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[bookmark: _Toc535416543][bookmark: _Toc535417480]Introduction:
Royal Mail Group is one of the oldest companies in the world. Its existence can be traced back to 1516. Henry VII Knight Brian Tuke was the first master of the post. He established the first formal postal network by establishing post towns. However, for the next 119 years, the service was only available to the king and court (Royal Mail Group, 2018).
Royal Mail Group has two main businesses, one is the general logistic systems and the other is their UK operations. It is now a global organisation with operations in 44 countries. They have employed over 160000 people worldwide and their global revenue exceeds £10 billion per annum.
[bookmark: _Toc535416544][bookmark: _Toc535417481]Ratios:
[bookmark: _Toc535416545][bookmark: _Toc535417482]Profitability Ratios:
These ratios calculate the profitability of the firm. Some the most relevant ratios are calculated below,
	Ratios

	Profitability Ratios:
	2017
	2018

	ROE
	5.52%
	5.88%

	EPS
	0.2758
	0.2583

	DPS
	19.13
	20.65

	P/E
	19.33612128
	15.67554479

	ROC
	4.38%
	1.49%

	ROA
	3.28%
	3.56%


[bookmark: _Toc535416546][bookmark: _Toc535417483]Return on Equity (ROE)
This is an estimate of how well the funds of the owners are being utilised. It is one the most common measure of profitability (Nissim & Penman, 2001). The higher the ratio will be the better would be performance. The ratio is calculated by dividing after-tax profit with net worth. 
The return on equity for FY 2017 was 5.52% and this ratio improved in 2018 and was 5.88%. This was an increase of 0.36%. The increase was because of a proportional decrease in equity and a decrease in after-tax profit.
[bookmark: _Toc535416547][bookmark: _Toc535417484]Earnings per Share (EPS)
This ratio is a measure of profitability for an ordinary shareholder. The higher the ratio will be the better would be performance. This ratio is measured by dividing net income with a number of shares outstanding (Purnamasari, 2015, p85). 
In FY 2017, the EPS was 0.275. This measure of profitability for the common shareholder decreased to 0.258 in FY 2018. This is a decrease of 0.17. This was because of a decrease in profit.
[bookmark: _Toc535416548][bookmark: _Toc535417485]Dividend per Share (DPS)
This ratio simply measures how much profit the company is conveying to its shareholders. A higher ratio would indicate that the company has excess cash. This ratio is calculated by dividing total profit with number of common stock outstanding (Goldmann, 2017, p.108). 
In FY 2017 Royal Mail Group distributed 19.13p to its shareholders. This amount increased to 20.65p in FY 2018. This indicates that the company had a surplus cash in 2018.
[bookmark: _Toc535416549][bookmark: _Toc535417486]Price to Earning (P/E)
The investor uses this ratio to check the undervalued and overvalued share price of the company. This ratio is also an indication of expected earnings. This ratio is estimated by dividing a market price of shares with earning per share (EPS) (Goldmann, 2017, p.108).
The P/E ratio for FY 2017 was 19.33 and this ratio decreased to 15.67 by 2018. This was because of the decline in Royal Mail’s market price.
[bookmark: _Toc535416550][bookmark: _Toc535417487]Return on Capital (ROC)
This indicates how well the company is using its invested capital to earn a profit. Higher the ratio better the performance. This ratio is calculated by dividing net operating profit with capital employed. Capital employed is the contrast between current liabilities and total assets (Goldmann, 2017, p.111).
This ratio was 4.38% in FY 2017. There was a dramatic decrease in the ratio in FY 2018 and it decreased to 1.49%.  The increase was because of a proportional decrease in equity and a decrease in net operating profit.
[bookmark: _Toc535416551][bookmark: _Toc535417488]Return on Assets (ROA)
This ratio indicates how well the company is using its assets to generate profits. The higher the ratio would be the better the performance (Kucukaltan, Irani, & Aktas, 2016, p.350).
This ratio is measured by dividing net profit with the total assets.
In FY 2017, the ratio was 3.28% and the ratio increased to 3.56% in 2018. This was an increase of 0.28%. This was because of a proportionally decrease in assets and net profit.
[bookmark: _Toc535416552][bookmark: _Toc535417489]Liquidity Ratios:
These ratios tell us how quickly the firm can convert its asset into cash to pay off its debt (Penman & Penman, 2007). Some of the relevant ratios are given and calculated below, 
	Ratios

