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[bookmark: _Toc535596746][bookmark: _Toc535615913]Assessment 1: EasyJet

Select a company whose shares are traded on the London Stock Exchange and is part of the FTSE 100 Index. Download its most recent annual report(s) covering the financial statements for the last 2 years. 

You are required to present a business report to the directors of the company. Within your report you should:

· Calculate profitability, liquidity, gearing, efficiency and investor ratios for a minimum of the past 2 years.
· Critically evaluate the ratios calculated. In your analysis. You should consider possible reasons for changes in ratios over the period and discuss the limitations of ratio analysis.
· Based on your analysis, make recommendations on how to improve the financial management of the company.
(40%)
 (2,500 words)

[bookmark: _Toc535596747][bookmark: _Toc535615914]Executive Summary

With respect to EasyJet PLC, the present business report: calculates profitability, liquidity, gearing, efficiency and investor ratios 2+ years; critically evaluates the ratios calculated, considers possible reasons for changes in ratios over the period, and discusses the limitations of ratio analysis; and based on the overall analysis of EasyJet, makes recommendations on how to improve the financial management of the company.
Based on the analysis, EasyJet is doing well across all ratios, except for current ratio and P/ER, which need to be monitored. Aside from this, there have been positive increases across all other ratios, resulting from, inter alia, major capital investments made and returns already being borne. Despite these positive increases, EasyJet can still consider some ways forward with respect to improving financial management within the company, including by: monitoring average settlement period for trade receivables and trade payables; improving and aligning their Annual Financial Report with the International Integrated Reporting Council’s Integrated Reporting Framework (IIRF); and developing specific annual financial performance management targets.

1. [bookmark: _Toc535615915]Introduction

EasyJet PLC is a low-cost European airline which is part of the FTSE 100 Index and traded on the London Stock Exchange (LSE 2018). EasyJet’s success can be attributed to a number of key operational characteristics, including its: (i) capital: as of 30 September 2018, EasyJet had a market capitalization of £5 billion and a net cash position of £396 million (2017: £357 million); (ii) aircraft: EasyJet had 315 aircraft as of 2018 (2017: 279 aircraft); (iii) people: EasyJet had 14,605 employees, (2017: 12,181); (iv) technology: EasyJet achieved 615 million visits across all of its digital platforms(2017: 567 million visits); and (v) reach: EasyJet operates at 156 airports across 979 routes (2017: 138 airports, 862 routes). Additionally, in terms of policy and strategy, EasyJet follows: the UK Corporate Governance Code; a set of ethics and corporate social responsibility policies, which codify how it must operate (the former emphasizes openness, transparency, and honesty, and the latter safety, environmental sustainability, positive societal contributions, and commitment to human rights[footnoteRef:1], upholding the Modern Slavery Act[footnoteRef:2], and eliminating any gender pay gaps) (EasyJet 2016, 2017, 2018a & no date A, B, C, D, E, F, G; FRC 2018); and a strategy which seeks to ensure EasyJet can continue to benefit from its competitive advantages, including its, “unparalleled network and market positions, efficient low cost model, well-known brand and strong balance sheet” (EasyJet PLC 2018, pgph. 6). Collectively, these key characteristics have led EasyJet to consistently grow from year to year, both in terms of its operations and revenue, despite numerous other competitors (e.g. RyanAir, Eurowings) (Waltenberger & Ruff-Stahl 2018). [1:  For more information, please see the Universal Declaration of Human Rights of the United Nations which sets out fundamental human rights meant to be enjoyed and universally protected for all persons (UN no date).]  [2:  In summary, the Modern Slavery Act is a UK governmental policy which seeks to eradicate slavery in all forms (e.g. slavery, servitude, forced/compulsory labour, human trafficking) and protect victims (UK Government 2015; Home Office et al. 2015).  ] 

This business report will now examine EasyJet’s profit, loss, balance sheet, and cashflow reports over the past few years, in order to calculate and critically assess and evaluate ratios related to the company’s profitability, liquidity, gearing, efficiency and investor ratios, so as to make recommendations to senior management on how EasyJet could possibly improve the financial management in the future.


2. 
3. [bookmark: _Toc535596748][bookmark: _Toc535615916]EasyJet 5-Year Ratio Results[footnoteRef:3] [3:  Based on calculations derived from Atrill 2013, p. 185-211.] 
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4. [bookmark: _Toc535596749][bookmark: _Toc535615917]Analysis of EasyJet’s 5-Year Ratio Results 

4.1. [bookmark: _Toc535596750][bookmark: _Toc535615918]Limitations of Financial Ratios

[bookmark: _GoBack]	Financial ratios (FR), derived from analysing balance sheets, cash flow, and income statements (i.e. financial statements), serve as a quick and simple way of assessing a business’ financial well-being, position and performance, including in relation to the health of other similar businesses which may have a larger scale of operations within the same sector (Atrill 2012 & 2013). However, FRs come with a number of important limitations, some of which will now be explored.
	First, there is no standard set of agreed-upon FRs to calculate; definition for what a correct FR is made up of; standard method for calculating numerous types of different FRs; nor is there a standard set of content in financial statements that companies can equally draw from in order make an equal comparison. It is therefore imperative, insofar as possible, to be consistent in the way ratios are calculated. Second, the choice and interpretation of ratios are normally contingent on the judgement, opinion and subjectivity of an analyst (or numerous analysts) who will rely heavily on a firm’s published financial statements. In the absence of standard definitions, not only does this leave room for possible manipulation of figures, but the information generated is reliant upon the quality (and quantity) of data available. Third, calculating a ratio is not an end in itself and needs to answer ‘why?’ the ratio is the way it is – only then can a sounder interpretation of predictability be made. However, these interpretations are still contingent upon the experience and skills of the analyst. Fourth, financial statements can be inaccurate due to effects of inflation. For example, the measurement of profits can be distorted during a time of inflation because inventories acquired months before they are sold will mean that the expense of that inventory will not reflect the current price at time of sale, the result of which is that expenses are understated and profits overstated, thereby skewing any subsequent ratio calculations related to profitability for comparative purposes. Fifth, there are no two businesses which, whether local or international, are the same in terms of financial policies, methods and reporting periods, which means there will always be limitations to a comparative FR analysis. Sixth, once cannot exclusively rely on FR as a predictor of future success or failure, as there are other characteristics in a firm vital to helping determine position and performance, including total sales revenue, capital employed, and profit figures, inter alia (Davis 1976, p. 14-15; Gibson 2009, p. 178; Atrill 2012, p. 217-218 & 2013, p. 109-112; Schoenebeck & Holtzman 2013, p. 323; Hughes et al. no date). Thus, bearing in mind these limitations, the subsequent analysis will focus on the following FRs as they are seemingly important for decision-making purposes: profitability, efficiency, liquidity, gearing and investment (Atrill 2012 & 2013).

4.2. [bookmark: _Toc535596751]
4.3. [bookmark: _Toc535615919]Profitability[footnoteRef:4] [4:  In 2016, EasyJet began measuring profitability in two ways: headline and non-headline profits. The former excludes costs for non-recurring and one-off items, including major capital investments, and the latter includes them (EasyJet 2016). This was done due to the nature of the airline industry which requires large, one-off investments to evolve and grow (e.g. purchasing of new aircraft). For investors, this separation is better because it gives a healthier idea of the company’s progression, financial performance and evolution. For analysts, this is also better as the separation removes amounts which would otherwise skew their analyses.] 


