Investment Appraisal – Neat Organisation
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2.

Neat Organization

Neat Organization is a leading provider of resort-based budget holidays in Spain for price
conscious consumers. Its business strategy is based on offering low-cost holidays. Competition in
this market segment is becoming increasingly intense. Information on the external environment is

included below:

Predicted macro-economic trends

Year Economic | Interest rates
growth rates

2009 2% 0.3%

2010 1% 1%

2011 2% 2%

2012 2% 2.5%

2013 3% 3%

As part of its growth strategy, Neat Organization intends to purchase a number of coaches to
transport holidaymakers from the airport to the resort as the cost of transport has increased rapidly in
recent years. After 7 years (the predicted useful life of the coaches), the management hopes that they
will have enough residual value that can then be used towards purchasing a new fleet. The projected

net cash inflows from this investment are shown below:
Year Projected net cash inflows ($)
1 100000
2 150000
3 250000
4 300000
5 250000
6 200000
7 200000
Total inflows 1450000
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250000
300000
250000
200000

7 200000
Total inflows 1450000

The initial cost of the coaches is $1000000.

Excerpt from the profit and loss account for Neat Organization
for the year ended 31 December 2008
$m
Sales revenue 20
Cost of goods sold 8
Gross profit 12
Advertising expenses
Other indirect expenses

Expenses
Net profit before interest and tax | 4

(This question continues on the following page)
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Excerpt from Neat Organization’s balance sheet as at 31 December 2008

$ $
Fixed assets 30000000
Current assets
Stock 2000000
Debtors 500000
Cash 700000
Total assets 3200000
Current liabilities
Creditors 1500000
Short-term borrowing 500000
Total 2000000
Net assets 31200000
Share capital 20000000
Loan capital 4000000
Retained profit 7200000
Capital employed 31200000
(a) Define the following terms:
(i)  fixed asset [2 marks]
(ii)  share capital. [2 marks]

(b)  Explain how the predicted changes in economic growth rates and interest rates
may affect Near Organization. [6 marks]

(c) Calculate the following (Show all your working):

(i)  the gross profit margin and gearing ratio for Neat Organization for 2008. [2 marks]
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Define the following terms:
(1)  fixed asset [2 marks]
(ii)  share capital. [2 marks]

Explain how the predicted changes in economic growth rates and interest rates
may affect Near Organization. [6 marks]

Calculate the following (Show all your working):
(i)  the gross profit margin and gearing ratio for Neat Organization for 2008. [2 marks]
(ii)  the payback period for the proposed investment in coaches. [2 marks]

(iii) the net present value (NPV) using a discount rate of 8 %. [2 marks]

(iv) the depreciation at 20 % using the reducing balance method for the first
7 years of the coaches. [3 marks]

Using financial and non-financial information, examine the decision of
Neat Organization to go ahead with the investment in coaches. [6 marks]
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