows that are going to received or incurred in the project. For this reason, Net Present Value method includes the terminal cash flows that are going to be received from a project when it is sold at the estimated economic lifetime of that project.

The shortcomings of Net Present Value method are discussed below:
· Ignoring the scale of a project:
Net Present Value method ignores the scale or size of the investment required to undertake a project. As a result, Net Present Value method will select a project that has higher Net Present Value method regardless of the scale of the project.
· Making biased decisions in longer period projects:
Net Present Value method makes biased decision while selecting projects of longer period project in comparing the under mutually exclusive projects with different estimated economic lifetime because Net Present Value method does not any control over the lifetime of projects.

Internal Rate of Return method:
The advantages of Internal Rate of Return method are discussed below:
· Time value of money:
Internal Rate of Return method is simply a discount which makes the present values of net cash flows generated from a project equal to the capital investment of that project. So, Internal Rate of Return method focuses not only on cash flows but also on the magnitude and timing associated with the cash flows.
· Hurdle Rate not necessary:
The hurdle rate or cost of capital is very important component in the analysis of capital budgeting decisions. Sometimes, it becomes very difficult to estimate the hurdle rate and sometimes subjective assessment is used to determine the hurdle rate. The Internal Rate of Return method does not require to estimate the hurdle rate which reduces the risk of using a hurdle rate which is incorrectly estimated.
The shortcomings of Internal Rate of Return method are shown below:
· Bias towards small projects:
Like Net Present Value Method, Internal Rate of Return method ignores the scale of size of the project (Balmer, 2006). The present values of cash inflows are compare with the present value of investment. As a result, in comparing the mutually exclusive projects, Internal Rate of Return method makes bias decision towards small projects which has small capital investment because small projects generates higher Internal Rate of Return than the large projects.
· Multiple Internal Rate of Return:
If the investment of a project is spread throughout the lifetime of a project, the project will have more than one Internal Rate of Return. As a result, decision maker will not trouble because he does not know which Internal Rate of Return is appropriate for that project.


[bookmark: _Toc7831808]Non-financial factors:
While making capital budgeting decisions to make investment in a project, some non-factors influences the capital budgeting decisions. These are
· While making a capital budgeting decisions, the management needs to check out whether the project is satisfying all the legal laws and regulations.
· While making capital budgeting decisions, the management needs to assess whether the project is matching the industry standards.
· While making capital budgeting decisions, the management has to examine whether the project is improving the employee morale and work environment within the organization
· While making capital budgeting decisions, the management needs to identify whether the project will help the organization to achieve it's strategic goals
· While making capital budgeting decisions, the management has to assess the impact of such decision on the quality of products, manufacturing flexibility and manufacturing cost of the firm
· While making capital budgeting decisions, management has to identify whether undertaking a new project will improve the operational efficiency of a firm or not
· While making capital budgeting decisions, management needs to assess some behavior factors of human such as resistance to change, politicking, empire building etc.
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Profitability Ratio

Operting Profit Margin	2013	2014	2015	2016	2017	4.26	4.3600000000000003	4.67	3.9	3.31	Net Profit Margin	2013	2014	2015	2016	2017	3.27	3.36	3.67	3.03	3	Return on Asset	2013	2014	2015	2016	2017	5.59	5.27	3.03	4.16	4.05	Retrun on Capital Employed	2013	2014	2015	2016	2017	12.06	11.07	3	8.49	7.12	



Operating Profit Margin	Category 1	Category 2	3.3099999999999997E-2	2.29E-2	Net Profit Margin	Category 1	Category 2	0.03	9.7000000000000003E-3	Return on Asset	Category 1	Category 2	4.0500000000000001E-2	1.2E-2	Return on Capital Employed	Category 1	Category 2	7.1199999999999999E-2	2.7699999999999999E-2	



Stock Days	Asda	Tesco	25	16	Debtor Days	Asda	Tesco	55	10	Creitor Days	Asda	Tesco	75	10	



Fiancing Ratios

Gearing Ratio	
2013	201	2015	2016	2017	0.09	0.12	0.12	0.14000000000000001	0.15	Interest Coverage Ratio	
2013	201	2015	2016	2017	12	10	13	11	18	



Investor Ratio

Earning Per share	2013	2014	2015	2016	2017	0.24	0.25	0.27	0.21	0.22	



Earnings Per Share	Asda	4.3	2.5	



Liquidity Ratios

Current Ratio	2013	2014	2015	2016	2017	0.71	0.78	0.88	0.93	1.03	Acid Test Ratio	2013	2014	2015	2016	2017	0.53	0.6	0.71	0.76	0.86	



Current Ratio	Asda	Tesco	1.03	0.86	Acid Test Ratio	Asda	Tesco	0.78	0.63	
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where:

C; = net cash inflow during the period t
Cjp = total initial investment costs
7 = the discount rate, and

t = the number of time periods
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