	Liquidity Ratios
	 2017
	 2018

	Current Ratio
	0.721230159
	0.865994236

	Acid Test
	0.709821429
	0.853986551

	Absolute Liquidity Ratio
	0.148313492
	0.288184438

	Basic Defence Ratios
	0.061578604
	0.095365783



[bookmark: _Toc535416553][bookmark: _Toc535417426][bookmark: _Toc535417490]Current Ratio
This ratio calculates the financial strength of the company. It would give a measure of how much the company has borrowed compared to its asset, or simply its ability to payback short-term liabilities. This ratio is estimated by dividing current assets with current liabilities (Kucukaltan, Irani, & Aktas, 2016, p.338). 
This ratio was 0.72 in FY 2017 and increased to 0.86 in FY 2018. This was because of an increase in current assets. Although this is a good indication, this ratio should at least be one (1) in case the firm has to pay back its current liabilities.
[bookmark: _Toc535416554][bookmark: _Toc535417427][bookmark: _Toc535417491]Acid Test
This is a more accurate ratio than the current ratio. This is because it removes all the non-cash accounts from current assets. This means the asset, which takes relatively more time to convert to cash, are not included in the ratio. This ratio is measured by dividing quick assets with current liabilities. The quick assets are estimated by subtracting prepaid expenses and inventory from current assets. Acid test ratio is additionally known as the quick ratio (Kucukaltan, Irani, & Aktas, 2016, p.354).
The Acid test ratio was 0.709 in FY 2017, which increased to 0.854 in FY 2018. This was a positive indication. A ratio of 1:1 is usually preferred. This was because of an increase in current assets.
[bookmark: _Toc535416555][bookmark: _Toc535417428][bookmark: _Toc535417492]Absolute Liquidity Ratio
This ratio is helpful for calculating the capability of the company to pay off its short-term debt. To achieve this target, it only takes into account cash and marketable securities, these are the extreme liquid accounts that the company has on its sheets. This ratio is calculated by dividing the sum of cash and marketable securities with current liabilities (Dujak, Jeger, &Bilandžić, 2016, p.296). 
The absolute liquidity ratio was 0.148 in FY 2017, which increased to 0.288 in FY 2018. This was a positive indication. The company has to make efforts to improve this ratio to avoid any uncertain situations. This was because of an increase in current assets.
[bookmark: _Toc535416556][bookmark: _Toc535417429][bookmark: _Toc535417493]Basic Defence Ratio
This ratio calculates the number of days the operations of the company would sustain if it does not rely on the income from any external sources. A higher number of days indicates that the company is liquid and will not be facing difficulties in times of cash flow distress. This ratio is calculated by dividing the sum of cash, receivables and marketable securities with the sum of operating expenses, tax expense and interest expense (Dujak, Jeger, &Bilandžić, 2016, p.296).
The basic defence ratio was 0.0615 in FY 2017, which increased to 0.0935 in 2018. This was because of an increase in current assets. These ratios indicate that the company would not sustain even one day without relying on income from other sources. A negative ratio would mean that the company would not sustain even one day without relying on income from other sources. 
[bookmark: _Toc535416557][bookmark: _Toc535417430][bookmark: _Toc535417494]Gearing Ratios:
The financial leverage of the company is calculated by gearing ratios. The firm must strive to keep a balance capital structure, debt and equity, to maintain these ratios (Watson, Shrives and Marston 2002). Some of the relevant gearing ratios are calculated below,
	Ratios

