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[bookmark: _Toc135218147]Introduction 
Financial and accounting concepts play a vital role in justifying business innovation and project investments. The analysis of financial and accounting data helps in making informed decisions about investments, assessing the risks involved, and identifying potential opportunities for growth and profitability. To apply financial and accounting concepts to a detailed business justification for innovation and project investment, it is essential to conduct a thorough analysis of the proposed investment opportunity. 
[bookmark: _Hlk134856503]This analysis should include a review of the financial data, such as the initial cost, expected cash flows, and the return on investment, as well as non-financial factors such as the potential impact on the company's reputation and customer satisfaction. This systematic review and analysis includes financial appraisal tools such as Payback Period, Accounting Rate of Return (ARR), Internal Rate of Return (IRR), Profitability Index/BCR, and Net Present Value (Discounted Cash Flow).
The purpose of this report is to provide a detailed analysis of a capital investment project that has been identified by a manufacturing SME. The project will bring innovation change to the business, add value to current processes, and increase productivity through efficiency improvements. This report will provide an overview of the project, including the costs involved and the expected benefits, using financial appraisal tools to justify the investment.

[bookmark: _Toc135218148]Project Overview
The identified project involves implementing a new software system to streamline the case company’s inventory management processes. The system will allow for real-time tracking of inventory levels, automate purchase orders, and improve accuracy in inventory forecasting. The project will require an initial investment of £86,000 and has a 5-year life span. The amount for investment was established following detailed investigation and budgeting by the management team.
[bookmark: _Toc135218149]Company Background
Since 1980, the case company has established itself as a prominent provider of comprehensive welding and engineering services worldwide. They specialise in delivering tailor-made solutions to intricate challenges by collaborating closely with their clients. Their highly qualified team of experienced fabricators, coded welders, welding engineers and have earned a distinguished reputation for their exceptional work and the delivery of projects to the highest standards.
The objective of the company is to collaborate with clients to provide guidance on welding technologies, manufacturing solutions, material selection and to ensure projects are completed on time and to specification. They manage the entire process, from purchasing to documentation, by using an exhaustive supply chain of audited suppliers. The manufacturing team, including European Welding Technicians, Inspectors, and Engineers has developed more than 650 fully approved welding procedures that encompass the MIG, TIG, MMA, and SAW processes for their specialised welding and fabrication.
[bookmark: _Toc135218150]Current Challenges 
Below is a breakdown of the main challenges faced by the company in their inventory management process:
· Manual Processes: 
The company relies on manual processes to manage inventory, which can be time-consuming and prone to errors. Manual processes also leads to inefficiencies in the inventory management process, which results in stockouts or overstocking.
· Inaccurate Inventory Forecasting: 
Without a real-time system for tracking inventory levels, the company struggles to accurately forecast inventory needs. This results in overstocking or stockouts, which could lead to lost sales or heightened holding costs.
· Lack of Automation: 
The company uses manual processes to generate purchase orders, which can be time-consuming and prone to errors. This leads to delays in receiving inventory, which can impact production schedules.
· Low Productivity: 
The company's manual inventory management process is inefficient, leading to lower productivity and increased costs overall.
[bookmark: _Toc135218151]Solution Approach
Implementation of the inventory management system is expected to involve the below key steps: 
· Needs Assessment: 
A needs assessment is typically the first step in implementing an inventory management system. This involves identifying the specific needs of the SME, including the type of products they manufacture, their inventory management processes, and any challenges or inefficiencies they currently face.
· System Selection: 
Once the needs assessment is complete, the SME can begin evaluating different inventory management systems to decide which is the most appropriate for their needs. This may include contemplating factors such as functionality, compatibility, cost, and ease of use with current systems. 
· Data Migration: 
Once the system has been selected, the SME will need to migrate their existing inventory data to the new system. This can involve importing data from spreadsheets or other software programs, as well as verifying the accuracy of the data in the new system.
· Configuration and Customisation: 
The inventory management system may need to be configured and customised to meet the specific needs of the SME. This may involve setting up user accounts, configuring workflows and approval processes, and customizing reports and dashboards.
· Testing: 
Once the system has been configured and customised, it will need to be tested to ensure that it is working as intended. This may involve conducting a series of tests to verify that the system is accurately tracking inventory levels, generating purchase orders, and providing accurate forecasting data.
· Training: 
Once the testing is complete, the SME will need to train their employees on how to utilise the new software. This would include providing materials for training, coordinating  training meetings, and offering continuing system support to ensure that employees are comfortable using the system.
· Go-Live: 
Once the system has been tested and employees have been trained, the SME can begin using the new inventory management system in their day-to-day operations. This typically involves monitoring the system closely in the first few weeks to identify any issues or areas where additional training or support may be needed.