4.3.1. Return on Ordinary Shareholders’ Funds (ROSF)

	Non-headline profits for EasyJet in 2017 and 2018, amounted to £305 million and £358 million (17.38% increase), respectively. As a result, non-headline ROSF rose from 11.10% in 2017 to 11.81% in 2018, representing an increase of 0.71%. More interestingly, however, is the rise in headline profits during this same period from £325 million in 2017 to £466 million in 2018 (43.38% increase), thus resulting in a 3.55% rise in ROSF, from 11.83% to 15.38%. This increase in headline profits would suggest that the £133 million employed by EasyJet in non-headline items during 2018 (i.e. for developing a new commercial IT platform, acquiring Air-Berlin assets (aircraft, crew) and integrating the Berlin-Tegel Airport into operations, the sale and leaseback of 10 of EasyJet’s oldest A319 aircraft, resolving Air Operator Certificates to continue operations in both the UK and European Union (EU) post-Brexit, and completing an organizational review (EasyJet 2018, p. 12)) ultimately led to EasyJet’s growth and higher profitability. This is very positive, given that EasyJet’s Compound Annual Growth Rate (CAGR) between 2014-18 for non-headline items is -4.68%, and -2.81% for headline items between 2016-18.

4.3.2. Return on Capital Employed (ROCE)

	Non-headline ROCE rose from 11.3% in 2017 to 11.5% in 2018, while headline ROCE rose from 11.9% to 14.4% in 2018. Despite increased current and non-current liabilities, there was a 2.5% increase for the latter resulting from higher retained earnings of £965 million (year-on-year +9.8%) in 2018, achieved through an increase in current assets (year-on-year +17.1%); an increase in sales (15.4% growth); and a decrease in headline net finance charges of 30.4%, driven by higher dividends and interest receivable from higher cash balances, as well as favourable interest rates (EasyJet 2018, p. 33). This ROCE increase can further be attributed to the expanded EasyJet fleet (from 279 in 2017 to 315 in 2018), new operations from Berlin-Tegel Airport, larger staff base (14,605 in 2018, versus 12,181 in 2017), and completed sale and leaseback of EasyJet’s 10 oldest A319 aircraft (EasyJet 2018).

4.3.3. Operating Profit Margin/Loss (OPM/L)
From 2017 to 2018, non-headline OPM/L decreased from 8% to 7.8%, while headline OPM/L increased from 8.48% to 10.04% The decrease in the former can be attributed to increased expenses related to an expanded EasyJet fleet, employee base, and areas of operation (see 3.2.2.), while the latter’s increase can be attributed to increased sales and decreased net financing charges, but was limited due to a marketing cost per seat increase of 6.0%, driven by expenditures in relation to new Tegel routes and a new advertising campaign (EasyJet 2018). An overall increase in operating costs of 14.38% from 2017 to 2018 limited both non-headline and headline OPM/L growth, including with respect to an 11.5% increase in fuel costs in 2018.

4.3.4. Gross Profit Margin (GPM)

	From 2017-2018, non-headline GPM increased slightly from 14.05% to 14.17%, while headline GPM increased from 14.52% to 16.24%. The increase in both instances can again be attributed to Easyjet’s expansion (see 3.2.2.), as well as its profits resulting from an increase in cost per seat, which, including fuel costs, went up by 4.4% to £55.87 (2017: £53.52), ultimately driven by exchange rates, inflation, and cost of disruption. These profits are will help EasyJet continue working towards expanding its fleet to 385 by 2022 (EasyJet 2018).

4.4. [bookmark: _Toc535596752][bookmark: _Toc535615920]Efficiency

4.4.1. Sales revenue per employee
Sales revenue per employee rose by 0.2 from 2017-2018, to a total of £0.45 million, thereby reflecting the increase in its employee staff base, but with a maintained level of efficiency and productivity that created profits. This increase can be attributed to EasyJet’s initiatives to retain staff (e.g. 6.5% turnover in 2018, versus 7.4% in 2017) through an employee engagement and listening programme, its being featured on Glassdoor UK as a “Top 50 places to work” in the UK Employees’ as voted by easyJet employees, and its having developed one single set of employee values to guide activities (known as Our Promise) (EasyJet 2018).

4.4.2. Sales Revenue to Capital Employed (SRCE)
SRCE increased from 2017 to 2018 by 7.4%, which means that there was a decent rise overall in the productivity of and use of EasyJet’s assets. These can be attributed to EasyJet’s core objective to remain a low-cost airline, which requires that it drives efficiency and invests only where it matters most (e.g. acquisition of Air-Berlin assets). To do this, EasyJet seeks to invest in both short- and long-term initiatives, including with respect to: the conclusion of longer-term deals with airports and ground handlers to improve economies of scale; working closely with fuel providers to optimize commercial and logistical arrangements; use of data science to support predictive maintenance if its fleet, in close cooperation with Airbus; revamping its IT systems for simplicity and flexibility; increasing seats its existing fleet by refitting interiors; and increasing standby aircraft availability, inter alia (EasyJet 2018).

4.5. [bookmark: _Toc535596753][bookmark: _Toc535615921]Liquidity

4.5.1. Current Ratio
EasyJet’s current ratio decreased from 1.04 in 2017 to 0.97 in 2018, because short-term liabilities increased by 23.4% year-on-year, due to significant capital investments made which amounted to £133 million (see 3.2.1.), and because of an increase in current liabilities (23.4% year-on-year). Despite this, total net assets remain solid and EasyJet is in a good position to pay its debts.

4.6. [bookmark: _Toc535596754][bookmark: _Toc535615922]Investment

4.6.1. Dividend Payout Ratio
EasyJet’s policy, in this respect, is to pay shareholders 50% of headline earnings.


4.6.2. Dividend Yield Ratio (DYO)
EasyJet’s DYO more than doubled from 2017 to 2018, increasing from 2.41% to 5.1%, respectively, which means that the cash return on shareholders’ investment has increased. This reflects an increase of 43% in the proposed dividend, after a strong financial performance in 2018 (EasyJet 2018, p. 10). This decision may well be an attempt to boost confidence of the shareholders in the future performances of the company, in particular in light of the decrease in the P/ER.

4.6.3. Earnings per Share (EPS)
EPS rose by 16% from 2017 to 2018, increasing from 77.4 pence to 90.90 pence. This is the result of an increase in net profit (after tax) of 43% year-on-year. This rise will certainly be welcomed by shareholders and some of these earnings could be retained for other capital investments. 

4.6.4. Price/Earnings Ratio (P/ER)
P/ER declined significantly from 2017 to 2018, falling from 21.96 to 12.65, respectively. As this ratio “provide[s] a useful guide to market confidence concerning the future [of a business”, (Atrill 2013, p. 212), this shows that in spite of what EasyJet sees as a successful performance in 2018, there are concerns over the future earning power of the company. 

4.7. [bookmark: _Toc535596755][bookmark: _Toc535615923]Gearing

4.7.1. Gearing Ratio
EasyJet’s gearing ratio increased slightly between 2017 and 2018, from 35.3% to 35.61%, which remains stable.