	Gearing Ratios
	 2017
	2018 

	Debt to Equity Ratio
	0.66780068
	0.635933273

	Debt to Capital Ratio
	0.11620092
	0.120190401



[bookmark: _Toc535416558][bookmark: _Toc535417431][bookmark: _Toc535417495]Debt to Equity Ratio
This ratio calculates the financial leverage of the organisation. This ratio is measured by dividing the interest bearing long/short-term liabilities with the shareholder's equity. Since the interest tax shield is an essence of interest, bearing debt it increases the returns on equity but at the same time enhances the financial risk of the organisation and the chances of insolvency (Campbell, Galpin, & Johnson, 2016, p.338).
The debt to equity ratio for FY 2017 was 0.667, which decreased to 0.635 by FY 2018. This was because of a proportional decrease in long-term interest bearing borrowings as well as an increase in equity (Annual Report 2017-2018).
[bookmark: _Toc535416559][bookmark: _Toc535417432][bookmark: _Toc535417496]Debt to Capital Ratio
Another metric for calculating the financial leverage of the company is the debt to capital ratio. This ratio is estimated by dividing the short/long-term interest bearing liabilities with the sum of short/long-term interest bearing liabilities and stockholders’ equity (Campbell, Galpin, & Johnson, 2016, p.338).
The debt to capital ratio for FY 2017 was 0.116, which decreased to 0.12 by FY 2018. This was because of a proportional decrease in long-term interest bearing borrowings as well as an increase in equity.
[bookmark: _Toc535416560][bookmark: _Toc535417433][bookmark: _Toc535417497]Efficiency Ratios:
The efficiency ratios measure how good the organisation make use of its assets to make revenues and maximize profit. These ratios are useful for investors as well when they need to make investment decisions (Halkos and Salamouris 2004). The management also uses these ratios to set the benchmark for the company to improve efficiency and ultimately maximise profits. Moreover, if the efficiency ratios are showing a good performance then the profitability ratios will also be increasing. Some of the relevant ratios are calculated below,
	Ratios

	Efficiency Ratios
	 2017
	2018 

	Working Capital Ratio
	0.721230159
	0.865994236

	Asset Turnover Ratio
	1.254056828
	1.304855365



[bookmark: _Toc535416561][bookmark: _Toc535417434][bookmark: _Toc535417498]Working Capital Ratio
This ratio estimates the efficiency of the c to pay off its short-term liabilities. The ratio is calculated by dividing current liabilities with current assets. 
This ratio was 0.72 in FY 2017 and increased to 0.86 in FY 2018. This was because of an increase in current assets. Although this is a good indication, this ratio should at least be one or more so that the firm is capable to pay its short-term liabilities such as interest payments.
[bookmark: _Toc535416562][bookmark: _Toc535417435][bookmark: _Toc535417499]Asset Turnover Ratio
This ratio also measures the efficiency of the company. The asset turnover ratio is a portent of how well the organisation is using its assets to make profits. The more efficient the operations will be the higher the ratio. This ratio is measured by dividing net sales with average assets (Halkos and Salamouris 2004). The average assets are simply a two-year average, or an average of the beginning and ending asset balances.
The asset turnover ratio for FY 2017 was 1.25 and this increased to 1.30 by FY 2018. This was because of an increase in current assets. This is a positive indication since the pound earned for each asset has increased. This would help the company to raise funds more easily since it can prove that its efficiency is increasing. 
[bookmark: _Toc535416563][bookmark: _Toc535417436][bookmark: _Toc535417500]Investors Ratios:
Investors take a risk when they invest in the company. Investor ratios help them make decisions, whether the risk is worth taking or not. Investor ratios give technical insights on the earnings of the company (Martani, Khairurizka and Khairurizka 2009). Some of the relevant investor ratios are calculated below,