	Step
	Definition
	Cost

	1
	Needs Assessment
	           5,800.00 

	2
	System Selection 
	           3,000.00 

	3
	Data Migration 
	           8,000.00 

	4
	Configuration and Customisation 
	         48,000.00 

	5
	Testing 
	           8,500.00 

	6
	Training 
	           8,700.00 

	7
	Go-Live
	           4,000.00 

	
	
	

	
	Total
	£86,000.00



Overall, implementing an inventory management system in a manufacturing SME requires careful planning, attention to detail, and a commitment to ongoing training and support to ensure that the system is used effectively and efficiently. To achieve all of these, a significant investment is required to hire expert consultants and to purchase reliable and proven inventory management software. 
[bookmark: _Toc135218152]Expected Benefits
The implementation of the new software system is expected to bring several benefits to the organisation. Firstly, it will reduce the need for manual inventory tracking and forecasting, saving the stores team valuable time and increasing productivity. Secondly, the automation of purchase orders will allow the purchasing team to order supplies more efficiently and reduce the risk of stock-outs. Finally, the real-time tracking of inventory levels will improve decision-making processes, allowing the case company to make data-driven decisions and optimise inventory management.
Implementing the new software system can address many of the current challenges and improve the state of manual processes, inefficiencies, or low productivity in the following ways:
· Streamlined Processes: 
The new system can streamline the inventory management process by automating tasks such as generating purchase orders, tracking inventory levels in real-time, and forecasting inventory needs. This can reduce the amount of time spent on manual tasks and improve accuracy.
· Improved Inventory Forecasting: 
The new system can provide more accurate inventory forecasting by tracking inventory levels in real-time and generating alerts when inventory levels are low. This can help the company avoid stockouts or overstocking, which can improve customer satisfaction and reduce carrying costs.
· Automation of Purchase Orders: 
The new system can automate the generation of purchase orders, which can reduce the time and effort required to manage inventory. This can help the company receive inventory more quickly and reduce the risk of delays impacting production schedules.
· Increased Productivity: 
The new system can increase productivity by reducing the time spent on manual inventory management tasks. This can free up employees to focus on more strategic tasks, such as analysing inventory data and making informed decisions about inventory levels and purchasing.
Overall, implementing a new software system to streamline the inventory management process can address many of the challenges that the manufacturing SME faces in their manual inventory management process. By automating tasks, improving inventory forecasting, and increasing productivity, the system can help the company operate more efficiently and effectively.

[bookmark: _Toc135218153]Project Appraisal 
To justify the investment, a financial appraisal is conducted using several tools, including Payback Period, ARR, IRR, Profitability Index/BCR, and Net Present Value (NPV).
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[bookmark: _Toc135218154]Payback Period
This is defined as the duration required to recuperate the initial investment or reach a point of financial equilibrium for an investor. Investments with shorter payback periods are deemed more appealing, whereas those with lengthier payback periods are considered less desirable. Payback period is calculated by dividing the investment amount by the annual cash flow or benefits generated by the project.
Firstly, the annual cashflow was established as £36,000 from savings in time and increased productivity.  
	Detail
	Amount

	Storeman Cost Savings Per Day 
	£100

	 
	 

	Cost of error Savings Pe Day
	£44

	 
	 

	Total Savings Per Day 
	£144

	 
	 

	Total working Days Per Year
	250

	 
	 

	Total Saved Per Year
	£36,000



As calculated above, total cashflow per annum is £36,000.