4.7.2. Interest Cover Ratio (ICO)
EasyJet’s ICO improved from 13.93 in 2017 to 15.33 in 2018, with positive year-on-year operating profit increases of 43% after tax and resulting from reduced charges in net finance. Moreover, despite increases in short- and long-term liabilities of 20.9% and 11.2%, respectively, total net assets remain significantly above both, which means EasyJet is still in a strong position to pay its debts and associated interest rates.

5. [bookmark: _Toc535596756][bookmark: _Toc535615924]Conclusion
Overall, EasyJet is doing quite well across all ratios, except for current ratio and P/ER, which need to be monitored. The latter could be influenced by external factors affecting the industry, such as extreme weather, terrorism, air traffic management restrictions, strikes, epidemics/pandemics, or changes in government regulation (e.g. possible Brexit) (EasyJet 2018). EasyJet has made significant capital investments despite this, but potential investors may very well be waiting to see whether EasyJet can turn these investments into profits first before investing more. Aside from this, there have been positive increases across all other ratios, resulting from, inter alia, the major capital investments made and the returns that are already being borne. Despite these positive increases, EasyJet can still consider some ways forward with respect to improving financial management within the company.

6. [bookmark: _Toc535596757][bookmark: _Toc535615925]Recommendations

· The Average Settlement Period for Trade Receivables and Trade Payables is not available. This information should be monitored and reported on as part of the annual report as it provides useful insights on the efficiency with which the portion of sales and purchases made on credit are paid/recuperated. 
· The Annual Financial Report for EasyJet is difficult to navigate and explanations on figures provided are not always clear. It is also difficult to identify the terminology and associated figures that should be used in calculating ratio results. EasyJet should therefore seek to amend these aspects of its report to ensure information is clearer.
· EasyJet’s Annual Financial Report should follow the International Integrated Reporting Council’s Integrated Reporting Framework (IIRF) structure, as it does not look in-depth at medium- to long-term risks, or the possibility and magnitude of these associated risks (IIRF 2013). Applying this framework to future reports could help management better navigate the report for purposes of lessons learned and strategic planning.
· EasyJet should develop specific annual financial performance management targets in the form of a strategic plan, in order to monitor and evaluate financial progress and setbacks annually.



[bookmark: _Toc535596758][bookmark: _Toc535615926]Appendix I:  Methodologies for and Explanatory Notes on Calculations[footnoteRef:5] [5:  Terminology for all ratios calculated has been aligned, where possible, with the terminology used by EasyJet PLC, as per Appendices III – V.] 

	Table 1: Calculations[footnoteRef:6] [6:  All methodologies/formulae used and referred to from Appendix I, 1 – 5 above, were derived from Atrill and McLaney 2013, p. 185-211, unless cited otherwise.] 

	Note
(see Appendix II)

	PROFITABILITY RATIOS

	Return on Ordinary Shareholders’ Funds (ROSF): 
· ROSF = (Profit for the year / Year Average of Total Shareholder Equity) x 100
	1

	Return on Capital Employed (ROCE):
· ROCE = ((Total Operating Profit / Year Average of Total Shareholder Equity) + Non-Current Liabilities) x 100
	2

	Operating Profit Margin/Loss (OPF/L):
· OPF/L = (Total Operating Profit / Revenue) x 100 
	3

	Gross Profit Margin (GPM) 
· GPM/BHF = (Revenue – Cost of Sales) x 100
	4

	EFFICIENCY RATIOS

	Average Inventories Turnover Period (AITP):
· AITP = (Average Inventories Held / Cost of Sales) x 100
	-

	Average Settlement Period for Trade Receivables (ASPTR):
· ASPTR = (Average Trade and Other Receivables / Credit Sales Revenue) x 365
	5

	Average Settlement Period for Trade Payables (ASPTP):
· ASPTP = (Average Trade and Other Payables / Credit Purchases) x 365
	6

	Sales Revenue to Capital Employed (SRCE):
· SRCE = Revenue / (Ordinary Share Capital + Reserves + Non-Current Liabilities)
	7

	Sales Revenue Per Employee (SRPE):
· SRPE = Revenue / Number of Employees 
	8

	LIQUIDITY RATIOS

	Current Ratio (CR):
· CR = Current Assets / Current Liabilities
	-

	Acid Test Ratio (ATR):
· ATR = Current Assets / Current Liabilities
	9

	INVESTMENT RATIOS

	Dividend Payout Ratio (DPR):
· DPR = ((0.5 x Headline Profit After Tax) / Headline Profit After Tax) x 100
	10

	Dividend Yield Ratio (DYR):
· DYR = ((Dividend per share / (1 – dividend tax credit rate of income)) / Market Value per Share) x 100
	-

	Earnings per Share (EPS):
· EPS = Earnings available to ordinary shareholders / Number of Ordinary Shares in Issue
	11

	Price/Earnings Ratio (P/ER):
· P/ER = Market Value per Share / Earnings per Share
	12



	GEARING RATIOS

	Gearing Ratio (GR):
· GR = (Non-Current Liabilities / (Year Average of Total Shareholder Equity + Non-Current Liabilities)) x 100
	13

	Interest Cover Ratio (ICR):
· ICR = Total Operating Profit / Interest Payable
	-

	OTHER CALCULATIONS

	Year-on-Year (YoY) Growth: 
· YoY = ((Current Year Figure – Previous Year Figure) / Previous Year Figure) x 100 
(Blitz 2018)
	-

	Compound Annual Growth Rate (CAGR):
	· 
	[image: ]


(Jagerson 2019)
	-




Appendix II:  Methodologies for and Explanatory Notes on Calculations

	Table 2: Notes

	1
	· ‘Profit for the year’ is calculated less any preference dividend.
· ‘Year Average of Total Shareholder Equity’ is calculated as: (Ordinary Share Capital + Reserves) / 2. This is in line with the suggestion of Atrill and McLaney (2013, p. 186), who note that the average of the figures for ordinary shareholders’ funds as they were at the beginning and end of each year, respectively, should be used, because it is a figure that is more representative.
· ‘Ordinary Share Capital’ includes: Share Capital and Share Premium, as per EasyJet’s Balance Sheet in Appendix IV.

	2
	· ‘Year Average of Total Shareholder Equity’ is calculated as: (Ordinary Share Capital + Reserves) / 2. Again, this calculation is in line with the recommendation of Atrill and McLaney (2013, p. 187), as the average figure for capital employed was used in order to be more representative.

	3
	· ‘Cost of goods sold’ could have also been used, but EasyJet provided their total Revenue.

	4
	· ‘Cost of Sales’ is represented as ‘Total EBITDA’ as per EasyJet’s Income Statement in Appendix III.

	5
	· ‘Credit Sales Revenue’ is represented as ‘Trade Receivables’ as per EasyJet’s Annual Reports for 2014, 2015, 2016, 2017 and 2018.

	6
	· ‘Credit Purchases’ are represented as the sum of ‘Purchase of Property, Plant and Equipment’ and ‘Purchase of Intangible Assets’, as per EasyJet’s Balance Sheet in Appendix IV.

	7
	· ‘Ordinary Share Capital’ is represented as the sum of ‘Share Capital’ and ‘Share Premium’ as per EasyJet’s Balance Sheet in Appendix IV.
· ‘Reserves’ is represented as the sums of ‘Hedging Reserve’, ‘Hedging Reserve’ and ‘Retained Earnings’ as per EasyJet’s Balance Sheet in Appendix IV.