	Ratios

	Investor Ratios
	 2017
	2018 

	DuPont Analysis
	5.84%
	5.41%

	Quality of Earnings Ratio
	2.981684982
	3.779069767



[bookmark: _Toc535416564][bookmark: _Toc535417437][bookmark: _Toc535417501]Quality of Earnings Ratio
Quality of earnings ratio measures quality of earnings and the consistency of the organisation. If the income of the company is consistent, does not involve non-recurring income and is bas based on relevant accounting policies then the quality of earnings ratio would show a good performance. This ratio is estimated by dividing net cash flow from operating activities by net income. 
The quality of earnings ratio for FY 2017 was 2.98 and this increased to 3.77 by FY 2018. This increase can be attributed to a decrease in net income (Annual Report 2016-2017). A ratio that is greater than 01 indicates that the net income is lower than the cash flows from operations. This means that the company is following conservative accounting policies.
[bookmark: _Toc535416565][bookmark: _Toc535417438][bookmark: _Toc535417502]Du Pont Analysis
The DuPont analysis breaks down the return on assets in different components. It depicts that return on asset is dependent upon the profit margin ratio and asset turnover ratio. This analysis is more conservative way of calculating the return on assets. It is measured by multiplying the asset turnover ratio with the profit margin (Tandon, Dhankhar, &Goel, 2015).The return on asset, according to DuPont analysis, was 5.84% in FY 2017, which decreased to 5.41% in 2018. This was because of a decrease in the equity of the firm.
[bookmark: _Toc535416566][bookmark: _Toc535417439][bookmark: _Toc535417503]Limitations of Ratio Analysis:
Ratio analysis is beneficial for calculating the financial details of any company. These ratios are useful to investors, who are willing to invest, and the management, to compare and make timely adjustments (White, Sondh & Fried, 2005). However, there are some drawbacks of ratio analysis; the most common problem is that ratio analysis is not useful if we have stand-alone values. There must be a benchmark set for comparison that can be either with the industry, another company or with the company’s own past performance. 
Some other factors that can distort a company’s analysis include inflation, the accounting procedures that are in place, seasonal factors and others (Lesakova, 2007). In addition, no generalisation can be made about the ratios, that whether a set benchmark is good or not. To avoid this companies normally adjust their benchmark with time.
Inflation affect ratios since the reporting is done periodically. So after adjusting inflation a more reliable ratio analysis can be calculated. Seasonal effects also distort the analysis because during the season everything is on peak and the ratios also look good, but the analyst should be aware of the fact that this was because of a particular season and once that is over everything would go back to be normal. The overall economic conditions should also be considered since the business operations differ at different business cycle points. 
[bookmark: _Toc535416567][bookmark: _Toc535417440][bookmark: _Toc535417504]Recommendations: 
As far as the ratios are concerned, the profitability of the company seems to be doing well. They have witnessed an increase in the profitability ratios and the efficiency ratios support this argument. However, their stand-alone net income has witnessed a decrease. They need to work on improving their net income, since most of the positive ratios are either because of a decrease in equity or assets.
As far as the financial leverage of the firm is concerned, they need to work on acquiring more assets or retiring debt. This is because their ratios are below the benchmark of one, which would mean that they are able to pay back their liabilities. This situation would also make the financing difficult and expensive (Tandon, Dhankhar, &Goel, 2015). 
Their EPS also decreased and their P/E ratio decreased, so they need to make sure that their position in the stock market is stable, since they also sent a signal by increasing the dividends. The investors would be expecting an increase in income if not; their share price might also decrease.
[bookmark: _Toc535416568][bookmark: _Toc535417441][bookmark: _Toc535417505]Conclusion:
In conclusion, the most appropriate thing to mention would be that most of the good performance depicted in the ratios is because of a decrease in assets or equity or even both. If we observe the income statement, the stand-alone net income value has decreased from the previous year and the EPS has also decreased even though the equity decreased, this shows that the decrease in net income in relation to equity was proportionally greater. This definitely not a good indication and may pose potential threats to the organisation. Royal Mail group has shown an increase in efficiency, which is a good signal. They should stay focused on improving this, and try to stabilise their net income. Moreover, they should also focus on increasing their marketable securities so that their leverage could be balanced. This would also help the company to get quality and reasonable financing.


[bookmark: _Toc535416569][bookmark: _Toc535417442][bookmark: _Toc535417506]References:
Halkos, G.E. and Salamouris, D.S., 2004. Efficiency measurement of the Greek commercial banks with the use of financial ratios: a data envelopment analysis approach. Management accounting research, 15(2), pp.201-224.
Lesakova, L., 2007, June. Uses and limitations of profitability ratio analysis in managerial practice. In International Conference on Management, Enterprise and Benchmarking(pp. 1-2).
Martani, D., Khairurizka, R. and Khairurizka, R., 2009. The effect of financial ratios, firm size, and cash flow from operating activities in the interim report to the stock return. Chinese Business Review, 8(6), pp.44-55.
Nissim, D. and Penman, S.H., 2001. Ratio analysis and equity valuation: From research to practice. Review of accounting studies, 6(1), pp.109-154.
Penman, S.H. and Penman, S.H., 2007. Financial statement analysis and security valuation (p. 476). New York: McGraw-Hill.
Royal Mail Group. 2017. Annual Report 2016-2017. [Online]. Retrieved from https://www.royalmailgroup.com/media/10168/annual-report-and-accounts-2016-17_0.pdf, retrieved on 30th November 2018
Royal Mail Group. 2018. Annual Report 2017-2018. [Online]. Retrieved from https://www.royalmailgroup.com/media/10169/royal-mail-group-annual-report-and-accounts-2017-18.pdf, retrieved on 30th November 2018
Campbell, T.C., Galpin, N. and Johnson, S.A., 2016. Optimal inside debt compensation and the value of equity and debt. Journal of Financial Economics, 119(2), pp.336-352. 
Royal Mail Group. 2018. Company Website. [Online]. Retrieved from https://www.royalmailgroup.com/en,retrieved on 30th November 2018
Watson, A., Shrives, P. and Marston, C., 2002. Voluntary disclosure of accounting ratios in the UK. The British Accounting Review, 34(4), pp.289-313.
Purnamasari, D., 2015. The effect of changes in return on assets, return on equity, and economic value added to the stock price changes and its impact on earnings per share. Research journal of finance and accounting, 6(6), pp.80-90.
Dujak, D., Jeger, M. and Bilandžić, A., 2016. Predicting growth potential of small and medium-Sized Logistics Companies. SGBED wishes to recognize the following sponsors, p.296.
White, G.L., Sondh, A.C. and Fried, D., 2005. Analysis of Financial Statement. Analysis.
(Tandon, S., Dhankhar, S. and Goel, D., 2015. Pre and Post-Recession Operating Performance of Indian Manufacturing Firms: A Sectoral Approach using application of 5-point Du Pont Analysis on BSE Sectoral Indices. International Journal of Economics, Business and Finance, 3(3).
Goldmann, K., 2017. Financial liquidity and profitability management in practice of polish business. In Financial Environment and Business Development (pp. 103-112). Springer, Cham.
Kucukaltan, B., Irani, Z. and Aktas, E., 2016. A decision support model for identification and prioritization of key performance indicators in the logistics industry. Computers in Human Behavior, 65, pp.346-358.


