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Basis of Preparation

This appraisal has been prepared in order to provide Retail Department Store with the
potential financial implications and investment returns arising from the proposed
solution.

It is based upon a number of stages that together provide an assessment of the
investment returns likely to be delivered as a result of project acceptance. It compares
specific, identifiable financial returns that arise against the cost of this solution.

This assessment is based upon information and explanation from Retail Department
Store and is indicative only. It is therefore not a part of the contractual offer from IT
Reseller.

Background to Investment Appraisal

A department store had grown steadily since it opened many years ago. The IT
systems in place had been modified and added to as the business changed. The current
size of the business now warranted the introduction of a new ERP system from a
specialist IT Reseller. Problems driving this change were lack of control over stock in
a newly opened warehouse and poor customer service and capabilities with the
existing tills and payment structure. This project needed to be completed quickly
based upon an efficient review and introduction of the new business wide ERP
systems. The business was in private ownership and the owners wished to recover a
minimum of 6% per annum interest costs which would be the amounts payable on the
bank loan needed to fund the project.

The sales proposal for this solution is submitted separately — and should be cross-
referred to this appraisal.

In order to complete the investment appraisal Retail Department Store has requested
the use of the following appraisal methods:

e Net Present Value

A financial measure of whether a proposal delivers a “profit” or a “loss” using
an annual cost of money applied to the timing of spend and savings. It
includes the initial cost of the equipment / services, the monthly cost of
maintenance, compared to the financial benefits accruing. The result is the
change in shareholder value to be anticipated from project acceptance.

e Internal Rate of Return

The return rate per annum to Retail Department Store taking into account:
initial cost of the equipment / services, monthly cost of maintenance, and
comparing these to the timing of benefits identified as a result of
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implementing the project. The “percentage” answer is compared to the
minimum requirement specified by Retail Department Store for approval.

e Payback

This is a comparison of the initial outlay of monies, to buy equipment or
services, against the time taken for the savings to cover the initial outlay. This
derives an answer which is a time measure, and is usually quoted in months /
years.

e Discounted Cash Flow —to NPV and IRR

A detailed statement of all the cash flows and timings that underpin the results
provided for Internal Rate Of Return and Net Present Value analysis.

Cash Cost of Solution

Cost Type Cost Month
Software licences 100,000 0
Implementation and consultancy - phase 1 50,000 0
Implementation and consultancy - phase 2 50,000 4
Hardware 50,000 0
Cash cost of solution 250,000

Initial costs were for ERP software licences together with specialist consultancy from
an IT Reseller with Retail systems expertise. The owners insisted that £50k hardware
requirements should also be included because they needed a total solution review and
costing even though they would be sourcing the hardware element themselves from a
different supplier.

Monthly Costs

Cost Type Cost Months
Support and maintenance 2,000 1-36
Average monthly cost 2,000

Monthly costs were included and covered software maintenance together with 24 x 7
enhanced help and support for the total review period.

31/08/2005 2 Retail Department Store



Investment Appraisal For Retalil
Department Store

shark

Appraised using Shark Investment
Software © 2005 Shark Finesse Ltd

Benefits Evaluation

Selection of the savings / benefits modules arising supporting this appraisal :-

Improve Customer Retention

Annual revenue 13,000,000
Current retention rate (%) 90
Target retention rate (%) 90.5
Gross margin (%) 50
Increase in retention post solution (%) 0.5
Equivalent monthly margin generated (£) 3,845
Impact Life (months) 4-36

The customers of the department store had been receiving levels of service that would
be vastly improved after solution implementation. Current problems included
difficulties to track customer enquiries and slow till service meant some customers
left the queue to shop elsewhere. The owners believed that 90% of their customers
currently stayed loyal but this would improve to a minimum 90.5% post solution. This
extra loyalty converts into growing monthly margins for the business.

Improve Revenue per Customer

Current number of customers 100,000
Average revenue per customer per month 10.8
Monthly revenue 1,080,000
Percentage increase in revenue post solution (%) 0.5
Gross margin (%) 50
Additional monthly margin generated (£) 2,700
Impact Life (months) 4-36

The department store estimated that it serviced 100 thousand customers and generated
an average of £10.80 per month from each of them. After implementation the owners
believe that the impact of better service plus holding a wider range of the better
moving and demanded products would deliver a small 0.5% increase in revenues.
This would not be delivered until month 4 when the solution implementation is
completed.
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Reduce Sales Discount

Number of deals closed per year 1,200,000
Average deal size 10.8
Current average discount (%) 0.5
Target average discount with solution (%) 0
Monthly revenue increase (£) 5,427
Impact Life (months) 4-36

Poor current systems meant that concessions were being made on price and sales
returns to keep customers happy. New ERP systems would allow better tracking and
resolution of problems together with elimination of the causes of these ongoing
issues. The owners believed that this would ultimately translate into a minimum
reduction of discount or concessions to customers totalling 0.5% of sales.