	8
	· Number of Employees per year:
· 2014:	9,649 (EasyJet 2014, p. 38)
· 2015:	10,104 (EasyJet 2016, p. 37
· 2016: 	10,774 (EasyJet 2016, p. 37)
· 2017:	12,181 (EasyJet 2018, p. 18)
· 2018:	14,605 (EasyJet 2018, p. 18)

	9
	· EasyJet has no ‘inventory’ thus ‘Acid Test Ratio’ is the same as the ‘Current Ratio’.

	10
	· ‘Dividends Announced for the Year’ replaced by ‘Headline Profit After Tax’, as per EasyJet’s Income Statement in Appendix III, and because EasyJet’s dividend policy is to pay shareholders 50% of headline earnings, this variable has been integrated into the calculation.  
· ‘Earning for the Year Available for Dividends’ replaced by ‘Headline Profit After Tax’, as per EasyJet’s Income Statement in Appendix III.

	11
	· To make this calculation, EasyJet divides the ‘Total profit for the year’ by the ‘Weighted average number of ordinary shares used to calculate basic earnings per share.’

	12
	· ‘Market Value per Share’]’ calculated by dividing ‘Market value at year end (£ million)’ by ‘Number of shares (million).’ For more information, please see EasyJet PLC 2014, p. 118; 2015, p. 108; 2016, p. 104; 2017, p. 115; 2018, p. 139).

	13
	· Calculation based on Long-term (non-current) Liabilities.
· ‘Year Average of Total Shareholder Equity’ is calculated as: (Ordinary Share Capital + Reserves) / 2. This is in line with the recommendation of Atrill and McLaney (2013, p. 186), who, as noted previously, suggest that the average of the figures for ordinary shareholders’ funds as they were at the beginning and end of each year, respectively, should be used so as to have a  figure that is more representative.
· ‘Reserves’ is represented as the sums of ‘Hedging Reserve’, ‘Hedging Reserve’ and ‘Retained Earnings’ as per EasyJet’s Balance Sheet Appendix IV.






[bookmark: _Toc535596759][bookmark: _Toc535615927]Appendix III: EasyJet 5-Year Income Statement
	EasyJet 5-Year Income Statement
Note: Fiscal year is October to September.
	2014
(£ millions)
	2015
(£ millions)
	2016
(£ millions)
	2017
(£ millions)
	2018
(£ millions)
	Year-on-Year Growth
	5-year Compound Annual Growth Rate

	Income Statement
	 
	 
	 
	 
	 
	 
	 

	Revenue
	4,527
	4,698
	4,699
	5,047
	5,898
	17%
	6.84%

	Total EBITDAR (Earnings before interest, taxes, depreciation, amortisation and aircraft dry leasing costs)
	823
	940
	770
	709
	836
	18%
	0.39%

	Headine EBITDAR
	-
	-
	764
	733
	958
	31%
	-

	Total Operating Profit
	581
	688
	510
	404
	460
	14%
	-5.67%

	Headline Operating Profit
	-
	-
	504
	428
	592
	38%
	-

	Total Profit before Tax
	581
	688
	507
	385
	445
	16%
	-6.45%

	Headline Profit before Tax
	-
	-
	494
	408
	578
	42%
	-

	Total Profit after Tax
	450
	548
	437
	305
	358
	17%
	-5.56%

	Headline Profit after Tax
	-
	-
	427
	325
	466
	43%
	-

	 

	Basic total earnings per share – pence
	115
	139
	111
	77
	91
	17%
	-5.61%

	Basic headline earnings per share – pence
	-
	-
	108
	83
	118
	43%
	-

	Diluted total earnings per share – pence
	113
	138
	110
	77
	90
	17%
	-5.52%

	Diluted headline earnings per share – pence
	-
	-
	108
	82
	117
	43%
	-

	Ordinary dividend per share – pence
	45
	55
	54
	41
	59
	43%
	6.59%

	Statement of Financial Positions
	 
	 
	 
	 
	 
	 
	 

	Non-current assets
	3,221
	3,549
	4,042
	4,237
	4,994
	18%
	11.59%

	Current assets
	1,261
	1,279
	1,442
	1,734
	2,001
	15%
	12.24%

	Current liabilities
	-1,420
	-1,768
	-1,569
	-1,670
	-2,060
	23%
	9.75%

	Non-current liabilities
	-890
	-811
	-1,221
	-1,499
	-1,676
	12%
	17.14%

	Total Net Assets
	2,172
	2,249
	2,694
	2,802
	3,259
	16%
	10.68%

	Net Cash
	 
	 
	 
	 
	 
	 
	 

	Operating Activities
	394
	609
	387
	663
	961
	45%
	24.97%

	Investing Activities
	-445
	-532
	-586
	-515
	-906
	76%
	19.45%

	Financing Activities (excluding movements in borrowings and money market deposits)
	-76
	-70
	-16
	-10
	-21
	110%
	-27.50%

	Loan Issue Costs
	-1
	-
	1
	6
	-1
	-117%
	0%

	Exchange Gains/Losses
	-8
	6
	-8
	-
	6
	-
	-

	Net Increase/Decrease in Net Cash
	-136
	13
	-222
	144
	39
	-73%
	-

	Key Performance Indicators
	 
	 
	 
	 
	 
	 
	 

	Headline return on capital employed
	20.5%
	22.5%
	15%
	11.9%
	14.4%
	21%
	-8.45%

	Net Cash
	422
	435
	213
	357
	396
	11%
	-1.58%

	Total profit before tax per seat (£)
	8.12
	9.15
	6.35
	4.45
	4.68
	5%
	-12.87%

	Headline profit before tax per seat (£)
	-
	-
	6.18
	4.71
	6.07
	29%
	-

	Revenue per seat (£)
	63.31
	62.48
	58.46
	58.23
	61.94
	6%
	-0.55%

	Total cost per seat (£)
	55.19
	53.33
	52.11
	53.78
	57.26
	6%
	0.92%

	Headline cost per seat (£)
	-
	-
	52.28
	53.52
	55.87
	4%
	-

	Total cost per seat excluding fuel (£)
	37.70
	37.55
	38.16
	41.53
	44.82
	8%
	4.42%

	Headline cost per seat excluding fuel (£)
	-
	-
	38.33
	41.27
	43.43
	5%
	-

	Seats flown (millions)
	71.50
	75.00
	79.90
	86.70
	95.20
	10%
	7.42%



(EasyJet PLC 2018, p. 155)

[bookmark: _Toc535596760][bookmark: _Toc535615928]Appendix IV: EasyJet 5-Year Balance Sheet
	EasyJet 5-Year Balance Sheet (or Statement of Financial Position)
Note: Fiscal year is October to September.
	2014
(£ millions)
	2015
(£ millions)
	2016
(£ millions)
	2017
(£ millions)
	2018
(£ millions)
	Year-on-Year Growth
	5 Year Compound Annual Growth Rate

	Assets
	 
	 
	 
	 
	 
	 
	 