[bookmark: _Toc535416570][bookmark: _Toc535417443][bookmark: _Toc535417507]Appendices:
[bookmark: _Toc535416571][bookmark: _Toc535417444][bookmark: _Toc535417508]Balance Sheet





[bookmark: _Toc535416572][bookmark: _Toc535417445][bookmark: _Toc535417509]Income Statement


 


[bookmark: _Toc535416573][bookmark: _Toc535417446][bookmark: _Toc535417510]Ratio



[image: ]


Financial Management









University of Wales Trinity Saint David
Financial Management
(SBMA7100D)
Part 2
Capital Budgeting for James Plc





Name: SIU KEUNG O
Student Number: 1706317
[bookmark: _GoBack]Date: 17-Jan-2019
Contents

Introduction:	25
Net Present Value (NPV):	25
Internal Rate of Return (IRR):	28
Discounted or Non-discounted Methods:	30
Capital rationing:	31
Financing methods:	35
Conclusion:	36
References:	38
Appendix:	40



[bookmark: _Toc535415277][bookmark: _Toc535416574][bookmark: _Toc535417511]Introduction:
This report consists of different capital budgeting analysis for James Plc. The firm is facing a difficult situation in which they have to choose from the three alternatives it has. The tools used in the analysis are Capital Rationing, Internal Rate of Return (IRR) and Net Present Value (NPV).
[bookmark: _Toc535415278][bookmark: _Toc535416575][bookmark: _Toc535417512]Net Present Value (NPV):
Net Present Value (NPV) is simply the difference between present values of cash inflows and outflows that a firm would incur for a particular project in a given period. (Shrieves and Wachowicz Jr., 2007) A negative NPV depicts that the firm is not able to recover all of the cost and is therefore rejected without any real consideration. A positive NPV depicts that the firm can recover all of the costs associated with the project and make some profit over it. Then the project with the highest NPV is selected as the best alternative. (Tolga, Kahraman and Ruan, 2002)
In our example the firm is a manufacturer of high quality of garden furniture and associated items, they have a variety of product range to offer to its customer base. The firm is now posed with a difficult situation, they have to make a decision to expand, but they have some alternatives to choose from.
James Plc. has three main investment decisions to make, 
· Expand its flourishing retail outlet to include all products.
· Develop internet sales.
· Produce greenhouses and conservatories.
The following are the estimated cash flows, also, the initial investment each project will need,
	 
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	 
	£’000
	£’000
	£’000
	£’000
	£’000

	(A)
	-750
	400
	500
	500
	500

	(B)
	-1200
	500
	600
	800
	1,000

	(C)
	-2000
	500
	1,000
	1,500
	1,500



NPV is described as the difference between initial investment or all cash outflows and the discounted values of all future cash flows (Ryan and Ryan, 2002). So, the above-mentioned future cash flows were discounted at a rate of 8% that is the cost of capital, and then the subtracted from the initial investment to result in net present value.
 The discounted cash flows are as follow,
	