	 
	0
	1
	2
	3
	4
	5

	Investment
	86,000
	 
	 
	 
	 
	 

	Benefits
	               
	36,000
	36,000
	36,000
	36,000
	36,000

	 
	 
	 
	 
	 
	 
	 

	Net Benefit
	-86000
	-50,000
	-14,000
	22,000
	58,000
	94,000



Breakeven point is between 2 and 3 years.
2 + 14/36 is 2.3 Years.
Based on the cumulative cash flow, the payback period for this project would be in Year 2.3, as that is the year in which the cumulative cash flow exceeds the initial investment. Therefore, the payback period for this project would be 2.3 years. This is a favourable result as it indicates liquidity however, further analyses is required before any conclusion can be reached. 
[bookmark: _Toc135218155]Net Present Value (Discounted Cash Flow)
This is a financial tool that analyses the inflows and outflows of cash from a project, while considering the time value of money based on a discounted rate, which is also known as the Weighted Average Cost of Capital (WACC) adjustment. A positive NPV result indicates that the project is adding value to the organisation.
	
	Investment
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	Present Value 
	86,000
	36,000
	36,000
	36,000
	36,000
	36,000

	 
	
	
	
	
	
	

	Discount Rate (WACC)
	10%
	
	
	
	
	

	 
	
	
	
	
	
	

	Denominator
	1.000
	0.909
	0.826
	0.751
	0.683
	0.621

	 
	
	
	
	
	
	

	Future Value 
	86,000
	32,727
	29,752
	27,047
	24,588
	22,353

	 
	
	
	
	
	
	

	NPV
	50,468
	
	
	
	
	



Future Value = Cashflow / ((1+discount rate ) * time periods)
NPV = Total present value of cash flows - Initial investment
The NPV of £86,000 investment project with an annual cash flow projection of £36,000 and a discount rate of 10% is £50,463. This positive NPV indicates that the investment is projected to produce returns greater than the expected rate of return, and therefore, it may be a good investment.
[bookmark: _Toc135218156]Internal Rate of Return (IRR)
IRR is a financial metric used to estimate the potential profitability of an investment. IRR is defined as the discount rate which makes the net present value of future cash flows from an investment equal to zero.
To calculate the IRR, the cash flows generated by an investment are discounted back to their present value using a discount rate. The discount rate is a measure of the time value of money and reflects the opportunity cost of investing in the project instead of alternative investment opportunities with similar risk profiles.
If the discounted cash flows result in a net present value of zero, then the IRR is the discount rate used to calculate the present value of the cash flows. In other words, the IRR represents the rate of return that the investment is expected to generate over its lifetime.
A higher IRR indicates a more attractive investment opportunity, as it suggests that the investment is expected to generate a higher rate of return relative to the required rate of return.
	 
	Investment
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	Present Value 
	86,000
	36,000
	36,000
	36,000
	36,000
	36,000

	 
	
	
	
	
	
	

	Discount Rate (WACC)
	10
	
	
	
	
	

	 
	
	
	
	
	
	

	Denominator
	1.000
	0.909
	0.826
	0.751
	0.683
	0.621

	 
	
	
	
	
	
	

	Future Value 
	86,000
	32,727
	29,752
	27,047
	24,588
	22,353

	 
	
	
	
	
	
	

	NPV
	50,468
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	%
	NPV
	
	

	
	
	Movement 
	10
	50,468
	
	

	
	
	
	
	
	
	

	
	
	Movement per %
	
	5,046.80
	
	

	
	
	
	
	
	
	

	
	