	Goodwill
	365
	365
	365
	365
	365
	0.0%
	0.00%

	Other intangible assets
	113
	127
	152
	179
	181
	1.1%
	12.50%

	Property, plant and equipment
	2,542
	2,877
	3,252
	3,525
	4,140
	17.4%
	12.97%

	Derivative financial instruments
	36
	44
	154
	87
	175
	101.1%
	48.49%

	Restricted cash
	9
	6
	7
	7
	11
	57.1%
	5.14%

	Other non-current assets
	156
	130
	112
	74
	122
	64.9%
	-5.96%

	Non-Current Assets
	3,221
	3,549
	4,042
	4,237
	4,994
	17.9%
	11.59%

	Trade and other receivables
	200
	206
	205
	275
	408
	48.4%
	19.51%

	Derivative financial instruments
	53
	128
	268
	131
	220
	67.9%
	42.74%

	Restricted cash
	23
	6
	-
	-
	-
	-
	 

	Money market deposits
	561
	289
	255
	617
	348
	-43.6%
	-11.25%

	Cash and cash equivalents
	424
	650
	714
	711
	1,025
	44.2%
	24.69%

	Current Assets
	1,261
	1,279
	1,442
	1,734
	2,001
	15.4%
	12.24%

	Total Assets
	4,482
	4,828
	5,484
	5,971
	6,995
	17.1%
	11.77%

	Liabilities
	 
	 
	 
	 
	 
	 
	 

	Trade and other payables
	-523
	-495
	-565
	-714
	-1,023
	43.3%
	18.26%

	Unearned revenue
	-572
	-619
	-568
	-727
	-877
	20.6%
	11.28%

	Borrowings
	-91
	-182
	-92
	-8
	-9
	12.5%
	-43.92%

	Derivative financial instruments
	-87
	-368
	-275
	-82
	-24
	-70.7%
	-27.53%

	Current tax payable
	-53
	-43
	-16
	-35
	-9
	-74.3%
	-35.81%

	Provisions for liabilities and charge
	-94
	-61
	-53
	-104
	-118
	13.5%
	5.85%

	Current Liabilities
	-1,420
	-1,768
	-1,569
	-1,670
	-2,060
	23.4%
	9.75%

	Borrowings
	-472
	-322
	-664
	-963
	-968
	0.5%
	19.67%

	Derivative financial instruments
	-23
	-101
	-49
	-44
	-7
	-84.1%
	-25.73%

	Non-current deferred income
	-62
	-47
	-36
	-25
	-18
	-28.0%
	-26.60%

	Provisions for liabilities and charges
	-147
	-165
	-235
	-218
	-335
	53.7%
	22.87%

	Deferred tax
	-186
	-176
	-237
	-249
	-348
	39.8%
	16.95%

	Non-Current Liabilities
	-890
	-811
	-1,221
	-1,499
	-1,676
	11.8%
	17.14%

	Total Liabilities
	-2,310
	-2,579
	-2,790
	-3,169
	-3,736
	17.9%
	12.77%

	Total Net Assets
	2,172
	2,249
	2,694
	2,802
	3,259
	16.3%
	10.68%

	Equity
	 
	 
	 
	 
	 
	 
	 

	Share Capital
	108
	108
	108
	108
	108
	0.0%
	0.00%

	Share Premium
	658
	659
	659
	659
	659
	0.0%
	0.04%

	Hedging Reserve
	-17
	-239
	24
	38
	299
	686.8%
	-

	Translation Reserve
	1
	1
	1
	1
	1
	0.0%
	0.00%

	Retained Earnings
	1,422
	1,720
	1,902
	1,996
	2,192
	9.8%
	11.43%

	Total Shareholder Equity
	2,172
	2,249
	2,694
	2,802
	3,259
	16.3%
	10.68%

	Year Average of Total Shareholder Equity[footnoteRef:7] [7:  Calculated separately from EasyJet’s Balance Sheets.] 

	-
	2,211
	2,472
	2,748
	3,031
	10.3%
	-



(EasyJet PLC 2014, 2015, 2016, 2017, 2018)

[bookmark: _Toc535596761][bookmark: _Toc535615929]Appendix V: EasyJet 5-Year Cash Flow
	EasyJet 5-Year Cash Flow
Note: Fiscal year is October to September.
	2014
(£ millions)
	2015
(£ millions)
	2016
(£ millions)
	2017
(£ millions)
	2018
(£ millions)
	Year-on-Year Growth
	5 Year Compound Annual Growth Rate

	Cash flows from operating activities 

	Cash generated from operations
	793
	895
	724
	949
	1,215
	28%
	11.26%

	Ordinary dividends paid
	-133
	-180
	-219
	-214
	-162
	-24%
	5.05%

	Special dividends paid
	-175
	-
	-
	-
	-
	-
	-

	Net Interest and other financing charges paid/received
	5
	-8
	-19
	-30
	-29
	-3%
	-

	Interest and other financing income received
	-
	-
	-
	9
	11
	22%
	-

	Net tax paid
	-96
	-98
	-99
	-51
	-74
	45%
	-6.30%

	Net cash generated from operating activities
	394
	609
	387
	663
	961
	45%
	25%

	Cash flows from investing activities 

	Purchase of property, plant and equipment
	-426
	-509
	-549
	-586
	-931
	59%
	21.59%

	Proceeds from sale of property, plant and equipment
	1
	-
	-
	-
	-
	-
	-

	Purchase of intangible assets
	-23
	-27
	-37
	-44
	-81
	84%
	36.99%

	Net decrease/(increase) in money market deposits
	-
	277
	45
	-363
	269
	-174%
	-

	Proceeds from sale and operating leaseback of aircraft
	-
	4
	-
	115
	106
	-8%
	-

	Redemption of Loan Notes
	3
	-
	-
	-
	-
	-
	-

	Net cash used by investing activities
	-445
	-255
	-541
	-878
	-637
	-27%
	9%

	Cash flows from financing activities 

	Net proceeds from issue of ordinary share capital
	1
	1
	-
	-
	-
	- 
	-

	Purchase of own shares for employee share schemes
	-57
	-92
	-22
	-10
	-17
	70%
	-26.10%

	Proceeds from Eurobond issue
	-
	-
	379
	451
	-
	- 
	-

	Repayment of bank loans and other borrowings
	-104
	-80
	-142
	-220
	-
	- 
	-

	Repayment of capital element of finance leases
	-8
	-11
	-98
	-7
	-6
	-14%
	-6.94%

	Net (increase)/decrease in money market deposits
	-338
	-
	-
	-
	-
	-
	-

	Net (increase)/decrease in restricted cash
	-20
	-
	-
	-
	-
	-
	-

	Net decrease in restricted cash
	-
	21
	6
	-
	-4
	-
	-

	Net increase in restricted cash
	-
	-
	-
	-
	-4
	-
	-

	Net cash (used by)/generated from financing activities
	-526
	-161
	123
	214
	-31
	-114%
	-51%

	Effect of exchange rate changes
	-12
	33
	95
	-2
	17
	-950%
	-

	Net increase/decrease in cash and cash equivalents
	-589
	226
	64
	-3
	314
	-10567%
	-

	Cash and cash equivalents at beginning of year
	1,013
	424
	650
	714
	711
	0%
	-8.47%

	Cash and cash equivalents at end of year
	424
	650
	714
	711
	1,025
	44%
	25%



(EasyJet PLC 2014, 2015, 2016, 2017, 2018)

[bookmark: _Toc535615930]Assessment 2: James PLC
James Plc, who produce a variety of high quality garden furniture and associated items, is considering whether or not to invest in the potential to expand the business, the directors identifying three main options for a four-year plan:
A. Expand its flourishing retail outlet to include all products.
B. Develop into internet sales.
C. Produce greenhouses and conservatories
These options would require initial expenditure of (A) £750,000, (B) £1,200,000, or (C) £2,000,000.  The most recent estimates on year-end cash flows is as follows:
	