	1
	2
	3
	4

	A
	370.3704
	428.6694
	396.91612
	367.5149264

	B
	462.96296
	514.40329
	635.0657928
	735.0298528

	C
	462.96296
	857.33882
	1190.748362
	1102.544779








The initial investments are as follow,
	 
	Year 0

	 
	£’000

	(A)
	-750

	(B)
	-1200

	(C)
	-2000



As discussed above, the difference between the two is known as net present value, which is as follow,
	NPV

	A
	813.470827

	B
	1147.461901

	C
	1613.59492



The projects with positive NPV are selected to pursue; however, if there is only room for one project then the alternative with the highest NPV is selected when the capital budgeting decision is made on the basis of NPV, however, if any value is negative it is rejected without any consideration (Shrieves and Wachowicz Jr., 2007).  As in our case, James Plc. should go with producing greenhouses to get quality raw material for its product and it should focus on producing conservatories to store its finished material in order to assure its quality in the absence of orders. 
However, making a decision based solely on NPV may pose some threats to the company, since there is just one discount rate that has been used while at different points in time there may be different discount rates. These discount rates may change because of a change in management’s financing decisions; the risk posed to the firm and uncontrollable factors. To overcome this problem, the firm may try to use other tools to get the best alternative, or they may go ahead and modify their NPV by adjusting the discount rates at different points in time (Kashyap, 2017). This would require much effort from the firm’s side; they would have to do extensive research in order to be well equipped before deciding on anything. Even if they were well equipped, using NPV again would make the process more complicated and may even increase the risk of error, which would lead to taking the wrong decision.
[bookmark: _Toc535415279][bookmark: _Toc535416576][bookmark: _Toc535417513]Internal Rate of Return (IRR):
IRR or the internal rate of return is the rate at which NPV is zero or close to zero. If the IRR is lower than the cost of capital, the project should be refused without any further considerations because it would ultimately lead to a negative NPV, and as discussed above, projects with negative NPV should be rejected. (Shrieves and Wachowicz Jr., 2007)
Although a very popular metric for capital budgeting, IRR has its limitations. One, which is suitable in our scenario, is that IRR assumes the cash flows to be reinvested at the same discount rate when this is rarely the case. In general, the cash flows may be reinvested at a rate, which is more realistic, or at the cost of capital.
To calculate IRR for James Plc., first, the cash inflows would be discounted at a rate, which would cause the NPV to be zero. To find that rate we first start with the best guess and then through trial and error we find the exact rate at which NPV would be zero. The discounted cash inflows and outflows would be written as, 
	 
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	 
	£’000
	£’000
	£’000
	£’000
	£’000

	(A)
	(750)+
	400/(1+r)^1+
	500/(1+r)^2+
	500/(1+r)^3+
	500/(1+r)^4

	(B)
	(1200)+
	500/(1+r)^1+
	600/(1+r)^2+
	800/(1+r)^3+
	1000/(1+r)^4

	(C)
	(2000)+
	500/(1+r)^1+
	1000/(1+r)^2+
	1500/(1+r)^3+
	1500/(1+r)^4



After this step, as discussed above, we would start with the best guess for “r”. Later, through trial and error, we would get the exact rate at which NPV would be zero or close to zero. The rate at which NPV would be zero for each project is given below,
	IRR