	Positive NPV
	10
	50468
	
	

	
	
	
	
	
	
	

	
	
	% to NPV Zero
	
	7.4
	
	

	
	
	
	
	
	
	

	
	
	IRR (Rough Calc)
	
	17.4
	
	


 
The Internal Rate of Return (IRR) of an £86,000 investment project with an annual cash flow projection of £36,000 and a 5-year life span is approximately 17.4%. This means that the project is expected to generate a return of 17.4% per year, which is higher than the required rate of return. A higher IRR indicates a more attractive investment opportunity.
[bookmark: _Toc135218157] Profitability Index/BCR
Profitability Index which is also known as the Benefit-Cost Ratio is a method of evaluating the potential profitability of a proposed project. It is calculated by dividing the present value of future cash flows by the initial cost of the project. A profitability index of greater than 1 indicates that the project is potentially profitable and should be pursued, while a profitability index of less than 1 suggests that the project may not be viable and should be abandoned. The profitability index is a variation of the net present value (NPV) rule, which also considers the time value of money. By using the profitability index, decision-makers can evaluate and compare investment opportunities with different sizes and time horizons.
	 
	Investment
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	Total

	Present Value 
	86,000
	36,000
	36,000
	36,000
	36,000
	36,000
	180,000

	 
	
	
	
	
	
	
	

	Payback Period
	2.3
	
	
	
	
	
	

	 
	
	
	
	
	
	
	

	Discount Rate (WACC)
	0.1
	
	
	
	
	
	

	 
	
	
	
	
	
	
	

	Denominator
	1.000
	0.909
	0.826
	0.751
	0.683
	0.621
	

	 
	
	
	
	
	
	
	

	Future Value 
	86,000
	32,727
	29,752
	27,047
	24,588
	22,353
	136,468

	 
	
	
	
	
	
	
	

	NPV
	50,468
	
	
	
	
	
	



Calculate the Profitability Index:
Profitability Index = (Present value of cash inflows / Initial investment)
Profitability Index = (£136,468 / £86,000)
Profitability Index = 1.58
The Profitability Index of 1.58 means that for every £1 invested, the project is expected to generate £1.58 in present value cash inflows over its 5-year life span. This is greater than 1, indicating that the project is potentially profitable and adds value to the organisation.
[bookmark: _Toc135218158]Accounting Rate of Return (ARR)
ARR is a financial metric used to measure the annual operating profit produced by an investment, conveyed as a percentage of the average investment. 
The ARR formula calculates the average annual profit over the average investment for the expected life of the project, as shown below:
ARR = (Average annual profit ÷ Average investment) x 100%
= (£36,000 ÷ £86,000) x 100%
= 41.86%
Based on this calculation, an ARR of 41.86% is expected for the investment, which is significantly higher than the discount rate of 10%. Therefore, the investment is expected to be profitable, and a 41.86% ARR is considered good in this scenario.

[bookmark: _Toc135218159]Conclusion/Recommendation 
This report has highlighted current challenges with a case company faced with inadequate inventory management processes. A plausible solution to this situation is the implementation of an inventory management system. An investigation was launched and as a result they established a budget of £86,000 and an expected annual return of £36,000. The solution holds several benefits to the organisation, such as increased productivity, efficiency, and visibility. To attain final approval for this project, a financial appraisal has been conducted utilising tools such as Payback Period, ARR, IRR, Profitability Index/BCR, and Net Present Value (NPV).
The Payback Period for the project is 2.3 years which indicates this is a good investment. NPV was calculated as £50,468, which is greater than the expected rate of return. IRR is 17.4% which is also higher than the rate of return. The profitability Index equals 1.58, which is greater than 1 and indicates potential profitability and benefits to the organisation. Finally, the ARR calculation was 41.80% which is higher than the discounted rate of 10 percent. Following the appraisal outcome, the case company is convinced that the project which aligns with their corporate goals also makes financial sense. 
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