	Year 1
	Year 2
	Year 3
	Year 4

	
	£’000
	£’000
	£’000
	£’000

	(A)
	400
	500
	500
	500

	(B)
	500
	600
	800
	1,000

	(C)
	500
	1,000
	1,500
	1,500



Required: Write a business report to the Directors explaining whether the company should undertake the project or look for other opportunities. The report should incorporate the following:
a. An evaluation of the three investment options using the net present value (NPV) technique, assuming the cost of capital to be 8%, and recommend, with reasons, one option.
b. Find the approximate internal rate of return (IRR) of your choice in (a) above. 
(You are required to show all calculations)   
c. Interpret your results for management, to include: 
i. A presentation of the theoretical arguments for the choice of net present value as the best method of investment appraisal.
ii. Explain the continued popularity among decision makers of non-discounting methods of investment appraisal.
iii. Identify what other factors should be considered before an investment decision is made.
d. If funds are limited to £2,500,000 and the projects are divisible, (i.e. it is possible to undertake a fraction of a total project), calculate the optimal investment policy and the resulting total NPV from your investment policy. 
Assume corporation tax is 20% and capital allowances are 25% on a straight line basis. All of these cashflows occur in the year that they arise. 
e. In conclusion, advise the Board of James plc how the proposed investment programme might be financed, identifying the main sources of finance available, critically assessing the main advantages and disadvantages of each.

1. 
2. [bookmark: _Toc535615931]Executive Summary
James PLC produces quality garden furniture and related items and is seeking to invest in: (A) expanding its flourishing retail outlet to include all products; (B) developing internet sales; or (C) producing greenhouses and conservatories. These investments would each require an initial expenditure as follows: (A) £750,000, (B) £1,200,000, or (C) £2,000,000.  The most recent estimates on year-end cash flows are:

[image: ]

Based on the results of the subsequent business report, the following is recommended:
· If applying only the net present value (NPV) method, investment C should be selected;
· James PLC should develop a long-term (5-year) strategic plan, as well as a strategic plan for investment appraisals to better identify projects best placed to produce a profit;
· If applying capital rationing for an optimal investment policy, investment C should be fully funded and investment A funded up to the maximum of £0.5m; and
· Retained earnings and a term loan should be utilized as sources to finance the investment.


2. [bookmark: _Toc535615932]Introduction
Based on the figures in Section 1, this business report: evaluates the three investment options using the NPV method; identifies the internal rate of return (IRR) of option C; interprets these results to provide details on: why NPV is best, why non-discounting methods are still popular, and other factors to consider before making an investment decision; calculates the optimal investment policy and resulting NPV, based on the premise that funds are limited to £2,500,000 and projects are divisible; and lastly advises the James PLC on sources of financing for the proposed investment(s).[footnoteRef:8] Please note the following assumptions: [8:  Note: All calculations derived from Atrill 2013, p. 345-369] 

· James PLC operates UK-wide and is not considering international expansion at this point;
· Year-end cash flow equals year-end operating profit before corporate tax and capital allowances;
· The portion of the initial outlay relating to assets, tangible and/or intangible, has a useful life of 4 years, and follows a straight-line depreciation model; 
· Capital allowances can be claimed for all assets, at a rate of 25% on a straight-line basis. This means yearly depreciation costs, which should be added to operating profit before the calculation of the corporate tax, equals that of the yearly capital allowances, which should be deducted from the operating profit before the calculation of corporate tax; and
· The rate of 20% corporate tax can be directly applied to the year-end operating profit, without adding depreciation costs and deducting capital allowances.








3. [bookmark: _Toc535615933]Evaluation of the Three Investment Options and Selection of One Option
Using NPV, Table 1 evaluates the three investment options as noted in Section 1, assuming the cost of capital is 8%. 
Table 1
[image: ../Screen%20Shot%202019-01-17%20at%208.55.11%20PM.png]

Based on the results of Table 1, the projects can be arranged from most to least profitable: C, B, A, bearing in mind the fact that, “if there are two (or more) competing projects that have positive NPVs, the project with the higher (or highest) NPV should be selected” (Atrill 2013, p.361). Please note, however, that the initial investment required for project C far exceeds that of projects A and B, and will therefore require consequent short-term liquidities (or a viable investment plan) for James PLC to pursue this project.[footnoteRef:9] Regardless, the current recommendation is for James PLC to proceed with project C. [9:  However, since this is not being taken into account in this part of the analysis, one can assume that in reality it would be a major component of decision-making.] 


4. [bookmark: _Toc535615934]Approximate Internal Rate of Return (IRR) for Option C 
With respect to investment C being selected as the optimal capital investment, Table 2 calculates the approximate IRR.
Table 2[footnoteRef:10] [10:  This study only requires a calculation of the approximate IRR for the selected project, but in the interest of a more in-depth analysis, the approximate IRR for projects A and B are 34.15% and 28.37% respectively. Using the IRR approach to appraise the investments, these can be ranked from best to worst as follows: A, B, C. However, due to the limitations of the IRR method as a stand-alone approach, the NPV method should still be followed.] 

[image: ]

Another acceptable approximation for the IRR of investment C can be derived as follows: with 23% cost of capital the NPV is 23.1 and with 24% it is -20.2. Thus, for every 1% change in discount rate (or cost of capital) the NPV change will be 43.3 (20.2+23.1). Therefore, the amount by which the IRR would need to fall below 24% discount rate in order to achieve a zero NPV would be: (20.2%/43.3)*1%=0.47%. Using this method, IRR for investment C is: 24%-0.47%=23.53%.
5. 
6. [bookmark: _Toc535615935]Interpretation of Evaluation Results

6.1. [bookmark: _Toc535615936]NPV as the Best Method of Investment Appraisal
NPV must be selected over other investment appraisal (IA) methods, such as accounting rate of return (ARR), payback period (PP), or internal rate of return (IRR)[footnoteRef:11], because it overcomes the short-comings of the others, due to its: accounting for timing of the cash flows, the whole of the relevant cash flows, the objectives of the business, and assessing the economic value of productive assets. With regard to timing, NPV discounts the various cash flows linked to each project based on when a project is expected to arise, thereby recognizing and taking into account time value for money, and identifies net benefit after financing costs, since the discounting process takes into consideration the opportunity cost of capital. In terms of cash flow, NPV includes all relevant forms and treats them accordingly in terms of date of occurrence, which means that all will help influence decision making. Finally, NPV is the only IA method for which analysis has a direct influence on business owner wealth and, thus, decision making, since it will show either a positive NPV (increased wealth) or a negative NPV (reduced wealth). Finally, NPV is also excellent for assessing the value of any economic asset, including equity shares and even loans (Drury 2012; Atrill 2013). Since one can conclude that James PLC is a private sector company seeking to expand its business and thus profits, this analysis makes it clear why NPV is the best method. [11:  See Annex I for a discussion on ARR, PP and IRR short-comings.] 