Reduce Stock Holding

Current stock holding 2,166,000
Percentage reduction in stock holding (%) 25
Annual interest cost (%) 6
New level of stock holding after implementing solution 1,624,500
Monthly savings (£) 2,708
Impact Life (months) 4-36

A new warehouse facility had been opened and this was planned to manage future
expansion but had already been filled up by overbuying. This had arisen because

current poor systems were not delivering the information to manage the amounts of
stock - and buyers didn't want stockouts which would affect the business
performance. New ERP systems would allow the monitoring and tracking of running
lines and appropriate levels of stock to support the business. It was estimated that a

minimum 25% reduction in stock could be delivered and it was only the interest

element on this that was included in the business case.

31/08/2005

Retail Department Store



Investment Appraisal For Retalil

Department Store

shark

Appraised using Shark Investment
Software © 2005 Shark Finesse Ltd

Reduce IT Support Costs

Current annual support spend
Revised annual support spend
Annual savings (£)

Monthly savings (£)

Impact Life (months)

12,000
0
12,000
1,000
4-36

Deployment of the new ERP solution would eventually save the costs from the
current IT supplier and these hard benefits would only become available from month

4,

Total Benefits Summary

A summary of the individual Evaluators :

Benefits Summary

Improve Customer Retention
Improve Revenue per Customer
Reduce Sales Discount

Reduce Stock Holding

Reduce IT Support Costs

Peak monthly benefits

3,845
2,700
5,427
2,708
1,000
15,680
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Return On Investment Appraisal Elements

NPV Calculation

Period (months) 36

Cash costs of solution 250,000

Total one time benefits 0

Peak monthly benefits 15,680

Average monthly costs 2,000

Discount (interest) rate % 6

NPV (£) 152,128
Month 0 -200,000

Year 1 Year 2 Year 3 Year 4 Year 5
Month 1 -1,990 11,351 13,118 0 0
Month 2 -1,981 11,508 13,254 0 0
Month 3 -1,971 11,662 13,389 0 0
Month 4 -39,172 11,815 13,523 0 0
Month 5 10,038 11,966 13,655 0 0
Month 6 10,209 12,116 13,786 0 0
Month 7 10,377 12,264 13,915 0 0
Month 8 10,544 12,410 14,042 0 0
Month 9 10,709 12,555 14,169 0 0
Month 10 10,872 12,697 14,293 0 0
Month 11 11,034 12,839 14,416 0 0
Month 12 11,193 12,979 14,539 0 0
152,128
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IRR Calculation

Period (months) 36
Cash costs of solution 250,000
Total one time benefits 0
Peak monthly benefits 15,680
Average monthly costs 2,000
IRR % 42
EVA % 36

Discounted Cashflow Analysis - IRR

Month 0 -200,000
Year 1 Year 2 Year 3 \ Year 4 Year 5

Month 1 -1,942 8,268 7,132 0 0
Month 2 -1,886 8,180 7,033 0 0
Month 3 -1,832 8,090 6,933 0 0
Month 4 -35,533 8,000 6,834 0 0
Month 5 8,886 7,907 6,734 0 0
Month 6 8,820 7,813 6,635 0 0
Month 7 8,749 7,718 6,536 0 0
Month 8 8,676 7,622 6,437 0 0
Month 9 8,599 7,525 6,338 0 0
Month 10 8,520 7,427 6,240 0 0
Month 11 8,439 7,329 6,142 0 0
Month 12 8,355 7,230 6,045 0 0
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Payback Calculation

Cash costs of solution

Total one time benefits
Peak monthly benefits
Average monthly costs

Payback (months)

250,000
0
15,680
2,000
24

Summary of Project Returns

Cash Cost of Solution (£)
Average Monthly Costs (£)
Period (months)

Peak monthly benefits (£)

Net Present Value (£)
Internal Rate of Return %
Payback (months)
Economic Value Add %

250,000
2,000
36
15,680

152,128
42
24
36

Based upon an assumed cost of capital of 6%

Final Project Appraisal Summary

The Investment Appraisal outlined above is based upon identified benefits that would
accrue to Retail Department Store as a result of project acceptance.

The investment evaluation of these costs and savings has been completed using the
Shark appraisal tool. The output from this tool is fully visible and can be audited by

Retail Department Store if so required.

This indicative analysis stands separately from the contractual elements of the
IT Reseller solution and is necessarily dependent upon the benefits identified jointly

with Retail Department Store.
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