	(A)
	48.65%

	(B)
	40.74%

	(C)
	34.48%



According to the above results, we see that to expand its flourishing retail outlets James Plc. would require an IRR of 48.65%, to start an e-commerce business it would require an IRR of 40.74% and to establish greenhouses and conservatories it would require an IRR of 34.48%. All of these rates are above the cost of capital that is 8% (Celenza, et al., 2017, p.60). According to IRR results, James Plc. should expand its retail outlets, because that is the project, which is providing the firm with a relatively higher IRR of 48.65%.  
[bookmark: _Toc535415280][bookmark: _Toc535416577][bookmark: _Toc535417514]Discounted or Non-discounted Methods:
The discounted strategies take under consideration the time value of money, i.e. cash flows in the future have a lower value today. This is the reason they are more popular when making capital budgeting decisions (Anuar, 2005). Some of the discounted methods are NPV and IRR. Although these methods have, their limitations, they are relatively more reliable to proceed with, and they are more accurate (Markovics, 2016). 
Non-discounted methods do not consider the time value of money, that is, cash flows in the future have the same value in the present when practically they do not. Some reasons are inflation and changing economic trends. Some of the popular traditional/non-discounted methods are payback period and return on investment or average annual profit (ARR) (Fabozzi and Drake, 2008).
The non-discounted methods are more popular among short-term investment as compared to the long-term investments. As these strategies do not premeditate the time value of money, they are more reliable when working with short-term investments. (Tolga, Kahraman and Ruan, 2002) The payback period, for example, does not consider profitability and it only takes into account the period a project will take to return the investment. (Weingartner, 1969) Although this method has its benefits, it is not suitable to rely only on this method when taking capital budgeting decision. 
The average annual profit also does not take into consideration the time value of money; thence, it is also suitable to use this method for short-term investments. It is a profitability measure and does not take into account the cash flows a project will generate. (Tolga, Kahraman and Ruan, 2002)
Some other factors that should be considered before taking capital budgeting decisions are as follow (Gitman and Forrester, 1977),
1. Accounting methods.
2. Tax policies.
3. Government policies
4. Capital structure
5. Availability of funds
6. The timing of the decision.
[bookmark: _Toc535415281][bookmark: _Toc535416578][bookmark: _Toc535417515]Capital rationing: 
A firm may take on multiple projects that have positive NPVs, but investing in too many projects that are still in the process may lead to uneven cash flows, higher risk, and may ultimately lead to financial insolvency. (Antle and Eppen, 1985) This is where capital rationing comes in; this restricts the firm to invest in all possible positive NPV projects and allows the firm to invest in a few profitable ones to ensure smooth operations. This is done by increasing the discount rate, i.e. ultimately rejecting lower IRR projects. Another goal of capital rationing is to keep the firm from overinvesting. Capital rationing may also arise when any firm is unable to take on all of the available projects because of unavailability of firms.
There are two types of capital rationing, divisible and non-divisible. Non-divisible means that we cannot invest in part of the project and the total investment would have to be made otherwise the remaining funds would go unused; this is also called hard capital rationing (Antle and Eppen, 1985). Divisible projects mean that we can invest in part of the project so that no funds go unutilized; this is also called soft capital rationing (Schall, Sundem and Geijsbeek, 2016). If the projects are divisible, then the firm may take a part of a particular project, but if the projects are not divisible, then some of the funds might go unused. 
Even if the firm has all positive NPV projects, it will not be able to take on all of them; this is when capital rationing comes in. James Plc. is facing this same situation right now. Therefore, in order to select the optimum projects we first adjust all the cash flows for tax, these tax adjusted cash inflows are as follow, 
	After Tax

	 
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	 
	£’000
	£’000
	£’000
	£’000
	£’000

	(A)
	-750
	320
	400
	400
	400

	(B)
	-1200
	400
	480
	640
	800

	(C)
	-2000
	400
	800
	1200
	1200



As the tax rate is 20%, all of these cash flows have been adjusted accordingly. After adjusting them for the tax we will add the capital allowances, these values are given below, 
	After Tax & Allowance

	 
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	 
	£’000
	£’000
	£’000
	£’000
	£’000

	(A)
	-750
	507.5
	587.5
	587.5
	587.5

	(B)
	-1200
	700
	780
	940
	1100

	(C)
	-2000
	900
	1300
	1700
	1700


The capital allowance that James Plc. would receive each year is given as 25%. Therefore, before calculating NPV and selecting the optimum portfolio, we would also adjust these cash flows for capital allowances. This has been done on an annual basis, i.e. each year 25% of the capital allowance is added to each cash flow according to their respective investments (Kashyap, 2017). 
After adjusting these cash flows for capital allowance, we would then calculate their respective NPV’s. The NPV’s for tax and allowance adjusted cash flows has been given below,

	NPV

	(A)
	1121.80

	(B)
	1671.61

	(C)
	2546.94


As we can see above that, the NPV’s are still positive we can select all of the projects based on NPV, but because we have limited funds, we would go ahead and calculate the profit index for each of the alternatives. The profit index is calculated by dividing the discounted cash inflows with their respective investments. The profit index is presented below, 
	 
	Initial Investment
	NPV
	Cash Inflows
	Profitability Index

	 
	£’000
	£’000
	£’000
	£’000

	(A)
	750
	1121.800
	1871.800
	2.495733926

	(B)
	1200
	1671.608
	2871.608
	2.393006311

	(C)
	2000
	2546.939
	4546.939
	2.27346968



Once the profit index has been calculated, we would then safely rank these investment options according to their profitability index and then invest in these alternatives accordingly. The ranking according to the profitability index is presented below,
	 