6.2. [bookmark: _Toc535615937]Non-Discounting Methods of IA: Continued Popularity amongst Decision Makers
Despite the accuracy of NPV and IRR (discounting methods), non-discounting (ARR, PP) methods continue to be popular despite their limitations (Drury 2012). To provide a more weighted perspective to Section 4.1, here are some reasons why ARR and PP remain popular:
· ARR: simple to calculate; based on information readily available and familiar to a manager; looks at benefits spanning the project’s entire lifecycle; and helps simplify post-audit of capital expenditures since it is based on accounting measures (Open Learning World 2011; Drury 2012),
· PP: simple to use and comprehend; emphasis placed on early cash flows; side-steps difficulties of forecasting far into the future; useful for ranking projects; stresses the essential role of liquidity, whereby a shorter payback period on a project appears very attractive, particularly when looking at a risky investment in uncertain or rapidly changing markets, or when a business is experiences liquidity troubles; can be used as a measure of time-bound risk, i.e. the longer a project takes to break even, the riskier; can be used alongside NPV or IRR, serving as a quick tool to initially screen for projects that could use more in-depth analysis; and possible limited understanding of financial models amongst managers of smaller businesses where its use is highest (Drury 2012; Atrill 2013), compared with managers of larger businesses – as discovered by Cohen and Yagil (2007), there is a positive relationship between firm size and higher popularity of discounting methods. 
Thus, assuming that James PLC is fully capable of utilizing complex financial models, discounting method are still recommended, especially NPV.

6.3. [bookmark: _Toc535615938]Other Factors to Consider before Making an Investment Decision
In order to be successful in making capital investment project decisions, it is critical that James PLC develop a clear framework for selecting projects which are inherently linked to the its corporate vision, mission, overall business strategy, and one single long-term (i.e. 5-year) strategic plan. Based on these characteristics, it would be useful to further develop a strategic plan for investment appraisals (SPIA). 
First, senior management of James PLC would need to identify which strategic initiatives would be most likely to help the business reach its objectives. Although such a plan is general, imprecise, and uncertain overall, it still unifies company efforts and direction in terms of, inter alia, products, markets, and financing, thereby better ensuring profitable investment opportunities (Atrill 2012; Drury 2012). This unified vision could then be translated into a SPIA which would: 
(i) Be at the heart of the strategic plan to help drive decisions (Furness 2015); 
(ii) Operate off of one single set of data (Swales & Bell 2015);
(iii) Define key performance indicators based on a ‘results hierarchy’ aligned with the long-term strategic plan (e.g. a results-based management approach could be employed, using logical framework matrix to define the Objectives  Outcomes  Outputs  Activities  Inputs, as well as resource requirements for each level (IAEA 2013);
(iv) Identify possible technological and other innovative systems that could help with managing data so as to provide strategic insights for decision-making (Crook & Pinder 2019); and
(v) Simultaneously consider how corporate social responsibility (CSR) activities could be integrated into the SPIA, for example, by producing greenhouses and conservatories (see Annex II for a detailed analysis CSR). 
Thus, bearing in mind the above, without a SPIA that is in line with a strategic plan, it would indeed be very challenging for James PLC to identify which projects are best placed to produce a profit, especially considering the best investment projects tend to be the ones which match a business’s internal strengths and objectives with available strategic opportunities[footnoteRef:12] (Atrill 2012).  [12:  For example, easyJet’s purchase of GB Airways Ltd for £103 million in 2007, was an excellent fit. Not only did easyJet already operate as a British Airways franchise from Gatwick, but it became the largest carrier there as a result. In line with easyJet’s strategy to expand operations, by integrating GB Airways Ltd. into its low-cost business model, it was able to still generate a profit of £83.2 million in 2008 and £71.2 million in 2009, despite the initial capital investment (easyJet PLC 2008; EasyJet PLC 2009; Atrill 2012). ] 


7. [bookmark: _Toc535615939]Determining the Optimal Investment Policy
In order to identify the most optimal investment policy for James PLC, the subsequent sub-sections will consider capital rationing, first with reliance on NPV only, then with a combination of NPV and other ratios, by considering the following scenario: 
If funds are limited to £2,500,000 and the projects are divisible (i.e. a fraction of a total project can be undertaken), calculate the optimal investment policy and the resulting total NPV from this investment policy, whilst assuming that corporation tax is 20% and capital allowances are 25% on a straight-line basis, and the related cash-flows occur in the year they arise. 

7.1. [bookmark: _Toc535615940]Reliance on NPV Only
As previously noted, the order of projects from most to least profitable using only NPV is C, B, A, as per Table 3.

Table 3
[image: ../Screen%20Shot%202019-01-17%20at%2010.30.37%20PM.png]

However, if funds are limited to £2.5 million, and assuming that all 3 projects are divisible, regardless of their nature, according to the NPV ranking option C should be fully funded and Option B partially funded (i.e. up to £0.5 million) as per Table 4.

Table 4
[image: ../Screen%20Shot%202019-01-17%20at%2010.30.37%20PM.png]

In this respect, a quicker method to determine the NPV for the combined projects would be to simply apportion the NPV of project B: 41.67% f 678 is 282.49. Therefore, the combined NPV for the projects would be 890.9+282.5=1173.4.

7.2. 
7.3. [bookmark: _Toc535615941]Reliance on NPV and other ratios
Due to the fact that selecting the highest NPV projects in order of rank will favour large projects only, it is important to determine whether when a combination of smaller projects might be optimal using NPV but also by calculating either the profitability index or the cost-benefit ratio (Dunstan no date). Table 5 summarizes these results.

Table 5[footnoteRef:13] [13:  GPV: Gross Present Value.] 

[image: ../Screen%20Shot%202019-01-17%20at%209.48.35%20PM.png]

While the selection of either the profitability index or the benefit-cost ratio as an additional method for determining the optimal combination for project selection is down to personal choice (Ibid.), in this case both ratios result in the following ranking of projects, from most to least profitable: A, B, C. Interestingly, this ranking is the exact opposite of the one derived from the calculation of NPV only. Despite this, the NPV method is still considered the best for determining the ranking of investment projects. Therefore, it is advisable that James PLC still invests in Project C in full. However, in light of the results obtained in Table 5, although only one of these ratios should be used (even though in this particular case both yield the same results), project A should thus be selected to be invested in up to the maximum of £0.5m, i.e. the remainder of the £2.5m investment capital limit after project C is funded. Incidentally, notwithstanding the earlier assumption that all three projects are divisible, the nature of project A ("Expand its flourishing retail outlet to include all products") appears to make it a much better candidate for partial implementation than project B ("Develop into internet sales").

Based on this, with a full implementation of project C and partial implementation of project A (2/3), the calculations of the NPV and IRR are as follows, in Tables 6 and 7, respectively:

Table 6
[image: ../Screen%20Shot%202019-01-17%20at%2011.02.25%20PM.png]

In the case of Table 6, the resulting NPV is optimal and higher than if selecting project B to be partially funded.

Table 7
[image: ]
Source for ‘trial and error method’: (Dunstan no date)

Another approximation can be derived as follows: with 25% cost of capital the NPV is 25 and with 26% it is -26.3. Meaning, for every 1% change in discount rate (or cost of capital), the NOV change is 51.3 (25+26.3). Therefore the IRR would need to fall below a 44% discount rate in order to achieve a zero NPV by the following amount: (26.3%/51.3)*1%=0.51%. Using this method, IRR is: 26%-0.51%=25.49%.

8. [bookmark: _Toc535615942]Potential Sources of Finance for the Investment

To finance this project, James PLC can decide whether to pursue a long- (one-year or more) or short-term approach, using either internal or external sources. Given the 4-year forecast of the investment project, James PLC is recommended to only consider using long-term (i.e. one-year or more) sources of finance. In particular, it is recommended that James PLC use a mix of internal and external sources, the pros and cons of which are as follows: 
· The long-term internal financing option available is the use of retained earnings (RE). In addition to being a critical source of investment finance for many businesses, it is advantageous because: funds increase by retaining profits within the company, rather than distributing them as dividends; it is easier to use than asking investors to support new shares; funds are available for use immediately; and there is less scrutiny when earnings are used for reinvestment. The disadvantages of RE, however, include that the timing and future level of profits is difficult is difficult to determine, and, since it is not free, investors still expect returns in line with ordinary shares (Atrill 2013). 
· The long-term external financing option recommended is a term loan (TL). TLs are extremely popular because: they can be tailored to needs of a client; the loan amount, time period, repayment terms, and interest rates are negotiated and agreed (e.g. lender may agree that sums are drawn when required, so interest is paid only on the amounts drawn, rather than full amount borrowed); and it is flexible and cheap to set up. The disadvantage, however, is that it yields lower returns for investors (Ibid.). 
Despite their disadvantages, these options offer a seemingly risk-free, but reasonable approach to success. Moreover, because James PLC is taking a first-step towards expansion, it is better to be cautious and, if successful, derive lessons learned that could be applied to other future, riskier investments. 


[bookmark: _Toc535615943]Annex I: Shortcomings of Solely Using ARR, PP and IRR for IA

First, ARR only takes the average accounting operating profit an investment is likely to make and conveys it as a percentage of the average investment made over the life of the project. The problem with this, however, is that it does not take a time factor, scale of investment or time value for money into consideration (Drury 2012, p. 317; Atrill 2013, p. 348 & p. 350). Second, although PP does take the time factor into consideration, as it looks at the amount of time it will take for an initial investment to be repaid out of the net cash inflows from a project, its problem is that it is unable to distinguish between which projects will achieve significant returns, and which will not, within a specified time period. Additionally, cash flows after the payback period are ignored and PP fails to consider the time value of money (Drury 2012, p. 312; Atrill 2013, p. 353 & p. 354-355). Third, an IRR investment is the discount rate that produces an NPV of zero when applied to its future cash flows, thereby representing the yield of an investment made. Despite bearing some similarity with NPV in that both discounARR, PP and IRRt future cash flows, the problems with IRR are that it does not consider or address wealth generation, which can result in poor decision making; it does not take into account the scale of investment (like ARR); and it faces difficulties in handling projects with unconventional cash flows, meaning: that for projects with positive and negative cash flows at different periods of time, the result can be that there are several IRRs, or even no IRR – a problem which never arises with NPV (Atrill 2013, p. 365 & p. 369-370). Thus, because NPV accounts for all of the shortcomings of ARR, PP and IRR, goes beyond by having a direct influence on business objectives, and will, “…always give the correct signal, it is difficult to see why any other method should be used” (Atrill 2013, p. 364 & 370). 



[bookmark: _Toc535615944]Annex II: The Importance of CSR

With regard to CSR, in particular, James PLC is already at an advantage in this respect, given its interest to invest in the production of greenhouses and conservatories. This type of investment, versus the other options, is excellent for CSR give significant attention to climate change from local, to international levels. For example, the Sustainable Development Goals (SDG) of the United Nations have two goals dedicated  this: Goal 13: Climate Action and Goal 15: Life on Land, which together seek to combat climate change, sustainably use terrestrial ecosystems and manage forests, combat desertification, reverse land degradation, and halt biodiversity loss (UN no date A; UN no date B). Thus, James PLC should not focus solely only profits and maximizing shareholder value, but also on pinpointing positive customer and societal impacts a CSR-related investment may have in the SPIA. As stated by Denning (2014), “[if businesses] contribute meaningfully to the communities in which they operate, chances are their shareholders will be very happy.” Furthermore, Orlitzky et al.’s (2003) meta-analysis of corporate social and financial performance characteristics identified that, “[t]he increasing power of activist groups and the media in pluralist western societies can be expected to make organizations’ non-market strategies even more important” (p. 403) – a claim which suggests that CSR has a positive correlation with a company’s reputation and its corporate financial performance and which is backed by a meta-physical review of 52 studies, based on sample size of 33,878 observations and 30-years of empirical data (p. 427).

[bookmark: _Toc535615945]Annex III: Advantages and Disadvantages of different Types of Long-Term Financing

· The long-term internal financing option available is the use of retained earnings (RE), which are a critical source of investment finance for many businesses. RE is advantageous because: funds increase by retaining profits within the company, rather than distributing them as dividends; it is easier to use than asking investors to support new shares; funds are available for use immediately; and there is less scrutiny when it is used for reinvestment. The disadvantages of RE, however, are that reliably determining their timing and future level is difficult, and, since it is not free, investors will still expect returns in line with ordinary shares (Atrill 2013). 
· External sources of long-term financing, on the other hand, includes such options as ordinary and preference shares, borrowings and share capital, finance leases, sale-and-leaseback arrangement and securitization of assets.  Table 8 summarizes the advantages and disadvantages of each option deemed relevant to James PLC[footnoteRef:14]. [14:  In this respect, options deemed not relevant and, thus, which were not included: convertible loan notes; high-yield bonds; mortgages; warrants; sale-and-leaseback arrangement; hire asset; finance leases; and securitization.] 

Table 8
	
	Advantages
	Disadvantages

	Ordinary Shares
	· No fixed return rates.
· Highest expected returns to investors.
· No interest payment risks.
· Shareholders have voting rights.
· Business can buy-back shares.
	· Most risky.
· Potential loss of a shareholder’s full investment.

	Preference Shares
	· Lower risk than ordinary shares.
· Business can buy-back shares.
	· No shareholder voting rights.
· No longer an important source of finance, because dividends paid are not allowable against taxable profits.

	Borrowings
	· Relied on by most businesses, so tried and true option.
· Least risky, because investors have security for their loan (e.g. assets pledged by either a fixed or floating charge, loan covenant).
Different types with different advantages:
· Term Loan: tailored to needs of client; loan amount, time period, repayment terms, and interest rates open to negotiation and agreement (e.g. lender may agree that sums are drawn when required, meaning interest is paid only on the amounts drawn, rather than full amount borrowed); cheap to set up; flexible; very popular in practice.
· Loan Notes (i.e. bonds): often traded on the stock exchange; less burden on business because loans are divided into units which investors purchase as they require;
· Eurobonds: interest normally paid without deduction of tax, i.e. higher return; linked with international capital market, so less restricted by regulations of different countries; attractive option due to the size of the international capital market.
· Deep Discount Bonds: Decent gains received when bond is redeemed at full amount; redemption yield can, indeed, be quite high, whilst offering better returns at same level of risk; often traded on the London Stock Exchange, thus not affecting the borrower and allowing the investor to obtain cash.
	· In general: Low returns to investors.
· Loan Notes: Unless business is very well known, risk that no investors purchase units.
· Eurobonds: Focused more on international level; primarily made available to financial institutions, which may retain and sell bonds to clients.
· Deep Discount Bonds: Little or no interest received during the loan; appealing for businesses with short-term cash-flow problems; appeal primarily to investors with no short-term cash-flow needs, thus limiting potential investor base; 


Source: Atrill 2012 & 2013.
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