	Initial Investment
	NPV
	Cash Inflows
	Profitability Index
	Rank

	 
	£’000
	£’000
	£’000
	£’000
	 

	(A)
	750
	1121.800
	1871.800
	2.495733926
	1

	(B)
	1200
	1671.608
	2871.608
	2.393006311
	2

	(C)
	2000
	2546.939
	4546.939
	2.27346968
	3



After ranking the projects, we see that establishing more retail stores would be a relatively profitable option than the other two. Accordingly, we see that expanding into e-commerce is also a relatively profitable option than producing greenhouses and conservatories. Now once we have invested in these two projects, A and B, we are left with only £50000. Therefore, we would invest £50000 in project C that is producing greenhouses and conservatories; this is because the projects are divisible (Enqvist, Graham, &Nikkinen, 2014). The impact of working capital management on firm profitability in different business cycles: Evidence from Finland. Research in International Business and Finance, 32, pp.36-49.). Ultimately, we would end up investing £50000 in C that makes up 2.5% of the total investment. This would be the final decision for capital rationing, and our decision is based on the profitability index. If the projects were not divisible than £50000 would have gone unused. 
[bookmark: _Toc535415282][bookmark: _Toc535416579][bookmark: _Toc535417516]Financing methods:
Depending on the type of firm, there is a wide range of financing methods the firm can use. Broadly there are two types, one is the equity financing, and the other is debt financing. If the firm chooses to go for debt, financing then there is a variety of methods. Some of these are bank loans, issuing bonds and others. If the firm would go with debt financing, then they will not have to give up part of the ownership. Therefore the lenders would not have any claims on future cash flows or profits. They would only be entitled to get the principal amount along with the interest payments. One benefit of paying interest is that it is a deductible expense for the firm for tax purposes, i.e. there is a tax benefit for the firm if they choose debt financing (Burns, & Walker, 2015, p.67). One more benefit of debt financing is that the firm does not have to comply with the strict rules and regulations; all they need is a good credit score, some powerful covenants and a reasonable interest rate.
Moreover, since debt holders do not have any ownership in the company, the firm is not required to update them, periodically, with different information or held any meetings to brief them about the matters of the firm. If the firms are not able to make their periodic payments, then strict legal actions may be taken against it, which may also lead to financial insolvency (Burns, & Walker, 2015, p.68). Depending on the firm's credit score, it might find the debt to be more expensive or difficult to find. 
If the firm chooses equity, financing then it is giving the equity holders part of the ownership. One advantage of this option would be that the firm would not be liable to pay periodic payments to its equity holders like interest payments. This would not burden the company in cases of financial stress, since missing debt obligations may lead to severe consequences for the firm (Swift, & Piff, 2014, p.145). Furthermore, there would be no restrictions on the company anyhow, since there will be no covenants as in the debt instruments. The management would be free to make difficult decisions, which may lead to higher profitability. This would also keep a good credit score of the company since debt to equity ratio is a measure of the riskiness of the company. In addition to that, the cost of equity is relatively lower. One problem with equity financing is that it takes more time to gather up as compare to different debt instruments. Whereas giving away ownership also means that the firm is sharing its power to make decisions, the voting rights are being more saturated, and they might even interfere in the management procedures ((Swift, & Piff, 2014, p.147).
In the current scenario, the basic way of financing the project would be through internal sources. One of these sources is retained earnings or the funds available to the fund. Since the money available to the firm is enough to finance more than two projects, it might want first to evaluate the consequences of those decisions. This is why capital rationing was used as a method to prevent the firm from over investing which might lead to higher risks and ultimately a higher discount rate or may even lead to financial insolvency.
[bookmark: _Toc535415283][bookmark: _Toc535416580][bookmark: _Toc535417517]Conclusion:
After computing various analysis, NPV, capital rationing and IRR, James Plc. should consider expanding its retail stores as it would prove to be a profitable decision. Along with expanding the retail store James Plc. should also consider expanding into e-commerce business since there is an availability of adequate funds. According to NPV results, all projects have positive NPV and pursuing all of them would not pose risk to the firm. As the NPV shows that establishing greenhouses and conservatories would provide the highest NPV, that is, it would provide the most funds to the firm, but the IRR analysis provides evidence that expanding its retail stores would require the lowest internal rate of return.  As far as financing is concerned, James Plc. has the adequate funds to invest in the projects and they should not consider any other financing source. This is because they would be over investing and this would bring additional risk to the organisation.  

[bookmark: _Toc535415284][bookmark: _Toc535416581][bookmark: _Toc535417518]
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